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The economic context for cyclical expansion 

Written by: Ryan de Kock, Senior Equity Analyst at Stonehage Fleming Equity Management 

 

Following the sharp contraction in 2020, the global economy is experiencing a robust recovery in economic 

activity. Led primarily by developments in advanced economies, ongoing vaccination efforts and economic re-

openings, coupled with substantial policy support, have positioned the global economy well for a substantial 

pickup in growth for the remainder of 2021 and the year ahead.  

Advanced economies have generally seen substantial vaccination progress that has helped to contain the spread 

of COVID-19. Amid these continued vaccination efforts, economic activity is firming across major advanced 

economies, most notably in the United States where the recovery is being aided by substantial fiscal support.  

Growth in China has moderated but remains robust and commodity prices have increased markedly due to an 

improving global growth outlook, and in certain cases, commodity-specific supply factors.  

In contrast, the ongoing pandemic continues to shape the path of economic recovery in parts of the developing 

world. This is particularly true for certain developing economies where more transmissible and virulent strains 

have emerged and where vaccination progress remains limited. Recent examples include countries such as India, 

South Africa and to a lesser extent, Brazil.  

Against this backdrop, the global economy is set to expand by 5.6% in 2021, which would mark the strongest 

post-recession expansion globally in 80 years. Growth is expected to continue at 4.3% in 2022, moderating to 

3.1% in 20231. 
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Cyclicals  

It is clear that the global economy is in a phase of cyclical expansion. As such, many investors may still be 

considering increasing portfolio exposure to so-called ‘cyclical businesses’ in order to benefit from this upswing in 

economic activity.  

Being sensitive to fluctuations in the business cycle, cyclical companies tend to outperform during periods of 

economic expansion and underperform during periods of economic contraction.  

Cyclical businesses are commonly found in sectors such as energy, mining, construction, autos, airlines and 

hotels and leisure. For example, airlines and companies in the hotel and leisure sector benefit materially as 

spending on holidays increases during periods of prosperity. These same businesses are usually hit hard during 

periods of economic contraction, as holidaymakers switch to ‘staycations’ or delay travel plans in response to 

declining disposable income. 

Hospitality – hard hit in 2020 

Around the world, the hospitality industry remains one of the hardest hit sectors by COVID-19 and the consequent 

government lockdowns enforced to manage its spread. South Africa has been no exception, and the pandemic 

and associated lockdowns have had severe repercussions for the South African tourism industry. The impact of 

restrictions on the movement of people and business affected both international and domestic tourism. Putting 

the impact into numbers, income from accommodation fell -98% year-on-year during the first full month of South 

Africa’s lockdown in April 2020 and fell -61% year-on-year for the 2020 calendar year2. 

South Africa: Year-on-Year change in income from accommodation at current prices

 

Figure 1. Source: StatsSA, Tourist Accommodation (Preliminary), December 2020. 

Businesses in the domestic hospitality industry have not been spared. The experience of City Lodge Hotels 

(‘City Lodge’) is illustrative of the degree to which cyclical businesses can be impacted during a severe 

downturn in activity. 

In its latest reported interim results to 31 December 2020, City Lodge’s average group occupancy across all 

hotels stood at a mere 17%, some 37 percentage points lower than the comparative period in 2019. Revenue 

had declined -73% and the group recorded a loss for the period of -R550.4 million, compared to a profit of R46.3 

million a year earlier. Operating cash flows were deeply negative at –R149.0 million compared to positive 

operating cash flows of R104.7 million (pre-dividends) in the prior year.  
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Conditions during 2020 required the company to undertake a highly dilutive R1.2 billion rights offer in order to 

reduce debt, meet other obligations and generate working capital to plug a substantial cash flow shortfall in the 

group.  

Total shareholder returns came under material pressure in 2020, with the stock declining -83% in 2020.  

Notably, at the time of writing, the share price has somewhat recovered since the start of 2021, which is 

perhaps reflective of investors looking to anticipate an upswing in the domestic hospitality sector and attempting 

to correctly time their entry into the stock. 

 

Figure 2. Source: Factset, Stonehage Fleming, June 2021. 

Pricing power and cash generation 

Cyclical businesses typically lack pricing power and have limited sources of recurring revenue, making it 

particularly difficult to sustain financial performance during a downturn in economic activity. As such, it is rare to 

find a cyclical company capable of delivering consistent, positive free cash flows through the cycle. However, 

under conditions of strong pricing, performance can be robust and highly geared to improvements in revenue.  

This is especially true for cyclicals in capital intensive sectors such as energy and mining. An interesting case in 

point might be the recent experience of Impala Platinum Group Limited.  
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Figure 3. Source: Factset, Stonehage Fleming, June 2021. Note Impala Platinum Holdings results are shown for the financial years ended 

June. Margin shown as free cash flow as a percentage of revenue. 

Figure 3 illustrates the free cash flow generated at Impala Platinum Holdings over the ten years to June 2020. 

Free cash flow generation at Impala Platinum has been inconsistent over the last decade, having generated 

positive free cash flows in only three of its last ten financial years.  

The second observation is to note the high degree of variability in these free cash flows and gearing to 

improvements in revenue generation. Believing that the value of an asset is the present value of free cash flows 

discounted at an appropriate rate, businesses that generate highly unpredictable (and at times negative) free cash 

flows are arguably more difficult to assess using traditional discounted cash flow valuation techniques. 

That said, in recent years, Impala’s free cash flow margin (free cash flow as a percentage of revenue) has swung 

from a negative -12% in its 2018 financial year to positive 20% in the 2020 financial year.  

This is explained, at least in part, by a substantial increase in Rand platinum group metals basket prices during 

the financial year to June 2020. This drove revenue generation, which was +44% higher year-on-year at R69.9 

billion. Stronger pricing was sufficient to more than offset the operational impact of COVID-19. Gross profit 

increased 240% and the group delivered record headline earnings of R16.1 billion (up +431% year on year) and 

free cash flow of R14.4 billion, up +87% year-on-year3.  

The Impala Platinum example arguably demonstrates the degree to which a cyclical business can outperform 

during periods of improving global growth and favourable demand supply i.e. pricing dynamics. 
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The capital cycle and timing investments into cyclicals 

Investing in cyclicals is largely dependent on correctly timing your entry and exit point into these businesses. 

Investors should also understand that the stock market discounts what it expects to happen, not what is happening 

now.  

Successful investments in cyclicals typically occur at (or around) the point of maximum pessimism, when signs of 

an improvement in the underlying economic cycle are emergent but not yet reflected in share prices. Similarly, 

the successful sale of a cyclical stock tends to occur at (or around) the point of maximum optimism or euphoria. 

In a similar vein, successful investing in cyclical businesses also requires investors to develop a firm grasp of the 

state of industry capital cycles. This allows for successful cyclical investors to time their investments at the bottom 

of the cycle, typically occurring after a period of underperformance and when investor sentiment is at its lowest. 

Investors who are able to correctly time this investment then typically stand to benefit from industry consolidation 

that ultimately leads to an improving supply side, which in turn drives business performance and returns ahead of 

the cost of capital. This capital cycle is illustrated in Figure 4 below. 

 

Figure 4: Source: Capital Returns: Capital Returns, Investing Through the Capital Cycle: A Money Manager’s Reports 2002-15; Marathon. 

While there appears to be an opportunity in cyclical companies, the reality is that much of the good news may 

already be priced into those shares. A common pitfall of investing in highly cyclical businesses is the failure to 

fully appreciate the impact of cyclicality in the business on fundamentals like sales growth, cash flow generation, 

balance sheet strength and returns on capital.  

This can lead investors to simply extrapolate current trends into the future. Given that cyclical dynamics can 

change rapidly, material errors of over- or under-valuation can arise that ultimately drive a misallocation of capital 

and poor returns to the investor. 
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Long-term compounders  

In our view, successful investing is not about identifying and timing cyclical factors. Rather, it is about strategically 

identifying businesses with healthy fundamental attributes that are exposed to sustainable long-term trends. In 

other words, businesses that are able to compound shareholder value through-the-cycle.    

Such companies generally exhibit an enviable combination of a number of the following attributes: competent 

management with appropriately aligned incentives; pricing power; a high proportion of recurring revenue with 

sustainable growth prospects; superior operating efficiency and cash flow generating ability; limited financial 

leverage and finally; high and relatively stable returns on capital. Unlike cyclicals, businesses with these attributes 

tend to be largely unaffected by the constant ebb and flow of the business cycle. 

An illustrative example of one such business is that of pharmaceutical retailer Clicks Group.  Under the leadership 

of David Kneale and more recently Vikesh Ramsunder, Clicks’ management team have proven themselves as 

exceptional capital allocators, having delivered consistent improvements in earnings with consistent and growing 

free cash flows.  

Clicks’ learnings per share have consistently compounded at an annual rate of 13% between financial years 2011 

and 2020. Similarly, the business has also delivered consistently positive free cash flows, at a respectable margin, 

through the cycle. Free cash flow did come under pressure in 2020, at least compared to 2019, but it should be 

noted that Clicks’ free cash flows are still some 85% higher than they were five years ago, even after the impact 

of the pandemic. 

 

Figure 5. Source: Factset, Stonehage Fleming, June 2021. “CAGR”: Compound Annual Growth Rate. 
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Figure 6.  Source: Factset, Stonehage Fleming, June 2021. Note Clicks Group Limited results are shown for the financial years ended August. 

Margin shown as free cash flow as a percentage of revenue.  

Closing thought 

As mentioned above, investing in cyclicals is inherently about correctly timing the market. In order to be 

successful, investors need to be able to consistently call the peaks and troughs of the market which is notoriously 

challenging, even for the greatest of investors.  

In our view, a more sustainable approach to long-term investing is to focus on those businesses that possesses 

an ability to compound shareholder value through the cycle.  

Notes 

1. Real GDP growth estimates per World Bank Group, Global Economic Prospects, June 2021. 

2. StatsSA, Tourist Accommodation (Preliminary), December 2020 

http://www.statssa.gov.za/publications/P6410/P6410December2020.pdf  

3. Impala Platinum Limited, Annual Results for the Financial Year Ended June 2020.  
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Glacier Research would like to thank Ryan de Kock for his contribution to this week’s 
Funds on Friday. 

 

 

Ryan de Kock 

Stonehage Fleming Equity Management 
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