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Gladstone Commercial Corp.

Key Metrics GOOD -- NASDAQ — Neutral-3
GOOD - NASDAQ - 5/2/17 $22.08 Conference Call Follow-Up, Rating Change
2-3 Year Price Target N/A . .
52-Week Range $1592 - $23.35 Investment Highlights
Shares Outstanding (mm) 25.8 e The recent sharp move up in GOOD’s share price has
Market Cap. ($mm) $569.7 pushed it within shouting distance of our former 2-3 year
1-Mo. Average Daily Volume 36,512 price target and as a result we are moving our rating to
Institutional Ow nership 32.0% Neutral. While the shares still provide a solid dividend
Debt/Total Capital Mar-17 45.0% yield, we believe potential total return when compared
Est 3-year FFO Grow th Rate 1.0% to potential risk is no longer adequate to justify a positive
Est 3-year Dividend Grow th Rate 0.0% rating on the shares with potential total return dropping
Book Value $10.67 to under 10% annually. Clients could hold the shares for
Annual Dividend Rate $ 1.50 income, but we would wait for a price pullback before
Dividend Yield 6.79% adding to positions.
Est. Fixed Charge Coverage 2.5X e GOOD management spent most of the conference call
discussing acquisition activity, development activity and
FFO the debt situation. The increase in share price could
Prior Prior Current allow for further levering activity, although we believe
2016  2017E 2017E 2018E 2018E management is closing in on its target debt/equity ratio.
1Q $0.39 - $0.38 A $0.40 $0.40 The lower cost of capital should also allow for increased
2Q $0.39  $0.39  $0.39 $0.41 $0.41 investment activity, although discipline has limited
30 $0.39  $0.40  $0.40 $0.42 $0.42 acquisitions so far in 2017. We now expect that GOOD
4Q $0.38  $0.41  $0.40 $0.43 $0.43 will make $80 million in total investment for 2017.
Year $1.55 $158 $157 $1.65 $1.65 e Management also discussed its development activity
PIE 14.2x 14.1x 13.4x which should provide much more accretive investment

Note that quarters may not add due to rounding

Revenue ($mm)

Prior Current Prior Current
2016  2017E 2017E 2018E 2018E
1Q $21.5 -- $223 A $25.9 $25.5
2Q $21.2 $235  $23.0 $26.5 $26.1
3Q $216 $24.4  $23.9 $27.4 $26.9 ®
4Q $22.1  $25.2  $24.8 $28.0 $27.6
Year ' $86.4 $95.8  $94.0 $107.9 $106.1

Company Description: Gladstone Commercial Corp.,
headquartered in McLean, VA, is a real estate investment
trust (REIT) that is focused on investments in industrial
and commercial properties and mortgage loans,
primarily to small to medium sized businesses.

opportunity and serve to lock in tenants for longer
periods of time.

Management noted continued opportunities to lower
debt costs over the coming year, although they are seeing
higher rates, which could lower the potential cost saving
Versus recent years.

We are reducing our rating on GOOD to Neutral. While
the dividend yield at 6.8% is generally attractive in the
current environment, given a likely long-term upward
trend in rates, and the fact that this is the lowest yield at
which GOOD shares ever traded, we do not see the
current price as one at which we would add shares.
However, investors may still wish to hold the shares for
its dividend yield and to defer capital gains that have
built up due to the return of capital from the company’s
dividend payments.

Note Important Disclosures on Pages 6-7.
Note Analyst Certification on Page 6
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Conference Call Discussion

As noted previously, the conference call concentrated quite a bit on the company’s recent investment in
expanding some of its properties at the request of tenants. These types of opportunities offer solid potential
returns and are typically done in conjunction with lengthening lease terms, locking in tenants for even
longer periods. As an example, the expansion of its property in Alabama, which cost $7 million, provided
the company a return of over 10%, while GOOD was able to extract new lease terms for the entire property,
extending the least term to 10 years. The company is currently working on another property expansion for
an expected investment of $12.6 million at a nearly 9% cap rate that is also expected to result in a reset on
the underlying lease to 15-years. This expansion is expected to be completed in mid-2018. With these
types of projects being more accretive than typical, we expect management to focus more on these types of
investments. This is especially true in light of the lack of investment during Q1. Management noted that
it had turned down several potential acquisitions because the risk was too high on them, or there were other
issues involved with the deal that made them unattractive. While management noted that they had a large
pipeline and actually had 18 properties under consideration, one that is likely to close in June and another
three under letters of intent, we expect continued selectivity to keep acquisition levels below historic levels.
We believe that management is also worried about rate increases that could cause issues in light of current
cap rates.

On the leasing front, the company noted that it had already signed leases on three of the five properties
where leases are coming due in 2017, leases that account for 75% of the GAAP rent of these leases.
Management is already working on 2018 lease expirations, and noted that only about 4% of its lease rent
expiring through 2020. Also, the portfolio continues to be almost fully leased with only one vacant property
(with a potential sale of this asset) and the full property is approximately 99%-leased.

On the market capitalization front, management noted that it was approaching its target capital structure.
David Gladstone discussed how he very much likes to use leverage on his acquisitions. The company’s
CEO and CFO were less amenable to the degree of leverage Mr. Gladstone discussed, and we anticipate
that they (along with institutional investors) will win out and the leverage ratio will drop another 5-points
or so, mainly through the sale of common and preferred shares through the company’s ‘at the market”
(ATM) equity issuance plans at appropriate prices with the recent increase in the common price making
more likely its use for accretive acquisitions. The company sold $4.6 million in common and preferred
equity under the plan during Q1, and more so far in Q2.

Management continues to make headway in reducing interest expense through refinancing higher cost debt
into lower cost debt, although less than recently as mortgage rates have seen some upside recently. Two
mortgages are expected to mature in the current year at an average of 6% and we will see a small decline
when refinanced. On other subjects, management noted that it was spending significant time courting
institutional and other investors, as well as investment bankers and analysts. This has resulted in
institutional holdings in GOOD moving up 15 percentage points to 53%. We believe that this is a big part
of the reason for the recent increase in the share price. David Gladstone, as usual, also noted the return of
capital portion of the dividend, which amounted to 71% in the most recent year, sheltering that part of the
dividend from taxes in the current year.

Q2 and 2017 Outlook

We are assuming approximately $80 million in total investments will be closed in 2017 based on the lack
of early year acquisition activity, our assumptions, and management’s discussion of capital availability on
the conference call. We anticipate that acquisitions will be closed later in the year, and that a solid portion
of this will be development activity, which should push up investment returns incrementally. Our Q2
estimate remains at $0.39 a share. Our full year 2017 FFO estimate is off a penny to $1.57 a share due to
the low level of investment activity so far in the year. On the fundamental front, we are projecting a modest
level of growth in revenue, as rollover leases should see a little upside and the recent and future acquisitions
should push rental income up as the year progresses. We are keeping our 2018 FFO estimate at $1.65 a
share.
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Valuation

At current price levels, GOOD shares sit slightly above what we would consider fair value, in our opinion.
The shares are trading at 14.1x our 2017 FFO estimate. This compares to the peer group, which is trading
at 18.4 times. The discount at which GOOD shares currently trades, in our opinion, is about appropriate
due to GOOD’s higher leverage and payout ratio which creates more risk. We believe the shares should
trade lower than its peers due to its lower growth rate and higher leverage than the peer group, thus our
feeling that GOOD shares are fairly valued, despite a peer group that looks a little pricey. Also, GOOD
has a much higher payout ratio at nearly 100%, which is much higher than the group’s ratio which is under
60% as GOOD has chosen to pay out much more of its free cash in dividends to satiate its retail holder base
while its peers are retaining cash flow for debt reduction and/or additional acquisitions. This increases the
risk of the dividend and lowers its future growth rate.

Ranked by Market Cap. Price Current 2017E 18E/17E Price / FFO
Mixed - Industrial / Office  Symbol  5/2/2017  Dividend Yield Payout Ratio 2017E 2018E Growth Rate  2017E 2018E
Duke Realty Corp. DRE $27.78 $0.76 2.7% 58.0% $1.23 $1.31 6.5% 22.6x 21.2x
Liberty Property Trust LPT $40.82 $1.90 4.7% 72.8% $2.46 $2.61 6.1% 16.6x 15.6x

Industrial REITs

Prologis PLD $54.60 $1.76 3.2% 61.1% $2.75 $2.88 4.7% 19.9x 19.0x
First Industrial Realty FR $27.92 $0.84 3.0% 51.2% $1.54 $1.64 6.5% 18.1x 17.0x
EastGroup Properties EGP $78.08 $2.48 3.2% 55.6% $4.22 $4.46 5.7% 18.5x 17.5x
First Potomac Realty Trust FPO $10.63 $0.40 3.8% 50.0% $0.83 $0.80 -3.6% 12.8x 13.3x
Awerage $39.97 $1.36 3.4% 59.4% $2.17 $2.28 5.1% 18.4x 17.5x
Gladstone Commercial GOOD $22.08 $1.50 6.8% 90.9% $1.57 $1.65 5.1% 14.1x 13.4x
Note: First Potomac is rated Neutral by Hilliard Lyons; the rest are Not Rated. Source: NAREIT, Baseline and Hilliard Lyons' estimates.
Rating

Our rating on GOOD is now Neutral. With the share price up nearly 10% since the start of the year, we
believe the share price is now about where it should be and not discounted enough to justify a positive
rating. We do not believe that there has been enough of a change to raise our previous $23.50 a share 2-3
year price target and given that the share price is within 6% of that target, there is just not enough upside to
justify a positive rating given the risk profile of the company.

Suitability

GOOD has a suitability rating of 3 on our 1-4 scale. We find the company to have a diversified portfolio
of properties with a long list of tenants and relatively long lease terms. Further, the company’s occupancy
rate is relatively high and the company’s lease rollovers are limited over the next several years. On the
other hand, the company’s balance sheet is more levered than many of its peers, with a higher level of debt
on its properties, leading to the lower suitability rating than many of the other REITs we follow.

Risk Factors for Gladstone Commercial

There are a variety of risk factors investors should consider when considering investment in Gladstone
Commercial. We believe these risk factors include:

Interest Rate Risk — Like all REITs, GOOD is interest rate sensitive. If short term interest rates were to
rise, the spread between the company’s return yield and its cost of capital could shrink.

Asset Size — Gladstone Commercial, with market capitalization of approximately $570 million, is one of
the smallest REITs tracked by NAREIT. As such, it could be difficult to compete against other larger
REITs for property acquisitions and in its attempts to raise capital.

Hilliard Lyons Equity Research 3 REITs
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Execution Risk — Gladstone Commercial’s unique acquisition strategy makes the company more
dependent on the skills of David Gladstone and his management team, more so than other more “traditional”
REITs in our opinion.

Capital Constraint Risk — With share prices below the peer group on both the company’s common and
preferred stock, the company may be constrained in their ability to complete future deals due to a higher
cost of capital. Further, if management does decide to undertake an offering to grow, dilution is likely to
be fairly significant, which could easily result in GOOD missing our estimates.

Annual yield is calculated by dividing the distribution amount by the current market price of the security.
For US income tax purposes, the Company may classify all or a portion of its distributions as dividends or
other non-dividend distributions. Note that for some investors, for US income tax purposes all or a portion
of the Company’s 2016 dividend or distribution was treated as return of capital and not as “dividend
income” as reflected on the IRS Form 1099-Div for the 2016 tax year. The Company generally makes a
final determination regarding the proper tax treatment of distributions after calendar year end. We urge each
shareholder to consult with his or her own tax advisor to determine the tax consequences of the distributions
received, including any state, local or foreign tax considerations.
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Additional information is available upon request.

Analyst Certification

I, John M. Roberts, hereby certify that the views expressed in this research report accurately reflect my
personal views about the subject company(ies) and its (their) securities. 1 also certify that | have not been,
am not, and will not be receiving direct or indirect compensation in exchange for expressing the specific
recommendation(s) in this report.

Important Disclosures

Gladstone Investment Corporation (GAIN - $9.75; Neutral), Gladstone Land Corp. (LAND - $11.15; Long-
term Buy), Gladstone Commercial Corporation and Gladstone Capital Corporation (GLAD - $9.86;
Underperform) share the same management and board.

Hilliard Lyons’ analysts receive bonus compensation based on Hilliard Lyons’ profitability. They do not
receive direct payments from investment banking activity.

As of May 2, 2017 Hilliard Lyons customers own at least 5% of the outstanding common stock of Gladstone
Commercial Corp.

As of May 2, 2017 Hilliard Lyons or its affiliates beneficially own (as defined for purposes of Section 13d
of the 1934 Act) 1% or more of Gladstone Commercial Corp. pfd D (GOODM-$25.85).

Hilliard Lyons participated in a selling group for an offering of securities of Gladstone Commercial in the
past 12 months.

Hilliard Lyons received investment banking compensation from Gladstone Commercial in the past 12
months.

The author of this report or members of his household have a long position in Gladstone Investment,
Gladstone Commercial and Gladstone Land common stock, but may not engage in buying or selling
contrary to the recommendation.

Investment Ratings

Buy - We believe the stock has significant total return potential in the coming 12 months.

Long-term Buy - We believe the stock is an above average holding in its sector, and expect solid returns
to be realized over a longer time frame than our Buy rated issues, generally 2-3 years.

Neutral - We believe the stock is an average holding in its sector, is currently fully valued, and may be
used as a source of funds if better opportunities arise.

Underperform - We believe the stock is vulnerable to a price set back in the next 12 months.

Suitability Ratings

1 - A large cap, core holding with a solid history

2 - A historically secure company which could be cyclical, has a shorter history than a "1" or is subject to
event driven setbacks

3 - An above average risk/reward ratio could be due to small size, lack of product diversity, sporadic
earnings or high leverage

4 - Speculative, due to small size, inconsistent profitability, erratic revenue, volatility, low trading volume
or a narrow customer or product base.
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Gladstone Commercial Corp.

May 3, 2017
Hilliard Lyons Investment Banking
Recommended Issues Provided in Past 12 Mo.
# of % of
Rating Stocks Covered Stocks Covered Banking No Banking
Buy 36 30% 14% 86%
Hold/Neutral 71 58% 6% 94%
Sell 15 12% 7% 93%
As of 5 April 2017
Hilliard Lyons ratings for GOOD (GLADSTONE COML CORP)
Closing Price May 02, 2017: $22.08
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LTE:$17.84(|9:$16.37 ||B:$17.14 ||LTB:$18.74||N$22.08
T:$19.5 T:$19 T:$19 T:$235 T:NA
Legend ® Investars.com
LTB=LT Buy, B=Buy, N=Neutral, T=Price Target
& Reiterated Positive W Downgrade

Other Disclosures

Opinions expressed are subject to change without notice and do not take into account the particular
investment objectives, financial situation or needs of individual investors. Employees of J.J.B. Hilliard,
W.L. Lyons, LLC or its affiliates may, at times, release written or oral commentary, technical analysis or

trading strategies that differ from the opinions expressed here.

J.J.B. Hilliard, W.L. Lyons, LLC is a multi-disciplined financial services firm that regularly seeks
investment banking assignments and compensation from issuers for services including, but not limited to,
acting as an underwriter in an offering or financial advisor in a merger or acquisition, or serving as

placement agent in private transactions.

The information herein has been obtained from sources we believe to be reliable but is not guaranteed and
does not purport to be a complete statement of all material factors. This is for informational purposes and
is not a solicitation of orders to purchase or sell securities. Reproduction is forbidden unless authorized.

All rights reserved.
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