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The key opportunities in adopting an open out cry method is its transparency as the members 

and/or their floor representatives can easil y observe who is offering and biding for what 

pnce, 

However, it might be difficu lt to comprehend what is going on the trading pit especiall y when l 

the volume of the trade increases, During the first six trading sessions, it was common to 

observe some members offering higher price and bidding lower price whi le some other 

members are offering lower price and biding higher price , How can a rational member buy at 

higher price whil e some other member is offering at a lower price? In online trading, this w ill 

not be a prob lem because the computer system automaticall y matches the lowest offer and the 

hi ghest bid in time order. 

Besides, if the seller has two or more wa rehouse receipts, he/she shall fi ll two order tickets as 

the computer system does not accept more than one warehouse receipt number. This will 

create operational inconsistency on the members and thus will reduce their interest. However, 

effort has been made to adapt the computer system to the needs of the members , On the other 

hand, designing the minimum contract size to be one [sulo Truck (50 Quintals) IS an 

opportunit y as it is the accustomed trading mechanism in the other physical markets , 
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3.4.3 Clearing and Settling Transactions 

Unlike international practices, clearing and settlement is conducted by the ECX itself. 

Members are required to open member pay-in/client pay-in and member pay-out/ client pay-

out account s at the Dashen Bank and Commerci al Bank of Ethiopia . Thus, the ECX can 

withdraw money from member pay-in/client pay-in account balance and transfer it to the 

member pay-out/ client pay-out account . Members/ clients can not withdraw money fro m pay 

- in account wi thout the authorization of the ECX. 

The Central Depository Division of the ECX generates Electronic Warehouse Receipts that 

identifies legal title to Commodity in the Warehouse. It is transferable and negotiable on the 

ECX. But at the ECX context, warehouse receipts can not be used to secure Coll ateral 

Financing indicating that one of the major benefits of the warehouse receipts is mi ssing. 

3.4.4 Informing the Market 

The ECX di sseminates information on radio, television, electronic pnce di sp lays. The 

electronic price di splays wi ll ro ll over in 200 woreda centers and print media. As part of its 

effo rt to inform the market, it publi shed its first weekly publication bulletin on the 9th of May, 

2008 . Thi s effort may create an opportunity induce positive image w hich is a key ingredient 

to attract demand and suppl y on the trading pit. However, does the current tel ecommunication 

infrastructure allow efficient di sseminate information might be an important chall enge. 
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If the price at the ECX is higher than other physical markets, it will create inflation. This will 

not be welcomed by the government. During the 1960s and the 1970s, the Government of 

India suspended trading in several commodities like cotton, jute, edible o il seeds, etc, as the 

government felt that these markets were increas ing the price of commodities (Multi-

Commodity ECX of India, 2007). 

3.4.5 Rules of the game 

As per Proclamat ion No. 550/2007, the ECX has been authorized to develop rules for the 

governance of its business. The major bui lding blocks of its rules are the following. 

• Fai rness - equitable and neutra l access to the market and non-d iscriminatory treatment 

of all 

• Transparency - prices are readi ly and openly avai lable to all market participants. 

• Efficiency - rapid , accurate and cheaper price discovery mechanism. , -

• Order - avoid disrupti ve, manipulative and dishonest practices. 
=->~ r; 
cj1 

' b 

"--"""" 

Following its authorization the ECX has developed rul es and regulations. For instance, artic le 

144, sub article 144. I of the ECX states that " the exchange may specify the maxi mum and 

mi nimum brokerage rates, which shall be adhered to by the members of the exchange while 

--. 
dea ling with their cl ients. Such brokerage rates may be commodity specific absolute fi gure or 

in terms of percentage on value of contract irrespecti ve of class of commodity. The maximum 

brokerage rate for the time being shall be 2% or s deemed appropriate by the Exchange". 
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Moreover, the members through their associations develop ru les to regulate its members 

through the adoption and enforcement of rules of conduct for fair, ethical and efficient 

practices. 

The enforcement of these rules and regulation might create a positive perception by the 

members in particular and the stakeholders in general that the playing field is equitable and 

efficient. 

3.4.6 Risk Management 

The ECX believes that risk management is central for its normal day to day activities . 

Accordingly, the major risks identified are as follows : 

• Operational Risks: Ri sk of loss resulting from inadequate or failed internal processes, 

systems or people. 

• Market Risks : Risks to the integrity of the market due to fou l play or negligence by 

participants or poor market design. 

However, the major risk which is the subject of this research project (liquidity risk) is not 

clearly addressed on the risk management strategy. This suggests that issues which might 

adversely affect its liquidity are not identified. 
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3.4.7 Conditions for Trade to be Rejected 

Trades in the ECX will be rejected for a variety of reasons. Among the most common reasons 

the following are frequent. 

• Total order quantity in the session exceeds warehouse receipt quantity; 

• The day's trade total exceeds the buyer's member pay-in account balance; and 

• The day's trade total exceeds the buyer's client pay-in account balance. 

When order quantity in the session exceeds warehouse receipt quantity, trade may be rejected 

and the seller may also be penalized. But what will happen to the genuine counterparty 

(buyer)? The very concept of an exchange is avoiding counterparty default risk either party is 

facing . The same holds true when the total daily trades exceed the buyer's member pay-in 

account balance, Until thi s project paper is finalized, the ECX did not design any system on 

how to handle such issues. As Hicks (1 969) pointed out "Exchange is trading in promises, 

which is futi le unless there is some reasonable assurance that the promises will be kept ", 

3.4.8 Governance 

A hybrid model of governance is developed with the following characteristics: 

• Demutuali zed structure with separation of ownership, membership, management; 

• State owned (initially) entity; 

• Member owned permanent trading seats; 

• Jo int Owner-Member Board, Of the 11 Board Members, 5 are represented by the 

members and the other 6 are represented by the government; 

• National ECX Actors Association; 
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• Independent professional management; and 

• Regulatory authority reporting to the Prime Minister office. 

This model is an opportunity for improving governance through a balanced management of 

major stakeholders. Thus, the members and stakeholders might not doubt the independence of 

the institution. However, the model is not without problems. Of the 11 Board Members,S are 

represented by the traders . As a result, the potential conflict of these board members in their 

dual role of overseeing the ECX's activities and trading on its Pit is another major challenge. 

3.5 The ECX Ecosystem 

3.5.1 Members 

The ECX has two types of membership category: Trading Member who trade only for their 

own account and Intermediary Member who trade for their own account as well as for non-

members. Thus, Non-Members can trade on the ECX as Clients of Intermediary members . 

Before Intermediary members trade on behalf of Clients, they must first enter into a Member 

Client Agreement. These groups identified are the major actors for the operation of the ECX. 

The conditions for membership are the following (Ethiopia Commodity Exchange, 2007). 

:» Financial Requirements 

• Payment of Membership Seat price Birr 50,000 

• Net Worth: Audited financial statement. Birr 500,000 and Birr I ,000,000 net worth 

for Trading Member and Intermediary Member respectively. 
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• Provision of refundable Security Deposit in ECX Settlement Guarantee Fund for the 

duration of membership . Birr 200,000 and Birr 300,000' for Trading Member and 

Intermediary Member respectively . 

• 

. ~ . 

After the first year, payment of annual Membership maintenance fee : Birr 5,000 I! a! ~ia 

> Other Requirements 

:i~: ... ~. i'-I; 
• Recognition by the Ethiopian Commodity Exchange Authority as an Exchange Attor....;:..· 

• Evidence of commercial activities in exchange-traded commodities either on own 

account or on behalf of others. 

• Tax registration and maintenance of tax clearance according to Eth iopian law, where 

app li cable. 

• In case of individual: proof of identity, residence, business, and education. 

• In case of private limited company copy of the Memorandum and Articles of 

Association. 

• In case of Share Company: copy of the Memorandum and Articles of Association. 

• In case of partnership : copy of the Partnership Agreement . 

• In case of cooperative: copies of the Memorandum and Articles of Association. 

• In case of public enterprise: copy of the establishing law. 

• Successful completion of Authority-approved Certification examination. 

• Personal interview with the Exchange, and in the case of Share Company, with all 

authorized signatories. 
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Most businesses do not maintain proper accounting records and if they do it is not audited 

unless they are requested by banks for loan analysis . So the requirements might stimulate the 

potential members to move away. Moreover, some might fear that their financial transaction 

can be easily tracked by the Federal Inland Revenue. 

The members need to negotiate only on the price and number of contracts since the other 

major issues are standardized by the ECX. The contract is a standardized on: Product 

quality/grade, lot size, delivery terms and conditions, Payment terms, Price quotations and 

di spute settlement. Till May the 9th, 2008 60 members have been accepted. Another 53 are in 

the process of completing their application for membership . 

The perception of the members in particular and the stakeholders in general as to the 

independence of the ECX is of paramount importance to its success. The lack of trust by 

Ethiopians on the institutions is a key challenge. For instance, opinion poll collected by an 

American Public Opinion Research Group indicated that only 25% of the Ethiopians have 

trust on coul1s (Addis Neger, 2008). 

The behavior of the market actors is another important challenge. Extensive empirical 

analyses of Ethiopian market behavior reveals that market actors conduct business across 

short distances, with few partners, in few markets, and with limited storage, implying that 

opportunities for expanding market activity, otherwise known as arbitrage across space and 

across time are limited (Gabre-Madhin et ai, 2003). 
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3.5.2 Logistic Companies 

The National Task Force on ECX Development (2006. p.23) indicated that some of the 

underlying issues facing the individual countries attempting to establish exchange have been 

the weak liquidity in national markets that make it difficu lt for them to be financially viable. 

Moreover. the lack of necessary infrastructure and key support institutions for efficient trade 

is also a major impediment. Thus, exchanges have had difficulty providing services of real 

value to users. 

a) Transport Companies 

The members are required to transport their commodities to the warehouses. Thus, the ECX 

will not have direct link with transport companies. However, who shall insure the commodity 

when it travels from outlyi ng areas to Addis is an issue not addressed by the ECX. In addition 

as per the assessment of Task Force on ECX Development (2006, p.34), Ethiopia's main 

producing areas and markets are mainly located far from the port and because the logistics 

and hand l ing systems are inefficient; the transport costs of moving grain are high. 

b) Telecommunications 

The ECX is closely working with Ethiopian telecommunications as its information 

dissemination strategy depends on the availability and efficiency of telecommunications 

infrastructures. The ECX plan to deploy 200-250 rural electronic price tickers at the woreda 

level wi ll not be successful if the necessary infrastructure is missing. 
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c) Markets 

The ECX recognizes that other physical markets such as"ehil berenda" are operating along 

with it. Thus, any developments occurring outside its trading pit affect it either positively or 

negatively. In this regard, the presence of a dedicated Market Surveillance Department helps 

it to monitor external environments so as to design appropriate response. 

d) Lending companies 

Under the existing system, the warehouse receipt is not used for collateral financing. But the 

ECX depends highl y on the efficiency of its settlement banks as its clearing and settlement 

system is linked with them. 

e) Legal and Political infrastructure 

One of the reasons for failure in exchange regional initiatives in other parts of the world has 

been the lack of political will (UNTACD, 2007). However, the ECX has the necessary 

political will and support required to push forward. The strategy of the government is 

Agricultural Led Development Industriali zation. The proclamation of a national warehouse 

receipts system in 2005 (Proclamation No. 550/2005) is also an opportunity that the ECX may 

exploit to induce supply of commodities. 
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f) Regulation 

The Ethiopian Commodity Exchange Authority is established by proclamation 55 112007 with 

a view to : 

• Protect market users and the public from fraud , manipulation, and abusive practices; 

• Promote open, competitive, and financiall y viable commodity market; and 

• Educate the general public on the principles and benefits of the ECX, 

These major objectives of the Authority if properly informed to the stakeholders especially to 

the members create an opportunity to bui ld confidence that the activities of the ECX are 

continuous ly regu lated , However, it all depends on how the Authority is perceived by the 

members in terms of independence and capabi li ty, 

3.6 Implementation Design 

The ECX starts operation with spot trading and through time it will devolve into future 

trading, A phased approach, rather than a pi lot approach, is designed for implementing the 

ECX initiative, 

Accordingly, three phases are envisaged, where the ECX starts with the Addis Ababa 

warehouse, trading on r only the selected commodities, with the warehouse operated by the 

ECX itself In Phase 2, an add itional 8 warehouses, also ECX operated, are to be introduced 

into the system and more commodities can be included. In the third phase, additional 

warehouses can be added; the warehousing can be devolved to independent operators, with 

ECX accreditation. As the financial system, the Information communication Technology 

system, and the experience of the ECX develop, forward and futu re contracts may be 

introduced, 
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As per the Ethiopian Development Research Institute Policy (2005), developing new 

exchanges are often most viable if they do not concentrate on introducing futures contracts 

early on, but rather, on trading physical goods alongside warehouse receipts or on providing a 

credit function. Thus, starting trade on spot has the advantages of gaining experience before 

directly starting trade on future which is much more complex. 

However, the challenge is, unlike futures trading spot trading needs the existence of 

commodities in the warehouse, Such requirement indicates that the volume of trade in spot 

contract is inseparable from the vo lume of commodities. In case of supply shortage which is 

currently the case in domestic as well as international markets, the liquidity of the ECX will 

be at stake, 

I ~ .!;. , 
, 
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CHAPTER FOUR 

CONCLUSION AND RECOMMENDATION 

4.1 Conclusion 

The ECX is the fir st of its kind in the Ethiopian modern marketing innovation. Through 

analys is of its model indicated that an effort has been made during its design to consider the 

realities of the country. However, the major issue which is the main subject of this research 

project (liquidity risk) is not clearly addressed on its risk management strategy. These 

overlooked issues might have undesired consequences in terms of the effort to attract the 

required liquidity. 

The findings of the research suggested that there a lot of challenges that the ECX might 

encounter in its ongo ing operation. The brief summary of these challenges is as follows . 

» The current situation of sharply rising domestic and global food prices; 

» The high dependence of Ethiopian Agriculture on the rainfall condition which 

might create shortages of supply in case of drought ; 

» The frequent rejection of commodities due to failure to meet the quality standards 

wi ll de-motivate depositors to bring commodities the warehouse as the cost of 

transporting, loading and unloading and searching any other warehouse is high; 

» The tendency to use outdated closing price as reference price to determine price 

li mits (price filter) may de-motivate buyers and sellers in the case of decreasing 

and increasing price patterns respectively; 

» The poss ibility of government interventions especially in case of increasing price 

patterns; 
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:» The consistency of grades and the fair representation of samples ; 

:» The main producing areas and markets are mainly located far from the port and 

because the logistics and handling systems are inefficient; 

:» The existing telecommunication infrastructure may not be conducive enough to 

efficiently disseminate information using electronic price tickers; 

:» The fact some of the Board members are traders themselves and the potential of 

insider trading; 

:» The market actors conduct business across short distances, with few partners, in 

few markets, and with limited storage, implying that opportunities for expanding 

market activity, otherwise known as arbitrage across space and across time are 

limited; 

:» The lack of trust by Ethiopians on the institutions; 

:» The financial disclosure requirements as well as the tracing of the trade volume at 

the trad ing pit of the exchange may induce the potential members to move away 

owing to the fact that their financial transaction can be easi ly tracked by the 

Federal Inland Revenue; 

:» The fact that Ethiopia's main producing areas and markets are mainly located far 

from the port and because the logistics and handling systems are inefficient; the 

transport costs of moving grain are high; and 

:» Unlike futures trading, spot trade needs the existence of commodities in the 

warehouse. Such requirement indicates that the volume of trade in spot contract is 

inseparable from the volume of commodities. 
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On the other ha nd , the major opportuniti es of the exchange are the following . 

~ The necessary po litical wi ll and sUpp0I1 required to push forward IS already 

ensured; 

~ Et hiop ia is the second largest maize producer in Africa; 

~ The annual cereal production in Ethiopia is 14 million tons surpassing that of 

South Africa by 3 million tons in recent years; 

~ The inclusion of relatively high volume commodities at the first phase; 

~ The open out cry method is transparent and thus the members and/or their floor 

representati ves can easily observe who is offering and biding for what price; and 

~ Starting trade on spot has the advantages of gaining experience before directly 

starting trade on future which is much more complex. 

4.2 Recommendation 

Quite obviously, the ECX should recognize the signifi cance of liquidity and should consider it 

among it s top strategic agenda . In this regard, the challenges and opportuniti es identified in 

thi s paper should be taken to start the journey. After criticall y analyzing the wo rth of these 

initial findings, it should incl ude any other challenges and opportunities to be identifi ed by 

itself and design the road map to attract the level of liqu idity that must be there. Then it mig ht 

justify why the big investment is made by the government. 
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Specifically, the ECX should 

~ Make it clear to all its stakeholders especially to the government that the Exchange 

is not a price stab ili zing scheme; 

~ Discuss with relevant government organs on how to attract potential members. For 

instance, institutional buyers and sellers such as universities and big farms can be 

accepted as members with less stringent requirement. In this regard, the ECX can 

utilize the support of the government it already assured; 

~ I Educate the public on what the exchange is all about. Emphasis shou ld be made on 

teaching the farmers at the grass root level through their cooperatives on how to 

handl e commodities after harvest so that quality might be kept after harvest. 

Moreover, there will not be frequent rejection and subsequent embarrassment 

when depositors bring it to the warehouse; 

~ Devise an optimal balance on how the interest of members is to be reflected by 

Member Boards without the potential of insider trading; 

~ Arrange on how to treat commodities which are rejected but can be accepted by 

making some treatments to it (Fumigation); 

~ J Give training to its employees especially to those who are working under the 

warehouse operation on how to handle customers; 

~ Set the price limit of the trade day using updated reference price. Up until it starts 

trade daily it should relax or tighten the percentage to be applied on the closing 

prices to consider the price volatility; and 

~ Try to include high vo lume commodities such as coffee into its trading pit as soon 

as possible. 

ETII/OI'IA COMMODITY EXCHANGE-CHALLENGES AND OPPRTUINTIES OF LIQUIDITY 

52 

! 

I 
r ';1 

, , 

:. J! , ~ 

<!l,1 

>, 

j. 



Bibliography 

I . Addis Neger News Paper, VoL 1 issue. 27, 2008 

2. Aning, A. Development of Ghana Commodity Exchange-Expected Impact and 

Benefits. Commodity Clearing House Ltd. Ghana, 2007. 

3. Bansal , M. and Bansal N. Derivatives and Financial Innovations. Tata McGraw-Hill 

Publishing Company Ltd. New Delhi, 2007. 

4. Black, D. G Success and Failure of Futures Contracts: Theory and Empirical 

Evidence. Monograph Series in Finance and Economics 1986-1. Graduate School of 

Business, New York Univers ity, 1986. 

5. Blank, S. C. "Research on Futures Markets: Issues, Approaches , and Empirical 

Findings." Western Journal of Agricultural Economics, 1989. 

6. Black, D. G Success and Fai lure of Futures Contracts: Theory and Empirical 

Evidence. 

7. Monograph Series in Finance and Economics 1986-1. Graduate School of 

Business, New York University, 1986. 

8. Blank, S. C. "Research on Futures Markets: Issues, Approaches, and Empirical 

Findings." Western Journal of Agricultural Economics. 14(1989)126-139. 

9. Brorsen, W. and NT Fofana. "Success and Failure of Agricultural Futures 

Contracts." Oklahoma State Working Paper, 1995. 

10. Cariton, D. W "Futures Markets : Their Purpose, Their History, Their Growth , 

Their Successes and Failures." Joumal of Futures Markets . 4(1984) :237-271. 

II . Carlton, D. W. "Futures Markets: Their Purpose, Their History, Their Growth , Their 

Successes and Failures ." Journal of Futures Markets. 

12. Carter, C. A. _Commodity Futures Markets: A Survey. Agricultural and Resource 

'. 



Economics (Australia). 43(1999)209-247. 

13. Emmet Doyelle et al. Growth in commodity investment: risks and chall enges fo r 

commodity market participants. Financial Services Authority. Markets 

Infrastructure Department, 2007. 

14. FOW. The Global Commodity Derivatives Magazine. P 20-21. Euro money 

Institutional Investor, 2007. . "' - . 
l 

15. Gabre-Madhin, E. and Goggin, L Does Ethiopia Need a Commodity Exchange? .S ~ e" 
1..':'( :r~ 'f.l!l iii: 

d h d d
" . C .... ~1J ~ .." 

An Integrate Approac to Market Development: Selecte rea mgs. Ethiop ian i ~ tt II 

~~ j '<l 
Development Research Institute, 2005. • .;: tJ> : 

4.J... .. 
. ".. AI 

16. Gabre-Madhin, E. Market Institutions, Transaction Costs, and soc ial cap ital in thf~ 

Ethiopian Grain Market Research Report 124. International Food Policy Research 

Institute . Washington , D.C, 2001 

17. Goggin, L Developmental Challenges of Commodity Exchanges in Africa 

Selected readings . International Conference on "Commodity Exchanges and their 

role in Market Development and Transparency" Istanbul , Turkey, 2007 

18 . International Financial Services. Commodity Trading. London. 29-30 Cornhill 

London, EC3V 3NF, 2007. 

19. Karpoff, JM. (1987) "The Relationship Between Price Changes and Trading 

Vo lume A Survey," Journal of Financial and Quantitative Analysis 

20. Maizels A (1987). Commodities in crisis An overview of the main issues. World 

Development: 

21. Multi Commodity Exchange of India. An insight into the Commodity Derivati ve 

Market Volume I . Multi Commodity Exchange of India Ltd Training 

Department, 2007. 



22. Proclamations of the Federal Democratic Republic of Ethiopia No. 550/2005, 

National Warehouse Receipts Handling System, 2005 . 

23. Task Force on Ethiopian Commodity Exchange Development Toward a 

Commodity Exchange? Taking Stock of Agricultural Markets in Ethiopia. Addis 

Ababa. Ethiopia, 2006. 

24. UNCTAD. Overview of World' s Commodity Exchanges. Selected readings , na, 

2001,2006. 

25 . Working, H. "Economic Functions of Futures Markets." Futures Trading In 

26. 

Livestock -Origins and Concepts. ed. by H. H. Bakken . Mimir Publishers , 1970. ~ 

wwwunctad.org/TEMPLATESlDownload.asp?docld=7942&lang= I &lntItemID=4~' ::J ~ 
~. , , 
~ . 

029- retrieved on 09-04-08. 

27 . wwwbdafrica.comindex.phpoption=com _ content&task=view&id=7086&Itemid= ' _ 

581 retrieved on 22-04-08 

28. www. fissecuritiesltd.comdowloadablesabuja_sec.pdf retrieved on 22-04-08 

29. www.unctad.org/TEMPLATES/Downloadasp?docid=7942&lang=1 & intltemID=4 

029 - retrieved on 09-04-08 

30. www fissecuritiesltd.comdowloadablesabuja_sec.pdf retrieved on22-04-08) 

31. wwwigidrac.in/-susantIDERBOOKIPAPERS/dsk_draft1.pdf retrieved on 14-

04-08 

32. www.iiefcomlResearch/CHAP7.PDF retrieved on 12-04-08 

33. www. farm doc uiuc.edu/ncccI34/pdfINCRI34%202003%20Meeting%20Brochure. 

pdf retrieved on 12-04-08 

34 . www.unctad .org/en/docs/ditccom20058_enpdfretrieved on 10-04-08 

35 . www.ftp ://ftp .fao.org/docrep/fao/meeting/0111J93 1 1 E.pdf retrieved on 14-04-08 

36. www.ifsc.co.bw/docs/speech_UNCTAD.pdfretrieved on 10-04-08 

37 . www.fi ssecuritiesltd .comdowloadablesabuja_sec pdf retrieved on 22-04-08 



Statement of Declaration 

I declare that this project work is my ori ginal work. It has not been submitted for any 

degree/Diploma in any Uni versity. I have undertaken it independently with the advice and 

suggestions of my advisor for the project, Dr. Mehari Mekonnen (Asst.Professor of Finance 

and Investment). In carrying out of the project work I have different sources and materials , 

which have been appropriately acknowledged. 

Signarure ____ -7~~~------------

Mulugeta Alemayehu 

. , 
• 


