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“I will tell you now that we have embraced the 21st century by entering such cutting-edge industries as brick, 
carpet, insulation and paint. Try to control your excitement.” 
      -Warren Buffett, 2000 Berkshire Annual Letter

1
 

 

EXECUTIVE SUMMARY 
 
During times when headlines are dominated by exciting tech companies like 
Lyft and emerging industries like cannabis, one can often find great deals 
where nobody is looking: boring companies that grow silently.  Acuity Brands 
(NYSE:AYI), a lighting equipment manufacturer, is one such example.   
 
My investment thesis can be summarized in one sentence: In today’s frothy 
market, there are few companies I am aware of that are trading at or near 
2009 multiples despite demonstrating consistent top and bottom-line growth 
that outpaces competitors.  Based on a weighted average of relative, historic, 
and DCF analyses, I assign a 12-month price target of 191. 
  
Long Runway for Growth Fueled by Consumer Appetite for Efficiency 
AYI’s products – including LED (light-emitting diode) lighting, building 
management systems (BMS), and internet-of-things (IoT) solutions – 
contribute to the continued endeavor towards energy efficiency.  I expect this 
value proposition to align favorably with demand from activities including new 
building construction, upgrades to existing buildings, and upgrades to outdoor 
lighting (including infrastructure).   
 
Market Dominance Protected by a Moat 
With over 2 million SKUs across 25 brands

2
, AYI boasts the largest product portfolio in the industry which it leverages 

through its market-leading 14-channel distribution network
3
.  Furthermore, the Company maintains a historically 

strong, unlevered balance sheet that provides it with the ability to pursue value-adding acquisitions to maintain its 
position as the industry leader in both market share and product offerings.   
 
Cheaper despite Stronger Performance 
It is unusual for a company to trade at a discount while outgrowing its competitors on both the top and bottom line 
and generating superior margins, yet this appears to be the case for AYI.  At 17.78x trailing earnings, AYI trades at 
levels not seen since 2009 and briefly in 2011 (see Exhibit 1.1), and at a significant discount to the 10 year average PE 
of 26.84x. 
 
Mr. Graham Would Likely Have Approved 
Acuity Brands features several key characteristics that Mr. Graham sought in his own investments

4
, including: 

- a track record of earnings that have remained positive through the 2008 Recession and have grown 
continuously since (see Exhibit 1.2); 

- low overall debt that continues to shrink relative to total assets (see Exhibit 1.3);  
- a Current Ratio of 2.11 > 2.00; 
- working capital exceeding long-term debt; 
- …and an adequate size of enterprise at $5.8 billion. 
- (At the time I began this report, the price/earnings ratio was about 14x, putting it under the 15x hurdle.) 

 
As Would Mr. Buffett 
In addition to the above criteria, AYI also satisfies a number of Mr. Buffett’s core tenets, including: 

- being a simple, understandable, and perhaps even boring business of making and installing light fixtures; 
- having a long runway for continued growth; 
- being led by an experienced, capable management team; 
- boasting industry-leading margins and ROE that both continue to improve (see Exhibits 1.4 and 1.5); 
- trading at a discount to the market despite a track record of outgrowing it.  
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COMPANY PROFILE 

 
Acuity Brands, Inc. (NYSE:AYI) is the North American market leader of 
lighting and building management solutions for commercial, 
industrial, residential, institutional and infrastructural applications.  
Incorporated in 2001 as a spinoff of the lighting equipment and 
specialty chemical unit of National Service Industries

5
, Acuity now 

operates 19 facilities across North America and Europe, employing 
over 13,000 people across these regions.

6
   

 
Products that Reflect Market Demand 
As the world shifts more toward energy-efficiency, AYI both adapts 
and capitalizes through a combination of acquisitions (see Exhibit 2.1) 
and in-house product development.  Ten years ago, 95% of the 
Company’s product offerings were based on conventional 
(incandescent, fluorescent, etc.) technologies

7
; today, two-thirds of 

Acuity’s business comes from sales and installation of LED lighting
8
, 

which has enjoyed an immense tailwind as consumer demand for 
cleaner and greener lighting intersected with the recovering economy.   
 
AYI does not break down its business into reporting segments, instead categorizing 99% of its sales as “lighting and 
building management solutions” and the rest as “services.”

9
  AYI’s broad portfolio of products includes lighting fixtures 

(luminaires), lighting controls, lighting components, power supplies, skylights, and integrated building management 
systems (BMS).  These products include LED, fluorescent, incandescent, metal halide, high intensity discharge, and 
more recently OLED (organic LED) technologies.  In recent years, the company has increased its focus on expanding its 
BMS portfolio, including software and services that help utilize the power of the internet of things (IoT) to deliver 
“smart” solutions that both monitor light levels and optimize power usage for buildings, cities, and the grid.  
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A Diverse North American Customer Base 
North America represented 97% of total sales (about 90% of which 
was US-based), which amounted to $3.7 billion in FY18.  Customers 
include home improvement retailers, electric utilities, energy service 
companies, utility distributors, wholesalers, the government, 
municipalities, and original equipment manufacturers located in North 
America and select international markets serving new construction, 
renovation, and maintenance and repair applications. No customer 
accounted for over 10% of sales in FY18, although Home Depot made 
up over 10% of sales in FY14 and some years prior

10
.  Sales are 

generated through various sales channels including an internal sales 
force and outsourcing.   
  
Investments into Future Growth 
Acuity continues to invest in both the improvement of current 
products’ energy-efficiency and the development of new areas 
including the “internet of things” (IOT), organic LED lighting (OLED), 
and even the development of LED lights attuned specifically for 
horticulture through a joint venture with Rensselaer Polytechnic 
Institute.

11
   

 
IOT relates to the wireless interconnection of devices through the internet, enabling not only the ability to send and 
receive but to store and analyze data in real-time (see Exhibit 2.2).  This emerging technology can reduce the cost of 
building management systems by around 30%

12
, substantially improving their value proposition to a wider market.  

This is largely because traditional BMS were expensive to install and typically required maintenance work to be 
performed by trained technicians; newer IOT-based BMS leverage wireless connectivity and internet-accessible 
interfaces to circumvent much of these costs. 
 
OLED lighting offers some novel benefits that compliment LED lighting; namely, while LED light is focused, hot, and 
very bright, OLED light is cool, safe, diffusive, and can be spread over large surface areas (see Exhibit 2.3).  This 
provides glare-free direct light as well as many design applications (see Exhibit 2.4).  Because OLED is a fairly new 
technology, it faces challenges in reducing cost for effective commercialization, although the US DOE projects 
significant cost reductions by 2025 (see Exhibit 2.5).

13
 

 
Indoor horticultural lighting is a budding field that is enhanced by the advent of LED lighting, which offers a wider 
spectrum of photosynthesis-inducing light at greater efficiency (see Exhibits 2.6 and 2.7)

14
.  AYI has partnered with 

Rensselaer Polytechnic Institute to “develop light protocols for specialized LED lighting with integrated feedback for 
efficient plant growth.”

15
  These systems would allow indoor greenhouses to monitor plants throughout their stages of 

growth, from germination to vegetation and flowering, adjusting the light frequencies to optimize efficient growth. 
 
For fiscal 2018, 2017, and 2016, research and development expense totaled $63.9 million, $52.0 million, and $47.1 
million, respectively.

16
   

  
Experienced and Disciplined Management 
Acuity Brands is led by an experienced executive team that has a demonstrated track record of outperforming both 
competitors and the industry at large through a disciplined approach toward shareholder value creation.  As chairman 
and CEO Vern Nagel stated on the Q2 earnings call, the “three elements of [Acuity’s] overall shareholder value 
creation strategy is to continue to drive the financial performance of our business, acquisitions, and return of capital 
through share repurchases.”  Indeed, we see from Exhibit 2.8 that the Company has engaged in stock buybacks only 
when shares are falling or at depressed levels; conversely, when the stock performs well, the Company issues shares 
both as part of performance-based bonuses and in order to fund acquisitions.  This suggests competent financial 
stewardship.  Finally, the board of directors (see Exhibit 2.9) is comprised entirely of independent board members 
with the exception of Nagel.  Executive salaries are pinned to stock performance (see Exhibit 2.10). 

Source: Acuity 2018 Annual Report 
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 “Charlie and I continue to believe that short-term market forecasts are poison and should be kept locked up in a safe 
place, away from children and also from grown-ups who behave in the market like children.”  

-Warren Buffett, 1992 Berkshire Annual Letter
17

 
 

INDUSTRY OVERVIEW 
 
The lighting industry manufactures electric lighting fixtures, 
components, and nonelectric lighting equipment such as 
lampshades, for both indoor and outdoor applications including 
infrastructure.  With an estimated North American addressable 
market of over $20 billion and FY18 revenue of $3.68 billion, Acuity 
maintains a roughly 18% market share based on its FY18 total 
revenue of $3.68 billion, leading in 6 of 8 key categories

18
. 

 
Sales are largely tied to economic trends, most notably rates of new 
building construction.  From 2013 to 2018, the industry enjoyed a 
healthy 3.4% annual growth rate

19
 (during which AYI grew its top-

line by 12.5% annually and gained market share, see Exhibit 3.1).  
However, in recent years fears of a US real estate slowdown have 
lowered growth projections to just 0.8% annually through 2023

20
.   

 
Compounding matters, in 2018 a 10% tariff was placed on many 
Chinese imports including finished lighting goods, components, 
and materials.  The tariffs were then increased to 25% on May 
10, though there appears to be some expectation that a 
resolution could be reached in the coming weeks.

21
  Previously, 

the Trump administration had extended the so-called deadline on 
multiple occasions to continue negotiations, demonstrating the 
willingness and desire to reach an agreement.

22
   

 
The Growing Drive Towards Going Green 
Despite these ongoing concerns, the growing drive toward 
energy efficiency remains a powerful tailwind.  LED-based 
lighting solutions currently require about 85% less energy to 
operate than traditional lights, and as the technology improves 
that percentage continues to rise.

23
  In 2016, the city of 

Providence began upgrading its sodium-vapor streetlights to LED, 
which reduced their annual maintenance costs from $2.35 million 
to $480,000 – nearly 80% in savings.

24
  As the cost of LED 

components continues to come down
25

, the decision for cities 
across the nation (and the world) to upgrade becomes increasingly 
clear, as evidenced by Google search trends for “LED lights.”   
 
Furthermore, as environmental issues gain a greater presence in 
the consciousness of society, governments around the world have 
increased their efforts to reduce the output of carbon emissions.  
With electricity consumption accounting for an estimated one-
third of total emissions (see Exhibit 3.2), many countries including 
the US (have already enacted policies to ban or phase out the use 
of incandescent bulbs, accelerating global adoption and market 
penetration of LED-based lights (see Exhibits 3.3, 3.4, and 3.5).

26
 

 
As LED efficiency continues to improve (see Exhibit 3.6)

27
, continued upgrades to existing buildings present an 

estimated $500 billion opportunity, as recently noted by Nagel.
28
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And Last but Not Least, the Industry is NOT on a Direct Collision Course with 
Amazon 
Unlike some attention-grabbing companies out there like Blue Apron and 
Wayfair, Acuity is involved in the somewhat boring business of manufacturing 
and installing lighting fixtures in buildings.  This business is one that does not 
synergize particularly well with Amazon’s sprawling logistical network or its vast 
collection of consumer purchase data.  As such, they appear to be safe from 
colliding with the unstoppable force that is Amazon – a surefire way to destroy 
margins – for the foreseeable future.   
 
Porter’s 5 Forces  
 
Bargaining Power of Suppliers - Moderate 
The tariffs caused component and finished goods prices to spike, causing gross 
margins to contract by an estimated 200 basis points in 4Q18.

29
  Because Acuity 

maintains a leading market position, suppliers depend on AYI to contribute a 
significant portion of their business.  As such, AYI maintains a fair amount of negotiating leverage with its suppliers.  
CEO Vern Nagel noted in the 4Q18 conference call that the Company was exploring ways to mitigate the impact of the 
tariffs including “finding alternative, non-Chinese suppliers and in-sourcing the production of certain products.”

30  
Bargaining Power of Buyers – Moderate 
Acuity managed to offset some of the rising input costs by raising prices 6% midway through 1Q19

31
, reducing the rate 

of gross margin contraction to 170 basis points in 1Q19 and 110 basis points in 2Q19.  This suggests that AYI has 
reasonable influence when negotiating with its customers – none of whom currently account for over 10% of total 
sales.  
Threat of New Entrants – Low 
High barriers to entry – namely the need to form distribution channels as well as high capital and fixed asset costs – 
keep the lighting industry relatively unfriendly to new entrants.  In addition, the complexity of the supply chain (see 
Exhibit 3.7) makes it extremely difficult for new entrants to compete with existing market leaders when securing the 
various raw materials, components, and finished goods.  
Threat of Substitutes – Low 
Acuity has shown versatility in the past by adjusting its product portfolio to meet market demands, including sun-
diffusing skylights.  As such, the risk of a new light-source causing lasting disruption to the Company’s operations is 
minimal.  
Intensity of Rivalry – Moderate/High 
Nagel noted in 4Q18 that top-line sales were negatively impacted by “increased competition, primarily for more basic, 
less-featured products.”

32
  Furthermore, as companies in this space continue to acquire startups in the IOT and 

software spaces, we may see competitive bidding activity (see supplementary sheets in attached Excel file).  Despite 
these factors, Acuity maintains its position as the market leader and has been able to leverage that advantage to 
superior performance, as detailed in the Financial Analysis section.   

Source: Google Trends 
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THE OTHER GUYS 

 
As Acuity continues to take market share and outperform its rivals across multiple metrics, several of its closest 
publicly traded competitors appear to be bowing out.  
 
Hubbell: Slowly Shifting Away 
Hubbell (NYSE:HUBB) reports in two segments: 
electrical (59.4%) which competes directly with 
Acuity, and power (40.6%) which supplies parts to 
utility companies.  In 2015, the power segment 
accounted for only 29.6%, rising each consecutive 
year as a percent of total sales, suggesting that 
HUBB will become less and less of a direct 
competitor in years to come.  However, HUBB has 
also been acquiring companies in the BMS space, 
including Aclara last year.

33
  Like AYI, around 90% 

of HUBB’s sales come from the US.   
 
Signify: Son of Philips 
5 years ago, Dutch powerhouse 
Koninklijke Philips spun off its lighting 
segment as Signify (AMS:LIGHT).  As a 
standalone, Signify is a closer competitor 
to Acuity than its former parent, but its 
business operations are mostly based 
internationally with only 28% of sales 
coming from the Americas.  As such, we 
view LIGHT less as a direct competitor 
and more as an industry proxy. 
 
Eaton: Throwing in the Towel? 
In March, Eaton (NYSE:ETN) announced 
that they were spinning off their $1.7 
billion lighting unit, which had badly lagged 
competitors and company benchmarks, into 
its own publicly traded company.  ETN 
explained that weak segment margins were 
key drivers for the spinoff,

34
 suggesting that 

this unit may be shopped to another lighting 
company that could better leverage their 
operations and improve the standalone’s 
margins. 
 
Cree: Out of the Picture 
In March, Cree (NASDAQ:CREE) announced 
that it would be divesting and selling its 
lighting unit to privately-owned Ideal 
Industries

35
, and as such the company no 

longer competes directly with Acuity.  Gross 
margins for the unit had fallen from 28% in 
FY17 to just 19% in FY18 (compared to AYI’s 39%).  Roughly half of Cree’s remaining business involves selling LED 
components, with the other half involving RF power and semiconductor components.   This gives us somewhat of a 
proxy for general LED lighting demand, though we will not use CREE in our relative valuation model (see “Valuation” 
section). 

Eaton announces it will spin off its Lighting business by the end of 2019 



David Ham [APPLIED PORTFOLIO MANAGEMENT] 

 

Page | 7  
 

“References to EBITDA make us shudder – does management think the tooth fairy pays for capital expenditures?” 
      -Warren Buffett, 2000 Berkshire Annual Letter

36
 

 

FINANCIAL ANALYSIS 
 
Continued Top-Line Growth 
Since the Recession, Acuity has grown its top-
line revenue consistently despite some 
occasional headwinds including the recent 
tariffs.  A surge in sales in late 2018 can be 
attributed to customers buying in advance after 
the Company announced planned 6% price 
hikes in response to the China tariffs.

37
  The 

most recent quarter exhibited a relatively tepid 
growth rate of 2.7%, as it was the first quarter 
with the full effects of both the 6% price hikes 
and the 10% tariffs.  Growth can be broken 
down to volume and the pricing mix of products 
sold.  Volume has continued to grow as AYI 
continued to aggressively expand its distribution 
channels.

38
  However, due to a softening 

macroeconomic outlook in recent years, the 
average selling prices of units sold has 
decreased as customers opt for lower-priced 
products. 
 
Throughout the years, acquisitions have also 
played a major role in both top-line growth and 
product portfolio expansion.  Nagel noted at the 
Oppenheimer Industry Conference in May that 
in the past 12+ years, the Company had spent 
approximately $1.3 billion toward acquisitions 
to build out their “connected portfolio,” which 
he believes contributed to continued growth 
while other players in the industry have been 
forced to seek strategic alternatives.

39
 

 
Stabilizing Margins 
As lower ASPs combined with rising costs (see 
Exhibit 4.1) due to inflationary pressures 
including wage hikes in a tighter labor market,

40
 

AYI’s gross margin has diminished since 2016.  
However, the Company has managed to reduce 
its selling, general and administrative expenses 
over time thanks to continued infrastructural 
improvements, mitigating the impact to their 
operating margin.  In fact, in 2Q19 the Company 
announced that its operating margin had 
reversed course and improved by 40 basis 
points thanks to successful cost-cutting 
measures (see Exhibit 4.2).

41
  Furthermore, it 

appears that the downshift in price/mix has 
decelerated, as shown to the right. 
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Unlevered Balance Sheet = Financial Ammunition 
Acuity maintains a disciplined balance sheet with low debt that can be paid off with approximately one year’s free 
cash flow.  This provides it with the latitude both to pursue meaningful acquisitions without overleveraging and to buy 
back stock when shares are undervalued.  As previously shown in Exhibit 2.8, the Company appears to be doing just 
that, issuing buybacks as shares were discounted by the market.  It is worth noting that a reckless policy of share 
buybacks at inopportune times can be dilutive to shareholder value, and that AYI appears to be well aware of this 
concept based on the historical timing of their repurchases.  It is also worth reiterating that AYI’s total liabilities as a 
percent of total capitalization has been steadily decreasing, as shown in Exhibit 1.3.  With a current ratio of 2.11, AYI 
has virtually no risk of immediate default (see Exhibit 4.3). 
  
Sweet Synergies 
The Company also made several acquisitions over the past few years (refer to Exhibit 2.1).  One notable acquisition 
was LED lighting specialist Juno in late 2015 for $385 million.

42
  Juno had been generating around $250 million in 

annual revenue, yet after the deal, Acuity’s growth attributable to acquisitions rose from 3% in Q1 to 11%in Q2, 
suggesting roughly 8% of growth from Juno.  Based on the $2.7 billion in sales AYI had been doing the prior year, this 
translates to over $200 million of accretive revenue growth for that quarter alone, suggesting that the Company was 
able to generate significant synergy in this particular acquisition.  As previously noted, competitors are leaving this 
space and industry consolidation appears to be inevitable.  AYI should be able to capitalize on this trend. 
 
Enviable Performance Metrics 
Throughout the years, Acuity has consistently 
managed to improve both its return on equity as 
well as its return on assets and return on 
invested capital, as shown in the previous 
section.  This was achieved through a diligent 
scaling of operations and accretive acquisitions 
like Juno that allowed them to lower unit fixed 
costs while continuing to generate revenue 
expansion.   
 
The Bottom Line 
Industry-crushing top-line growth combined with 
share buybacks resulted in EPS growth at a 
whopping 21.1%, while generating free cash flow 
per share growth of 15.7% over the past 5 years 
– even while operating margins were being 
compressed.  This suggests that once AYI’s 
margins stabilize as they appear to be doing, we 
could see accelerated EPS growth.  Both figures 
already massively outperform those of 
competitors. 
 
A Pessimistic Stock 
Given these desirable characteristics and its 
superb track record, one would expect shares of 
AYI to be priced at a premium, at least relative to 
its competitors.  However, due to a combination 
of housing slowdown and tariff fears, the stock 
price has been cut roughly in half since 2016.  
This presents us with an opportunity, as detailed 
in the next section. 
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“Whether we’re talking about socks or stocks, I like buying quality merchandise when it is marked down.” 
      -Warren Buffett, 2008 Berkshire Annual Letter

43
 

 

VALUATION 
 
To arrive at my 12-month price target of $191, I have performed historical, relative, and DCF analyses and averaged 
their respective conclusions. 
  
Historical Valuation Model 
 
In this model, I have calculated the 1-year, 5-year, and 10-year daily averages for the following ratios: 
 1) Price to Sales, the most stable and least volatile of the valuation metrics; 

2) Price to Earnings, the traditional measurement of stock price versus bottom line earnings per share; 
3) Price to Free Cash Flow, arguably the most important metric and Mr. Buffett’s preferred;  
4) EV to EBIT, which factors into account each company’s net cash position relative to its operating income 
(we already have FCF as a metric, and so we can avoid using EBITDA for our model). 
 

From there, I have averaged the 1, 5, and 10 year terms to get a final average of $185.50. 
 



David Ham [APPLIED PORTFOLIO MANAGEMENT] 

 

Page | 10  
 

Margin of Safety (for Historical Valuation) 
In calculating our price targets, I have put extra weighting in the most recent trailing 1 year period, when multiples for 
AYI were depressed, substantially lowering our price targets across the board.  This is despite my view that the most 
recent 1 year period is arguably the most irrelevant as I believe the stock was severely mispriced in that time frame. 
Notably, based on each of these multiples, AYI is trading at significant discounts to its 5-year and 10-year norms. 
 
 
Relative Valuation Model 
 
For this model, I have taken our competitors and their respective Price to Sales, Price to Earnings, Price to FCF, and EV 
to EBIT multiples.  Creating a grid, we see that AYI is priced at a relative discount except to LIGHT (Signify), which is 
currently priced low due to underperforming sales.   
 
 
 
 
 
 
 
From there, I have averaged the competitors’ multiples and derived values for AYI based on those calculated multiples 
before finally averaging the derived values to arrive at $195.12.  Because Signify is a recent spinoff of Philips, I have 
averaged their multiples and factored them as one company, except in the price to free cash flow calculation where 
we simply threw out PHG’s P/FCF multiple of 162.24, thereby adding to our margin of safety.  
 

 
 
Margin of Safety 
I believe that due to Acuity’s history of 
outperforming its rivals on almost every front – 
including growth, margins, and ROE – valuing AYI 
in line with its competitors affords it a robust 
margin of safety.  Additionally, in determining 
the weighted average multiples, I have removed 
values deemed to be excessive, as noted in the 
table above.  Finally, despite free cash flow being 
the preferred metric and providing us with the 
greatest isolated price target, I have elected to 
average it with the lower figures from the other 
metrics. 
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Discounted Cash Flow Model 
 
For our DCF model, I have used the following assumptions: 

- to calculate WACC, I have assumed an expected market return of 8.00% and a post TCJA tax rate of 21%; 
- our risk-free rate is the US 10Y Treasury rate of 2.531% (as of 4/25/19); 
- AYI’s current 5-year beta (we use 5-year beta due to our long-term outlook) is 1.08 (sourced from Merrill);  
Based on these assumptions, I have calculated a WACC of 8.00% and a DCF value of $191.50. 

 
With regards to volume and pricing growth, I have modeled in the expectation of slowing volumes and pricing 
pressure amid expected headwinds, which I view as temporary.  I expect pricing (and subsequently gross margins) to 
stabilize by FY2020 as the political climate cools.   In the unlikely event that the tariffs get lifted or raised to 25%, we 
could see aggressive margin expansion or contraction, respectively.  It is worth noting that a 25% tariff would not be 
fully absorbed by the Company, as they have already begun “engaging alternative non-Chinese suppliers”

44
 in the 

event that disaster strikes.  I have accordingly capped our worst-case scenario for COGS at 64%. 
 

Operating Assumptions               

  
       

  

REVENUE BUILD UP                 

Volume Growth 
   

2019 2020 2021 2022 2023 

1  Management Case 
 

7.0% 7.0% 7.0% 7.0% 6.5% 

2  Base Case 
  

3.5% 4.0% 4.5% 5.0% 5.0% 

3  Downside Case 
 

2.0% 2.0% 2.0% 2.0% 2.0% 

Active Case Base Case 
  

3.5%  4.0%  4.5%  5.0%  5.0%  

  
       

  

Price Growth 
   

2019 2020 2021 2022 2023 

1  Management Case 
 

0.0% 1.0% 2.0% 3.0% 3.0% 

2  Base Case 
  

(1.0%) 0.0% 1.0% 2.0% 2.0% 

3  Downside Case 
 

(2.0%) (1.0%) 0.0% 1.0% 1.0% 

Active Case Base Case 
  

(1.0%) 0.0%  1.0%  2.0%  2.0%  

  
       

  

Revenue Growth 
   

2019 2020 2021 2022 2023 

Active Case Base Case     2.5%  4.0%  5.5%  7.1%  7.1%  

  
       

  

COGS % 
   

2019 2020 2021 2022 2023 

1  Management Case 
 

58.6% 58.0% 57.4% 57.0% 56.8% 

2  Base Case 
  

59.6% 59.2% 58.8% 58.6% 58.4% 

3  Downside Case 
 

64.0% 64.0% 64.0% 64.0% 64.0% 

Active Case Base Case 
  

59.6% 59.2%  58.8%  58.6%  58.4%  

  
       

  

SG&A % 
   

2019 2020 2021 2022 2023 

1  Management Case 
 

26.8% 26.6% 26.5% 26.5% 26.5% 

2  Base Case 
  

27.1% 26.9% 26.8% 26.8% 26.8% 

3  Downside Case 
 

27.4% 27.2% 27.2% 27.2% 27.2% 

Active Case Base Case 
  

27.1% 26.9%  26.8%  26.8%  26.8%  

  
       

  

Capex 
   

2019 2020 2021 2022 2023 

1  Management Case 
 

57  59  62  66  71  

2  Base Case 
  

60  62  65  68  72  

3  Downside Case 
 

62  65  68  71  75  

Active Case Base Case     60  62  65  68  72  
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Margin of Safety 
Considering that Acuity has managed to vastly outperform 
the industry’s growth rate over the past 10+ years, I 
believe it is conservative to model only a 3% terminal 
revenue growth rate.  Furthermore, although the 
Company does not give specific forward guidance figures, 
my estimated EPS figures come significantly below analyst 
consensus estimates through 2020.  Interestingly, CFRA 
has even higher EPS estimates despite a price target of just 
$125. 
 

 

Summary Financial Results 
  Historical Projected 

  2016 2017 2018 2019 2020 2021 2022 2023 

Revenue $3,291  $3,505  $3,680  $3,771  $3,922  $4,139  $4,433  $4,748  

  Growth 
 

6.5% 5.0% 2.5% 4.0% 5.5% 7.1% 7.1% 
  

       
  

EBITDA 538  594  534  502  545  596  649  705  

  Margin 16.3% 16.9% 14.5% 13.3% 13.9% 14.4% 14.7% 14.9% 

  Growth 
 

10.4% (10.0%) (6.2%) 8.7% 9.3% 9.0% 8.6% 
  

       
  

Capex 
  

44  60  62  65  68  72  

Interest Expense 
  

34   21   18   15   12   9   

EPS 
   

$7.46  $8.46  $9.62  $10.85  $12.16  

Net Debt 
  

$356  $42  ($301) ($679) ($1,094) ($1,555) 

Total Debt     $356  $305  $255  $204  $153  $102  

 

Valuation 
 

DCF Equity Sensitivity Analysis 

DCF Enterprise Value $7,996  
 

  WACC 

Implied EV/EBITDA 15.0x  
 

Growth 6.0%  8.0%  10.0%  

    
 

2.0%   $    251.64  163.34  119.26  

DCF Equity Value  $7,639  
 

3.0%  327.51  191.50  133.28  

Forward Implied P/E 25.7x  
 

4.0%  479.25  233.74  151.97  

 

Source: CFRA (S&P Global) 

Source: NASDAQ 
Source: CFRA (S&P Global) 
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 “You pay a very high price in the stock market for a cheery consensus.” 
      -Warren Buffett, guest article for Forbes, 1979

45
 

 

RISKS AND MITIGANTS 
 
Real Estate Slowdown 
As Acuity’s sales are strongly tied to new construction, a real estate slowdown or recession could materially impact 
the Company’s sales both regard to volume and price/mix.   When the housing market crashed in 2007, AYI’s sales 
were severely impacted -- although the company did manage to stay profitable during those years.   
 
Despite fears of another potential bubble, housing starts over the past few years are still roughly 25-30% lower than 
the levels we had seen in the years leading to the collapse (see Exhibit 6.1).

46
  This suggests that should a real estate 

slowdown occur the severity of it will be far less than in 2007.  As AYI expands into new verticals like horticultural 
lighting, I believe the Company can weather such a storm and come out stronger – and with less competition. 
 
Tight Labor Market Leading to Further Wage Inflation 
We may see further wage inflation negatively impact margins if the labor market remains tight.  Since cost increases 
are industry-wide, I expect any margin contraction from this effect to be temporary, as rises in costs will eventually be 
passed onto consumer.   
 
The Elephant in the Room: US China Trade War 
In early May, Trump announced that tariffs would indeed be raised to 25% in response to Chinese officials allegedly 
reneging on certain aspects of the trade deal.  While the market reacted violently to begin the week, it appears to 
have stabilized as both US and Chinese officials have expressed that both sides are still “congenial” and working 
toward a resolution.  Of note, shares of AYI are only down 1.08% during this span while the S&P500 gave up 2.18% 
 
If US-China talks break down completely, we could see customers become increasingly reluctant to commit to long-
term investment projects including real estate.  This would naturally negatively affect Acuity’s sales.  While the macro 
risk certainly persists, I expect company-specific impact to operations will largely be capped because in the worst case 
scenario, Acuity can continue shifting operations out of China.

47
  In recent times, the Company has been shifting more 

of its operations into Mexico (see Exhibit 6.2) to take advantage of significantly reduced transport costs as oil 
continues to rebound.  The Company has also recently demonstrated the ability to raise prices without cutting too 
much into sales growth.  As noted in the 2Q19 earnings call, even despite a frontloading of sales into the previous 
quarters due to the announced price increases, AYI saw roughly 3% year over year sales growth in Q2.   
 
Ultimately, the US and Chinese economies have grown to rely on each other, and it is my belief that despite his 
rhetoric about tariffs “helping” the US economy (see Exhibit 6.3), Trump is well aware that a resolution is ideal.   
 
But What about Mexico? 
The current administration could act on one of its innumerable threats to close the Mexican border.  Naturally this 
would be disastrous for American companies doing business in Mexico.  Acuity in fact manufactures a bulk of its 
products in Mexico and could have its operations significantly impacted should the unthinkable occur.  
 
This scenario appears to be highly unlikely, as the Trump administration quickly walked back on its latest threats when 
it faced backlash from economists, businesspersons and fellow Republicans alike.

48
   

 
The Usual Suspects: Miscellaneous Ever-Present Risks 

- The costs of raw materials (particularly steel and oil) could surge due to some uncontrollable, unforeseen 
event including wars, natural disasters, accidents, etc. 

- As the technological landscape evolves, Acuity could fail to keep up with trends. 
- The Company could be adversely affected by disruptions to its operations, including but not limited to labor 

disputes, workplace violence, pandemics, cyber-attacks, war, natural disasters, etc. 
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“The trick is not to learn to trust your gut feelings, but rather to discipline yourself to ignore them. Stand by your stocks  
as long as the fundamental story of the company hasn’t changed.”  

- Peter Lynch, One Up On Wall Street, 1989
49

 
 

RECOMMENDATION 
 
Based on the following reasons: 

- our multi-pronged valuation method utilized relative, historic, and DCF analysis, and each method came 
within $5 of the average; 

- we have modeled in a margin of safety into each of our valuation methods; 
- Acuity has outperformed its competitors and gained market share in recent years; 
- the runway for growth appears to be bright for the lighting industry; 
- we have many reasons to believe Mr. Graham and Mr. Buffett would have approved; 
I assign a 12-month price target of $191, representing an upside of 33% (as of 5/10/19).  

 
Due to the number of catalysts on the immediate horizon (see next page), I recommend a dollar-cost-averaging 
approach in which we buy 25% of the maximum amount we are prepared to invest, doubling up should the stock gap 
downward after a negative news headline.   A hypothetical binary decision tree is below. 
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SUPPLEMENTAL INFORMATION AND DATA 
 
Upcoming Potential Catalysts: 
April 30 – China Talks in Beijing to begin  
 Talks appear to have taken a turn for the worse as Trump reignited threats of a 25% tariff raise 
 Market reacted negatively (-2.5%) but AYI remained relatively insulated (-1%) 
May 1 – CREE Q3 Earnings Release after bell 

LED components saw softer demand due to “global trade uncertainties,” AYI unchanged 
May 7 – HUBB Annual General Meeting 
 Similar commentary about softer  
May 8 – Oppenheimer Annual Industrial Conference  
 Has the potential to be a mover if analysts ask the right questions 
May 8 – China Talks in Washington to begin 
 No resolution was reached and a 25% tariff went into effect for goods shipped after May 10 
 Despite the failure to reach a deal, both sides have expressed some optimism on deal progress 
 Trump has sent out mixed signals which the market appears to interpret as his method of negotiating 
Mid May – BWG Industry Conference   
 Industry outlook updates expected; in the past, this conference has been a mover  
Mid to Late May – Possible Updates on China Deal    
 The weeks ahead appear choppy, as China is expected to announce their countermeasures to the tariffs 

CNBC notes that since the tariffs do not apply to goods shipped before May 10, this “creates a possible period 
of up to a few weeks for the sides to possibly avoid escalation” 
Any update with regard to the tariffs or a US-China deal could have severe implications 

May 19-21 – Lightfair 2019 Industry Expo 
 Likely not a major mover but we could see Acuity unveil new products 
Early July – Q3 Earnings Release  
 Likely to be a mover 
Early October – FY19 Earnings Release  
 Likely to be a significant mover 
Early November – Robert W. Baird Industrial Conference 
 Has the potential to be a mover if industry outlook is updated 
 
Supplementary Excel Sheets 
In addition to the DCF model and WACC calculations, the spreadsheet file features __ sheets that provide additional 
information regarding calculations for the figures given throughout this report.  Below is a guide: 
 

1. Completed Financial DCF Model 
2. WACC calculation 
3. Basic stock info 
4. Volume and price mix as percent of sales estimates 
5. Historical price to sales calculations 
6. Historical price to earnings calculations 
7. Historical price to free cash flow calculations 
8. Historical EV to EBIT calculations 
9. Liabilities to assets over time 
10. COGS to sales over time 
11. SGA to sales over time 
12. Comparable sales growth calculations 
13. Sales by geographical region (Bloomberg) 
14. Comparables analysis 
15. Bloomberg data exports 
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APPENDIX 
 

 
Exhibit 1.1: Current earnings multiple (orange) has not been seen since 2009 and briefly in 2011; at a multiple of 14x 
(yellow line), which had not been seen since 2009, AYI would have hit almost all of Mr. Graham’s criteria. 
 

 
Exhibit 1.2: Earnings have grown fairly consistently over the past 10 years 
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Exhibit 1.3: Liabilities as a percent of total assets continues to diminish 
 

 
Exhibit 1.4: ROE continues to improve 
 

 
Exhibit 1.5: Net margin continues to improve despite pressure on gross margins, thanks largely to reduced SGA as a 
proportion of sales due to improved efficiency 
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Exhibit 2.1: Acuity’s acquisitions since FY16.  Note that these appear to be mostly IOT and data analytic/software. 
Source: AYI 2018 10K pp. 54-55 
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Exhibit 2.2: Diagram of the interplay between IOT and BMS. 
 

 
Exhibit 2.3: Comparison of OLED, LED, and traditional light sources 
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Exhibit 2.4: Examples of Acuity brand OLED lighting used in design applications 
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Exhibit 2.5: The projected cost targets of OLED lighting production are expected to continue to diminish into 2025 
Source: US Department of Energy, Office of Energy Efficiency and Renewable Energy, Solid-State Lighting Report; 2017 
 

 

     
 
Exhibit 2.6: The varying light frequencies that different plant pigments react to; LED lighting has the capability to 
adjust its frequency to optimally target specific pigments 
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Exhibit 2.7: LED lights are both less wasteful and offer a wider spectrum of light frequencies that cause photosynthesis 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Exhibit 2.8: AYI issues buybacks when the stock falls and uses stock as currency for acquisitions as it appreciates 
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Exhibit 2.9: Acuity Brands’ board of directors 
Source: AYI 2018 Annual Report 
 

 

 
Exhibit 2.10: Executive salaries are tied to stock performance 
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Exhibit 3.1: Revenue growth from 2013-2018 was approximately 12.5% per annum 
 

 
Exhibit 3.2: Electricity consumption accounts for roughly 33% of carbon emissions 
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Exhibit 3.3: Pro-LED policies across the globe 

 
Exhibit 3.4: Increased US regulations on emissions over the years 
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Exhibit 3.5: Rapid market-share growth for LED-based lighting expected into 2025  
 

 
Exhibit 3.6: LED light output and efficiency continues to improve 
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Exhibit 3.7: The lighting industry supply chain  
 

 
Exhibit 4.1: COGS as % of sales had come down through 2016 until spiking recently due to wage hikes and tariffs 
 

 
Exhibit 4.2: Operating Margins have shown signs of recovery after several quarters of year over year decline 
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Exhibit 4.3: Virtually no default risk 
Source: Bloomberg 
 

   
Exhibit 6.1: US housing starts show that we are currently nowhere near the levels preceding the 2007 crash 
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Exhibit 6.2: More operations being shifted into Mexico 
Source: AYI 2018 10K 
 

 
Exhibit 6.3: Trump either doesn’t understand macroeconomics or is pretending not to  
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Insider trades have been favorable in recent months 
Source: NASDAQ 
 

   
Source: Cree Inc., January 2015 
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Atlanta Airport after upgrading to Acuity branded indoor accent lighting. 
 
 

 
More examples of OLED lighting products 
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