Weather Derivatives Attract Golf Courses, Utilities 
May 21 (Bloomberg) -- In the summer of 2001, Dieter Worms could only sit and watch as rain kept golfers away from the fairways of his Gut Apeldor golf club in Hennstedt, about 100 kilometers (62 miles) north of the German city of Hamburg. ``The weather in 2001 was miserable,'' says Worms, 54. 

In 2002, he resolved to avoid a repeat of his frustration by buying a weather derivative from Societe Generale SA, France's third-largest bank by assets. 

Worms decided he could put up with 50 rainy days from May to September. Once the number of days with more than a millimeter (0.039 inch) of rain passed 50, the derivatives contract started paying compensation for every wet day. 

The Weather Risk Management Association, a Washington-based trade group, shows that the number of weather risk-management contracts signed worldwide almost tripled to about 12,000 in the 12 months ended in March 2003 from the year-earlier period. 

The contracts had an underlying value of $4.2 billion. In Europe, the number of contracts almost doubled to 1,480 from 765. Derivatives are financial obligations whose value is typically derived from debt or equity securities, commodities, currencies or other assets. Weather derivatives are often tied to an index measuring an aspect of the climate, such as temperature or precipitation, and buyers typically pay an annual premium of 5 percent to 20 percent of the amount insured. 

Sapping Demand 

In October 2000, Washington-based WGL Holdings Inc., which delivers natural gas to 980,000 residential, commercial and industrial customers through its Washington Gas Light Co. unit, took out a five-year contract to protect its profit against warm weather sapping demand for power. 

Two years later, the company, which paid $4.25 million annually for the coverage, said it received $14.8 million in compensation for ``unusually warm weather'' in winter 2001. This year's U.S. summer will be hotter than usual, the Climate Prediction Center in Camp Springs, Maryland, said yesterday. 

Nick Bubb, a retail analyst at London-based investment bank and brokerage Evolution Group Plc, questions whether the protection these derivatives offer is worth the price -- even though retail sales are often affected by the weather. 

Among the companies Bubb covers are Boots Group Plc, Britain's largest pharmacy chain, and Kingfisher Plc, the world's third-largest retailer of home improvement products. 

``These things often even out,'' he says. ``If Kingfisher isn't selling barbecues, it might be selling more tiles, because people are indoors redoing their bathrooms.'' 

Hammer Nails, Saw Wood 

Even so, the appeal of hedging against weather disruptions is growing. If it's too cold to hammer nails and saw wood, Dutch builders can't work. 

So Amsterdam-based insurer SFB Groep is into its third year of a weather derivatives contract that pays daily compensation when the temperature measured from 7 a.m. to 10 a.m. at Amsterdam's Schiphol Airport drops a preset amount below freezing for more than 19 days during the winter. 

And if the weather is miserable, people are less likely to hang out with their pals for a drink after work. So U.K. wine bar chain Corney & Barrow Wine Bars Ltd. bought a weather derivative that paid 15,000 pounds ($26,550) for every Thursday and Friday that the temperature failed to reach 24 degrees Celsius (75 degrees Fahrenheit) in the summer of 2001. 

Growth in the market for weather derivatives might have come sooner if Enron Corp. hadn't declared bankruptcy in December 2001, says Maria Veicht, head of commodities and weather derivatives at HVB Group in Munich. 

Financial Travails 

The U.S. energy company had been a pioneer in trying to persuade companies to use derivatives to defend profit from the weather, and its widely publicized financial travails were a setback for weather derivatives. 

``The Enron collapse hurt the market for weather products,'' Veicht says. ``The press coverage was very bad for the market. Everyone was thinking weather derivatives were something strange even though they're really for hedging, not speculation.'' 

Now, Veicht says, companies are again willing to buy protection from the elements. ``It's the only way to take out the risk and stabilize cash flow,'' she says. 

Radical changes in the weather can persuade more business owners to seek some form of protection. 

Dry in Scandinavia 

In 2002, for example, Scandinavia had its driest fourth quarter since hydroelectric dams were built half a century ago, says John Smits, senior meteorologist at the Norwegian Meteorological Institute in Oslo, which charges about $67,000 per year for a package of customized weather predictions. 

The lack of rain and snow left water reserves behind hydroelectric dams at record lows, sending wholesale power prices to all-time highs on Nord Pool, which combines the electricity markets of Denmark, Finland, Norway and Sweden. 

``Traders wait for the forecast as a trader in the stock market waits for new information to make decisions,'' says Smits, 45. 

A European heat wave that killed as many as 5,000 people in France last August boosted demand for air conditioning at the same time that nuclear reactors were scaling back output to avoid overheating. The lack of rain had dried up rivers used to help cool turbines at the nuclear power stations. 

That same hot spell prompted energy prices in Germany to surge eightfold in a week, as traders rushed to cover their commitments to provide power. 

Oktoberfest 

Diego Wauters, who oversees about $180 million of weather- related investments as the chief executive officer of Coriolis Capital in London, says his firm agreed to about 160 different derivatives contracts in 2003. 

He has covered such risks as rain halting tennis tournaments, bad weather keeping drinkers away from beer festivals such as the annual Oktoberfest in Munich, and cold summers hurting sales of seasonal food for a retailer. 

Coriolis Capital splits its investments between weather derivatives and so-called catastrophe bonds, which offer insurance against natural disasters such as earthquakes, typhoons and hurricanes that are likely to happen in a given area just once in several decades. 

The walls of the company's offices are decorated with photographs from Yann Arthus-Bertrand's Earth From the Air series. 

`Passionate About the Weather' 

Framed images such as a tiny fishing boat being tossed around by an ocean swell and a caravan of dromedary camels crossing the sand dunes of Mauritania illustrate the power of the weather, Wauters says. ``We are passionate about the weather,'' he says. 

For its weather derivatives, Coriolis spreads its investments across 40 different categories, which Wauters says are derived from five types of weather risk and eight different geographical regions. 

By never putting too much money into one basket, the risk is diversified, he says. ``We manage a matrix of risks,'' he says. ``There is no single weather event that can affect all of our portfolios at the same time.'' 

Companies such as Electricite de France, the world's biggest power company by sales, can hedge against the weather's hurting profit by selling catastrophe bonds. 

These bonds differ from normal ones by cutting the repayment of principal or interest, or both, to bondholders in the event of specified natural disasters. That leaves the company with spare cash to offset losses caused by the disaster. 

Catastrophe Bonds 

In December 1999, a quarter of Electricite de France's power lines were wrecked as winds exceeding 200 kilometers per hour bent pylons and sent trees crashing down on electricity cables, the Paris-based utility said at the time. 

In December, Electricite de France sold two catastrophe bonds to insure itself against windstorms damaging its transmission system in the coming five years. 

The bonds, sold in the name of Pylon Ltd., have face values of 120 million euros ($144 million) and 70 million euros, according to their documentation. 

Bondholders get less of their money back when an index of French wind speeds exceeds a preset threshold. The amount forfeited is linked to the severity of the storms. 

Pacific Investment Management Co., which runs the world's biggest bond fund from Newport Beach, California, invests in the weather by buying catastrophe bonds, and it bought some of the Electricite de France issue. 

`More Efficient' 

``These bonds help make our portfolios more efficient,'' says Pimco Managing Director John Brynjolfsson. ``We're investing in supercatastrophic risks: events that are extremely large in scope, very rare in frequency.'' 

Pimco adds small amounts of catastrophe bonds to client funds that are permitted to make such investments. That helps spread the risk, because chances are all of the catastrophes won't happen at once, says Brynjolfsson, 40. 

``These deals are typically modeled to occur about once in 100 years or even less frequently,'' he says. 

One area of the European weather risk market that's expected to boom in coming years is wind derivatives, says Steve Jewson, head of weather derivatives at London-based Risk Management Solutions Inc., which provides the wind measurements used to calculate the payouts on the Electricite de France bonds. 

Of the total global wind-power capacity of more than 39,000 megawatts -- which is enough to power 19 million households -- Europe has about 87 percent, according to the European Wind Energy Association. 

Wind Farms 

Some 67 percent of last year's new electricity-generating capacity of 8,000 megawatts was added by new wind farms in Europe. The key risk for wind farms is calm days with too little wind to drive the turbines and generate electricity, Jewson says. 

``There's an enormous amount of work involved in trying to get wind farms to buy weather derivatives,'' he says. ``It seems to make a huge amount of sense.'' 

Mark Tawney, managing director of weather risk management at Swiss Reinsurance Co. in New York, agrees. 

``Although we've worked on a number of deals, we haven't done any transactions in that area,'' he says. ``There's a lot of interest. The biggest problem is that most of these wind farms are not located near government-operated weather sites, so it's hard to get data that correlates well with the exposure of the wind farm.'' 

R&P Centurion Energy AG, an energy company based in Hamburg, plans to invest in existing wind farms and buy derivatives to hedge against the risk of calm winds, says CEO Martin Schulz- Colman. 

Fluctuations 

HVB, Germany's second-biggest bank by assets, will pay compensation to Centurion when the wind drops below a preset level, while the energy company will pay HVB at times when winds are stronger. 

``While the long-term wind quantity is relatively stable, fluctuations in the quantity of up to 30 percent can occur in annual comparisons,'' says Thomas Priermeier, vice president of financial risk advisory at HVB. ``Phases with strong wind alternate with weak wind phases. The phases sometimes last three to four years.'' 

A period of terrible weather that batters profits and forces companies to address the issue of weather risk would help stimulate demand for derivatives, Coriolis's Wauters says. 

``The market will get a further boost when the equity analysts start saying to the companies they cover, `Why didn't you hedge your weather exposure?''' he says. At that point, such coverage may be considered a necessity -- rain or shine. 

German golf course owner Worms didn't renew his weather derivative last year, as Europe basked in its hottest summer for more than 500 years and golfers were plentiful at his course. ``I'll probably have to get hurt again before I renew the contract,'' he says. 

At the first sign that the heavy rains are returning, he says, he'll jump back into the market. 

