
Harrod- Domar Growth Model 

 

Since the end of Second World War, interest in the problems of economic growth has led 

economists to formulate growth models of different types.These models deal with and lay 

emphasis on the various aspects of growth of the developed economies. The economists who 

first bridge the gap between Keynes’ short run static theory of employment and the dynamics of 

long run growth were R. F. Harrod and E. D. Domar. Both of them tried to determine the 

conditions required for smooth and uninterrupted growth in national output. Although the model 

of these pioneer in details, they are quite similar in substance. That is why, the two models are 

often discussed together. One may call Harrod’s model as the English version of Domar’s model. 

Both these models stress the essential conditions of achieving and maintaining steady growth. 

Harrod and Domar assign a crucial role to capital accumulation in the process of growth. In fact, 

they emphasise the dual role of capital accumulation. 

General Assumptions: 

The main assumptions of the Harrod-Domar models are as follows: 

(i) A full-employment level of income already exists. 

(ii) There is no government interference in the functioning of the economy. 

(iii) The model is based on the assumption of “closed economy.” In other words, government 

restrictions on trade and the complications caused by international trade are ruled out. 

(iv) There are no lags in adjustment of variables i.e., the economic variables such as savings, 

investment, income, expenditure adjust themselves completely within the same period of time. 

(v) The average propensity to save (APS) and marginal propensity to save (MPS) are equal to 

each other. APS = MPS or written in symbols, 

S/Y= ∆S/∆Y 

(vi) Both propensity to save and “capital coefficient” (i.e., capital-output ratio) are given 

constant. This amounts to assuming that the law of constant returns operates in the economy 

because of fixity of the capita-output ratio. 

(vii) Income, investment, savings are all defined in the net sense, i.e., they are considered over 

and above the depreciation. Thus, depreciation rates are not included in these variables. 



(viii) Saving and investment are equal in ex-ante as well as in ex-post sense i.e., there is 

accounting as well as functional equality between saving and investment. 

These assumptions were meant to simplify the task of growth analysis; these could be 

relaxed later. 

Both Harrod and Domar are interested in discovering the rate of income growth 

necessary for a smooth and uninterrupted working of the economy. Though their models differ in 

details, yet they arrive at similar conclusions. 

Harrod and Domar assign a key role to investment in the process of economic growth. 

But they lay emphasis on the dual character of investment. Firstly, it creates income, and 

secondly, it augments the productive capacity of the economy by increasing its capital stock. The 

former may be regarded as the ‘demand effect’ and the latter the ‘supply effect’ of investment. 

Hence so long as net investment is taking place, real income and output will continue to 

expand. However, for maintaining a full employment equilibrium level of income from year to 

year, it is necessary that both real income and output should expand at the same rate at which the 

productive capacity of the capital stock is expanding. 

Otherwise, any divergence between the two will lead to excess of idle capacity, thus 

forcing entrepreneurs to curtail their investment expenditures. Ultimately, it will adversely affect 

the economy by lowering incomes and employment in the subsequent periods and moving the 

economy off the equilibrium path of steady growth. 

Thus, if full employment is to be maintained in the long run, net investment should 

expand continuously. This further requires continuous growth in real income at a rate sufficient 

enough to ensure full capacity use of a growing stock of capital.  

Domar’s Growth Model 

 Domar stated that the economy will be in equilibrium when its productive capacity (P) 

equal its national income (Y). He tried to find out the rate of investment in order to make 

increase in income equal to increase in productive capacity to maintained full employment 

equilibrium in the economy. He stated that investment has two effect: 

(a) An income-generating effect (demand side) and 



(b) Productivity effect by creating capacity (supply side). 

The two sides of investment provide solution for steady growth.  Income is determined by 

investment through multiplier. That is, rise in national income is a function of the increment in investment 

For simplicity saving-income ratio (s) is assumed constant. The demand side of investment can be 

represented by an equation as follows: 

∆Y= ∆I 
1

𝛼
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Where, ∆Y is increase in income, 

 ∆I is increase in investment 

 α is Marginal Propensity to Save and 

  
1

𝛼
 is the multiplier. 

This equation explains two things as follows: i) The level of effective demand (Y) is directly 

related to the level of investment(I). An increase in investment will result in an increase in 

effective demand, and vice versa. ii) The effective demand is inversely related to the marginal 

propensity to save (𝛼). An increase in marginal propensity to save will decrease the level of 

effective demand and vice-versa. 

Eq.(1) represents the demand side of investment. The supply side of investment can be 

represented by an equation as follows:  

Y = σI   -------------------------------------- (2)  

Where, σ is productive capacity of capital. 

Eq.(2) explains that supply of output(Ys) at full employment depends upon two factors, ie., 

productive capacity of capital(σ ) and the amount of real capital(I). A change in the supply of any 

of these will result in a corresponding change in the supply of output. For example, an increase 

in the productivity of capital will result in an increase in output, and vice-versa. Likewise, an 

increase in the amount of real capital will lead to an increase in output, and vice-versa. 



Equilibrium: In equilibrium, the demand and supply should balance. This will be maintained 

where national income is equal to its productive capacity i.e., income and capacity increases in 

same rate. Thus Domar’s fundamental equation is 
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Eq.(3) explains the condition for steady growth. That the equation states that the growth-rate of 

net investment ∆I/I should be equal to the product of marginal propensity to save (α) and 

productivity of capital (σ ). This equality must be maintained to ensure stable and steady growth 

in an economy. 

 


