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ABSTRACT 
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JOINING BILATERAL INVESTMENT TREATIES BETWEEN JAPAN AND SOUTH 
KOREA 

Ji Hye Lim, Ph.D. 

George Mason University, 2020 

Dissertation Director: Dr. Ming Wan 

 

Japan and South Korea have been viewed as sharing a common developmental strategy 

as developmental states. However, the two countries have shown vastly differing 

strategies in joining Bilateral Investment Treaties (BIT’s). As of 2018, while South Korea 

signed BIT’s with 99 countries, Japan only signed with 33 countries. The pattern of South 

Korea entering BIT’s starts diverging from Japan in the late 1980s with the largest gap 

revealed in the 1990s. During this period, I suggest South Korea has developed its own 

economic strategy apart from Japan especially regarding economic liberalization. While 

the Japanese government led liberalization by effectively controlling private sectors, the 

Korean government handed a leading role of economic liberalization over to the newly 

grown chaebol. This research explains why Japan and Korea start having different 

strategies by focusing on the two countries’ institutions. I study institutional change and 

continuity as an evolving process, along with the theoretical framework of historical 

institutionalism. By stressing Korea’s divergent pathway of liberalization from Japan, this 
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research reassesses a Korea’s developmental path as the developmental state and defines 

Korea’s different economic strategy and approach. 



1 
 

CHAPTER 1. INTRODUCTION 

A Bilateral Investment Treaty (BIT) is designed to protect foreign investment and 

guarantee foreign investors’ legal rights. By creating a favorable environment for foreign 

investment, the BIT aims to loosen restrictions and requirements to Foreign Direct 

Investment (FDI) (Salacuse & Sullivan, 2005). Moreover, through liberalization of FDI, 

the BIT undermines a government’s control over capital resources in the domestic 

market, which leads to financial liberalization. Thus, the pattern of joining BITs reflects a 

government’s strategy of liberalization.   

Since South Korea initially signed with Germany in 1964, the Korean government 

has started joining BITs with 99 countries (104 BITs including terminated treaties) as of 

2018. Based on the number of officially signed BITs, Korea is ranked eighth highest in 

the world. On the other hand, Japan has signed with only 33 countries since 1977 and is 

ranked seventy-second. The pattern of South Korea joining BITs starts diverging from 

Japan in the late 1980s with the most noticeable difference in the 1990s. After the mid-

1980s, South Korea has been much more proactive in joining BITs globally.  

Throughout the history of economic development in most of the twentieth 

century, Japan and South Korea have been viewed as sharing a common developmental 

strategy. Since Chalmers Johnson’s emphasis on the positive role of industrial policy in 

Japanese growth as a developmental state (Johnson, 1982), many scholars have focused 
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on the government’s successful role in explaining both Japan and Korea’s economic 

development (for example, Amsden, 1989; Deyo, 1987; Haggard, 1990; Woo-Cumings, 

1999). For instance, Amsden’s analysis on the industrialization of South Korea explained 

Korea’s developmental path as a developmental state and emphasized features of the 

state-guided market economy, such as allocation of capital to select industrial sectors.    

Nevertheless, South Korea greatly differs in signing bilateral investment treaties 

with Japan. What does this discrepancy mean?  This research starts by finding different 

patterns of joining BITs between the two countries. The transition of South Korea from a 

developing country to a developed country started from the mid-1980s, when its pattern 

of signing BITs was diverging from that of Japan. I focus on this period of the two 

countries in this dissertation. This dissertation examines the process through which 

economic institutions have been changed and continued from a historical institutionalist 

point of view.  

The puzzles addressed in this research are the following: first, what is the 

difference of BIT and FDI policy between Japan and South Korea? Second, why do the 

two countries have differences despite having similarity in their development strategy? 

Third, what do the differences mean for the developmental state system of the two 

countries? As I answer the questions, I also expect to find the mechanism of the BIT 

which reflects a country’s economic institutions. The research will show how a BIT can 

be a tool to explain the government’s strategy of economic liberalization.  
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Analysis	of	Japan	and	South	Korea’s	BITs	
 

Under global economic circumstances, governments are more or less pressured to 

liberalize their economy. Joining bilateral investment treaties is one approach used to 

loosen up an economy by promising favorable investment environments to foreign 

investors. Therefore, the number of treaties can reflect how much a government 

facilitates the growth of a country’s economy.  

In order to analyze Japan and South Korea’s patterns of joining BITs, I traced the 

economic institution of Japan and South Korea. As a result, I discovered that the main 

actor who influenced Korea has been replaced from the government to business groups. 

A number of Korean firms such as Samsung or Hyundai grew quickly and contributed to 

Korea’s rapid economic growth due to the government’s preferential treatment. However, 

for this very reason the firms had outgrown the government. As firms expanded their 

business and invested abroad, they pressured the government to join treaties which 

protected the firms’ interest in foreign countries even though the Korean government 

would have to bear the costs. With pressures on opening economic markets from outside 

and changing political institutions, Korea’s FDI institution has evolved into liberalization.  

By contrast, Japan has maintained and reinforced its power in the economy by 

controlling private sectors. Instead of focusing on a few companies, the Japanese 

government coordinated and distributed the cost and benefits of economic growth. The 

government linked competitive and uncompetitive sectors so that they could help each 

other in case of a crisis. By doing so, the government effectively controlled the market 
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and never lost control of the economy. In turn, Japan could sign a small number of BITs 

only when the treaty was in accordance with the government’s overall economic strategy. 

 

Points	of	Contention	
 

The finding of the research reassesses the theory of the developmental state which 

emphasizes the key role of the government in both Japan and South Korea. In the late 

1980s and early 1990s, I argue that South Korea started to diverge from Japan and define 

its own economic strategy, especially in economic liberalization. While the Japanese 

government led liberalization by effectively controlling private sectors, the Korean 

government handed the role of leading economic liberalization over to a newly grown 

chaebol, large industrial conglomerate controlled by one family. As a result, since the 

mid-1980s, South Korea has shown a more liberalized BIT policy in favor of the chaebol. 

In addition to the BIT policy, Korea’s FTA entrance, financial reform and labor market 

reform in the 1990s and 2000s reflected chaebols’ influence on Korea’s political 

economy. While the Korean government’s successful intervention in the market economy 

has been attributed to the country’s rapid growth, the influence of the government on the 

market has indeed been waning.  

Moreover, I argue that institutional change, as an evolving process, can occur 

without abrupt critical juncture. The research focuses on a gradual process of institutional 

continuity and change. In doing so, I examine the key actor’s interactions with internal 

and external conditions. While rationalists concentrate on the actor’s perception of self-
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interest for institutions which makes institutional change difficult, I posit that the 

perception held by the actor is changed by interactions. It means that the path of 

institutional evolution is not necessarily one-directional but multi-directional.  

Furthermore, by examining the institution in the evolving process, I explore the 

incremental process of change and continuity, thus I stress the historical data points and 

trace the process and path taken along the way.  

 

Outline	of	the	Dissertation	
 

The rest of the dissertation is organized into six further chapters and a conclusion. 

Chapter 2 provides the existing literature review. I review studies on BIT focusing on the 

reason why countries sign a treaty. I then move to cases of Japan and South Korea to 

break down differing attitudes toward the BIT. From this examination, I draw a set of 

questions about the two countries’ different pathways of economic liberalization.  

Chapter 3 discusses historical institutionalism as a theoretical framework of the 

dissertation. In addition, I suggest the evolutionary approach to explain gradual 

institutional change, which is considered a weakness of historical institutionalism. In this 

chapter, I show an analytical framework by employing the concept of evolution in 

explaining institutional continuity and change.  

Chapter 4 introduces the structure and function of a BIT. The BIT involves not 

only two governments but also domestic actors in each country. By connecting domestic 
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actors to the decision-making process of signing BITs, I shed light on the background of 

a country’s BITs.    

Chapter 5 and 6 compose the empirical research of this study, where I conduct 

case studies of Japan and South Korea. In each of these chapters, I investigate the 

country’s BITs, FDI, and economic liberalization. Through thorough investigation, I find 

divergent strategies of the two countries.  

Chapter 7 compares and contrasts the economic liberalization of Japan and South 

Korea. Particular attention is given to the interaction among actors, institutions, and 

external factors as part of the process. My analysis employs an evolutionary approach 

along with historical institutionalism as a framework. By applying the analytical 

framework proposed in Chapter 3, I provide an explanation regarding the discrepancy 

behind the different number of BITs between the two countries. I then include observable 

policy differences between the two to strengthen my argument.  

The concluding chapter focuses on the implication of the research. After a 

summary of the dissertation, I discuss my contribution to the developmental state theory. 

I also provide three implications for the study of economic liberalization.  
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CHAPTER 2. LITERATURE REVIEW 

The bilateral investment treaty is designed to protect foreign direct investments 

and guarantee investors’ legal rights. Since Germany invented the first BIT in 1959, the 

movement to conclude BITs has been initiated and driven by Western developed 

countries to create effective mechanisms to protect investment of their nationals in 

foreign countries (Salacuse, 1990, p. 661). From the perspective of these developed 

countries, BITs are also considered an instrument of liberalization (Wei, 2012). By 

encouraging FDI flows between countries with legal protections, the BITs aim to 

liberalize foreign investment and the global capital market (Salacuse & Sullivan, 2005). 

On the other hand, from a developing country’s point of view, even though many 

developing countries tend to oppose any measure to encourage their own nationals to 

invest capital abroad (p. 662), they have signed BITs to increase the amount of foreign 

capital flowing into their territory. Through incoming foreign investment, developing 

countries expect national economic development (Fox, 2014; Wei, 2012).  

Why do some countries such as South Korea sign BITs with many countries, but 

others such as Japan sign fewer BITs? Wei (2012) provided an empirical analysis of the 

cases of China and Brazil to show the difference. Even though both are the most favored 

places for multinational companies, they have adopted different strategies for having 

BITs. While Brazil has signed BITs with 14 countries and none of which is approved by 

Congress, China is the second largest contracting party in the regime of BITs. According 

to Wei, Brazil’s reluctance is attributed to the government’s passive stance on 
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international rules, the negative perspective on impact of the BITs on promoting FDI, and 

discrepancies with domestic laws regarding the right of foreign investors. 

Given that both China and Brazil are considered as capital-importing countries, 

those reasons cannot fully explain the developed countries’ conclusion of BITs. The 

reason why Brazil has not ratified BITs is because Brazil’s interests are not aligned with 

other developed countries’ goals except the promotion of FDI. As mentioned, protection 

of investors and liberalization in FDI are main purposes of pursuing BITs for developed 

countries, which are mostly capital-exporting countries. 

Neumayer (2006) suggested that developed countries may pursue economic and 

political interests by protecting their investors and liberalizing investment policy. 

Although governments cannot directly determine to which foreign country multi-national 

corporations invest their funds, the governments may try to affect the decisions by 

rendering investment safer in certain countries. Neumayer’s argument shows that 

developed countries decide to sign BITs with their direct incentives. He emphasized that 

“developed countries might simply choose some developing countries as BIT partners 

first according to their self-interest” (p. 250). Thus, the different number of BITs among 

developed countries depends on their national interests. A country with few BITs might 

not be able to find political and economic interests by signing treaties.  

Do BITs really work? Contrary to developing countries’ desired purpose of 

concluding BITs, some countries, such as Brazil, raise the question of the effectiveness of 

such treaties. In addition, Vandevelde (1998) criticized the argument that BITs have 

enhanced liberal investment policy. Rather, according to the author, the BITs promoted 
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important economic nationalist goals of capital-exporting states by protecting the 

interests of home countries and preserving the political prerogatives of the host state. 

Nonetheless, Vandevelde partly agreed with a contribution of the US BIT to establish a 

liberal investment regime, because the US BIT had extensive investment neutrality 

provisions. Salacuse and Sullivan (2005) gave more positive evaluations about BITs. The 

authors examined whether BITs have been really working for their goals. According to 

their review, first of all, BITs have achieved their goal of fostering investment protection. 

Second, BITs have contributed indirectly and modestly to market liberalization. Third, 

with the United States data, the authors found strong evidence of promoting FDI along 

with BITs.  

As Brazil questions the positive influence of BITs on promoting FDI, the effect of 

BITs on FDI is still controversial. While BITs clearly guarantee investment protection 

and market liberalization in their articles, they do not contain certain provisions for 

increasing inflows of FDI. Fox (2014) indicated that the use of BITs failed to ensure both 

promotion of FDI and theoretical benefits, such as economic development, associated 

with attracting greater FDI. Especially with FDI, “the impact of BITs has to be seen in 

the context of the overall host country FDI determinants. (…) Economic determinants 

interact with policy and institutional determinants of FDI, enhancing or reducing the 

attractiveness of countries to FDI” (Padmanabhan, 2011, p. 70). 

Although the debate over promoting FDI through BITs is ongoing, BITs appear to 

be working for developed countries’ goals such as protection of their investment or 

liberalization of investment market and policy, as capital-exporting countries initially 
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designed. Neumayer argued that BITs have been a “one-sided game in which developing 

countries make many concessions, whilst developed countries typically refuse to do 

much” (2006, p. 249). Despite the interests, why do some developed countries not 

conclude BITs? Neumayer (2006) explored determinants of OECD (Organization for 

Economic Co-operation and Development) countries’ decisions to sign BITs. As a result, 

some economic determinants such as GDP (Gross Domestic Product) or percent of trade, 

political similarity, percent of US military grant, distance from the partner state, and 

existing common law are positively related with concluding BITs. One exception is 

Japan. Japan’s decisions are not affected by the amount of trade with the partner, political 

similarity, and common law of the other parties. Instead, distance was the most important 

determinant to conclude BITs. Moreover, it is apparent that Japan has fewer BITs than 

other developed countries. The number of BITs signed by Japan, which is 33, is lower 

than the average number of OECD member countries, 66.8.1  

Japan’s passive entrance into BITs is, in particular, different from South Korea’s 

proactive conclusion of BITs. It is conventional wisdom that Japan, Korea and other East 

Asian countries share much in common in industrial policy. As Jelonek pointed out, the 

nations of East Asia “adopt[ed] similar strategies of state-led industrialization, export 

promotion and neo-mercantilism,” because they “face[d] similar problems of developing 

within a system already constructed and dominated by the West” (2005, p. 181). In 

particular, throughout the history of economic development in most of twentieth century, 

 
1 The average number of OECD member countries is calculated by total numbers of BITs each 
country signed as of 2018 (Source: https://investmentpolicy.unctad.org/). 
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Japan and Korea are viewed as sharing in common developmental strategies. Since 

Charmers Johnson’s (1982) emphasis on the positive role of industrial policy in Japanese 

growth, many scholars have focused on the government’s role in explaining Japan’s and 

Korea’s economic developments (For example, Amsden, 1989; Deyo, 1987; Haggard, 

1990; Wade, 1990; Woo-Cumings, 1991, 1999). Even though the World Bank report 

published in 1993 attributed high-performing Asian economies’ remarkable economic 

growth to their market-friendly policies, government interventions are considered to be 

significant especially in Northeast countries such as Japan and Korea (Page et al., 1993).  

Gilpin (2001) defined the Japanese system as “developmental state capitalism” in 

which the state plays a central role in economic development and in the competition with 

the West. The ruling alliance of government and big business, which is being a core in 

Japanese system also explains the Korean system. Concentration of corporate power in 

conglomerates – Japan’s keiretsu and Korea's chaebol – is often considered as one of 

important factors to lead both Japan and Korea to achieve economic miracles. On the 

other hand, the keiretsu system not only plays the role of boosting economy, but also 

restricts competition with other business. Gilpin pointed out that the exclusive nature of 

the keiretsu system had limited foreign firm's access to the Japanese market (p. 168).  

In fact, Japan's closed economy has long been criticized by other developed 

countries. Indicating a small share of imports in Japanese expenditure, Lawrence (1987) 

referred the role of officials, such as tariffs and quotas, and unofficial import, such as the 

strong relationships between local suppliers and buyers, barriers in Japan. The Japanese 

government tends to reserve local markets for domestic firms. Japan’s foreign investment 
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policy strongly supports this argument. Foreign direct investment played a marginal role 

in Japan’s economy. Compared with other developed countries such as the United States, 

Germany, and the United Kingdom, Japan’s inward FDI penetration remains 

conspicuously low (Paprzycki & Fukao, 2005). By contrast, South Korea is well known 

around the world as an “outward-oriented” country (Kim, 2000, p. 267). Pempel (1999) 

pointed out that foreign capital inflows were limited in Japan whereas considerable 

capital was raised abroad in South Korea despite shared high level of government 

oversight. Although the Korean government also had controlled its economic market as 

Japan did, difficulties due to the negative effects of the Heavy and chemistry Promotion 

Plan of the 1970s led the government to adopt a new strategy to upgrade an industrial 

structure in the 1980s. A key component of this technological upgrade was the 

liberalization of FDI (Kim, 2000, pp. 268-269). Especially after 1986, Korea began to 

expand FDI as the government lifted relevant restrictions (pp. 295-317).  

Why do two countries have different foreign investment policies despite the 

similar economic development strategy? Do they really have a similar economic 

strategy?  

In explaining the economic development of Japan and Korea, conventional 

wisdom says that these two countries have implemented an identical government-led 

policy. At some point, however, Korea started to move into a different direction 

regarding the economic policy. Alvstam, Dolles and Strom (2014) argued that Korea had 

a more suitable model for export-oriented industrialization than Japan due to its relatively 

small home base. Since the early 1990s, Korea has defined its own strategy using lessons 
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from Japan’s economic stagnation. The authors also emphasized a different 

internationalization pattern of the Asian tiger nations built mainly on imported capital in 

massive flow of FDI (pp. 1-2). As I will show in this dissertation, Japan and Korea show 

a notable difference in foreign investment policy in some point of economic 

development. Especially regarding signing bilateral investment treaties, these two 

countries have completely different strategies. As of 2018, while South Korea has signed 

with 99 countries, Japan has signed BITs with only 33 countries.  Nevertheless, few 

studies examine what and why two countries have had the different policy as a part of the 

developmental strategy, mainly because these two are considered to choose the similar 

developmental pathway. 

To reiterate, what does the difference in signing BITs tell about two countries’ 

economic development strategies? why do Japan and Korea show different patterns in 

foreign investment policy? Which factors make a difference between two countries? 

I focus on different domestic forces between Japan and South Korea, rather than 

foreign demand. Emphasis on domestic factors such as constituency or interest groups in 

international politics has long been discussed. For  example, Snyder (1991) constructed a 

domestic-political model with realists’ assumptions, which argued that different types of 

domestic politics caused the decision to expand power. Putnam’s (1988) theory of two-

level game showed how domestic politics affected the international politics in more 

specific ways. According to Putnam, domestic political leaders are placed to conduct a 

two-level game of international pressure and domestic constituencies. Under international 

pressure to change a behavior, the political leaders decide their stance depending on 
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political coalitions, constituencies, and other stakeholders. Thus, by investigating 

political actors and their interactions, a nation’s policy can be understood. Keohane 

(2005) expanded the breadth of discussion to political institutions in the role of domestic 

politics. He argued that not only power structures, but also domestic attitudes, political 

structures, and decision-making processes were important in international relations. The 

impact of domestic groups has different influences on each actor in foreign policy. The 

policy making process is composed of competition of each influence. In international 

political economy, “the interests and policies of states are determined by the governing 

political elite, the pressures of powerful groups within a national society, and the nature 

of the national system of political economy” (Gilpin, 2001, p. 18). In other words, 

various actors in domestic politics interact with not only each other but also the system. A 

different chain of causation exists in this process. A state’s economic policy should be 

understood in this dynamic interaction of the market, the national system, and the actors. 

The difference in key decision makers and processes result in different policy outcomes. 

Therefore, it is worth investigating the economic policy making process and participants 

in issues.  

The different pathways of the economic strategy in Japan and Korea need to be 

explored in this sense. As economies of the two countries are developed and inherently 

engaged more in a global market, Korea began to diverge from the Japanese path. 

According to Milner and Keohane (1996), internationalization affected social and 

economic actors’ policy preferences by changing the opportunities and constraints. The 

authors indicated that the change can be shown in liberalization of foreign trade and 
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investment policies. In the same volume, Frieden and Rogowski explained the role of 

institutions in globalization. The authors emphasized three factors to determine reform 

progresses, which were “the breadth of existing constituencies and coalitions, the 

credibility of the regime’s commitments, and the time-horizons of major decision 

makers” (p. 43). Even in the same democratic countries, they argued that liberalization 

tended to increase as the number of distinct constituencies decreased.  

How do economic liberalization and political institutions interact? Garrett and 

Lange (1995) proposed a mechanism to show that changes in international economic 

conditions shifted a national economic policy. In brief, governments respond to changes 

in preferences depending on different institutional attributes. The process includes the 

power of domestic actors, socioeconomic institutions, and formal institutions influenced 

by external international economic conditions. Based on this framework, I examine the 

trajectory of foreign investment policy in Korea and Japan and explain the rationale 

behind changes in domestic politics. To be specific, different stages of liberalization in 

foreign investment policy will be explained by different dynamics of political actors in 

each country. There are some scholars who examine Japan and Korea’s different 

movement toward liberalization. Song (2014) found the different response to political and 

economic challenges in labor market reform of two countries. She argued that the 

institutional features of the employment protection system resulted in divergent patterns 

in reform. She especially focused on the two variables of employment protection systems 

and industrial relations to analyze two countries’ different trajectories of labor market 

institutions. Bae (2011) shed light on the different role of political leadership in Korea 
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and Japan to explain acceptance of death penalty as an international norm. The author 

explained that the interaction between elites and public perception influenced the state’s 

death penalty policy.  

As Bae (2015) indicated, few studies have examined the different foreign 

investment policies and BITs of Japan and South Korea. By indicating patterns of signing 

BITs of Japan and Korea, Bae concluded that the two countries have had different 

motives in joining BITs. While Korea has signed the treaties due to the competitive 

economic pressure to capture a share of foreign direct investment, Japan tends to protect 

Japanese foreign direct investment in Asia. However, Bae also does not provide the 

explanation why two countries have different motives and why Japan has the smaller 

number of BITs than Korea does. According to Paprzycki (2008), Japan’s low level of 

foreign direct investment may be due to structural impediments. The author emphasized 

that other factors such as a mental barrier needed to be considered in addition to explicit 

barriers. On the other hand, Kim (2003) presented several aspects of Korea’s FDI 

environment, which were advantages of attracting FDI. The author suggested Korea’s 

strategic location between two giant markets, high profitability, an educational and 

skilled labor force, strong science and technology development, a developed physical 

infrastructure, a strong industrial base, and rapid growth in the IT industry.  

Although both Paprzycki and Kim explain each country’s foreign investment 

history and environment, there is still an unexplained gap between the two countries’ 

policies. Japan and Korea share a common cultural and geographical background. In a 

broad sense, they are also considered to have a similar institutional setting as like a 
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government-led system at least in economic development. However, different foreign 

investment strategies in two countries contradict the idea that they are the same economic 

developmental state. Both Song (2014) and Bae (2011) explain different trajectories 

under international pressures between Japan and South Korea focusing on institutional 

arrangements. Despite of the different policy area, their findings imply the importance of 

examining each country’s different features of political institutions.  

In my analysis, I will examine the institutional trajectory to understand the 

different foreign investment strategies between Japan and Korea. As the different number 

of BITs shows, Japan and South Korea have divergent paths in economic strategy. This 

difference is closely related to their changing economic development paths. By 

historically tracing the process of divergence, I will explain the two countries’ 

institutional change and continuity.      
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CHAPTER 3. INSTITUTIONAL CHANGE IN HISTORICAL 
INSTITUTIONALISM WITH EVOLUTIONARY APPROACH 

This study starts from posing a question of why Japan and South Korea have 

shown different foreign investment policies during the period of economic development. 

As I discussed in the previous section, the developmental state literature tends to define 

Japan and South Korea as an interventionist state having a similar developmental 

pathway. However, policies implemented in foreign investment tell us a different story. 

In the late 1980s, divergent responses to changing global circumstances have been shown 

in the two countries. This research explains why Japan and Korea start to have different 

strategies by focusing on the two countries’ institutions. I study the institutional change 

and continuity as the evolving process, along with the theoretical framework of historical 

institutionalism.   

 

Historical	Institutionalism	
 

As one of new institutionalisms, given that institutions structure interests and 

strategies of political actors, historical institutionalism (HI) traces institutional continuity 

and change within a historical context to explain political outcomes. According to 

Steinmo (2008), HI is neither a theory nor a method, but an approach. Even though he is 

right that it is not considered one of the theories of politics, it has developed, like rational 

choice and sociological institutionalisms, as “a theoretical tradition (…) with a distinct 

combination of analytical concepts and methods” (Fioretos, 2011, pp. 370-371). Even 
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before we accept the term of “historical institutionalism”, there have been many of 

interesting pieces based on this tradition.   

Historical institutionalists focus on both who participates in policy-making 

process and the rule of the game in which participants play. They do not see different 

outcomes as a product of different basic goals or aims, which is a big difference from 

rational choice institutionalism. In doing so, HI focuses on the dynamic process rather 

than stationary outcomes such as equilibria. Human beings are considered as rule 

followers as well as self-interested actors. The scholars in HI are interested in explaining 

why certain choice was made.  

One of the most distinguishable features of HI is that this approach is motivated 

by a real-world empirical question placing emphasis on the role of institutions in 

structuring behaviors. Historical institutionalists are more interested in unexplained real-

world variations or empirical patterns running counter to received academic or popular 

wisdom rather than testing previously formulated hypotheses (Skocpol & Pierson, 2002).  

HI has already made “a greater understanding of domestic politics in the 

American and Comparative Politics” (Fioretos, 2011, p. 369), but scholars in 

international relations (IR) have underestimated this tradition. According to Fioretos, 

even though IR scholars have looked history for the empirical foundation, they have not 

frequently used HI to study change and continuity of international institutions. The 

reason is related with the criticism that HI does not provide proper explanations for the 

process of change because it presumes actors’ path dependency having deterministic 

analysis. The change usually occurs in a critical juncture. For example, historical 
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institutionalists explain the historical inefficiency with an exogenous shock, such as war, 

in path dependence. 

Discursive institutionalism (DI), which is often considered the fourth new 

institutionalism, criticizes that existing new institutionalisms including HI, rational 

choice institutionalism, and sociological institutionalism, has tended to define institutions 

to be overly sticky. Since the institutions are treated as given in HI, for example, 

institutional rules serve as constraints for actors when a path shape the actor’s preference 

and choice. Discursive institutionalists argue that institutions can be created and 

transformed by internal actors. Discourse as an interactive process affects the change of 

institutions (Schmidt, 2008). Schmidt’s criticism points out HI’s weakness in explaining 

an endogenous institutional change.  

As I indicated above, historical institutionalists tend to use external factors to 

explain institutional change. For instance, in her earlier work, Thelen (1999) showed that 

a critical juncture caused by negative feedbacks to institutions resulted in an institutional 

change. Since an institution is influenced by an external change, some criticize that this 

mechanism of institutional change with the critical juncture makes the institution seem 

fluid (p. 397). However, Thelen argued that the institutional stability and change should 

be explained by understanding the mechanism of reproduction. As Pierson (2000) 

indicated, positive feedbacks, which are increasing returns in Pierson’s term, stabilize and 

often reinforce the existing institutions. Even under the external change, actors in the 

system do not always modify their behavior against institutions. In a positive feedback 

loop, they can strengthen and stabilize their institution. That is, an external factor does 
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not automatically cause an institutional change. It also contributes to institutional 

continuity through reproduction. Thus, by tracing the process of feedback loops, 

historical institutionalists can explain institutional change or stability.   

Indeed, HI is supposed to be an excellent tool to explain institutional stability. As 

actors conform institutions, the institutions are reinforced. Once the institution is 

characterized as self-enforcing, the process of reinforcement is followed, because the 

actors’ behaviors become self-enforcing with path dependency. Again, external shocks do 

not always cause institutional changes. The mechanism of enforcement and 

reinforcement explains institutional stability regardless of external changes.  

The question should be about when external shocks turn out to institutional 

changes and why these institutional changes sometimes occur without external shocks. In 

the next section, I will discuss how historical institutionalists have answered the 

addressed questions to fully explain institutional changes.  

 

Analyzing	Institutional	Change	in	Historical	Institutionalism	
 

According to Steinmo (2008), until recently there is no fully theorized explanation 

for institutional change. The reason for the absence of frameworks on the institutional 

change can firstly be addressed by understanding extremely different positions on the 

nature of institutional change. There have been two different views on institutional 

change. Some argue that institutional change hardly occur and are only possible with 

epochal external shocks such as colonization while others believe that institutions can be 
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changed easily if there is a political will (see Chang, 2011 pp. 488-489). Chang said that 

there seemed to be a “corner solution” in terms of institutional change (p. 489). Based on 

the perception of the institutional change, the former school has focused on the macro-

level, such as circumstances around the institutions, whereas the latter one has examined 

the micro-level, such as individual ruler’s interests. However, in order to theorize the 

analysis on institutional change, both perspectives are required.   

Furthermore, scholars have been confused between the process and the result of 

institutional change. An analytical tool for understanding institutional continuity has not 

matched with a tool for understanding institutional change, because the change can only 

come from discontinuity. Streek and Thelen (2005) suggested that we should distinguish 

these two in which processes of change might be incremental or abrupt and results of 

change might cause either continuity or discontinuity. They argued that since most 

literature relied on a punctuated equilibrium model, there has not been a chance to 

characterize and explain gradual change. The existing framework, especially a punctuated 

equilibrium emphasizing a critical juncture, may not adequately explain what happened 

within the institution. Understanding the mode of gradual change enables us to 

demonstrate endogenous institutional change. As I introduced in the previously section, 

however, recent historical institutionalists recognize endogenous and incremental change 

in the institution. The mechanism of the incremental change focuses more on the process 

of institutional change and continuity than the equilibrium of the institution as a 

consequence of the process. 
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In fact, these two points discussed are related. If nature of institutional change is 

understood in extremely different positions, the analysis on the change would not 

perceive gradual change that can lead to an institutional transformation. Rather than 

accepting an extreme definition of the nature of institutional change, Chang (2011) 

argued that institutions were not easily changed because of its constitutive role, the 

inherent change-resistance features, and the interdependence with other institutions. 

Nevertheless, deliberate choices of people having various and complex elements may pull 

institutions different directions. Chang’s view reflects the recent development of HI, 

including Streek and Thelen, in a way of explaining institutional change. Although earlier 

studies on HI are criticized for having deterministic analyses of international 

development, recent works focus more on the micro-level mechanism to explore 

historical trajectories (Fioretos, 2011).  

Fioretos argued that HI scholars started to treat the evolution of individual’s 

preferences as an endogenous process (p. 375). While DI scholars criticize the existing 

institutionalisms’ problem not to explain the endogenous change, HI scholars have indeed 

examined the process of endogenous institutional change in HI. According to Greif and 

Laitin (2004), the endogenous institutional change occurs when associate behaviors no 

longer reproduce associate belief in the existing institution because they are not self-

enforcing anymore and cannot reproduce the institution. They argued that changes in 

“quasi-parameters” being not recognized by actors could reinforce or undermine the 

institution (p. 639). They explained that marginal shifts in quasi-parameters made the 

institution more or less sensitive to environmental changes and finally resulted in the 
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institutional change. In the long run, the quasi-parameters show how the endogenous 

process and the exogenous factor interact and lead institutional change. Thus, we can 

derive in which conditions external changes cause the changes by examining the process 

of institution’s enforcement and reinforcement.  

Streeck and Thelen (2005) introduced modes of gradual change and an analytical 

tool to explain this change by criticizing a strong punctuated equilibrium model that 

emphasized radical reorganization as a result of the change. Furthermore, in the same 

volume, Vogel (2005) argued that the institutional change needed to be understood in 

different stages. He provided three levels of the institutional change; routine adjustment, 

bounded innovation, and fundamental break. These attempts expand the scope of HI in 

explaining the institutional continuity and change. Recognizing gradual changes does not 

mean that the existing model emphasizing the critical juncture is meaningless. This new 

tool includes small steps towards the radical change into the process of institutional 

change. In other words, it emphasizes the process before getting the big change. By 

combining the endogenous process of actor’s changing preferences and behaviors to 

exogenous impacts, HI provides the more powerful tool to present institutional change.     

 

Taking	Evolutionary	Theory	into	Historical	Institutionalism	
 

The issue of deterministic analysis in HI results from the characterization of path-

dependency because path dependent behaviors limit the range of possibilities and options 

in an institution. However, the view ignores interacting process around the institution and 
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focuses only on the outcome of the process. Some scholars (for example, Krasner, 1988; 

Pempel, 1998; Mahoney, 2000) have encouraged a more precise definition of path-

dependency that distinguished institutional continuity and change. They think that the 

process of institutional continuity and change needs to be carefully explored. Since HI 

focuses more on the process than the outcome such as a certain equilibrium, it is 

important to find how the institution is continued or changed in various circumstances. 

Furthermore, more recent works (Mahoney & Thelen, 2010; Streeck & Thelen, 2005) 

suggested different stages of institutional change including gradual change. They 

distinguish the incremental and abrupt changing process with the continuous and 

discontinuous results. That is, the stage of institutional change needs to be understood 

with both process and result. By doing so, we can trace the process of institutional change 

and find the indeterministic result during the changes. We need to capture the ways in 

which institutions evolve.  

The idea that institutions evolve over time is widely accepted by political 

scientists. In turn, scholars have been interested in evolutionary theory to explain 

institutions (Lewis & Steinmo, 2010). Lustick wrote that “evolution can only work by 

tracing out a path of the actual via vast numbers of patterned interactions through the 

myriad worlds of the possible” (Lustick, 2011, p. 189). The author added that the path 

was bound by circumstances but indeterministic. Lewis and Steinmo (2010) also 

emphasized that the evolutionary theory was interested in interdependent relationship and 

the emergent characteristics of complex interactions. Sasada (2013) looked at how 

positive feedback cycles have had significant impacts on the evolutionary path of 



26 
 

Japanese economic institutions. The emphasis on the interactive process helps us explain 

gradual change of institutions. Since the institution is layered and an overlapping set of 

rules and norms that affect behaviors (Lewis & Steinmo, 2007), understanding 

interdependence of rules, behaviors, and circumstances is essential.  

Some concepts and mechanisms of Darwin’s evolutionary theory will be helpful 

to understand how to develop the evolutionary institutionalism. I propose to adopt a 

refinement of Bochmann’s (2012, p. 11) figure of an institutional niche.  

 
 

 

 

According to Bochmann, an institutional niche consists of elements of the 

environment, which are related with an institution’s continuity and change. Rules are 

defined by a genotype, which is equivalent to an institutional form. The genotype shapes 

a phenotype, which is an actor’s behavior. The institution is maintained with resources 

and external sections and gives services and functions to the niche. There is a 

Competitor

Genes - (relevant) institutions

Gene - Institution
Genotype – Institutional Form

Phenotype - Behavior

Resources/Demands 

Functions/Services 

Niche – (relevant) Environment 

Figure 1 Bochmann’s Refinement – Institution’s Niche 
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competitor(s) that can replace the existing institution. I add another institution and 

relationships between elements to emphasize institution’s interdependence and 

interactions with each other. 

As both Bochmann and Lewis and Steinmo pointed out, an institution can be 

considered a gene. In the evolutionary theory, a gene can go through either reproduction 

(continuity) or change. Genes, actor’s behaviors and environments mutually interact in a 

complex way and produce an outcome, such as reproduction or change. Lewis and 

Steinmo (2007) said that a series of unguided interactions at the micro-level created 

emergent properties at the higher levels. That is, even minor changes can be cumulated 

and finally cause a rapid change of the institution. Even though Darwin argued that the 

evolutionary process was progressive, scientists found that the selection was not always 

purposeful or progressive, which was called ‘neutral selection’ (Lewis & Steinmo, 2007, 

p. 10). By examining Japan’s developmental state system in different times, Sasada 

(2013) underlined “institutions do not always lead to mutually beneficial outcomes” (p. 

174). Environments play an active role in determining advantages of specific traits. A 

trait can be advantageous in a certain period, but it may be disadvantageous in other 

periods depending on the environment.  

Scholars in an evolutionary approach agree that variation is a key component of 

gradual change, as Darwin argued. Bochmann explained that variation could be caused 

either internally or externally. On the one hand, when different actors having different 

backgrounds and interests within an institution intentionally or unintentionally deliver 

different ideas or behaviors, variation would be internally led. On the other hand, when 
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outside demands require variation, it would externally occur. This mechanism implies 

that actors, a delivering process, and environments may affect institutional change.      

The evolutionary theory emphasizes that a major shift is a product of small 

adaptations and cumulative outcomes. In the process, interaction and dynamic of 

organism and environment are important. Streek and Thelen (2005) contributed to 

explain evolutionary changes of institutions even if they did not explicitly use the term of 

the evolutional approach. They focused on a transformative shift led by accumulation of 

gradual changes rather than abrupt process and discontinuous change. They also argued 

that changes could be generated by a behavior and institution itself. Their discussion 

reflects a process of evolving genes by accepting or resisting accumulated changes and 

interactions. Streek and Thelen suggested five mechanisms as sources of gradual 

institutional change. These five mechanisms grow from an interactive process between 

actors and environments that surrounded an institution. Figure 1 already includes the 

source of the mechanisms. For example, when the existing institution is replaced by the 

competitor through displacement, the relationship between the institutional form and 

actor’s behavior needs to be focused. In the process of conversion, one should be able to 

see how the institution provides different functions. Even though the mechanisms show 

the process of gradual and endogenous changes, they focus more on explaining the 

various type of results than sources. However, they also imply different sources for the 

endogenous institutional change. The sources include 1) the role of actors: movement to a 

new institution (displacement), active sponsorship (layering), response to changing 

environment (drift), and emergence of a new actor group (conversion) 2) changing 
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demands and resources in environments: redirecting resources (conversion), and 

emergence of a new demand (drift, exhaustion). Note that the sources are understood in 

the context of accumulated processes because institutional change occurs in the repeated 

interactive processes. 

In fact, according to Lewis and Steinmo (2007), we do not need to distinguish 

endogenous change with exogenous change because change can only be understood by 

interactions between institutions and environments. In other words, institutional 

continuity and change should be explained by interactions among actors and 

environments with a delivering process. As shown in Figure 1, an institution, like a gene, 

surrounded by various relationships. Interactions between elements in the niche are the 

key to understand institutional change or continuity. Thus, arrows towards the institution 

in Figure 1 need to be examined. In addition to actors and environments, Figure 1 

suggests that an interaction between the existing institution and other relevant institutions 

can be a source of institutional change.  

1) Resources /demands → Institution 

2) Institutional form ↔ behavior  

3) Institution ↔ other (relevant) institutions 

4) Institution → function/service → resources/demands → institution  

Again, since these arrows depict simple relationships between factors in the niche, 

they do not directly explain institutional continuity and change. They are interactions to 

be a source of institutional continuity and change. Accumulated interactive process of 

them will explain an institution’s evolutionary path. They will be repeated and combined. 
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For example, cumulated interactions between the institutional form and actor’s behaviors 

may cause an institutional change. Also, even under the relationship between changing 

resources and an institution, the institution can resist to change due to the second or third 

relationship. This case shows institutional continuity with external shocks. The 

explanation implies that institutional continuity and change cannot be explained by a 

simple directional relationship. Sasada (2013) emphasized that the path of the 

institutional evolution can be multi-causal, rather than mono-causal. Moreover, it is hard 

to say which interaction has more influence on institutional change in the theory. Thus, 

tracing history is the only and the best method to understand the institution’s path. By 

examining these sources in history, we should shed light on the evolutionary process of 

institution, as like living things. In this sense, HI gives a powerful tool to explain 

institutional change with the evolutionary theory. 

Five mechanisms suggested by Streek and Thelen (2005) and four relationships I 

provided emphasize the role of actors, relevant institutions, and external environments 

represented by resources and demands. By focusing on three variables and their 

interactions each other, the evolutionary process of institutions with a real-world question 

helps us identify real institutional change.  

 

Explaining	a	Diverging	Path	of	Economic	Liberalization	
 

During the 1970s, a dominant thought in political economy began to change from 

the post-war Keynesian consensus to free market capitalism. At the same time, the 
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development of transportation and communication led expansion of market relations 

across national borders. With the market pressure and improved accessibility to foreign 

markets, economic liberalization became the prevailing trend in advanced economies.  

The process of economic liberalization has shown two characteristics. First, the 

transformation from the previous paradigm to the economic liberalization was 

incremental without abrupt shocks. The process has gradually occurred without 

abruption, such as war, even if it was a paradigm shift. While the Keynesian economy 

emerged as a result of the Great Depression and the second World War, there was no 

apparent critical juncture with emergence of economic liberalization.  

Moreover, there have been various paths and forms of economic liberalization. 

Countries have adopted economic liberalization in many ways. Hall and Soskice (2001) 

challenged the idea that capitalism converged on the single form due to market pressures. 

Scholars in this school criticize the view that the market economy is a form of ultimate 

evolution. There could be two different forms of capitalism depending on the role of the 

government; liberal and coordinated market economies. Building on the varieties of 

capitalism, Thelen (2014) further developed varieties of liberalization presenting 

divergent trajectories of liberalization. Political dynamics affect the trajectories of 

liberalization by causing different distributional outcomes. Economic liberalization was 

not only an inevitable economic adjustment, it was also a useful tool to complement and 

advance the government’s political strategies. Streek and Thelen (2005) emphasized that 

“time and pathways of liberalization differed greatly between countries” (p. 3). Each 

government responds to the market pressures with its own way. Individual policies 
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cannot be same due to government’s different conditions. In addition to commonalities of 

economic liberalization, differences between countries must be taken no less seriously.  

In a sense, historical institutionalism provides a useful lens to trace the process of 

a country’s economic liberalization. By examining what has really happened, we can 

understand the current and future direction. Thelen (2014) indicated that a country’s 

industrial relations, institutions of vocational education and training and labor market 

institutions affect the country’s path of liberalization. Through trajectories of such 

institutions, the author found three different forms of liberalization, which include the 

deregulatory liberalization, dualizing liberalization, and embedded flexibilization. In the 

process of economic liberalization, institutions of the country can change or continue 

their form or function. The institutions impose constraints and offer opportunities for the 

country. By doing so, the institutions result in divergent pathways of liberalization.  

In addition, by assuming that institutions are evolving, institutional change and 

continuity can be explained as a gradual process. The evolutionary approach allows us to 

understand adaptations of actors, demands and resources in accordance with the 

development of economic circumstances. Through displacement, layering, drift, 

conversion, or exhaustion, institutional liberalization appears in various forms with 

different pace. Vogel’s (2005) analysis of Japan’s liberalization emphasized that 

institutional changes were a function of external factors and incentives or constraints built 

into the existing system. Since the shift often starts from the existing system, internal 

gradual change should be examined along with the external shock. The process cannot be 

easily explained by the casual arrows, but a historical account. By applying the 
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evolutionary approach to the institutional change, one can trace footsteps of the 

institution to see the whole process and outcome.    

Different patterns of joining BITs between Japan and South Korea can be 

understood with the varieties of liberalization. The process of liberalizing capital markets 

involves actors, such as multinational corporations or the government, relevant 

institutions and external pressures to change. A comprehensive understanding of 

interactions between them is necessary to unfold the whole process of liberalization. 

Thus, I employ historical institutionalism with the concept of evolutionary process. In 

following sections, through case studies of Japan and South Korea, I review the two 

countries’ BITs, FDI, relevant policies and process of interactions to understand the 

institutional change and continuity. In doing so, I explore which difference makes the 

divergent paths of joining BITs between the two countries.  
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CHAPTER 4. STRUCTURE OF BILATERAL INVESTMENT TREATY IN 
ECONOMIC LIBERALIZATION 

In the postwar era, East Asian countries, such as Japan, South Korea or Taiwan, 

having economic rapid growth are considered to apply a ‘Japanese development model’, 

which is also known as the ‘capitalist developmental state’ model. Needless to say, 

Chalmers Johnson’s developmental state (1982) has been the most distinguishable 

concept to explain Japan’s economic strategies. According to Pempel (1999), the 

developmental state not only is one of the most powerful and persuasive explanations for 

East Asian success, but also contributes to the debates over politics and economic growth 

by showing the important role of governmental bureaucrats in economic policy. The main 

point of the developmental state is the successful role of a government. The government, 

which has a single-minded priority on economic development, has controlled over an 

economic market with its competent and effective bureaucracy and system. It generates 

and implements economic plans, extracts capital, and controls private sectors.    

For governments, controlling capital assets is one of the most efficient ways to 

guide a market economy. Scholars have shown how governments of East Asian countries, 

considered to have the developmental state model, have used capital as a tool to direct the 

market and implement their economic policy. For example, Wade (1990) argued that the 

Taiwan government’s high level of investment in certain industries and groups of 

companies led economic growth. In addition to a monetary policy, creation of 

governmental financial institutions in Japan helped the state influence capital flows and, 

by doing so, control business firms. Amsden (1989) pointed out that the Korean 
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government directed capital into particular industries to ensure that resources were used 

efficiently. Thus, government’s control over capital was a common and effective strategy 

of the developmental state.  

However, East Asian countries have developed different ways to implement their 

control over capital. Especially, Japan and South Korea had different institutional roots 

and forms in mobilizing capital. While South Korea relied heavily on foreign capital 

resources in its initial development stage, the Japanese government limited foreign capital 

inflows. In the mid-1960s when Japan was forced to liberalize the economy, the 

government allowed Japanese companies to engage in extensive cross-holding of one 

another’s stocks to prevent insulation of foreign capital. In contrast, the South Korean 

government took advantages of foreign loan capital and foreign direct investment to 

import technology and controlled the access to and usage of these funds in the domestic 

economic market (Pempel, 1999).  

Chang (2001) demonstrated that even though both Japan and South Korea shared 

the similar concern about foreign ownership for domestic market protection, they 

responded differently. The Japanese government rejected and restricted FDI, but the 

Korean government didn’t. In fact, South Korea tended to prefer foreign loan to foreign 

investment due to the concern of foreign influence. However, because of the pressure 

from higher foreign deficits and the need to import technology, the Korean government 

has increased foreign direct investment that bypassed foreign loan since 1990 (p. 208).  

The importance of capital has been overlooked in explaining East Asian 

countries’ rapid growth, because, according to Rodrik (1999), scholars tends to give 
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credits for governments’ export-oriented strategies. Rodrik argued that trade openness 

can cause positive effects through imports of investment goods and intermediate goods 

which are relatively expensive in a domestic market. They contribute to increase 

domestic investment that ultimately makes an economy grow. Agarwal and Mitra (2010) 

agreed that domestic investment in East Asian countries played an important role in 

economic growth. As Rodrik did, they also suspected the directional causality from 

export to growth. The authors focused more on different causality in some Asian 

countries between economic openness and domestic investment. As a result, for example, 

while there was no causality between the two variables in Japan, South Korea has shown 

evidence of investment-led growth especially after the mid-1980s.  

A different result between Japan and South Korea can be explained by 

governments’ policies. Both governments had helped business firms increase exports by 

providing fiscal and financial benefits during an initial period of development. However, 

under an external pressure of economic liberalization, they abolished most of the benefits. 

In the meantime, Japanese firms started investing abroad to reduce costs, which resulted 

in the hollowed domestic industries (Agarwal & Mitra, 2010, pp. 291-292). In South 

Korea, by contrast, financial liberalization improved the access of small and medium 

firms to finance that led to the domestic investment (p. 293). Rodrik (1999) emphasized 

that whether openness worked depended on a country’s institution and policy. Without 

the complementary policies and institutions, encouraging exports and FDI cannot solely 

contribute economic development. Rodrik argued that a strategy of strengthening 
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domestic institutions of conflict management was required to make openness be a 

positive force for economic development.    

Rodrick’s argument implies that the role of economic liberalization in 

development can be varied depending on a country’s institution and economic 

environment. The author contributes to explain trade as a means of an integration to 

world economy and an influence of government’s policies on domestic investment. The 

role can be applied not only to trade but also to flows of foreign capital. Flows of foreign 

capital also affect a country’s economic openness and play a significant role in economic 

growth as trade does. They result in different outcomes depending on the country’s 

various circumstances. Thus, countries have preference in liberalization of foreign 

investment based on their economic strategies and institutions. For example, a country in 

the early stage of economic development may welcome inflows of foreign direct 

investment due to lack of the capital resource. By contrast, the country may not be in 

favor of increasing outflows of FDI because it would encourage national firms to invest 

in domestic markets rather than foreign markets. However, this explanation is not always 

accurate. In practice, some countries, such as Japan or South Korea, did not prefer inward 

FDI in their early stages of growth, because they feared the domination of domestic 

markets by foreign companies.  

A bilateral investment treaty is one of the tools of liberalizing foreign investment. 

The BIT is an agreement between two countries to protect foreign investor’s interests 

from a host country’s expropriation. In theory, since the treaty is a reciprocal agreement, 

both signing countries enjoy benefits of the treaty. Neumayer (2006) argued that BITs 
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forced capital-importing countries to make more concessions than capital-exporting 

countries. However, the treaty, indeed, gives the greatest benefits to foreign investors. 

The BIT implies that the host country needs to equally treat foreign firms of its counter 

partner country with domestic firms or the most favored nation’s firms. The government 

of the host country would lose policy autonomy to some extent. In some cases, it would 

sacrifice its opportunity to expropriate benefits from foreign investors in exchange of the 

expectation that increasing inward FDI contributes economic growth. On the other hand, 

the government of the home country should tolerate that domestic capital moves to 

foreign territories. In the worst case, the home country may suffer from the hollowed 

domestic market. Therefore, a government should decide whether to join a BIT 

depending on its position and strategy in domestic and foreign capital markets and its 

belief in the effect of FDI in economic development. The government should also 

consider its economic circumstances and institutions that can be affected by inward or 

outward FDI. In other words, joining BITs needs to be explained with the government’s 

overall economic liberalization policy, its relationship with national companies, and its 

institutions regarding capital markets.  
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Figure 2 Structure of Signing BITs 

 

Figure 2 shows how actors of the BIT are related to the BIT. Even though two 

governments sign it, as I indicated, some other actors are involved. Signing BITs depends 

on circumstances of both host and home countries. In the host country, foreign investors 

consider host country’s conditions for economic activities, because investor’s interests 

are directly affected by the country’s policy and economic environments (B). However, 

this relationship is more associated with MNC’s decision of investment rather than 

signing a BIT. More importantly, the host country needs to consider BIT’s impacts on the 

domestic market (A). In the home country, since the government may share or yield its 

national firm’s interests with the host country, it also has reasons to support or restrict 

multinational corporations (C). In these circumstances, two governments decide whether 

they sign a BIT (D). Since both governments agree with signing the BIT, it is necessary 

to examine two parties’ different stances and relationships in a structure of BIT. 

Moreover, foreign investors have different expectations to each government. In the host 
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country, they expect that the government does not expropriate their interests and 

discriminate against themselves. Sometimes, they expect preferential treatments, such as 

subsidy, to offset additional costs of investing abroad. In the home country, they seek 

protection not to have disadvantages or not to be expropriated. In turn, even though a BIT 

is a treaty between two governments, relevant actors’ different interests should be 

understood.  

Mostly, the complexity occurs in a host government’s decision to sign BITs. The 

BIT, by principle, regulates host country’s controls over MNCs in its territory. Despite of 

this disadvantage, the reason why the host government signs in a BIT is to attract more 

foreign direct investment. The rationale behind this reason is a general expectation that 

FDI contributes country’s economic development. However, the expectation does not 

always come true. Frieden and Rogowski (1996) demonstrated that internationalization 

increased conflict between competitive sectors and relatively uncompetitive sectors in the 

domestic market. While the competitive sectors favor liberal economic policies, the 

uncompetitive sectors demand protection and oppose liberalization. Thus, in a country 

where protected sectors dominate national economy, increasing FDI does not necessarily 

lead economic development. Rather, it escalates social conflicts and damages the relation 

between the government and the protected sectors.    

Vogel (2001) indicated that when a competitive sector was closely linked with an 

uncompetitive sector, a country showed different preferences with the expectation. Even 

though the competitive sector dominates the economy, the government and the 

competitive sector tend to avoid liberalization. According to Vogel, coordinated market 
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economies such as Germany or Japan have shown this pattern in economic liberalization. 

The German and Japanese governments were less likely to implement liberal economic 

policies, because the protected sector was related not only to the competitive sector but 

also to ruling parties. Nevertheless, Germany and Japan have a big difference in signing 

BITs, which can be considered as a liberal policy in foreign investment. From Vogel’s 

analysis, one can find two different circumstances that affect their liberal reform. First, 

unlike Japan, Germany faced pressure from the European Union to reunite with former 

East Germany. Second, Japan differed from Germany in that bureaucracy played a 

significant role in political bargains between different sectors. Even though Vogel 

considered the two economies to have the same attitude toward liberalization without 

recognizing the difference in BIT strategies, the difference implies diverging paths of 

economic liberalization in the two countries’ coordinated economy. I shed light on how 

they cause divergent pathways in foreign investment strategies by examining different 

patterns of joining BITs.   
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CHAPTER 5. JAPAN 

Japan’s	Bilateral	Investment	Treaty	
 

Japan tends to join fewer BITs than other developed countries. While OECD 

member countries have 67 BITs on average, Japan only has 33 as of 2018. Nakagawa 

(2011) showed that Japan had preferred multilateral arrangements but made a policy shift 

toward BITs in the early 2000s. As Table 1 depicts, 25 out of 33 treaties have been 

signed after 2000. To explain this shift, Nakagawa focused on changing global 

circumstances.  

 

 

 
 

Figure 3 Japan’s BITs 
 
Source: Investment Policy Hub, UNCTAD (https://investmentpolicy.unctad.org/international-
investment agreements/countries/105/japan) 
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Table 1 Japan’s BIT Partners with FDI Flows 
 

  BIT IFDI % OFDI % 
Egypt 1977   442.6 0.00 
SriLanka 1982 -0.4 0.00 -288.8 0.00 
China 1988 647.9 0.00 106,039.6 0.06 
Turkey 1992   2,039.3 0.00 
Hong Kong 1997 7,139 0.02 44,001 0.02 
Pakistan 1998 -10.1 0.00 310.5 0.00 
Russian Federation 1998  1.60 0.00 3,178.8 0.00 
Bangladesh 1998   483.8 0.00 
Mongolia* 2001 -2.3 0.00 175.7 0.00 
Korea, Republic of  2002 2,680.3 0.01 28,297.3 0.02 
Viet Nam 2003 -2.9 0.00 11,284.7 0.01 
Cambodia (Kampuchea) 2007   395.4 0.00 
Peru 2008   487.4 0.00 
Uzbekistan 2008   -4.2 0.00 
Laos 2008   34.5 0.00 
Colombia 2011 -1.3 0.00 226.0 0.00 
Papua New Guinea 2011    12.5 0.00 
Kuwait 2012 10.0  0.00 12.2 0.00 
Iraq 2012   3.1 0.00 
Myanmar 2013 -0.9 0.00 63.6 0.00 
Saudi Arabia 2013 27.8  0.00 3,485.5 0.00 
Mozambique 2013   19.2  0.00 
Kazakhstan 2014    70.1 0.00 
Ukraine 2015   144.4 0.00 
Uruguay 2015   105.6 0.00 
Oman 2015 6.6  0.00 20.5  0.00 
Iran, Islamic Republic of 2016 -3.4 0.00 0.36 0.00 
Kenya 2016   11.95 0.00 
Israel 2017 32.1 0.00 75.34 0.00 
Argentina** 2018 57.1 0.00 1303.7 0.00 
Jordan** 2018   -38.04 0.00 
United Arab Emirates** 2018   500 0.00 
Armenia 2018 31 0.00   

 
*Terminated ** Not in force 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and 
the Japan External Trade Organization (www. jetro.go.jp).  
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Due to concerns of competitive challenges abroad, pressures from the US, and 

rising China, the Japanese government started ending preferential arrangements and 

instead sought relatively aggressive investment liberalization. In addition to increasing 

numbers, after the early 2000s Japan’s BITs adopted liberalized terms for foreign 

investors including enhanced protection at the post-investment stage.    

Still, the total number of BITs is far lower than other developed economies. Japan 

is taking a careful step in selecting its counterparts. Table 1 chronologically lists 

countries signing BITs with Japan and the amount of inward and outward FDIs with 

Japan. Interestingly, only a few countries have a significant amount of FDIs. Given that 

the BIT aims to promote inward FDIs toward the domestic economy and protect national 

firms that invest abroad, Japan’s strategy in signing BITs is not consistent with general 

expectation. In particular, besides South Korea, China and Hong Kong, no country has 

more than 1 percent of inward FDI to Japan. By principle, most companies having 

significant amounts of FDI in Japan cannot be protected from the Japanese government’s 

abuse of power or expropriation, which is strictly prohibited by the BIT. On the other 

hand, among Japan’s BIT counterparts, four countries including China, South Korea, 

Hong Kong and Vietnam have more than 1 percent of Japan’s outward FDI. In other 

words, Japanese companies investing only in those four countries will not be 

expropriated by each government and receive protection from the BIT. Table 2 indicates 

top ranked countries in terms of FDI flows with Japan. Excluding China, there is no 

country having a BIT with Japan among top five countries in regard to highest inward 

and outward FDIs. In brief, Japan does not have many BITs that can protect foreign 
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investors. More importantly, Japan has not even signed them based on the amount of 

FDIs.  

 

Table 2 Japan’s FDI Partners 
 

  IFDI % BIT   OFDI % BIT 
United States 125,810 0.40  United States 676,762 0.31   
Japan 32,678 0.10  United Kingdom 231,351 0.11   
United Kingdom 26,291 0.08  Netherlands 154,051 0.07   
Netherlands 24,274 0.08  China 135,781 0.06 1988 
France 20,849 0.07  Cayman Islands 110,289 0.05   
Singapore 16,342 0.05  Australia 99,835 0.05   
Switzerland 14,301 0.04  Thailand 62,206 0.03   
Germany 10,054 0.03  Indonesia 55,151 0.03   
HongKong 7,139 0.02 1997 Brazil 53,320 0.02   
Taiwan 5,354 0.02  HongKong 44,001 0.02   
South Korea  4,131 0.01 2002 Germany 37,751 0.02   
Cayman Islands 2,901 0.01  Panama 36,907 0.02   
China 1,850 0.01 1988 South Korea 35,907 0.02 2002 
Canada 1,508 0.00  Singapore 35,309 0.02   
Virgin Islands, 
British 1,414 0.00  Canada 30,507 0.01   
Sweden 1,678.1 0.00  France 29,253 0.01   
Virgin Islands, 
British 1,425.9 0.00  India 28,633 0.01   
Ireland 1,373 0.00  Malaysia 26,187 0.01   
Australia 1,302 0.00  Luxembourg 23,121 0.01   
Malaysia 614 0.00  Philippines 19,405 0.01   

 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and 
the Japan External Trade Organization (www. jetro.go.jp).  

 

There is a plausible explanation for Japan’s small number of BITs. Since Japan’s 

FDI tends to focus on developed countries, Japan and its counterparts do not necessarily 

care about illegal expropriation. In addition, as Japan and its counterparts, such as the US, 
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the UK or Netherlands, have exchanged a large volume of FDI with each other, they 

cannot easily break the rules regardless of a written treaty. However, this argument does 

not explain why Japan has less BITs than other developed countries having similar 

patterns of FDI. For example, Netherlands has more than a hundred BITs. Moreover, why 

does Japan sign BITs with countries having no involvement with FDI?  

To answer these questions, Japan’s counterparts and patterns of signing BITs need 

to be investigated. First, Japan’s BITs tend to be signed with Asian countries. Neumayer 

(2006) found that Japan considered three determinants—counterpart’s GDP, percent of 

military grants from the US, and geographic location in relation to Japan—when it signed 

BITs. In addition to these three factors, for other OECD countries, percent of trade, 

political similarity and absence of common law were significant to understand their 

pattern of signing BITs. For Japan, with considering proximity, the government decided 

to sign BITs with those countries that maintain high GDP and receive US military aid. 

Countries with domestic political similarity and presence of common law have no 

significant impact on Japan’s behavior. In other words, Japan develops a mutual 

relationship only with those countries that maintain close ties with the U.S. and hold high 

GDP within Asia. With that being said, considering the minimal impact between FDI and 

BIT, it is hard to predict Japan’s further FDI expansion with other Asian countries.  

The pattern of signing BITs shows that Japan’s economic liberalization is aimed 

at the Asian continent. Moreover, it appears that Japan’s intention is to establish 

expectation of future investment in primary economic powers in Asia.  In turn, this 
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pattern can be interpreted as evidence for Japan’s ambition to expand its influence in 

Asia.  

Second, Japan has increasingly entered BITs since the mid-2000s. Particularly 

between 2010 and 2018, Japan signed with 18 countries, while it had signed with 15 

countries for the last three decades. Some might want to say that increasing outward FDI 

explains the pattern of joining BITs in the 2010s. However, the top foreign investment 

destinations of Japan have not changed and still do not have BITs with Japan. 

The pattern reflects the Japanese government’s economic strategy. The collapse 

of the bubble in the early 1990s caused a severe economic downturn in Japan. At the 

same time, the U.S. had pushed the Japanese government to open up its market since the 

1980s. As a result, the Japanese authority attempted to boost the economy by relaxing 

restrictions on trade and foreign investment. For instance, the government implemented 

policy measures such as reforming administrative process and providing greater 

information to increase FDI inflows (OECD, 2005). Increasing number of BITs can be 

understood as one of the government’s efforts to stimulate the economy.  

Nevertheless, Japan’s level of integration with the global economy remains low. 

Moreover, the stock of inward FDI is the lowest in the OECD (OECD, 2006, p. 171). 

Even worse, Japan’s inward FDI of 0.3 trillion yen in 2005 was recorded as the lowest 

level since 1996 (p. 175). Although Japan has relatively good scores in terms of FDI 

restrictiveness index developed by the OECD, foreign investors have repeatedly 

complained of implicit barriers in Japan. For instance, discriminatory treatment of foreign 

firms in Mergers and Acquisitions (M&A) or restrictions on foreign labor are obstacles to 
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investing in Japan. In 2008, when the global financial crisis hit Japan, the Japanese 

government saw the necessity to have fundamental reform in economic policy. In 2010, 

Japan launched a New Growth Strategy which included many measures to open Japan’s 

economy. One goal is to increase FDI by removing barriers to trade and FDI in all 

sectors. The increasing number of BITs in the 2010s reflects the government’s emphasis 

on promoting FDI. Still, Japan has not been significantly increasing the number of BITs.  

Third, as the number of BITs increases, Japan has recently signed with oil 

producers. Eight out of eighteen countries signing a treaty after the mid-2000s are 

countries with large oil reserves. They include five of ten largest oil producers in the 

world, which are Saudi Arabia, Iraq, Kuwait, Iran and United Arab Emirates. Since Japan 

signed a BIT with China and Russia before 2000, seven out of the top ten countries with 

the most oil reserves have a treaty with Japan. Japan imports all its oil and more than 90 

percent of its energy, thus, the oil crisis in the 1970s affected the entire economy (Stubbs, 

2018, p. 142). This pattern reflects the government’s strategy to secure energy. Also, it 

presents Japan’s shift from nuclear to oil and gas to provide energy.  

The pattern of joining BITs shows that the Japanese government has gradually 

started implementing a liberalized economic strategy since 2000. Japan’s attempt became 

more active in the mid-2000s, but it did not aim for the whole world, but only Asia. 

Although the number of BITs has been slightly increasing, Japan’s counterparts are 

limited to Asian countries and oil producers.    
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Japan’s	Foreign	Direct	Investment	
 

Since the end of World War II, a rapidly recovered Japanese economy with high-

speed growth has attracted a number of foreign investors. During the first half of the 

1960s, Japan had become the sixth biggest industrial nation and occupied third place in 

1970 next to the US and USSR (OECD, 1970). However, the Japanese government 

applied highly restrictive measures to discourage most FDI during the 1945-1970 period. 

The Japanese government “seem(s) to have avoided any substantial increase in dividend 

out-payments and repatriation which might follow such a capital inflow and (…) to 

restrain any tendency for Japanese capital to flow to other countries.” (OECD, 1964, p. 

46) Japan introduced the Foreign Exchange and Foreign Trade Control Law of 1949 and 

the Foreign Capital Law of 1950. These two laws effectively prohibited foreign 

participation and “formed the legislative basis of Japan's capital controls through the 

headiest years of its high-speed postwar economic growth, helping to define the 

chauvinistic nature of Japan's industrial structure until the very last days of the bubble 

economy in the early 1990s.” (Bytheway, 2014, p. 188). Instead, the Japanese 

government acquired loans from the World Bank between 1953 and 1966. By doing so, 

the government sought the self-support and facilitate sound development of the economy.  

In the meantime, as the Japanese economy had been growing, international 

pressure started mounting to open its market and liberalize FDI. In turn, the government 

started to relax some restrictions such as screening criteria, in the late 1960s (Paprzycki 

& Fukao, 2005). In addition to foreign pressure on the government, Japanese firms 

started to fear US retaliation with its own capital or import controls (Encarnation & 
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Mason, 1990). In the 1970s, the Japanese government deregulated most restrictions for 

FDI. Following the automobile industry, the government completely liberalized foreign 

investment in all areas with the exception of 22 designated industries in 1973 (Paprzycki 

& Fukao, 2008). Japan also initially joined its BIT with Egyp t in 1977. In 1979, the 

government abolished or amended relevant laws, such as the Foreign Investment Law 

(FIL) or the Foreign Exchange Control Law (FECL), to remove hurdles and stimulate 

FDI.  

 

 

Figure 4 Japan’s Inward/Outward FDI 
 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and 
the Japan External Trade Organization (www. jetro.go.jp).  
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Source: International Monetary Fund, International Financial Statistics and Balance of Payments 
databases, World Bank, International Debt Statistics, and World Bank and OECD GDP estimates. 
 

 
 

Figure 6 FDI Net Inflow (% of GDP) of Japan and OECD Members 
 
Source: International Monetary Fund, International Financial Statistics and Balance of Payments 
databases, World Bank, International Debt Statistics, and World Bank and OECD GDP estimates. 
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Nonetheless, the growth of FDI was still not significant during the 1970s. 

Outbound FDI of Japan started to slightly increase in the 1970s and, after a decade, 

finally skyrocketed in the second half of the 1980s. In comparison with OECD 

membership countries, as presented in Figure 5, although Japan’s outward FDI had 

shown similar patterns of increase and decrease before 1990, it accounted for a slightly 

lower percent of GDP than the OECD average. During the second half of the 1980s, the 

bubble economy enabled Japanese companies to invest abroad easily. The burst of the 

bubble reduced FDI outflows again until recently. As I will show in the next section of 

this chapter, much of the current outward FDI in Japan consists of relocating production 

to low-cost Asian countries (Paprzycki & Fukao, 2008, pp. 18-21).  

As shown in Figure 4, the level of inbound FDI remains low until the mid-1990s. 

The inflow of FDIs in Figure 4 seemed to gradually increase by the mid-1980s, but it did 

not have an actual noticeable change as presented in Figure 6. In most developed 

countries, FDI inflows make a sizeable contribution to GDP, but they do not even reach 1 

percent in Japan (Paprzycki & Fukao, 2008, p. 26). Until the 1980s, despite the 

government’s FDI liberalization policy targeted to increase incoming FDI, the Japanese 

government strictly controlled the inflow of foreign investment with direct and indirect 

barriers because foreign business involvement had been considered as a threat to 

Japanese economy. Following the collapse of the stock market and real estate bubble of 

the 1980s, Japan has changed attitudes toward inward FDI to the extent that MITI/METI 

transformed its role from a gatekeeper into a proponent of foreign investment in the 

1990s (p. 45). In 1994, the establishment of the Japan Investment Council showed 
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Japan’s significant modification in attitude toward active inward FDI (Staples, 2014). 

However, Japan still receives far less foreign investment than any OECD countries. In 

this sense, the pattern shows that the government’s efforts were not successful. 

Paprzycki and Fukao (2008) pointed out two reasons for Japan’s low level of FDI. 

First, the Japanese cross-shareholding system effectively prevented foreigners from 

investing in Japan. Second, the perception that Japan was a hard market to enter turned 

away many investors. Encarnation and Mason (1990) argued that the government could 

subsequently retain its prerogatives to screen foreign investments despite deregulation. 

That is, FDI liberalization in Japan was not significant in this period. It also means that 

the Japanese government did not make fundamental changes of FDI policy to maintain its 

influences on domestic markets.  

Following the collapse of the real estate bubble and stock market at the end of the 

1980s, Japan suffered from a serious economic downturn. Stagnation led the government 

to adjust attitudes toward FDI. In the early 1990s, the government simplified FDI 

procedures and introduced measures aimed at actively seeking FDI. The establishment of 

the Japan Investment Council in 1994 helped foreign firms invest in the Japanese market. 

Unlike the 1970s and 1980s, under those circumstances, FDI inflow significantly 

increased in the late 1990s. Moreover, in 1996, the Japanese government planned reform 

designed to restore the financial market after having the harsh consequence of the bubble 

economy. In the end of 1997 when several Japanese banks and securities companies were 

heading to collapse, liberalization in financial markets was fully introduced, which 

started in the mid-1970s. While earlier financial reorganization was slow and didn’t 
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produce substance between the mid-1970s and the early 1990s, according to Bytheway 

(2014), the pace of financial reorganization between 1997 and 2004 was quick and 

profound. The trend of increasing inward FDI in this period shows the government’s 

accomplishment of its plan. Bytheway also argued that the Japanese government 

appeared to continue to liberalize its capital market in the 2010s.  

One interesting note in explaining Japan’s FDI pattern is that Japan has had more 

outward FDI than inward FDI. This fact is especially different from new OECD member 

countries where only inward FDI has played an important role in economy. Japanese 

firms have actively invested abroad. As Figure 4 presented, starting from the early 1970s, 

Japanese outward FDI had rapidly grown until the mid-1980s. Decreasing outflows 

during the late 1980s and the early 1990s reflects the downturn of the Japanese economy. 

The outgoing FDI has been increasing again since 2000. The expansion of Japan’s 

outward FDI can be explained by firms’ strategy for reducing costs. Increasing wage in 

Japan forced firms to relocate to developing countries as other developed nations did. In 

case of Japan, the firms also started moving their production systems to North America 

and Western Europe to avoid high tariffs. For example, while Japan’s direct exports of 

automobiles to the US declined since 1986, the production of Japanese firms in the US 

rapidly grew (OECD, 1990, p. 53). Since the automobile industry accounted for almost 

20 percent of Japan’s exports in the late 1980s, the firms’ reallocations largely affected 

increasing outward FDI. Following big firms’ movement, smaller producers started to 

relocate outside of Japan.  



55 
 

By	Industry	
The main industrial characteristic of Japan’s FDI outflows is distinguished by a 

gradual decrease in primary sector investment, which has been replaced by 

manufacturing and service industries. As shown in Figure 7, until the 1980s, Japan’s FDI 

outflows were defined by its robust investment in primary sector to make up for the lack 

of resources during the beginning stage of economic development. More specifically, 

mining and quarrying consisted of 85 percent of primary sector investment.   

 
 

 

Figure 7 Japan's Outward FDI by Industry 
 
Source: Collected by JETRO from "Balance of Payment Statistics" (Ministry of Finance, Bank of 
Japan) and "Foreign Exchange Rate"(Bank of Japan). 
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The manufacturing industry consistently maintained above 30 percent of the 

entire outward FDI throughout development stages. While sharp investment growth in 

Japanese corporations declined during the 1980s, the service industry recovered and 

maintained approximately 45 percent in the 2000s.   

 

 

Figure 8 Japan's Inward FDI by Industry 
 
Source: Collected by JETRO from "Balance of Payment Statistics" (Ministry of Finance, Bank of 
Japan) and "Foreign Exchange Rate"(Bank of Japan). 
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focus in the outflow, whereas the same service consisted of 50 percent of the entire 

inward FDI between 2001 and 2010.    

Japan’s FDI flows reflect the structure of Japanese manufacturing companies. 

Kimura and Krueger (2000) pointed out that Japanese manufacturing firms had a vertical 

structure formed by multiple companies. They established manufacturing plants abroad 

and imported from them. In doing so, the authors argued that parent and foreign affiliates 

switched sectors between manufacturing and wholesale trade. In other words, the parent 

company invests abroad in manufacturing industries and receives investment from its 

foreign affiliate in service industries. The fact that Japan has been ranked as one of top 5 

countries in Japan’s inward FDI until 2005 supports this explanation.  

During the second half of the 2000s, the change has been made as followed. Japan 

was no longer included from top investors and the ratio of the manufacturing industry in 

inward FDI slightly increased. In the 2010s, the rapid increase of inward FDI in the 

manufacturing industry can be found. Manufacturing accounts for more than 80 percent 

of total inward FDI between 2011 and 2015. Kato (2017) explained that the Japanese 

government played an active role in developing the manufacturing industry. Although 

Japan’s manufacturing industry rapidly expanded until the 1990s with the government’s 

support, it has been losing competitiveness in international markets due to its strategy 

against the local market especially after the collapse of the economic bubble. After the 

global financial crisis in 2008, as manufacturing firms started to reorganize and 

restructure (Honjo, 2017, pp.1-2), the large amount of FDI seemed to flow into Japan’s 

manufacturing industry. At the same time, a significant amount of FDI in the service 
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industry is withdrawn. While foreign investment of the manufacturing firms was defined 

as the sector-switching strategy before 2005, significant changes occurred after 2005. In 

the 2010s, Japan’s inward FDI pattern reflected the full scale of this change.   

By	Country	
Business firms consider proximity as an important element to decide a country to 

invest in. European countries tend to invest in EU countries while the US invests in 

Canada, Mexico or Pacific shore countries (OECD, 2003, pp. 159-161).   

 

Table 3 Japan’s Outward FDI by Country 
 

 1st 2nd 3rd 4th 5th 
1965-1970 

(%) 
U.K 

(19.4) 
U.S 

(18.5) 
Indonesia 

(7.5) 
Australia 

(7.4) 
Canada 

(7.2) 
1971-1975 

(%) 
U.S 
(22) 

Indonesia 
(12.4) 

Brazil 
(10.1) 

U.K 
(8.2) 

Korea 
(4.5) 

1976-1980 
(%) 

U.S 
(26.6) 

Indonesia 
(12.9) 

Australia 
(7.2) 

Brazil 
(6.7) 

Iran 
(4.2) 

1981-1985 
(%) 

U.S 
(34.8) 

Panama 
(12.2) 

Indonesia 
(8.5) 

Hong Kong 
(3.9) 

Brazil 
(3.6) 

1986-1990 
(%) 

U.S 
(46.3) 

U.K 
(8.6) 

Australia 
(5.5) 

Netherlands 
(4.9) 

Panama 
(4.3) 

1991-1995 
(%) 

U.S 
(42.4) 

U.K 
(7.2) 

Australia 
(5.2) 

China 
(5.1) 

Netherlands 
(4) 

1996-2000 
(%) 

U.S 
(33.9) 

U.K 
(18.6) 

Netherlands 
(7.6) 

Cayman Isl. 
(5) 

Indonesia 
(2.9) 

2001-2005 
(%) 

U.S 
(22.7) 

Netherlands 
(13.9) 

China 
(9.4) 

U.K. 
(8) 

Cayman Isl. 
(4.2) 

2006-2010 
(%) 

U.S 
(23.2) 

Cayman Isl. 
(10.9) 

Netherlands 
(9.7) 

China 
(8.6) 

U.K 
(6.2) 

2011-2015 
(%) 

U.S 
(29.5) 

U.K. 
(9.3) 

China 
(8.7) 

Netherlands 
(6.1) 

Australia 
(5.5) 

 
Source: Collected by JETRO from "Balance of Payment Statistics" (Ministry of Finance, Bank of 
Japan) and "Foreign Exchange Rate"(Bank of Japan). 
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Japanese companies have mostly invested in the US, the UK, Netherlands, China, 

Cayman Islands, and Australia between 1951 and 2016.  As Table 3 depicts, these six 

countries account for 65 percent of Japan’s total outward FDI. Thailand, Indonesia, 

Brazil and Hong Kong hosted FDI from Japan with less than 3 percent for each.   

Japanese firms have consistently invested in the US, the UK and Australia since 

the 1960s while they started to increase investment in Netherland and China during the 

1980s and 1990s for each. Indonesia has continuously received investment from Japan 

since the 1960s. Indonesia had been ranked as one of the top host countries by the 1980s. 

However, as Japan’s outward FDI increased, Indonesia was unseated from the top rank at 

the end of the 1980s. Japan’s FDI toward Thailand, Brazil and India has increased since 

the 1990s.    

Table 4 shows that 73 percent of Japan’s total inward FDI has been invested by 

the US, the UK, Netherlands, and France since 1950. These countries are followed by 

Singapore, Switzerland, Germany, Taiwan and Hong Kong.   

In looking at different times, the U.S. maintained a highest inward FDI status 

while Japan and Netherlands followed behind until 2005. In the case of Japan, the 

enterprise structure is reflected by overseas Japanese companies re-investing in the home 

country. Apart from this, Switzerland, France, Germany, and other European countries 

made large-scale investments. Additionally, Singapore and Hong Kong expanded their 

investments in Japan since 2000s and the first half of 2010, respectively.  
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Table 4 Japan's Inward FDI by Country 
 
 1st 2nd 3rd 4th 5th 
1950-1984 U.S Japan Switzerland U.K Germany 
1985-1990 U.S 

(45.6) 
Netherlands  
(10.4) 

Japan 
(8.4) 

Switzerland 
(6.5) 

Germany  
(5.6) 

1991-1995 U.S 
(36.2) 

Netherlands  
(9.7) 

Japan 
(9.6) 

Canada  
(6.8) 

Switzerland  
(5.6) 

1996-2000 U.S  
(29) 

Japan  
(20.5) 

Netherlands  
(10.3) 

France 
(9.8) 

Germany 
(5.7) 

2001-2005 U.S  
(39.9) 

Netherlands 
(21.1) 

Japan 
(12.5) 

Singapore 
(3.1) 

Germany  
(2.7) 

2006-2010 U.S 
(58.9) 

U.K 
(22.5) 

Singapore  
(14.5) 

Cayman Isl. 
(13) 

Jersey 
(6) 

 Netherlands  
(-19.4) 

Mexico 
(-14.8) 

Canada 
(-6.2) 

Belgium 
(-3) 

Hong Kong 
(-2.2) 

2011-2015 U.S 
(36.8) 

France  
(22) 

Switzerland 
(20) 

Singapore 
(19.1) 

Hong Kong 
(15.3) 

 Cayman Isl. 
(-22.9) 

Jersey 
(-16.2) 

Luxembourg 
(-13) 

Germany 
(-5.7) 

Sweden 
(-5.6) 

 
Source: Collected by JETRO from "Balance of Payment Statistics" (Ministry of Finance, Bank of 
Japan) and "Foreign Exchange Rate"(Bank of Japan). 

 

The disinvestment was apparent in 2006 as Netherlands disinvested a total 

amount equivalent to 20 percent of Japan’s investment inflow and Mexico disinvested 

14.8 percent between 2006 and 2010. Note that it is mainly because of the different 

method in the date series. The Japan External Trade Organization (JETRO) provides FDI 

flows based on reports and notifications without disinvestment until 2004. Between 2005 

and 2013, figures of FDI flows include disinvestment based on the BPM5 (Balance of 

Payments Manual), which is recommended by the OECD.  Nevertheless, it is worth 

mentioning that Cayman Islands and Jersey comprise a significant amount of 

disinvestment in the first half of the 2010s. The two regions are famous for their financial 
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industry. According to Fichtner (2016), inward FDI in Cayman Islands does not 

necessarily include home country’s green field investment, such as building new 

operations in this region but is related to finance. The vast majority of home countries 

having multinational corporations use Cayman Islands as a conduit. For example, 

Netherlands, which is the third largest investor in Cayman Islands, “allow[s] 

multinational enterprises to avoid paying withholding taxes in many developing and 

European Union (EU) countries and enable[s] profit shifting through royalty payments… 

Cayman Islands is involved in this process” (p. 1046). Given that Japan’s outward FDI 

toward Cayman Islands has significantly increased since the mid-2000s, Japan is most 

likely to seek benefits from Cayman Islands’s finance service.   

In sum, even though Japan was not only one of the world’s leading economies, 

but also an attractive market after economic reconstruction, Japan was not an active 

participant in the global investment market. The Japanese government has prevented 

incoming and outgoing foreign capitals to protect its domestic market. Japan’s inward 

FDI quantity has remained low until recently and focused on manufacturing and service 

industries. Also, a portion of inward FDI before 2005 was related to Japanese companies 

that invested abroad. That is, a transaction between Japanese companies located in Japan 

and foreign countries accounted for a large portion of Japan’s FDI.  Japan’s outward FDI 

began increasing from the mid-1980s. This increasing pattern can be explained by 

Japanese firms’ efforts to reduce costs, such as wage or tariff. As the outward FDI 

increased, the main industrial characteristic transformed from the primary sector to 

manufacturing and service sectors.  
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Explaining	Japan’s	Economic	Liberalization	
 

After World War II, the priority of the Japanese government was economic 

reconstruction. Prime Minister Shigeru Yoshida, who came to the position in 1946, 

argued that an economically strong country might counter external and internal threats. 

His view became the Japan’s economic policy that pushed the Japanese government to 

place a top priority on economic reconstruction. In Japan, the government’s influence on 

the overall economy has been consistent and sometimes reinforced since the economic 

reconstruction because the government effectively coordinated private sectors’ interests 

by controlling the pace of economic reforms. Unlike South Korea, the Japanese 

government has not lost its power over the business sector.    

Sakakibara (1991) pointed out that continuity in postwar regime’s economic 

policy was provided by the economic bureaucracy of the prewar regime. The bureaucracy 

survived reforms across political, economic and social aspects following the war and led 

the economic reconstruction. Prime Minister Ikeda Hayato, a former bureaucrat, used an 

‘administrative guidance’ to emphasize the role of bureaucrats in economic development 

(Stubbs, 2018, p. 78). Chalmers Johnson (1982) indicated that there was a foremost and 

single-minded priority with no conflicts of goals to restructure and develop the economy 

in Japan. The author mainly attributed the Japanese economic miracle to conscious and 

consistent governmental policies starting from the 1920s. He said that “a political system 

in which the bureaucracy is given sufficient scope to take initiative and operate 

effectively” played a central role in Japan’s successful economic policy (p. 315).  
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While reconstructing Japan’s economy, participation by foreign firms in Japanese 

economy were limited by the government’s policy. The Japanese government has only 

adopted foreign investments that contributed to Japan’s economic development 

(Paprzycki & Fukao, 2005). The Foreign Exchange and Foreign Trade Control law of 

1949 (FEFTCL) and the Foreign Capital Law (FCL) of 1950 effectively excluded and 

prohibited foreign involvement by applying restrictive screening criteria to admit foreign 

investment (Honjo, 2017). Honjo argued that even after accepting IMF Article of trade 

liberalization requirements and applying for membership of the OECD in 1964, the 

Japanese government’s new liberalization program reflected a protectionist’s perspective. 

Especially regarding FDI, the government still rejected foreign investor’s applications 

when they dominated the project. The author also pointed out that the FEFTCL and FCL 

“formed the legislative basis of Japan’s capital controls through the headiest years of its 

high-speed postwar economic growth … until the very last days of the bubble economy 

in the early 1990s” (p. 188). The Japanese government also controlled foreign 

investments of national companies to prevent the outflow of domestic capital into 

overseas markets. Consequently, records of Japanese FDI show few activities before the 

1980s.  

Gilpin (2001) indicated that Japan’s postal savings institution enabled Japanese 

firms to access capital with a minimal rate of interest, because of the government’s “strict 

capital controls for much of the postwar era” (p. 159). The author also pointed out that 

the government made Japanese society inhospitable to foreign direct investment. In the 

mid-1970s, the Japanese government launched financial reforms. According to Cargill 
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(2003), however, the government kept key elements of the pre-liberalization regime 

despite of the reform. Those elements included nontransparent regulation and 

supervision, the convoy system for dealing with troubled financial institutions, pervasive 

government deposit guarantees, strong bonds among politicians, financial institutions and 

regulatory authorities and the postal savings system and the fiscal loan and investment 

program (pp. 163-4). Since the government was in the center of the financial system even 

after the financial reform, capitals in Japan have mostly controlled by the government. 

Japanese financial reforms had remained incomplete at least for twenty years. 

As economic liberalization became a mainstream of the world economy, the 

Japanese government started to lead Japan’s economic liberalization. The Ministry of 

International Trade and Industry (MITI) provided an economic strategy for national 

development and each sector. The MITI decided the sector to be open or protected. Since 

Japan has had an economic development as a primary goal, liberalization was proceeding 

slowly depending on the government’s plan. As such, the closed economy of Japan has 

long been criticized by other countries.  

Why did Japan have a slow path of liberalization compared to other developed 

countries? Vogel (1999, 2001) focused on how the Japanese system bound the potential 

winner and loser from the liberal reform. As a result of internationalization, conflict 

occurs between the competitive and the protected sectors. While the competitive sectors, 

such as competitive manufacturing exporters, prefer economic liberalization, the 

protected sectors, such as workers or protected service industries, try to maintain the 

government’s supports through protectionism. In Japan, Vogel argued that the 
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competitive sectors were not able to push through liberalization because they were 

closely linked to the protected sectors through business relationships and political ties. 

Political parties and bureaucrats, as a center of the relationship, coordinated political 

compromises rather than either advocated or opposed economic liberalization. Thus, the 

reform could not make a rapid progress.  

On the other hand, Saxonhouse (1993) argued that the Japanese economy has not 

been closed as much as it was criticized. By analyzing the structure of Japanese 

investment, the author found that there had been few informal barriers. The rapid 

economic development of Japan was not necessarily against the market. The government 

tried to overcome a poor endowment of natural resources with high quality labor and 

capital. As a result, Japan was able to enjoy an overwhelming comparative advantage in 

the manufacturing industry. Sakakibara (1991) indicated that the Japanese economy has 

developed both in market-oriented private and politicized public or semipublic sectors. 

The government only intervened the public sector and played a limited and indirect role 

in the private sector. For example, according to the author, the large manufacturing and 

service corporations have remained independent from the government. The government 

focused on developing the public sectors such as, constructions, transportations, 

agriculture or telecommunication. Both authors showed that the closed economy of Japan 

was not a result of the government’s intervention.  

However, the view that the Japanese economy has not been closed by the 

government does not explain a Japan’s policy shift to economic liberalization led by the 

government and its effects on the economy in the 1980s. More importantly, the view does 
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not give an answer for the Japan’s sluggish path towards economic reform. In addition, if 

Japan’s economic strategy has been driven by the market force, several attempts of 

reforms, such as opening capital markets in the 1960s or the financial reform in the mid-

1970s, should have brought more economically liberalized Japan in the 1980s. However, 

in order to facilitate the market-oriented approach in Japan, the US government had 

continuously pushed the Japanese government and Japan finally accepted the Plaza 

Accord in 1985. In turn, Japan increased the value of the yen, lifted restrictions of inward 

FDI, and reduced tariff barriers (Stubbs, 2018). Increasing flows of FDI also gradually 

started from the mid-1980s. Yet, Stubbs argued that the developmental-state coalition 

influenced the Japanese government during the 1980s. The bureaucracy retained its 

power to regulate economy. Protected industries including agriculture, textiles, food 

processing insurance and construction were still heavily subsidized. Even though some 

exporters became competitive in international markets, they have also been controlled by 

the government since the Cold War.     

Japan’s passive attitude towards BIT and FDI should be viewed as the 

government’s strategy. The number of BITs singed by Japan is far lower than any other 

countries. Additionally, Japan’s inward FDI has never significantly increased and been 

much lower than other developed countries. Although outward FDI appeared to increase 

between 1985 and 1989, it has not maintained the increasing trend until the late 2000s. In 

economic liberalization, as Vogel (2005) pointed out, the Japanese government has 

moved forward with modest deregulation measures. Japan has not gone through rapid 

changes in liberalization and even never planned a full scale of economic reforms. It is 
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mainly because the government has always played a leading role without internal 

pressures to liberalize the economy. Even though some industries could benefit from 

liberalized FDI policies, such as having more BITs, they have not been powerful enough 

to control the Japanese economy instead of the government. 
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CHAPTER 6. SOUTH KOREA 

Korea’s	Bilateral	Investment	Treaty	
 

South Korea has a large number of BITs compared to Japan and other countries. 

As of 2018, South Korea concluded 104 BITs with 99 countries. Starting with the first 

BIT with Germany in 1964, Korea’s number of BITs rapidly increased in the late 1980s. 

Until the late 1980s, South Korea had a few BITs with mostly European developed 

economies. Between 1964 and 1986, Korea had only 10 treaties. Beginning with 

Malaysia in 1988, South Korea actively joined a large number of BITs with countries all 

over the world. During the 1990s, the government concluded 50 BITs, which is half of 

total BITs of Korea. Korea continued to actively join BITs in the 2000s until a decrease 

in the 2010s.    

 

Figure 9 South Korea's BIT 
 
Source: Investment Policy Hub, UNCTAD (https://investmentpolicy.unctad.org/international-
investment-agreements/countries/111/korea-republic-of) 
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Table 5 South Korea’s BIT Partners with FDI Flows 
 

 BIT IFDI % OFDI % 
Germany 1964 7,697.2 0.07 3,338.8 0.0

2 Switzerland 1971 1,520.8 0.01 132.1 0.0
0 Netherlands* 1974 7,745.4 0.07 7,346.2 0.0
4 BLEU (Belgium-Luxembourg Economic 

Union)* 
UUnion)EconomicEconUnion)EcoEconomic  

1974 -2,519.4 -0.02 649.2 0.0
0 Tunisia 1975         

United Kingdom 1976 10,368.5 0.09 7,927.9 0.0
4 France  1977 5,737.3 0.05 1,358.7 0.0
1 SriLanka 1980     140.0 0.0
0 Senegal 1984         

Bangladesh 1986     190.4 0.0
0 Malaysia 1988 4441.3 0.04 3,619.3

7 
0.0

2 Pakistan 1988 142.7 0.00 165.9 0.0
0 Denmark 1988 246.5 0.00     

Hungary 1988 669.9 0.01 827.7 0.0
0 Italy 1989 174.4 0.00 294.8 0.0
0 Thailand 1989     2,391.9 0.0
1 Poland 1989     1,369.7 0.0
1 Congo DRC ** 1990         

Romania * 1990     
Russian Federation 1990     2,604.2 0.0

1 Indonesia 1991     5,659.4 0.0
3 Austria 1991     100.9 0.0
0 Mongolia 1991     203.8 0.0
0 Turkey 1991     690.4 0.0
0 Czech Republic 1992     1,537.4 0.0
1 Uzbekistan 1992     482.9 0.0
0 China * 1992 1,994.0 0.02 38,985.

5 
0.2

1 Paraguay 1992         
Viet Nam * 1993     6,711.8 0.0

4 Peru* 1993     630.3 0.0
0 Lithuania 1993      

Finland 1993 220.5 0.00     
Spain 1994 684.4 0.01 769.3 0.0

0 Philippines 1994     2,480.2 0.0
1 Argentina 1994     155.2 0.0
0 Greece 1995         

Portugal 1995 101.7 0.00     
South Africa 1995     157.9 0.0

0 Tajikistan 1995         
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Sweden 1995 1,638.7 0.01 169.5 0.0
0 Brazil ** 1995     3,723.4 0.0
2 India * 1996 580.1 0.01 3,115.7 0.0
2 Egypt 1996     162.0 0.0
0 Kazakhstan 1996     946.2 0.0
1 Bolivia 1996         

Laos 1996         
Chile * 1996     202.2 0.0

0 Latvia 1996         
Ukraine 1996     233.4 0.0

0 Cambodia (Kampuchea) 1997     1,362.4 0.0
1 Belarus 1997         

Hong Kong 1997 2237.8 0.02 10,108.
72 

0.0
5 Nigeria 1998     

El Salvador   1998         
Iran 1998         
Tanzania ** 1998         
Morocco 1999         
Israel 1999     
Qatar 1999         
Algeria 1999         
Nicaragua 2000         
Guatemala 2000     
Costa Rica 2000         
Honduras 2000         
Mexico 2000     1,257.1 0.0

1 Brunei Darussalam    2000         
Panama 2001     761.1 0.0

0 Japan 2002 24,226.7 0.22 2,507.8 0.0
1 Saudi Arabia 2002     349.6 0.0
0 United Arab Emirates 2002     463.2 0.0
0 Trinidad and Tobago 2002         

Jamaica 2003      
Netherlands 2003 7,745.4 0.07 7,346.2 0.0

4 Viet Nam 2003     6,711.8 0.0
4 Oman 2003     303.2 0.0
0 Albania 2003         

Kuwait 2004         
Jordan 2004         
Burkina Faso 2004         
Mauritania 2004       
Congo DRC ** 2005       



71 
 

Slovakia 2005     1,854.2 0.0
1 Croatia  2005         

Lebanon  2006      
Bulgaria 2006     151.5 0.0

0 Dominican Republic 2006     
Guyana 2006     
Romania 2006     
Libya 2006     205.0 0.0

0 Congo 2006         
BLEU 2006         
Kyrgyzstan 2007     
Azerbaijan 2007     
Mauritius 2007         
Gabon 2007         
China 2007 1,994.0 0.02 38,985.

5 
0.2

1 Kyrgyzstan 2007     
Rwanda 2009     
Uruguay 2009         
Zimbabwe ** 2010         
Colombia ** 2010     
Cameroon 2013     
Myanmar  2014     1,107.2 0.0

1 Kenya 2014     
Armenia 2018     

 
*Terminated ** Not in force 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and the 
Korean Ministry of Trade, Industry and Energy (www.motie.go.kr). 
 
 
 

In exploring South Korea’s BITs by year and agreements with other nations as 

seen on Table 5, South Korea generally entered an agreement with countries presenting 

inward/outward FDI. In the beginning, the Korean government entered agreements with 

countries making direct investment in South Korea such as Germany, Switzerland, 

Netherlands, BLEU (Belgium-Luxembourg Economic Union), England, and France. 

South Korea had become more active in order to maintain foreign investments as 
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developed European nations requested lowering risk of investment. BIT agreements with 

developing countries were signed as BIT quantity increased after the 1980s. Most 

developing countries targeted South Korean companies for outward foreign investment. 

By theory, through such BITs the South Korean government supported overseas 

expansion of Korean companies.  

 

Table 6 South Korea's FDI Partners 
 

  IFDI % BIT   OFDI % BIT 
Japan 24226.7 0.22 2002 China 38,985.46 0.21 1992 
United States 22524.2 0.20   United States 35,571.59 0.19   
United Kingdom 10368.5 0.09 1976 HongKong 10,108.72 0.05  1997 

Netherlands 7745.4 0.07 1974 
United 
Kingdom 7,927.93 0.04 1976 

Germany 7697.2 0.07 1964 Netherlands 7,346.17 0.04 1974 
France 5737.3 0.05 1977 Viet Nam 6,711.80 0.04 1993 
Malaysia 4441.3 0.04  1988 Australia 6,045.71 0.03   
Singapore 3872.6 0.03   Canada 5,783.08 0.03   
HongKong 2237.8 0.02  1997 Indonesia 5,659.42 0.03 1991 
Ireland 2002.5 0.02   Brazil 3,723.36 0.02 1995 
China 1994.0 0.02 1992 Malaysia 3,619.37 0.02  1988 
Cayman Islands 1910.5 0.02   Singapore 3,459.72 0.02   
Bermuda 1818.7 0.02   Germany 3,338.84 0.02 1964 
Sweden 1638.7 0.01 1995 India 3,115.71 0.02 1996 

Canada 1590.4 0.01   
Russian 
Federation 2,604.18 0.01 1990 

Malta 1560.1 0.01   Japan 2,507.83 0.01 2002 
Switzerland 1520.8 0.01 1971 Philippines 2,480.23 0.01 1994 
Australia 925.4 0.01   Thailand 2,391.92 0.01 1989 
VirginIslands, 
British 891.1 0.01   

Cayman 
Islands 2,265.82 0.01   

Spain 684.4 0.01 1994 Slovakia 1,854.21 0.01 2005 
 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and 
the Korean Ministry of Trade, Industry and Energy (www.motie.go.kr). 
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In joining BITs, Korea shows a shift between the late 1980s and the mid-1990s. 

As I mentioned, the number of BITs rapidly increased. The counterpart nation has been 

changing from developed countries to developing countries as Korea joined more BITs 

with host countries as a foreign investor. Except for agreements signed with Hong Kong 

in 1997 and Japan in 2002, there were no new BITs signed after the mid-1990s in relation 

to inward FDI. This means that South Korea has experienced a transition in its economic 

condition and strategy during this period.  

Table 6 shows countries by outward and inward FDI quantity as well as whether a 

signed BIT exists. Except for the U.S., BITs were signed with countries ranking high in 

terms of FDI flows. In other words, South Korean BIT pursues pragmatic objectives in 

relation to FDI inflows and outflows. In the beginning, the South Korean government 

became responsive to the requests of developed countries in order to attract FDI inflows. 

After the 1990s, agreements were increasingly made with countries where investments 

were made as outward FDIs. As Figure 9 shows, the number of Korean BITs mostly 

increased between 1988 and 2006 when Korea has concluded treaties with countries 

receiving Korea’s investment.   

South Korea’s proactive BIT entrance has the following characteristics. First, BIT 

volume rapidly increased after South Korea’s economic development during the late 

1980s. Despite the Asian economic crisis during the late 1990s, South Korea did not 

experience changes in BIT accession. Excluding China, Japan, Hong Kong, and Vietnam, 

FDI trade volume was not significant between South Korea and other countries with BIT 

agreements after the late 1990s. On the one hand, rather than preserving investments 
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through existing BIT agreements, it was more reasonable for South Korea to secure 

agreements with prospective investors to promote future investments. In other words, the 

expectation was that FDI would increase through BIT in a liberalized FDI environment. 

FDI was considered an important driving force during South Korea’s rapid economic 

development. On the other hand, new counterparts would be potential host counties for 

Korean firms. This point will be elaborated in the following second characteristic.  

Second, identifying a common denominator among counterpart nations is difficult 

since South Korea has agreements with more than 100 countries. Nevertheless, as 

mentioned earlier, since the late 1980s when Korea achieved rapid economic 

development, the Korean government has joined more BITs with developing countries 

than South Korean corporations’ investment in those countries. Such investments became 

the foothold and support for South Korean companies to invest overseas. It does not 

mean that South Korea has not protected foreign firms in its territory. The government 

also has BITs with most countries investing in Korea. By principle, both foreign firms 

investing in Korea and Korean firms investing abroad are protected from unfair treatment 

by the Korean government and host countries.  

The pattern of joining BITs by South Korea shows the government’s support and 

encouragement to FDI. The BIT is basically a tool to liberalize FDI by guaranteeing fair 

treatment for foreign investors. It is designed to prevent a host government’s 

expropriation of foreign firm’s profits. Thus, developing countries having BITs can 

attract more FDI from their counterparty’s multinational firms. By having BITs, a home 

country may encourage its national firms to invest in a foreign county where it concludes 
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the BIT. However, joining BITs only enables speculation on a government’s intention to 

liberalize FDI. Moreover, one hardly can know if the large number of Korea’s BITs 

increases FDI flows. To find the answer, in the next section, I examine the Korean 

government’s FDI policy and a pattern of FDI.  

 

Korea’s	Foreign	Direct	Investment	
 

As a resource-poor country with a small domestic market, South Korea has 

benefited from foreign capital resources, such as foreign aid, foreign borrowing, or 

foreign investment, to reconstruct the economy. Before the 1980s, the level of inward 

foreign direct investment in Korea was low compared to receiving aid and borrowing 

money. In the 1950s, the government did not legally allow FDI (Nicolas et al., 2013). In 

addition to foreign aid mostly from the International Monetary Fund and the United 

States government, the Korean government preferred to use foreign borrowing in the 

early stages of economic development, because the authority held concerns that the 

national economy was dominated by foreign influences. Nicolas (2003) indicated three 

reasons why the government discouraged foreign investment in the 1960s and 1970s. 

First, there was fear that the economy would be dominated by foreign interests preventing 

development of domestic firms’ competitiveness. Second, foreign borrowings made 

government’s control more effective over the market. Third, since priority was given at 

first to low-tech labor-intensive export production, FDI was not perceived as necessary.  
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Stoever (1986) pointed out that the low level of FDI in Korea was because the 

Korean market was not attractive to induce foreign investment especially before the 

1980s. In addition to the government’s fear, the nature of the Korean economy such as 

scarce resources or the market size was attributed to the small amount of inward FDI. To 

overcome these obstacles, the Korean government introduced several policy measures to 

attract investment. After introducing The Foreign Capital Inducement Act (FCIA) in 

1960, the FCIA was continuously modified to liberalize conditions for foreign 

investment. In the 1970s, the government relaxed restrictive measures on importing 

foreign investment to find capital for developing high-technology and heavy and 

chemical industries. In order to increase efficiency, the government transferred 

responsibility for granting permissions for FDI to the Bank of Korea in 1975 (Turner & 

Kim, 2005). Even though the government attempted to open the capital market, it still 

controlled the whole process of foreign investment. The policy measures introduced by 

the government gave more power to control foreign investors’ performance once they 

entered the Korean market. Bishop (Bishop, 1997) argued that foreign investment policy 

was restrictive from 1973 because the government imposed strict criteria for selection of 

foreign firms that could transfer technology and skills. The government also distributed 

capital based on its economic plan. Thus, it is fair to say that FDI inflows remained low 

mainly because the government controlled incoming foreign investment through 

restrictive policies.  

Evidence shows that the government was deeply involved in FDI policy from 

inducement to distribution during the 1960s and 1970s. The government not only set a 
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goal of liberalizing FDI to invite foreign capital based on its economic plan but also 

practiced restrictive policy measures to take only benefits. This inconsistent but efficient 

strategy was possible because the government dominated the social and economic 

development as well as the political arena. In the 1960s, the Korean government started 

opening up the FDI market, but still preferred foreign loans (Ahn, 2001). The government 

allocated incoming funds to firms that had export potential according to its policy of 

export promotion (Nicolas et al., 2013). In the 1970s, the government encouraged foreign 

investment by creating Free Trade Zones but restricted sectors needed to improve 

technology. In the 1960s and 1970s, as Bishop (1997) pointed out, policy makers of 

South Korea adopted an interventionist approach to foreign investment because they were 

successful in forming and implementing effective policies with high levels of 

bureaucratic and political capacity. To maintain the government’s and Korean firms’ 

controls, foreign ownership was limited to 50 percent for most sectors.  

Economic liberalization began in Korea during the 1980s. Regarding foreign 

investment, reform from a positive to a negative list system dramatically decreased the 

government’s control over foreign capital because the government could no longer limit a 

few strategic sectors and allocate funds based on its preference. Bishop argued that the 

policy makers attempted to change policy direction to a more market-oriented approach 

from the early 1980s. The attempt was not successful because there was a conflict 

between ministries having different interests. In the government, some ministries 

including the ministry of trade and industry still wanted to maintain their control over the 

business sector rather than liberalizing the economy based on the market’s demand. 
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However, the government has lost its control over the market because the chaebol has 

been growing and becoming less dependent on the government. As incoming foreign 

funds increased, the chaebol started to enjoy more financial freedom. 

  

 
Figure 10 South Korea's Inward and Outward FDI 

 
Source: The author complied and cross-checked data from the OECD. stat (stats.oecd.org/) and 
the Korean Ministry of Trade, Industry and Energy (www.motie.go.kr). 
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resources and raw materials. Since Korean companies benefited from the government’s 

special treatment, such as tax deduction or subsidies, they did not prefer foreign 

investment. After the late 1980s, in addition to the government’s economic liberalization, 

the export boom encouraged more liberalization of FDI outflows. As Korean companies 

grew, they relocated their facilities to foreign countries to reduce costs. Korean 

companies moved to other countries especially due to rising wage. The chaebol also 

started to invest heavily abroad and policymakers responded with policy tools to support 

increasing outward FDI in the late 1990s (Nicolas, 2003). In turn, as presented in Figure 

10, FDI outflow has been rapidly increasing since the early 2000s.  

The outflow of FDI has finally exceeded the inflow of FDI during the early and 

mid-1990s and has recorded more outward FDI since the mid-2000s. Even though the 

ratio of outward FDI stock to GDP is still below other advanced economies, as shown in 

Figure 11, the increase in FDI outflows shows that the Korean economy has been rapidly 

developing. After joining the OECD, the Korean government lifted regulations on FDI. 

With liberalization of FDI, Korean firms started benefiting from wage differences abroad 

and acquiring developed country firms to obtain advanced technologies (Kim, 2000, pp. 

269-298). 

Nicolas et al. (2013) stated “Korea’s FDI policy thus shifted from restriction and 

control to promotion and assistance” (p. 19) after 1997. In the 1990s, the government 

encouraged FDI by removing the most restrictive measures under the globalization 

(segyehwa) policy. Especially, the entry of FDI became convenient. For example, one-

stop service systems were introduced for FDIs of less than 10 million dollars and FDIs 
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smaller than 1 million dollars were exempted from the obligation to submit business 

plans (Turner & Kim, 2005). The independent Foreign Investment Ombudsman was 

established in 1999 and it evolved into the Office of the Investment Ombudsman in 2010. 

In addition, in order to support outward FDI, the Policy for Supporting Korean Firms to 

Invest Abroad was introduced and the Committee for Global Business Operation was 

created in 2007. The government supported attracting more foreign companies and 

encouraged Korean firms to invest abroad for deepening business alliances with a goal of 

increasing high value-added investment of 2007.  

 
  

Source: International Monetary Fund, International Financial Statistics and Balance of Payments 
databases, World Bank, International Debt Statistics, and World Bank and OECD GDP estimates. 

Figure 11 FDI Net Outflows (% of GDP) of Korea and OECD Members 
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Figure 12 FDI Net Inflows (% of GDP) of Korea and OECD Members 

 
Source: International Monetary Fund, International Financial Statistics and Balance of Payments 
databases, World Bank, International Debt Statistics, and World Bank and OECD GDP estimates. 
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patterns follow the OECD countries’ trend. It shows that Korea’s FDI flows conform to 

the trend of the world economic market.  

By	Industry	
As Figure 13 shows, FDIs in a manufacturing industry comprise a large portion of 

the inward FDI because foreign investors expect to benefit from inexpensive and 

qualified labor in South Korea. In addition, since the government distributed foreign 

capital to strategic industries in accordance with the economic plan, FDI mostly went to 

the manufacturing sector in the 1960s and 1970s. In this period, the government largely 

restricted and even prohibited incoming FDI in service sectors such as banking, hotels, 

insurance, and real estate to protect local firms (Nicolas et al., 2013).  

 

 

Figure 13 South Korea's Inward FDI by Industry 
 
Source: The Export-Import Bank of Korea (https://www.koreaexim.go.kr/en/fdi/stat_01.jsp) 
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As a result of the government’s strategy to transform industrial structure, the 

Korean government started to open up a large number of business categories, including 

service industries, to foreign investment in the 1980s. Moreover, it began to conduct 

financial liberalization at the same time (Lee et al., 2002). As restrictions were eased, in 

the early 1990s, a service sector attracted more FDIs than the manufacturing sector. 

Following the restructuring of the financial sector and the government’s policy of lifting 

restrictions in financial services and insurance industries (Nicolas, 2003), foreign 

investments in the finance and insurance industries explain the rising share of the service 

sector. The share of the service becomes even larger in the 2000s and the first half of the 

2010s.  

 

 

Figure 14 South Korea's Outward FDI by Industry 
 
Source: The Export-Import Bank of Korea (https://www.koreaexim.go.kr/en/fdi/stat_01.jsp) 
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Regarding the outflow of FDI, as shown in Figure 14, Korean firms mostly 

invested abroad in the service industry before 1980. However, as I mentioned above, 

Korean companies rarely invested overseas until 1980 as the government highly 

restricted exporting capital. During the 1980s, OFDIs in mining gained importance so 

that Korean firms tried to overcome the lack of resources. As a result, the share of the 

primary sector increased in this period. In addition to the resources, as large companies in 

Korea participated in foreign investment to expand their business, the firms actively 

sought cheap labor and technology abroad. Due to the increasing costs of wages the 

shortage of technology and continuing strikes in Korea, firms started to transfer their 

production base of manufacturing industries to increase productivity (Turner & Kim, 

2005). At the same time, according to Lee and Plummer (1992), Korea’s outflow of FDIs 

is found to originate from the sector in which Korean firms have competitive advantages 

in the market. It means that the FDI aims to take benefits in export by relocating to a 

target market. As I will show in the next section, the United States and China are primary 

destinations for FDI. Korean firm’s foreign investments in the manufacturing industry 

continued to account for at least 50 percent of the total OFDI by the mid-2000s.  

The share of the manufacturing sector slightly decreased in the second half of the 

2000s and the 2010s. After the oil shock between 2007 and 2008, as the oil price 

increased, the government has supported Korean firms’ investment related to natural 

resource development in foreign countries (Nicolas et al., 2013). The increasing share of 

the primary sector after the middle of the 2000s is accounted for in this effort of pursuing 

natural resources.   
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By	Country	
Table 7 indicates that the United States and Japan have accounted for 80 percent 

of inward FDIs by 1990. Due to the lack of natural resources and government’s 

restrictive policies, South Korea was not an attractive destination for foreign firms to 

invest. However, thanks to strong economic development, Korea caught eyes of 

multinational firms after 1970. After the normalization treaty between Korea and Japan in 

1965, Japan had been a top investor for a decade. In the 1980s, the US increased a share 

of investment in Korea.  

 

Table 7 South Korea's Inward FDI by Country 
 

 1st 2nd 3rd 4th 5th 
1962-1970 

(%) 
U.S 

(41.7) 
Japan 
(28.6) 

U.K 
(7.6) 

Bermuda 
(3.6) 

Netherlands 
(3.5) 

1971-1975 
(%) 

Japan 
(69.5) 

U.S 
(15.6) 

Bahamas 
(9.4) 

Hong Kong 
(1.7) 

Netherlands 
(1.6) 

1976-1980 
(%) 

Japan 
(54.2) 

U.S 
(25.2) 

Germany 
(2.3) 

U.K 
(2.3) 

Netherlands 
(2.2) 

1981-1985 
(%) 

U.S 
(45) 

Japan 
(31.8) 

Hong Kong 
(4.8) 

Switzerland 
(4.2) 

Germany 
(2.9) 

1986-1990 
(%) 

Japan 
(51.6) 

U.S 
(27.4) 

Germany 
(4.6) 

Switzerland 
(3.8) 

Netherlands 
(3) 

1991-1995 
(%) 

U.S 
(25.8) 

Japan 
(25.1) 

Netherlands 
(17.6) 

Germany 
(7.2) 

France 
(5) 

1996-2000 
(%) 

Netherlands 
(22.1) 

U.S 
(19.7) 

Malaysia 
(11.6) 

Germany 
(10.6) 

Japan 
(8.4) 

2001-2005 
(%) 

U.S 
(23.7) 

Japan 
(17.4) 

U.K 
(13.7) 

Netherlands 
(9.8) 

Germany 
(7.3) 

2006-2010 
(%) 

Japan 
(28.7) 

U.S 
(18.4) 

U.K 
(16.8) 

France 
(8.8) 

Germany 
(4.7) 

2011-2015 
(%) 

Japan 
(21) 

U.S 
(15.8) 

Singapore 
(9.8) 

Netherlands 
(9.3) 

Luxembourg 
(5.2) 

 
Source: The Export-Import Bank of Korea (https://www.koreaexim.go.kr/en/fdi/stat_01.jsp) 
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According to Shim and Lee (2008), the Korean government attempted to diversify 

technology sourced from overseas and shift it from Japan to the US in this period. In this 

effort, in the 1990s, even though Japan and the US were still top countries that invested in 

Korea, the share of their investment decreased to about 40 percent. European countries 

such as Netherlands, Germany and France have gradually increased investment in Korea 

from 1990. Especially after the crisis in 1997, FDIs involved a different mix of foreign 

investors, with a larger diversification in the sources (Nicolas 2003). Netherlands, 

Malaysia, the United Kingdom and Singapore started to increase the share of investment 

in the 2010s.  

 

Table 8 South Korea's Outward FDI by Country 
 

      
1968-1980 

(%) 
U.S 
(23) 

Bahrain 
(12.3) 

Indonesia 
(11.7) 

Singapore 
(9.2) 

Netherlands 
(6.1) 

1981-1985 
(%) 

U.S 
(24.8) 

Canada 
(19.7) 

Australia  
(13.8) 

Netherlands 
(9.1) 

Indonesia 
(5.9) 

1986-1990 
(%) 

U.S 
(35.6) 

Netherlands 
(17.1) 

Indonesia 
(16.5) 

Canada 
(10.8) 

U.K 
(1.8) 

1991-1995 
(%) 

U.S 
(24.1) 

China 
(21.8) 

Indonesia 
(6.7) 

Viet Nam 
(3.6) 

Germany 
(3.6) 

1996-2000 
(%) 

U.S 
(30) 

China 
(15.9) 

Hong Kong 
(5.3) 

U.K 
(3.9) 

Indonesia 
(3.1) 

2001-2005 
(%) 

China 
(32.3) 

U.S 
(20) 

Netherlands 
(8.3) 

Hong Kong 
(4.2) 

Viet Nam 
(3) 

2006-2010 
(%) 

China 
(22.4) 

U.S 
(15.1) 

Hong Kong 
(6.4) 

U.K 
(5.4) 

Viet Nam 
(4.6) 

2011-2015 
(%) 

U.S 
(20.9) 

China 
(15.1) 

Australia 
(6.1) 

Cayman Isl. 
(5.5) 

Hong Kong 
(4.3) 

 
Source: The Export-Import Bank of Korea (https://www.koreaexim.go.kr/en/fdi/stat_01.jsp) 
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On the other hand, Korean firms invested a large portion of money in the US. As 

seen on Table 8 in the 2000s, China was the destination where Korean firms made the 

biggest investment but firms went back to the US in the 2010s. Nicolas (2003) provided 

four motives of Korean firms for their outward FDI; to gain cost advantages or 

circumvent trade barriers, to secure stable supplies of resources, to facilitate trade or 

promote exports and to accommodate the need for global networking. Kim (1998) 

pointed out that Korean firms tended to make decisions on foreign investment in response 

to changes in domestic circumstances. It is notable that while the share of the developed 

countries including the US, Canada, and Netherlands decreases, the share of developing 

countries including Indonesia and China increases in Table 8. This change shows a 

momentous shift in Korean domestic circumstances. As I argued, business sectors started 

dominating the Korean economy.  

In conclusion, Korea’s FDI quantity gradually changed from mid-1980s and 

significantly increased in the late 1990s and the 2000s. In the 1990s, Korea attracted 

more foreign investment in service industries and more diverse countries as foreign 

investors. At the same time, Korean companies started investing in developing countries 

including Chinese manufacturing industries. It appears that the government’s efforts to 

liberalize FDI regimes in the 1980s resulted in a significant change of FDI patterns. The 

change also shows a positive relationship with the number of BITs. As I discussed, Korea 

started actively joining BITs from the late 1980s. The number of BITs increased as a 

result of the government’s attempts to liberalize FDI and it accordingly led the increase 



88 
 

of inward and outward FDIs. In other words, Korea’s increasing number of BITs had an 

impact of boosting FDI as one measure to liberalize FDI regimes.  

 

Explaining	Korea’s	Economic	Liberalization	
 

South Korea initiated industrialization to develop the economy in 1962 with a 

five-year economic plan. As a result, South Korea’s economic performance was 

noteworthy. After three decades, the Korean economy became the world’s 11th largest 

trading partner (KDI, 1997). In the meantime, a strategy of economic liberalization in 

Korea has been a controversial topic in a field that explores the miraculous development 

of Korea. While neoclassical economists argue that South Korea has been benefited from 

deregulation and an outward looking strategy, developmental state scholars emphasize 

the Korean government’s intervention in economic development policy.     

Both neoclassical economists and developmental scholars agree that South Korea 

has sought to liberalize national economy to achieve development in the 1980s and has 

benefited from liberalization. A big difference between the two schools is whether the 

market or the government takes the lead in economic liberalization. The former sees the 

liberalized strategy as a result of market’s demands whereas the latter contends that the 

government has implemented the liberalized policy with a primary goal of economic 

development. South Korean economy has experienced economic liberalization during the 

period of rapid development in either way. I argue that the leading actor in the economic 

liberalization has been changed. In the early stage, the government led the policy to 
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develop national economy as developmental scholars argued. However, the business 

sector has played more important role since the 1980s.  

Following reconstruction in the 1950s, the government started the first five-year 

economic plan for social and economic development in 1962 (Heo et al., 2008). The plan 

focused on initiating and expanding industrialization through a rapid rise in export and 

improvement in technology (Stoever, 1986). Under the authoritarian regime, the strategy 

was designed and implemented by the government in the 1960s. To overcome the lack of 

natural resources and its small domestic market, the government emphasized an outward-

looking strategy. To do so, the government provided tax subsidies, tariff exemptions for 

raw imports and preferential credits for exporters (Nicolas, 2003). During the 1970s, the 

government has continued its dominance in the economic strategy and promoted a shift 

of industrial structure toward the heavy and chemical industry. In this process, the 

authority allowed business favors, financial supports, and a virtual monopoly in domestic 

markets to a few business firms. These firms were granted the government’s heavy 

investment through banks controlled by the government. By doing so, they have jumped 

up to be a huge company, the chaebol (Kook, 2011).  

Until the early 1980s, the government partly opened the Korean economy and 

used economic liberalization as a means of growing economy. Economic liberalization 

was a part of the government’s long-term strategy to develop economy, rather than 

response to market demands. To adjust overall economic structure, the government began 

a reform in the financial sector. Since both public and private sectors did not welcome the 

reform due to concerns to lose their interests, the reform was not able to be complete. 
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While the government officials did not want a loss of their power, the business firms 

sought to government’s special treatments. Therefore, even though the reform was 

started, the government still maintained its significant influence on the financial market. 

However, as free-market ideology in economic policy-making began to influence, the 

ideology combined with the increasing external pressure to open markets set a new round 

of market-oriented liberalization (Lee et al., 2002).  

A full-scale liberalization began in the mid-1980s. Due to the end of economic 

aids and external pressures to open markets, the Korean government has gradually 

implemented economic liberalization programs. 

The most notable change was the increasing autonomy of the chaebol in finance. 

In the late 1970s, as the concentration of chaebol in the economy grew, its power began 

to substantially increase across the entire industrial sectors. However, since financial 

institutions were dominated by the government, the government controlled the domestic 

prices and exchange rates. Through the financial institutions, the government 

significantly had affected it power on the business firms (Shim & Lee, 2008). As a result 

of the financial reform of the 1980s, the chaebol finally started to rely less on the 

government’s financial assistance and seek its own resources through non-banks and 

stock and bond markets which were not controlled by the government, but by the market.   

In fact, the government attempted to promote competition through deregulation in 

the liberalization program. However, the deregulation rather weakened the state’s 

capacity to control the chaebol. The confusion between liberalization and deregulation 

caused the failure of the state in managing market liberalization (Lee, 2000). In the 
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meantime, the chaebol, which has been rapidly grown with the government’s plan during 

the 1970s, attempted to dominate the round of liberalization based on the benefits of 

deregulated financial measures. The growth of non-bank financial institutions (NBFIs) 

and the development of stock/bond markets derived from the financial reform helped the 

chaebol have increasing autonomy in its investment decisions (Lee et al., 2002). As a 

result, the government lost its much of power to influence the market. Although the 

government tried to rein in the power of the chaebols through penalties and incentives in 

the early 1990s, the measures were ineffective because they couldn’t make a substantive 

effect on the chaebols (pp. 24-5). 

Due to financial liberalization, Korean conglomerates increased economic, social, 

and political influences along with new financial resources. The expansion of business 

was not limited to the domestic economy. Since the government eased restrictions of 

foreign investment, the firms increased investment in developing countries to reduce 

costs. Increasing flows of FDI reflected the government’s effort in the late 1980s. In the 

1990s, Korea’s outbound FDI exceeded inbound FDI until the Asian Financial Crisis in 

1997. Korea also had increasing outbound FDI toward developing countries in the 1990s. 

The government’s economic liberalization programs more represented the interest of the 

chaebol or were even led by the chaebol. Kook (2011) argued that the Korean 

government lost its control over the chaebol in the early 1990s.    

Increasing number of BITs starting from the late 1980s should be understood in 

changing relationship between the Korean government and the chaebol. As the Korean 

economy has risen rapidly, South Korea has advanced from a host country to a home 
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country in FDI. Consequently, the Korean government started to ask a counterparty to 

sign a BIT to protect Korean companies, rather than to be asked to sign the treaty. As 

shown in the pattern of joining BITs during the 1990s, the government mostly concluded 

BITs with developing countries where the Korea’s outward FDI headed. Korean 

multinational companies could take the advantage of having BITs between the Korean 

government and the host country. Although the treaty was signed by the government, the 

benefits from the treaty mostly helped the company. It is fair to say that the powerful 

companies asked or even forced the government to join BITs in order to enjoy these 

benefits. Thus, increasing BITs with developing countries in the 1990s was a result of 

increasing power of the Korean companies.   

Korean business firms separated from the government took advantages of 

economic liberalization. Under the economic boom, they tried to expand their business 

with foreign capitals in both domestic and in foreign markets. As the size of business 

increased, the companies’ influence on the Korean economy enormously grew. In the 

end, their poor managements resulted in the foreign exchange crisis in 1997. 

Consequently, 8 out of 30 chaebols were bankrupted.  

As chaebol was attributed to cause the financial crisis, Kim Dae-jung who had the 

catchphrase ‘chaebol reformation’ was elected as President in 1998. The president 

discussed restructuring the business system with leaders of chaebols right after the 

inauguration. Chaebols appeared to conform to the government’s plan, but they have 

never returned to the former relationship with the government. When the Korean 

economy showed signs of recovery, chaebols strongly criticized the government for its 
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protectionism through the Federation of the Korean Industries. In addition, they 

attempted to create a public awareness that deregulation was the solution to pass the crisis 

in the long term. According to Choi (2009), although chaebols tried to conduct 

management reforms in the excessiveness of diversification and financial structures after 

the Asian Financial Crisis of 1997, they retained their ownership structure and 

managerial secrecy. Kook (2011) argued that chaebols reinforced their position after the 

crisis by improving the financial structure and profitability. The author also said that even 

if the Korean government brought control over the market after 1997, chaebols were not 

the same as before. They implicitly and explicitly resisted the government’s pressure 

through increasing economic power in the market. The government has merely imposed 

indirect measures to control chaebols.     

South Korea has shown an ‘economic miracle’ again in overcoming the economic 

crisis. In the mid-2000s, outward FDI was skyrocketed and inward FDI consistently 

increased. Economic liberalization has been accelerated since the late 1980s. Korean 

chaebols, such as Samsung or Hyundai, have grown as top ranked multinational 

corporations. Although the government recovered its power after the crisis of 1997, the 

relationship between the government and the business has changed. Leading companies 

in Korea enabled to do their own business no matter how the government supported. The 

government also did not maintain the role of an interventionist in the market. Even after 

the crisis of 1997 that caused a bankruptcy of several chaebols, the chaebols have 

actively involved in building the government’s economic strategy by calling on market-

favored reforms.     
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In sum, while economic liberalization of South Korea was led by the government 

in the first half, the business sector was highly involved in the second half of the period. 

Especially, chaebol has grown up to be a leading actor in liberalization. In turn, the 

dominance of the Korean government has been decreased as the government failed to 

control chaebol in the late 1980s. The liberalization process has shifted from the 

government-led to the market-oriented.     
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CHAPTER 7. DIVERGING EVOLUTIONARY PATHS OF ECONOMIC 
LIBERALIZATION BETWEEN JAPAN AND SOUTH KOREA 

Japan and South Korea have shown substantially different patterns of joining 

BITs. Japan showed significantly low numbers of BITs with little progress in additional 

treaties. On the other hand, South Korea showed very active accession of treaties in the 

late 1980s after having a similarly passive attitude of signing BIT as Japan. During the 

economic reconstruction, South Korea merely joined a few BITs with European 

developed countries. I suggested that, as opposed to Japan’s government-driven 

economic liberalization, South Korea experienced a shift from government-driven 

economy to enterprises taking a leading role in a market-driven economy. This shift can 

also be observed in trade, financial reform and labor market. Why did such change occur 

only in South Korea? Why did South Korea suddenly divert from Japan when it was 

imitating a successful Japanese economic development strategy?  

BIT patterns reflect one country’s FDI policy, MNC’s relationship with the 

counterpart, and the direction of a government’s economic liberalization. The 

modification in South Korea’s BIT engagement attitude is driven by institutional change, 

which is a reflection of changes in or changing interaction of such factors. In contrast, 

Japan has shown institutional continuity in entering BITs. In the case of Japan, the 

Japanese government maintained such strategy from the start of the economic 

reconstruction until the 1980s economic downturn. Despite these events, BIT patterns 

shown by Japan did not make a shift. The significant shift in FDI flows could not be 

observed in spite efforts to alleviate strict FDI restrictions and related regulatory policies. 
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In South Korea, increasing number of BITs could be observed with increasing FDI flows. 

Meanwhile, the role of actors has also changed. BIT patterns and their changes around 

such relationship cannot be explained by one variable or a directional relationship. The 

changing or homeostatic process within interactions among variables needs to be 

explored.  

In the case of South Korea, the early stages of development comprised of 

government’s support through close ties with business sectors. Korean firms were highly 

dependent upon the government in this period. Later, business corporations, which would 

become known as chaebol, gained more independence from the government as a result of 

the benefits of financial reform. On the other hand, the tripartite alliances including 

government bureaucracy, Liberal Democratic Party (LDP) and business groups 

consistently maintained government-driven economic liberalization during Japan’s first 

stages of economic development. The financial reform in Japan was more advanced than 

South Korea, but it was incomplete, and control of important sectors were kept by the 

Japanese government.  
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Figure 15 FDI Institutions of Japan and South Korea 
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Figure 15 demonstrates the institution’s niche of each country. In order to explain 

the differences between the two countries, one must understand the key actor, relevant 

institution, and environment’s resources and demands. The internal and external 

interactions among them can only explain Japan’s unchanged pattern of joining BITs and 

South Korea’s changed pattern. The evolutionary approach is the most appropriate tool 

for such explanation. The evolution does not take the rapid shift of external shock as 

assumption nor does it require linear causality (Wan, 2016). Institutions are considered a 

living creature interacting with actors, other institutions, and environments. They can 

continue or change by either an internal or external mechanism.  

As shown in Figure 15, the interaction causing the shift has been different 

between Japan and South Korea. In Japan, the feedback did not occur at some point and 

the interaction was discontinued to lead to bring transformation. From the beginning, 

external pressure was too weak to affect the Japanese existing institutions. As a result of 

continuous institutions, the amount of FDI was not significantly increasing and failed to 

affect external demands. By contrast, South Korea’s institutions changed from external 

demands – changing capital resources by decreasing financial aids. Deregulating capital 

markets gradually groomed private companies by allowing them to have independent 

capital resources and eventually made the companies outgrown the government. 

Increasing capital flows affected the FDI partner countries’ high demands for 

liberalization. In this whole cycle, the Korean government experienced a gradual change 

of institution.  
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In this chapter, I will take a close look at the process. I will first compare different 

patterns of joining BITs between Japan and Korea. The second part of the chapter will 

analyze actors, political institution, and external environments that explain the diverging 

paths of the two countries. Lastly, I provide diverging policy outcomes in political 

economy of the two countries. 

 

Comparison	in	Joining	Bilateral	Investment	Treaty	
 

Since South Korea first signed with Germany in 1964, the Korean government 

has signed BITs with 99 countries (104 BITs including terminated treaties) as of 2018. 

Based on the number of officially signed BITs, Korea is ranked in eighth place. On the 

other hand, Japan has signed with only 33 countries since 1977, which is ranked seventy 

second place. Figure 16 shows the accumulated number of signed BITs for each country 

by years. The pattern of South Korea joining BITs starts diverging from Japan in the late 

1980s with the biggest difference during the 1990s. After the mid-1980s, South Korea 

has been much more proactive in joining BITs.  

South Korea has emerged from being a developing country to a developed 

country. This advance started from the mid-1980s when the pattern of signing BITs 

started diverging from Japan. Thus, this divergence shows South Korea’s new strategy in 

economic development after transforming into a developed country. Especially in the late 

1980s and early 1990s, as I discussed in the previous chapter, South Korea started 

differing from Japan and defined its own economic strategy. 
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Source: UNCTAD (http://investmentpolicyhub.unctad.org/). 
 

  

Source: The author complied data from the UNCTAD (http://investmentpolicyhub.unctad.org/) 
and drew the map with ArcGIS 10.3. 

Figure 17 Distribution of Countries Signing BITs with Japan and Korea 

Figure 16 Accumulated Numbers of BITs in Japan and Korea 
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Figure 17 reveals the distribution of signed countries with Korea and Japan. The 

map shows that two countries in common share BITs (green) in Asia. South Korea’s 

partners overlap with Japan’s partners in East Asia, Middle East, and Eastern Europe, but 

differs from Japan in Africa, Northern and Western Europe, South America, and South 

and Southeast Asia. While Korea has BITs with countries all across the world (red) 

except North America, Japan has focused mainly on Eurasian and Middle East countries 

in addition to a few countries in South America. 

When Korea started diverting from Japan’s path from 1988 to 1990, countries 

joining BITs with Korea included Malaysia, Pakistan, Demark, Hungary, Italy, Thailand, 

Poland, Democratic Republic of Congo, Romania, and Russia. These countries do not 

have regional, economic or political similarity. They only share a common objective for 

Korea as an FDI destination. From 1996, as noted above, only 5 countries out of 63 

countries entering BITs with Korea account for at least 1 percent of Korea’s total inward 

FDI flows. It means that South Korea no longer signed BITs based on inward FDI since 

the late 1980s. On the other hand, Japan has a tendency to sign with middle east countries 

and Eurasian countries regardless of FDI flows.    

The inconsistent patterns of Japan and South Korea regarding counterpart 

countries’ characteristics imply that a structure of BIT is not merely based on the 

relationship with the partner government. Moreover, there is no explicit linear casualty 

between FDI flows and the BIT entrance. As I will further explore in the next section, the 

counterpart country’s demand can be taken into consideration in decision-making, but it 

is not directly related to a country’s engagement with the country through a BIT. 
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Although decreasing FDI flows may affect a country’s behavior in the BIT arena, the 

decision depends on the country’s economic structure and condition or domestic policy. 

Therefore, actors and their interaction with internal and external environments around 

changing or continuing behaviors of joining BITs need to be understood.  

In particular, I focus on the late 1980s when Korea started diverging from Japan. 

During this period, South Korea went through political upheavals after rapid economic 

development, while Japan experienced the bubble’s collapse and began an economic 

downturn. In addition to increasing external pressure on liberalization, domestic changes 

could accelerate the two countries’ economic liberalization. However, as can be seen by  

BIT data, only South Korea switched its path. The following section explains the reason 

why there is a difference between the two c ountries by focusing on interactions among 

actors, institutions, and environments. 

 

Interactions	among	Actors,	Institutions,	and	Environments	

Actors	
As I briefly mentioned in the structure of BIT, Frieden and Rogowski (1996) 

argued that internationalization should increase conflicts between the competitive and the 

protected sectors of the economy and strengthen the hand of the competitive over the 

protected sector. Vogel (1999; 2001) expanded the discussion of Frieden and Rogowski’s 

point. Vogel argued that there was a system having political ties between producers and 

consumers and between the competitive sectors and the protected sectors. In this system, 

the government may not easily prefer economic liberalization because it needs to protect 
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potential losers from liberal reform which are also closely related to potential winners. 

According to Vogel, both Germany and Japan have this system. Vogel (2001) said that 

“coordinated market economies such as Germany and Japan…foster more long-term 

cooperative relationships between firms and labor, firms and banks, and different firms. 

And the state and intermediary associations play a critical role in establishing and 

maintaining the framework for this private-sector coordination” (p. 1105). Therefore, 

Japan and Germany have not been able to move toward a liberal market because the 

relationship among domestic actors in economic liberalization is closely linked. In 

concluding BITs, however, Japan and Germany have shown different patterns. In fact, 

Germany invented the BIT and was one of the most active countries to join the BIT 

regime.  Japan, as I pointed out repeatedly, has far smaller number of BITs than any other 

developed countries.  

In order to explain the difference, potential winners and losers regarding FDI need 

to be examined. On the one hand, potential winners should be able to enjoy benefits from 

FDI liberalization in both home and host countries. The winners from liberalization 

generally include competitive sectors. In principle, liberalization in foreign investment 

enables national businesses to be more competitive by competing against global firms. 

Competitive industries can take advantage of the exposure to global best practice and 

employment practice including skill requirements, services, and sales from liberalization. 

In addition, deregulation lowers the cost of foreign investment in the competitive sectors.  

On the other hand, protected sectors and workers can be considered as potential 

losers from FDI liberalization but their loss depends on circumstances. While workers 



104 
 

may enjoy more opportunities for jobs and often expect better working conditions from 

incoming FDI, increasing outward FDI harms domestic workers by reducing 

employment. The protected industries will lose their privilege and market shares in 

domestic markets because of increasing inward FDI. In contrast, increasing outward FDI 

can sometimes help these industries grow by reducing competitiveness in the short run. 

However, in the long run, less competitive industries will not survive in this type of 

market. For instance, according to Paprzycki and Fukao (2008), the Japanese 

pharmaceutical industry had been slow to close the gap with their foreign competitors 

due to Japan’s regulations on foreign companies’ role in the Japanese market. Even 

though the Japanese pharmaceutical market was the second largest in the world, no 

Japanese pharmaceutical firm made the top 10 of businesses in the world during the 

1990s. Due to a closed system and entry barriers, there were few foreign companies in 

the field and, in turn, Japanese companies couldn’t take advantage of competitor’s 

experiences that developed them in the global market. As the government deregulated 

and foreign participation was increased, the pharmaceutical sector became a battlefield 

for global firms replacing lagging Japanese firms. While this story tells us the importance 

of deregulation at the right moment, it shows how some sectors may lose their control in 

the market with liberalization. This is why potential losers from liberalization oppose 

liberal reform in their home.  

When the losers are linked to the winners like in Japan, Germany and South 

Korea, according to Vogel (1999; 2001), the government tends to favor the potential 

losers. This strategy is an effort to minimize the loss of the losers from liberalization in 
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exchange for the winners’ benefits. Nonetheless, this strategy can be changed by 

increasing the power of winners, because powerful winners would not sacrifice their 

benefits even if they are linked to losers. Their benefits sometimes exceed the losers’ loss 

so that they can cover the loss. Changing dynamic of actors’ relationship affects their 

behavior and, in turn, causes institutional change. In Japan, the government fostered 

select industries with protection by explicitly and implicitly preventing liberalization. 

Competitive industries have been connected to those protected industries under control of 

the government. The government does not allow the competitive sectors to become 

stronger than the government through coordination between protected and competitive 

sectors. The Korean government also protected select industries from external influences 

and took advantage of them for economic growth. However, a few powerful winners 

absorbed the losers into the chaebol system. Power was centered on the winners that 

influenced the government’s policy in the end.  

Since Japanese companies adhered to a close business relationship with the 

government and other economic actors, actors in a winner group having interests from 

liberalization were not able to provide powerful sponsorship for institutional change. 

Vogel (2001) indicated that the Japanese firm was different from a liberal market model 

in that they hardly exited from relationships with banks and workers. When they face a 

conflict, they strive to adjust the relationship rather than to exit from it. For example, big 

banks in Japan saw greater interests from financial reform. However, since they also 

found that reform would harm other financial institutions and firms associated with the 

banks, they modified demands for reform towards the government. As a result, the 
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government did not pursue rapid financial reforms for three decades. In addition to the 

actor’s modest sponsorship, the government needed to balance interests between winners 

and losers from financial reform. In a labor reform, Song (2012) argued that the Japanese 

government only liberalized measures for non-regular workers while principles for 

regular workers were sustained. In this way, the government attempted to coordinate 

interests between firms and workers. The Japanese tradition is shaped by not only the 

interests from special business relationships and political ties but also normative 

commitments among actors. By doing so, they impede foreign firms’ investment in Japan 

as they impose formal and informal barriers.      

The Japanese government has been centered around both business and political 

ties. Attempts to liberalize FDI created a conflict between a protected service sector and 

workers as well as competitive manufacturing exporters. In this matter, the government 

mediated conflict rather than taking sides. The government took a slow path to 

liberalization by preserving core institutions. This path impeded an institutional change 

and, instead, enabled existing institutions. In addition, Vogel (2005) argued that since 

there were more firms being harmed by economic liberalization than those firms 

receiving benefits, the government did not prefer liberalization even under internal and 

external pressures on liberalization. In other words, there were no powerful actors who 

could push the change through in Japan. Moreover, the government maintained its power 

by adjusting measures and speed of liberalization. Consequently, Japan did not undergo 

institutional change. Rather, there was institutional continuity with a minor adjustment. 
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In South Korea, the government’s support and preferential treatments to a few 

firms initiated chaebols which transformed them from potential losers to potential 

winners. Moreover, Chaebols in Korea embraced losers in their business system. As they 

dominated their relationship with the losers, they pressured the government to pursue 

liberalization which would help their business. In the early stage of economic 

development during the 1960s and the 1970s, the Korean government had achieved rapid 

growth by imitating Japan’s government-led developmental strategy. In particular, the 

government selected and supported certain industries and a few firms to boost economic 

growth. Like Japan, the economic and political ties between the government and the 

firms were tight. The government naturally implemented a selective and limited range of 

liberal policies that could benefit the firms. Meanwhile, the firms have enjoyed rapid 

growth and transformed into conglomerates—chaebols in Korea—in the market. In the 

late 1970s, they already influenced entire industrial sectors as a powerful actor. Based on 

their influence, the chaebol attempted to separate from the Korean government’s control. 

The chaebol especially tried to be independent in the financial sector which was an 

important source of the government’s power to control the business sector. In the 1980s, 

as a result of the chaebol’s pressures on financial reforms, the government executed 

fundamental financial reforms that allowed the chaebol to create non-banks, stock and 

bond markets. In the end, the chaebol became independent from the government by 

having its own capital resources.  

Since the chaebol sought to enter the global market due to small domestic markets 

and scarce resources, FDI regulations became an obstacle. As the government gradually 
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pursued FDI liberalization during the 1980s, South Korea, like Japan, experienced 

conflicts between protected service sectors, workers and competitive manufacturing 

exporters. Since the chaebol started dominating economic sectors and becoming 

independent from the government, unlike Japan, it controlled conflicts and benefited 

from liberalization. As a result, outward FDI in the manufacturing sector has been 

increasing since the late 1980s. Potential losers were mostly protected by the chaebol in a 

variety of ways, rather than by the government. Even though the service sector was 

included in the group of losers, it was included in the system of the chaebol or, at least, 

closely related to the chaebol. The chaebol attempted to compensate losses from 

liberalization. Sometimes, the chaebol merged with firms that became noncompetitive 

due to liberalization. By doing so, the chaebol reinforced its position in the economic 

system. Because the government in this period enjoyed the chaebol’s political and 

economic contribution, the chaebol’s interest would not be sacrificed for the potential 

losers.  

The government’s favorable attitude toward the chaebol sparked the workers’ 

opposition. Workers, as a disadvantaged group from liberalization, strongly demanded 

labor reform. Consequently, the Korean government implemented reform in improving 

basic rights and employment protection for workers. However, this reform focused only 

on non-regular workers. It did not include regular workers who were mostly employed by 

large business organizations. As described in Song (2014), large enterprise unions 

overruled the government’s original plan of the comprehensive labor market reform. 

They blocked implementing regulatory changes at the firm level. Moreover, the chaebol 
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provided its own package for worker’s rights. Song argued that there was an internal 

labor market mechanism for insiders of the chaebol. The mechanism usually consisted of 

higher wages and better working conditions in exchange for lower job security. By 

pursuing the reform for only non-regular workers and weakening employment protection 

of regular workers, the government supported the chaebol. Later, partial labor reform led 

qualified and competitive workers to prefer the chaebol. In the end, the chaebol’s 

competitiveness becomes far higher than other firms in Korea. Chaebol’s dominance in 

economic sectors enables changing the institution of economic liberalization.  

In summary, Korea has gone through institutional change toward chaebol-driven, 

market-led liberalization during the late 1980s. Other actors such as small- and mid-size 

firms or workers either were involved in the chaebol or did not have enough power to 

overcome chaebol’s influence. The government was also dependent on the chaebol’s 

resources. Thus, there was no actor to resist the changes that the chaebol led.   

Relevant	Institutions	
Krasner (1995) argued that transnational actors might have benefits from fitting 

themselves into institutional structures which they had to work with. The more MNCs 

can become similar to host countries, they are more likely to have interests from their 

investment. To do so, Krasner emphasized direct access to one’s political or bureaucratic 

system. For example, Japanese corporations employed American lobbyists or lawyers to 

interfere with the United States Congress or bureaucracy. By contrast, American firms 

had difficulties in Japan, because they lacked direct access to the Japanese system. This is 

one reason why Japan has much smaller FDI than other countries.  
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BITs can be viewed as an international institution that allows MNCs to have same 

institutional structure between a host country and a home country. While a host 

government can have benefits from foreign investment through transferring advanced 

technology or creating jobs (see Borensztein et al., 1998), the government may also want 

to take advantages from expropriating foreign investor’s profits through illegal ways. 

There can be various illegal methods. The government can take benefits from foreign 

firms’ own profits or real-estate assets or reduce subsidies and tax benefits that have been 

used to attract foreign capitals. In other words, the government can take foreign 

investors’ profits by changing its policies. Since FDI is illiquid and has cross-border 

jurisdiction, the host government controls the power to enforce property rights within its 

own territory. In order to reduce the risk of expropriation, a firm that intends to invest 

abroad may ask its government to join BITs.  

From the government’s perspective, pursuing liberalized policies is influenced by 

a political system. A political system is highly connected with a government’s economic 

strategy. As described in Johnson (1999), “an authoritarian regime can achieve 

mobilization artificially and temporarily” for a country’s economic development, “but it 

is likely to misuse such mobilization in the end” (p. 52). This argument implies that the 

authoritarian government easily expropriates private actors’ resources in its country even 

though it may end up failing to use it for economic development. When it comes to BITs, 

this government is less likely to join them because the BITs strictly prevent 

expropriation. In the same vein, democratic countries have no reason not to join BITs. By 

entering a treaty, they can protect their own national firms that invest abroad. In domestic 
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markets, since they don’t usually expropriate private profits, joining the BIT which is a 

liberalized democratic FDI regime do not necessarily affect economic institutions. Li 

(2009) found that democracies expropriated foreign investment less frequently than 

autocracies.  

The rationale behind the difference between democratic and nondemocratic 

regimes is that host government’s institutional features in exerting its capability to 

expropriate foreign investment affect the government’s decision to liberalize FDI. Li 

(2009) suggested that the chief executive’s political incentives and policy-making 

capacity determined a host government’s expropriation decisions. Even in democratic 

countries, executive turnover increases expropriations. Jensen (2008) showed that 

political risk was directly related to inward FDI. Since a democratic institution leads to 

lower political risk, it will attract more such investments. The important characteristic in 

a democracy that enables a larger amount of foreign investment is its constraints placed 

on the chief executives, such as veto players. The constraints prevent the leader from 

expropriating foreign investors’ profits. Checks and balance in leader’s capabilities 

reduce expropriations. Thus, one can expect that high political constraints cause less 

expropriation of foreign investor’s profits. Again, those countries with high political 

constraints can easily liberalize an economic strategy.   
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Source: Henisz, W. J. (2000). "The Institutional Environment for Economic Growth." Economics 
and Politics 12(1): 1-31. 

 

Figure 18 shows political constraints of Japan and South Korea. Henisz (2000) 

has developed a political constraint index that is measured by the number of independent 

branches of government with veto power over policy changes, the degree of alignment 

across branches of government based on the party composition of the executive and 

legislative branches, the degree of preference heterogeneity within each legislative 

branch which increases decision costs of overturning policy for aligned executive 

branches and two additional veto points including the judiciary and federal entities. 

Figure 18 Political Constraints of Japan and Korea 
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Overall, Japan has more constant and higher political constraints than Korea especially 

before the mid-1980s. 

  

 

Note: p < 0.01 (Korea) and p <0.05 (Japan) 

 

In a simple test, there are correlations between numbers of BITs and political 

constraints in both Korea and Japan. However, while there is a negative correlation 

between two variables in Japan (r = - 0.28, n = 56, p = 0.03), Korea has a positive 

correlation (r = 0.48, n = 56, p = 0.0001). 

Japan’s high level of political constraints rejects the argument that high political 

constraints lead to more liberal policy. Figure 19 reveals Japan’s negative correlation 

between the number of BITs and the level of political constraints. The correlation is 

statistically significant at the 0.05 level.  

Figure 19 Scatterplots with BITs and Political Constraints in Korea (Left) and Japan (Right) 
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Why does Japan have a contradicting result to the theoretical expectation? The 

answer can be found by Japan’s intention of concluding BITs. As shown in the previous 

chapter, Japan’s BITs do not significantly relate to flows of FDI. This theory assumes 

that a country expects a positive effect of BITs on increasing FDI and preventing the host 

government’s tyranny by concluding them. However, in case of Japan, the government 

does not seem to enter the BIT for the same expectation. Japan does not even try to 

increase FDI flows because the government still has a passive attitude toward FDI. In 

addition, no actors pursue active sponsorship for changing the current FDI regime. Thus, 

the theoretical argument will need be refined. Given that a country pursues increasing 

FDI, the higher has political constraints, the country is more likely to conclude BITs.   

Krasner (1995) pointed out that “American firms with interests in Japan have little 

direct access to the Japanese political system. They must rely on high-level intervention 

by the American government to promote and protect their interests” (p. 265). Krasner’s 

point shows Japan’s defensive stance on foreign firms. By controlling political access to 

the system from outside, Japan could maintain institutional rigidity. Japan’s high political 

constraints rather help preserve the rigid institution of economic strategy.  

Even though the result does not support the argument about the relationship 

between political constraints and FDI liberalization, it has an important implication in 

explaining institutional continuity. Japan has not shown significant changes both in 

political and economic institutions. Initially established political and economic 

institutions have been sustained for more than four decades in the postwar era. Japan’s 

case shows how connected institutions support continuity with each other. In the path of 
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the two institutions, there is no scenario where one makes the other change. The Japan’s 

government-led liberalization regime has continued with continuity of high political 

constraints.  

On the contrary, the result of the South Korean case supports the theoretical 

expectation. Political constraints of South Korea are positively correlated with joining 

BITs. The result is significant at the 0.01 level. A shift of political constraints from low 

level to high level took place in the mid-1980s when there was a shift in the pattern of 

joining BITs. Unlike Japan, Korea has shown a proactive movement towards FDI 

liberalization. Korea’s BITs have had a purpose to boost inward and outward FDI flows. 

In turn, increasing number of BITs occurred with increasing flows of FDI. Thus, the 

positive correlation presented in South Korea conforms the theoretical argument. As the 

political regime becomes more democratic, the FDI regime moves to a liberal policy such 

as the increasing number of BITs.    

The result does not necessarily mean that the increasing level of political 

constraints causes the shift to market-led economic liberalization, as the case of Japan 

rejects it. Nevertheless, it shows that two institutional changes are connected. This 

connectivity reveals the interaction between the two relevant institutions. Japan’s 

consistent political institutions helped the government maintain dominance in economic 

institutions, whereas changes in South Korea’s political constraints occurred with 

economic liberalization. It is not easy to generalize the casualty with two cases but the 

two cases certainly show the interaction between relevant institutions.  
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External	Environments:	Resources	and	Demands	
How do external environmental factors, especially changing external conditions, 

influence a country’s foreign investment strategy? Changing external circumstance 

includes not only economic changes, such as financial crisis or oil shocks, but also non-

economic affairs, such as wars, natural disasters, or technological advances. These 

changes have not caused the same effect on Asian countries. By nature, global economic 

conditions apply all economic actors from countries to individuals in the world. Even 

though global economy affects all levels of economy, however, the extent to which the 

conditions influence each of them varies with the actor’s own circumstances. Thus, it is 

hard to predict what condition has impacts on each economic actor, because the way the 

economic actor adjusts to each change will be different.  

Scholars have introduced various forms of capitalism and various regional 

attributes or cultural characteristics (e.g. see Hall & Soskice, 2001). Each country’s 

response to various circumstances needs to be explained, rather than the broad impact of 

those factors. Furthermore, why the country responds in a certain way should be 

discovered. I have repeatedly argued that interactions between internal process and 

external pressure and resource determine the impact of external shocks. For example, 

Rodrik (1999) explained how countries had managed turbulence differently in the world 

economy. Rodrik argued that social conflicts and institutions of conflict management 

played an important role under external shocks. In the 1970s, while South Korea 

promptly adjusted to external shocks with nonpoliticized policies, the Turkish 

government delayed responses and ineffectively distributed costs. As a result, South 

Korea maintained rapid growth even during the global economic crisis, but Turkey did 
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not. During the Asian crisis, since South Korea’s democratic institutions played a role in 

containing adverse economic consequences of the initial shock, the government managed 

the crisis well.  

Stubbs (2009) explained how changing exogenous environment from the Cold 

War to globalization affected economies in developmental states. Most importantly, as 

massive economic and military aid from some developed countries decreased, the way 

capital entered the developmental states was changed. Significant amount of aid was 

replaced by a flood of foreign direct investment as multilateral corporations sought to 

restructure their export manufacturing to build “low-cost production platforms in East 

Asian countries” (p. 12). In addition, since the threat from communism diminished, 

nationalism began to wane and a state’s centralized authority, which was considered as a 

key in Asian countries’ development strategies, was less justified. At the same time, the 

United States put pressure on its allies to move toward democratization and liberalization.  

Stubbs’s findings provide important insight on environmental factors which 

would influence a country’s FDI policy. Foreign capital, such as aid or FDI, can change 

the condition of resources and external pressures on liberalization can change the 

demands. Based on changing conditions of foreign capital and external pressures, I look 

at how Japan and South Korea have changed or unchanged patterns of joining BITs. I 

hypothesize that changing foreign capital sources and FDI partner country’s pressures 

influence a country’s FDI liberalization. I am not aiming to test the hypotheses with the 

two cases of Japan and South Korea. However, it is insightful to review the two 
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countries’ patterns of joining BITs based on the hypotheses. By doing so, I attempt to 

explore the two countries’ institutional consistency and discrepancy. 

First, I suggest that foreign dependency on capital resources affects the 

government’s attitude toward FDI liberalization. Given that FDI is considered a source of 

capital, a country highly relying on foreign capital is more likely to liberalize its FDI 

policy in order to attract foreign investment. The source of incoming capital is divided 

into foreign aid and FDI. Since FDI has replaced financial aid, as the incoming foreign 

aid decreases, the FDI policy is expected to become liberalized to attract more foreign 

capital.  

 

Source: Development Assistance Committee of the Organisation for Economic Co-operation and 
Development, Geographical Distribution of Financial Flows to Developing Countries, 
Development Co-operation Report, and International Development Statistics database. Data are 
available online at: www.oecd.org/dac/stats/idsonline. 

Figure 20 South Korea's BIT-ODA Received 
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As Figure 20 shows, the number of BITs increases in Korea as official 

development assistance (ODA) decreases. In South Korea, as expected, decreasing aid 

has influenced liberalization of the FDI regime. Unfortunately, Japan did not receive 

foreign aid once the government started foreign aid programs as reparation payment in 

the 1960s. Therefore, it is hard to find the relationship between Japan’s BITs and 

incoming foreign aids. In previous chapters, I examined how changing volume of FDI 

affects the two countries’ entrance to BITs. As I mentioned, while South Korea’s BITs 

were influenced by the amount of FDI, there was no clear relationship between FDI and 

BITs in Japan. Changing resources appears to only affect South Korea’s institutional 

change.  

Second, pressure from outside, such as US pressure, may affect liberalization of 

FDI, as they change the external demand. When it comes to the BIT, external pressure to 

join the treaty may come from the international level or/and the country level. Increasing 

number of BITs in the global level gives pressures to a government. However, as I 

mentioned earlier in this section, global circumstance does not have the same effect on 

each country. Even though the number of BITs rapidly increased in the world since 1959, 

Japan does not show similar amount of increasing number in entering BITs. It is more 

important to explain different responses between countries under the same pressure. 

Thus, I will turn my focus to specific external pressures coming from other countries. 

Especially in the BIT, which includes two specific countries, the partner country’s 

pressure would be more direct and stronger. Considering that a capital exporting country 
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usually proposes a BIT to a capital importing country, the capital importing country’s 

decision to sign the BIT is influenced by the capital exporting country’s pressure. To put 

it simply, in Figure 2 in Chapter 4, D also affects the conclusion of BITs. 

There are numerous studies to examine dyadic relations between two signing 

countries (see Guzman, Elkins, & Simmons, 2006; Neumayer, 2006; Tobin & Busch, 

2010) When scholars use statistical methods to explain variables in signing BITs, they 

include or, at least, control dyad-specific features, such as trade flows, distance, or 

alliance. Neumayer (2006) demonstrated that developing countries signed BITs with 

developed countries that had more economic interests. Since capital importing countries 

do not want to lose their economic interests by not signing BITs, they are more likely to 

accept BITs with countries already having economic or diplomatic relationships. Capital 

exporting countries might want to use their relationship as leverage to make capital 

importing countries sign a BIT. As I repeatedly mentioned, BITs impose more 

obligations on capital importing countries to prevent expropriation. Thus, capital 

exporting countries have incentives to force capital importing countries to sign treaties by 

using their leverage, if they have any. Based on that, provided that two countries have 

certain amount of capital exchange, I suggest that a close political or economic 

relationship between the two countries increases the possibility of signing a BIT because 

the relationship can be considered as a demand from the counterpart country.  

Moreover, the number of BITs a home country has already signed can work as 

pressure to the host country. Krasner (1995) emphasized that isomorphism was the key of 

a transnational actor’s success in a sovereign state. To help its national firms, the home 
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country might want to force the host country to be in the same regime of the BIT 

especially when it already has BITs with other countries. It is also true that when the 

home country already has many BITs, it can easily add another one based on its 

experiences. Thus, the host country will have more pressures from the home country 

possessing more BITs.  

 

Table 9  Top 10 Inward FDI Partner Countries with Japan and Korea 
 

Japan South Korea 

IFDI Ally Import 
Partner 
Share 

Export 
Partner 
Share 

N 
of 

BIT 

IFDI Ally Import 
Partner 
Share 

Export 
Partner 
Share 

N 
of 

BIT 
United 
States 

Y 11.17 19.05 45 Japan*  N 10.2 5.05 33 

Japan N NA NA 33 United 
States   Y 11.04 12.08 45 

United 
Kingdom 

N 1.1 1.18 100 United 
Kingdom*   N 1.27 1.05 100 

Netherlands N 0.43 1.72 90 Netherlands*   N 1.29 0.79 90 
France N 1.48 0.99 98 Germany*   N 3.9 1.55 129 

Singapore N 1.3 3.17 35 France*   N 1.1 0.6 98 
Switzerland N 1.04 0.51 112 Malaysia*   N 1.91 1.49 66 

Germany N 3.47 2.83 129 Singapore  N 1.49 1.95 35 
Hong 

Kong* 
N 0.28 4.7 20 Hong Kong*   N 0.37 7.6 20 

Taiwan N NA NA 23 Ireland  N 0.22 0.11 0 
 
Source: Export/Import as of 2018 (World Integrated Trade Solution, 
https://wits.worldbank.org/CountryProfile/en/Country), Alliance (Based on COW Formal 
Alliance, the author complied data as of 2018), BIT as of 2018 
(https://investmentpolicy.unctad.org/international-investment-agreements/by-economy) 
*having a BIT with a corresponding country 
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Table 10 Top 10 Outward FDI Partner Countries with Japan and Korea 
 

Japan South Korea 

OFDI Ally Import 
Partner 
Share 

Export 
Partner 
Share 

N 
of 

BIT 

OFDI Ally Import 
Partner 
Share 

Export 
Partner 
Share 

N 
of 

BIT 
United 
States 

Y 11.17 19.05 45 China* N 19.9 26.81 127 

United 
Kingdom 

N 1.1 1.18 100 United 
States  Y  11.04 12.08 45 

Netherlands N 0.43 1.72 90 Hong Kong*   N 0.37 7.6 20 
China* N 23.2 19.51 127 United 

Kingdom*   N 1.27 1.05 100 

Cayman 
Islands 

N NA NA 0 Netherlands*   N 1.29 0.79 90 

Australia N 6.11 2.31 17 Viet Nam*  N 3.67 8.04 40 
Thailand N 3.35 4.37 39 Australia  N 3.87 1.59 17 
Indonesia N 2.88 2.14 42 Canada  N 1.07 0.95 32 

Brazil N 0.92 0.54 26 Indonesia*  N 2.09 1.46 42 
Hong 

Kong* 
N 0.28 4.7 20 Brazil  N 0.73 0.81 26 

 
Souce: Export/Import as of 2018 (World Integrated Trade Solution, 
https://wits.worldbank.org/CountryProfile/en/Country), Alliance (Based on COW Formal 
Alliance, the author complied data as of 2018), BIT as of 2018 
(https://investmentpolicy.unctad.org/international-investment-agreements/by-economy) 
*having a BIT with a corresponding country 

 

Table 9 and 10 list top ranked FDI partner countries with Japan and South Korea. 

The two tables also include alliance and volume of trade to represent relationship with the 

two corresponding countries and the partner country’s number of BITs. Since these tables 

are based on the cumulated amount of outward and inward FDI, alliance, trade, and BITs 

as of 2018, disaggregated data by year should be further examined. However, the data 

presented here allow us to understand the overall direction of the two countries.  
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Expecting that inward FDI partner countries ask Japan and South Korea to join 

BITs, South Korea has responded more positively. Regardless of relationships with 

partner countries or their number of BITs, Japan rarely signed BITs with its capital 

importing countries. In contrast, South Korea signed BITs with 7 of top 10 capital 

importing countries. 5 out of the 7 countries including UK, Netherlands, Germany, 

France, and Malaysia have a relatively large number of BITs. As expected, capital 

exporting countries’ pressures have influenced South Korea’s path of liberalization. 

Interestingly, although UK, Netherlands, Germany, and France are also included in the 

list of Japan’s top capital importing countries, they don’t have BITs with Japan. 

Considering European countries have been proactive in expanding their BITs, the result 

supports the argument that Japan has been passive in signing BITs. In other words, Japan 

was barely influenced by other countries’ demands.     

As shown in Table 10, Japan has two BITs with top capital importing countries, 

while South Korea has 6 BITs with its top ranked capital importing countries. Given that 

a capital exporting country tends to push a capital importing country into signing a BIT, 

Japan is less aggressive than Korea. Considering the hypothesis that a close relationship 

increases the possibility to sign BITs, there are few supporting evidence in Japan whereas 

South Korea supports the hypothesis. For example, both Japan and South Korea have a 

large volume of FDI and trade in Indonesia. However, only South Korea has a BIT with 

Indonesia. In the same vein, Japan does not have a BIT with Thailand, while South Korea 

has one with Vietnam. Pressures from the partner country only affect Korea’s movement 

to liberalization.   
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One can argue that countries did not worry about the Japanese government’s 

expropriation because the government was expected to already have a proper mechanism 

to prevent it. However, BITs impose few additional obligations on developed countries, 

because prevention of expropriations or abusing power by the host government is already 

in place (Tobin & Busch, 2010, p. 8). Moreover, there are a significant number of 

developed countries having both an efficient mechanism and many BITs. Thus, Japan’s 

continuously passive stance on BIT should be explained as the government’s strategy. 

Despite external pressure, Japan has maintained its closed FDI regime unlike South 

Korea.   

Explaining	Interactions	
I have discussed how actors, political institutions, and external environments 

affect Japan’s continuous BIT conclusions and South Korea’s changing BIT conclusions. 

Interactions between/among these determinants and an institution in each country have 

resulted in different patterns of joining BITs. As I noted in Chapter 3, institutional change 

occurs in a repeated interactive process. To reiterate, the process includes four 

interactions; 1) resource/demand → institution, 2) institutional form ↔ behavior, 3) 

institution ↔ relevant institutions, and 4) institution → function/service → 

resource/demand → institution. I have already shown the first three interactions of the 

two countries in previous sections. After summing them up, I will demonstrate the fourth 

circular process that includes all three of them.  

Judging by the pattern of joining BITs, Japan’s FDI institution has been 

continuously conservative. External environments explained by changing capital 
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resources and partner countries’ pressures barely affected Japan’s behavior. It is mainly 

because of internal actors’ dynamic. Japan’s groups of losers and winners involved in 

FDI liberalization were closely linked. The government sided with the loser group and 

distributed the interest to this group rather than maximized the benefit of the winner 

group by liberalizing the capital market. In this way, the Japanese government could 

maintain and reinforce power in the market. The government did not need to entirely 

transform the form of the institution but merely adjusted its behavior. In addition, Japan 

historically maintained high political constraints. This institutional feature helped the 

government preserve a conservative financial regime by preventing challenges to existing 

institutional form.  

Japan’s closed market have been criticized by other developed countries. The less 

liberalized FDI regime became a barrier to foreign investors. Under increasing US 

pressure, Japan accepted the Plaza Accord in 1985 and lifted restrictions on inward FDI. 

Although the Plaza Accord partly opened the Japanese economy, it did not lead 

institutional change in the FDI regime because external pressure for the change was not 

significant to Japan. Japan’s financial source heavily relied on household savings 

(Lincoln, 1998) and, thus, foreign capital was not vital. Moreover, FDI partner countries 

did not directly apply political and economic pressures. In other words, Japan lacked 

external pressures to stimulate institutional change. Also, there was no internal source 

causing a gradual change.  

On the other hand, South Korea showed a drastic shift in joining BITs in the late 

1980s. Changing Korea’s FDI institution can be explained by actors, political institutions, 
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and external sources that I have provided. In fact, the changing process was gradual and 

sequential. As ODA decreased in the early 1980s, the Korean government sought capital 

resources to maintain economic growth. In the meantime, a few big firms, which were 

supported by the government, started expanding business abroad and requesting 

liberalized measures of finance. As a result, the government launched financial reform as 

a strategy of economic development. The reform gave a chance to grow big firms – 

chaebol – and to separate from the government by creating their own financial 

institutions. The loser group of Korea in liberalization was absorbed by this chaebol. The 

emerging chaebols became a new dominant actor in the economy. As chaebols began 

investing abroad, the Korean government aggressively joined BITs. This changing 

pattern reflected the chaebol’s needs. A politically more democratic regime in the late 

1980s, compared to the past, also boosted liberalization.  

Korea’s institutional shift in the FDI regime started from the gradual change of 

internal dynamics and demands. Feenstra and Hamilton (2006) discovered that a small 

difference of the economic organization in the initial stage of development caused the 

divergent pattern of growth in South Korea and Taiwan. Under the influence of a 

globalizing world economy, various models have differently adjusted to changing 

demands and thus shaped the different economic strategies. Like Japan, the Korean 

government supported the private sector to achieve economic growth. However, Korea 

focused on a few firms to maximize their contribution to the economy. As a result, the 

firms outgrew the government and affected institutional change in favor of their interests. 

Onces Korea’s FDI regime liberalized, the foreign companies invested more in Korea. At 
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the same time, Korea’s firms increased the amount of investment in foreign countries. 

Increasing FDI was accompanied by the demand of liberalizing measures. In this loop, 

institutional change to liberalization has been reinforced.  

 

South	Korea’s	Diverging	Political	Economy	from	Japan	
 

As the government’s influence on the economic policy weakened, Korea 

underwent a shift toward a market-centered economy. In addition to a pattern of 

concluding BITs, the shift resulted in a different path from Japan in Free Trade 

Agreement (FTA) policy, financial and labor market reforms. The path of Korea reflected 

increasing impact of Chaebols.   

Changing relationships between the Korean government and the business sector 

has affected Korea’s engagements in Free Trade Agreements (FTAs) since the late 1990s. 

Despite similarities in timing and motivations in the early 1990s, Korea and Japan 

showed differences in their FTAs. Korea concluded FTAs based on the interests of 

trading companies while Japan joined them in accordance with the government’s 

economic plan. Japan’s FTA partners do not include major trading countries such as 

China or the US and has little impact on Japan’s overall trade. In contrast, Korea’s FTAs 

include major trade partners and the ration of the trade with them is significantly higher 

than Japan (Yoshimatsu, 2012). Focusing on differences in chief executives’ preferences, 

Yoshimatsu highlighted that pressure from special interest groups formed a leader’s 

preference. Yoshimatsu’s analysis implies that the Korean government has experienced 

growing pressures from domestic companies relying on trade. The diverging pattern of 
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concluding FTAs between Japan and South Korea is similar with BITs. As main drivers 

of economic liberalization, both trade and FDI policies reflect a government stance on the 

international market. In this regard, Korea has revealed more ambitious and aggressive 

strategies than Japan. Changing domestic dynamics in Korea explains the divergence of a 

trade regime between the two countries. In Korea, increasing influence of business 

groups led the government to sign FTAs based on their interests. The Japanese 

government which was relatively free from the influence focused on its economic plan 

and signed FTAs only when it aligned with their plan.     

Growing influence of the business sector in Korea affected not only the 

government’s plan on economic liberalization but also its policy reforms. Different 

pathways of reform in financial and labor markets between Japan and Korea reflect 

Korean chaebols’ ability to modify the government’s preference.  

Korea’s financial reform in the 1980s resulted in chaebols’ financial 

independence from the government. In the early 1990s, as a result of the government’s 

deregulation on the entry and business scope of financial institutions, chaebols entered 

the domestic financial market through NBFI. Once the chaebols were able to secure 

financial resources, they started raising their voice to the government’s financial reform. 

The chaebols, which relied less on the government’s financial support, aggressively 

expanded their business to foreign markets as well as to domestic markets. Since then, 

they have required the government to adopt a more progressive financial reform. At the 

same time, the chaebols called for measures in their favor. Explaining Korea’s 

unbalanced financial opening, Lee (2006) argued that “given that NBFI’s activities were 



129 
 

mainly in short-term transactions whereas those of the commercial banks were in longer-

term maturities, the unbalanced financial opening was an inevitable outcome of the 

interest politics of financial reform” (p. 85). On the other hand, Japan’s financial reform 

has been stalling deregulation (Sato, 2002). Lincoln (1998) indicated that the Japanese 

government strongly controlled the financial sector to guide the economy. Japan’s reform 

is still slow and incomplete compared to not only South Korea but also other developed 

countries. Cargill (2003) attributed Japan’s sluggish reform to the government’s large 

role of financial intermediation in financial institutions. Unlike Korea, by controlling the 

financial institutions, the Japanese government continues its influence on the financial 

market.  

Moreover, Japan and South Korea carried out labor market reforms in a different 

way. Although both countries revealed an increase of labor market inequality and 

dualism, Song (2016) indicated that Japan and South Korea presented different patterns 

of reform in the early 1990s. In Japan, as a result of labor market reform focusing only on 

non-regular workers, employment protection regimes for regular workers have 

strengthened, which led to inequality between insiders and outsiders. In South Korea, 

despite the government’s effort to lower the level of protection for regular workers, well-

organized chaebol unions opposed the implementation of reform. In turn, inequality 

deepened between workers in small- and medium- size companies and workers in large 

chaebols. Song’s findings tell us that the influence of chaebols is not limited to politics 

and economy, but to the whole society.  
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Despite similar trajectories as a developmental state, South Korea gradually 

started diverting its economic policy from Japan since the late 1980s. The pattern of 

concluding FTAs, which is similar with that of BITs, support my argument of the Korean 

government’s decreasing influence on the economic market as chaebols grow. Pathways 

of financial and labor market reforms between Japan and Korea are also explained by the 

chaebols’ impact on policy. In addition to BITs, the evidence shows that South Korea has 

gradually shifted from government-led to market-driven economy since the late 1980s. 
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CHAPTER 8. CONCLUSION 

In the globalized era, opening a country’s capital market is a double-edged sword 

for economic development of a country. From a capital importing country’s standpoint, 

FDI increases employment opportunities and transfers implicit and explicit 

knowledge/technology to the country. The benefits directly help economic growth of a 

country. However, a country should worry about the dominance of a foreign company in 

its domestic market. On the other hand, from the capital exporting country’s side, while 

MNCs can benefit from lower production costs, they risk expropriation by the host 

country. Moreover, the government of the home country would yield the benefit of the 

investment to the other country.  

Considering pros and cons of FDI, the government carefully either regulates or 

deregulates measures of FDI. Joining a BIT, which liberalizes one’s FDI regime, reflects 

the government’s perspective on FDI. The government makes a decision on entering a 

BIT with a certain country in accordance to its overall economic liberalization strategy. 

Some countries have been active participants in joining BITs with liberal economic 

measures, whereas others have rarely adopted this liberalized tool to prevent overly 

opening their capital market. The difference was not merely shown by region, political 

regime or economic development. Despite similar features, countries have revealed 

diverging pathways in joining BITs. Why did these countries show different patterns of 

concluding BITs under similar pressure on liberalization? I have found diverging patterns 

of Japan and South Korea in joining BITs and compared the two countries to explain the 
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divergence. The concluding chapter provides the significance of my study’s findings in 

explaining the discrepancy of joining BITs between Japan and South Korea and broader 

theoretical and empirical implications for economic liberalization.  

 

Institutional	Continuity	and	Change	of	the	FDI	Regimes	in	Japan	and	
South	Korea	

 

The dissertation has analyzed different pathways of economic liberalization 

between Japan and South Korea focusing on the two countries’ consistent and changing 

FDI institutions. The two countries have long been considered primary examples of 

developmental states which emphasized the role of the government in achieving 

economic growth. Under changing global economic conditions and pressures, Japan and 

South Korea have shown different evolving processes in promoting economic 

liberalization. As shown in differing joining patterns of BITs, during the 1980s and 

1990s, South Korea started diverging from the way of Japan’s developmental state while 

Japan maintained an interventionist strategy in its coordinated market economy.  

Japan has far fewer numbers of BITs compared to other developed countries. The 

Japanese government has only signed treaties with a few Asian and Middle East countries 

since the first BIT with Egypt in 1977. Partner countries of Japan were not projected onto 

Japan’s FDI flows. Although Japan’s outward FDI rapidly increased in the 1980s, the 

number of BITs has not significantly increased. Given that developed countries sign BITs 

to protect their national companies’ foreign investment, Japan does not seem to expect 

benefits from joining BITs. In fact, FDI did not play a significant role in the Japan’s 
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economy. The Japanese government has also rarely promoted FDI until recently. In the 

1980s and 1990s, the Japanese economy was partly opened due to external pressure 

mainly imposed by the United States. However, the Japanese government controlled the 

speed and scope of liberalization. By coordinating benefits between winner groups and 

loser groups from liberalization, the government led the economy and dominated its 

strategy. Although the closed capital market of Japan was criticized by foreign economic 

partners and observers, it barely affected Japan’s FDI institution. Not only was foreign 

capital an insignificant source of Japan’s investment market but also relevant private 

actors, such as MNCs or labor, were not influential enough to modify the institution. 

Japan’s FTA having low impact on its overall trade, incomplete financial reform and 

inequal treatment between regular and non-regular workers also support the 

government’s consistent influence on political economy. By effectively controlling and 

coordinating the actors’ interests, the Japanese government never lost its grip and power 

on the economy. In turn, Japan’s economic liberalization was led and operated by the 

government.   

On the other hand, South Korea has been proactive in joining BITs. The Korean 

government concluded BITs with countries globally. Especially since the late 1980s, the 

number of BITs has rapidly increased. Following increasing BITs, Korea’s outward FDI 

skyrocketed in the early 2000s. Unlike Japan, the Korean government signed BITs with a 

clear intention to protect its national companies investing abroad. While Korea concluded 

a few treaties with European developed countries before 1980, the government started 

aggressively signing them with developing countries where Korea’s FDI headed after the 
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1980s. At the same time, FDI measures and relevant institutions in South Korea were 

widely liberalized. This changing institution was not led by the government, as expected, 

but the newly emerging chaebol. Changing external circumstances, such as decreasing 

financial aid and loan or pressures on liberalization, forced the government to open the 

economic market. Starting from financial reforms, the Korean government attempted to 

adjust institutions toward liberalization. Meanwhile, some business groups had been 

growing with the government’s preferential supports. Rather than distributing benefits of 

economic growth, the Korean government focused on a few firms’ benefits for rapid 

development. The firms expanded their business with few limits and had their own 

financial institutions as a result of financial reforms. In this process, the firms started 

being independent from the government and finally exceeded the government’s power in 

the economic sectors. When they needed more liberalized institutions for further business 

expansion, the government had no choice but to meet their demands. Financial and labor 

market reforms in favor of chaebols could be predicted by their growing influence. In this 

way, Korea’s economic institutions have been evolving from the government-led 

coordinated economy to the chaebol-led liberal market economy.  

Despite similar institutional configurations of the political economy on the initial 

development stage in Japan and South Korea, the two countries have shown diverging 

pathways of the FDI regime. More specifically, South Korea started diverging from 

Japan’s path after the mid-1980s. Korea’s institutional change was not caused abruptly. If 

one examines certain events in the process of changing, the shift would be considered 

abrupt or, even, unnoticeable. This is why there is a need to investigate the direction in 
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which a process is going towards. Likewise, Japan’s institutional continuity must be 

understood as a process. Under changing circumstances, the Japanese government 

reproduced and reinforced its influence and institutions. There was a change in sources, 

but this change did not produce institutional shift but institutional continuity through 

interactions with other sources. In other words, this change rather helped the government 

continue the institution.  

 

On	the	Heels	of	Developmental	State	
 

Ever since Chalmers Johnson introduced the term “developmental state” to 

describe Japan’s planned process of economic development with a highly competent 

bureaucracy, the economic success of newly industrialized East Asian countries was 

characterized by the developmental state theory emphasizing the role of state in the 

market economy. For example, focusing on South Korea (Amsden, 1989; Woo-Cumings, 

1991), Taiwan (Wade, 1990), and other East Asian countries (Haggard, 1990), scholars 

have discussed how government interventions contributed to growth. Although there has 

been a debate on the level of interventions or the way of governing, the concept of 

government intervention was widely agreed to explain East Asian economic success and 

as a key element of the development state thesis. Despite some problems associated with 

the theory, the theory of developmental state is still referred and applied to Third World 

development.   
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This dissertation seeks to re-examine the developmental state theory as global 

economic conditions have changed. It explores how and why institutions in 

developmental states continue or change. I especially focus on how the two most 

successful developmental states’ economic institutions have differently evolved by 

investigating pattern of joining BITs. Even under similar conditions, various levels of 

political economic development result in different paths of institutional development. In 

fact, a differential or changing path between/among various developmental states is not a 

novel finding. For example, Woo-Cumings (1999) reconsidered the developmental state 

after the Asian crisis of the late 1990s and reviewed the historical evolution of 

developmental states’ economies under changing circumstances. She stated, “Johnson 

thinks that Japan’s industrial policy is not declining but changing…with the changing 

needs of the time” (p. 31). As the founder of the theory admitted, the developmental state 

has certainly experienced evolution.  

As a critic to Johnson’s restatement about the developmental state, through the 

dissertation, I argue that Japan’s policy has been neither declining nor changing, but 

continuous. Meanwhile, some other developmental states, such as South Korea or 

Taiwan, have diverged from Japan’s pathway of the developmental strategy even if they 

are considered to have even stronger characteristics of the developmental state as a late 

comer. Stubbs (2009) pointed out that the developmental state was “the product of a 

particular period in history” (p. 9), meaning that it was a phase of the evolution process in 

economic development. However, the author also indicated that the characteristics of the 

developmental state did not disappear even after changing the external facilitating 



137 
 

conditions due to the stickiness or resilience of the idea and institution. As further 

development of the argument, I focus on each developmental state’s divergent evolving 

path in changing circumstances. I conclude that the stickiness or resilience of the 

institution varies in each country. Between Japan and South Korea, I discover that while 

Japan maintained and reinforced its government-led economic institutions by reproducing 

the government’s power and controlling private actors, the institutions of Korea evolved 

into the market-led economy due to rapidly grown business groups. Largely different 

patterns of joining BIT between the two countries present their changing pathways. The 

divergence also appears in various fields of political economy including free trade, 

finance and labor market. Even though this dissertation focuses mainly on BITs, the two 

countries’ economic institutions have been diverging in various aspects in accordance 

with a changing dynamic of actors and environments.  

My findings expand on the developmental state theory in the globalization era. 

They shed light on how the economic development strategy of so-called ‘developmental 

states’ has evolved in the face of having new economic actors and global circumstances. 

Even though South Korea started to have its own economic strategy apart from Japan, the 

two countries are still believed to have the same developmental plan. Not only does this 

research reveal a discrepancy but also explains the two countries’ different 

developmental path in the evolving process. Through case studies of Japan and South 

Korea, I unfold a discrepancy in the developmental states when the government needed to 

adjust their strategy in a new environment. 
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Implications	for	Political	Economy	of	Liberalization	
 

Implications of this research are threefold. First, I developed a framework to 

analyze a country’s BITs as a tool to understand the country’s economic liberalization. 

The research provides more accurate explanations of a government’s intention and 

strategy to sign BITs as well as the political economy of the BIT. Not only focusing on a 

government’s perspective in signing BITs but also considering various actors and 

circumstances to enhance the understanding of a structure of the BIT in the context of 

political economy. Based on this structure of the BIT, joining BITs needs to be explained 

with a government’s economic liberalization policy, its relationship with other important 

economic actors and its political and economic institutions. Through case studies of 

Japan and South Korea, the research shows how the BIT can be a great tool to understand 

a country’s economic strategy. In doing so, I argue that examining a country’s BITs 

would help us grasp a country’s economic strategy and, as such, a structure.  

Second, I have studied a set of FDI institutions as the key determinant of the 

evolving process in economic liberalization. By employing the evolutionary approach, I 

provide an integrated picture of FDI institutions and explained the process of institutional 

continuity and change. In the evolving process of Japan’s and Korea’s developmental 

state systems, I historically trace key actors, a relevant political institution and external 

factors, along with interactions between/among them. By analyzing the changing power 

dynamic and interaction among actors, I could explain why the Japanese institution has 

been consistent whereas the Korean institution has not under the similar circumstances.  
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Third, I raise a question of economic development strategy in changing global 

circumstances. Developing countries in a current globalized world will be taught a lesson 

from the findings. Even under the same goal, specific economic policies need to be 

considered with institutional arrangements and political environments. From case studies 

of Japan and South Korea, I find that interactions of political and economic actors in each 

country led to different pathways of economic liberalization. The differences have 

influenced the two countries’ economic performance especially after the economic crisis. 

Even though the economic outcome after the crisis is beyond the scope of this 

dissertation, the findings of the research provide broader lessons and more specific 

conditions that can be applied to developing country’s policy in economic liberalization. 

Depending on domestic institutional features and economic actors in a country, 

developing countries can use implications to establish effective policy to utilize foreign 

capital for economic development.    

 

Limitations	and	Future	Research	
 

While interactions around FDI institutions explain the essence of institutional 

continuity and change in Japan and South Korea during the 1980s and 1990s, the findings 

leave room for future studies due to the limited scope of the dissertation. First, since I 

concentrated on two empirical cases of Japan and South Korea, future research projects 

can focus more on generalizing arguments by applying the arguments to other 
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developmental states and, by doing so, provide a better understanding of their economic 

policy and development.  

The mechanism of joining BITs can be developed by including important actors 

and relevant circumstances. As I indicated in Chapter 4, even though only two 

governments sign a BIT, there exists a more complicated dynamic to lead the two 

governments to sign in the treaty. The government should consider relevant actors, 

economic circumstances and institutions that can be affected by inward or outward FDI. 

Hypotheses can be derived from this mechanism and tested by countries having BITs. For 

the next research project, I am especially interested in BITs signed by High-Performing 

Asian Economies2 to explain how those countries have adapted to or resisted pressures of 

liberalizing economies depending on different political and economic institutions. 

Throughout the additional case studies, I will be able to provide more general arguments 

and give reliable implications on developing countries.    

Second, there is a need to trace the longer-term process of institutional change. 

There had been a noticeable difference of institutional arrangements between Japan and 

South Korea during the 1980s and the 1990s. In South Korea, as relationships among the 

government, private companies and domestic political institutions have evolved under 

changing external circumstances, FDI institutions have been transformed toward 

liberalization. The active entrance into BITs in the mid-1980s and the 1990s reflects this 

 
2 High-Performing Asian Economies refers to Singapore, Hong Kong, Thailand, Indonesia, Taiwan, 
Malaysia, and South Korea. The concept was developed by Birdsall, Nancy M.; Campos, Jose Edgardo L.; 
Kim, Chang-Shik; Corden, W. Max; MacDonald, Lawrence [editor]; Pack, Howard; Page, John; Sabor, 
Richard; Stiglitz, Joseph E., The East Asian Miracle: economic growth and public policy (New York, New 
York: Oxford University Press, 1993) 
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transformation. However, after the Asian Financial Crisis in the late 1990s, big private 

companies in Korea were criticized by their unsustainable expansions including 

aggressive moves toward overseas production and investment. This criticism somewhat 

changed the power dynamic in which the government gained influence on the market. 

Interestingly, the number of additional BITs has been decreasing since the mid-2000s.  

On the other hand, Japan has consistently shown a passive attitude to join BITs 

until recently despite a severe economic downturn. According to Sasada (2013), Japan 

has maintained the developmental state system since the early 1930s. The pattern of 

joining BITs conforms to the government-led strategy of the system. It seems, however, 

that the number of Japan’s BITs has been slightly increasing in the recent 5 years, as the 

government launched a New Growth Strategy of 2010. It is too early to conclude that 

recent changes of South Korea and Japan in joining BITs translates to the institutional 

rearrangement. Nonetheless, it is worth taking into account the recent movement and 

directions for institutional change and continuity of the two countries in the long run.   

In addition to the recent change, examining the longer-term process of 

institutional change will help me understand the origin of the change. A limitation of this 

dissertation is to overlook initial conditions and pre-existing institutions before the 

divergence between Japan and South Korea. By tracing history of institutions in Japan 

and South Korea, the research will enhance the understanding of relationship between the 

developmental state’s institutions and the state’s economic development. Furthermore, it 

will provide a concrete lesson to third world development.  
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The BIT, as an international institution, is a great research topic to be developed 

in international relations as well as domestic politics. However, current studies tend to 

merely focus on either economic or political relationships between two contracting 

parties. In fact, entering BITs need to be understood with a government’s overall 

economic liberalization policy, its relationship with national companies and a partner 

country and its institutions regarding capital markets. For example, depending on goals 

and intentions, countries signing BITs often include unique phrases and expressions that 

reflect interests of the countries. Understanding the dynamic of actors/circumstances 

surrounding a BIT will give a new perspective and methodology to explain governmental 

and intergovernmental issues. 
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