Knowledge is power: How to manage global supply chain risk
Doing business internationally can expose your company to many additional risks. Being aware of those risks can help you determine a strategy to deal with them successfully.
Financial officers in credit departments have traditionally focused on managing and mitigating market risk. Now they are being asked to widen their horizons and consider risk as it applies throughout the supply chain, which is particularly important when a supply chain involves international components. For large corporations, sophisticated computer models, such as enterprise risk management (ERM), provide financial officers with a framework for standardizing and integrating risk management across an organization, identifying, measuring and managing the risks their company might face. For smaller companies, an efficient credit department or a credit manager with hands-on experience can provide this vital coverage.
  Here are five key steps to help manage supply chain risk when doing business internationally.
1. Recognize your company’s exposure.

2. Determine the magnitude of that exposure.

3. Create a strategy to deal with the risk.
4. Implement that strategy.

5. Monitor the effectiveness of that strategy.

Financial risk
Companies may face tighter credit conditions and a tougher trading environment whenever consumers reduce spending or default on payments. The risk is that a company might not have sufficient sources of long-term capital and short-term working capital to meet its obligations.  
Improvements in a company’s capital position can be achieved by making the cash conversion cycle more efficient, for example by reducing accounts receivable, cutting inventory and extending accounts payable where possible. 
However, when doing business internationally, there are additional factors to consider.  Your cash flow can be impacted by the length of time it takes to do transactions, or you might face a loss because of the failure of a foreign bank or financial institution.  . 
“In some countries, companies may have better credit ratings than their bank,” says Mike Feaver, National Manager, Supply Chain, Royal Bank of Canada. “It’s important to ensure that any banks used for treasury are adequately capitalized. This is something you need to reassess regularly because that position can change very quickly.”
If you are trading anywhere that is politically unstable, changes can happen quickly and hamper your ability to do business. For example, several Middle Eastern countries were recently affected by political turmoil. As a result, their currency was devalued, their stock markets and industries – including financial institutions – closed down. Be sure to take country risk and political risk into consideration.  

Market risk
Interest rate risk is the risk that rates will rise or fall, due to floating rates or when loans mature or investments are rolled over.  A word to the wise – if something appears too good to be true, it usually is.  If a bank offers your company higher than market rates, be wary.  “This has the inherent risk of putting yield above the security of your principal, something to be very cautious about,” Feaver says.
How do you mitigate such risk? Before entering into a banking relationship, look for financial institutions with acceptable credit ratings. Independent rating agencies such as Standard & Poor’s, Moody’s or Fitch can provide the information you need. 
Foreign exchange risk consists of three components: transaction exposure, when fluctuating rates impact the value of a particular transaction; translation exposure, the impact on the balance sheet when the change in the net value of assets is reflected on the financial statements; and economic risk, the exposure created over the long-term by changing competitive and environmental conditions. 
Commodity risk encompasses the price fluctuations in a commodity that is used in a company’s manufacturing processes and the risk that a commodity will become unavailable, for example due to total crop failure or closure of a company that provides a significant source.

“There are multiple ways companies can mitigate most of these market risks – for example, forward contracts, futures contracts, options and swaps. The only risk that has no effective form of hedging is economic risk, where your best approach is to implement an ERM program or to have a credit department actively involved,” notes Feaver. 
Business risk
Risk management in an international supply chain goes beyond the traditional risk associated with tangible assets and liabilities. Business environment uncertainty can mean increased risk exposure across global supply chain operations.

Supplier risk happens when pressure on costs has multiple ripple effects. Smaller suppliers may be forced out of business or your company may change to cheaper sources of supply, but suffer an impact on quality. This can disrupt product delivery, consumer satisfaction and ultimately, your cash flow.

Evaluate your supplier strength and assess the risk.
· Diversify suppliers. Do not become overly dependent on any of them. 
· Look for alternate suppliers should the need rise. 
· Assess whether you can provide financial assistance to important suppliers.
Customer risk, otherwise known as credit risk, is the risk of not being paid by your customers. Beware of the flipside here – over-caution on the part of your company may lead to the loss of qualified customers due to them not being approved for credit.

You also can help hedge your position by ensuring your credit policies reflect current business conditions. 
· Re-examine trading terms and payment methods. 
· Determine if open accounts are still appropriate. 
· Look into new trade tools. 
Letters of credit, standby letters of credit or a guarantee, may provide better ways of doing business in a riskier environment. The letter of credit process operates under a set of guidelines set by the International Chamber of Commerce and is global in nature. Many banks around the world offer online services. In addition, many countries also underwrite import/export programs through their export credit agencies, which provide finance and risk mitigation to ensure cross-border trading. Some of these are offered through governmental agencies, such as EDC or BDC in Canada, or through major international banks.

Operational and systems risk
Operational risk is the failure of policies and procedures to protect the company against process breakdowns, errors and fraud.

Analyze the impact of any failures within the operational part of your business. Ensure that your policies, procedures and controls, including segregation of duties, are in place and follow them. Investigate the fraud prevention and security products offered by your bank.

Systems risk includes internal and external systems failures that can interrupt the business process.  Internally, ensure backup systems are in place. You should have in place, and frequently test, a business continuity plan. Whether you are doing business locally or internationally, it is also prudent to plan for a failure by a major business partner, such as your out-of-country cash management bank, and have a redundant channel ready to use if necessary.

Any risk can be mitigated…at a cost
“It is said that any risk can be mitigated but at a cost,” concludes Feaver. “The all-important question for every financial officer overseeing the supply chain is, is it worth it? After doing the research, you may decide not to protect yourself against certain risks – that’s your choice.  The important thing is that you don’t make decisions by default. In business, here or abroad, knowledge is power.”
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