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Our Five Pillars of Risk Management
Through the years, we have expanded and refined our “toolkit” for managing PE risk.  

Our multi-dimensional approach partly reflects the diversity of investments in our portfolio, 
but is also a byproduct of the investment team we’ve assembled. A team with a broad set of 

experiences and perspectives has led us to an integrated, robust risk management framework 
within which we pursue attractive risk-adjusted returns. Here are five pillars of that framework.

Private equity (PE) managers have traditionally been very total return-focused, seeking to 
drive returns through high leverage levels, aggressive business plans and cost cutting.  

The strong equity market environment of the past decade has only sharpened that focus,  
as lofty returns have often been required to beat public market equivalent (PME) benchmarks. 

Rarely, however, do PE managers and investors talk at length about what risk was taken to 
achieve those returns. That is an unfortunate missed opportunity and demonstrates that 

private equity markets are still in the maturation phase of their institutionalization lifecycle.

Risk and return go hand in hand for all investments. A successful risk management framework 
can deliver more durable, less volatile and higher-quality performance results over time.

For limited partners (LPs), the solution has been straightforward: mitigate downside risk through 
diversification. But as LPs concentrate their portfolios and narrow their relationships to fewer, 

larger general partners (GPs), the risks they face are changing. Meanwhile, regulation, high 
prices, ESG and other factors are fueling an evolution in how GPs address risk management. 

These trends are likely to persist as the PE business continues to develop.

At Barings, we have been intently focused on risk management for the entire history of  
our PE and real assets business—and our risk management philosophy has remained  

largely unchanged during that time.

A MULTI-DIMENSIONAL 
APPROACH TO MANAGING 

PRIVATE EQUITY RISK
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BUILD SCALE STRATEGICALLY (RESEARCH & DEVELOPMENT)

Research and development (R&D) is an essential facet of how 
we build our businesses strategically over time. In fact, how 
we incorporate new investment ideas into our portfolio is one 
of the first opportunities we have to manage risk. 

Our investment process begins with a thematic top-down 
view, with macro research focused on uncovering emerging 
secular trends that appear to have long-term staying power. 
Next, we determine where these trends are likely to play 
out in the real economy, as we want to zero in on “target-
rich” sectors with many asset types available for purchase. 
Within a sector, we then look for assets or businesses that 
exhibit certain preferred characteristics, such as predictable, 
measurable cash flows (FIGURE 1).

When we identify a potential opportunity that harnesses 
those secular trends and exhibits our preferred asset 
characteristics, we often begin by making a nominal initial 
investment—for example, purchasing a small portfolio of 

assets as a first step. This approach allows us to enter a 
promising sector or asset type gradually—without assuming 
much upfront risk—in order to validate our investment thesis 
and scale our investment strategically. 

During the “incubation” period following our initial investment, 
we are able to:

• Better learn the industry/business (if new to us)
• Gain an information advantage through further research 
• Confirm our investment thesis in practice
• Assess progress and fine-tune our strategy

Then we ask: Does the actual investment experience support 
our thesis? If so, we may add incrementally to our initial 
position over time. If not, we may adjust our strategy, reduce 
our position, or even exit the investment. If we choose to grow 
or maintain our exposure, the R&D process continues every 
day to ensure that our thesis remains intact.

FIGURE 1: COMMON ASSET CHARACTERISTICS WE LOOK FOR

FOR ILLUSTRATIVE PURPOSES ONLY. 
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FIGURE 2: ENTERPRISE VALUE CREATION

The team can evolve to capitalize on opportunities for growth and scale, 
transforming Real Assets into Asset-Based Private Equity businesses.
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STRATEGY SETTING & GOVERNANCE

Once we are ready to make a bigger commitment, 
what approach will we take with the assets or business 
to optimize return on investment? There are several 
possibilities based on the output of our R&D:

• Purchase and actively operate the real  
assets themselves

• Acquire an existing asset-based business
•  Form a new business around the assets to create 

enterprise value (FIGURE 2)

As active investors, we typically seek to take a lead, 
hands-on role in shaping and executing the portfolio 
company strategy (in close collaboration with the 
company’s management team). Integral to any such 
strategy is governance as a means of managing risk at 
the portfolio company level. We want the necessary 
checks and balances in place early to facilitate 
successful implementation of the strategy and help 
limit losses in the event of poor execution:

• Deal structure: Is the deal structured properly, with 
legal agreements and other terms clearly laid out?

•  Institutional controls: Have appropriate financial 
and operational quality controls been imposed?

•  Management team: Is the right team of industry 
professionals in place to achieve the business plan?  
(We believe diversity of thought is key here.) 

• ESG considerations: Does the business truly 
consider environmental, social and governance 
(ESG) issues? (FIGURE 3)

• Alignment of interests: Are the management team’s 
interests aligned with those of Barings and our 
investors?

Alignment of interests generally consists of three parts: 

1.  Management “buy in”: Does the management team 
understand and embrace our proposed strategy?

2. “Skin in the game”: In other words, is the 
management team actually invested alongside us?

3. Incentives: Is the team’s compensation tied to the 
fortunes of the business?

In 2005, the music industry was in disarray. CD players were out, MP3 

players were in, piracy was rampant, and record stores were closing 

by the dozen. At Barings, we saw opportunity. While we didn’t know 

exactly what model would emerge, we believed a changing distribution 

landscape had the potential to globalize the market and improve the 

economics of the music business for the owners of the songs themselves.

That same year, we established an operating company on behalf of our 

investors and hired a small management team to begin purchasing and 

managing a portfolio of music publishing rights. 

We were attracted to these assets for a number of reasons. They often 

have long, profitable lifespans, with songs produced decades ago still 

being consumed today. They are also highly cash flow-generative, with 

owners receiving royalties every time a song is played or downloaded. 

And, with the proliferation of smartphones and subscription streaming 

services, more customers could be reached globally without physical 

distribution costs. 

What began as a small investment has grown rapidly, generating cash 

flows and reinvestment opportunities for our investors and partners. 

Today, our investment has grown into one of the world’s leading music 

rights firms.

FOR ILLUSTRATIVE PURPOSES ONLY. This case study should be 
considered as a reflection of Barings’ investment process, and 
references to particular portfolio companies should not be considered 
a recommendation of any particular security, investment or portfolio 
company. The information provided about particular portfolio companies 
is intended to be illustrative, and is not intended to be used as an 
indication of an investment’s current or future performance.

INVESTING IN

MUSIC
A CASE STUDY
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SUSTAINABLE BALANCE SHEET MANAGEMENT

As active investors, it is crucial that we be very involved in managing the business’s balance 
sheet, with an eye toward further lowering company-specific risk and maximizing value. 

When we talk about sustainable balance sheet management, we are generally referring to  
the need to minimize the ongoing capital intensity of the business and ensure that its balance 
sheet can be easily sustained through multiple economic and business cycles. That is why 
a foundational element of our “de-risking” approach is to invest primarily in assets and 
businesses that have the ability to generate healthy, predictable cash flows (e.g., rents, leases, 
licenses) from day one.

It is equally critical to find ways to improve the cash flow and manage it more efficiently.  
In so doing, we typically aim to make income production a major (and more reliable) 
component of overall investment returns. At the same time, we aim to make capital 
appreciation—particularly gains upon exiting the investment (when warranted)—a less 
important part of total returns. 

Among other things, greater availability of distributable cash gives us flexibility to potentially:

• Make regular distributions and/or return capital to investors
• Optimize reinvestment options
• Support merger-and-acquisition (M&A) activity
• Invest in business growth initiatives
• Reduce leverage levels

Ultimately, we believe sustainable balance sheet management leads to better and more 
consistent risk-adjusted results for investors.

FIGURE 3: HOW WE SCREEN INVESTMENTS

FOR ILLUSTRATIVE PURPOSES ONLY. 
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OPERATIONAL EXCELLENCE

Because we are active owners seeking to generate attractive 
cash yields over the long term (and because we expect more 
of our returns to come from those cash yields than from gains 
upon exit), it is essential that the businesses in which we invest 
deliver strong operating results throughout our investment 
horizon. To do so, a business must demonstrate what we call 
“operational excellence.”

The expertise and judgment of the company management 
team we partner with are paramount when it comes to 
achieving operational excellence. Key aspects may include:

• Standardizing reporting frameworks and procedures  
(e.g., financial and operational reporting)

•  Adopting better, more cost effective technology solutions 
to stay competitive and boost productivity

• Capturing/using data to make smarter business decisions 
on capital expenditures, pricing of products/services, etc. 

The goal of attaining operational excellence is not so much to 
drive exponential growth from the business, but to manage 
the idiosyncratic risk factors associated with it and decrease 
the variability of potential outcomes. In some cases, we are 
able to cross-pollinate an operating model that worked well 
for one business and apply it to another, even in a different 
sector or industry. 

Operational excellence is easier to measure with some indus-
tries and asset types than others. With commercial aviation, for 
example, utilization rates are a readily available, commonly used 
metric. Commercial aviation also tends to be predictable in that 
cash flow streams (i.e., lease payments) and recurring events 
like aircraft maintenance are often known in advance (or can be 
forecast with precision).

In the wake of the financial crisis, the continued emergence of the global middle class led us to believe 

commercial air travel could outpace economic growth for years to come. 

We focused on narrow-body aircraft, where high demand creates a liquid market in which asset owners 

can deploy the aircraft from one airline to another fairly easily. When operated efficiently, these assets may 

generate dependable cash flows that can be modeled with a high degree of accuracy. 

In 2011, we purchased a relatively small portfolio of late-life narrow-body aircraft and hired a team of 

industry experts to service the assets. This increased the likelihood that the aircraft were being used, 

operated efficiently and producing the desired cash flows. As our expertise grew, we moved into mid-life 

aircraft that benefit from strong demand, lower operating costs and a better depreciation profile relative 

to newer models. 

Through these investments, we have developed and refined the operational expertise essential to manage 

this type of aircraft. We institute a detailed lifecycle management plan for every aircraft purchased, and our 

operating performance in commercial aviation has been very tight relative to model. 

We continue to create further value in our current commercial aviation investments through operational 

improvements, including the expansion of our financial, technical and marketing services.

FOR ILLUSTRATIVE PURPOSES ONLY. This case study should be considered as a reflection of Barings’ 
investment process, and references to particular portfolio companies should not be considered a 
recommendation of any particular security, investment or portfolio company. The information provided 
about particular portfolio companies is intended to be illustrative, and is not intended to be used as an 
indication of an investment’s current or future performance.

INVESTING IN

COMMERCIAL AVIATION
A CASE STUDY
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PORTFOLIO-LEVEL DIVERSIFICATION

Not only do we apply risk mitigation strategies to our individual investments, but we also carefully seek to 
manage risk at the portfolio level through diversification. In fact, we view intelligent portfolio diversification 
as the strongest pillar of our overall risk management framework.

Our investment process is employed over a broad, diverse investment universe. As we are highly selective 
in screening portfolio candidates, the absence of those investments we opt to exclude is just as meaningful 
as the presence of those we choose to add to the portfolio. We also recognize that having a large number 
of investments does not necessarily provide significant diversification benefits. With that in mind, we strive 
to build thoughtfully diversified portfolios from a wide range of largely uncorrelated opportunities.

The criteria on which we seek to diversify the portfolio include:

•  Investment theme or trend (e.g., growing middle class in emerging markets)
• Sector/industry (e.g., aviation, telecom, pharmaceuticals, agriculture, etc.) 
• Asset type within a sector (e.g., music publishing rights vs. recording rights)
• Source and shape of cash flows (e.g., natural vs. structured; front-loaded vs. back-loaded) 
• Point in lifecycle (e.g., development phase, midlife, end-of-life)
• Geography (e.g., globally by region, by country within regions)
• Size (e.g., size of businesses; size of our positions) 

If we are successful, the resulting high-conviction portfolio will have truly differentiated sources of 
risk and return and a compelling risk-reward profile with the potential to deliver consistent, enhanced 
outcomes for our clients.

FIGURE 4: DIVERSIFIED AND DIVERSIFYING
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The wide opportunity set of real-economy sectors allows us to build portfolios that:

 1) are diversified; 2) can further diversify clients’ existing portfolios beyond traditional assets. 

FOR ILLUSTRATIVE PURPOSES ONLY. 



BARINGS  VIEWPOINTS   |   September 2018

7For investment professionals only

September 2018

7

JONATHAN ROTOLO, CFA
HEAD OF PRIVATE EQUITY/REAL ASSETS

Jonathan Rotolo is a member of Barings Alternative Investments, a global real 

estate, private equity and real assets platform. Jon is the Head of Private Equity/

Real Assets and serves as chairman of the group’s investment committee. 

Jon has worked in the industry since 1998. Prior to joining the firm in 2005, 

Jon worked at State Street Corporation in State Street's Strategic Alliances 

business. Jon graduated from Hamilton College with a B.A. in Psychobiology. 

He also holds a Master of Science in Investment Management from the Boston 

University School of Management and has an M.B.A. from the Tuck School of 

Business at Dartmouth. Jon is a member of the CFA Institute and the Boston 

Securities Analyst Society.

In 2008, our team identified an opportunity in technology and telecom, as we believed market participants 

were underestimating mobile data demand growth resulting from the proliferation of smartphones. This 

led us to focus on wireless infrastructure assets, specifically cell towers. These assets tend to be highly cash 

flow-generative, while also benefiting from the visible demand of mobile carriers and regulatory hurdles 

that had created a local barrier to entry. 

In 2009, we invested in, and took an active role in managing, a portfolio of such assets in the U.S. This 

positioned us to make a 2012 acquisition of a U.K.-based company that operated as well as developed 

wireless infrastructure assets. We viewed its operating structure as sound and were impressed with its 

ability to convert EBITDA to free cash flow. 

Over the next five years, we grew the business both organically (via upgrades to existing tower sites) and 

inorganically (through acquisitions of additional sites). Amid the expectation that industry consolidation 

would lead to larger acquisition options, we managed our cash such that we prioritized lowering 

net debt to preserve capacity for larger acquisitions, rather than prioritizing distributions or smaller 

reinvestment opportunities.

As a result of this balance sheet management, the company was able to double in scale, expand its 

capabilities and develop a leading market position before our successful exit in January 2018.

FOR ILLUSTRATIVE PURPOSES ONLY. This case study should be considered as a reflection of Barings’ 
investment process, and references to particular portfolio companies should not be considered a 
recommendation of any particular security, investment or portfolio company. The information provided 
about particular portfolio companies is intended to be illustrative, and is not intended to be used as an 
indication of an investment’s current or future performance.

INVESTING IN

WIRELESS 
INFRASTRUCTURE

A CASE STUDY



IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are subject 

to change without notice, dependent upon many factors. Any prediction, projection or forecast is not necessarily 

indicative of the future or likely performance. Investment involves risk. The value of any investments and any income 

generated may go down as well as up and is not guaranteed by Barings or any other person. PAST PERFORMANCE IS 

NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio compositions and or examples 

set forth in this document are provided for illustrative purposes only and are not indicative of any future investment 

results, future portfolio composition or investments. The composition, size of, and risks associated with an investment 

may differ substantially from any examples set forth in this document. No representation is made that an investment will 

be profitable or will not incur losses. Where appropriate, changes in the currency exchange rates may affect the value of 

investments. Prospective investors should read the offering documents for the details and specific risk factors of any Fund 

discussed in this document.

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its global 

affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia Pty Ltd, Barings 

Japan Limited, Barings Real Estate Advisers Europe Finance LLP, BREAE AIFM LLP, Baring Asset Management Limited, 

Baring International Investment Limited, Baring Fund Managers Limited, Baring International Fund Managers (Ireland) 

Limited, Baring Asset Management (Asia) Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland 

Sarl, and Baring Asset Management Korea Limited each are affiliated financial service companies owned by Barings LLC 

(each, individually, an “Affiliate”).

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase or sale 

of any financial instrument or service in any jurisdiction. The material herein was prepared without any consideration of 

the investment objectives, financial situation or particular needs of anyone who may receive it. This document is not, and 

must not be treated as, investment advice, an investment recommendation, investment research, or a recommendation 

about the suitability or appropriateness of any security, commodity, investment, or particular investment strategy, and 

must not be construed as a projections or predictions.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made in 

good faith in relation to the facts known at the time of preparation and are subject to change without notice. Individual 

portfolio management teams may hold different views than the views expressed herein and may make different 

investment decisions for different clients. Parts of this document may be based on information received from sources we 

believe to be reliable. Although every effort is taken to ensure that the information contained in this document is accurate, 

Barings makes no representation or warranty, express or implied, regarding the accuracy, completeness or adequacy of 

the information. 

Any service, security, investment or product outlined in this document may not be suitable for a prospective investor or 

available in their jurisdiction. 

Copyright in this document is owned by Barings. Information in this document may be used for your own personal use, 

but may not be altered, reproduced or distributed without Barings’ consent.

*As of June 30, 2018

Barings is a $306+ billion* global financial services firm dedicated to meeting the evolving investment and capital 

needs of our clients. We build lasting partnerships that leverage our distinctive expertise across traditional and 

alternative asset classes to deliver innovative solutions and exceptional service. Part of MassMutual, Barings 

maintains a strong global presence with over 1,800 professionals and offices in 16 countries.
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