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	DELIVERY OF WHEAT IN COMPLETION OF THE SAFEX WHEAT FUTURES CONTRACT

Introduction

The fundamental basis on which commodity futures contracts are traded is the standardization of all variables to the contract other than the price.  An important element when trading commodity futures contracts is the standardization of the quality of the product. When specifying what product may be delivered in completion of a futures contract, it is imperative that the long position holder is confident that the product delivered will be of a standard and consistent quality and that processing the product down the line will not result in any difficulties or differences in the end product.

Background

The “Safex” wheat contract was introduced in November 1997 with the underlying commodity being bread milling wheat of sound fair and merchantable quality which is fit for human consumption and which complies with the stipulated grading criteria. All origin wheat was permitted to be delivered in completion of the contract on condition that the wheat met the South African grading standards.

During 1998, wheat of an origin outside South Africa was delivered in completion of a futures contract.  Although the wheat matched the stipulated grading requirements, the industry was in agreement that the wheat did not meet the intrinsic bread milling requirements and was therefore not comparable in quality to South African wheat. The matter was discussed at length at the then Management Committee of the then Agricultural Markets Division of Safex. The discussions centred on the need to align the quality aspects of deliverable wheat and the need to broaden the base of available product to limit the possibility of cornering the local market and manipulating prices.  Guidance was sought from the Chamber of Milling as to what wheat was of a comparable bread milling quality to South African wheat and it was agreed to proceed with a positive list of acceptable wheat rather than a negative list of non-acceptable wheat.

In December 1998, the definition of the underlying commodity was changed to bread milling wheat originating in South Africa, No 2 US Dark Northern Spring wheat, No 2 Hard Red Winter wheat, No 3 Canadian Red Western Spring wheat, Australian Hard wheat, Australian Prime Hard wheat and Australian Premium White wheat.  It was also agreed that the origin of the wheat should be clearly stipulated on the Safex silo receipt and that wheat of separate origins should be stored separately to ensure that the contract (50 tons) was of a defined single origin.

In late 2001 a request from a broking member was received to include wheat from Argentina as deliverable in completion of a Safex futures contract.  The matter was discussed in detail at the Agricultural Products Advisory Committee and it was agreed that if the Chamber of Milling indicated that wheat from Argentina was comparable on a quality basis with the then acceptable origins, it should be added to the list. The Chamber of Milling indicated that wheat from Argentina was comparable on a quality basis and Argentina was included in the list of deliverable origins on 1 February 2002 for delivery as from the DEC2002 WEAT contract.

The essence of the situation as it stands at present is that in terms of the Safex Wheat Futures Contract there is the understanding that the bread milling quality of wheat from South Africa, No 2 US Dark Northern Spring wheat, No 2 Hard Red Winter wheat, No 3 Canadian Red Western Spring wheat, Australian Hard wheat, Australian Prime Hard wheat, Australian Premium White wheat and wheat from Argentina is of a similar, comparable quality.  During 2004, the bread milling quality of all wheat in South Africa, domestically produced and imported, was comprehensively tested for the first time.  Independent parties using a wide range of samples conducted these tests.  It is now clearly apparent that the bread milling quality of the origins specified is not comparable to South African wheat.  

During 2004 wheat from inter alia Argentina was imported into South Africa and delivered through the exchange in completion of futures contracts. The issue of standard and comparable quality of Argentina origin wheat to South African quality wheat was raised in relation to deliveries in completion of a futures contract and the matter discussed in the Agricultural products Advisory Committee.  It was agreed in the committee and endorsed by the JSE Executive that comparable quality should remain the basis on which delivery in completion of a Safex futures contract is accepted. 

During November and December 2004, communications were received from both the Chamber of Milling and from Grain South Africa to withdraw Argentina from the list of deliverable origins for the wheat contract.  As it was the policy accepted in the past to base such quality decisions on the recommendation of the Chamber of Milling, and in order to comply with the request from the market to introduce the Sept05 and Dec05 wheat contracts as soon as possible, a decision to withdraw Argentina from the deliverable list as from the Sept2005 wheat contract was taken and communicated to the market on 10 December 2004 (Notice A515). Several market participants indicated that it would be in the interests of the market if the decision should be reconsidered on the basis of a wider range of opinion and input. It was agreed to rescind the decision (Notice A518 dated 13 December 2004) and invite any and all interested parties to submit comment on the matter.  A wide and diverse range of opinion and comment was received by the JSE in answer to the invitation.  The JSE thanks all who responded and every submission was carefully considered in compiling the proposal outlined below.

It must be noted that South Africa is possibly unique in the world in that a voluntary agreement exists whereby producers agree to only plant certain varieties of wheat that have been accepted by a technical working group of the industry based on agreed parameters relating to agreed characteristics, the so called “Release Criteria”.  The end result of the voluntary agreement is that bread-milling wheat that falls within the South African wheat grading standards meets, within agreed tolerances, the agreed bread milling characteristics or quality attributes. In other words, there is a direct link between the grading standards and the bread milling quality of South African origin wheat. The result of this Millers and Bakers List / Cultivar List is the maintenance of consistent bread milling quality for ALL bread milling wheat produced in South African. This requirement does not apply to imported wheat nor is a similar system in place in other countries.  

It is therefore practically impossible to standardize, on a South African comparable basis, the bread milling quality of wheat across multiple origins based solely on the country of origin. Although wheat may meet the South African grading standards, the bread milling quality of imported wheat can vary widely within a single country of origin because there is no direct link between the grading standards and the bread making characteristics as in South Africa. As an example, the following table illustrates the findings of the South African Grain Laboratory of imported wheat into South Africa during 2003/2004 as to the agreed permissible parameters (from the agreed Release Criteria) for four of the more important bread milling wheat quality characteristics, notably mixing times, flour extraction, water absorption and dough strength. Note that all the samples tested met the South African wheat grading standards, B1, B2 or B3. It is clear that, based on the samples tested, no imported wheat consistently matched the requirements agreed to for the production of domestic wheat as agreed in the Millers and Bakers List / Cultivar List.

Table 1

Deviation in Quality Attributes (Flour Extraction, Water Absorption, Dough Strength and Mixing Times) of wheat imported from USA, Argentina (ARG) and Australia (AUS) from the Agreed Tolerances for South African Wheat.

Primary Quality

Official Release 
USA
Australia
Argentina
Attribute
Criteria (Dec 2004)
B1
B2
B1
B2
B3
B2
B3
Flour Extraction
80
72.90%
72.80%
71.10%
70.40%
70.40%
72.70%
72.90%
Water Absorption
62
62.20%
60.20%
64.20%
63.10%
63.50%
60.70%
60.70%
Dough Strength
.<1
1.49
1.85
1.72
1.59
1.84
2.76
2.35
Mixing Time
2.8
3.3min
3.9min
2.9min
3min
3.3min
4.2min
4.5min
 
Agreed Tolerance
 
 
 
 
 
 
 
Deviation Flour Extraction
-1.2%
-8.87
-9
-11.13
-12
-12
-9.13
-8.87
Deviation Water Absorption
.-2%+2%
0.32
-2.9
3.55
1.77
2.42
-2.1
-2.1
Deviation Dough Strength
.-20%+20%
49
85
72
59
84
176
135
Deviation Mixing Time
.-10%+25%
17.86
39.29
3.57
7.14
17.86
50
60.71
 
 = Outside tolerance
Proposal

In order to address the present inconsistency of the bread milling quality specifications as they relate to the delivery of wheat in completion of a Safex futures contract, it is proposed that the specification for the futures contract be amended on the following basis:

Wheat: 
means bread milling wheat originating in South Africa and any other origin of sound, fair and merchantable quality which is fit for human consumption and which complies with the listed criteria and the requirements and methodology as contained in the SOUTH AFRICAN RULES FOR THE CLASSIFICATION AND GRADING OF WHEAT for the grades B1, B2 and B3 and which falls within the agreed tolerances as contained in the Release Criteria, as determined from time to time by the Technical Working Group of the South African Winter Cereals Trust for the primary quality attributes of flour extraction, water absorption, mixing times and dough strength.

Going Forward

Written comments on the above proposal, particularly as regards the principle upon which it is based, should be sent to the Agricultural Products Division of the JSE before close of business on Friday 28 January 2005.  It remains the intention to finalize this matter by the end of January to enable the introduction of the Sept05 and Dec05 Wheat contracts with the amended delivery specification as soon as possible thereafter.

The specific tolerances of the primary quality attributes applicable for the marketing season will be communicated by way of an official JSE Notice.  As is the case at present, the short position holder will be required to ensure that the product delivered meets the required specification. 
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