Risk

This can be as mathematical and detailed as you like, the bottom line is that it is all about the way you manage the future

One of the best definitions of risk is the Probability of disruption multiplied by the impact of the event on you (or your business)

Statisticians will tell you all about sensitivity analyses, adjusting discount rates, probabilities etc,  Economists will tell you about Utility Theory and preferences, through in a dose of Financiers who will talk about Internal Rates of Return and Net Present values and you have all the tools at the your disposal to cope with predictive and Predictable outcomes.

Yes, all well and good, but discount rates, probabilities are all subjective, they can be based on past trends which can lead to an element of objectivity, but what we are talking about here is the rational decision making techniques employed to measure likely outcomes.

We are not talking about risk in the previous paragraphs we are talking about risk evaluation techniques. Look in any good Finance book and these techniques are outlined in detail

Risk Management

Rather than setting out all possible risks in order of magnitude, the best approach is to understand the internal business processes and vulnerabilities and therefore develope a resilience to the event.

Here are seven ideas to help minimize the impact of risk on your business

Understand the business drivers

Identify the support structures that underpin these drivers

Locate the weak links in these structures

Simulate a catastrophe in one or more of these structures

Plan a response to the’ what if?’ scenario

Decide on additional resources to bolster these weak links

Monitor the likelihood of the risk happening

There are two points to note about this process

Firstly, it is iterative, it is a continual process and should be reviewed at every opportunity

Secondly, it is an internal response to an external event, by having these contingencies in place, whilst the Risk may not be minimized because of the fact that it is external ( and by definition outside of your control), the Impact of the risk can be minimized because you will have considered  your response to it, and an element of uncertainty has been taken away.

Larger Companies have Risk managers doing just this all the time. 

This is certainly an area where the SME can improve, and the focus on internal risk can help protect the Company from unknown events, by improving peoples awareness to risk and by having a culture that accepts and recognizes risk then when unforeseen circumstances happen, even with no contingency plan in place, the  organisation  will be better placed to cope by having a risk recognition culture.

However, a word of warning, risk is inherent in everything we do, by analyzing risk in this manner we are contemplating unknown events. Sometimes this introspection can have a negative effect on the Small Business, paralysis can occur when the business concentrates on managing risk too  much to the detriment of actually running the business, anxiety levels ( which are a risk in themselves) must also be managed as part of this process. 

We can also take this model of risk management to Stakeholders and External parties, a Company must also view the outside world, or at least that part of the environment with which it interacts directly, as either controllable or uncontrollable and put appropriate risk strategies in place, so as much as possible, external risk can be managed and identified using the model above.

Acheiving external resilience, or resilience to those external factors that can harm a Company’s fortunes, is just as crucial as managing the internal resilience and robustness of the Company’s systems. 

Risk and Decision Making

Decision making can be largely eliminated if we know what the future holds.

In a world of change we cannot rely entirely on forecasts, predictions of future events are fraught with uncertainty.

Uncertainty can be regarded as deficiency of information, the more information we have, the less uncertainty we have.

Risk is a recent phenomenon, pre historical risk was accepted as  the natural order of things, it was accepted as part of life and not controllable.

Pestilence, Famine, disease were suffered and endured, got over and moved away from.

Nowadays we try to predict the weather, buy an umbrella and we have risk managed a hitherto natural occurrence.
Leaving it to fate in business is not a great strategy ( it has been known to work), Business leaders want to eliminate the prospect of being wiped out, so they start doing Risk Assessments, maybe the odd SWOT analysis and put procedures in place to cope with as much of the future as he can reasonably predict.
Having a good ear for what is happening in the business and talking/listening to staff , customers and stakeholders is about as much risk management he can intuitively manage.

Intuition is the key here, if the Business has experienced risk before, it will know how to manage it better, that is why new businesses fail so often, not only do they run out of capital, or not generate enough sales/ profit, they invariably fail because the culture cannot cope with the business challenge that is now being presented.

Having  a few wise and calm heads about helps.

Recruitment of suitable people who are technically skilled is important, more important is recruitment of people who will not overreact when confronted with uncertainty and not panic.

That is what managing risk/uncertainty is all about.

There will be a sequence of problems where rational decisions cannot be defined and when asked to explain the reactions to the problems being faced, people cannot explain why they reacted why they did.

The reason for this is that they are being asked to verbalise their intuition which is nigh on impossible.

That is why children make bad decisions, not because they are stupid, but because they do not have the infrastructure of experiences to fall back on and develope their own instinctive responses to potential risks, That is why Parents stay around, to prevent children making mistakes.

In Business that is what the Board should be doing, setting down rules, guidelines, behavioural pointers, call these what you will that intuitively go to the heart of the business and ensures that decision makers/ problem solvers respond in the correct manner when faced with a dilemma.

We can have certain control over the consequences of what other humans do to us, we can employ the statistical tools mentioned above, we can use common sense or intuition, all these are valid risk management techniques.

We can however only employ these assets on controllable risk, so we make the best we can out of the techniques available

What we cannot do is control every risk, so we learn to live with the risk spectrum and potential consequences, putting small probabilities to  events happening. 

There are controllable risks , buying Umbrellas is a good example, 

We can even take out Insurance against some of the risks directly impacting us (Flood, Famine, Earthquakes). These are known risks somewhere further down the line, not directly controllable by us but nevertheless a clear and present danger.

Summary

There are some risks that may well happen but we dare not think about, or if they do happen we take comfort from the fact that everyone will be in the same boat.

(Financial Market meltdown  is probably a good example here) To some extent these are uninsurable, but we will get through it by dint of large numbers being in the same position.

There are some risks even more remote which we cannot control, the Asteroid on a collision path with Earth, we probably don’t dwell on these as the outcome is probably irrelevant (  we wouldn’t feel a thing and we would be past caring) 

There are also the unknown risks 

Whatever the risk, our attitude to them is important, some are within our control, others are not .

Manage the controllable risk and you are halfway there, don’t worry about that Asteroid, you cannot do anything about it, and worrying is a waste of resource.
It is the same in business, analyze the risks, manage the controllable risk and hope the uncontrollable risks don’t get you.

You are no different from your Ancestors, risk is all about perception and fatalism.

