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	Heavy rains flooded this soybean field in Pocahontas County in Western Iowa last spring. Weather remains one of the main risks in crop production.
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New tool manages crop risk
By Tim Hoskins
Iowa Farmer Today
      The weather has long been one of the main risks in agriculture. 

Now, a tool — weather derivatives — may be able to help farmers manage the weather risk in their operations. Weather derivatives are contracts designed to pay the purchaser if a certain weather event happens.

The event can be related to rainfall, temperature or high wind and is determined by using National Weather Service statistics, says John Polasek, vice president of Entergy-Koch Trading’s Weather Risk Management Group.

He explains weather-derivative contracts can be used separately or in conjunction with crop insurance to mitigate risk related to any part of agriculture that can be affected by the weather. 

This includes heat stress on crops, cold and hot temperatures affecting livestock and energy-input costs.

An example of an ag-related weather-derivative contract would be based on the summer temperature during corn pollination.

“Weather derivatives are a nice supplement to crop insurance,” Polasek says.

Typically, crop insurance covers only major weather catastrophes, he notes. Weather derivatives work on the basis of a contract that includes terms such as period covered, payment amounts and definition of the weather event that warrants a payment.

Generally, the contract payment has a limit.

He says the cost of the contract is partially based on how frequent a weather event occurs. Typically, the more often one occurs, the higher the cost of the contract.

Market conditions and the magnitude of the weather event also affect contract price.

The average weather-derivative contract covers weather events that occur 1 in every 2 years, to 1 in every 10 years. If the contracts are in the form of options, they frequently cost 10 to 25 percent of the payment limit.

For example, a contract with a $200,000 payment limit would cost $20,000 to $50,000. However, contracts can be structured so there is no premium payment at the beginning of the contact.

The benefits of using weather derivatives include a quick settlement. The cash payments usually are made within 10 days after the expiration date, depending when the official weather data is delivered.

“There is no proof of loss with weather derivatives,” Polasek says.

Weather derivatives are used in Australia, where there is very little government crop insurance, he notes.

Most of the weather derivatives used are over-the-counter-type contracts that are customizable to farmer’s needs.

Some weather-risk contracts are being traded through an exchange. The Chicago Mercantile Exchange (CME) offers trading of weather futures and an option on futures based on temperatures.

These contracts are measured in either Heating Degree Days or Cooling Degree Days in 5 European and 15 U.S. cities.

Heating Degree Day contracts have expiration months from October through April. Cooling Degree Day contracts have expiration months from April to October.

In the first four months of last year, 4,196 weather futures and options have traded on the CME, compared with 287 contracts traded during the same period in 2002.

The Weather Risk Management Association, the international trade organization of the weather-risk management industry, reported from April 2002 through March 2003 the number of weather-risk management contracts purchased grew from 3,937 to 11,756.

The use of weather-derivative contracts started in 1997 when the energy market started to use them to smooth cash flow associated weather. Some in the ag community started using them about 1999.

