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The Ethiopian government liberalized the
grain market in March 1990, lifting all re-
strictions on private interregional trade,
removing official pricing and quotas, and
eliminating the monopoly status of the mar-
keting board. While market reform has suc-
ceeded in reducing marketing margins and
improving market integration, the market
remains “efficient but poor” in that market
development is relatively limited. Reform
has not led to contractual arrangements
to transfer risk or to increase impersonal
exchange, value-added beyond transport,
and trader investment. Despite reform, only
28 percent of total cereals production
reaches the market and only 18 percent
passes through the marketing chain, sug-
gesting considerable scope for expanding
the grain market, in terms of volume as
well as value-added. Several studies have
addressed the speed and extent of price
transmission in the post-reform period in
Ethiopia, but the role of market institutions
in supporting exchange and the impor-
tance of transaction costs and social capi-
tal have gotten relatively little attention.
This report examines a fundamental aspect
of market behavior: How do buyers and
sellers find each other and coordinate the
transfer of goods?

To date, little quantitative analysis has
been undertaken on transaction costs and
institutions, partly due to the difficulty of
measuring these costs. This study redresses
this gap using primary data collected on
wholesalers and brokers in 1996. Using the
New Institutional Economics framework,
this study sets forth an empirical analysis of
the transaction costs related to search
faced by traders in Ethiopia, traders’ micro-
economic behavior in the market, and the

role of brokers who act as intermediaries on
behalf of traders.

The analysis of microeconomic trader
behavior reveals that Ethiopian grain
wholesalers are generally small-scale, per-
sonalized enterprises. Traders’ arbitrage
activity is mainly limited to transport, with an
average transported distance of 200 kilo-
meters. Traders are quite competitive in
that marketing costs related to transport,
handling, and other marketing activities rep-
resent 83 percent of gross margins and
traders’ net margins are less than 5 percent
of the sale price.

Weak public market information, the
lack of grain standardization, the oral nature
of contracts, and limited legal enforcement
of contracts increase the risk of commit-
ment failure. In response, traders either
choose partners they know well or they
engage a broker. The presence of brokers
facilitates anonymous exchange between
traders. However, while 85 percent of
traders use brokers regularly, they do so
for only one-quarter of their total trans-
actions and 33 to 55 percent of their long-
distance transactions.

A closer investigation of the norms and
rules between brokers and traders reveals
that relationships are generally long-term,
exclusive, and not based on ethnic ties,
with only 26 percent of traders of the same
ethnicity as their brokers. Brokers and
traders avoid conflict through such norms
as the specialization of brokers by region, a
fixed flat-rate fee, and the fact that a large
number of traders in a given market use the
services of the same broker.

Traders are constrained by the opportu-
nity costs of search labor and of holding
capital fixed during search. Trader-specific
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transaction costs of search-labor time and of hold-
ing working capital during search are estimated
as shadow costs from traders’ profit functions, us-
ing instrumental variable estimation to avoid simul-
taneity bias. The transaction costs of search are
significant, representing 19 percent of total market-
ing and transaction costs, and are higher in the
deficit markets, possibly because of the greater
risk of commitment failure in purchasing grain of
unknown quality.

Social capital, measured as the network of trad-
ing contacts available to each trader, is important
in enabling traders to find trading partners more
readily. While traders invest in contacts in distant
markets as well as in regular local trading partners,
less than one-third of trading networks are based on
a common ethnic identity.

Econometric analysis is used to test whether
traders are individually rational in using brokers to
minimize their transaction costs of search, based on
a two-tiered choice of location of trade and use of
broker. Tobit estimation confirms traders’ rationality
in that the use of brokers is significantly and posi-
tively related to both types of search costs and
inversely related to their social capital.

An optimal search intensity model addresses
whether the institution of brokers increases global
efficiency for the market as a whole. The presence
of brokers partly internalizes the positive spillovers
of individual search behavior through strategic inter-
action between the market participants, who base
their search decisions on conjectures about other
traders’ decisions. With brokers, traders with rela-
tively higher search efficiency and lower search

costs choose to search on their own while traders
with low search efficiency and high search costs use
a broker. Numerical estimation demonstrates that
the presence of brokers increases total welfare
by 60 percent. Traders with relatively high search
efficiency have small welfare losses, while relatively
inefficient traders have large welfare gains from
using brokers.

This study demonstrates how, in the context
of Ethiopia’s weak marketing environment, the bro-
kerage institution minimizes transaction costs and
facilitates exchange. However, the study also re-
veals that this institution plays a limited role in that
traders continue to rely on personalized trade for
a significant share of their transactions, even in
distant markets.

Three areas of policy intervention emerge from
the study findings. The first is how to address the
constraints in the marketing environment that lead
to high search costs. The second is how to reduce
the dominance of personalized exchange, which lim-
its the scope of the market and contributes to a
reduced capacity to respond effectively to market
signals. The third is how to capitalize on the welfare
gains of brokerage by increasing the share of mar-
keted grain handled by brokers.

This research yields insights for other countries.
First, policymakers need to directly address search
as a key market issue that fundamentally influences
market dynamics. Second, transaction costs cannot
be assumed to be uniform across market partici-
pants. Heterogeneity in individual transaction costs
leads to different behaviors and different types of
institutions in the market.
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