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Abstract

This paper argues that, in the absence of formalhaeisms to deter commitment failure
in the Ethiopian grain market, a market institutittrat promotes anonymous exchange among
unknown parties is that of grain brokers who mdialgers and sellers in return for a fee. The
paper examines the characteristics, operations, fandtions of brokers in the Ethiopian grain
economy and analyzes how brokers enable grain tsatdecircumvent the commitment failure
problem that is intrinsic to a weak marketing eowiment. The paper also demonstrates that
agency relations are long-term, reputation-basemt,ased on ethnicity, and relatively conflict-
free. Conflict is avoided and agency relations sustained by underlying incentive-compatible
norms, namely, the joint-client system, the absehcearket-making, and flat commissions.
Finally, the paper discusses the implications efphesence of brokers for transforming
agricultural market performance.
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1. Introduction

In fact, the costs of transacting are the key ¢éop@rformance of
economies. There have always been gains from.triadeso too
have there been obstacles to realizing these g#itrensport
costs were the only obstacle, then we would obstaneeigh
history an inverse relationship between transpasts; on the one
hand, and trade and exchange and the well-beiagadties on
the othert

Over the past two decades, recognition of thecatitiole of markets in economic
development has prompted sweeping market reforness@ number of developing countries.
The Ethiopian grain economy underwent a dramatiketaeform in March 1990, when the
government lifted, overnight, all restrictions aivate trade, following a period of 15 years in
which the state exercised tight control over pried inter-regional movements of grain
(Lirenso, 1993). The liberalization of the Ethiapigrain market spelled the rejection of state-
controlled channels, the return of private tradispossessed of their trade during the socialist
regime, and the restoration of age-old tradingtiatahips and market networks (Dadi et al,
1992; Amha, 1994; Gebremeskel et al., 1998).

In the post-reform period, recent studies poirddotinued market segmentation, price
volatility, and the lack of trader investment irhipia (Kuawab, 1994; Dercon, 1995; Negassa
and Jayne, 1997). While market reform has suezkedreducing marketing margins and
improving market integration, the market remaini¢ent-but-poor” in that market
development is relatively limited. Reform hast lead to contractual arrangements to transfer
risk, increased impersonal exchange, value-addgahleransport, and trader investment.
Despite reform, only 28% of total cereals productieaches the market and only 18% passes
through the marketing chain, suggesting consideratspe for expanding the grain market, in
terms of volume as well as value-added. Whilessd studies have addressed the speed and
extent of price transmission in the post-reformquem Ethiopia, relatively little attention has
been given to the role of market institutions ipmorting exchange and the importance of
transaction costs and social capital. This papédreamdes a fundamental aspect of market
behavior: howdo buyers and sellers find each other and coamelih@ transfer of goods?

In spite of the large literature on market perfang®following market reforms in sub-
Saharan Africa, relatively little attention has begven to the role of market institutions in
supporting exchange (Barrett, 1997; Bryceson, 1888hamps, 1996b; Gebremeskel et al.,
1998)° Yet, it is increasingly recognized that the fatation of market-enhancing policy
requires a clearer understanding of institutionatkating arrangements and microeconomic
trader behavior (Palaskas and Harriss-White, 1B@8¢on, 1995). To date, very little
guantitative analysis has been undertaken on trtoeacosts and institutions, partly due to the
difficulty of measuring these costs. Using the Nastitutional Economics framework , this
study aims to redress this gap through an empiaigalysis of the nature and extent of the
transaction costs faced by traders in Ethiopi@aersi social capital and microeconomic behavior
in the market, and the role of the institution cdlers as a means of minimizing transaction
costs. Using primary data collected on wholesaded brokers in 1996, the study analyzes the
microeconomic behavior of traders in terms of tlopierations and arbitrage in the market.

! Douglass North, “Institutions and Economic GrowAn Historical Introduction,'World Development

No. 9, September 1989.

2 Market reform includes, but is not limited taylipies aimed at allowing private sector participatin
exchange, removing government trading monopol@seting or eliminating tax or licensing restrictin
and eliminating official price-setting.

% see Kherallah et al. (2001) for a synthesismdifigs on market reform in sub-Saharan Africa.
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The Institution of Brokers in Ethiopia

Ethiopian grain traders face three major constsainhich increase their transaction costs
of participating in the grain market. First, tresldo not benefit from a system of grain
standardization and inspection, which would enéiden to place orders with long-distance
partners for guaranteed qualities and quantitiegah. Instead, they must be physically present
at the time of transaction in order to visuallygest the grain that is being exchanged. Second,
grain traders have very limited recourse to legadns for enforcing contracts. Thus, they only
trade with partners whom they know well and trirsrder to avoid the high costs of payment
delinquency or reneging on the terms of the contrakhird, traders do not have access to a
public market information system that enables theknow prices and flows in markets outside
of their own. This limits traders’ ability to de#r grain to unknown markets or to set contracts at
a future point in time, thus limiting their scop® Epatial or temporal arbitrage.

These market constraints result in high transaaasts of partner search, information,
and of enforcement for Ethiopian grain traders. order to reduce these costs, traders engage the
services of grain brokers, knowndaelala, who act as intermediaries on their behalf. The
majority of Ethiopia’s grain traders, 85%, regwauke this institution for their long-distance
transactions. Brokers, operating as commissiontagprovide the service of matching regional
buyers and sellers, as well as handling and insgeshipments of grain and providing market
information to their clients. Brokers have aidist identity in the market because they do not
take market positions themselves, but only actedralf of traders. There are approximately 40
established brokers in the central market of Addiaba, relative to a total of 2,500 wholesalers
in the country, who handle roughly 16% of the totalrketed surplus. Due to their central
position, brokers are keenly aware of prices aogdlin the market and their presence enables
the Addis Ababa market to function as a clearingledor grain in Ethiopia.

Historical and Comparative Perspectives

In addition to the well-known function of brokersarganized commodity exchanges and
in housing and labor markets in industrialized ¢das, there is evidence of brokerage in
agricultural markets across Africa, as well as giafand Latin America. N.W. Thomas (1908)
reports historical evidence of brokers throughauthreast, and to a lesser extent central and
western, Africa. Historically, brokers appear tvé played a major role in the food trade of the
western Sudan and are linked to the presence dfdtaaders (Cohen 1969; Meillassoux 1971,
Jones 1972). Gilbert (1969) finds evidence of brekn nearly all studied food markets in
northern Nigeria, where brokers, knownditali, are generally of the dominant ethnic group.
Hill (1966) documents the activities of “landlordeliers” in food markets in the Kumasi market
of Ghana, similar to the role @igeursin Mali (Amselle 1969).

In Asia, Lele (1971) describes the role of Indiamenission agents in the foodgrain
market, known aadatyain Mahareshtra adalal in Hindustani, who operate in a manner closely
resembling that of Ethiopian brokers. Scott (1985%uments the existence of commission
agents in the Cafiete Valley of Peru, who facilieatehange between potato producers in the
Valley and wholesalers in Lima. Moreover, the samord, derived from the Arabitalaal, is
used to describe brokers in Ethiopilald), Somalia dilal), Nigeria @illali) and India dalal),
possibly revealing that the practice of brokeragg tmave originated in Muslim commercial
practices. Pankhurst (1961) documents reports &cdiPolo of “merchants of all nations”
trading in 13' century Ethiopia, while Alvarez (1881) describes influence of foreign traders
including “Moors, from Giada (Jeddah), Morocco, Feanis, Turks, Greeks, Moors from India,
Ormuz, and Cairo” actively trading in Ethiopia het13' century? Jackson (1978) also notes

* Pankhurst, 1961, p. 307.
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the existence of Muslim-dominated trade routesarsing pre-modern Ethiopia. The
overwhelming evidence of brokerage in agricultumalkets historically and across countries
suggests that this institution has long existedughout the world as a viable mechanism of
promoting trade in the presence of high commitnf@ihire in constrained marketing
environments.

New Institutional Economics Approach
Transaction Costs

Within the New Institutional Economics (NIE) appcbathe unit of analysis is the
transaction, rather than the price. Exchangefitsebstly. Transaction costs, which are distinct
from physical marketing costs such as transportsamge, arise from the coordination of
exchange among market actors. They include this cb®btaining and processing market
information (Hayek,1945; Alchian and Demsetz, 19@ff and Stiglitz, 1990), negotiating
contracts (Coase, 1937; Williamson, 1985), monigagents (Bardhan, 1989; Cheung, 1968;
Eswaran and Kotwal, 1985), and enforcing contréidtsth, 1989; Milgrom, North, and
Weingast, 1990; Greif, 1993; Fafchamps, 1996b).

Transaction costs are unique to each market jgtit; implying that economic actors
are not interchangeable. The presence of transaobists, which are specific to each market
actor, implies that there is mingleeffective market price at which exchange occursi¢8ket
and de Janvry, 1995). Each agent in the markeduais transactions on the basis of his or her
specific transaction costs. The implications ahaction costs are that markets are thin orffail i
prohibitively high costs prevent exchange.

Institutions to Facilitate Exchange

Institutions are the “rules of the game,” both fafmules and informal constraints such
as norms, conventions, and codes of conduct, thatde the structure for human interaction
(North, 1991). Institutions emerge to minimizegsh transaction costs and to facilitate market
exchange. The evolution from personalized exchaogmpersonal or anonymous exchange,
supported by legal systems that enforce contrectgntral to the process of growth and
development (North and Thomas, 1973).

However, following Polanyi (1957), it is widely regnized that market transactions,
particularly in developing countries, are ofmbeddedh long-term, personalized, relationships
(Geertz, 1968; Meillassoux, 1971;Granovetter, 1%8attner, 1989; Palaskas and Harriss-White,
1993). Personalized exchange emerges in respohggh commitment failure, in which the risk
of breach of contract or opportunism is high, resglfrom the lack of market information,
inadequate regulation, and the absence of legat@rhent mechanisms. Institutions to build
trust and promote reputation and social capitalhss trade associations, solidarity networks,
ethnic or religious ties, emerge to circumvent cétmmant failure (Greif, 1993; Fafchamps,
1996; Platteau, 1994).

Historically, institutions have emerged in vari@mantexts to facilitate anonymous trade.
Historical institutional analysis of pre-moderndeain medieval Europe by Milgrom et al. (1990)
shows that an institution known as the Law Merctiani?" and 18 century Champagne fairs
enabled impersonal exchange to occur. The Lavehart enabled trade through a reputation
system that stored information about traders’ pabavior and sanctioned violators of the
commercial code. Similarly, Greif (1993) views #Maghribi traders’ coalition in the {1
century as a means of overcoming the commitmenti@nointrinsic to long distance trade. Clay
(1993) shows that coalitions of long-distance trade 19" century Mexican California promoted
honest exchange through information sharing andsping of cheaters. In contrast, Platteau
(19944, 1994b) argues that decentralized arrangsrbased on reputation are not sufficient to
ensure honest behavior and that private and pobiier institutions are necessary to create the
social conditions for markets to operate. Fafgmand Minten (1999) demonstrate that the
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dominant contract enforcement mechanism in libegdligrain markets in Madagascar is trust-
based relationships, where trust is establishedapily by repeated interaction. The incidence of
theft and breach of contract is low and recourgbdédegal system is rare.

Social Capital

While social scientists have long recognized the ob interpersonal relationships in
human interaction (Coleman, 1988; Granovetter51,a8e concept of social capital has been
little used in economics (Fafchamps and Minten 91 ®arr, 1997; Narayan and Pritchett, 1996).
There are two possible meanings of social capitak first definition sees social capital as a
“stock” of trust and an emotional attachment ta@ug or society that facilitates the provision of
public goods (Fukuyama, 1995; Grief, 1993; Coleni®88; Putnam, Leonardi, and Nanetti,
1993). The second views social capital as an iddal asset that provides private benefits a
single individual or firm (Granovetter, 1995; Montgery, 1991; Aoki, 1984).

Despite the important strides in the institutioliterature, several gaps remain. First,
relatively little institutional research has addex$ the role of intermediaries in facilitating
exchange between anonymous partners. Secondlitilersittention has been given to a critical
transaction cost, the cost of search. That tk litstitutional analysis has been undertakerhen t
process by which economic agefital each other in the market. Third, very few emgiric
studies have attempted to measure transaction quaitgitatively, partly due to the difficulty of
obtaining data on these types of costs. Findilg,ltterature generally overlooks the implications
of the existence of institutions for behavior inudiprium. Most institutional analyses assume
that an institution exists because it is cost migiing, without examining the implications of the
presence of the institution for the welfare of dvenomy.

Description of Data

The analysis is based on an extensive survey ofra@@rs and brokers was carried out in
1996 by the author in 12 markets in collaboratiagth wddis Ababa University in Ethiopia. Of
the 12 markets, six markets are located in surphasluction areas (Nekempte, Jaji, Assela,
Sagure, Bahir Dar, and Bure), five markets arettmtdn deficit regions (Dessie, Kombolcha,
Harar, Dire Dawa, and Mekele) in addition to thetca market of Addis Ababa. The surplus
markets are located in three distinct productionesp in each of which either maize, wheat, or
the indigenous grairieff, is mainly produced. Panel data were obtained in two rounds of trader
and broker surveys carried out in May-July 1996 @atbber-December 1996.

Objectives and Organization of Paper

This paper has three objectives. First, the pagamines closely the structure of the
brokerage institution, including the characteristioperations, and functions of brokers in the
Ethiopian grain economy. Second, the study analimpev brokers enable the exchange of grain
among wholesalers to circumvent the commitmentfeilproblem that is intrinsic to the weak
marketing environment. Third, the paper addreskesagency relations prevailing between
wholesalers and brokers and demonstrates that tbkedage institution is sustained by

> Nekempte and Jaji are located in the Wollega areshich maize is mainly produced, Bahir Dar and
Bure are located in the Gojjam area in which tefbiimarily produced, and Assela and Sagure aaédol
in the Arsi area in which wheat and barley are tyginoduced.
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underlying incentive-compatible norms that liminflact between traders and brokers and sustain
agency relations.

The paper proceeds by providing a background toEtteopian grain economy in
Section 2, the structure of grain brokerage in i8ec3, followed by a discussion of the role of
brokers in alleviating commitment failure in Sectid. Agency relations between traders and
brokers are examined in Section 5 and incentivepatitble norms are discussed in Section 6,
followed by conclusions in the final section.

2. Background to the Ethiopian Grain Economy

The Policy Environment
Between 1976 and 1990, a government-owned enterphis Agricultural Marketing
Corporation, strictly controlled strictly controfigyrain trade. The AMC administered a highly
distorted trade regime in which official prices weset below producer costs. Under the official
pricing system, the magnitude of producers’ lossegied from 24% for wheat to 52% ftaff
(Amha, 1994f. Marketing policy in this period included thenaidistration of a compulsory
delivery system with fixed quotas per producerrnit&xs were forced to supply a fixed quota of
grain, for the purposes of feeding the army anthgeurban areas. In addition, inter- regional
movement of grain by the private sector was seyeedtricted (Lirenso, 1993). Private sector
trade was banned entirely in the major grain prodpareas of Gojjam and Arsi, while other
regions imposed that traders supply 50 to 100 péafetheir grain turnover to the AMC at below
market prices (Dercon, 1995). In urban areasAME operated food ration shops for
consumers, which further distorted the grain market
In response to external pressures, a radical langbamarket reform was enacted literally

overnight in 1990, taking the government parastadakell as private traders by surprise
(Fisseha, 1994). The following excerpt from theglemation of March 1990 reveals the extent
of the reform.

In the trade sector of the economy, private engnegurs will be able to compete

with state-run trade enterprises in agriculturéndustrial commodities as well as in

import-export trade. In the area of trade in gm@ioducts in particular, trade

exchange will henceforth be conducted on the lHsi®e market pricing while the

grain control situation and the quota system valige. The Agricultural Marketing

Corporation (AMC) will enter the free market anceogite as a state trade

organization.

The reform of 1990 resulted in the restorationrofgie trade and the transformation of
the parastatal, re-named the Ethiopian Grain TEaderprise, into a buffer stock scheme. The
modern warehouses built by the AMC in the monopasiod, numbering 2200 with a total
storage capacity in excess of 1 million tons, waesle available for rental to private entities and
relief agencies, although their utilization wasyos0% in 1992 (Lirenso, 1993).

The Impact of Market Reform

The experience of market reform in Ethiopia in pleeiod since 1990 is considered to be
a relatively consistent and internally driven pissegenerally approved by the international
donor community (Jayne et al., 1998). As suchBtidopian case presents an interesting
opportunity to test the hypothesis that marketmafaould lead to reduced costs and risks of
marketing and would stimulate production. Recéundies have evaluated the impact of reform
on the price levels, marketing spreads, as wahaspeed of price transmission between

® Teff, or Eragrostis teffis an indigenous grain to Ethiopia and the prinsiaple used in the production of
injera, widely consumed flat bread.
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markets. A recent study by Jayne et al. (1998uetas the impact of reform on inflation-
adjusted grain prices and price spreads betweeor majrkets. Using monthly price data on 8
markets over a 9-year period (1987 to 1996), thaltereveal that average real prices of maize
andteffincreased after reform for the surplus marketsdewtined for the deficit markets. Thus,
prices in the surplus areas increased in all caseE6% to 46%, while prices in deficit areas
decreased in four out of six cases, by 15% to 12B%ce variability declined in the post-reform
period, with the coefficient of variation of mongtprices declining in 8 out of 12 cases (Table 1).
While favorable weather can partially explain shift price levels, it cannot explain the
simultaneous increase in prices in surplus aredshendecrease in prices in deficit areas. These
suggest that market reform has led to a reductigmice spreads (the difference in prices
between surplus and deficit areas). Indeed, iaf IB cases viewed by Jayne et al., price
spreads declined in the post-reform period. Tiedirein spreads is particularly large feff,
the market on which the former AMC exercised theaggst restrictions. Reasons suggested for
the decline in marketing spreads include (1) lotremsaction costs resulting from the elimination
of smuggling and bribery (Franzel, Colburn, and DekP89); (2) the peace dividend from the
end of civil war and disrupted trade in the nonthexgions (Dercon, 1995); (3) benefits of not
forcing traders to sell at below-market prices,ahhbid down producer prices and bid up
consumer prices; and (4) lower uncertainty reléetthe commercial activities of the former
monopoly. Econometric analysis, holding rainfaéiasonality, and other exogenous factors
constant, reveals that the decline in price spresadssociated with liberalization in 16 out 19
cases, and statistically significant in 10 casesp@ésa and Jayne, 1997).
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Table 1. Monthly Real Prices Before and After Maket Reform (Birr/bag)

Before reform After reform Change

Mean S.d. CV(%) Mean S.d. CV(%) Mean S.d. CV(%)
Maize
Surplus
Bako 56.81 22.78 40 82.95 31.71 38 26.14 8.93 -2
Shashamane 64.45 27.89 28 91.65 23.31 25 2720 9-34 -3
Jimma 76.27 34.10 45 88.68 28.99 33 12.41 -5.11 -12
Deficit
Addis Ababa 96.15 12.41 13 108.50 25.21 23 12.352.8a 10
Dire Dawa 117.76 25.58 22 150 23.31 20 32.24 -2.27 -2
Mekele 196.28 54.11 28 146.72 31.71 12 -49.56 4859 -16
White teff
Surplus
Bako 134.82 20.22 15 168.50 26.91 16 33.68 6.69 1
Hosaenna 149.61 202.4 14 184.27 25.47 14 34.66 523 0
Bahir Dar 158.65 15.56 10 199.68 29.12 15 41.03 5@3. 5
Deficit
Addis Ababa 256.90 23.21 9 236.26 19.95 8 -20.64 .26-3 -1
Dire Dawa 301.41 33.26 11  285.95 23.77 8 -15.46 499. -2
Mekele 389.99 48.64 12 269.95 14.49 5 -120.04 B4.1 -7

Source: Jayne, Asfaw, and Myers, 1998.

However, although mean levels of price spreadSrasl in the post-reform

period, the coefficient of variation of price spleancreased in 15 out of 19 cases, suggesting

that the mean levels declined more than the deulitiee volatility of price spreads (Table 2).

Market Integration

The extent to which price changes in one marketasociated with price changes in
other markets is known as market integration. gsimple correlation coefficients between

wholesale prices across markets, Negassa and (E381#) find that changes in wholesale prices

are transmitted more rapidly and more fully siriberalization for 17 out of 24 market pairs

observed. A follow up study of vertical integratiof prices from producer to retail levels and
spatial integration across markets reveals tham gnarkets in the post-reform period show a high
degree of integration (Negassa, 1998).
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Table 2. Monthly Marketing Spreads Before and Afer Market Reform (Birr/bag)

Market pairs Before reform After reform Change

Mean S.d. CcVv Mean S.d. CV Mean S.d.
Maize
Addis Ababa- Bako 39.34 19.79 50 25.55 15.25 60 .793 -454 10
Addis Ababa-Dire Dawa 21.61 15.97 74 41.50 21.10 51 19.89 513 -23
Addis Ababa-Jimma 19.87 28.64 146 19.82 1410 71 .05-0 -1454 -75
Addis Ababa-Mekele 98.57 51.98 53 41.67 2269 54 696 -29.29 1
Addis Ababa-Shashamene 31.69 15.71 60 16.85 11.86 7-14.84 -3.86 20
Mekele-Bako 149.50 52.00 35 63.22 30.12 48 -86.2821.88 13
Mekele-Jimma 132.08 51.87 39 56.26 26.65 47 -75.825.22 8
Mekele-Shashamene 130.74 46.50 36 55.42 20.20 36 5.327 -26.30 0
White teff
Addis Ababa-Bako 122.08 29.32 24 67.76 21.36 32 .3bB4 -7.96 8
Addis Ababa-Bahir Dar 98.25 21.76 22 34.64 2154 62-63.61 -0.22 40
Addis Ababa-Dire Dawa 4451 22.21 50 49.69 18.12 36 5.18 -4.09 -14
Addis Ababa-Hosaenna 111.04 29.53 27 51.98 18.59 3659.06 -10.94 9
Addis Ababa-Mekele 115.81 45.28 39 36.49 21.22 58 79.32 -24.06 19
Dire Dawa-Bako 142.75 32.69 23 83.61 28.15 34 4£9.1 -4.54 11
Dire Dawa-Bahir Dar 157.37 35.13 22 101.67 26.39 26-55.70 -8.74 4
Mekele-Bako 259.38 4453 17 103.22 33.62 33 -156.1610.91 16
Mekele-Bahir Dar 22423  45.29 20 66.46 31.15 47 7:1% -14.14 27
Mekele-Hosaenna 239.00 44.04 18 86.81 28.12 32 .1952 -15.92 14

Source: Jayne, Asfaw, and Myers, 1998.

Co-integration analysis was undertaken by Derc@3%) using 6 years of deflated
monthlyteffprices for 11 markets to test for the effect oéfddization on short-term and long-
term integration. Using Addis Ababa as the refeegprice, the test results show that an
increased number of markets became linked in tha sin to the Addis Ababa market after
liberalization (Table 3). The cointegrating regies also suggested that reforms resulted in
reduced margins between producing areas and conglareas.

Table 3. Short-Run Integration of Markets
7/87-2/90 3/90-5/91 5/91-7/93

Addis Ababa to:

Wolliso 3.07* 1.04 0.34
Debre Zeit 1.84 1.61 0.90
Nazareth 1.85 1.35 3.14*
Ambo 2.76* 1.33 1.06
Dire Dawa 2.78* 0.94 2.75*
Kombolcha 2.98* 1.89- 2.22-
Hosaenna 2.72* 3.32%* 1.43
Shashemene 1.64 1.21 0.41
Ziway 2.92% 1.88- 1.70

Source: Dercon, 1995 - short-term integratioratgd at 10%, *rejected at 5%; ** rejected at 1%
Grain Production and Marketed Surpluses

Grain production in Ethiopia is almost entirely &@®n rain-fed agriculture and is
characterized by a dominant harvest in Novembeebeer fnehej and a secondary harvelselg)
in April-May. Production is carried out by smatlade farmers with limited agricultural technology
and low yields and by a small percentage of statad.
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According to the Central Statistical Authority’s heg and belg production estimates in 1995/96,
which was a relatively good crop year, annual patida of grain, including cereals, pulses, and
oilseeds, was 9.4 million tons, 98.4 % of which wasduced by smallholders and 1.6% by state
farms.  Of the total produced quantity, the prtipa of output marketed by farmers and state
farms is 27% and 80%, respectively (Gebremeskedl.et1998). As shown in Table 4, the
proportion of total production that is marketedttts the extent the crop resembles a “cash crop,”
varies between crops. Thus, a considerably lowagstion of total production of cereals that is
marketed (26%), compared to pulses (37%) and aits€€1%). At the same time, because
cereals production is the bulk of total grain prcithn, the total marketed quantity of cereals
represents 81% of the total marketed quantity @ingt Among the cereals, maize has the
highest share of total marketed surplus (25%)o¥edid byteff (21%), and wheat (14%).

Table 4. Production and Marketable Surplus of Grans in 1995/96

Type of Grain Annual % Total Marketed %
Production  Production Quantity  Total Marketed
(mill.tons) Marketed (mill.tons) Quantity
Cereals 8.3 26 2.16 81
Teff 1.9 24 0.45 21
Wheat 1.2 25 0.30 14
Barley 0.7 31 0.22 10
Maize 2.2 25 0.54 25
Sorghum 2.0 12 0.24 11
Pulses 0.8 37 0.31 12
Oilseeds 0.2 71 0.13 5
Other 0.1 52 0.05 2
Total 9.4 28 2.64 100

Calculated from CSA, 1995 and Gebremeskel et 8881

Surplus Production and Deficit Areas

Both grain-surplus areas and the grain-deficiteenin Ethiopia are geographically
dispersed (Figure 1). The productiorteff is concentrated in Gojjam (55%), Shewa (28%), and
Wollega (4 %). Wheat is produced in Arsi (63%) &tmbwa (25%). Maize is produced in
Shewa (45%), Wollega (34%), and Gojjam (15%).In terms of demand, Kuawab (1994)
estimates that the major deficit areas are corateatin Addis Ababa, where demand is 32% of
total marketable surplus, Hararghe (18%), Sidaré®)(¥Vollo (6%), and Tigray (4%).

" Kuawab, 1994; Lirenso, 1993.

8 These statistics are based on 1979 - 1988 timessky the Central Statistical Authority. Provaic
boundaries were re-drawn by the Transitional Gavermt in 1992. Gojjam is how separated into eastern
and western Gojjam in Amhara region, Shewa is sgedrinto two northern Shewa zones (in both
Oromiya and Amhara regions), eastern and westeew&hn Oromiya, and Arsi zone is located in
Oromiya. Wollo is separated into north and soutbll@/zones, both in Amhara region. Hararghe is
separated into east and west Hararghe zones, bdimomiya, while the main urban centers, Harar and
Dire Dawa are considered a separate region. Sidainoated in Oromiya region.
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Figure 1. Administrative Regions and Zones of Efiopia
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Market Structure

A study of several African markets after reforntesothat marketing chains remain
relatively short, which is also true of the Ethimpigrain market (Food Studies Group, 1992).
This is primarily due to the low level of commelajaain processing and the lack of
specialization of grain wholesalers, who are ofilso engaged in retail and other types of trade.
In the case of Ethiopia, Lirenso (1993) notes thatmarketing chain became more complex after
market deregulation, with the selling outlets famfers increasing threefold to six outlets and the
supply sources for urban consumers increasing taiodofour sources.

Small-scale farmers produce 95% of Ethiopian gfidirawab, 1994). There are four
principal ways that grain reaches the market froenfarm: direct sales to rural and urban
consumers, direct sales to rural assemblers, diedes to retailers, and direct sales to either
regional wholesalers or mills (Gebremeskel etl#198). Farmers transport grain to the market
themselves, either carrying sack themselves ogusitionkey over relatively short distances of
up to 20 kilometers, and sell directly to wholessle larger regional markets (Lirenso, 1993).
Second, farmers sell small quantities of grainutalrassemblers known as “farmer-traders,”
larger farmers who assemble grain from a large murabfarmers and transport it to the regional
market using horse-driven carts. This is a widegvplent function that resembles the role of
village collectors in peasant markets in rural imelsia (Hayami and Kawagoe, 1993). Third,
farmers sell grain directly to retailers in regibmearket towns. Finally, farmers sell directly to
wholesalers in the regional market or sell to regldraders who move from village to village,
purchasing grain until the truck is filled.

Assemblers, mainly farmer-traders, buy grain frammfers in rural markets with the
purpose of reselling it to consumers or regionablesalers. While they typically operated
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independently, they may also act as agents foregladdrs on a fixed fee or commission basis
(Gebremeskel et al., 1998). At the level of trggaral market, wholesalers purchase grain either
from farmers or from rural assemblers. They réeghe grain and store it for up to 46 days on
average. They have four major market outletsy thay sell it in the Addis Ababa central

market or another terminal market through the ses/of a broker, they may sell it to nearby
mills (for wheat), to retailers, or directly to Elaconsumers and restaurants.

Grain brokers are typically located in Addis Abahithough new market hubs are
emerging in Nazareth. Brokers acknowledge readighe grain from the regional wholesalers,
inspect its quality, determine its market-cleanmmige, and proceed to sell it on behalf of their
client. The broker may identify other tradersagers, or flour mills, hotels and restaurants,
government agencies, or non-governmental organizati In the regional markets located in
deficit areas or urban centers, retailers purches@ in semi-wholesale quantities (less than 1
ton) from the regional wholesalers. They can plsmhase directly from farmers, from mills, or
from the central market, using the services of erek As noted earlier, in the post-reform era,
consumers have a number of supply sources. Thepwahase grain directly from farmers,
from assemblers, from regional traders, from preces(mills), or from retailers.

The marketing chain described above and the relatmportance of the different market
outlets is presented in Figure 3. At the farradavel, direct sales to consumers are surprisingly
high, 31% of total sales, while sales to rural agders play a minor role, with only 12% of sales.
The most important pattern is sales by farmerstlyréo regional traders, making up 36% of
producers’ sales. The bulk of sales by rural absens (76%) are to the regional traders.

Overall, regional traders handle 45% of the totahdstic marketed surplus, or 1.2 million tons.
In turn, most of the sales by the regional tradeesrly 70%) occur in the terminal markets,
either through the services of brokers or direttilyegional wholesalers, constituting roughly
800,000 tons. Either regional traders or brokethe terminal markets sell grain (mainly
wheat) to processors, constituting 40% of the totatketed quantity of wheat, or some 120,000
tons. Of the 54% of the total marketable surplassed through retailers, the largest share of
this was procured from wholesalers (740,000 tdofiwed by direct purchases from farmers
(520,000 tons). Finally, as expected, consumershased a large share of their total purchases
from retailers, 55% or 1.43 million tons. Howevasurprisingly large share of purchases, 31%
were made directly from producers. This confirins telatively unsophisticated nature of the
market and the fact that most of the transformatiomnprocessed grains is undertaken by
consumers themselves. In particular, it is sumpyishat processors have not acquired a more
significant role in the market in the wake of madneforms. Recent studies reveal that one of the
dramatic effects of market reforms in eastern andrern Africa is the emergence of small-scale
maize mills that have significantly reduced consuprees (Jayne et al., 1999).

In viewing the marketing chain from producer to somer, several important points
emerge. First, relatively little, if any, trangfiaation of grain takes place along the marketing
chain. Thus, with the exception of wheat, which ba sold in the form of flour, the bulk of
Ethiopian grain is sold in an unprocessed formt this reason, consumers may not be indifferent
between buying grain from producers and from retgjlbut may even prefer to buy from
producers, to reduce their costs. This suggeatsitbyond transport and limited storage, there
are relatively little market services provided hiermediaries, indicating a very unsophisticated
market structure.

Second, it is common practice that, at every temsf ownership within the marketing
chain, the sack in which the grain is transporsechanged. From the farmgate to the consumer,
this can imply up to 5 re-sackings in the marketihgin. Each change of sacks entails handling
and sewing costs, in addition to the cost of thek gzelf, ultimately raising total marketing costs
and the price faced by the consumer. Traders denst-sacking a necessity because it enables
them to physically assess both the weight and dlaéity of the grain, as well as ascertain the
guality of the sack (to reduce transport and s®fagses).
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Third, another implication of the absence of aeaysbf grades and standards for grain is
that traders tend to trade either with regularrpad that they know well or through brokers with
whom they work exclusively. This has the resulnafrowing the size of the market and the
frequency of transactions

Figure 3. Marketing Chain and Flows in 1995/96
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3. The Structure of Grain Brokerage

Characteristics of Brokers

Brokers are similar to the larger group of traderderms of age, educational level,
religion, and gender (Table 5). However, brokgrpear to be considerably more endowed in
their level of working capital, vehicle and teleploownership. Thus, they have 44% more
working capital than traders and 29% of brokers @@hicles in contrast to only 6% of traders.
Similarly, 71% of brokers have telephones, compaied39% of traders (Table 5). This
comparison suggests that established brokers &advety well off, with greater access to
financial resources. It also suggests that brokeay be involved in a number of activities
outside of direct brokerage, such as providinggpant services, extending loans to clients, and
engaging in grain trading on their own accountrok®rs are highly heterogeneous with respect
to working capital, implying that brokers may penfodifferent market roles, according to their
capacities.

Brokers are also more endowed with social capitahttraders. It is interesting to note
that while brokers and traders have similarly engdewts of “in-born” social capital, such as
family and friends in grain tradebrokers have considerably more “acquired” socgiital, with
three times more local contacts and nearly fivesinmore distant trading contacts (Table 5).

In terms of their search capacity, brokers arerlglemore search-efficient in that,
although they spend roughly the same amount of iimaformation-gathering as traders, they
consult with nearly twice as many people, haveahimmes more employees engaged in search
activities, and conduct more than 10 times as ni@mgactions (Table 5).

°® Two types of social capital can be distinguishietborn” social capital that is obtained invotanily by
an individual, such as family connections, ethnicadigion-based networks and “acquired” socialitdp
that is based on the individual's choice to join association, invest in contacts, etc. (Fafchamps a
Minten, 1999).
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Table 5 — Characteristics of Brokers and Traders

Brokers Traders
(N=17) (N=152)
Mean Std.Dev. Mean Std.Dev.

Demographic
Age (years) 36.21 11.49 32.83 12.32
Education (years) 8.29 4.41 9.61 3.64
Religion: Orthodox Christian (%) 78.6 -- 66.4 --
Gender : Male (%) 100.0 -- 94.1 --
Years in Grain Trade 8.77 7.63 10.41 8.76
Assets
Working Capital (Ethiopian BirP) 79,750 100,805 55,184 62,647
Warehouse capacity (tofis) 92.89 75.80 115.55 171.08
Vehicle Owner (%) 28.6 -- 5.9 --
Telephone Service (%) 71.4 -- 38.8 --
Social Capital
Number of friends in trade 4.60 5.89 6.17 8.74
Number of family in trade 1.20 1.69 0.83 1.38
Number of local contacts 15.50 13.46 4.59 4.32
Number of distant contacts 38.50 19.50 7.89 7.46
Number of markets in which operate 5.80 2.70 3.46 .862
Father in grain trade (%) 60.0 -- 48.4 --
Search Behavior
Minutes spent daily for information 37.80 41.93 39.06 39.79
gathering
Number of people consulted daily 7.80 8.43 4.24 83.2
Number of employees engaged in search 5.00 3.89 4 1.7 1.29
Number of weekly transactions 20.00 17.04 1.56 0.74

Source: Author’s survey, 1996.

21f not Orthodox, religion is generally Muslinf.US$ 1 = Eth. Birr 6.35 in 1996.
° The sum of rented and owned storage capacity
9 Friends are defined as personal contacts whoatrmerely acquaintances.

Brokers’ Operations

Grain brokers operate from permanent market stallse central grain market, known as

the Ehil Berenda in Addis Ababa.
markets, on average, with a total of 60 clienth(@#).
distant sellers, of whom on average a broker maxe &8 clients.

Each broker handles transastifam clients in nearly 6
Of these clients, the largest share is of
There is relatively little

variation among brokers in terms of the total numbieclients and the number of clients in
distant markets. There is, however, more variaitiothe number of local clients, indicating that
some brokers may be more specialized in handlihgdistant orders.

Brokers who work with clients outside of the cehtraarket may handle orders
exclusively by telephone, indicating the sophidiara of the brokerage service as well as the
degree of trust between brokers and traders.
telephone more often with seller clients, 77 pet,ciian with buyer clients, 20 percent (Table 6).
Underlying reasons for the difference in behavi@yrnbe due to the greater risks involved for
buyers, who are more likely to be cheated on ttaditguor price of the grain that they order.

Over the six-month period from January to June 1f#86average amount of grain
Extrapolating these figures for

handled weekly by each broker ranged from 141 to259 tons.

deite reveals that brokers work solely by
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the estimated number of 40 established brokersatipgrin the market results in approximately
423,000 tons of grain handled by the establishedisddbaba brokers in the 1995-96 marketing
year™® This amounts to 16% of the total marketable Isisrpf grain in 1995/96, estimated at 2.6
million tons, and 52% of the share of the markepexdn handled by the regional wholesalers.

Functions of Brokers

Due to the constraints noted above, the Ethiopiaingmarket is primarily, if not
entirely, a physical cash market. Thus, not onlg there no forward transactions, but all
transactions involve visually inspecting the ensingoment of grain, rather than a sample. In this
context, brokers’ functions involve five distincttmities, some of which could otherwise be
considered “public goods”: the provision of markdbrmation to clients, handling and logistics
of grain delivery, grading and classification ofaigr, determination of market price, and the
matching of buyers and sellers. Of these, therlatvo functions are typically the ones most
associated with brokers in most markets, in whible function of brokers is generally
considerably narrower than that of Ethiopian breker

Ethiopian grain brokers also consider their rolévaignesses” of a transaction to be the
most important service they provide. That is, &gilftating a transaction between a buyer and a
seller, brokers, by their presence and the weifhiheir reputation, sanction the legitimacy of
their clients. In the event of a dispute, the lrosan then be called upon to enforce the contract
or mediate in a negotiated settlement.

Brokers provide market information and businessaadto clients on a continuous basis.
After consulting with their broker about prevailintarket conditions and prices, sellers in distant
markets will send a shipment of grain directly beit broker, in effect placing a sale order, or
buyers will place a purchase order, which involsesding funds to the broker. In both cases, the
buyer or seller assume the total burden of prisk in the transaction and face the transaction
costs of holding either grain inventory or physicash fixed during the search period.

In the case of a sale order, the broker physiaateives the shipment of grain in his
premises. Generally, the grain is not off-load®anfthe transport vehicle, which remains parked
in front of the broker’s stall, where it visible incoming buyers. After receiving a grain
shipment, brokers inspect and grade the incomiaggr In order to ascertain the quality of the
grain, brokers use a pointed tubular device, knagramemermeriato take samples randomly
from different sacks within a shipment.

On the basis of their inspection of the grain, lrekset the market price for each of the
types of grain they receive. Each broker setswvamage of 7 different prices daily. The time
required for brokers to set prices ranges betweéemrid 30 minutes, or about 6 minutes per
commodity (Table 6).

The search for buyers or sellers involves discgssuith other brokers, touring the
marketplace by foot talking to traders, placing pdaalls to interested parties, and having
assistants standing on top of trucks shoutinglmiatailable types and qualities of grain. At the
point of sale or purchase, brokers arrange thelimanof the grain and the transport logistics.

When a sale is completed on behalf of a clientkdn® deduct their commission and
remit the funds to the regional seller. If theigrhas not been sold and the seller is short of
funds, brokers may extend sales advance to valimads Brokers indicated that they provide
this service to roughly 40 percent of their cliéatélable 6). Unsold grain is off-loaded to the
broker's warehouse where it is stored for a monthhtal fee. Depending on their relationship
with their client, brokers may also provide buyszdit up to 30 days. Brokers offer this service
to approximately one-third of all their clients pla 6).

1 Jirenso (1993) estimates for 1992 that 342 regiavtablesalers from 64 market towns shipped 1,354

tons weekly to 50 brokers.
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Table 6-- Brokers’ Operations

Mean Coefficient of
Variation
Total Number of Clients 60.50 0.53
Number of Local Buyer Clients 11.20 1.41
Number of Distant Buyer Clients 7.44 0.96
Number of Local Seller Clients 2.10 2.56
Number of Distant Seller Clients 38.44 0.45
Share of Distant Buyer Clients With 19.63 1.89
Whom Can Work Solely by Telephone
Share of Distant Seller Clients With 76.77 0.47
Whom Can Work Solely by Telephone
Share of Buyer Clients To Whom 32.22 1.07
Broker Would Offer Buyer Credit
Share of Seller Clients To Whom 41.15 1.06
Broker Would Offer Sales Advance
Weekly Transactions (100 kg. bags)
January 1996 2777.27 0.76
February 1996 2788.64 0.82
March 1996 2543.18 0.82
April 1996 1411.36 0.98
May 1996 1752.27 1.06
June 1996 1956.82 0.85
Price Discovery
Minutes to Set Market Prices 18.77 0.59
Number of Prices Set Daily 7.30 0.47
Number of Observations 17

Source: Author’s survey, 1996

Price Discovery by Brokers

Price discovery generally refers to the processwimch a market-clearing price is
obtained in a centralized marKkét. In Ethiopia, grain brokers carry out an implitidding
process that results in a single daily Addis Abapat price for each type and origin of grain
prevailing in Addis Ababa market. Prior to thears of the market day at 6 am, brokers
individually evaluate the supply and demand cooddiin the market. Using the previous day’s
closing price as a starting basis, brokers indizilgu“fix” a market price for each type and
quality of grain they have received from region@ms. They then adjust this price according to
what other brokers may have fixed in nearby stald/ithin a 10-15 minute period, this
tatonnemenprocess results in a single daily spot price fachegrain, by type, regional origin,
and quality.

For this reason, unlike in many agricultural mask#troughout Africa, a single cash
price prevails in the Addis Ababa market for a giegiality and origin of a particular grain. This

1 See Commodity Trading ManyaThicago Board of Trade, 1989.
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spot price generally holds for the entire tradiegiqd (between 6 and 9 am) or change one or two
times as the closing of the market approachesaah¥ On a given day, brokers determine up
to 40 such spot prices for the five principal gsdiraded on the Addis Ababa markéff, wheat,
maize, barley, and sorghum.

This price discovery process has significant ingilans for the national grain economy
in that studies of market integration have shovat firices in major regional deficit and surplus
markets are closely linked to the Addis Ababa p(Mdegassa, 1998; Dercon, 1995). The price
discovery role played by brokers represents a higpkcialized market function, resulting in
finite variations in price according to a very psety defined quality of grain. The relevant
parameters of quality used by brokers are colsteiaappearance of kernels, moisture content,
impurity, breakage of kernels, and baking qualitie§hus, on a given market day, 11 different
prices of wheat, varying from Eth. Birr 105 to 1@Br bag were noted in the Addis Ababa
market, each of which was identified precisely adow to its region of origin, variety, and grade
(Table 7). Similarlyteff prices ranged from Eth. Birr 130 to 245, and bapeges from Eth.
Birr 105 to 300 per bag.

Surprisingly, official trading agencies do not rgoze the price discovery function of
brokers and trade licensing and regulatory bodmigher distinguish brokers from wholesale
traders nor acknowledge their price discovery rdiéoreover, this function is equally hidden to
other market participants, such as consumers antefa, because the various grades determined
by brokers are not openly labeled or known. Du#hi®lack of transparency, a recent attempt to
establish a public market information system, setaireport a single price for each of the five
grains, failed to distinguish the origins and qtiedi of grains, as is done by brokers. (Grain
Market Research Project, 1996)This failure was due to the lack of awarenesthisfrelatively
sophisticated market function of brokers.

Table 7. Wholesale Grain Prices in Addis Ababa M&et, December 1996

Grain Origin Variety Quality Price
(Grade)  (Birr 100 kg bad)

Teff Ada Magna i 245
Ada Red it 165
Butajira White i 215
Welenkomi Mixed i 180
Gojjam Mixed ! 155
Gojjam Abolsey 3 140
Gojjam Red i 130

Wheat Ada Israel b 175
Ada Israel b 150
Ada White i na.
Ada White pa 160
Ada Aybo i 175
Ada Abesha b 175
Ada Abesha ! 170
Arsi Favel ! 145
Arsi Favel > 135
Arsi Favel K3 105

12" The Addis Ababa grain trading association esthbt that trading would occur only between 6-9 am

Monday to Saturday. Other rules set by the asSoniaoncern the logistics of delivery trucks andrket
taxes for infrastructural improvement

13 Brokers revealed in interviews that they useghgsrameters to determine the appropriate price.
14 Grain prices reported were for mixed teff, whigley, white wheat, white sorghum, and maize.
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Arsi Dashin o 135

Bale Favel i 140
Maize Bale Red i\ 87
Gojjam White i 85
Gojjam Red Va 70
lllubabor White pa 65
Sorghum Wollega White i 140
Jirru White £ 140
Jirru Yellow s 130
Arsi Red £ 110
Barley Sodo Senef ul 300
Sodo Senef g 260
Sodo Wegertena i1 225
Arsi Birra 2 160
Arsi Black 2 130
Arsi Asharo P 105
Guder Black a 135
Guder Asharro i 125

Source: Author’s survey, 1996.
& 1US $ 1 = Eth. Birr 6.35 in 1996. ® Bags are unstandardized and vary between 90 t&g<0

In essence, the Ethiopian price discovery processt glosely resembles what is known
as Ring trading in the London metals market, incivhmetals brokers determine the daily price of
each metal within a pre-set time period throughdinid on the price (Gibson-Jarvie, 1993).
Other examples are found in the London bullion ragrwhich informally determines the London
Gold Fix, a daily gold price?

Entry into Brokerage

There do not appear to be significant formal besrie becoming a broker. Indeed, as
noted above, there are no official requirementsirictions to becoming a broker that are
distinct from obtaining a trading license. Yeg thumber of brokers is relatively small in the
Addis Ababa market. Given the relatively lucratpportunities and the lower risk involved in
brokerage, what, if any, informal barriers to ergryst?

Brokers themselves perceive the trising) they have acquired from their network of
traders as a critical asset in their business arnteaprincipal barrier to entry. How do brokers
acquire trust? One means is through inheritecaboapital. Thus, 60 percent of brokers had a
parent in grain trade, and 40 percent had a pargmtain brokerage. Grain brokerage businesses
pass from generation to generation, transferriegnist gradually from father to son, who
acquires the father’s clients. The high value g@ion the broker’s work is similar to the
importance okinyong or trust, in traditional Chinese trading practiee southeast Asia, which
is also transferred across generations (Menkd#)1¥

5 These insights were provided by Jeffrey Williams

* The existence of trust is the most frequent expianagiven by Chinese traders for their success in
business. The necessity “to trust trust” is amureg safeguards against the possible breach of dsssin

commitments (see Menkoff in Dieter-Evers and Scarati994; Fukuyama, 1995).
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Another means by which brokers secure the loydltheir clients is through extending
sales advances and buyer credits, which potentedjyire that brokers dispose of a certain
amount of working capital for these purposes asd Hiat brokers are willing to be exposed to
some risk. Unlike the price risk that tradersexposed to when they send grain shipments to
their broker without locking in a price, brokers shbe willing to assume the counterparty risk
associated with lending funds to their clients. ndged earlier, brokers are significantly more
endowed in working capital relative to traders,éating that liquidity may represent a critical
barrier to entry.

Finally, location also plays a role in limiting epinto brokerage. That is, an important
aspect of brokerage is being physically presetitermarket with a fixed place of business and
storage facilities. The number of stalls in thedisdAbaba grain market is limited. This may
result in a restricted number of brokers who cagraie in this market. This is analogous to the
fixed number of brokers’ seats in formal exchangesulting in a secondary market for the seats
themselves.

4. Do Brokers Resolve Commitment Failure?

The likelihood of commitment failure causes traderde extremely reluctant to trade
with partners whom they don’'t know. Exchange ke unknown, long-distance, partners
would rarely occur because traders would anticipdieating by their partners. Yet there is
ample evidence that grain is traded consideralganiies around Ethiopia and that cheating is
the exception, rather than the rule.

How does brokerage resolve the commitment probleRifst, as neutral intermediaries,
brokers are uniquely able to gather informatiomra large number of traders. Traders asserted
that their primary reasons for using a broker wheebroker’'s access to trader and the broker’s
superior market information. Close to 40 peradritaders cite brokers’ access to more contacts
as most important in their choice while 25 perdestthe broker’s access to information as most
important in their choice (Table 8). Converseljen traders feel they know the market or have
sufficiently trustworthy partners, they don't usekers. More than half of interviewed traders
(53 percent) noted that, if they knew the markell eeough, they would not use a broker while
26 percent indicated that a broker was unnecesdan they had well-known trading partners.

Second, brokers are perceived as the guarantanadarwriters of a given transaction.
Brokers indicate their role as guarantors or wieesas their most important function in the
market. Through their intermediation, they ensiina imnet or trust, is present in the long-
distance transaction.

Third, because brokers are permanently locatethencentral market, they are easily
identifiable to all traders who come in and outtté market. Thus, they are natural repositories
of information, regarding market flows, the behawb market participants, and the outcomes of
past transactions. Their permanent presence irtghtral market ensures the continuity of a
reputation transmission mechanism. In additiorjrthontinuous presence implies that, in the
event that a falling out between partners occurindua long-distance trade, the broker can be
contacted to mediate and resolve the dispute.
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Table 8-- Rationale for Choice of Broker's Services

Reasons to Work with Broker: Percent  Reasons Not to Work with Percent
Broker:

Broker has better access to market 24.8% | trade with partners whom | know 25.9%

information closely

Broker acts as guarantor 9.7% know the market well enough 52.8%

Broker has more contacts 38.99Brokers cheat on prices 6.5%

Broker identifies good quality 8.0% | want toreaxommission fees 9.3%

| have no choice 10.6% | don’t need a quick tratisa 4.6%

Broker gives business advice 1.8%isagreement with broker 0.9%

Less costly to work with broker 6.2%

N 113 108

Source: Author’s trader surveys, 1996

5. Agency Relations between Traders and Brokers

The Basis of Agency Relations

Relations between traders and brokers appearbad®d on repeated interaction and
exclusive relations. Thus, 87% of brokers’ cliesnts long-term and traders work with a single
broker for an average period of 6 years (Tablé’9yloreover, 59% of traders appear to work
exclusively with a single broker. There is sigrdtfint variation in traders’ exclusive relations with
traders, with 74% to 100% of traders in surplusaeg engaged in exclusive relations, compared
with 22% of traders in the central market.

" Similarly, Fafchamps (1996b) finds an averafiet.d years of business relations among firms in
Ghana.
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Table 9 -- Agency Relations between Brokers and ader Clients

Mean Coefficient of N
Variation

Trader clients obtained through referral 50.00 -- 17
(% sample)
Share of long-term clients (%) 87.43 0.16 17
Share of distant buyer clients from same region (%) 16.00 2.19 17
Share of distant seller clients from same regioh (% 17.89 1.95 17
Broker represents both buyer and seller (%) 7.36 3.62 17
Broker engaged in :
Immediate matching of partners (%) 77.53 0.14 17
Storage of client’s grain (%) 17.00 0.63 17
Buying or selling to client (%) 6.68 1.65 17
Traders using brokers regularly 85.5 -- 152
(% sample)
Traders not able to operate without broker (% sainpl 33.8 -- 152
Traders working exclusively with a single broker (% 59.2 -- 152
sample)
Traders with kinship ties with broker 3.9 -- 152
(% sample)
Years of exclusive relations with a broker 5.6 1.17 152
Share of traders’ transactions where broker giadsss 68.21 0.55 152
advance or buyer credit
Share of traders’ local transactions where trader i 82.42 0.42 152
present with broker
Share of traders’ distant transactions where trader 43.88 0.95 152

present with broker

Source: Author’s survey, 1996

A particular feature of trader-broker relationghat, not only do traders work exclusively
with a broker, but traders in a given location témall work with the same brokéf. Thus,
brokers obtain 50% of their clients through tratexgerrals and 43% from having other clients in
the same region (Table 9).

It is generally uncommon for a broker to repredmih a buyer and a seller in a given
transaction, with only 7% of brokers’ transactidaifing into this category. Similarly, it is
relatively rare for brokers to trade on their ovac@unt with their own clients. That is, if a
partner is not found for a client, only 7% of brokdransactions involved buying or selling grain
directly to clients (Table 9).

Ethnicity does not appear to a significant basisafgency relations in that, while the
proportion of traders with the same ethnic origsrtteeir broker ranged between regions from 8
percent to 54 percent, only 26 percent of all tradeere from the same region as their brokérs.

8 Thus, brokers in Addis Ababa are each specihlinehandling transactions from a particular set of

markets in a region. Brokers who handle grain ftbemsame area have their stalls adjacent to etaeh, o
enabling the rapid transmission of price and mairkermation.

9 Due to the sensitivity of respondents to ethpioiiented questions, the issue of ethnic origirs wa
addressed by asking about the region of origimirthplace, which culturally is interpreted as anethnic
roots. Responses can however be biased in thatadethnic groups may co-exist in certain, thongh
all, regions.
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As further confirmation, only 4 percent of tradezgealed that they had “kinship” ties with their
brokers (Table 9). Similarly, brokers reporthdtf on average, only 16 percent of distant buyer
clients and 18 percent of distant seller clientsawieom the same region. The relative weakness
of ethnicity as a basis of agency relations igi&isg departure from other studies of trust-based
trading networks, in which ethnicity plays a majole (Fafchamps 1992,1996b; Greif 1993;
Evers, 1994).

Traders’ Dependence on Brokers

The majority of Ethiopian grain traders (85 petagfirsample) use brokers regularly. The
level of dependence on brokerage, as measured étherhtraders perceived it was possible to
carry out long-distance trade without brokers, e@across regions. A greater share of traders in
surplus markets, ranging from 26 percent to 70qrérof traders, felt they could not operate in
distant markets without a broker whié traders in the deficit regions (with the exceptidn
Dessie and Kombolcha markets) and the central rhadcesidered it possible to trade without
brokers. In general, regional buyers are mordylitetravel the distance to the central market
and purchase the grain themselves, while regiail@rs are more likely to closely work with a
broker, using telephone transactions. This n@aetio do with the opportunity cost of time
faced by regional sellers of grain, who are busyglpasing grain from smaller rural markets, and
whose business would suffer if they were obligedhgsically travel to the central market for
each long-distance sale.

Openness of Trader-Broker Relations

The absence of a public market information systechthe physical distance between
regional traders and central market brokers indgthiresult in high monitoring costs for traders
to monitor brokers’ actions. Traders suspectithakers occasionally “skim” additional profits
off the actual price that they obtain in the mark&bpposed to the price that they convey to the
trader, a practice referred tofasque. Thus, 79% of all traders generally attempt to scheck
information provided by their broker (Table 10).

The extent to which brokers inform their client®abthe identity of the buyer or seller
whom they have identified is a potential indicatairthe openness of the agency relations.
Overall 64% of traders are informed of their tragpartner’s identity, although there is very wide
variation between regions. With the exceptiorhef Dessie and Kombolcha markets, more
traders in deficit regions were provided with timormation. This is due to the considerably
higher frequency of transactions where the buyphisically present in the central market, 92%
of brokers’ transactions, compared to 58% in theeaH sellers.
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Table 10 -- Openness and Conflict between Brokeed Traders

Surplus Area Deficit Area Central Market Total

Traders Traders Traders Sample
(N=64) (N=51) (N=37) (N=152)
% Traders who cross-check80.6 80.9 64.7 78.6
information from broker
% Traders to whom broker reveal$3.5 74.4 66.7 63.7
identity of trading partner
Share of transactions that traders  64.71 75.70 58.21 68.21
know their trading partner (38.01) (38.78) (30.10) (37.65)
% Traders who consider directly82.7 72.1 66.7 76.4
trading without broker
% Traders who feel direct trading27.9 51.6 50.0 39.3
would cause conflict with broker
% Traders who have experience83.9 31.1 42.1 34.1
conflict with broker
Number of conflicts in past yearl.78 0.88 2.07 1.47
with broker (3.38) (1.32) (2.99) (2.73)
% Traders for whom conflict was0.0 125 0.0 4.3
resolved through legal recourse
% Traders for whom conflict was63.6 50.0 100.0 65.2

resolved through mediation

Source: Author’s survey, 1996.

A possible implication of providing partner infortian to clients is that, with this
information, traders would attempt to bypass thedkers and trade directly amongst themselves.
Overall, 76% of traders indicated that they wowdsider direct exchange without their broker.
However, 39% of traders felt that the implicatioould be to enter into conflict with their broker,
if they were to do so. In contrast, relatively femkers (21%) felt that direct exchange was
likely to occur without their involvement as witises and facilitators of the transaction.

Conflict between Traders and Brokers

Conflict between traders and brokers may arise vitaglers suspect price
misinformation by brokers or when traders atterogiytpass their broker and exchange directly
with partners whom their broker found in a previtnamsaction. Yet, relatively few traders (34
percent) had ever experienced conflict with theakler over the entire period of their working
relations and the average number of conflicts awsear (1.5) has a very high coefficient of
variation (Table 10).

The majority of traders (65 percent of sample) uséarmal mediation as a means of
resolving conflicts, with the share of traders gdims option ranging from 40 percent to 100
percent. In sum, relations between traders ankkbsappear to be characterized by relatively
little conflict and the absence of legal recouidee widespread use of informal mediation, rather
than legal recourse, is consistent with the exitstaf generalized social norms that govern
economic relations (Platteau, 1994b).
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6. Incentive-Compatible Norms Sustaining Agency Rations

The sustainability of the brokerage institution iotme depends on the extent to which
brokers are prevented from abusing their trust ti#ir clients. Without institutional constraints
limiting the possibility of opportunistic behaviby brokers, trader-broker relations would be
characterized by a higher incidence of conflict euadild not be self-enforcing. In the absence of
any market regulation of their function and givla high costs of monitoring the activities of
brokers, what norms prevail to limit cheating bghk®rs and serve to maintain long-term agency
relations between brokers and traders?

Effective Reputation Mechanism

Agency relations are structured in a manner thatiges a means for sanctioning
brokers’ actions. Thus, while the practice of snaaders in the same market working
exclusively with the same broker appears to giakérs significant market power vis-a-vis the
individual traders in a market, this structure atljuoffers a safety net for individual traders in
that information provided by the broker flows fieaimong all traders in a given market. This
enables a reputation system to work by the implicitat that a broker who cheats one client is
likely to compromise relations with all clientstimat market and nearby markets in the region.
Evidence suggests that traders actually do carrganctions and effectively boycott brokers.
For example, over the course of survey visits,d@radh the Nekempte market collectively
boycotted their broker and together switched tewa hroker.

The Absence of “Market-making”

A second means of limiting opportunistic behavigibibokers lies in the incentive
compatibility of brokers relative to their clienté potential source of conflict in agency relagon
would exist if brokers, trading on their own acclought and sold grain from their own
clients?®® As noted earlier, it is not common practicedaain brokers to buy or sell clients’ grain
on their own account, at least overtly, in thetiests of maintaining neutrality vis-a-vis their
client traderg® Thus, the grain market structure does not haededor “market-makers,” who
openly purchase unmatched orders at a discounbidhegrice) and sell unmatched orders at a
premium (the ask price), in order to create a ntdikkehose willing to pay the price of
immediacy (Demsetz 1968).

Brokers reiterated that trading on their own act®was considered a serious breach of
the implicit rules governing agency relations. &8&ge information on purchase and sale orders is
incomplete at any given point in time, traders @droonfirm a broker’s information that a partner
was unavailable. Brokers would only be willingttansact at a rate more favorable than the
market, thus causing a strain in their relatiorih wlients?

% A number of commodity exchanges, such as the Chi&aprd of Trade, prohibit house trading by

brokers, in order to limit “frontrunning,” when bters trade on their own accounts before placingnts
orders of which they have a priori information.

2L While brokers stated that they do not tradeatliyewith their own clients, many are engaged imigr
trade. Thus, brokers may conduct undetected ‘fumming”, in which case they would be reluctant to
reveal the identity of the matched partner.

22 Matching remaining orders at the market pricaulonot be economically rational behavior for a
broker, who would incur market risk in the process.
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Flat Commission Rates

Third, Ethiopian grain brokers are compensatediferr services with a fixed
commission that is a flat rate per quantity tratescrather than a percentage of the final
transaction price. This practice is common toedfions studied in Ethiopia and confirmed by 93
percent of brokers. Lirenso (1993) also notedphigment system in the Ethiopian grain market
in 1992. The flat fee is fixed across brokers acass time, but varies according by redion.

The practice of fixed brokerage fees has also beesd in other studies, in rural Indian
foodgrain markets by Lele (1971) and in northerge¥ian grain markets by Gilbert (1969).
Historical records from the late @entury indicate that brokerage fees for graidedaon the
Chicago Board of Trade were flat fees per quaaiity fixed across tinfd. This is also true of
other international commodity markets, such asesofind cocoa. In these markets, both sellers
and buyers pay commission fees, as is the cabe iBthiopian grain market.

In the Ethiopian grain market, a flat brokerageifeeompatible with broker incentives
for several reasons. First, brokers do not uswaityas dual agents, and represent only one of the
trading partners. Thus, they receive a commissamn only one party in the transaction. In a
given transaction, both the seller’'s agent andtheer’'s agent each receive a commission from
their clients.

Second, the service for which brokers are compedsatnot price search, given that
there is a spot price that prevails in the maret rather the search for buyers or sellers. Iier t
reason, brokers maximize profit across a largenselof transactions in a short period of time,
charging a small transaction fee.

Third, and most important in the Ethiopian marketiat commission limits cheating by
brokers. Since brokers themselves determine thkanhprice in the price discovery role
described above, a percentage fee would bias ibe giscovery process and provide brokers
with incentives to fix the prices to their advardgag

% Brokers charge different fees for grain comingnf different regions. The fee is the same for all

brokers handling grain from the same region, arahghs in the fee are jointly determined by the érek
** See the Thirtieth Annual Report of the Trade @odhmerce of Chicagd 887.
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7. Conclusions and Policy Implications for Transfrming
Agricultural Markets in Ethiopia

Economic growth is dependent on stable political @onomic institutions that
provide low costs of transacting in impersonal ficdi and economic markets.

With nearly half of the Ethiopian population depenton the foodgrain market, the
performance of the domestic market is vital for dogecurity and economic growth. The
liberalization of the Ethiopian grain market in D9Bas effectively reduced marketing margins
and enhanced long-term market integration. Yetkataperformance remains “efficient-but-
poor,” in that reform hasot lead to market development in areas such as aba#la
arrangements to transfer risk, increased imperserehange, the provision of value-added
beyond transport, and increased trader investmenté relatively low share of domestic
production is marketed, 28% in a good harvest geigh as 1995/96, and an even lower share
goes through private marketing channels, only 18%otal production. Thus, the scope for
increasing the scope of market participation botlrdlume and value-added remains high. The
effective expansion of the grain market dependsaith on the ability of traders to exchange grain
anonymously with buyers and sellers in distant mtskwithout risk of commitment failure.

Weak public market information, the lack of gratandardization, the oral nature of
contracts, and limited legal enforcement of contrace all factors that contribute to the diffigult
that traders encounter in attempting to trade tir@gth an unknown partner. Using primary
data, this paper argued that brokers enable traoleisccumvent commitment failure and facilitate
anonymous trade. The analysis revealed that sdiere multiple functions in the grain market,
among which a key role is to act as inspectorswtriesses to each transaction and guarantee
that the contract will be enforced, supporting insp@alized exchange in the Ethiopian grain
market. In addition, brokers deliver “public gogdsuch as market information and product
classification, as well as playing a key role im@octing price discovery. Brokers thus
determine market-clearing prices of a large nunalbgrains according to very specific attributes
of type and quality, enabling highly differentiagiducts to be traded in a systematic fashion.

In response to the risk of commitment failured&s either choose to trade with partners
with whom they have a prior, personalized, relaiop or they engage the services of a broker,
whose role is to conduct search on their behadipect the delivered grain, handle the delivery
and payment logistics, and guarantee the transactvokers retain a repository of information
on traders’ market behavior and are thus able lvetea very important good, trust annet
The presence of brokers facilitates impersonagrmmymous, market exchange between traders
despite the constraints imposed by the market enwient. While 85% of the sample of traders
indicated using brokers, the use of brokers remabmmmewhat limited. Overall, traders use
brokers for roughly one-quarter of their transawdio For long-distance trade, traders use brokers
for between one-third to one-half of their trangatt, suggesting that personalized exchange
continues to be important.

A closer investigation of the norms and rules ulyiley agency relations between brokers
and traders revealed that client relationshipsgamerally long-term with repeated interaction
over an average of 6 years. A somewhat surprigaglt is that these relations are unrelated to
ethnic ties, with only 26% of traders having theneaethnicity as their brokers. Although traders

% Douglass North, “Institutions and Economic GrowAtm Historical Introduction,"World Development
No. 9, September 1989.
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have difficulty monitoring the actions of their kays, conflict is avoided through established
norms that provide incentive-compatible constraiots cheating by brokers. These norms
include the specialization of brokers by region #mel fact that a large number of traders in a
given market all use the services of the same IbroKenese practices ensure that traders can
inform each other of their broker's actions andemiively punish the broker in the event of
cheating. Second, brokers are compensated witdt €, rather than a percentage fee, which
limits their incentive to incorrectly report theigers at which grain is transacted.

The findings highlight how, in the context of theeak marketing environment in
Ethiopia, the brokerage institution spontaneousinimmzes transaction costs and facilitates
exchange. However, the study also reveals thatitistitution at present plays a limited role in
that traders continue to rely on personalized tfatlea significant share of their transactions,
even in distant markets.

In light of the above, three areas of policy ingrtton emerge from the study findings.
The first is the broad issue of addressing thetcaimss in the marketing environment that lead to
high search costs. The second is how to reducddhenance of personalized exchange, which
in turn, limits the scope of the market and conti@s to a reduced capacity to effectively respond
to market signals. Related to this, the third dsshow to capitalize on the welfare gains of
brokerage through increasing the share of markgigid handled by brokers.

Reducing Transaction Costs of Search through a Gr&xchange

The key to reducing search costs is to reducextkeage time required to find a trading
partner for a wholesale transaction. At preseiit) wr without brokers, it takes 1 to 3 days on
average to find a trading partner, bearing in nihet the real issue is finding a partiieat one
can trust The implications of this are that opportunitystoof both labor and capital in the form
of grain inventory are incurred and working captigles not rotate as frequently as it could.
Reductions in search time would thus require a meameadily informing traders and brokers of
corresponding supply and demand, while at the same screening potential partners and
maintaining a record of past behavior in the markét well-known mechanism that reduces
search time, coordinates market offers, and effelgtiscreens market actors is a grain exchange.
In a sense, the operations of the central markdelns described in this study resemble that of an
informal grain exchange. Thus, a formalized in§tih such as a grain exchange, located in the
central market of Addis Ababa, would leverage ¢l texisting role played by brokers, who
would continue to carry out the matching functiorBrokers’ search efficiency, operating in a
formal exchange, would be enhanced through theotisgformation technology and improved
logistical coordination of supply and demand offers

At present, the central market of Addis Ababa playkey role as a clearinghouse for
grain supply and demand, serving all regions of ¢bentry. In addition to the presence of
brokers in Addis Ababa, who are specialized in raagearch and price discovery, Addis Ababa
has a natural advantage in this role is that ibéated in the center of the surplus zones (in the
western, southern, and northwestern regions) amdi¢ficit zones (in the eastern, northeastern,
and northern regions). The radial structure ofamepad links and of telecommunications gives
the Addis Ababa market an infrastructural advantage

A viable exchange depends on a number of supgoitistitutions. Among these are a
regulatory apparatus, which establishes rules andefines governing the behavior of buyers,
sellers, and intermediaries on the exchange. GCeammghtary to this is the need for legal
underpinnings of an exchange, that is, commereaiakIthat address the conduct of the market.
At present, the commercial code in Ethiopia is atiqgaated French code dating to the 1930s,
with little relevance for actual trade practices hird, a transparent system of grades and
standards of different qualities of grains is reedito ensure that transactions relate to clearly
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established products. A corollary to this is theedh for a neutral inspection service that
establishes the appropriate grade for traded graifsnally, a liquid grain exchange depends
critically on a functioning system of trade financ&hat is, an underlying warehouse receipt
system that is closely supported by the bankingtiri®ns is needed to ensure the smooth
transfer of payments across market actors. Othpoitant elements for the functioning of an
exchange include standardized contracts that iocatp standard contractual parameters such as
dispute settlement, weight and quality toleranoe,farce majeurerovisions as well as a market
information system.

Depersonalizing Personalized Exchange

This study indicates that traders avoid transadtisk on long-distance trade by trading
with partners they know. Social capital, definedhbin quantitative and qualitative terms as the
number of trustworthy trading contacts, enableders to carry out long-distance transactions,
given existing transaction costs. Thus, in additio reducing search costs, a complementary
policy is to target ways to increase traders’ damagital. That is, if it's whom you know, how do
you get to know more? One means of expandingakoapital is to change the way in which it
is acquired. Social scientists distinguish “in{iiosocial capital from acquired social capital- In
born social capital is obtained as a right of bintio a particular ethnicity, religion, or kin. \Wéa
this kind of social capital can be lost, it is diffit to acquire since the acquisition does not
depend on one’s own actions. Acquired social aehfstobtained through one’s own merit, over
time, through repeated interaction, through comimberests, location, or other behavior. The
policy challenge is to increase the relative imaice or worth of the latter type of social capital,
versus in-born social capital. This can be domeugh the promotion of institutions such as
trader associations, where membership is meritebasd can be revoked depending on behavior.
Similarly, existing licensing bureaus can be gitba role of maintaining historical records of
previous trade disputes and provide this infornmam request, similar to a credit reporting
agency.

Increasing the Use of Brokers

The study has shown that, despite their specthlfmactions in the market and clear
efficiency gains to using brokers, traders only bsekers for 25% of their total transactions.
Even for their long-distance transactions, whewrgae costs are higher, traders use brokers for
roughly 33% to 55% of transactions and brokers dwagdle 16% of the total marketed surplus.
While this may justify promoting direct exchangeotigh expanding social capital, ultimately
this strategy alone is not likely to expand thecheaf markets sufficiently. Moreover, the
specialized function of brokers in both matchmakasgwell as price discovery is an important
source of efficiency gains, that would not be cegduby expanded social capital. Thus, an
important policy question, then, is what constmixist on traders’ use of brokers.

A close examination of the relationship betweeddra and brokers reveals that traders
have difficulty monitoring their brokers’ actionadithat mistrust and ensuing conflict are issues.
Information asymmetry leads to the greater marketgy of brokers. To get around this, traders
work exclusively with the same broker for long pels, relying on trust-based relations, and
jointly work with the same broker, using reputat@s a disincentive for cheating by the broker.
Thus, policy aimed at capturing greater marketcedficy from increasing the use of brokerage
services should address means of making the bralkdesmore transparent and regulating their
function in the market. To begin, existing tradgulations do not distinguish brokers from other
traders in the market, in terms of issuing a brdkense versus a trading license. Second, policy
to enhance the use of brokers could address tloecenfient of the norms already embedded in
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this institution, such as the prohibition that ke buy and sell on their own accotfhtThird,
policies to regulate brokers’ market behavior aasiude maintaining a record of past violations
as well as a certification process for brokers.

In sum, the policy implications are threefold. kit the existing market environment,
policy can expand access to social capital and prethe use of brokers. At a more fundamental
level, policy needs to address how to transfornmtleketing environment and effectively reduce
search costs, through a viable grain exchange. [aktisr will involve a broad effort to first
establish the various supporting institutions i@t needed to truly change the context of markets
in Ethiopia. These three policy recommendationsukhde viewed as complementary and
mutually reinforcing within the broad objective ekpanding marketed surplus and making
markets more functional relative to the needs efptbpulation.

% In many organized exchanges, brokerage housegmhibited from taking advantage of their

knowledge of their clients’ orders to take a mag@sition, a practice which is called “frontrunnihg
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