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Abstract

The main objective of this paper is to present a technique for pricing weather
derivatives with payout depending on temperature. We start by using the Princi-
ple Component Analysis method to fill missing temperature data. Consequently,
the cold and the warm periods were determined on the basis of a “clean” data by
using a statistical approach. After that, we use historical data over a sufficient
period to apply a stochastic process that describes the evolution of the temper-
ature. A numerical example of a swap contract pricing is presented, using an
approximation formula as well as Monte Carlo simulations.
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