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PREFACE

In developing countries, where government intervention is often used
as a tool to achieve economic and political goals, parallel markets arise
as producers and consumers seek to evade official regulations. By les-
sening the effectiveness of controls, parallel markets can also diminish
the benefits realized when controls are removed. Understanding how
these markets work is therefore necessary for predicting the outcome of
deregulation. Only recently, however, have parallel markets become di-
rect objects of research.

This volume is a copublication of the International Center for Eco-
nomic Growth and the Harvard Institute for International Develop-
ment. It is based on papers presented at a workshop sponsored by HIID
to address issues relating to the dynamics of parallel markets. The au-
thors investigate the realities of parallel markets—including frag-
mented and black markets—for consumer and producer goods, labor,
currency, and credit in sub-Saharan Africa, the Philippines, and Taiwan.
Several chapters delineate the economic and social contribution that
parallel markets make in addressing needs not met by formal markets.
Other subjects explored in the book include the interaction between
government policy and the behavior of parallel markets, the influence
of cultural preferences on parallel markets, and the capacity of parallel
markets to increase economic efficiency and equity.
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xiv  PREFACE

This book provides insights into an important area of economic
behavior. Although little studied or understood, it is an important
issue—one that must be considered in designing effective policy re-
forms in developing countries.

Nicolas Ardito-Barletta
General Director
International Center for Economic Growth

Panama City, Panama
April 1991



EDITORS PREFACE

Government controls over prices and quantities, as well as taxes, are
universally evaded by agents who deal in “parallel” or “black” markets.
Development economists have been concerned for decades about the
effects of government intervention on efficiency, equity, and growth.
Indeed, liberalization or deregulation of developing economies was a
dominant theme in the literature and an overriding concern of policy
analysts during the 1970s and 1980s. Much less attention has been paid
to the effects of parallel markets that spring up to evade controls. If
parailel markets can counteract some of the impact of government inter-
ventions, their existence also qualifies the case for economic reform.

In November 1988, the Harvard Institute for International Develop-
ment (HIID) sponsored a workshop in Cambridge, Massachusetts, on
parallel markets. We had two aims. First, by gathering together some of
the major contributors to the literature, we hoped to move toward a
common understanding of the principles underlying the analysis of
parallel markets. Second, we hoped to alert officials of developing coun-
tries and the major aid agencies to the implications of parallel markets
for policy reform and implementation.

Twenty papers were submitted to the workshop. Nine of these were
assembled into a special issue of World Development (volume 17, number
12 [December 1989]). The lessons of those investigations have been
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xvi  EDITORS PREFACE

summarized in our paper “Modeling and Measuring Parallel Markets
in Developing Countries,” which has been revised and included in this
volume as Chapter 2, “The Behavior of Parallel Markets in Developing
Countries.”

During the workshop, it became apparent that the concept of paral-
lel markets, which arise as a consequence of government intervention,
cannot explain all of the markets in developing countries that are di-
vided into segments in which differing prices prevail for the same
goods, services, or factors. At least one other market type, a fragmented
market, is important. Fragmented markets are broken up, not (or not
only) by government interventions, but by natural divisions that would
prevent prices from being unified even if government did not intervene.
Furthermore, terms such as black market and informal sector are widely
used although less precisely defined.

The idea for this volume arose from attempts at the HIID work-
shop to sort out these terms and their meanings. Here we assemble
papers dealing with three of these concepts. After an introductory
essay on parallel, fragmented, and black markets, the next six chapters
dea] with parallel markets, including those for grain, currency, con-
sumer goods, and labor.! A second set of three chapters covers the most
important example of fragmented markets in developing countries:
fragmented credit markets, both rural and urban. A final chapter de-
scribes how tax evasion—the major source of the black economy—
works in India.

We had strong support in preparing both the HIID workshop and
this volume. Dwight Perkins, director of HIID, encouraged us to un-
dertake this project and was generous with financial support. Deena
Khatkhate, then honorary managing editor of World Development, com-
mitted himself to a special issue early in our planning, an incentive
both to the organizers and to potential workshop participants. Plan-
ning for this volume began at the same time: Nicolds Ardito-Barletta,
general director of the International Center for Economic Growth, and
Lawrence Chickering, associate director of the Center, promoted the
concept of a second volume and agreed to fund travel expenses for
workshop participants coming from outside the United States. Willing
administrators and assistants at HIID made important contributions to
the management of the workshop and compilation of the volumes,

1. Two of these chapters are based on papers that appeared in World Devel-
opment 17, no. 12 (December 1989): Trien T. Nguyen, “The Parallel Market of
Illegal Aliens: A Computational Approach”; and David Bevan, Paul Collier, and
Jan Willem Gunning, “Black Markets: Illegality, Information, and Rents.” The
latter has been substantially revised for this volume. We are grateful for permis-
sion to use these articles.



EDITORS' PREFACE  xvii

especially Phyllis Glass, Alison McPhail, Laura Reichenbach, and
Karen Seal. The authors of papers and other contributors to the HIID
workshop guaranteed the success of this venture with their time, cre-
ativity, constructive discussions, and confidence in the outcome. We
are grateful to all of them.

Michael Roemer
Christine Jones
Cambridge, Mass.
Washington, D.C.
April 1991



CONTENTS

Part1
Chapter 1

Part2
Chapter 2

Chapter 3

Chapter 4

List of Tables vii
List of Figures xi
Preface xiii
Editors’ Preface XV
Introduction

Parallel, Fragmented, and Black: A Taxonomy 3

Christine Jones, David L. Lindauer, and Michael Roemer

Parallel Markets

The Behavior of Parallel Markets in Developing 15
Countries
Christine Jones and Michael Roemer

Parallel Markets and the Rural Poor in a West 29
African Setting
Detlev Puetz and Joachim von Braun

Cross-Border Trade between Niger and Nigeria, 47
1980-1987: The Parallel Market for the Naira
Jean-Paul Azam



vi CONTENTS

Chapter 5

Chapter 6

Chapter 7

Part 3
Chapter 8

Chapter 9

Chapter 10

Part 4
Chapter 11

Part 5
Chapter 12

The Persistence of Shortages in Rural Black
Markets
David Bevan, Paul Collier, and Jan Willem Gunning

Government Pay and Employment Policy: A
Parallel Market in Labor
David L. Lindauer

The Parallel Labor Market for Illegal Aliens
Trien T. Nguyen

Fragmented Credit Markets

Time and Money in the Western Sahel: A Clash of
Cultures in Gambian Rural Finance
Parker Shipton

Transaction Costs and Quantity Rationing in the
Informal Credit Markets: Philippine Agriculture
Pan A. Yotopoulos and Sagrario L. Flore

Heterogeneous Firms and Efficient Financial
Intermediation in Taiwan
Tyler S. Biggs

The Black Economy

Taxes, Corruption, and Bribes: A Model of Indian
Public Finance
Ombkar Goswami, Amal Sanyal, and Ira N. Gang

Conclusion

What Have We Learned about Policy?
Michael Roemer and Christine Jones

Notes and References
About the Contributors

Index

63

75

89

113

141

167

201

217

223
255
261



LIST OF TABLES

Table 3.1

Table 3.2

Table 3.3

Table 3.4

Table 5.1

Table 5.2

Table 5.3
Table 5.4
Table 7.1
Table 7.2

Groundnuts Price Ratio in The Gambia and
Senegal and Fertilizer Subsidy and Use, 1981-82
to 1987-88

Participation in Parallel Markets, by Income
Groups, 1987-88

Determinants of Groundnut Share Sold on the
Parallel Market

Fertilizer Use in 1984, 1985, and 1987 for Identical
Households in All Upland Crops, by Income
Group

Deliveries of Matsushita Radios by the Board of
Internal Trade, 1977 and 1982

Penetration of Goods (Soap) from Factory Gate to
Village Shops

Availability of Consumer Goods in Villages, 1986
Availability of Goods in the Four Regions, 1983
Benchmark Data Set for the U.S. Economy in 1973

Calibration of Model Parameters (Central Case)

41

42

43

65

65

67
67
102
104

vii



viii  LIST OF TABLES

Table 7.3

Table7.4

Table 9.1

Table 9.2

Table 9.3

Table 9.4

Table 9.5

Table 9.6

Table 9.7

Table 9.8

Table 9.9

Table 9.10

Table 9.11

Table 10.1

Table 10.2

Table 10.3

Impacts of Amnesty for Illegal Aliens without
Removing Minimum Wages (Central Case)

Impacts of Increases in Per-Unit Fines without
Removing Minimum Wages (Central Case)

Distribution of Linked and Unlinked Loans by
Lender Type, Total, and Mean Size

Distribution of Linked Loans by Lender and
Linkage Type and by Study Area, Total, and
Mean Size

Principal Sources of Credit Capital for
Farmer-Lenders by Study Area

Profile of Major Informal Lenders

Estimated Probabilities of a Household’s
Receiving a Loan, by Lender Type, Income Class,
and Study Area

Estimated Probabilities of Lender Types’
Granting a Loan to a Household, by Income Class
and Study Area

Results of Least-Squares Regression Analysis for
Trader-Lender Loans, All Households

Percentage Distribution of Household Land
Mortgages by Income Class and Study Area

Results of Least-Squares Regression Analysis for
Farmer-Lender Loans, All Households

Stipulated and Effective Monthly Rates of Interest
by Loan Type and Study Area

Summary Performance of Selected Credit
Programs, Cumulative Data as of September 1986

Share of Small and Medium-sized Enterprises in
Total Industry Sales Value, 1985

Access to Domestic Borrowing by Manufacturing
Sector in Taiwan, 1974-1986

Private Sector Share of Domestic Credit in
Taiwan, 1961-1986

105

107

147

148

150

152

155

155

157

158

159

161

164

170

177

178



Table 10.4

Table 10.5

Table 10.6

Table 11.1

LIST OF TABLES

Costs of Borrowing of Nine Different
Marnufacturing Industries, 1973-1984

Composition of Financial Assets, Taiwan,
1965-1985

Annual Interest Rates on Loans against Postdated
Checks and Comunercial Bank Rates on General
Loans, Taiwan, 1963-1986

The Government’s Choice Problem

ix

180

183

186

206



LIST OF FIGURES

Figure 4.1
Figure 4.2
Figure 4.3
Figure 6.1

Figure 6.2

Figure 6.3

Figure 6.4
Figure 11.1

Naira Supply and Demand on Border Markets
Inflow of Banknotes, 1980-1987
Outflow of “H” Notes, 1982-1986

Government Pay Matching Worker Reservation
Wages

Government Pay Exceeding Worker Reservation
Wages

Government Pay Falling below Worker
Reservation Wages

Wage Fixing in the Private Sector

The Interactive Game

51
55

82

204

xi



Part 1 Introduction







Christine Jones
David L. Lindauer
Chapter 1 Michael Roemer

Parallel, Fragmented, and Black: A Taxonomy

A broad consensus among economists favors the liberalization of mar-
kets as a strategy to achieve both greater efficiency and more rapid
economic growth in developing countries. Policy makers in developing
countries increasingly accept that prescription and are reforming their
economies, particularly by deregulating markets.

Economists’ recommendations for deregulation generally follow
from an analysis resting on two assumptions. First, government con-
trols over market prices or quantities are effective. Second, in the ab-
sence of controls, markets would approach the competitive ideal: all
participants could buy or sell at identical prices. Economists have, how-
ever, identified many different markets in which one, or both, of these
conditions is not met. Government controls are almost always evaded
to some extent, and in the absence of controls many markets are not as
unified as competitive models assume.

Policy makers in developing countries should be concerned about
both these deviations from theory. If government interventions are not
totally effective in controlling prices or quantities, liberalization of mar-
kets will yield some but not all of the benefits claimed for deregulation.
It is even possible that liberalization will create net welfare losses if a
market is not fully unified when controls are removed.!



