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PORTFOLIO MANAGEMENT



For Eva, Julia and Anna:
May the portfolio of their lives always be balanced.



Preface

‘La vie crée l'ordre, mais Uordre ne crée pas la vie — Life creates order,
but order does not (yet) create any life’. This maxim by the French
author Antoine de Saint-Exupéry serves as a motto for this study of
the younger forms of Portfolio Management. It has been chosen with
good reason: after a rather rapid acceptance, the early generations of
Portfolio Management approaches were quickly accused of resulting in
stale planning rituals, rather than producing entrepreneurial thinking.
It is the aim of this study to demonstrate that the shallowness observed
in some of the early applications of Portfolio Management are by no
means an inherent weakness of the system, but rather the resuits of
inadequate use. The guiding idea in this context is that rituals, as
important as they may be for the structuring, communication and
testing of plans, by the sheer nature of the exercise can only be a
secondary consideration. In the first phase, the emphasis has to be on
the creative aspect of planning, on the entrepreneurial idea: the crea-
tion and maintenance of profit potentials within a company which
represent ‘life’ in the sense of the quote by de Saint-Exupéry. If a
sufficient number of profit potentials have been created (or existing
ones carefully groomed) the ‘order’ of the planning ritual follows
almost automatically; the latter helps to transform these potentials into
actual profits.

The concept of the profit potential will, therefore, be stressed
throughout this study. The emphasis will be mainly on the identifica-
tion and maintenance of profit potentials; the creation of new profit
potentials, e.g. with the help of ‘start-up businesses’ or diversification
efforts — as meaningful and timely they may be under certain circum-
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stances — will not play a major role. Throughout the book the practical
aspects of portfolio management will be emphasised.

The book is a translation from the German of the now totally revised
third edition. This revision would not have been possible without
discussions with my colleagues at the International Management Insti-
tute (IMI) in Geneva (and at its succeeding organisation, IMD in
Lausanne) as well as in other academic institutions on the one hand
and the practical collaboration and the exchange of ideas with practi-
tioners on the other; due to the international orientation of IMI and
IMD, these practitioners are active all over the globe. Although I owe
them a heart-felt word of thanks, it is impossible to list the names of
everyone.

Some among them who particularly influenced my thinking should
be mentioned explicitly, though. Among them is ALOYS GAELWEILER,
the late planning executive of BBC; Gaelweiler was a ‘fire brand’ in
the best sense of the word: full of ideas, stimulating to the limits of
provocation and unsurpassed in his ability to formulate his thoughts.
He is one of the pioneers of portfolio management in the German
speaking world and contributed in particular to the development of the
concept of the profit potential. His thinking is to a large extent mir-
rored in this book.

Also to be mentioned in this context is the name of Perer E.
OcHSNER, who - in particular during his tenure as the planning execu-
tive of a large Swiss group of firms — was a much appreciated dis-
cussion partner. Together with a group of his colleagues, he and
the author developed and installed a planning system in which we at-
tempted to develop the early forms of Portfolio Management even
further. The results of this execise are included in this book.

It is, furthermore, appropriate to thank BrapLEY T. GALE and
RoserT H. Lucss, both from the Strategic Planning Institute in Cam-
bridge (Mass.) and London (which serves as the organisational home
of the PIMS Program). I have maintained a close and fruitful col-
laboration with these men for many years, as evidenced in this text.

JonN DaLry and BRENDA SUTTON relieved me of a large portion of
the burden of translating the text; their always optimistic and cheer-
ful help made this task much easier. Any author necessarily stands on
the shoulders of others; for any possible shortcomings of his work he
is nevertheless exclusively responsible himself. The same holds, of
course, for this author.

SANDRA SCHOCH took on the task of transforming the different ver-
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sions of the translation into a useful manuscript. Her dedication and
patience in the process were exemplary.

A heart-felt word of thanks is also due to Dr. Juan F. Rapa,
Director General of IMD for his gracious support of the project.

Carl von Clausewitz, the Prussian General who influenced deeply the
strategic thinking of the military leaders throughout Europe particularly
in the 19th century, once identified talent, the consistency of purpose,
and boldness as the pillars of strategic thinking and acting. 1 hope this
book will help to strengthen these pillars. After all, the need to think
and act strategically (as the book defines this term) has hardly been
greater in the history of our enterprises than today.

Lausanne, Spring 1990
F. FriEDRICH NEUBAUER
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A. Introduction

Portfolio management:
an instrument of strategy

Portfolio management has played a significant role in the strategic
management of companies since the early 1970s. Although it is re-
latively simple to place its development in an historical context,®* it is
rather difficult to trace its conceptual evolution. Such an effort can be
facilitated if one is able to show how portfolio management contributes
to the advancement of the main purpose of strategic management,
namely the creation of a strong strategic position in those markets in
which the corporation has decided to compete. In doing this, one can
demonstrate that portfolio management represents one link in a series
of efforts to explain the determinants of a strategic position. While a
strong strategic position gains increasing recognition as an essential
element of a company’s commercial success, the term ‘profit potential’
is more and more used to describe it — particularly in the Germanic
literature on business administration. Although the concept of a stra-
tegic position requires some further exploration, it is quite obvious that
the stronger the strategic position, the higher the profit potential, and
vice versa. While it is the strategic management’s responsibility to
create and maintain such a long-term profit potential, it is the responsi-
bility of the operational management to exploit this potential; that is,
to turn it into profits. Since securing a profit potential lies at the heart
of strategic management, the first section of this text will focus on this
subject in detail (see Exhibit 1).

A cursory examination will show that in a typical, broadly-based
(i.e. diversified) modern corporation a strategic position does not only

* Numbers refer to the chapter ‘Notes and References’, pp. 141-147.
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exist at a corporate-wide level, but also at lower echelons within the
organisation. For example, if one were to segment a company into its
component product and service lines, one would find that each of these
discrete activities has its own strategic position in the market, and thus
contributes independently to the overall strategic position of the com-
pany. These individual activities (or business units, as they are fre-
quently called), require individual strategies, planning, and control.
The need to coordinate the planning between business units, and to
aggregate such diverse activities into a coherent strategy, has provided
the stimulus for developing portfolio management. The term ‘portfolio
management’ was borrowed from the securities industry where secur-
ities, such as shares, are combined into optimum portfolios according
to some criteria. Similarly, strategic management strives to combine
business units in an optimum fashion — balancing high-growth, cash-
hungry activity units {Wlth mature, cash-providing business units — while
simultaneously assuring that a sufficient number of promising ‘Crown
Princes’ are groomed to replace business units which are nearing the
end of their life cycles.

Business units constitute a pivotal element of portfolio management,
and their identification represents one of the most difficult assignments
of modern management. Therefore, the second section discusses some
methodologies for segmenting companies into units meaningful for
planning purposes (Exhibit 1). The determination of these business
units, or ‘strategic business units’ (SBUs), as they have become known
in the management literature, is the starting point of portfolio manage-
ment.

The next two sections describe, step-by-step, different portfolio man-
agement approaches for evaluating the profit potential of a business
unit (Exhibit 1). The profit potential of the company as a whole may
then be judged by evaluatmg the_portfolio of business units using a
nine-block matrix, or ‘business ’:5

Portfolio mafiagement can, howevér, no longer be based on a
business/market strategy alone, but must consider the availability of
the relevant technology; therefore, following the recent developments
in portfolio thinking, the supporting technology strategy is discussed
within the framework of a ‘technology grid’.

Section E demonstrates how the research results of PIMS can be
used in portfolio management. PIMS, an acronym for ‘Profit Impact
of Market Strategy’, is an ongoing international empirical study that
aims to identify _determinants .of profit; this section also describes
the attempts of PIMS to actually quantify (or at least approximate) the
profit potentials of units.
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Ex#iBiT 1: THE BASIC BUILDING BLOCKS OF THIS STUDY
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The strengths and weaknesses of each approach to portfolio manage-
ment are reviewed as these developments are presented, and the final
section is reserved for a general review of the effectiveness of portfolio
management as an overall concept.

This text emphasises the practical aspects of the themes under dis-
cussion; yet even the most thorough presentation of these approaches
can but offer a manager stimulus to insight, and food for thought.
Ultimately, it is the manager’s own vision and judgement which deter-
mine the future success or failure of a company. This judgement can,
however, be supported by systematic management approaches. One of
these is portfolio management.



B. The identification and maintenance
of profit potentials as a central task
of portfolio management

I. A SET OF STEERING MECHANISMS

One school of management theory®® which has gained wide acceptance
during the last few decades — particularly in the European stream of
Business Administration — recognises the concept of profit potential
as being a critical steering mechanism when it comes to ensuring the
long-term survival of a company. Historically, the attention of manage-
ment practice (and theory) was focused on the maintenance of liquidity
as the key instrument with which to direct management action. This
approach was quite sound, as liquidity is the life’s blood, the oxygen
supply (or whatever metaphor one wants to use) of a company: as long
as an enterprise is able to secure a positive cash flow, it is viable. For
this reason, management learned to monitor — and later on even to
plan — the factors which determine liquidity, namely cash inflows and
outflows.

Managing liquidity alone, however, eventually became insufficient as
a steering mechanism when it came to assuring the long-term viability
of a company. Some of the reasons for this observation include:?¢

Our economies developed such a state of complexity that a
company can no longer be directed with the help of cash flow
calculations alone. Factors such as multi-period manufacturing,
the availability of credits, and — later on — the necessity of
funding research and development prior to product introduc-
tion, have created the need for additional planning and steering
instruments. This need resulted in the development of accrual



