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Abstract
Weather influences our daily lives and choices and has an enormous impact on cooperate revenues and earnings. Weather derivatives differ from most derivatives in that the underlying weather cannot be traded and their market is relatively illiquid. This paper implements a pricing methodology for weather derivatives that can increase the precision of measuring weather risk, which is an important issue for financial institutions and energy companies. We applied continuous autoregressive models (CAR) to model the temperature in Berlin and with that to get explicit nature of non-arbitrage prices for temperature derivatives. A clear seasonal variation in the regression residuals of the temperature is observed and the volatility term structure of cumulative average temperature futures presents a Samuelson effect. We infer the implied market price of temperature risk for Berlin futures traded at the Chicago Mercantile Exchange (CME).
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