UNIT - 3
Harrod-Domar Growth Model
The Harrod-Domar growth model is an economic theory that suggests a country's economic growth depends on the level of investment and savings in the economy. It was developed independently by Sir Roy Harrod (1939) and Evsey Domar (1946) in the context of economic growth theory. This model is particularly focused on the dynamics of capital accumulation and its relationship with output growth.
Key Assumptions of the Harrod-Domar Model:
1. Output Growth and Capital Accumulation: The model suggests that output growth is a function of investment. Specifically, an increase in investment leads to an increase in capital, which in turn leads to higher output.
2. Fixed Capital-Output Ratio: The model assumes a fixed capital-output ratio, meaning that a certain amount of capital is required to produce a given amount of output.
3. Saving and Investment: The model assumes that a certain percentage of national income is saved and invested. Therefore, the level of investment is directly linked to savings.
4. Closed Economy: Harrod-Domar assumes a closed economy, meaning no international trade and no external capital inflows or outflows.
5. Full Employment: The model assumes that the economy is aiming to reach a state of full employment, but it also recognizes that there may be underemployment in some cases.
Formula for Economic Growth:
The growth rate of output (g) in the Harrod-Domar model is given by the formula:
g=I/K 
Where:
· g = Growth rate of output
· I = Investment in the economy
· K = Capital required to produce a unit of output (capital-output ratio)
Alternatively, the model can also be written as:
g=s/v  
Where:
· s = Savings rate (savings as a fraction of national income)
· v = Capital-output ratio (the amount of capital required to produce one unit of output)
The Model's Predictions:
· Investment is key: The model suggests that to achieve economic growth, an increase in investment is necessary, as investment leads to the accumulation of capital, which then drives output growth.
· Savings drive growth: Since the savings rate influences the level of investment, higher savings should lead to more investment, thus contributing to faster growth.
· Capital-Output Ratio: The capital-output ratio determines the efficiency of capital in generating output. A lower capital-output ratio (more efficient use of capital) leads to higher growth, given the same level of investment.
Criticisms of the Harrod-Domar Model:
While the Harrod-Domar model offers an important theoretical framework for understanding economic growth, it has been widely criticized for its limitations and unrealistic assumptions. Here are some of the main criticisms:
1. Overemphasis on Capital Accumulation:
· The Harrod-Domar model places a heavy emphasis on investment and capital accumulation as the main drivers of economic growth. However, it largely ignores the role of technological progress, human capital, and improvements in productivity, which are also critical for long-term growth.
2. Assumption of Fixed Capital-Output Ratio:
· The assumption that the capital-output ratio is fixed is unrealistic because in reality, the capital-output ratio can vary over time due to technological advancements, changes in efficiency, and shifts in the structure of the economy. For instance, improvements in technology can reduce the amount of capital required to produce a given level of output.
3. Instability of the Growth Rate:
· One of the key issues with the Harrod-Domar model is its prediction of instability in the growth process. The model suggests that the growth rate will be unstable unless the investment rate is exactly equal to the required growth rate (which depends on the savings rate and capital-output ratio). If there is any deviation, it leads to either accelerating inflation or unemployment, creating a potential "fundamental instability" in the economy. This is known as the "knife-edge" problem.
4. Exclusion of Technological Change:
· The model ignores the role of technological progress in driving growth. In reality, technological innovation often leads to more efficient production processes, reduces the capital needed for the same level of output, and drives long-term economic growth. Without considering technological change, the model provides a narrow view of how economies grow.
5. Simplification of the Investment-Savings Relationship:
· The model assumes that savings directly translate into investment, which is an overly simplistic assumption. In reality, the relationship between savings and investment is more complex and may be influenced by factors such as interest rates, investor confidence, and access to financial markets.
6. Lack of Consideration of External Factors:
· Since the Harrod-Domar model assumes a closed economy, it does not account for the impact of international trade, foreign investment, or capital flows. In the real world, external factors such as global economic conditions, foreign direct investment, and trade can significantly influence a country's growth trajectory.
7. Neglect of Other Forms of Capital:
· The model primarily focuses on physical capital, but it neglects human capital (education, skills) and social capital (institutions, governance). These factors can play a crucial role in economic development and growth, especially in the context of developing economies.
8. Not Dynamic in the Long Run:
· The model is generally more applicable to short-term or transitional growth rather than long-run sustained growth. Over time, economies tend to evolve, and factors such as changes in the workforce, institutional development, and the adoption of new technologies are crucial for long-term growth, none of which are accounted for in the Harrod-Domar model.
Conclusion
The Harrod-Domar model laid important groundwork for understanding economic growth, especially in terms of the role of investment and savings. However, its criticisms highlight the need for a broader and more dynamic approach to economic growth, one that considers factors like technological innovation, human capital, and external influences. Modern growth theories, such as endogenous growth theory and the Solow-Swan model, address many of the limitations of the Harrod-Domar model by incorporating technological progress, human capital, and other dynamic factors into their frameworks.

