	


	
	Mitigating your weather exposure 


	Valerie Cooper, Weather Risk Management Assn.


	Energy restructuring in the 1990s prompted the creation of weather risk management tools that help businesses hedge against the various risks associated with weather. In an effort to help stabilize revenues and protect profits, many energy firms and utilities began using these tools to hedge volume-related risks caused by variations in average temperatures. When combined with price risk management tools, these volume-related hedges allow firms to more effectively manage two of the main risks of their business.


	Weather risk management has grown into a large multi-billion dollar industry. And while the energy sector remains the single largest player in the weather risk management market, the financial benefits of managing these risks have become clear to companies in a variety of industries. The enthusiasm for weather risk management is evident in the growing number of traders, brokers, dealers, insurers and financial institutions that are actively involved in this market.


	Why hedge?
	
	The era of energy restructuring has given utilities a number of critical reasons to closely manage their weather risk. By using weather risk management tools (WRMTs) in the form of derivatives or insurance, companies are able to stabilize revenues and profits that would otherwise be affected by adverse changes in temperature, wind speed, snowfall and rainfall.


	For example, if temperatures are cooler or warmer than normal, a utility typically incurs additional weather-related operating costs that can exceed budgets and lower throughput volumes that decrease profits. Before restructuring, when utilities were regulated monopolies and the weather risk management market did not exist, some utilities used weather normalization adjustments (WNAs) to recover the additional costs and lower profits caused by unseasonable weather. WNAs are instruments that were designed to protect monopolized utilities from the additional costs incurred from irregular weather's adverse effects. WNAs enable companies to pass these unexpected costs directly to ratepayers, allowing the energy company or utility to avoid the costs and risks associated with this unpredictable aspect of their business.


	Unfortunately, even in today's restructured energy markets, many utilities are still filing WNAs with their state public utility commissions (PUCs) or other regulatory agencies. WNAs protect shareholder earnings, but they do so by absolving utilities and energy companies from prudently managing their weather risks which effectively transfers the fiscal responsibility of managing these risks to ratepayers. Regulatory authorities throughout the U.S. are recognizing that WNAs tend to benefit only the energy companies and utilities that receive them at the expense of their rate paying customers. In an era of heightened fiscal responsibility, utilities and energy companies must realize that the weather presents an unpredictable risk to their company's profits and revenues; and while protecting these are critical, it is not the responsibility of the ratepayer to do so. The shareholder is entitled to any profits a company produces; therefore, it must become the shareholder's responsibility to bear the risks that affect profits, including those risks associated with the weather. Management should be responsible for managing these risks and protecting shareholder value, and doing so in the most efficient manner possible.


	WRMTs and how they work
	
	The basic trade inherent in weather-related risk management products is indexed on heating degree days (HDDs), a widely used measure for the relative intensity of the weather in a given region over a specified time period. HDDs are calculated using temperature data provided by the National Weather Service and, for any given day, are calculated as greater than zero or 65 degrees Fahrenheit less than the average temperature for the day.


	The weather risk management product classes include swaps, caps, floors and collars. Payouts for these financial tools are defined as a specific dollar amount multiplied by the difference between the contractual weather index and the actual weather index that occurs during the contract period.


	Weather swaps are privately negotiated financial contracts that allow two parties to exchange specific weather risk exposures over a predetermined period of time. They are "over-the-counter" instruments that can be customized to the parties' specific needs. Weather swaps are designed to help protect against weather uncertainties. Energy distributors can use weather swaps to protect against warmer than normal winters, for example, by selling a swap at a predefined number of heating degree days indexed at a specified weather station, typically an airport. There is no cost for a swap, and, although there are standardized industry contracts, the details of the swap can vary according to both parties' specific needs and objectives.


	Weather floors allow parties the right to enter into a long or short position at a specified weather index. Floors are similar to swaps because they provide protection at a predetermined level. However, floors differ since they allow energy distributors to benefit from favorable weather scenarios. The buyer of the floor pays an up-front cash premium for this weather protection. With floor purchases, all risks are predefined; the premium paid for the option will always be the maximum "loss" or "cost" gained by the buyer.


	Energy distributors usually buy floors. Sometimes referred to as "put options," floor purchasers are used to "lock-in" protection below some adverse weather scenarios, while retaining the upside associated with favorable weather scenarios.


	Weather collars provide energy distributors with protection by mitigating exposure to extreme weather scenarios while giving up the upside profit potential resulting from extremely favorable weather scenarios. No cash premium is involved for costless collars.


	For energy distributors, collars offer floor protection on adverse weather scenarios while in exchange, the distributor gives up some potential to benefit from favorable weather scenarios by selling a cap. If the weather index moves within the specified collar or range of weather outcomes, the distributor neither receives nor makes any payment to the weather counterparty. However, if the weather index falls below the collar's lower limit, then the distributor will be reimbursed for the difference. Correspondingly, if the weather index for the commodity exceeds the collar's upper limit, the distributor must pay the difference.


	In many ways, collars are similar to swaps, but they allow for greater flexibility through some market responsiveness.


	Even with improved forecasting equipment, the weather is still unpredictable. The market-based solution of weather risk management tools are important in hedging the risks created by unpredictable weather. The weather risk management industry will continue to assist the energy industry and others to mitigate their weather risks, protect shareholders and employees, and exercise fiscal prudence.


	Cooper is executive director of the Weather Risk Management Association, the international trade association that represents the weather risk management industry. She has run the organization since 1999. Cooper can be reached at wrma@kellenco.com or by calling 202-289-3800.
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