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PLANNING OPERATIONS WITH DERIVATIVES IN NON-FINANCIAL
ORGANIZATIONS

Pavel PANKOV
Polotsk state University (Republic of Belarus)

Abstract. Planning among the management functions has a particular importance in the organization's activities,
because at this stage management decisions are made. In the case of derivatives usage in the non-financial
organizations, the specifics of derivative instruments complicate the planning process of related operations. In the
article various features of planning operations with derivatives in non-financial organizations have been studied,
taking into account the current practice and existing recommendations for the implementation of operations with
derivatives in organizations of the real sector of the economy. As a result, it was found that the strategic justification
of the use of derivatives on the one hand will increase the involvement of senior management in the management
decision, on the other hand — to identify objective prerequisites for the use of derivatives in the company's activities.
The results of the strategic analysis have been proposed to use in the development of three functional strategies for
using derivatives: risk hedging, speculative operations, and issuing options, each of which involves different goals
and tools. Such approach to the derivatives operations planning process will improve the quality of management
decisions regarding derivative instruments in non-financial organizations.

Keywords: derivatives, planning, hedging, speculative operations, non-financial organizations.

Planning among the management functions may be considered as the most important in the
organization's activities, because at this stage management decisions are made on various issues
of the company's development. An effective plan assumes minimal adjustments in the
implementation process and should ensure that the planned effects would be obtained. In the case
of derivatives usage, the specifics of derivative instruments complicate the planning process
connected with such operations. One of the aspects of this specificity is that for non-financial
organizations operations with derivatives are not the part of their day-to-day business. But in
some cases the use of derivatives has a significant potential for improving the company's
performance, which, however, can only be fully disclosed if science-based approaches to
planning operations with derivatives would be used. Therefore, the purpose of this work is to
develop an effective algorithm for planning operations with derivatives for non-financial
organizations. To do this, the following tasks will be solved:

- to justify relationship between the results of strategic analysis and potential areas of
derivatives usage;

- to propose an algorithm for planning operations with derivatives in non-financial
organizations.

As noted in the study of derivatives usage at the corporate level, conducted by M. Bartram,
non-financial organizations are more likely to hedge against the risk of changes in exchange
rates, interest rates or commodity prices than to attempt to take speculative positions in order to
profit from short-term price fluctuations. Also it is noted that most companies resort to the use of
derivatives from time to time, based on their vision of the market at a particular time [1]. Thus,
non-financial organizations use derivatives mainly to hedge risks in order to ensure the
predictability of cash flows and, as a consequence, increase the value of the company.
Accordingly, speculative transactions with derivatives, conducted by financial department,
should cause healthy mistrust from the side of control department and senior management as
well. However, even if there are no speculative transactions, the use of derivatives solely for
hedging doesn’t guarantee that significant unexpected losses won’t be received [2].

In our opinion, for the purpose of planning operations with derivatives in non-financial
organizations speculative transactions may still take place, but there must be objective
prerequisites for their existence, because in some cases this direction of derivatives usage can
bring benefits for the company. For example, the strategy for tolling oil refining with the sale of
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supply options for the sale of petroleum products. In turn, there must also be appropriate grounds
for using derivatives to hedge risks. That’s why the necessity of derivatives usage both for
hedging and speculative purposes should be justified based on the results of a strategic analysis
of the company's activities.

At the moment, there are many different methods of strategic analysis, the choice of which
depends on the managers of a particular company. As K. A. Lobanov notes, " ... the methods of
strategic analysis should be selected taking into account the characteristics of a particular
organization and specific strategic situation. But each method has the ability to solve only a
certain range of tasks, that’s why a certain set of methods is necessary to carry out objective
analysis™ [3, p.181]. In the context of derivatives usage by non-financial organizations, in our
opinion, the most important issue would be the results of strategic analysis, but not the choice of
certain method. As a reference point, we have chosen the classic SWOT analysis, which can be
combined with other qualitative and quantitative methods of strategic analysis [4, p.205]. Among
the results of SWOT or other methods of strategic analysis, there may be grounds for derivatives
usage. Therefore, we propose a model for determining the directions of derivatives usage in non-
flnanC|aI organizations based on the results of strategic analysis (figure 1).

__________________________________________________________________________________________________________________________________

The results of strategic analysis

Strengths: Weaknesses: Weaknesses:
- own warehouses and - complexity of development - low motivation
storage facilities, sales and planning due to high uncertainty of of managers.
transport infrastructure; results;
- stable market share; - significant impact of price and Threats:
- ownership of priority currency risks on the core business; - manager’s
information. - the inability to set (constantly departure to

. change) prices according to -
Oppo_rt_unltles_: i . fluctuations in the prices of
- receiving additional profit. S

Opportunities:

- tax optimization in case of
progressive system;

- increase of stability of the main
activity and investment
attractiveness.

Threats:

-significant operating losses due to
unfavorable price and exchange rate
dynamics.

Hedging risks Issuer's options

The directions of derivatives usage

Figure 1 — The proposed model for determining the directions of derivatives usage based
on the results of strategic analysis
Source: own elaboration

As can be seen from the information presented in figure 1, speculation using derivatives, in
our opinion, should initially be based on any competitive advantages of the non-financial
company, and it is better to abandon the use of periodically occurring one-time opportunities for
obtaining additional profit, since it is likely that not all the consequences of the relevant actions
will be taken into account. In turn, the use of derivatives for hedging risks will be justified if
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investors and shareholders have a positive attitude to this risk management tool, or if the impact
of price, currency and interest rate risks on the company's activities is very significant and is
assessed as a negative factor. We also highlighted the situation with low motivation of senior
managers, when the risk of their leaving for competitors is high. In this case, it is advisable to
use the Issuer's options as one of the methods of motivation, which give their owners the right to
receive significant bonuses if the company's shares rise in price to a certain target value. Thus,
the strategic rationale for the use of derivatives will allow, firstly, to involve senior management
in the decision-making process, and, secondly, to determine the long-term strategic basis for
working with derivatives. The next step, in our opinion, will be the development of functional
hedging or speculative strategies, or options programs. The full algorithm for planning
operations with derivatives in non-financial organizations can be presented in the following form
(figure 2).

A
Strategic analysis of thelorganization’s activities

Description of the ofganization's activities
(production processes, purchases, sales, taxes, etc.)

Application of stratpgic analysis methods
(SWOT, SNW, GAP analysis] portfolio analysis methods, etc.)

Results of styategic analysis
(strengths, weaknesses, jopportunities, threats, etc.)

Development of functional $trategies of derivatives usage
to achieve stratepic goals (figure 1)

v v v
Speculative operations Hedging risks Issuer's options
Determining the key Defining hedging goals Determining the
characteristics of trading v necessity to stimulate
strategies (terms, markets, Identification and assessment of risks managers
tools, required investment that need to be hedged ¢
volume) -
v v Justification of the

necessity to apply the

Determination of the need to hedge , )
Issuer’s option

Determining the amount of . . e
risks using derivatives

remuneration to performers

v v
Developing hedging strategies based Development of terms
v
Setting limits on the size of on derivatives and conditions of the
Issuer's options and
opened positions and the v their appr(F))vaI by the
amount of losses Comparison of proposed hedging

Board of Directors

strategies based on derivatives with
v each other and with alternatives ¢
Determining the procedure for without derivatives Mak|ng a decision on

transactions, reporting trades,

Choosing the hedging strat d options
and monitoring their 00sIng the hedging strategy an p

determining the planned effects and

reliability criteria for evaluating its effectiveness

v v
Making a decision to create a Making a decision on hedging risks in
new profit center based on accordance with the developed strategy

derivatives trading

Fig. 2 — Algorithm for planning operations with derivatives in non-financial organizations
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Source: own elaboration

The special feature of the proposed algorithm for planning operations with derivatives in
non-financial organizations, shown in figure 2, is that we do not exclude the possibility of
speculative operations by non-financial organizations, but for such transactions there should be
objective strategic background. Similarly, risk hedging using derivatives should follow from
existing strategic problems that can be solved with the use of derivatives. This provides a link
between the overall development strategy of the organization and functional strategies for
hedging risks, speculation, and options programs. As can be seen in figure 2, the sequential
passage of the proposed algorithm for planning operations with derivatives in non-financial
organizations ends with the adoption of an appropriate management decision, which should then
be communicated to performers in order to implement it. This approach allows to present the
process of planning operations with derivatives in a more systematic way with clearly defined
boundaries between hedging and speculative operations.

Thus, planning operations with derivatives is one of the key stages in managing derivatives
in non-financial organizations. Although derivatives are mostly used by non-financial
organizations to hedge risks, in some cases complex hedging strategies may have a speculative
element. In addition, there may be opportunities to get additional profit that is not connected with
the main activity of non-financial organization. Such operations usually involve taking on
additional risk, which, under the guise of hedging, remains without proper control procedures.
As a result, in the event of unfavorable movement of market variables, it is possible to receive
significant losses that are not caused by the main activity and are completely unexpected by the
company's management and owners. To avoid such negative situations, it is advisable to
differentiate between hedging and speculative operations at the planning stage. For that purpose
had been proposed the model for determining the directions of derivatives usage based on the
results of strategic analysis, which establishes that derivatives in the company's portfolio should
appear on the basis of objectively existing prerequisites. At the same time, the strategic level of
analysis and planning implies the involvement of senior management in the process of making
management decisions regarding derivatives, which should further facilitate the interpretation of
the results of derivatives usage. In turn, the results of strategic analysis should be reflected in the
development and subsequent implementation of functional strategies. For non-financial
organizations, had been proposed three such strategies: speculation, hedging, and issuing Issuer
options, which set different goals and are based on the use of different tools. These functional
strategies, combined with the previous strategic analysis, represent the proposed algorithm for
planning operations with derivatives, the use of which will allow non-financial companies to
organize planning work in relation to derivatives at a higher level, and as a result, improve the
quality of management decisions in this area.
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