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Abstract

Investment has now unambiguously been reckoned as a catalyst of growth, regardless of its
origin. Domestic investment is the primary source of capital investment for any nation; for
emerging countries, this pool of domestic funds is inadequate. There is a gap between the funds
needed for investment and supply of funds, and foreign investment bridges this disparity.
Globalisation and liberalisation have engendered the notion of foreign investment.
Undoubtedly foreign direct investment (FDI) is a game-changer when compared to its
alternatives, as it provides host nations with upgraded technology, intellectual know-how,
which, in turn, boosts the development of human capital and drives competition. Several
nations welcome FDI (by following pro-FDI policies) as the benefits of FDI can support the

country’s growth trajectory.

Emerging markets have been implementing reforms to improve institutional quality, and they
have been attracting substantial FDI inflows and investing a significant amount of FDI abroad.
Among emerging economies, burgeoning FDI is flowing into and out of BRICS (Brazil,

Russia, India, China and South Africa) nations.

Initially, only developed-developed country direction of FDI flows prevailed, but later
developed-developing, developing-developing and developing-developed happened in the
wake of liberalisation and globalisation. This transition could be further explained via the shift
in the institutional quality of developing nations. However, this changing pattern of FDI flows
has raised major policy concerns about their impact on domestic economies. Nevertheless, FDI
flow is deemed to influence the domestic investment (DI) of the economy. FDI may affect DI
not only via a direct channel but also via an indirect channel. Progressively, receiving FDI is

becoming synonymous with potentially enhancing growth. Although FDI is anticipated to have



a positive impact on economic growth, yet little consensus exists over this linkage, as empirical

studies report mix evidence.

Against this background, the present study is motivated to probe the impact of FDI flows on
the domestic economies of BRICS. First, the study explores the effect of institutional quality
(1Q) on FDI inflows (IFDI) and outflows (OFDI). Second, it examines the relationship between
FDI flows (both inward and outward) and domestic investment (DI). Lastly, it evaluates the
impact of FDI inflows and outflows on economic growth. For the purpose, it uses time-series
techniques, Autoregressive Distributed Lag (ARDL) method, Non-linear Autoregressive
Distributed Lag (NARDL) approach and Threshold Analysis on data for time span of 1995-

2019 (pre-COVID period) for BRICS.

Analysing the relationship between IFDI-IQ and OFDI-IQ, this study notably finds that the
impact of institutional quality on FDI flows varies for different nations. Improving 1Q has
favourable effect on the IFDI of India and South Africa. Interestingly ameliorating the 1Q
boosts the OFDI from India, whereas it deters the OFDI from Brazil and Russia. Probing the
impact of individual governance indicators on FDI flows, it has been observed that different
governance indicators matter for FDI flows for different economies and have varying degrees
of impact across countries. For India, this study notes beneficial impact of upgrading (most)
governance indicators on inward as well as outward FDI. However, results show that these
individual indicators did not matter much for Brazil, Russia, China and South Africa in the
case of inward FDI. Nevertheless, improving these governance aspects has negative effect on
the OFDI from Brazil, Russia, China and South Africa.

Examining the IFDI-DI and OFDI-DI linkage, the findings indicate that IFDI crowds-in DI for
Brazil and China and crowds-out the DI of South Africa; OFDI crowds-out DI in the case of
Brazil and China and crowds-in DI of India. This study has further explored the moderating

effect of absorptive capacities on FDI-DI link and highlights that absorptive capacities impact
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the FDI’s effect on DI; their impact varies for each nation. This influence is more significant
in the case of FDI inflows when compared to FDI outflows. Moreover, this study evaluates the
asymmetric link between FDI and DI using NARDL and notes presence of long-run
asymmetric relationship between FDI (inflows and outflows) and DI for BRIC nations.
However, insignificant coefficients are observed for positive and negative changes in IFDI on
DI. Nonetheless, for Russia and India, crowding-in effect is noted for both increase and
decrease in OFDI, complementary effect being more when OFDI reduces. For China,
crowding-out effect is noticed for positive and negative changes in OFDI, negative effect being
more when OFDI reduces. Additionally, results based on the non-linear link between FDI and
DI (employing threshold analysis) indicate that to capture the benefits of FDI flows, the
importance of absorptive capacities and reaching a certain level of these capacities must be
underscored. Lastly, the impact of global financial crisis (GFC) on FDI-DI link is examined.
An insignificant impact of GFC on both inward FDI-DI link and outward FDI-DI link has been

observed.

This study also delves into the impact of IFDI and OFDI on economic growth (GRW) of
BRICS. Examining the linear relationship between FDI-GRW, outcome indicates presence of
long-run relationship between IFDI (OFDI) and GRW for Russia, China and South Africa.
Evaluating the role of absorptive capacities in moderating the FDI-GRW link, the findings
show that absorptive capacities influence this relationship, and this impact is more prevalent in
the case of OFDI-GRW nexus. Further examining the non-linear relationship between FDI and
GRW, results point towards existence of asymmetric link between IFDI and GRW for Brazil,
India and China. Similarly, findings for non-linear OFDI-GRW link show presence of long-
run non-linear relationship for Brazil and Russia (insignificant impact of increase or decrease
in OFDI). The results of the threshold analysis suggest that FDI-led growth increases when

absorptive capacities are above the threshold level, in the case of Brazil (based on IFDIg-GRW



link) and for Russia (OFDIg-growth link). Lastly, the findings indicate that this FDI-GRW link

is not affected by the global financial crisis.

The findings of the study underscore the importance of well-targeted policies in line with
developing productive investment to ensure the success of both inward and outward FDI. Based
on the results, it is suggested that one cannot have a 'one-size-fits-all' policy regarding
governance indicators or for FDI flows or absorptive capacities. However, several panel studies
(focusing on numerous countries) propose such policies which might not be appropriate. This
study provides notable results, which, in turn, can provide useful implications for

policymakers.

Governance is a broad concept comprising of multiple aspects; it varies for different nations,
and how it affects the FDI flows also differs (as can be seen from these results). Therefore, this
study recommends that policymakers should meticulously analyse all the aspects of governance
(institutional quality) to implement targeted policies that are more relevant for their nation.
Strengthening the quality of institutions is crucial, but to fully reap the benefits of FDI flows,
focused approach is needed. Domestic investment, being the primary source of investment for
any nation, is very crucial for nation’s economic growth. Certainly, FDI is also an essential
source of investment for emerging markets, which has numerous benefits associated with it.
So, a nation would do well to have an optimal combination of both foreign and domestic
investment to support the economic growth process. The findings of FDI-DI link suggest that
FDI inwards and outwards have different impact on DI and this impact varies for different
nations. So the policymakers can identify whether FDI flows is crowding-in or crowding-out
the domestic investment; accordingly, they can carry out policies focusing on ways to enhance
the positive effect or convert the substitution effect into complementary effect. For this
purpose, they can target the advancement of absorptive capacities in order to imbibe the

beneficial effect of FDI flows on DI. It is proclaimed that FDI directly or indirectly boosts
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economic growth. In this study, this link is not very clear. However, it has been noted that
absorptive capacities influence this link. Again, based on the findings, policymakers can target
improving those absorptive capacities that induce the FDI-led growth for their respective

nation.
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