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Trading is a search problem
Trading is a search problem.  Buyers must find sellers, and sellers must find buyers.  Sellers seek buyers willing to buy at high prices, and buyers seek sellers willing to take low prices.  Trading is done across space, across time, and even across form.  As long as there is a gap between the sale and the purchase of a product, trading involves risk.  And the willingness and capacity to take risk differs greatly across actors in the market.  Thus, in the trading world, there are many types of actors, and many different motivations why people trade.  
Understanding why people trade is critical for establishing a well-functioning market.  On the other hand, not understanding the roles and motivations of different types of people in the market and their relationships to each other can lead to a poor design of market institutions, or worse yet, can lead to flawed policies and regulations that ultimately undermine the market.  As a symbol of the free market, a Commodity Exchange enacts the relationships between all types of market actors, and serves them all in different ways.  In this article, we address this question and its implications for the design of the Ethiopia Commodity Exchange.

Three types of actors 
First, let us distinguish between three categories of participants in an Exchange.  First, there are those interested in the physical commodity itself, such as producers, processors, or consumers.  These actors either have a product they want to sell, or they wish to buy a product for a particular purpose.  Typically, these actors are least willing to take risk and actively seek to reduce their risk to as little as possible so, if they can, they prefer to pass on their risk to someone else in the market.  
Second, there are those who are interested in arbitrage, which is taking advantage of the opportunity to buy at one price and sell at another to make a profit.  These actors, such as dealers and brokers, are interested in taking calculated risks involving the sale and purchase of commodities.  Dealers trade directly with either buyers or sellers of the product.  Thus, they buy the product at one price from sellers and sell it at another price to buyers. The price at which they buy is the bid price and the price at which they sell is the ask price.  Thus, a dealer is really trading in the “bid-ask spread” rather than in the commodity itself.   Dealers add value by creating a market for those who want to sell or buy at a particular time or location.  This is also called providing liquidity to the market.  Put another way, clients pay dealers to take marketing problems off of their hands.   Brokers are agents who arrange trade for their clients.  Unlike dealers, brokers do not trade directly with their clients.  They benefit from the commission they charge for arranging trades between buyers and sellers. 
Both brokers and dealers, as market intermediaries, play an important role in the market by offering options to trade.  Through their actions, they ensure that prices do not vary much across markets.  When prices diverge, dealers buy goods in cheaper markets and sell in more expensive markets, thus connecting sellers and buyers across these markets.  However, across history, whether in Ethiopia or elsewhere around the world, society has tended to view market intermediaries, otherwise known as middlemen, with suspicion, if not sheer loathing.  In fact, most currently industrialized countries had earlier laws in place that aimed to curtail or even eliminate those considered parasites.  For example, around the 1600s, English Common Law, upon which American laws are based, specifically outlawed many practices that we now take for granted, such as the purchase of grain before the harvest for later sale, or the purchase of grain in one market and resale in another.  But over time, societies that have developed strong agriculture have also evolved in their thinking on the role of middlemen.  They have come to understand that market intermediaries provide a vital service, not just by transporting goods from where they are produced to where they are needed, but in matching buyers and sellers and bearing the risk that others do not want to shoulder.  Often, farmers, although they may grumble about middlemen, have an astute and better understanding of the role and value of these intermediaries than policy makers and the public.
A third category of market participant involves those who are even less interested in the physical commodity, and even more willing to take risks based on their predictions or informed guesses about the direction of the market.  These actors are speculators, who profit from information they have about future prices.  Well-informed speculators can predict future prices better than other traders in the market.  Speculators choose to buy or sell based on which side they expect will be profitable.   Speculators are very important players in the market.  They provide the market with signals about the future based on their ability to judge market trends and are willing to take a risk on their judgment.  Thus, they enable those who do not want to take risks to transfer their risks to them.   Put another way, those who want to protect themselves from future price movements can only do so because there are others who are willing to take a risk on those price movements.  This enables risk-averse actors, such as farmers and processors, to hedge their risk by selling or buying at a future price from someone willing to take a risk, that is, the speculator.  Unlike the arbitrageurs in the second category, speculators only exist where there is uncertainty over time, leading to a given degree of price volatility in the market.  The very nature of agriculture imposes an inherent risk on farmers.  Because there is always a gap between planting and harvesting, farmers are always exposed to the risk that prices will fall below their costs at harvest time.  Farmers manage their price risks by entering into an agreement to sell their product for delivery at a future date at a price set earlier.  To do so, they need a corresponding buyer willing to speculate on what the market will look like at the time of delivery by farmers.  

Despite what may seem like an important role for speculators, clearly, speculation is met with even greater suspicion and mistrust by traditional societies.  This is not entirely without reason.  If markets are not organized and properly regulated, speculation can have major negative implications.  Speculation is based on underlying information, either about fundamental values of supply and demand in the market or about the behavior of others in the market.  While well-informed speculators can benefit the market by signaling their expectations of future market trends, other speculators can actually “bluff” or corner the market through actions intended to drive the market away from its fundamental values.  Thus, speculators can include those who attempt to manipulate prices, leading other traders to take on foolish risk and undermine the market.  This is where trading rules and enforcement of the rules are very important in ensuring that speculators do not undermine the market.
From Delala to Brokerage Firms
A commodity exchange is designed to minimize the search costs of trading and to ensure a market for all types of actors.  An exchange depends on high volumes traded in the given commodities, low margins, and a certain amount of volatility that provides arbitrage possibilities for both dealers and speculators.  As we have seen, all three types of market actors have a role to play in the exchange, and they all depend on each other, even if their interest in the commodity itself varies considerably.  

Brokers play a particularly key role on an exchange.  Because exchanges only allow their members to trade, brokers provide access to the exchange for others, such as farmers, processors, consumers, and dealers.  The reason that an exchange limits trading to members only is because of the need to manage counterparty risk and to regulate the trading floor.  As the gateway to the exchange, brokers are therefore vital.  Brokers have several important functions.  First, they provide access.  Second, they provide knowledge.  Brokers are usually experts at trading.  They generally know more about who wants to trade than others, are better negotiators, and are able better able to manage the timing of trading.   Third, within the context of an exchange, brokers help their clients clear and settle their trades.  Brokerage is thus an important service to other market participants in an organized market.   

Brokers have long played an important, though often maligned, role even in traditional markets.  Ethiopia is no exception.  Earlier research by IFPRI shows that 85% of long-distance grain traders regularly use delala to enable them to do trade with others.  Across history, brokers, also known as commission agents, are referred to as dillali in the case of food markets in northern Nigeria, dalaal in the context of livestock markets in Somali and the Sahel region in West Africa, and dalal in commodity markets in India. In fact, the bustling modern street that houses India’s major stock and commodity exchanges in Mumbai is called Dalal Street.  

At the same, we also recognize the difference between traditional brokers, delala, who rely on the lack of market transparency and the absence of public market information to benefit, and modern brokerage firms, who operate as major players or members of organized exchanges through providing the services of negotiation, order, market experience, and clearing and settlement.   
Recognizing all the roles 
As Ethiopia and Ethiopian society and its policymakers move forward in establishing the Ethiopia Commodity Exchange, careful thinking about these different actors and their respective roles is required.  The promotion of formal brokerage firms that meet the needs of a modern and orderly marketing system is key to the success of the Ethiopia Commodity Exchange.   An exchange is built on the needs and motivations of all the players, not just the farmers or the consumers.  Recognizing that arbitrage, which is the buying and selling of commodities for profit, is itself a valuable contribution to the market is critical.  Similarly, recognizing that speculation also brings benefits, in terms of liquidity and risk transfer, is required.  This recognition is not a simple transition in the thinking of a society or its leaders.  It takes time and learning-by-doing.  But this recognition is at the heart of the market creation effort in progress.
