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Item 1. Condensed Financial Statements

AEROGROW INTERNATIONAL, INC.
CONDENSED BALANCE SHEETS
(Unaudited)

ASSETS
Current assets
Cash
Restricted cash
Accounts receivable, net of allowance for doubtful accounts of $831,885
and $1,423,508 at June 30, 2009 and March 31, 2009, respectively

Notes Receivable

Notes Receivable, related party
Other receivable
Inventory
Prepaid expenses and other

Total current assets
Property and equipment, net of accumulated depreciation of $1,893,981
and $1,675,148 at June 30, 2009 and March 31, 2009, respectively
Other assets
Intangible assets, net of $4,250 and $3,515 of accumulated amortization
at June 30, 2009 and March 31, 2009, respectively
Deposit
Deferred debt issuance costs, net of accumulated amortization of $290,989 and
$243,937 at June 30, 2009 and March 31, 2009, respectively
Total other assets

Total Assets

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIT)
Current liabilities
Current portion - long term debt
Accounts payable
Accrued expenses
Customer deposits
Deferred rent
Total current liabilities
Long term debt
Long term debt-related party
Stockholders' equity
Preferred stock, $.001 par value, 20,000,000 shares authorized,
6,836 and -0- shares issued and outstanding at June 30, 2009 and March 31, 2009
Common stock, $.001 par value, 75,000,000 shares authorized, 12,422,249 and
13,342,877
shares issued and outstanding at June 30, 2009 and March 31, 2009, respectively
Additional paid-in capital
Accumulated (deficit)

June 30,
2009

$3,009,887

438,396

870,720
139,000
612,000
215,326
7,417,337
309,750
13,012,416

1,549,651
233,063
110,776

154,674
498,513

$15,060,580

$6,228,484

4,364,077
1,917,727
31,179
53,155
12,594,622
1,406,878

12,422
52,049,981
(51,003,330)

March 31,
2009

$332,698

438,331

2,278,052

332,059
8,350,135
565,454
12,296,729

1,768,369
231,590
110,776

201,726
554,092

$14,609,190

$1,099,060

8,338,559
2,318,670
246,728
57,283
12,060,300
5,547,144
1,233,371

13,343
45,696,630
(49,941,598)

4
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Total Stockholders' Equity (Deficit) 1,059,080 (4,231,625 )
Total Liabilities and Stockholders' Equity (Deficit) $15,060,580 $14,609,190

See accompanying notes to the condensed financial statements.
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AEROGROW INTERNATIONAL, INC.
CONDENSED STATEMENTS OF OPERATIONS

(Unaudited)
Three months ended June
30,
2009 2008

Revenue
Product sales $2,979,693  $6,720,081
Operating expenses
Cost of revenue 1,869,805 3,686,823
Research and development 344,198 725,415
Sales and marketing 1,159,796 3,449,883
General and administrative 1,276,260 1,518,712
Total operating expenses 4,650,059 9,380,833
Loss from operations (1,670,366 ) (2,660,752)
Other (income) expense, net
Interest (income) (80 ) (1,050 )
Interest expense 198,998 157,647
Other (income) (807,552 ) --
Total other (income) expense, net (608,634 ) 156,597
Net loss $(1,061,732) $(2,817,349)
Net loss per share, basic and diluted $(0.08 ) $(0.23 )
Weighted average number of common
shares outstanding, basic and diluted 13,039,373 12,100,387

See accompanying notes to the condensed financial statements.
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AEROGROW INTERNATIONAL, INC.
CONDENSED STATEMENTS OF CASH FLOWS

(Unaudited)
Three months ended June
30,
2009 2008
Cash flows from operating activities:
Net (loss) $(1,061,732) $(2,817,349)
Adjustments to reconcile net (loss) to cash (used) by operations:
Issuance of common stock and options under equity compensation plans 208,417 15,011
Depreciation and amortization expense 219,568 191,573
Allowance for bad debt (591,623 ) (3,711 )
Amortization of debt issuance costs 47,052 22,135
Gain on forgiveness of accounts payable (807,310 ) --
Change in assets and liabilities:
(Increase) decrease in accounts receivable 1,998,955 (3,539 )
Decrease in other receivable 116,733 99,079
(Increase) decrease in inventory 932,798 (263,203 )
Decrease in other current assets 255,704 9,741
Increase (decrease) in accounts payable (735,981 ) 1,252,478
(Decrease) in accrued expenses (311,943 ) (306,777 )
Increase in accrued interest 1,750 -
(Decrease) in accrued interest-related party (33,371 ) --
Increase (decrease) in customer deposits (215,549 ) 12,657
(Decrease) in deferred rent (4,128 ) (29,710 )
Net cash (used) by operating activities 19,340 (1,821,615)
Cash flows from investing activities:
(Increase) in restricted cash (65 ) (386,599 )
Purchases of equipment (116 ) (176,068 )
Patent expenses (2,208 ) (82,177 )
Net cash (used) by investing activities (2,389 ) (644,844 )
Cash flows from financing activities:
Decrease in amount due to factor - (1,480,150)
Proceeds from long term debt borrowings 2,901,222 2,720,279
Repayments of long term debt borrowings (3,266,864) --
Proceeds from exercise and issuance of warrants - 25,000
Proceeds from the exercise of stock options 20 17,086
Proceeds from the issuance of preferred stock 3,061,000 -
Principal payments on capital leases (35,140 ) (30,567 )
Net cash provided by financing activities 2,660,238 1,251,648
Net increase (decrease) in cash 2,677,189 (1,214,811)
Cash, beginning of period 332,698 1,559,792
Cash, end of period $3,009,887 $344,981
Supplemental disclosure of non-cash investing and financing activities:
Interest paid $170,602 $426,681
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Income taxes paid

Proceeds from capital lease

Modification of related party debt to equity
Modification of accounts payable to equity

Increase of notes receivable for equity

Increase of notes receivable, related party for equity
Modification of accrued expenses to equity
Modification of accounts payable to long term debt

See accompanying notes to the condensed financial statements.

$--
$--
$1,200,000
$1,043,000
$139,000
$612,000
$89,000
$1,388,191

$--
$311,015
$--
$--
$--
$--
$--
$--
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AEROGROW INTERNATIONAL INC.
NOTES TO THE CONDENSED FINANCIAL STATEMENTS
(Unaudited)

1. Description of the Business

AeroGrow International, Inc. (the “Company”’) was incorporated in the State of Nevada on March 25, 2002. On January
12, 2006, the Company and Wentworth I, Inc., a Delaware corporation (“Wentworth”), entered into an Agreement and
Plan of Merger (the “Merger Agreement”) which was consummated on February 24, 2006. Under the Merger
Agreement, Wentworth merged with and into the Company, and the Company was the surviving corporation (the
“Merger”). The Merger, for accounting and financial reporting purposes, has been accounted for as an acquisition of
Wentworth by the Company. As such, the Company was the accounting acquirer in the Merger, and the historical
financial statements of the Company will be the financial statements for the Company following the Merger.

The Company’s principal business is developing, marketing, and distributing advanced indoor aeroponic garden
systems designed and priced to appeal to the consumer gardening, cooking, and small indoor appliance markets
worldwide. The Company’s principal activities from its formation through March 2006 consisted of product research
and development, market research, business planning, and raising the capital necessary to fund these activities. In
December 2005, the Company commenced pilot production of its AeroGarden system and in March 2006, began
shipping these systems to retail and catalogue customers. The Company manufactures, distributes, and markets over
11 different models of its AeroGarden systems in multiple colors, as well as over 50 varieties of seed kits and a full
line of accessory products through multiple channels including retail, catalogue, and direct-to-consumer sales in the
United States as well as selected countries in Europe, Asia, and Australia.

2. Liquidity and Basis of Presentation

Interim Financial Information

The unaudited interim financial statements of the Company included herein have been prepared in accordance with the
rules and regulations of the Securities and Exchange Commission (‘“SEC”) for interim reporting including the
instructions to Form 10-Q and Rule 10-01 of Regulation S-X. These condensed statements do not include all
disclosures required by accounting principles generally accepted in the United States of America (“U.S. GAAP”) for
annual audited financial statements and should be read in conjunction with the Company’s audited consolidated
financial statements and related notes included in the Company’s Annual Report on Form 10-K for the year ended
March 31, 2009, as filed with the SEC.

In the opinion of management, the accompanying unaudited interim financial statements reflect all adjustments,
including normal recurring accruals, necessary to present fairly the financial position of the Company at June 30,
2009, the results of operations for the three months ended June 30, 2009 and 2008, and the cash flows for the three
months ended June 30, 2009 and 2008. The results of operations for the three months ended June 30, 2009, are not
necessarily indicative of the expected results of operations for the full year or any future period. The balance sheet as
of March 31, 2009, is derived from the Company’s audited financial statements.

The Company has incurred net losses since its inception, including a net loss for the three months ended June 30, 2009
of $1,061,732. Sources of funding to meet prospective cash requirements include cash flow from operations, $3.8
million in cash proceeds from the issuance of Series A Convertible Preferred shares on June 30, 2009, the conversion
of $2.3 million of unsecured obligations into Series A Convertible Preferred shares, borrowings under the Company’s
revolving credit facility and other debt arrangements, as well as agreements reached with certain unsecured creditors
of the Company to defer payments of amounts owed, and, in some cases, to reduce the amounts owed by the
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Company. In addition, the Company is currently seeking to raise additional funds to support the cash requirements of
its operating plan. In the event additional funds are not raised in sufficient amount or on a timely basis, there can be
no assurance that the Company can execute its operating plan or meet all of its cash requirements over the next twelve
months. The Company’s operating plan is predicated on a variety of assumptions including, but not limited to, the
level of customer and consumer demand, the impact of cost reduction programs, access to sufficient funding, and the
state of the general economic environment in which the Company operates. There can be no assurances that these
assumptions will prove to be accurate in all material respects, or that the Company will be able to successfully execute
its operating plan.

Use of estimates

The preparation of financial statements in conformity with U.S. GAAP requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities
at the date of the financial statements and the reported amounts of revenues and expenses during the reporting

period. Actual results could differ from those estimates. It is reasonably possible that a change in the Company’s
estimates with regards to return reserves, inventory obsolescence, and the allowance for bad debts will occur in the
near term.

Net Income (Loss) per Share of Common Stock

The Company computes net income (loss) per share of common stock in accordance with Statement of Financial
Accounting Standards (“SFAS”) No. 128, Earnings per Share, and SEC Staff Accounting Bulletin No. 98. SFAS No.
128 requires companies with complex capital structures to present basic and diluted Earnings per Share (“EPS”). Basic
EPS is measured as the income or loss available to common stock shareholders divided by the weighted average

shares of common stock outstanding for the period. Diluted EPS is similar to basic EPS but presents the dilutive effect
on a per share basis of potential common stock (e.g., convertible securities, options, and warrants) as if they had been
converted at the beginning of the periods presented. Potential shares of common stock that have an anti-dilutive effect
(i.e., those that increase income per share or decrease loss per share) are excluded from the calculation of diluted EPS.

10



Edgar Filing: AeroGrow International, Inc. - Form 10-Q

Table of Contents

Reclassifications
Certain prior year amounts have been reclassified to conform to current year presentation.

Concentrations of Risk

SFAS No. 105, Disclosure of Information About Financial Instruments with Off-Balance Sheet Risk and Financial
Instruments with Concentrations of Credit Risk, requires disclosure of significant concentrations of credit risk
regardless of the degree of such risk. Financial instruments with significant credit risk include cash. The amount on
deposit with a financial institution exceeded the $250,000 federally insured limit as of June 30, 2009. However,
management believes that the financial institution is financially sound and the risk of loss is minimal.

Financial instruments consist of cash and cash equivalents, accounts receivable, debt, and accounts payable. The
carrying values of all financial instruments approximate their fair value.

Customers:

The Company maintains a credit insurance policy on many of its trade accounts receivables. For the three months
ended June 30, 2009, the Company had two customers who represented 9.3% and 7.2% of the Company’s net product
sales. For the three months ended June 30, 2008, the Company had two customers who represented 6.0% and 5.8% of
the Company’s net product sales.

Suppliers:

For the three months ended June 30, 2009, the Company purchased inventories and other inventory-related items from
three suppliers totaling $330,089, $170,438, and $158,529, representing 17.7%, 9.1%, and 8.5% of cost of sales,
respectively. For the three months ended June 30, 2008, the Company purchased inventories and other
inventory-related items from three suppliers totaling $996,481, $686,428, and $267,154, representing 27.0%, 18.6%,
and 7.2% of cost of sales. Although the Company believes alternate sources of manufacturing could be obtained, loss
of any of these suppliers could have an adverse impact on operations

The Company’s primary contract manufacturers are located in China. As a result, the Company may be subject to
political, currency, regulatory, and weather/natural disaster risks. Although the Company believes alternate sources of
manufacturing could be obtained, these risks could have an adverse impact on operations.

Fair Value of Financial Instruments

The carrying value of financial instruments including cash, receivables, accounts payable, accrued expenses and debt,
approximates their fair value at June 30, 2009 and March 31, 2009 due to the relatively short-term nature of these
instruments. On April 1, 2008, the Company adopted the portion of SFAS No. 157, Fair Value Measurements, that
was not delayed by Financial Accounting Standards Board (“FASB”) Staff Position (“FSP”) No. Financial Accounting
Standard (“FAS”) 157-2. FSP No. FAS 157-2 delayed the effective date of SFAS No. 157 as it applies to non-financial
assets and liabilities that are not required to be measured at fair value on a recurring (at least annual) basis. As a result
of the delay, SFAS No. 157 was applied to the Company’s non-financial assets and liabilities effective on April 1,
2009. SFAS No. 157 defines fair value as the price that would be received to sell an asset or paid to transfer a liability
in an orderly transaction between market participants at the measurement date (also referred to as an exit price). SFAS
No. 157 also establishes a three-level fair value hierarchy for classifying financial instruments that is based on
whether the inputs to the valuation techniques used to measure fair value are observable or unobservable. The three
levels of the SFAS 157 fair value hierarchy are described below:

Level I:  Quoted prices (unadjusted) in active markets for identical assets or liabilities.

Level 2:  Observable market-based inputs, other than quoted prices in active markets for identical assets or
liabilities.

Level 3: ~ Unobservable inputs.

11
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As of June 30, 2009 and March 31, 2009, the Company did not have any financial assets or liabilities that were
measured at fair value on a recurring basis subsequent to initial recognition.

Accounts Receivable and Allowance for Doubtful Accounts

The Company sells its products to retailers and consumers. Consumer transactions are paid primarily by credit card.
Retailer sales terms vary by customer, but are generally net 30 days. Accounts receivable are reported at net
realizable value and net of the allowance for doubtful accounts. The Company uses the allowance method to account
for uncollectible accounts receivable. The Company also maintains a credit insurance policy which insures against
losses from most retailer accounts. The Company's allowance estimate is based on a review of the current status of
trade accounts receivable which resulted in an allowance of $831,885 and $1,423,508 at June 30, 2009 and March 31,
2009, respectively.

Other Receivables

In conjunction with the Company’s processing of credit card transactions and for its direct-to-consumer sales activities
and as security with respect to the Company’s performance for required credit card refunds and chargebacks, the
Company is required to maintain a cash reserve with Litle and Company, the Company’s credit card processor. This
reserve is equal to 5% of the credit card sales processed during the previous six months. As of June 30, 2009 and
March 31, 2009, the balance in this reserve account was $215,326 and $332,059, respectively.

12
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Inventory

Inventories are valued at the lower of cost, determined by the first-in, first-out method, or market. Included in

inventory costs where the Company is the manufacturer are raw materials, labor, and manufacturing overhead. The
Company records the raw materials at delivered cost. Standard labor and manufacturing overhead costs are applied to
the finished goods based on normal production capacity as prescribed under Accounting Research Bulletin (“ARB”’) No.
43, Chapter 4, Inventory Pricing A majority of the Company’s products are manufactured overseas and are recorded at
cost.

June 30, March 31,
2009 2009
Finished goods $ 6,003,604 $ 6,799,996
Raw materials 1,413,733 1,550,139
$ 7,417,337 $ 8,350,135

The Company determines an inventory obsolescence reserve based on management’s historical experience and
establishes reserves against inventory according to the age of the product. As of June 30, 2009 and March 31, 2009,
the Company had reserved $385,705 and $335,705, respectively, for inventory obsolescence.

Revenue Recognition

The Company recognizes revenue from product sales, net of estimated returns, when persuasive evidence of a sale
exists: that is, a product is shipped under an agreement with a customer; risk of loss and title has passed to the
customer; the fee is fixed or determinable; and collection of the resulting receivable is reasonably assured.
Accordingly, the Company did not record $105,933 of revenue as of June 30, 2008, related to the unpaid balance due
for orders shipped in conjunction with the Company’s direct-to-consumer sales, because the consumer has 36 days to
evaluate the product, and is required to pay only the shipping and handling costs for such products before making the
required installment payments after the expiration of the 36-day trial period. The Company also, as of June 30, 2008,
did not record $32,556 of product costs associated with the foregoing revenue because the customer is required to
return the product and the Company is therefore able to recover these costs through resale of the goods. The liability
for sales returns is estimated based upon historical experience of return levels. During the year ended March 31, 2009,
the Company discontinued offering the 36-day trial period and the Company therefore did not exclude any revenue or
product costs from its statement of operations as of June 30, 2009.

Additionally, the Company did not record $31,179 and $56,924 of revenue as of June 30, 2009 and June 30, 2008,
respectively, related to the wholesale sales value of inventory held by its retail shopping channel customers as these
sales are contingent upon the shopping channels selling the goods. Deferred payments for these goods are charged to
Customer Deposits. The Company also deferred, as of June 30, 2009 and June 30, 2008, recognition of $12,282 and
$24,491, respectively, of product and freight costs associated with these sales, which have been included in inventory.

The Company records estimated reductions to revenue for customer and distributor programs and incentive offerings,
including promotions, rebates, and other volume-based incentives. Certain incentive programs require the Company to
estimate based on industry experience the number of customers who will actually redeem the incentive. At June 30,
2009 and June 30, 2008, the Company had accrued $383,210 and $358,096 respectively, as its estimate for the
foregoing deductions and allowances.

Adpvertising and Production Costs

The Company expenses all production costs related to advertising, including, print, television, and radio
advertisements when the advertisement has been broadcast or otherwise distributed. The Company records media
costs related to its direct-to-consumer advertisements, inclusive of postage and printing costs incurred in conjunction
with mailings of direct-response catalogues, and related direct-response advertising costs, in accordance with the

13
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Statement of Position (“SOP”’) No. 93-7, Reporting on Advertising Costs. SOP 93-7 requires companies to report direct
response advertising costs as assets and amortize them over the estimated period of the benefits, based on the
proportion of current period revenue from the advertisement to probable future revenue. As of June 30, 2009 and June
30, 2008, the Company had deferred $1,794 and $27,066, respectively, related to such media costs. Advertising
expenses for the three months ended June 30, 2009 and June 30, 2008 were $452,582 and $1,485,884, respectively.

Warranty and Return Reserves

The Company records warranty liabilities at the time of sale for the estimated costs that may be incurred under its
basic warranty program. The specific warranty terms and conditions vary depending upon the product sold but
generally include technical support, repair parts, and labor for periods up to one year. Factors that affect the
Company’s warranty liability include the number of installed units currently under warranty, historical and anticipated
rates of warranty claims on those units, and cost per claim to satisfy the Company’s warranty obligation. Based upon
the foregoing, the Company has recorded as of June 30, 2009 and March 31, 2009 a provision for potential future
warranty costs of $63,361 and $69,587, respectively.

The Company reserves for known and potential returns from customers and associated refunds or credits related to
such returns based upon historical experience. In certain cases, customers are provided an allowance, usually in the
1% to 2% range, to cover returned goods from which this allowance is deducted from payments from such customers.
As of June 30, 2009 and March 31, 2009, the Company has recorded a reserve for customer returns of $71,328 and
$101,743, respectively.

14
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New Accounting Pronouncements

In May 2009, the FASB issued SFAS No. 165, Subsequent Events (SFAS 165). This Statement establishes general
standards of accounting for and disclosures of events that occur after the balance sheet date but before financial
statements are issued or are available to be issued. It requires the disclosure of the date through which an entity has
evaluated subsequent events and the basis for that date. This Statement is effective for interim and annual periods
ending after June 15, 2009, and as such, we adopted this standard in the first quarter of our fiscal year ending March
31, 2010. The adoption of SFAS 165 did not have a material effect on our financial position, results of operations or
cash flows. We have performed an evaluation of subsequent events through August 19, 2009, which is the date the
financial statements were issued.

In April 2009, the FASB issued Staff Position “FSP” No. FAS 107-1 and Accounting Principles Board (“APB”) 28-1,
Interim Disclosures about Fair Value of Financial Instruments. This FSP amends SFAS No. 107 to require disclosures
about fair values of financial instruments for interim reporting periods as well as in annual financial statements. The
FSP also amends APB Opinion No. 28 to require those disclosures in summarized financial consolidated information
at interim reporting periods. This FSP is effective for interim reporting periods ending after June 15, 2009, with early
adoption permitted for periods ending after March 15, 2009. The adoption of this FSP did not have a material impact
on our financial statements.

In October 2008, the FASB issued FSP No. FAS 157-3, Determining the Fair Value of a Financial Asset in a Market
That is Not Active, which clarifies the application of SFAS No. 157 when the market for a financial asset is inactive.
Specifically, FSP No. FAS 157-3 clarifies how (1) the internal assumptions should be considered in measuring fair
value when observable data are not present, (2) observable market information from an inactive market should be
taken into account, and (3) the use of broker quotes or pricing services should be considered in assessing the relevance
of observable and unobservable data to measure fair value. The guidance in FSP No. FAS 157-3 was effective
immediately. The adoption of FSP No. FAS 157-3 did not have a material effect on our consolidated financial
statements.

In May 2008, the FASB issued SFAS No. 163, Accounting for Financial Guarantee Insurance Contracts-an
interpretation of FASB Statement No. 60 (SFAS 163). Diversity exists in practice in accounting for financial
guarantee insurance contracts by insurance enterprises under FASB Statement No. 60, Accounting and Reporting by
Insurance Enterprises. This results in inconsistencies in the recognition and measurement of claim liabilities. This
Statement requires that an insurance enterprise recognize a claim liability prior to an event of default (insured event)
when there is evidence that credit deterioration has occurred in an insured financial obligation. This Statement
requires expanded disclosures about financial guarantee insurance contracts. The accounting and disclosure
requirements of the Statement will improve the quality of information provided to users of financial

statements. SFAS No. 163 is effective for financial statements issued for fiscal years beginning after December 15,
2008, and interim periods within those fiscal years. The adoption of SFAS No. 163 did not have a material impact on
our consolidated financial position.

In June 2009, the FASB issued SFAS No. 169, The FASB Accounting Standards Codification and the Hierarchy of
Generally Accepted Accounting Principles — a replacement of FASB Statement No. 162 (SFAS 169). On the effective
date of SFAS No. 169, the FASB Accounting Standards Codification (“Codification”) will become the source of
authoritative U.S. GAAP. Following SFAS 169, the FASB will not issue new standards in the form of Statements,
FSPs or Emerging Issues Task Force Abstracts. Instead, it will issue Accounting Standards Updates to update the
Codification. SFAS 169 is effective for financial statements issued for interim and annual periods ending after
September 15, 2009. We anticipate the adoption of the SFAS 169 will not have a material impact to the on our
consolidated financial position.

15
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In March 2008, the FASB issued SFAS No. 161, Disclosures about Derivative Instruments and Hedging Activities—An
Amendment of FASB Statement No. 133(SFAS 161). SFAS 161 establishes the disclosure requirements for

derivative instruments and for hedging activities with the intent to provide financial statement users with an enhanced
understanding of the entity’s use of derivative instruments, the accounting of derivative instruments, and related

hedged items under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities and its related
interpretations, and the effects of these instruments on the entity’s financial position, financial performance, and cash
flows. This statement is effective for financial statements issued for fiscal years beginning after November 15,

2008. The adoption of SFAS 161 did not have a material impact on our consolidated financial position disclosures.

In December 2007, the FASB issued SFAS 141(R), Business Combinations (SFAS 141R), which amends SFAS No.
141, and provides revised guidance for recognizing and measuring identifiable assets and goodwill acquired, liabilities
assumed, and any non-controlling interest in the acquiree. It also provides disclosure requirements to enable users of
the financial statements to evaluate the nature and financial effects of the business combination. SFAS 141R is
effective for fiscal years beginning on or after January 1, 2009 and is to be applied prospectively. The adoption of
SFAS 141R did not have a material impact on our consolidated financial position.

In December 2007, the FASB issued SFAS No. 160, Non-controlling Interests in Consolidated Financial Statements —
an amendment of ARB No. 51 (SFAS 160), which establishes accounting and reporting standards pertaining to
ownership interests in subsidiaries held by parties other than the parent, the amount of net income attributable to the
parent and to the non-controlling interest, changes in a parent's ownership interest, and the valuation of any retained
non-controlling equity investment when a subsidiary is deconsolidated. SFAS 160 also establishes disclosure
requirements that clearly identify and distinguish between the interests of the parent and the interests of the
non-controlling owners. SFAS 160 is effective for fiscal years beginning on or after January 1, 2009. The adoption of
SFAS 160 did not have a material impact on our consolidated financial position.

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
Liabilities—including an amendment of FASB Statement 157 (SFAS 159). The Company adopted SFAS No. 159
beginning April 1, 2008. The adoption of SFAS 159 did not have a material effect on our consolidated financial
position.
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3. Short Term Notes Receivable

As of June 30, 2009 the Company has notes receivable and notes receivable, related parties of $139,000 and $612,000,
respectively. As of June 30, 2009 the Company had received signed agreements as well as checks for $440,000 from
related parties and $139,000 from investors which were deposited subsequent to June 30, 2009 for the purchase of
Series A Preferred Stock. An additional $172,000 in notes receivables, related parties is associated with non-interest
bearing notes, due by September 30, 2009 for the purchase of series A Preferred Stock.

4. Capital Lease Obligations

As of June 30, 2009 the Company has capitalized lease obligations for computer equipment, licensed software, and
factory equipment due on various dates through November 2010 of $94,232. The interest rates range from 12% to
15% per annum. These lease obligations are collateralized by the related assets with a net book value of $157,022 as
of June 30, 2009. In addition, recorded in deposits, is a security deposit of $48,180 which will be released upon the
Company achieving certain financial requirements. The leases also required $21,465 in prepaid rents.

5. Long Term Debt and Current Portion — Long Term Debt
First National Loan

On May 19, 2008, the Company and Jack J. Walker, one of the Company’s directors, acting as co-borrowers, entered
into a Business Loan Agreement with First National Bank (the “Business Loan Agreement”) for a loan to the Company
in the principal amount of $1,000,000 (the “First National Loan”). The Company has agreed, among other things, that
while the Business Loan Agreement is in effect, the Company will not (without First National Bank's prior written
consent): (i) incur or assume indebtedness, except for trade debt in the ordinary course of business, capital leases in an
amount not to exceed $500,000, and capital expenditures of not more than $500,000 during any fiscal year; (ii) sell,
transfer, mortgage, assign, pledge, lease, grant a security interest in, or encumber any of the Company’s assets (except
as specifically allowed), or (iii) sell with recourse any of the Company’s accounts, except to First National Bank. In the
event of a default under the First National Loan, at First National Bank's option, all indebtedness owed under the First
National Loan will become immediately due and payable.

Pursuant to the Business Loan Agreement, the Company and Mr. Walker provided First National Bank with a
promissory note for a principal amount of up to $1,000,000 (the “First National Note”). The First National Note
provided for monthly payments of interest only, with the balance of principal and all accrued but unpaid interest due

and payable on May 19, 2009. On May 19, 2009, the Company, Mr. Walker, and FNB entered into a Change in

Terms Agreement (the “First Change in Terms Agreement”), extending the maturity of the First National Loan until July
19, 2009, and increasing the interest rate from the Wall Street Journal Prime Rate plus .50% floating to the Wall Street
Journal Prime Rate plus 2.0% floating, with a floor interest rate of 5.50%. As of June 30, 2009, $1,006,939 was
outstanding under the First National Note, including accrued interest.

On July 19, 2009, the First National Loan matured. On August 14, 2009, the Company, Mr. Walker, and FNB agreed
on the terms and conditions of an extension of the maturity of the First National Loan to November 30, 2009 (the
“Maturity Extension”), with effect from July 19, 2009. The Maturity Extension would increase the interest rate to a
fixed rate of 7% per annum, and provide for principal payments of $100,000 at closing of the Maturity Extension and
then principal payments of $50,000, $50,000, and $100,000 on August 31, 2009, September 30, 2009, and October 31,
2009, respectively. The terms and conditions of the Maturity Extension are subject to the consent of FCC, LLC d/b/a
First Capital (“FCC”), the Company’s senior lender, in accordance with the Subordination and Intercreditor Agreement
by and among FNB, FCC, and the Company (the “Subordination Agreement”). FCC is reviewing these terms but, as of
August 19, 2009, has not provided its consent. In the event FCC does not provide its consent, the Company will be
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prohibited from making payments against the First National Loan unless and until such time as FCC provides its
consent or such time as the Company’s liquidity position exceeds certain thresholds defined in the Subordination
Agreement.

WLLC Loan Agreement

On May 22, 2008, the Company entered into a Loan Agreement (the “WLLC Loan Agreement”) and associated
Promissory Note with WLoans, LLC, a Colorado limited liability company (“WLLC”), as lender, and Jack J.

Walker. The WLLC Loan Agreement provides for a loan up to a maximum of $1,500,000 for business purposes, at an
annual interest rate of 12% (the “WLLC Loan”). Mr. Walker is the manager of WLLC and owns a 73.3% membership
interest in WLLC, with the remaining membership interest owned by other officers and directors of the Company. As
a condition of the WLLC Loan, the Company paid WLLC a non-refundable commitment fee of $37,500. Further, in
consideration of WLLC holding available funds equal to the principal amount not yet disbursed, the Company must
pay a non-refundable fee of 1% of the retained funds as a holding fee, payable quarterly. If not paid sooner, the
WLLC Loan, if drawn upon, was due and payable on April 1, 2009. The Company granted WLLC a security interest
in all of the Company’s assets, subordinate to the security interests in such assets granted to FCC and First National
Bank (each as described herein). Further, in the event we receive any equity financing, all obligations due under the
WLLC Loan Agreement became immediately due and payable. In the event of any default under the WLLC Loan
Agreement, WLLC may, at its option, declare all amounts owed immediately due and payable, foreclose on the
security interest granted, and increase the annual rate of interest to 18%.

The WLLC Loan Agreement also set forth the terms and conditions under which Mr. Walker agreed to act as
co-borrower on the First National Loan. In consideration for Mr. Walker's agreement to act as co-borrower, the
Company agreed to: (i) pay Mr. Walker a service fee of $50,000; (ii) allow Mr. Walker to purchase the First National
Loan in the event of the Company’s default under the First National Loan and to repay Mr. Walker any amounts
expended by Mr. Walker on the First National Loan, together with interest at an annual rate of 18%; and (iii)
terminate and release Mr. Walker from any obligation under the First National Loan on the one-year anniversary of
the execution date of the First National Loan Agreement.

10
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On May 19, 2009, Mr. Walker, WLLC, and the Company entered into a Loan Extension Agreement (the “Loan
Extension Agreement”) effective April 1, 2009, extending the maturity date of the WLLC Loan until June 30,

2009. The Company paid WLLC $5,000 in consideration for the loan extension. The balance of principal due on the
WLLC Loan as of May 19, 2009 was $1,200,000. The parties agreed that the Company is not entitled to any further
disbursements under the WLLC Loan. In the event the Company receives any equity financing, all obligations due
under the WLLC Loan become immediately due and payable.

On June 30, 2009, principal totaling $1,200,000 outstanding under the WLLC Loan Agreement was converted to
1,200 shares of Series A Convertible Preferred Stock, and the WLLC Loan Agreement was terminated.

Revolving Credit Facility

On June 23, 2008, the Company entered into a Loan and Security Agreement with FCC, LLC, d/b/a First Capital
(“FCC”) (the “FCC Loan Agreement”) for a revolving credit facility up to a maximum amount of $12,000,000 (the
“Revolving Credit Facility”). The actual amount available for borrowing under the Revolving Credit Facility is limited
at any given time to the sum of a percentage of eligible inventory and a percentage of eligible accounts receivable,
each as defined in the FCC Loan Agreement. Mr. Walker provided a guarantee against certain contingent liabilities
related to the FCC Loan Agreement. In return for this guarantee, the Company paid Mr. Walker a fee of $7,500.

The Revolving Credit Facility has an initial two-year term, with one-year renewals thereafter, unless prior written
notice is provided by either party. Continued availability of the Revolving Credit Facility is subject to the Company’s
compliance with customary financial and reporting covenants. The purpose of the Revolving Credit Facility is to
provide additional working capital. As collateral for the Revolving Credit Facility, the Company granted to FCC a
first priority security interest over all of the Company’s assets, including, but not limited to, accounts receivable,
inventory, and equipment. As of June 30, 2009, loans totaling $5,146,000 were outstanding under the Revolving
Credit Facility, including accrued interest, and there was an estimated remaining availability of approximately
$35,000. The amount available under the Revolving Credit Facility varies from day to day, depending on the level of
sales, accounts receivable collections, and inventory on-hand levels. As of July 31, 2009, there was an estimated
remaining availability of approximately $869,000.

As of June 30, 2008, the Company was not in compliance with two covenants under the FCC Loan Agreement. As of
July 31, 2008, FCC and AeroGrow executed an amendment to the FCC Loan Agreement (the “First FCC
Amendment”). The First FCC Amendment re-set the covenant levels for June 30, 2008 and future periods, thus waving
the non-compliance as of June 30, 2008, under the old covenants, temporarily reduced certain restrictions on the
Company’s ability to borrow against inventory, and increased the interest rate from Base Rate (as such term is defined
in the agreement) plus 2% to the current rate of Base Rate plus 3.5%. After the First FCC Amendment, the Company
was in compliance with the revised covenants as of June 30, 2008.

As of September 30, 2008, the Company was not in compliance with two covenants under the revised FCC Loan
Agreement. On October 24, 2008, FCC and the Company executed a second amendment to the FCC Loan Agreement
(the “Second FCC Amendment”). The Second FCC Amendment waived the covenant violations as of September 30,
2008. In addition, the Second FCC Amendment changed the definition of Base Rate to be the higher of the prime rate
or one-month LIBOR + 2.75%, and adjusted the interest calculation under the FCC Loan Agreement such that the
interest rate resets monthly, rather than daily.

As of October 27, 2008, FCC and the Company executed a temporary amendment to the FCC Loan Agreement that

temporarily reduced certain restrictions on the Company’s ability to borrow against inventory, and increased the
advance rate against inventory.
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On January 16, 2009, the Company and FCC executed a temporary amendment to the FCC Loan Agreement that
temporarily reduced certain restrictions on the Company’s ability to borrow against inventory, and increased the
advance rate against inventory as of January 1, 2009.

As of December 31, 2008, the Company was not in compliance with three covenants under the revised FCC Loan
Agreement. Effective as of January 31, 2009, FCC and the Company executed a forbearance agreement related to the
FCC Loan Agreement (the “Forbearance Agreement”). Pursuant to the terms of the Forbearance Agreement, FCC
agreed to forbear its rights and remedies under the FCC Loan Agreement and related documents with respect to any
existing defaults under the FCC Loan Agreement (the “Existing Defaults”) until the earlier of June 30, 2009, or the date
of occurrence of a default other than the Existing Defaults. The Forbearance Agreement also increases the Company’s
ability to borrow against inventory and accounts receivable during the term of the Forbearance Agreement (the
“Additional Borrowing Capacity”). In return for FCC providing the forbearance period and the Additional Borrowing
Capacity, the Company agreed to pay FCC a $25,000 forbearance fee (in five monthly installments), an amendment
fee equal to 1.5% per month on the average utilization of the Additional Borrowing Capacity, and issue to FCC a
minimum of 250,000 warrants to purchase common stock of the Company at a purchase price of $1.00 per

share. Simultaneously with the execution of the Forbearance Agreement, Mr. Walker provided a $1 million guarantee
against certain liabilities under the FCC Loan Agreement. As compensation for providing the guarantee, the
Company issued to Mr. Walker 50,000 warrants to purchase common stock of the Company at a purchase price of
$1.00 per share.

On June 1, 2009, the Company, FCC, and Jack J. Walker, as guarantor, executed a Second Forbearance Agreement,
effective as of April 29, 2009 (the “Second Forbearance Agreement”), in which FCC agreed to forbear from exercising
its rights and remedies under the Loan Agreement until June 30, 2009, if no further defaults occur. The Second
Forbearance Agreement also increased the advance rate against inventory until July 1, 2009, and eliminated the
Company’s obligation to pay the monthly forbearance and amendment fees and to provide cash flow projections. In
return, AeroGrow agreed to pay FCC a fee of $60,000 no later than June 30, 2009. In connection with the Second
Forbearance Agreement, FCC permitted AeroGrow to borrow up to $800,000 more than would otherwise be permitted
by the applicable borrowing base calculation under the Loan Agreement, with such additional borrowing to be repaid
by June 30, 2009. FCC did not charge AeroGrow a fee for the additional borrowing capacity.
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As of July 1, 2009, FCC, AeroGrow, and Jack J. Walker, as guarantor, executed an amendment to the FCC Loan
Agreement (the “Third FCC Amendment”). The Third FCC Amendment reduced the maximum amount of the
Revolving Credit Facility to $8 million, re-set the covenant levels beginning July 1,