Weather Derivatives

Market size reaches $7.5 billion

· Increase in use seen in electric power and leisure

The market size of weather derivatives (financial derivatives product) to hedge against possible losses corporates may incur through weather fluctuations such as cold summers and warm winters has reached $7.5 billion in total cumulative principal amount of transactions in the past 3.5 years, according to research that the Weather Risk Management Association (WRMA- Washington D.C), the association for the industry, recently carried out. This rapid increase of the market reflects the expansion of the client base (such as electric power companies and leisure related industries). (Refer to mini dictionary on page 2)

WRMA worked with PricewaterhouseCoopers, a major US accounting firm and interviewed 19 financial institutions and energy-related companies globally which utilize weather derivatives. The research was carried out on the weather derivative transactions contracted in the three and half years since beginning of January 1997 when the market started, till the end of March 2001.

The total cumulative principal amount of transactions contracted in this period was $7,480 million, with $7,296 million contracted in North America, $120 million in Europe and $49 million in Asia including Japan. Although the market for Asia is still small in size, its expansion is quite rapid, increasing from effectively nil during 1997 to $1.5 million in summer of 1999 and to $29 million by winter of 2000. The total number of transactions was as low as 82 as of winter of 1997 but exceeded 1,000 during summer of 2000 and reached 1,633 in winter of the same year. Total number of transitions for the full year of 2000 was 2,759.

Along with the expansion of the market, we are also seeing diversification in the kind of weather risks being hedged.  In addition to contracts used to hedge against fixed levels of temperature, recent transactions also hedge against rain, snow and wind. The client base has also expanded from electric power companies to beverage manufacturers, retail sales companies, agricultural industries and ski resorts etc.

 WRMA points out (Representative Nathan) “We see increasing number of clients that recognize the potential effects of weather fluctuations on their financial performance”.

