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“L ook out!” exclaimed the jittery passenger.  “That unintelligible sign we just passed must 
have meant we’re narrowing to a single-lane bridge.”

“It’s a good thing there’s very little traffic,” said one of  our portfolio managers (PMs) at 
Aristotle Capital, the driver of  the compact SUV.  “Otherwise, this road would be littered with 
accidents.  It’s well-paved enough, particularly as the harsh winters must eat up the topcoat.  But the 
long and narrow curves with two lanes is bad enough.  Now we must deal with these single-lane bridges.  
They’re only about three car lengths long; it couldn’t cost that much more to build two lanes, could it?”  
The driver stopped the vehicle, allowing a car to pass in the opposite direction.  They 
then proceeded cautiously onto the bridge and sped up quickly to exit.

“Whew; through that one!”

The small group continued along in the car, traveling the Ring Road, heading east from 
Reykjavík, Iceland, on its southern coast.  The landscape was mostly flat, desolate and 
gray in color as is expected with old lava flows.  The area’s beauty reminded the passengers 
a bit of  the desert of  Southern California.  But the blustery weather (even during this 
summer) was in large contrast.

On their way to the cliffs of  Reynisfjall mountain, the nearest city (“let’s stop for lunch!”) 
was Vik, permanent population 750 (no, zeroes not excluded).  The destination was 
~200 km slightly south and directly east of  the capital of  Reykjavík.  They were going to 
see Puffins in their natural summertime habitat.

Lundi is the Icelandic word for puffin, making the name just as short and easy to 
remember as the lovable little bird it refers to.  But do not allow its looks to fool you.  
Atlantic puffins have incredible skills.  They can dive greater than 60 meters in one 
swoop and fly at speeds up to 88 km/h by flapping their wings 400 times per minute.  
Upon arriving at the cliffs, the group marveled at the birds’ rapid movement making it 
appear as if  they are going to crash into the rocks.  Diving full speed, then pulling up and 
landing, only to take off  once again in majestic flight.

“Don’t lean too far out, as you may slip!” yelled one of  the group at our PM.

“Not to worry, but I must snap this one last photo.  Maybe you will see it in an upcoming edition of  
The Essence,” he replied.
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“All that we see or seem is but 
a dream within a dream.”

~ Edgar Allan Poe
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Opposite to their cute appearance, puffins thrive in harsh 
habitats.  They live only near cold waters that are between 
32º to 68ºF, as they are adapted for preying on fish that 
live in the same frigid temperatures; herring and white 
hake are their favorites.  Puffins spend most of  the year 
out at sea bobbing around on the waves, only returning to 
land during the summer months for their breeding season.  
Iceland has the perfect spots for puffin breeding grounds, 
as they prefer to nest on windy, rocky cliffsides along the 
ocean, something of  which the country has plenty of.  In 
late spring, thousands of  puffins form large colonies on 
coastal clifftops, coming together for the breeding season.  
They arrive in May and leave in late August.  

Puffins are monogamous, as they mate for life and a couple 
can stay together for over 20 years and raise their young – 
pufflings – with a single offspring born every year.  It has 
been widely reported that “… if  it wasn’t for the fact that they 
had to lay an egg, puffins probably wouldn’t come to shore at all.”

We study puffins to learn about an interesting and 
hearty bird that thrives in harsh conditions.  They are 
extraordinary to observe, but as we described, quite 
difficult to find.  Similarly, at Aristotle Capital, we study 
companies that may flourish in varied (including harsh) 
circumstances.  These businesses are also rare to find, yet 
exceptional to understand.

[Some of  the above descriptions of  Puffins were taken 
from various public sources and general knowledge.  
This included descriptions from Arctic Adventures, www.
nationalgeographic.com, the National Audubon Society and 
Wikipedia, the free encyclopedia.]

Harsh Conditions

Back in October 2001, in the immediate aftermath of  
9/11, at a prior firm affiliation, one of  our PMs authored 
a predecessor edition of  The Essence entitled “In Times of  
Adversity.”  A tale was told of  an old mule that had fallen 
into a deep ditch from which it could not get out.  To put 
the mule out of  its misery, local townsfolk got together and 
began to shovel dirt into the ditch to bury the mule.  “Woe 
is me!” it said as each pile of  dirt hit its aching back.  But 
the resourceful animal shook off  each shovel of  dirt and 
stepped upon it.  It took some effort, but eventually the old 
mule emerged from the ditch and sauntered away.  It took 
the adversity and made good of  it.

Just as puffins thrive in their harsh habitats and just like the 
poor mule, we at Aristotle Capital believe we have identified 
many companies that make the best of  their challenged 
lot.  We don’t require our investments to be troubled.  On 
the contrary, we expect that most operate in advantaged 
conditions.  But we delve deeply into how businesses 
perform in the equivalent of  “windy cliffs.”  If  they can 

flourish then, we believe they may be able to add value 
throughout the cycles of  the economy and markets.

Here are two examples taken from existing Aristotle Capital 
portfolios:

 Cameco Corporation is one of  the world’s largest 
producers of  uranium, with assets in North America, Asia 
and Australia.  The company is primarily engaged in the 
exploration for, and the development, mining, refining, 
conversion and fabrication of, uranium.  The metal is mostly 
used as fuel for generating electricity in nuclear power 
reactors.  Cameco sells its products to utility companies 
around the world, but in recent years its business has 
literally dried up.  That is, utilities stopped buying uranium, 
believing prices would stay low for an extended period of  
time.  Cameco reacted by shutting in mines and conserving 
its capital.  The company has stated that it has the financial 
wherewithal to continue at low production levels for an 
indeterminate period of  time.  But eventually (perhaps 
soon), demand must return, as the utilities will run out of  
the uranium that acts as fuel for their generators.  It is simply 
not possible nor practical to remain out of  the market or 
buy only at “spot” prices long term.  This would be a very 
risky way to run such a business, and thus we believe that 
Cameco has “weathered” its storm admirably and is now 
primed for much more favorable conditions.  [Caveat:  We 
admit that this adverse condition has, thus far, persisted for 
longer than we had expected.]

 Amgen is a biotechnology company, one of  the long-
time leaders in its field.  In healthcare, oftentimes, the success 
of  one day leads to the challenges of  generic competition 
the next.  Such is the case for Amgen and some of  its 
leading products, including Enbrel (for rheumatoid arthritis 
and other autoimmune conditions) and Epogen (human 
erythropoietin used to treat anemia, often associated with 
other diseases and/or their treatments).  These two products 
in particular are, or will soon be, subject to significant 
biosimilar competition, resulting in declining revenues for the 
company.  To offset this, Amgen is developing new products.  
Equally important, it is also participating in the biosimilar 
industry that is inflicting damage on its own business.  Thus, 
by “turning the tables” and offering biosimilar Humira, 
Rituxan and other blockbuster compounds, Amgen will not 
only offset its lost sales to competition in its own products, 
but could thrive by building a new, long-term sustainable 
business model utilizing its extensive strengths in R&D, 
manufacturing and commercialization of  bio-compounds 
used to treat disease.

These are but two examples of  companies that live in harsh 
conditions.  Similar to the way that puffins thrive in tough 
waters, so too can companies adapt to their environments, 
producing favorable investment opportunities for those with 
a long-term perspective.  We do not look only at businesses 
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that operate in harsh conditions.  But one of  our measures 
of  a quality company is, in our view, one that can withstand 
adversity, recovering strongly in the face of  it.

We would, however, like to highlight a concern we have 
developed regarding companies that tread in “harsh” terrains.  
Typically, one of  the beauties of  a capitalist economic system 
is the “good” may “thrive” while the “less good” may get 
pushed aside.  As a generalization implemented overall, that 
works well.  But what if  the “not so good” are allowed to 
be continually propped up?  While we can mention many 
examples of  governmental “propping” (airlines, auto 
companies and others), that is not our point – at least not in 
this edition.  

The above is a graph of  the size and composition of  U.S. 
credit markets since 2005.  It represents as “free” and open 
a part of  the bond market as it gets:  private and publicly 
issued bonds.  It does not include bank loans or government 
(issued or held) debt.  

From 2005 until 2020, U.S. nominal gross domestic product 
(GDP) went from $13.3 trillion to $21.7 trillion.  This 
represents 63% growth (3.3% compound annual).  During 
the same period, per the graph, corporate bonds outstanding 
went from $2.2 trillion to $7 trillion, or 8.0% compound 
annual growth.  As can be seen by the yellow and gray areas, 
almost all the growth has come from the issuance of  the 
low end of  investment-grade debt – that is, companies with 
“acceptable” but less than stellar balance sheets.

Looked at another way, during the same time period the 
percentage of  U.S. companies whose debt servicing costs 
exceeded their profits rose from miniscule to nearly 20%.  
Some may refer to these as “zombie” firms; the living dead.  
One in five businesses today has to borrow additional funds 

to make its quarterly bond interest payments.  The only 
bigger debtor of  this type is the U.S. federal government – 
again, fodder for a future edition of  The Essence.

This situation, we believe, is not sustainable longer term.  
It is one of  the reasons why we continue to favor less-
indebted companies.

EQUITIES STRATEGY

Often it is better to wait for additional data points and analysis 
before jumping to conclusions.  For some time now we have 
gathered facts on the funding status of  U.S. pension funds.  
We were concerned that, as recently as 2012, at its nadir, 
pensions were less than 75% funded, representing a nearly 
$500B gap to their obligations.  How would this ever be 
made up?  Fast forward to today, aided by >15% annual plan 
returns since then and, voilà, the gap has narrowed to near 
zero.  While we still have concerns about the assumptions 
used to calculate the funding status – perhaps the subject of  
a future The Essence – we take solace in knowing that pension 
plans, critically important to providing income security for 
their participants, may be able to weather a storm, should 
one brew.

In the financial markets, storms were quite mild and short-
lived in the year just past.

As the Asset Performance chart on the next page depicts, yet 
again, equity markets rose the world over.  Yet again, the U.S. 
equity market was amongst the world’s strongest.  Yet again, 
the U.S. equity market was led by “growth” companies, those 
whose revenues (and hopefully earnings) are expected to lead 
others.  Yet again, growth was led by a relatively concentrated 
group of  companies, primarily in the technology and social 
media sectors.  The largest ten companies in the S&P 500 
now represent just shy of  30% of  the overall index.  Apple, 
Microsoft and Amazon alone represent 17% of  the index, or 
$7 trillion in market capitalization.  The market capitalization 
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of  the S&P 500 crossed $3 trillion 
for the first time in 1993.  Today, 
Apple alone is worth the same $3 
trillion that five hundred companies 
represented at that time.  Shades of  
the late 1990s speculative era are 
beginning to emerge.

The U.S. dollar was very strong last 
year.  Note that returns for developed 
international markets were 750 basis 
points (7.5%) more when measured 
in local currencies than in dollars 
(+19.3% versus +11.8%).  This 
occurred in a very broad sense.  
Many commodity prices gained 
(some dramatically) as inflation rose 
broadly.  Oil led the charge, rising 
more than +50%.  But in a somewhat 
odd result, gold fared poorly in 2021.  
After a strong 2020, gold declined 
-3.6% last year.  This is opposite to 
most periods of  rising inflation, as 
the metal is deemed a worthy hedge.

As measured by the Federal Housing Finance Agency, 
residential real estate prices rose +18.5% last year, more in 
one year than at any time in at least the past fifty.  Even the 
lead-up to the global financial crisis had more muted gains 
(while still strong).  Perhaps this is just a decade’s worth of  
pent-up demand, or perhaps a confluence of  temporary 
factors, but as of  this writing, the strength in housing does 
not appear to be abating.

INVESTMENT ACTIVITY

We would now like to highlight a recent addition to Aristotle 
Capital equity portfolios:

• Rentokil Initial plc is primarily a pest control company, 
both for commercial and residential customers.  U.K.-
based and owned in International portfolios, we 
recently added Rentokil to Global as well.  We believe a 
major new catalyst is the company’s recently announced 
agreement to acquire North American competitor 
Terminix.  There are meaningful synergies available 
should this combination be consummated, further 
solidifying Rentokil’s global leadership in pest control.  
Including Terminix, Rentokil will have ~30% share of  
the North American pest control market (including 
termite), plus a leading share in 56 of  the 87 countries 
in which the company has a presence.  While, generally, 
acquisitions are often fraught with challenges, in this 
case the opportunity to densify technician routes plus 
wring administrative synergies has been well-executed 
by Rentokil historically, albeit on smaller scales.

FIXED INCOME STRATEGY

Even after a slight uptick in 2021, by just about any measure, 
short-term interest rates may be considered to be held 
artificially below “normal.”  The U.S. Federal Reserve (Fed) 
now agrees and, during this past year, telegraphed a tightening 
that is to come.  From Matthew Boesler at Bloomberg, “… 
heralding one of  the most hawkish policy pivots in years, the central 
bank said … it will double the pace at which it’s scaling back purchases 
of  Treasuries and mortgages … putting it on a track to conclude the 
program in early 2022 …”  Barring material changes to the 
economy or employment, interest rates may be likely to rise 
shortly thereafter.  From near-zero today, the short-term fed 
funds rate is projected to rise to between 2% - 2.5% in the 
coming couple of  years.  
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How times (and rhetoric) do change!  It was not long ago 
that Fed Chair Jay Powell was being criticized for a lack of  
aggressive action to aid the economy during the depths of  the 
downturn due to the pandemic.  Now (perhaps because of  
being?), recently reappointed to a second term as chairman, 
Mr. Powell is being criticized by some for not removing the 
aggression fast enough.  Inflation has surged and the Fed is 
charged with keeping it in check.

Of  all the explanations of  why inflation has shot up in the 
U.S., the following struck a chord with us as potentially the 
most meaningful.  At the outset of  the COVID-19 pandemic 
in early 2020, three simultaneous events occurred:  (1) An 
almost instantaneous sharp decline in the consumption of  
services (travel, leisure, hospitality, on-premise dining, etc.); 
(2) A massive fiscal stimulus including trillions of  dollars in 
transfer payments; and (3) A sudden significant reversal of  a 
decades-long switch from consumers valuing “experiential” 
activities versus “products.”

Due to these three artificial dislocations, demand for 
goods of  all types has skyrocketed.  We believe that there 
simply isn’t the productive capacity to meet that demand.  
So, we believe that until the long-term trends resume, price 
increases may be sustained.  But once global consumers 
are able to resume the lives they choose (restaurants, bars, 
travel, live entertainment and the like), a reversal may take 
place that could lead to a dramatic reversion to the mean 
of  consumer demand.  “Products” could take a back seat 
to “services” again.  This could lead to a bounce-back 
dislocation whereby products become plentiful again 
(with a coincident slowdown in pricing) while service 

inflation may reflect the pent-up demand that may come.  
So, book those wedding receptions and cruise vacations 
NOW, as all the venues could sell out, perhaps for years 
in advance.

CONCLUSION

In this report we highlighted Puffins, cute birds that thrive 
in harsh conditions.  Known as Lundi in Icelandic, they are 
extremely hearty, with natural features including waterproof  
feathers that allow them to stay warm as they float at the 
ocean’s surface or swim underwater.  Puffins can even drink 
seawater and expel the excess salt out of  glands in their nostrils.  
They are thought to possess above-average intelligence, as 
they have been observed using sticks to scratch themselves, 
indicating that they have a basic ability to use tools.

Studying puffins gives our analysts at Aristotle Capital 
insight into a bird that thrives in its native harsh conditions.  
We may parallel this with good companies that also may 
“weather” tough times and come out the other side to add 
value for shareholders.  We have not specifically referred 
to the recent COVID-19 pandemic as the difficult times 
we assess.  Rather, we study businesses from a long-term 
perspective.  We strive to understand why some companies 
may use adversity to gain on their closest competitors, while 
others may fall short.

Without being able to promise or predict future times, we 
hope to be able to continue our process of  understanding 
great and/or improving companies, a select few of  which may 
find their way into the portfolios we manage for our clients. 

The characters described and stories told herein are often, but not always, based on true incidents.  Poetic license is taken to 
dramatize a point about an investment topic.  Not all securities mentioned herein are necessarily owned in all Aristotle Capital 
portfolios.  Differences due to restrictions, tax considerations, cash flows and other factors may have impacted the decisions to buy 
and/or sell certain securities at specific times.  Inclusion does not imply that investments in these securities have been profitable 
and it should not be assumed that recommendations made in the future will be profitable or will equal the performance of the 
securities listed.  A list of at least five contributors to and five detractors from performance is available upon request.

We wish you a healthy and satisfying 2022 … and beyond.
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