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	EUROPEAN corporations are not paying enough attention to the opportunities that weather derivatives can add to their risk management portfolio, according to one member of the Weather Risk Management Association (WRMA).

Claude Brown of law firm Clifford Chance, a director of the WRMA, said the recent meeting of the organisation in Stockholm had highlighted a growing interest in this type of hedging from the country’s energy providers.

Much of Scandinavia’s power is created by hydro-electric providers, which have very different operating requirements to normal derivatives users in other more traditional fossil-fuel-based energy markets and their interest is a sign of progress for weather derivatives, said Mr Brown.

But aside from this new interest from alternative power companies, Mr Brown thought it was surprising that more European corporates were not interested in weather derivatives.

"The biggest question to me is the reluctance among corporates to take the product into their risk-management programmes. For example, in the summer, hot weather is good for most people but not, for example, chocolate manufacturers. You would have thought it would be an ideal product for them but they still tend not to use them."

While traditional energy companies are still the biggest users of weather derivatives, the biggest trade to date was placed to guard against cold weather stopping construction work on sites operated by a particular building firm. There was even a hedge placed by organisers of Germany’s Oktoberfest beer festival against cancellation due to rain after last year’s floods in the country.

These types of hedges are proof that weather risk management is for any business, according to the WRMA. Aside from energy, the market now encompasses industry sectors from agriculture, managed investments, construction, retail, food service, beverages, transportations, property management and travel and tourism, the organisation said.

And although corporations in some fields are not showing interest in weather derivatives, the market, which started in the late 1990s, is achieving a more established status, with high numbers of smaller trades giving the market liquidity, believes Mr Brown.

Mr Brown said that this year’s figures versus last year’s show a contraction in North America, even though the number of contracts did not decline. 

"The size of contracts was smaller while the numbers were up," noted Mr Brown. "The market is developing liquidity. It does not need to do the big one-off trade there are lots of smaller trades. That is a sign of it becoming a proper market."

Illustrating this are statistics that show trading of weather-related futures and options contracts on the Chicago Mercantile Exchange the main exchange for such instruments set a monthly record of 1,247 in January 2003, compared to 11 during the same month a year earlier. This has already been beaten in the month of May this year.

And while Mr Brown noted that the North American market has contracted, he said there was a very big market for derivatives in Japan, adding that both Europe and the rest of Asia have seen good year-on-year growth. 

The European market reported a total of 1,480 contracts from April 2002 to March 2003 an increase of 90% from a year earlier while in Asia 815 contracts were completed, compared with 445 the previous year.

"The geographic spread is wider," said Mr Brown, offering trades for a fruit grower in South Africa and hedging for a hydro-electric facility in Australia as evidence.

Mr Brown also said that the widening of the European Union membership to include eastern European countries could see interest in derivatives hedging from the commercial sectors of new member countries. 

"As the EU expands eastwards, we could see some interest in hedging. I’m hopeful it will develop alongside the insurance industry," commented Mr Brown.

He spoke to Insurance Day from Moscow, where he was part of a delegation trying to ensure that weather derivatives were included as part of new legislation to create a framework for derivatives products to be allowed in Russia’s investment market. 

"We are here to see that it will be flexible to incorporate new products, as there has been some uncertainty over weather derivatives in Russia," he explained. 

The prevailing weather in eastern Europe means it could prove a successful region for these financial instruments. The WRMA said that temperature-related contracts are the most prevalent among weather derivatives, comprising more than 85% of all weather risk management contracts. Rain-related products account for 10.7%, while wind products comprise 1.6%, the WRMA estimates.

The notional value of contracts in the last year was nearly $4.2bn worldwide, according to a WRMA survey, which was down slightly on the year before due to challenging economic circumstances.

But with the potential economic effect of the weather running into trillions of dollars in the US alone, and a similar proportion of global economic activity also affected, the WRMA still believes the industry has unlimited growth potential. 


