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Ethiopia’s first commodity exchange, ECX, is being rolled out in the context of sharply rising domestic prices.  Key questions that arise are, first, does a commodity exchange reduce or increase inflationary trends? Second, is this an appropriate time to launch a commodity exchange?  And, third, will our Exchange itself be negatively affected by this crisis? 

Let us start with the basics.  There are three factors that influence market prices.   First, there are the market fundamentals of actual supply and demand.  Second, there are expectations regarding the underlying fundamentals.  Expectations and how they are formed and informed is a science unto itself.  Third, there is the market conduct of market actors, such as speculation or market manipulation.  There is a subtle but important difference between speculation and manipulation.  Speculation is behavior in response to expectations of price trends (such as holding grain if one believes there will be continued price increase).  Speculation, when not excessive, is a normal part of market conduct.  Manipulation is illicit or illegal behavior intended to wrongly influence prices (such as creating false scarcity by hiding stocks of grain or spreading false information about supply or demand).  
Now, let us turn to the basic reason for having commodity exchanges in the first place.  The core objective of a commodity exchange is to create a fair, orderly and efficient system for matching supply and demand in order to enable what is called “price discovery” or the true market price based on the alignment of supply and demand.  To achieve this alignment, a commodity exchange can and must regulate market conduct through certain risk management instruments designed to ensure that market conduct follows the principles of a fair, orderly, and efficient marketing system.  These instruments involve setting limits on trading positions, adjusting margin and other deposit requirements, and setting price circuit filters to limit price movements, among others.  

Coming to the case of Ethiopia, the decision taken several years ago to start a national commodity exchange had absolutely nothing to do with the current price inflation.  Rather, the overriding objective then and now is to ensure a fair, orderly, and efficient marketing system to encourage smallholder farmers to produce more for the market, to benefit domestic agro-industry through a more efficient and reliable supply chain, and to enhance Ethiopia’s export competitiveness through getting the domestic market in order.  

Will our commodity exchange reduce or increase prices? 
Our Exchange cannot change the underlying market fundamentals of actual supply and demand.  However, our Exchange will over time enable the better alignment of supply and demand and better regulate market conduct. The Exchange cannot nor is expected to solve the problems facing those adversely affected by higher prices in the short run.  So a dual strategy is necessary to get the Exchange off the ground to provide medium term solutions to better market conduct and price discovery while also accelerating short term non-Exchange solutions to stabilize prices and mitigate the impact of the crisis.  

Is this an appropriate time to launch our Exchange?

There is no doubt that this is a difficult time to launch an exchange and we will certainly be tested by fire.  But every crisis also presents an opportunity.     The need to improve our domestic market remains an imperative with or without a global food price crisis, and in fact, all the more so, as noted by several international experts around the world.  The forecast that global price trends are likely to continue in the foreseeable future implies that producer countries such as Ethiopia must look to this as a medium to long-term opportunity to expand production and exports to the global market.  To the extent that our Exchange provides this incentive and we take a long term view, then it is very timely that our Exchange is launched at this time.   

Will our Exchange be negatively affected by this crisis?
It is important to first consider whether the present crisis is prompted by domestic market speculation which may also adversely affect the success of our Exchange.   ECX is perhaps the only exchange in the world that is starting out as a spot exchange with the intention to later develop futures contracts.    Our spot trading contracts for immediate delivery are structured just like futures contracts but with a 100 percent margin or pre-trade deposits of grain in warehouse and funds in settlement accounts.  These requirements, by virtue of being a spot exchange, limit the scope for speculation.  Many of the emerging exchanges, who have started only as futures markets, are now facing the problem of excessive speculation. 

Looking at the Indian case, there is now a better understanding that it is the spot market that drives the futures market and not the other way around.  Now Indian exchanges are imposing compulsory delivery and higher margin deposits, essentially coming to where we are starting.  In essence, by first introducing a spot exchange, we get the medium to long term benefits of the orderly, fair, and efficient marketing system created by an Exchange, without the risks brought on by excessive speculation.  For Ethiopia’s stage of development, and the challenge of turning the current food price crisis into a growth opportunity, we think this is the way to go.  

Word count:  867

~~~~~ 
