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LONDON, Feb 23 (Reuters) - Weather may be Britain's national obsession but the fledgling market to hedge weather risks is only now starting to show signs of life, after surviving a chilly reception from UK-based businesses.   Though weather vagaries cost firms about eight billion pounds ($14.87 billion) a year in the UK alone, analysts say several factors have so far hindered European trade in derivatives that could hedge against these losses.  "From our perspective it has been disappointing that the corporates have not got as involved as we hoped," said Duncan Wilson, consultant at the Weather Xchange, a UK Met Office subsidiary offering broking services on weather derivatives. 

Weather derivatives are financial instruments that allow businesses to hedge profits against changes in temperature, rain and snow. Weather losses can take the form of low ice-cream sales in a chilly summer or low gas sales in a warm winter.  The derivatives differ from insurance in that claimants do not have to prove actual financial loss. Instead the payout is based on the weather conditions specified in the contract.  U.S. utilities companies have taken enthusiastically to weather risk hedging but in Europe the power sector's liberalization has been slower. Gas and power firms face fewer risks because most of their business is done on the basis of long-term contracts.

The lack of a single European energy market and the absence of tax incentives have also shackled growth, forcing the LIFFE exchange to suspend its weather contract after just one year. 

GROWING INTEREST 

As a result, European weather volumes are less than half U.S. levels, mostly done between counter parties rather than on an exchange.  But this is slowly rising, with 2003 seeing a 90 percent year-on-year growth in the number of contracts, according to trade group Weather Risk Management Association.  The body said 1,480 weather contracts traded in Europe last year, up from just 172 in 2001.  "It's fair to say it's been a slow burning rather than an explosive market," said Claude Brown of law firm Clifford Chance.  "In the U.S. you have large deregulated energy markets, but in Europe it is fragmented and not totally liberalized. We also need greater harmonization of cross-border regulations." 

Deutsche Bank weather derivatives head Ross Mcintyre said European retail, sports and hospitality sectors were showing interest in weather hedging, whereas in the United States, weather trade is largely confined to utilities.  "I expect the European market to develop on different lines from the U.S.," he said, adding 90 percent of his inquiries are now from non-utilities firms. "This is a new phenomenon."  Analysts say derivatives growth is ultimately inevitable to defend profits in weather-dependant industries like power.  "Analysts and shareholders are becoming less tolerant of the weather excuse when it comes to profits," the WeatherXChange's Wilson said. "That is what will really get the market going." 

PIECEMEAL CHANGES 

But many add that even with a non-liberalized utilities sector, weather trading can grow because the weather exposure in firms' long-term supply contracts can be stripped out, and the risk described and transferred to a bank or underwriter.  "We have utilities hedging against warm winters and parties such as construction firms and retailers hedging against cold," Mcintyre said. "This is helping create a balanced market."  Many blame the Enron debacle for scuppering the market's growth so far. The bankrupt energy company pioneered the U.S. over the counter weather market and when it and similar firms went bust, many counter parties were left nursing losses.  Critics also cite the lack of a pan-European weather database and forecast service. And unlike in the United States, where weather data is free, data costs can be prohibitive for small European companies interested in hedging. 

A regulatory shake-up is needed to kick start the market, Clifford Chance's Brown said. 

"What I want to see is, first, European weather data available for minimal cost and second, a uniform regulatory framework that allows you to set up, get licensed and trade weather derivatives across the European Union," Brown said. 

"You also need a tax regime that recognizes weather risk. These changes are coming, but in piecemeal fashion."
