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Understanding How to Mitigate Disruption Risk

A holistic understanding of the value chain will help to achieve long-term business success.

by David Working

ost of the business owners we know are
Mintimately involved in the day-to-day

operations of their businesses. Each
makes operational and financial decisions that
impact the future success of the business. Lon-
ger-term success, however, requires manage-
ment to take actions that position the business
to respond to events and conditions further
away from the field of play. The indirect con-
nections to a business are those that sometimes
deliver the biggest effects —a windfall benefit,
or a devastating blow. Taking into account sec-
ondary or even tertiary linkages is important to
achieving long-term success. No business oper-
ates in a vacuum.
UNDERSTANDING THE VALUE CHAIN

All businesses exist because they play a
role in a sequence of operations that ulti-
mately solves a problem or fulfills a need for a
customer—a sequence called the value chain.
Problems can be solved with value chains as
simple as a single direct link, like the hiring of
an electrician to fix a wiring problem. Some
problems, such as getting gas into a truck’s
tank, necessitate a value chain of thousands
of companies and millions of employees in a
highly complex global web of operations. To
conceptualize the possible network of a value
chain, one can think about them as upstream
links (material suppliers, property, labor,
sourcing, or other inputs to the business),
downstream links (immediate customers and
ultimate consumers), and parallel links, which
represent alternate channels to satisfy the ul-
timate consumers’ needs. An example value
chain, for a fictional industrial parts company,
can be found above.

The owner of this fictional parts business
produces subsystems for original equipment
manufacturers (OEMs), using engineered parts
from manufacturing suppliers. The OEM
projects the timing of and amount of demand
so that our fictional business and its direct cus-
tomer can plan efficient use of its resources and
maximize profits.

But, what of the other links in the chain?
The competitive balance between the two
major OEMs, or the purchasing power of the
ultimate consumers of the final product, or for-
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ward integration by the OEMs into the distri-
bution channels may be further removed from
the visibility of the owner, but they are no less
influendial in determining the future profitabil-
ity of the company.

SOURCES OF DISRUPTION

Disruption can come from as many sources
as there are links in the chain. Consumer prod-
ucts companies that relied on Asian raw mate-
rials suppliers experienced disruption as their
suppliers emerged on a parallel link as com-
petitors. Building on their market position as
materials originators, they forward-integrated
into product manufacturing, bypassing their
traditional customers, pursuing customers fur-
ther downstream in the channel. The resultant
disruption to existing businesses was some-
times fatal.

Sometimes, the substitution of materials
can significantly change the balance between
parallel value chains. For a real-world example,
we can look to the Alaskan whitefish industry
and how the introduction of new species from
fisheries across the globe has affected demand
and prices for existing whitefish such as pol-
lock, cod, and mackerel. As an example, pol-
lock is mostly processed into either blocks of
fillets or into surimi, a relatively flavorless slurry
of finely shredded fish meat that serves as a base
for artificial color and flavoring in downstream
products. Pollock has been a stable source of
whitefish as a result of its protein characteristics
and availability to the market. Owners became
comfortable with and expectant of continua-
tion of the considerable profit margins earned
based on pollock’s role in the protein market.
Of course, the demand was not actually for

pollock, but for white fish protein. An unex-
pected quick return to health of the Adantic
cod fishery, which brought cod prices lower
and more competitive with pollock, and the
emergence of high volume harvesting of other
species such as pangasius, a catfish-like river
fish found in Southeast Asia, was found to be
substitutable as a white fish protein for making
surimi at a lower cost than could be achieved
by catching pollock. Competition between
parallel chains, not within the pollock chain it-
self, has been responsible for initiating realign-
ment of customers, protein sources, and profits
in the global whitefish industry.

Operators of distribution businesses are
acutely aware of the importance of the value
chain in which their businesses operate. Their
livelihood is based on understanding several
interactions that exist beyond the scope of their
own operations: the demand by the end con-
sumer for the product or products they distrib-
ute; the supplier’s volume and pricing strate-
gies; and the importance of an intermediary in
between the upstream and downstream links.
What happens when, through technological
advances, it is no longer difficult for suppliers
and consumers to coordinate on their own?
There are numerous examples of industries in
which distributors saw their previously attrac-
tive margins evaporate when manufacturers
consolidated and developed internal logistics
capabilities to reach end-users, reducing or
eliminating the need for the distributor’s previ-
ously valuable services.

MITIGATING THE RISK

The value chain is ever-changing as a result

of supply and demand of raw materials and the
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substitution effect of competitive materials, de-
livery efficiencies, and technological innovation.
Operating a company without a full under-
standing of its position in the value chain and an
awareness of parallel chains leaves the company
vulnerable to the dynamic nature of the links.
The value of a business is a function of the
relationship between expected future cash
flows of the business, and a hurdle return ap-

propriate for the risk of the business. Changes
in competitive position of the business can al-
ter and permanently change this relationship,
thereby affecting the long-term value of the
business. Innovation and disruption cannot be
predicted or avoided, but staying aware of and
proactively reacting to ongoing developments
throughout the entire value chain can mini-
mize risks. It is a major undertaking to keep

one eye on the business and the other looking
out the window, a use of time and resources
that many small businesses find difficult to jus-
tify. In these situations, it is important to have
a relationship with an advisor that has a broad
awareness of industry trends along the entire
spectrum of the value chain and understands
how those trends can impact business value. zs
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