Chapter 2
E R T W O

Organization Strategy

and Project Selection

Strategy is implemented through projects. Every project should have a clear link

to the organization’s strategy.

Project managers commonly complain that projects appear out of nowhere. Comments

such as the following are samples of those heard in practice:

• Where did this project come from?

• Should I stop working on this project and start on the new one?

• Why are we doing this project?

• How can all these projects be first priority?

• Where are we going to get the resources to do this project?

There are too many organizations in which many managers cannot identify a

project’s priority and link it with the strategic plan. This is not good management!

Every project should contribute value to the organization’s strategic plan, which is

designed to meet the future needs of its customers. Ensuring a strong linkage between

the strategic plan and projects is a difficult task that demands constant attention

from top and middle management. The larger and more diverse an organization,

the more difficult it is to create and maintain this strong link. Ample evidence

still suggests that many organizations have not developed a process that clearly

aligns project selection to the strategic plan. The result is poor utilization of the organization’s

resources—people, money, equipment, and core competencies. Conversely,

organizations that have a coherent link of projects to strategy have more

cooperation across the organization, perform better on projects, and have fewer

projects.

How can an organization ensure this link and alignment? The answer requires integration

of projects with the strategic plan. Integration assumes the existence of a strategic

plan and a process for prioritizing projects by their contribution to the plan. A

crucial factor to ensure the success of integrating the plan with projects lies in the creation

of a process that is open and published for all participants to review. This chapter

presents an overview of the importance of strategic planning and the process for developing

a strategic plan. Typical problems encountered when strategy and projects are

not linked are noted. A generic methodology that ensures integration by creating very

strong linkages of project selection and priority to the strategic plan is then discussed.

The intended outcomes are clear organization focus, best use of scarce organization resources

(people, equipment, capital), and improved communication across projects and

departments.
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Why Project Managers Need to Understand Strategy

Project management historically has been preoccupied solely with the planning and

execution of projects. Strategy was considered to be under the purview of senior

management. This is old-school thinking. New-school thinking recognizes that project

management is at the apex of strategy and operations. Aaron Shenhar speaks to this issue

when he states, “…it is time to expand the traditional role of the project manager from an

operational to a more strategic perspective. In the modern evolving organization, project

managers will be focused on business aspects, and their role will expand from getting the

job done to achieving the business results and winning in the market place.”

There are two main reasons why project managers need to understand their organization’s

mission and strategy. The first reason is so they can make appropriate decisions

and adjustments. For example, how a project manager would respond to a suggestion to

modify the design of a product to enhance performance will vary depending upon

whether his company strives to be a product leader through innovation or to achieve operational

excellence through low cost solutions. Similarly, how a project manager would

respond to delays may vary depending upon strategic concerns. A project manager will

authorize overtime if her firm places a premium on getting to the market first. Another

project manager will accept the delay if speed is not essential.

J. P. Descamps has observed that project managers who do not understand the role

their project plays in accomplishing the strategy of their organization tend to make the

following serious mistakes:

• Focusing on problems or solutions that have low priority strategically

• Focusing on the immediate customer rather than the whole market place and value

chain

• Overemphasizing technology as an end in and of itself, resulting in projects that wander

off pursuing exotic technology that does not fit the strategy or customer need

• Trying to solve every customer issue with a product or service rather than focusing

on the 20 percent with 80 percent of the value (Pareto’s Law)

• Engaging in a never-ending search for perfection that no one except the project team

really cares about

The second reason project managers need to understand their organization’s strategy

is so that they can be effective project advocates. Project managers have to be able to

demonstrate to senior management how their project contributes to their firm’s mission.

Protection and continued support come from being aligned with corporate objectives.

Project managers also need to be able to explain to team members and other

stakeholders why certain project objectives and priorities are critical. This is essential

for getting buy-in on contentious trade-off decisions.

For these reasons project managers will find it valuable to have a keen understanding

of strategic management and project selection processes, which are discussed next.

The Strategic Management Process: An Overview

Strategic management is the process of assessing “what we are” and deciding and implementing

“what we intend to be and how we are going to get there.” Strategy describes how

an organization intends to compete with the resources available in the existing and perceived

future environment.

Two major dimensions of strategic management are responding to changes in the

external environment and allocating scarce resources of the firm to improve its competitive

position. Constant scanning of the external environment for changes is a major
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requirement for survival in a dynamic competitive environment. The second dimension

is the internal responses to new action programs aimed at enhancing the competitive

position of the firm. The nature of the responses depends on the type of business,

environment volatility, competition, and the organizational culture.

23

INTEL CEO, Craig R. Barrett, is planning his last hurrah only

15 months before his retirement to chairman of the board. His vision

for INTEL is to move beyond computers: think INTEL everywhere.

Barrett says, “Everything in the world is going digital.” He wants

INTEL chips to be the guts of every digital device on the planet—

especially in the communications, consumer electronics, and entertainment

industries. Think—cell phones, wireless home networks,

video players, flat panel TVs—INTEL’s expertise fits right in.

He is hitting the market today with a chip technology called

WiMax “that can be used to deliver high speed Internet access

throughout a small city (or 30 miles) for about $100,000, which is

about one-tenth the cost of rolling out fiber optic lines today.” (A

competitor, WiFi, has a range of about 200 feet.) Cable and phone

companies are very interested because of low entry costs.

Some critics believe Barrett’s shotgun approach is too risky. He

doesn’t see it that way. Rather than following INTEL’s past go-italone

approach to new products, he wants INTEL to forge closer

ties with customers by designing products they need rather than designing

products no one asked for. He admits going into consumer

markets will be a challenge and a half. He intends to provide financial

support and cooperation for companies creating new products

that will use INTEL chips. Barrett feels the risk of providing financial

support for smaller companies creating new products is low, even if

some go bust. If most of the new products take off, risk is minimized

because their markets will lead to increasing demand for new,

larger, and faster PCs where INTEL manufacturing dominates cost.

Implementing the new vision will not keep INTEL’s manufacturing

from remaining on the cutting edge. By 2005 five new factories

will manufacture 12-inch wafers printed with 90-nanometer circuit

lines, just 0.1 percent the width of a human hair. These plants are

expected to slash chip costs in half.

The mission has been set: Create INTEL chips to meet the need

of new digital products. Right or wrong, everyone in the organization

knows the game plan and can focus their efforts in this new

consumer-oriented direction. Projects related to digital products

will be ranked high priority.

*Adapted from Cliff Edwards, “What is CEO Craig Barrett up to?” Business

Week, March 8, 2004, pp. 56–64.

Snapshot from Practice Move Beyond Computers*

Courtesy Intel Corporation.

Gray−Larson: Project

Management: The

Managerial Process, Third

Edition

2. Organization Strategy

and Project Selection

Text © The McGraw−Hill

Companies, 2005

Strategic management provides the theme and focus of the future direction of the organization.

It supports consistency of action at every level of the organization. It encourages

integration because effort and resources are committed to common goals and

strategies. See Snapshot from Practice: Move Beyond Computers. It is a continuous,

iterative process aimed at developing an integrated and coordinated long-term plan of

action. Strategic management positions the organization to meet the needs and requirements

of its customers for the long term. With the long-term position identified,

objectives are set, and strategies are developed to achieve objectives and then translated

into actions by implementing projects. Strategy can decide the survival of an organization.

Most organizations are successful in formulating strategies for what course(s)

they should pursue. However, the problem in many organizations is implementing

strategies—that is, making them happen. Integration of strategy formulation and

implementation often does not exist.

The components of strategic management are closely linked, and all are directed toward

the future success of the organization. Strategic management requires strong links

among mission, goals, objectives, strategy, and implementation. The mission gives the

general purpose of the organization. Goals give global targets within the mission. Objectives

give specific targets to goals. Objectives give rise to formulation of strategies

to reach objectives. Finally, strategies require actions and tasks to be implemented. In

most cases the actions to be taken represent projects. Figure 2.1 shows a schematic of

the strategic management process and major activities required.

Four Activities of the Strategic Management Process

The typical sequence of activities of the strategic management process is outlined here;

a description of each activity then follows:

1. Review and define the organizational mission.

2. Set long-range goals and objectives.

3. Analyze and formulate strategies to reach objectives.

4. Implement strategies through projects.

Review and Define the Organizational Mission

The mission identifies “what we want to become” or the raison d’être. Mission statements

identify the scope of the organization in terms of its product or service. A

written mission statement provides focus for decision making when shared by organizational

managers and employees. Everyone in the organization should be keenly

aware of the organization’s mission. For example, at one large consulting firm, partners

who fail to recite the mission statement on demand are required to buy lunch.

The mission statement communicates and identifies the purpose of the organization

to all stakeholders. Mission statements can be used for evaluating organization

performance.

Traditional components found in mission statements are major products and services,

target customers and markets, and geographical domain. In addition, statements

frequently include organizational philosophy, key technologies, public image, and

contribution to society. Including such factors in mission statements relates directly to

business success.

Mission statements change infrequently. However, when the nature of the business

changes or shifts, a revised mission statement may be required. For example, Steve

Jobs of Apple computer envisioned the use of computer technology beyond the PC

desktop. His mission was to look at computer technology as the vehicle for work and
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entertainment. As a result he developed the iPod for selling music and masterminded

the development of animated movies such as Finding Nemo through the Pixar organization.

The latter resulted in the breakaway of Pixar from Disney, which marketed the

animated movies. As a result, Pixar will need to revise their mission statement to be

more specific.

More specific mission statements tend to give better results because of a tighter

focus. Mission statements decrease the chance of false directions by stakeholders. For

example, compare the phrasing of the following mission statements:

Provide hospital design services.

Provide voice/data design services.

Provide information technology services.

Increase shareholder value.

Provide high-value products to our customer.

Clearly, the first two statements leave less chance for misinterpretation than the others.

A rule-of-thumb test for a mission statement is, if the statement can be anybody’s

mission statement, it will not provide the guidance and focus intended. The mission

sets the parameters for developing objectives.
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Long-Range Goals and Objectives

Objectives translate the organization mission into specific, concrete, measurable terms.

Organizational objectives set targets for all levels of the organization. Objectives pinpoint

the direction managers believe the organization should move toward. Objectives

answer in detail where a firm is headed and when it is going to get there. Typically, objectives

for the organization cover markets, products, innovation, productivity, quality,

finance, profitability, employees, and consumers. In every case, objectives should be as

operational as possible. That is, objectives should include a time frame, be measurable,

be an identifiable state, and be realistic. Doran created the memory device shown in

Exhibit 2.1 which is useful when writing objectives.

Each level below the organizational objectives should support the higher-level objectives

in more detail; this is frequently called cascading of objectives. For example, if a firm

making leather luggage sets an objective of achieving a 40 percent increase in sales

through a research and development strategy, this charge is passed to the marketing,

production, and R&D departments. The R&D department accepts the firm’s strategy as

their objective, and their strategy becomes the design and development of a new “pull-type

luggage with hidden retractable wheels.” At this point the objective becomes a project to

be implemented—to develop the retractable wheel luggage for market within six months

within a budget of $200,000. In summary, organizational objectives drive your projects.

Analyze and Formulate Strategies to Reach Objectives

Formulating strategy answers the question of what needs to be done to reach objectives.

Strategy formulation includes determining and evaluating alternatives that support

the organization’s objectives and selecting the best alternative. The first step is a

realistic evaluation of the past and current position of the enterprise. This step typically

includes an analysis of “who are the customers” and “what are their needs as they (the

customers) see them.”

The next step is an assessment of the internal and external environments. What

are the internal strengths and weaknesses of the enterprise? Examples of internal

strengths or weaknesses could be core competencies, such as technology, product quality,

management talent, low debt, and dealer networks. Managers can alter internal

strengths and weaknesses. Opportunities and threats usually represent external forces

for change such as technology, industry structure, and competition. Competitive benchmarking

tools are sometimes used here to assess current and future directions. Opportunities

and threats are the flip sides of each other. That is, a threat can be perceived as

an opportunity, or vice versa. Examples of perceived external threats could be a slowing

of the economy, a maturing life cycle, exchange rates, or government regulation. Typical

opportunities are increasing demand, emerging markets, and demographics. Managers

or individual firms have limited opportunities to influence such external

environmental factors; however, in recent years notable exceptions have been new technologies

such as Apple using the iPod to create a market to sell music. The keys are to

attempt to forecast fundamental industry changes and stay in a proactive mode rather

than a reactive one. This assessment of the external and internal environments is known

as the SWOT analysis (strengths, weaknesses, opportunities, and threats).
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S Specific Be specific in targeting an objective

M Measurable Establish a measurable indicator(s) of progress

A Assignable Make the objective assignable to one person for completion

R Realistic State what can realistically be done with available resources

T Time related State when the objective can be achieved, that is, duration

EXHIBIT 2.1

Characteristics

of Objectives
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During the early 1980s Jan Carlzon was appointed chief operating

officer for Scandinavian Airlines (SAS). At this time, the entire airline

industry was in the midst of a slump, and SAS was about to

record a second straight year of losses. Carlzon halted the practice

of instituting across-the-board cuts and instead focused on

developing a strategic mission that would make SAS profitable

during a time of zero market growth. The strategy was to make

SAS known as the best airline in the world for the frequent business

traveler. SAS realized that business travelers were the most

stable part of the market and tended to purchase full-fare tickets

as opposed to discounted tickets. Furthermore, business travelers

tended to have unique needs that would allow SAS to develop services

to attract their full-fare business.

Under Carlzon’s leadership, SAS scrutinized every project and

expense as to whether it contributed to improving the service to

the frequent business traveler. If the answer was no, no matter

what it was or how dear it was to those within SAS, it was cut.

Projects such as developing vacation packages to the Mediterranean

were eliminated, and overall SAS was able to cut $40 million

in nonessential expenses. At the same time, Carlzon persuaded

the SAS board to invest $45 million and increase operating expenses

$12 million a year for 147 different projects designed to attract and

serve the frequent business traveler. They launched a comprehensive

punctuality campaign, improved the traffic hub in Copenhagen,

and offered customer service courses for more than 12,000 staff

members.

SAS dropped first-class seating and created “Euro-Class” at

full-fare coach prices. They installed movable partitions in their

aircraft to separate the Euro-Class section from the others. They

were among the first airlines to create comfortable lounges at

the terminals with telephone and telex services for Euro-Class

passengers. They gave Euro-Class travelers separate, express

check-in counters, more comfortable seats, and better food.

The results were startling. Within three years SAS increased the

number of full-fare business passengers by 23 percent at a time

when the overall market was stagnant. Fortune magazine conducted

a survey that named SAS the best airline for business travelers

in the world. The SAS story illustrates how a clear mission

allows an organization to concentrate its limited resources on those

projects that increase the profitability and success of the firm.

*Jan Carlzon, Moments of Truth (New York: Harper & Row, 1987).

Snapshot from Practice The SAS Turnaround*

From this analysis, critical issues and a portfolio of strategic alternatives are identified.

These alternatives are compared with the current portfolio and available resources;

strategies are then selected that should support the basic mission and objectives of

the organization. Critical analysis of the strategies includes asking questions: Does the
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strategy take advantage of our core competencies? Does the strategy exploit our competitive

advantage? Does the strategy maximize meeting customers’ needs? Does the

strategy fit within our acceptable risk range?

Strategy formulation ends with cascading objectives or tasks assigned to lower divisions,

departments, or individuals. Formulating strategy might range around 20 percent

of management’s effort, while determining how strategy will be implemented

might consume 80 percent.

Implement Strategies through Projects

Implementation answers the question of how strategies will be realized, given available

resources. The conceptual framework for strategy implementation lacks the structure

and discipline found in strategy formulation. Implementation requires action and completing

tasks; the latter frequently means mission-critical projects. Therefore, implementation

must include attention to several key areas.

First, completing tasks requires allocation of resources. Resources typically represent

funds, people, management talents, technological skills, and equipment. Frequently,

implementation of projects is treated as an “addendum” rather than an integral

part of the strategic management process. However, multiple objectives place conflicting

demands on organizational resources. Second, implementation requires a formal

and informal organization that complements and supports strategy and projects.

Authority, responsibility, and performance all depend on organization structure and

culture. Third, planning and control systems must be in place to be certain project activities

necessary to ensure strategies are effectively performed. Fourth, motivating

project contributors will be a major factor for achieving project success. Finally, an area

receiving more attention in recent years is prioritizing projects. Although the strategy

implementation process is not as clear as strategy formulation, all managers realize

that, without implementation, success is impossible.

The Need for an Effective Project Portfolio Management System

Implementation of projects without a strong priority system linked to strategy creates

problems. Three of the most obvious problems are discussed below. A project portfolio

system can go a long way to reduce, or even eliminate, the impact of these problems.

Problem 1: The Implementation Gap

In organizations with short product life cycles, it is interesting to note that frequently

participation in strategic planning and implementation includes participants from all

levels within the organization. However, in perhaps 80 percent of the remaining product

and service organizations, top management pretty much formulates strategy and

leaves strategy implementation to functional managers. Within these broad constraints,

more detailed strategies and objectives are developed by the functional managers. The

fact that these objectives and strategies are made independently at different levels by

functional groups within the organization hierarchy causes manifold problems.

Some symptoms of organizations struggling with strategy disconnect and unclear

priorities are presented here.

• Conflicts frequently occur among functional managers and cause lack of trust.

• Frequent meetings are called to establish or renegotiate priorities.

• People frequently shift from one project to another, depending on current priority.

Employees are confused about which projects are important.
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• People are working on multiple projects and feel inefficient.

• Resources are not adequate.

Because clear linkages do not exist, the organizational environment becomes dysfunctional,

confused, and ripe for ineffective implementation of organization strategy and,

thus, of projects. The implementation gap refers to the lack of understanding and consensus

of organization strategy among top and middle-level managers.

A scenario the authors have seen repeated several times follows. Top management

picks their top 20 projects for the next planning period, without priorities. Each functional

department—marketing, finance, operations, engineering, information technology,

and human resources—selects projects from the list. Unfortunately independent

department priorities across projects are not homogenous. A project that rates first in the

IT department can rate 10th in the finance department. Implementation of the projects

represents conflicts of interest with animosities developing over organization resources.

If this condition exists, how is it possible to effectively implement strategy? The

problem is serious. One study found that only about 25 percent of Fortune 500 executives

believe there is a strong linkage, consistency, and/or agreement between the

strategies they formulate and implementation. Middle managers considered organizational

strategy to be under the purview of others or not in their realm of influence. It

is the responsibility of senior management to set policies that show a distinct link between

organizational strategy and objectives and projects that implement those strategies.

The research of Fusco suggests the implementation gap and prioritizing projects

are still overlooked by many organizations. He surveyed 280 project managers and

found that 24 percent of their organizations did not even publish or circulate their

objectives; in addition, 40 percent of the respondents reported that priorities among

competing projects were not clear, while only 17 percent reported clear priorities.

Problem 2: Organization Politics

Politics exist in every organization and can have a significant influence on which

projects receive funding and high priority. This is especially true when the criteria and

process for selecting projects are ill-defined and not aligned with the mission of the

firm. Project selection may be based not so much on facts and sound reasoning, but

rather on the persuasiveness and power of people advocating projects.

The term “sacred cow” is often used to denote a project that a powerful, high-ranking

official is advocating. Case in point, a marketing consultant confided that he was once

hired by the marketing director of a large firm to conduct an independent, external market

analysis for a new product the firm was interested in developing. His extensive research

indicated that there was insufficient demand to warrant the financing of this new

product. The marketing director chose to bury the report and made the consultant

promise never to share this information with anyone. The director explained that this new

product was the “pet idea” of the new CEO, who saw it as his legacy to the firm. He went

on to describe the CEO’s irrational obsession with the project and how he referred to it

as his “new baby.” Like a parent fiercely protecting his child, the marketing director

believed that he would lose his job if such critical information ever became known.

Having a project sponsor can play a significant role in the selection and successful

implementation of product innovation projects. Project sponsors are typically highranking

managers who endorse and lend political support for the completion of a specific

project. They are instrumental in winning approval of the project and in protecting

the project during the critical development stage. Savvy project managers recognize

the importance of having “friends in higher courts” who can advocate for their case

and protect their interests.
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The significance of corporate politics can be seen in the ill-fated ALTO computer

project at Xerox during the mid-1970s. The project was a tremendous technological

success; it developed the first workable mouse, the first laser printer, the first userfriendly

software, and the first local area network. All of these developments were five

years ahead of their nearest competitor. Over the next five years this opportunity to

dominate the nascent personal computer market was squandered because of internal

in-fighting at Xerox and the absence of a strong project sponsor.

Politics can play a role not only in project selection but also in the aspirations behind

projects. Individuals can enhance their power within an organization by managing

extraordinary and critical projects. Power and status naturally accrue to successful

innovators and risk takers rather than to steady producers. Similarly, managers can become

heroes within their organization by leading projects that contribute significantly

to the organization’s mission or solve a pressing crisis. Many ambitious managers pursue

high-profile projects as a means for moving quickly up the corporate ladder. For

example, Lee Iacocca’s career was built on successfully leading the design and development

of the highly successful Ford Mustang.

Many would argue that politics and project management should not mix. A more

proactive response is that projects and politics invariably mix and that effective project

managers recognize that any significant project has political ramifications. Likewise,

top management needs to develop a system for identifying and selecting projects that

reduces the impact of internal politics and fosters the selection of the best projects for

achieving the mission and strategy of the firm.

Problem 3: Resource Conflicts and Multitasking

Most project organizations exist in a multiproject environment. This environment creates

the problems of project interdependency and the need to share resources. For example,

what would be the impact on the labor resource pool of a construction company

if it should win a contract it would like to bid on? Will existing labor be adequate to

deal with the new project—given the completion date? Will current projects be delayed?

Will subcontracting help? Which projects will have priority? Competition

among project managers can be contentious. All project managers seek to have the best

people for their projects. The problems of sharing resources and scheduling resources

across projects grow exponentially as the number of projects rises. In multiproject environments

the stakes are higher and the benefits or penalties for good or bad resource

scheduling become even more significant than in most single projects.

Resource sharing also leads to multitasking. Multitasking involves starting and stopping

work on one task to go and work on another project, and then returning to the

work on the original task. People working on several tasks concurrently are far less efficient,

especially where conceptual or physical shutdown and startup are significant.

Multitasking adds to delays and costs. Changing priorities exacerbate the multitasking

problems even more. Likewise, multitasking is more evident in organizations that have

too many projects for the resources they command.

The number of small and large projects in a portfolio almost always exceeds the

available resources (typically by a factor of three to four times the available resources).

This capacity overload inevitably leads to confusion and inefficient use of scarce organizational

resources. The presence of an implementation gap, of power politics, and

of multitasking adds to the problem of which projects are allocated resources first.

Employee morale and confidence suffer because it is difficult to make sense of an

ambiguous system. A multiproject organization environment faces major problems

without a priority system that is clearly linked to the strategic plan.
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In essence, to this point we have suggested that many organizations have no meaningful

process for addressing the problems we have described. The first and most important

change that will go a long way in addressing these and other problems is the

development and use of a meaningful project priority process for project selection.

How can the implementation gap be narrowed so that understanding and consensus

of organizational strategies run through all levels of management? How can power

politics be minimized? Can a process be developed in which projects are consistently

prioritized to support organizational strategies? Can the prioritized projects be used to

allocate scarce organizational resources—for example, people, equipment? Can the

process encourage bottom-up initiation of projects that support clear organizational

targets?

What is needed is a set of integrative criteria and a process for evaluating and selecting

projects that support higher-level strategies and objectives. A single-project

priority system that ranks projects by their contribution to the strategic plan would

make life easier. Easily said, but difficult to accomplish in practice. Organizations that

managed independent projects and allocated resources ad hoc have shifted focus to

selecting the right portfolio of projects to achieve their strategic objectives. This is a

quickening trend. The advantages of successful project portfolio systems are becoming

well recognized in project-driven organizations. See Exhibit 2.2, which lists a few

key benefits; the list could easily be extended.

A project portfolio system is discussed next with emphasis on selection criteria,

which is where the power of the portfolio system is established.

A Portfolio Management System

Succinctly put, portfolio management ensures projects are aligned with strategic goals

and prioritized appropriately. Portfolio management provides information to make better

business decisions. Since there are usually more projects clamoring for resources

than are available, it is important to follow a logical and defined process for selecting

the projects to implement.

Design of a project portfolio system should include classification of a project, selection

criteria depending upon classification, sources of proposals, evaluating proposals, and

managing the portfolio of projects.

Classification of the Project

Many organizations find they have three different kinds of projects in their portfolio:

compliance and emergency (must do), operational, and strategic projects. Compliance

projects are typically those needed to meet regulatory conditions required to operate

in a region; hence, they are called “must do” projects. Emergency projects,

such as rebuilding a soybean factory destroyed by fire, meet the must do criterion.

Compliance and emergency projects usually have penalties if they are not implemented.
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• Builds discipline into project selection process.

• Links project selection to strategic metrics.

• Prioritizes project proposals across a common set of criteria, rather than on politics or emotion.

• Allocates resources to projects that align with strategic direction.

• Balances risk across all projects.

• Justifies killing projects that do not support organization strategy.

• Improves communication and supports agreement on project goals.

EXHIBIT 2.2

Benefits of Project

Portfolio

Management
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Operational projects are those that are needed to support current operations. These

projects are designed to improve efficiency of delivery systems, reduce product

costs, and improve performance. TQM projects are examples of operational projects.

Finally, strategic projects are those that directly support the organization’s long-run

mission. They frequently are directed toward increasing revenue or market share.

Examples of strategic projects are new products, research and development. (See

Figure 2.2).

The strategic value of a proposed project must be determined before it can be placed

in the project portfolio. Under rare circumstances, there are projects that “must” be selected.

These compliance or emergency projects are those that must be implemented or

the firm will fail or suffer dire penalties or consequences. For example, a manufacturing

plant must install an electrostatic filter on top of a smokestack in six months or

close down. EU courts are trying to force Microsoft to open their software architecture

to allow competing software firms to be compatible and interact with Microsoft. This

decision may become a compliance project for Microsoft. Any project placed in the

“must” category ignores other selection criteria. A rule of thumb for placing a proposed

project in this category is that 99 percent of the organization stakeholders would

agree that the project must be implemented; there is no perceived choice but to implement

the project. All other projects are selected using selection criteria linked to organization

strategy.

Selection Criteria

Although there are many criteria for selecting projects, selection criteria are typically

identified as financial and nonfinancial. A short description of each is given next, followed

by a discussion of their use in practice.

Financial Models For most managers financial criteria are the preferred method to

evaluate projects. These models are appropriate when there is a high level of confidence

associated with estimates of future cash flows. Two models and examples are

demonstrated here—payback and net present value (NPV).

Project A has an initial investment of $700,000 and projected cash inflows of $225,000 for

5 years.

Project B has an initial investment of $400,000 and projected cash inflows of $110,00 for

5 years.

1. The payback model measures the time it will take to recover the project investment.

Shorter paybacks are more desirable. Payback is the simplest and most widely

used model. Payback emphasizes cash flows, a key factor in business. Some managers

use the payback model to eliminate unusually risky projects (those with lengthy

payback periods). The major limitations of payback are that it ignores the time value of
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money, assumes cash inflows for the investment period (and not beyond), and does not

consider profitability. Payback formula is

Payback period (yrs) _ Estimated Project Cost_Annual savings

Exhibit 2.3 compares the payback for Project A and Project B. The payback for Project A

is 3.1 years and for Project B is 3.6 years. Using the payback method both projects are

acceptable since both return the initial investment in less than five years and have

returns on the investment of 32.1 and 27.5 percent.

2. The net present value (NPV) model uses management’s minimum desired rateof-

return (discount rate, for example, 20 percent) to compute the present value of all

net cash inflows. If the result is positive, (the project meets the minimum desired rate

of return) it is eligible for further consideration. If the result is negative, the project is

rejected. Thus, higher positive NPV’s are desirable. Excel uses this formula

I0 _ Initial investment (since it is an outflow, the number will be negative)

Ft _ net cash inflow for period t

k _ required rate of return

Project NPV _ I0 _ a

n

t_1

Ft

11 _ k2t where
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EXHIBIT 2.3 Example Comparing Two Projects: Net Present Value (NPV) and Payback Method
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Exhibit 2.3

Project A Year 0 Year 1 Year 2 Year 3 Year 4 Year 5 Total Formulas

Required rate of return 15%

Outflows –$700,000

Inflows $225,000 $225,000 $225,000 $225,000 $225,000 $1,125,000

Net Inflows $225,000 $225,000 $225,000 $225,000 $425,000 $425,000 Project A: =C7+NPV(B6,D9:H9)

NPV $54,235

Project B

Required rate of return 15%

Outflows –$400,000

Inflows $110,000

$110,000

$110,000 $110,000 $110,000 $110,000 $550,000

Net inflows $110,000 $110,000 $110,000 $110,000 $150,000 Project B: =C15+NPV(B14,D17:H17)

NPV –$31,283

NPV comparison: Accept Project A---NPV is positive

Reject Project B---NPV is negative

Project A Project B

Investment $700,000 $400,000 Project A Payback =(D32/D33)

Annual savings $225,000 $110,000 Project B Payback: =(F32/F33)

Payback period* 3.1 years 3.6 years

Rate of return** 32.1% 27.5% Project A: =(D33/D32)

Project B: =(F33/F32)

Project A: Accept. Less than 5 years and exceeds 15% desired rate

Project B: Accept. Less than 5 years.

* Note: Payback does not use the time value of money

44 ** Note: Rate of return is reciprocal of Payback

45

J

–$700,000

–$400,000

C

Example Comparing Two Projects Using the Payback Method

Example Comparing Two Projects Using NPV
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Exhibit 2.3 presents the NPV model using Microsoft Excel software. The NPV model

Accepts project A, which has a positive NPV of $54,235. Project B is rejected since the

NPV is negative $31,263. Compare the NPV results with the payback results. The NPV

model is more realistic because it considers the time value of money, cash flows, and

profitability.

When using the NPV model, the discount rate (return on investment hurdle rate) can

differ for different projects. For example, the expected ROI on strategic projects is frequently

set higher than operational projects. Similarly, ROI’s can differ for riskier versus

safer projects. The criteria for setting the ROI hurdle rate should be clear and

applied consistently.

Nonfinancial Criteria

Financial return, while important, does not always reflect strategic importance. The

sixties and seventies saw firms become overextended by diversifying too much. Now

the prevailing thinking is that long term survival is dependent upon developing and

maintaining core competencies. Companies have to be disciplined in saying no to potentially

profitable projects that are outside the realm of their core mission. This requires

other criteria be considered beyond direct financial return. For example, a firm may support

projects that do not have high profit margins for other strategic reasons including:

To capture larger market share

To make it difficult for competitors to enter the market

To develop an enabler product, which by its introduction will increase sales in more profitable

products

To develop core technology that will be used in next generation products

To reduce dependency on unreliable suppliers

To prevent government intervention and regulation

Less tangible criteria may also apply. Organizations may support projects to restore

corporate image or enhance brand recognition. Many organizations are committed to

corporate citizenship and support community development projects.

Since no single criterion can reflect strategic significance, portfolio management requires

multi-criteria screening models. These models typically weight individual criteria

so those projects that contribute to the most important strategic objectives are given

higher consideration.

Multi-Weighted Scoring Models

A weighted scoring model typically uses several weighted selection criteria to evaluate

project proposals. Weighted scoring models will generally include qualitative

and/or quantitative criteria. Each selection criterion is asssigned a weight. Scores are

assigned to each criterion for the project, based on its importance to the project being

evaluated. The weights and scores are multiplied to get a total weighted score for the

project. Using these multiple screening criteria, projects can then be compared using

the weighted score. Projects with higher weighted scores are considered better.

Selection criteria need to mirror the critical success factors of an organization. For

example, 3M set a target that 25 percent of the company’s sales would come from products

fewer than four years old versus the old target of 20 percent. Their priority system

for project selection strongly reflects this new target. On the other hand, failure to pick

the right factors will render the screening process “useless” in short order.

Figure 2.3 represents a project scoring matrix using some of the factors found in

practice. The screening criteria selected are shown across the top of the matrix (e.g.,

stay within core competencies . . . ROI of 18 percent plus). Management weights each
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FIGURE 2.3

Project Screening

Matrix

criterion (a value of 0 to a high of, say, 3) by its relative importance to the organization’s

objectives and strategic plan. Project proposals are then submitted to a project priority

team or project office.

Each project proposal is then evaluated by its relative contribution/value added to

the selected criteria. Values of 0 to a high of 10 are assigned to each criterion for

each project. This value represents the project’s fit to the specific criterion. For example,

project 1 appears to fit well with the strategy of the organization since it is

given a value of 8. Conversely, project 1 does nothing to support reducing defects (its

value is 0). Finally, this model applies the management weights to each criterion by

importance using a value of 1 to 3. For example, ROI and strategic fit have a weight

of 3, while urgency and core competencies have weights of 2. Applying the weight to

each criterion, the priority team derives the weighted total points for each project.

For example, project 5 has the highest value of 102 [(2 _ 1) + (3 _ 10) + (2 _ 5) +

(2.5 _ 10) + (1 _ 0) + (1 _ 8) + (3 _ 9) = 102] and project 2 a low value of 27. If

the resources available create a cutoff threshold of 50 points, the priority team would

eliminate projects 2 and 4. (Note: Project 4 appears to have some urgency, but it is

not classified as a “must” project. Therefore, it is screened with all other proposals.)

Project 5 would receive first priority, project n second, and so on. See the adjacent

Snapshot from Practice for a variation of this method. In rare cases where resources

are severely limited and project proposals are similar in weighted rank, it is prudent

to pick the project placing less demand on resources. Weighted multiple criteria

models similar to this one are rapidly becoming the dominant choice for prioritizing

projects.

At this point in the discussion it is wise to stop and put things into perspective.

While selection models like the one above may yield numerical solutions to project

selection decsions, models should not make the final decisions—the people using

the models should. No model, no matter how sophisticated, can capture the total reality

it is meant to represent. Models are tools for guiding the evaluation process so
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Project 1

Criteria

Weight

Project 2

Project 3

Project 4

Project 5

Project 6

...

Project n

1

3

9

3

1

6

5

8

3

5

0

10

5

5

2

2

2

10

5

0

7

6

0

0

0

10

2

0

0

0

2

0

0

0

10

6

5

2

6

8

2

10

5

1

5

0

9

7

8

66

2.0

Stay within core

competencies

Urgency

25% of sales from

new products

Reduce defects to

less than 1%

Improve customer

loyalty

ROI of 18%

plus

Weighted total

Strategic fit

3.0 2.0 2.5 1.0 1.0 3.0

27

56

32

102

55

83
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The Transrapid Shanghai train is deemed a great engineering

success. The magnetic levitation train travels at 267 miles per

hour (430 kph) from the Pudong International Airport to close to

Shanghai’s business center in less than eight minutes.

Although the super fast train is deemed an engineering and

technical success, it has not been a financial success. The train

can carry 453 passengers on a trip, but the trains are riding virtually

empty; a total of only 500 to 600 passengers ride the train in a

day. The train now operates on a reduced schedule. Basically, the

price per ride is well beyond what most Chinese families can afford.

Second-class tickets are 75 yuan (US$9), and first-class tickets

cost 150 yuan (US$18). The return on investment has been

severely under expectations. The link between final customer

needs and the financial case was not a top priority. Imposed

project deadline (operate before 2003), scope reduction (shift to a

station away from downtown), and apparent misconception of

community needs all contribute to poor utilization of the train. The

current model actually forces people to leave the train, wait, and

then take public transportation to downtown Shanghai; time lost

and cost have not convinced potential riders of the benefits of

using the train.

The project demonstrates a classic error of not linking customer

need with return on investment. The political strategy outweighed

public needs.

*———, “Case Analysis: A Derailed Vision,” PM Network, vol. 18, no. 4

(April 2004) p. 1.

Snapshot from Practice A Derailed Vision*

that the decision-makers will consider relevant issues and reach a meeting of the

minds as to what projects should be supported and not supported. This is a much

more subjective process than calculations suggest. See Snapshot from Practice: A

Derailed Vision.

Applying a Selection Model

Project Classification It is not necessary to have exactly the same criteria for the different

types of projects discussed above (strategic and operations). However, experience

shows most organizations use similar criteria across all types of projects, with

AP/Wide World Photos.
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perhaps one or two criteria specific to the type of project—e.g., strategic breakthrough

versus operational.

Regardless of criteria differences among different types of projects, the most important

criterion for selection is the project’s fit to the organization strategy. Therefore,

this criterion should be consistent across all types of projects and carry a high priority

relative to other criteria. This uniformity across all priority models used can keep departments

from suboptimizing the use of organization resources. Anyone generating a

project proposal should classify their proposal by type, so the appropriate criteria can

be used to evaluate their proposal.

Selecting a Model In the past, financial criteria were used almost to the exclusion of

other criteria. However, in the last two decades we have witnessed a dramatic shift to

include multiple criteria in project selection. Concisely put, profitability alone is simply

not an adequate measure of contribution; however, it is still an important criterion,

especially for projects that enhance revenue and market share such as breakthrough

R & D projects.

Today, senior management is interested in identifying the potential mix of projects

that will yield the best use of human and capital resources to maximize return on investment

in the long run. Factors such as researching new technology, public image,

ethical position, protection of the environment, core competencies, and strategic fit

might be important criteria for selecting projects. Weighted scoring criteria seem the

best alternative to meet this need.

Weighted scoring models result in bringing projects to closer alignment with strategic

goals. If the scoring model is published and available to everyone in the organization,

some discipline and credibility is attached to the selection of projects. The number

of wasteful projects using resources is reduced. Politics and “sacred cow” projects are

exposed. Project goals are more easily identified and communicated using the selection

criteria as corroboration. Finally, using a weighted scoring approach helps project

managers understand how their project was selected, how their project contributes to organization

goals, and how it compares with other projects. Project selection is one of the

most important decisions guiding the future success of an organization.

Criteria for project selection are the area where the power of portfolio starts to manifest

itself. New projects are aligned with the strategic goals of the organization. With

a clear method for selecting projects in place, project proposals can be solicited.

Sources and Solicitation of Project Proposals

As you would guess, projects should come from anyone who believes their project will

add value to the organization. However, many organizations restrict proposals from

specific levels or groups within the organization. This could be an opportunity lost.

Good ideas are not limited to certain types or classes of organization stakeholders.

Encourage and keep solicitations open to all sources—internal and external sponsors.

Figures 2.4 A and B provide an example of a proposal form for major projects. Note

that this form includes a preliminary risk assessment as well as problem definition and

project objectives. Risk analysis is the subject of Chapter 7.

In some cases organizations will solicit ideas for projects when the knowledge requirements

for the project are not available in the organization. Typically, the organization

will issue an RFP (Request for Proposal) to contractors/vendors with adequate

experience to implement the project. In one example, a hospital published an RFP that

asked for a bid to design and build a new operating room that uses the latest technology.

Several architecture firms submitted bids to the hospital. The bids for the project were

evaluated internally against other potential projects. When the project was accepted as a
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go, other criteria were used to select the best qualified bidder. See Appendix 2.1 of this

chapter for a complete description of requests for proposal (RFP).

Ranking Proposals and Selection of Projects

Culling through so many proposals to identify those that add the most value requires a

structured process. Figure 2.5 shows a flow chart of a screening process beginning with

the creation of an idea for a project.

Data and information are collected to assess the value of the proposed project to the

organization and for future backup. If the sponsor decides to pursue the project on the

basis of the collected data, it is forwarded to the project priority team (or the project

office). Note that the sponsor knows which criteria will be used to accept or reject the

project. Given the selection criteria and current portfolio of projects, the priority team

rejects or accepts the project. If the project is accepted, the priority team sets implementation

in motion.
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FIGURE 2.4A

Major Project
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Problem definition

Responsible Manager
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The project is a one-time effort? (will not occur on a regular basis)

The project proposal was reviewed by the product manager?

Describe the problem/opportunity.
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Describe the project goal.

Objective definition

Performance: Quantify the savings/benefits you expect from the project.

Cost: Labor hours, materials, methods, equipment?

Schedule: Overall duration in months.
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FIGURE 2.4B

Risk Analysis

Figure 2.6 is a partial example of an evaluation form used by a large company to prioritize

and select new projects. The form distinguishes between must and want objectives.

If a project does not meet designated “must” objectives, it is not considered and

removed from consideration. Organization (or division) objectives have been ranked

and weighted by their relative importance—for example “Improve external customer

service” carries a relative weight of 83 when compared to other want objectives. The

want objectives are directly linked to objectives found in the strategic plan.

Impact definitions represent a further refinement to the screening system. They are

developed to gauge the predicted impact a specific project would have on meeting a

particular objective. A numeric scheme is created and anchored by defining criteria. To

illustrate how this works, let’s examine the $5 million in new sales objective. A “0” is

assigned if the project will have no impact on sales or less than $100,000, a “1” is

given if predicted sales are more than $100,000 but less than $500,000, a “2” if greater

than $500,000. These impact assessments are combined with the relative importance of

What are the three major risks for this project?

Resources available? Yes No

1.

2.

3.

What is the probability of the

above risks occurring?

What is the impact on project

success if these risks do occur?

0 to 1.0

Risk

1 above

Risk

2 above

Risk

3 above

Risk

1 above

Risk

2 above

Risk

3 above

none high

0 to 10

none high

Current project status

Start date Estimated finish date

Status: Active On hold

Update:

Priority team action:

Discovery—project not defined Duplicate to:

Operational—proposal not a project Project #

Need more information—to prioritize project Completed project

Accepted Returned

Gray−Larson: Project

Management: The

Managerial Process, Third

Edition

2. Organization Strategy

and Project Selection

Text © The McGraw−Hill

Companies, 2005

each objective to determine the predicted overall contribution of a project to strategic

objectives. For example, project 26 creates an opportunity to fix field problems, has no

effect on sales, and will have major impact on customer service. On these three objectives,

project 26 would receive a score of 265 [99 _ 0 _ (2 _ 83)]. Individual

weighted scores are totaled for each project and are used to prioritize projects.

Responsibility for Prioritizing

Prioritizing can be an uncomfortable exercise for managers. Prioritizing means discipline,

accountability, responsibility, constraints, reduced flexibility, and loss of power.

Top management commitment means more than giving a blessing to the priority system;

it means management will have to rank and weigh, in concrete terms, the objectives

and strategies they believe to be most critical to the organization. This public

declaration of commitment can be risky if the ranked objectives later prove to be poor

choices, but setting the course for the organization is top management’s job. The good

news is, if management is truly trying to direct the organization to a strong future position,

a good project priority system supports their efforts and develops a culture in

which everyone is contributing to the goals of the organization.

Managing the Portfolio System

Managing the portfolio takes the selection system one step higher in that the merits of

a particular project are assessed within the context of existing projects. At the same

time it involves monitoring and adjusting selection criteria to reflect the strategic focus

of the organization. This requires constant effort. The priority system can be managed
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by a small group of key employees in a small organization. Or, in larger organizations,

the priority system can be managed by the project office or the enterprise management

group.

Senior Management Input

Management of a portfolio system requires two major inputs from senior management.

First, senior management must provide guidance in establishing selection criteria that

strongly align with the current organization strategies. Second, senior management

must annually decide how they wish to balance the available organizational resources

(people and capital) among the different types of projects. A preliminary decision of

balance must be made by top management (e.g., 20 percent compliance, 50 percent

strategic, and 30 percent operational) before project selection takes place, although the

balance may be changed when the projects submitted are reviewed. Given these inputs

the priority team or project office can carry out its many responsibilities, which include

supporting project sponsors and representing the interests of the total organization.
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FIGURE 2.6

Priority Analysis
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The Priority Team Responsibilities

The priority team, or project office, is responsible for publishing the priority of every

project and ensuring the process is open and free of power politics. For example, most

organizations using a priority team or project office use an electronic bulletin board to

disperse the current portfolio of projects, the current status of each project, and current

issues. This open communication discourages power plays. Over time the priority team

evaluates the progress of the projects in the portfolio. If this whole process is managed

well, it can have a profound impact on the success of an organization.

Constant scanning of the external environment to determine if organizational focus

and/or selection criteria need to be changed is imperative! Periodic priority review

and changes need to keep current with the changing environment and keep a unified

vision of organization focus. Regardless of the criteria used for selection, each project

should be evaluated by the same criteria. If projects are classified by must do, operation,

and strategic, each project in its class should be evaluated by the same criteria.

Enforcing the project priority system is crucial. Keeping the whole system open and

aboveboard is important to maintaining the integrity of the system and keeping new,

young executives from going around the system. For example, communicating which

projects are approved, project ranks, current status of in-process projects, and any

changes in priority criteria will discourage people from bypassing the system.

Balancing the Portfolio for Risks and Types of Projects

A major responsibility of the priority team is to balance projects by type, risk, and resource

demand. This requires a total organization perspective. Hence, a proposed

project that ranks high on most criteria may not be selected because the organization

portfolio already includes too many projects with the same characteristics—e.g., project

risk level, use of key resources, high cost, nonrevenue producing, long durations. Balancing

the portfolio of projects is as important as project selection. Organizations need

to evaluate each new project in terms of what it adds to the project mix. Short-term

needs need to be balanced with long-term potential. Resource usage needs to be optimized

across all projects not just the most important project.

David and Jim Matheson studied R&D organizations and developed a matrix that

could be used for assessing a project portfolio (see Figure 2.7). The vertical axis
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reflects a project’s probability of success.The horizontal axis reflects potential commercial

value. The grid has four quadrants, each with different project dimensions.

Bread-and-butter projects typically involve evolutionary improvements to current

products and services. Examples include software upgrades and manufacturing

cost reduction efforts.

Pearls represent revolutionary commercial advances using proven technical advances.

Examples include next-generation integrated circuit chip and subsurface

imaging to locate oil and gas.

Oysters involve technological breakthroughs with high commercial payoffs.

Examples include embryonic DNA treatments and new kinds of metal alloys.

White elephants are projects that at one time showed promise but are no longer

viable. Examples include products for a saturated market or a potent energy source

with toxic side effects.

The Mathesons report that organizations often have too many white elephants and too

few pearls and oysters. To maintain strategic advantage they recommend that organizations

capitalize on pearls, eliminate or reposition white elephants and balance resources

devoted to bread-and-butter and oyster projects to achieve alignment with

overall strategy. Although their research centers on R&D organizations, their observations

appear to hold true for all types of project organizations.

Summary Multiple competing projects, limited skilled resources, dispersed virtual teams, time to

market pressures, and limited capital serve as forces for the emergence of project portfolio

management that provides the infrastructure for managing multiple projects and linking

business strategy with project selection. The most important element of this system

is the creation of a ranking system that utilizes multiple criteria that reflect the mission

and strategy of the firm. It is critical to communicate priority criteria to all organizational

stakeholders so that the criteria can be the source of inspiration for new project ideas.

Every significant project selected should be ranked and the results published. Senior

management must take an active role in setting priorities and supporting the priority system.

Going around the priority system will destroy its effectiveness. The project priority

team needs to consist of seasoned managers who are capable of asking tough

questions and distinguishing facts from fiction. Resources (people, equipment, and capital)

for major projects must be clearly allocated and not conflict with daily operations

or become an overload task.

The priority team needs to not only scrutinize significant projects in terms of their

strategic value but also their fit with the portfolio of projects currently being implemented.

Highly ranked projects may be deferred or even turned down if they upset the

current balance among risks, resources, and strategic initiatives. Project selection must

be based not only on the merits of the specific project but also on what it contributes to

the current project portfolio mix. This requires a holistic approach to aligning projects

with organizational strategy and resources.

