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Bluelinx Holdings (BXC) Investment Thesis

One area that often presents interesting risk-reward investment propositions is highly-levered companies
trading at cheap multiples and generating significant free cash flow. If this cash flow stream is sufficient
to service interest payments and pay back principal, over time slowly but consistently value will be
transferred from the debt holders to the equity holders. As an added kicker, as leverage metrics decline
the market will often award the stock with a higher multiple. These situations can be likened to a “public
LBO,” as the use of debt financing and focus on cash flows is very similar to the strategies employed by
many private equity firms. Another area where I've often discovered attractive opportunities is in stocks
that have become temporarily depressed due to forced/non-economic selling, only to quickly bounce back
once the overhang ends and investors refocus on business fundamentals.

One opportunity that checks both these boxes is Bluelinx Holdings (NYSE:BXC), a North American building
product distributor. While BXC has been a holding of mine for a while, recent developments have
temporarily depressed the price, creating a highly attractive entry point and leading me to significantly
increase my position.

Founding and Background

BXC started in 1954 as the distribution division of Georgia Pacific (GP). At the time, it had 13 distribution
centers mainly for the storage and distribution of GP’s plywood products. Over time, it built up a large
network of these centers throughout the country (while also expanding product lines), and over the next
50 years, it developed the largest platform of distribution warehouses nationwide. As a subsidiary of GP,
many of these facilities were built with an eye toward storing excess lumber instead of just distribution,
giving the facilities a larger real estate footprint —something that has become important to the investment
case today.

In 2004, GP sold its distribution assets to private equity firm Cerberus Capital Management, who took BXC
public in December of that year. In mid-2006, Cerberus amended an existing BXC mortgage backed by the
company’s distribution centers into a larger mortgage carrying a 10-year term with a $1 M/month
prepayment penalty. The timing couldn’t have been worse: shortly after, the bottom fell out of the
housing market. Even after green shoots in the economy showed up a few years later, BXC stock lagged
as a result of self-inflicted wounds, including instability in the management ranks and a foolish attempt at
speculation via “innovative” inventory management methods. From mid-2013 to early-2016, the company
continued to struggle as a result of a sluggish housing recovery and its large interest burden, while the
cash sweep and prepayment penalty features on its mortgage disincentivized real estate sales.

Current Situation

However, the company’s fortunes began to turn around in 2016, as they refinanced their loan after the
conclusion of the repayment fee period, and shortly after announced a deleveraging initiative. This
initiative has been (and should continue to be) highly accretive to the company for two reasons. First, in
the company’s registration statement, it claimed it could nearly double capacity with minimal further
investment, implying its asset base is far larger than needed for its current operations. This makes sense,
because its creation as an arm of Georgia Pacific meant BXC facilities were initially run not for maximum
space efficiency but also with storage concerns in mind. Second, around the time of its refinancing, BXC
had its real estate portfolio appraised (at market rates) at a value of $332-352 M. The upshot is that BXC
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has real estate that is both valuable and unutilized, allowing it to bring in significant sums of money in a
sale without any material change in operations.

Following a string of solid results, things seemed to be progressing as planned — up until earlier this month.
A few weeks ago, shortly after filing a shelf registration statement, BXC announced a secondary offering
to allow longtime PE holder Cerberus to exit the majority of their position. The size of the offering, coupled
with the stock’s lack of liquidity, caused a sharp selloff in which BXC shares lost around a quarter of their
value. The offering ultimately priced at $7, over 20% below the pre-announcement price.
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We can only speculate as to why Cerberus decided to exit at the time and in the manner they did.
However, the specifics of the situation leave me confident that the decision was largely a non-economic
one. First, pre-offering Cerberus owned 4.7 M shares, which are worth $37.7 M at the current price. For
a firm managing around $30 B, this is equal to 0.13% of their portfolio — literally a rounding error. Thus,
it’s perhaps not surprising that the sell-down wasn’t done in stages to minimize the price impact, as it
wouldn’t be able to move the needle either way. Second, the firm’s original BXC investment was made
over a decade ago; given the average PE investment holding period is around five years, this implies
Cerberus’s divesture was long overdue.

Key Thesis Points

So what we have here is a stock that has been hammered in recent weeks, largely due to the
announcement of a large and price-insensitive seller. While certainly painful in the short-term for existing
holders, | think anyone with a longer-term orientation has a terrific opportunity to ultimately benefit from
this temporary dislocation. Now that I've explained how BXC got to its present situation, it’s time for the
more important part — looking at the fundamentals of the business on a forward basis — since that’s what
will drive the stock performance from here. The key tenets of my thesis are as follows.

1) Single-family housing market strengthening. In the past year we’ve seen a continuation of
the trend of gradual housing market improvement, with YTD starts 6% ahead of last year.
While there’s been a short-term hiccup stemming from the natural disasters in Texas and
Florida, this will quickly turn into a further tailwind as rebuilding progresses in these markets.

| believe this trend is highly likely to continue. For one thing, one of the biggest problems cited now is a
lack of supply. Shrinking inventories drive up prices, which incentivizes homebuilders to build more
houses, which in turn means greater demand for the parts and supplies that distributors like BXC provide.
Secondly, even after the recent improvements, we’re still well below a mid-cycle level. It will likely take
another two years of further growth (i.e. another 20-25% increase in starts) to reach that figure.
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Graph 2: Total Single-family U.S. Housing Starts
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Other forecasts suggest the pace could be even quicker than that. While predicting the exact numbers is
impossible, the general trend is clear — and this is certainly a case in which it’s better to be approximately
right even if precisely wrong.
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2.)

3.)

Continued real estate sales accelerate debt repayment and provide catalyst for the
shares. The company's progress on this initiative to date has been terrific, with a steady
stream of sales across geographies. To date, BXC has sold properties for a total of around
$52.5 M since announcing its deleveraging plan 18 months ago. Given that the real estate is
being carried on the company's books for far below what it'd fetch at market, each sale helps
to unlock BXC’s hidden asset value by reducing the discrepancy. However, undervalued real
estate plays are relatively common (see Sears as just one example); over time, I've found that
for this type of value to be realized by the market, it's crucial for a company to actually be
making these sales. Changing the value from a theoretical figure to an actual one often can
serve as a strong catalyst for rerating, and | believe that will be the case here as well.

Potential for margin upside from decentralized corporate structure and better working
capital management. CEO Mitch Lewis took the reins in early 2014 and has brought some
much needed stability to the BXC management ranks. One of his key initiatives has been to
move the company from a centralized structure (likely an artifact of its days as a GP subsidiary)
into a more agile firm where salespeople are closer to their customers and inventory is more
tailored to local markets. Given that distribution companies add value through wide
range/selection, quick turns, and dependable service, | view this shift as both positive for
performance and necessary given the fragmented, competitive landscape of the industry.

While BXC’s margin profile is still a work in progress, cost control and a focus on reducing working capital
requirements (WC turnover increased consistently through 2016) should help create economies of scale
that push them closer to (and eventually into) the 3-6% EBITDA range of peer companies.

a.)

Company's valuation discount to peers should close as leverage metrics decline and
profitability improves. The company trades below wholesale industrial distribution peers on
nearly all key valuation metrics, probably due to fears over its debt levels and substandard
profitability. As leverage falls thanks to OCF generation and further RE sales while margins
improve from the company’s operational efficiency initiatives, | expect BXC's multiples to
trend more in line with the rest of the group. In the second, smaller set of building product
focused peers, there’s a similar discount.

Note that while BXC has not yet officially reported its Q3 results, I've used the midpoints of the preliminary
estimates contained in the final secondary prospectus when calculating the firm’s LTM and NTM multiples.

Comp Set #1: US-based wholesale industrial distributors
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Company v EV LTM NTM LTMEV/  NTMEW LTM LTM EV/ EBITDA Debt/
Symbol Company Name (UsD)y (UsD)y F/E F/E EBITDA EBITDA PICF PIFCF uFCF Margin EBITDA ROIC
BELDR Builders FirstSource, Inc. 2,016.3 3,91041 142 12.9 1.2 7.9 8.6 108 124 5.5% 514 6.9%
FAST Fastenal Company 13,9068 142134 28.0 231 15.8 1341 19.9 419 340 227% B3| 22.6%
HDS HD Supply Holdings, Inc. 68592 10,8442 36.8 142 12.0 144 108 200 272 12.1% 415 4.2%
HBP Huttig Building Products, Inc. 180.8 284.2 108 NA 107 NA 134 126 203 3.7% 208 11.4%
LAWS Lawson Products, Inc. 2307 2258 NA 314 342 133 221 3841 619 2.4% -28 -2.4%
MRC MRC Global Inc. 1,676.0 2,404.0 NA 323 354 104 26.1 9.0 -99.1 2.2% 4.49 -5.0%
MM MSC Industrial Direct Co., Inc. Class A 45334 5,021.0 208 17.9 1.2 103 13.9 145 230 15.6% 1.24 15.4%
RUSHA Rush Enterprises, Inc. Class A 19339 31648 481 231 12.9 16.3 8.1 4.0 2896 5.8% 5.10 2.9%
SITE SiteCne Landscape Supply, Inc. 24849 29556 NA 357 278 15.9 40.2 16.4 40.4 6.4% 349 6.0%
UNVR Univar, Inc. 4116.2 6,808.6 A 206 145 103 145 109 366 5.8% 5.62 -1.8%
VRTV Veritiv Corp 515.4 1,456.0 253 8.2 85 T4 6.7 8.8 277 21% 511 1.4%
W WM. Grainger, Inc. 11,8416 14,1176 211 18.9 97 101 135 197 232 14.3% 1.36 16.5%
WSs0 Watsco, Inc. 57235 63156 316 255 172 15.2 18.3 206 430 8.7% 49 13.7%
WCC WESCO International, Inc. 29168 42151 3041 148 106 102 18 114 211 5.4% 3.27 31%
WEYS Weyco Group, Inc. 2886 2727 181 NA 10.0 NA 15.0 8.1 18.4 9.2% -52 8.2%
INT ‘Waorld Fuel Senvices Corporation 24588 2,918.0 197 133 12.0 8.1 15.0 161.0 145 9% 1.76 4.4%
Average 3,855.2 4,945.4 25.4 20.9 156.9 11.6 16.1 255 371 T.T% 2.67 6.7%
Median 24719 3,537.4 23.2 19.8 12.0 104 14.2 13.5 25.2 5.8% 2.67 5.2%
BXC 73.4 3854 5.7 4.9 5.7 8.6 4.3 4.5 12.8 2.3% 7.88 1.9%

Comp Set #2: US-based building product focused distributors

Met

Company Wy EV LT NTM LTMEVS  NTMEW LTH LTM EV/ EBITDA Debt/
Symbol Company Name (U3sD} (UsD) PIE FIE EBITDA EBITDA PICF FIFCF UuFCF Margin EBITDA ROIC
BLDR Builders FirstSource, Inc. 2,016.3 3,9101 142 129 12 7.9 8.6 108 124 5.5% 514 6.9%
HDS HD Supply Holdings, Inc. 6,8502 10,8442 36.8 142 120 144 10.8 200 272 12.1% 415 4.2%
HBP Huttig Building Products, Inc 1808 2842 108 NA 107 NA 134 126 203 37% 208 11.4%
MM MEC Industrial Direct Co., Inc. Class A 45334 5,021.0 208 17.9 12 10.3 139 145 23.0 15.6% 1.24 15.4%
WSO Watsco, Inc 57235 6,315.6 36 255 172 152 18.3 206 43.0 8.7% .49 137%
wec WESCO International, Inc. 29168 4,215.1 207 14.8 10.6 10.2 1.8 1.4 211 5.4% 327 31%
Average 3,705.0 5,008.4 241 171 122 1.6 12.8 15.0 245 8.5% 273 9.1%
Median 3,7251 4,618.0 255 14.8 11.2 103 12.6 135 221 T1% 267 9.1%
BXC 73.4 395.4 8.7 4.9 9.7 8.6 4.3 4.5 12.8 2.3% 7.88 1.9%

Valuation Analysis

Even assuming just modest improvement in profitability and valuation multiples would spur large upside
here. Assuming 5% sales growth (fairly low given starts are growing above 7%), flat gross margins
(conservative to reflect uncertainty in commodity price inputs), and a very modest amount of operating
leverage as profits rise faster than expenses, | believe BXC can generate at least $47 M in EBITDA and
$25.6 M in levered FCF in 2018. At a 5.5x FCF multiple (well below all peers to reflect higher leverage
profile), the stock would be worth $15-16 a share, producing 85-95% upside. A summary of my model is
below:



*figures reflect impact of divestments (presented on same-center basis) 2015 2016 2017 2018
Shares 9.19 EBIT 76 229 343 37.2
X Price B.23 2015 2016 2017 2018 + D&a 9.7 9.3 95 98
MC 75.6 Sales 1,644 1,752 1,804 1,859 3% CAGR EBITDA 17.3 323 43.7 47.0 59.0% CAGR
+ Debt 326.8 x Gross Margin 118% 125% 12.7% 12.5% x Multiple B.5 B.5 85 85 85 EV/EBITDA
- Cash 48 Gross Profit 1541 2198 2292 2323 2017 2018 EV 147.0 2743 3718 399.3
EV 397.6 - Operating Expense:  186.6 196.9 1949 195.1 10.8% 105% | ofsales -ND 379.6 2847 302.3 256.7
EBIT 76 229 343 372 MC (23286) [20.4) 69.5 1426
2017 PT 982 - Interest 273 248 219 189 67% |(WAIR /Shares Dut B8 9.0 92 9.4
IRR 42.5% - Tax 0.2 11 12 15 <-- AMT due to NOLs Value (26.58) (2.26) 7.56 1521
NI (19.9) (3.1) 112 167
2018 PT 15.39 / Shares Qut 8.8 9.0 9.2 9.4 2.0% |annual dilution  Upside n/a n/a -8.1%  8438%
IRR 518% EPS (228) (034) 122 178 IRR n/a n/o  -156%  506%
X Multiple 9.0 9.0 9.0 9.0 9 P/E
NTM PT 1261 Value (20.51) (3.08) 10.96 16.06 Total FCF (11.8) 5.6 197 25.6
IRR 53.2% - Dividend Cost - - - - 5 - annual dividend
Upside n/a nfa  332% 952% + Facility Sale Proceeds - 28.1 243 20,0
IRR n/a n/a 77.3%  56.2% FCF for Debt Reduction (11.8) 337 440 45.6
Debt Balance 3844 300.3 3268 2827 2015 2016 2017 2018
Avg. Net Debt 363.8 3119 2751 228.6 FCF (11.8) 5.6 197 25.6
Avg. Net Debt/EBITDY 210 97 6.2 45 + Capex 16 0.6 0.9 0.9
EBITDA Margin 11% 138% 24% 2.5% CF (10.2) 6.3 206 265 230.0% CAGR
¥ Multiple 5.5 5.5 5.5 5.5 55 P/CF
MC (56.1) 344 1135 1459
2015 2016 2017 2018 / Shares Out B8 9.0 92 9.4
FCF (11.8) 5.6 197 5.6 251% CAGR Value (6.41) 3.81 12.35 1557
¥ Multiple 5.5 5.5 5.5 5.5 5.5 P/FCF
MC (64.7) 309 108.6 140.8 Upside nfa| -53.7% 501% @ 89.1%
/Shares Out BB 9.0 92 54 IRR nfa| -53.7% 125.3% 52.9%
Value (7.40) 342 1181 15.02
2015 2016 2017 2018
Upside nfa -58.4% 43.5% 82.5% Starting Debt Balance 4029 3340 300.3 256.2
I IRR nfa -58.4% 106.1%  49.3% - FCF for Debt Reduction (69.0) 33.7 440 45.6
Ending Debt Balance 3340 3003 256.2 210.6

There are several potential sources of further upside as well. For example, applying peer multiples would
make BXC nearly a triple from here. Further EBITDA margin improvement into the 3% range (still below
comps) from rationalization of facilities and inventory assortments would also produce a 3x stock return
(even at the discounted multiples used above); if both were to materialize, the stock would be a four-
bagger.

Downside Protection

Despite the cheap valuation and clear housing tailwinds, | would probably pass on a company with this
leverage profile if | weren’t confident there was some sort of downside protection if the anticipated
housing market improvement didn’t materialize. Here, | think the real estate value provides strong
downside protection and turns this from a binary bet on the housing market to an investment with a
margin of safety. This is not just hypothetical either — as discussed above, they’ve already successfully sold
properties and received prices in line with the valuation estimates. BXC had its properties appraised in
late 2015 at $S342 M; adjusting for disclosures from recent sales, the land and buildings on the company's
books are worth just around $285 M, almost three times the carrying value on the balance sheet. Even
after applying haircuts to its other assets, BXC's salvage value is far above the current market price in a
liquidation scenario.
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June 2017

Current = Haircut Adj. Value

Cash 4.8 100% 4.8

Receivables 167.6 90% 150.8

Inventories 220.7 80% 176.5

Other Current 20.2 50% 10.1
Land 285_0‘ 100% 285.0 |« adj for sales through 2017

Buildings
Machinery & Equip. 75.0 33% 24.8
WP 0.4 0% -

Other Mon-current Assets 12.1 50% 6.0

Total Assets 785.7  B3.7% B58.1

- Total Liabilites 537.7 100% 537.7

+ Current Deficit (25.4) 100% (25.4)

Adj. BY 95.0

Salvage Value/Share 10.33

Upside 25.6%

Why Doe

s This Opportunity Exist?

There are several clear reasons for the opportunity in Bluelinx stock today:

Catalysts

As discussed earlier, a stampede of shareholders trying to get out ahead of the Cerberus sale
(despite the lack of information content in the sale)

Limited liquidity has historically prevented larger institutions from getting involved (although the
completion of the secondary should ameliorate this) and exacerbated the recent selloff

While the bullish housing thesis is fairly well-known, the same can’t be said about all of the
companies it affects. Here, we have a small cap company ($°73 M MC) with a very limited
following (no analyst coverage and only 918 Seeking Alpha followers), which has allowed it to fly
under the radar despite generally positive industry coverage

BXC screens messily on many historical metrics — one must take a forward-looking view in order
to appreciate the value here. This is especially true given that the company’s hidden real estate
value is not something that can be captured via stock screener.

| see a variety of potential catalysts here, including:



Closing of the secondary offering. | believe the stock will quickly return to its pre-announcement price,
thanks in large part to its improved liquidity. However, given the size of the offering relative to the float,
it may take a few weeks for the selling pressure to subside.

Release of third quarter earnings. In the final secondary prospectus BXC provided preliminary numbers
for the period that were very solid, but | believe few investors are aware of them as of yet. The official
release of results next week will change that.

Continued single-family housing start strength. A rising tide lifts all boats, and so long as the housing
market continues trending in the right direction, building distribution stocks should perform well.
Continued positive homebuilder sentiment could also help here too.

News on additional real estate sales. As the company monetizes its unneeded properties to further
reduce net debt, valuation multiples should start to shift closer to peers. Of course, it will be important to
see that the company continues to command prices in a similar range to its previous sales.

Risks

There will always be risks associated with buying a highly-levered company in a cyclical industry. That said,
investing is all about weighing a risk-reward profile in the context of the probabilities of the various
outcomes. | believe the housing market recovery will continue to remain robust, and that even if it
doesn’t, BXC's real estate assets provide downside protection in a liquidation scenario. Of course, neither
of these things are guaranteed, and the range of potential outcomes is relatively wide, so the position
should be sized accordingly.

Further margin and real estate sales, which will likely be needed for multiple expansion, will depend on
management execution. To date, | have been impressed with the leadership of CEO Mitch Lewis and think
the company has taken the correct steps in rightsizing its operations and prioritizing profitability over
growth at any cost.

Conclusion

When evaluating investment opportunities, incentives (or lack thereof) matter. | believe this is a situation
where a lack of economic incentive from a large seller has temporarily depressed a company that is
otherwise performing well and on the cusp of a significant profitability inflection. Once the overhang is
removed, | expect the stock to once again trade on the basis of its strong and improving business
performance.

Leverage is a double-edged sword, but with careful analysis you can find “public LBO” situations where
you can use it to your advantage. | believe BXC is one such situation, as a favorable industry environment
and its ongoing balance sheet monetization should produce a large value transfer across the capital
structure from debt holders to equity holders. The situation is not without risks — but that’s true of any
stock offering potential multi-bagger returns. As the company continues to execute on its real estate sales
and improve operating performance, | believe investors will take notice, driving upside above $15/share
and possibly much higher than that.
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Disclaimer:

The enclosed material is confidential and not to be reproduced or redistributed in whole or in part without the
prior written consent of Adestella Investment Management, LLC. The information in this material is only current as
of the date indicated, and may be superseded by subsequent market events or for other reasons. Statements
concerning financial market trends are based on current market conditions, which will fluctuate. Any statements of
opinion constitute only current opinions of Adestella Investment Management, LLC, which are subject to change
and which Adestella Investment Management, LLC does not undertake to update. Due to, among other things, the
volatile nature of the markets, an investment in the fund may only be suitable for certain investors. Parties should
independently investigate any investment strategy or manager, and should consult with qualified investment, legal
and tax professionals before making any investment.

The fund is not registered under the investment company act of 1940, as amended, in reliance on an exemption
there under. Interests in the fund have not been registered under the securities act of 1933, as amended, or the
securities laws of any state and are being offered and sold in reliance on exemptions from the registration
requirements of said act and laws.



