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	Preparing for the worst, but hoping for the best

Weather risk management tools can help superintendents minimize Mother Nature's impact on the bottom line.
Valerie Cooper, CAE
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Last spring, the Mid-Atlantic region was soaked with rain. Washington D.C. alone recorded 36 days of measurable precipitation in the months of May and June. Though the precipitation regularly postponed picnics, softball games and other outdoor events, its affect on recreational businesses that depend on fair weather, including golf courses, was more than an inconvenience. The excessive rain kept golfers away from the courses, resulting in less revenue.

Although the golf industry has no control over the weather, business owners can take steps to protect revenue during periods of unusual weather with the use of weather risk management tools.
An industry emerges

A common factor of most businesses, regardless of industry or location, is an economic vulnerability to the weather. According to the U.S. Department of Commerce, weather affects approximately one-third of the nation's Gross Domestic Product, or about $3.5 trillion.

Businesses have traditionally accepted the effect that weather had on their bottom line, absorbing the financial burden caused by adverse weather patterns. With the emergence of the weather risk management industry, however, more companies are managing the effects of weather on their revenue and profits.

Energy restructuring during the 1990s prompted the creation of a new, market-based financial tool based on changes in the weather. Before deregulation, utilities simply passed on to customers any costs associated with heat waves, cold snaps, thunderstorms, and other adverse weather. Once they were forced to compete, and regulators would no longer compensate them for the costs they incurred as a result of extreme or fluctuating weather, utilities sought a means to hedge the effect that mild winters or cool summers could have on lost revenues and increased costs.

Outside the energy industry, many financial and risk managers initially viewed these tools as a novelty, unaware of their application to other industries. However, the market for weather risk management has grown into a multi-billion dollar industry. 

The biggest challenge for the weather risk management industry is to increase awareness of the availability of these financial tools, says Hans Esser, owner of FinanzTrainer.com, a German consulting firm that specializes in weather risk management. 

Solid risk management is a fundamental business practice for companies around the globe. Identical to hedging against raising interest rates, using weather risk management tools to protect earnings and limit excessive costs can be the difference between fiscal success and failure. Weather risk management industry participants believe that managing weather risk is an essential part of any risk management portfolio.
How it works

"Caps" or "floors" are among the variety of weather risk management tools. The premise behind weather caps or floors is that a buyer is hedging against revenue loss — or excessive costs, as is the case in some industry segments such as hotels and resort operations — without relinquishing the possibility of substantial revenue during a "good" (for business) season. Such buyers pay a standard premium during periods of "normal" or predicted weather, so that revenues are protected during times of "bad" weather that affect business.

Weather risk management tools known as "swaps" are really just an exchange of risk to ensure a stable cash flow. The company transferring the risk ensures protection against poor weather but gives up a portion of the higher revenues earned from extremely good weather. The risk-taker gets the benefit of good weather but assumes the risk of bad.
Protecting revenue

Several trillion dollars of the U.S. economy are dependent on the whims of Mother Nature, and the majority of it is not being hedged. On a worldwide level, many trillions of dollars of the global economy are unnecessarily at risk because of the weather. 

The recreational industry is particularly vulnerable to poor weather. For golf courses, adverse weather reduces attendance on the fairways, resulting in less revenue.

"Weather risk management tools are well suited for the golf course industry," says Esser. Although many weather risk management transactions are based on temperature, they can be customized for precipitation which often has more of an affect on the number of visitors to a golf course. 

"Weather is quite volatile," he notes. "In 2001, Germany experienced the wettest September in 30 years, while one year later, we had the driest September in 30 years."
"Everybody talks about the weather, but nobody does anything about it."
—Samuel Clements 
Esser's firm created an index for the Gut Apeldör Golf Club in Germany that set the parameter for a weather risk management contract designed to protect the club's revenue in case of excess rain. Under the transaction, if rain fell on a set number of days or more, the golf course received a payout to help offset lost revenue due to reduced attendance. The payout was doubled for weekends, when the golf course did more business and the potential loss of income due to inclement weather was greatest.

The golf industry must incorporate weather risk management tools in business planning to stabilize cash flow and secure debt, through the elimination of the inherent risk associated with the unpredictable weather. These tools are simple and critical components of businesses' risk management portfolios. It is now a best practice and must become a corporate obligation.

By using weather risk management tools, companies are reaping multiple benefits for the corporation and its shareholders. Most important, they are protecting that portion of revenue that can be affected by fluctuations in weather conditions. This directly impacts the bottom line and affects the value of its securities and commodities.

In the 1990s stock prices spiked based largely on potential. Today, however, there is a return in the financial world to valuing stocks, bonds and commodities portfolios based on corporate strengths: assets, cash, profits, margins and management. When analysts are looking at the strength of a security, they will examine a company's financial history, as well as look at what it is doing to protect its revenue now and in the future. Protecting revenues — not just the potential to generate revenues — will enhance a company's financial picture and boost its overall value and attractiveness to institutional investors.

Mitigating weather risk also helps protect corporate credit. Accumulating debt, whether to merge with another company or raise cash for new facility construction, is backed by the ability to repay it. Protection against future losses in revenue by minimizing a company's exposure to weather-related fluctuations in cash flow demonstrates competence in risk management, a major factor in protecting a company's credit rating. 
An expanding industry 

Weather risk management tools are achieving growing success at the exchange level. In January 2002, 11 weather-related contracts were traded on the Chicago Mercantile Exchange (CME). The following January marked a milestone in the trading of weather futures and options, when the CME cracked the 1,000 contracts trading barrier with 1,247 contracts changing hands. 

According to WRMA's 2003 survey of the industry, the number of weather risk management contracts transacted nearly tripled from April 2002 through March 2003 compared to the 12 months prior. The notional value of contracts was reported at nearly $4.2 billion. Although billions of dollars have been hedged in a wide variety of industries, trillions are still at risk.

Even with improved forecasting equipment, weather remains 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 golf industry and others to mitigate their weather risks, protect shareholders and employees, and exercise fiscal prudence.


Valerie Cooper is executive director of the Weather Risk Management Association, the global association that represents the weather risk management industry. She can be contacted by email or calling (202) 289-3800.


	

	


