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☐             
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller reporting
company” in Rule 12b-2 of the Exchange Act.

Large accelerated filer   ☐ Accelerated filer   ☐

Non-accelerated filer   o (Do not check if smaller reporting company) Smaller reporting company   ☒

Emerging growth company ☐

If an emerging growth company, indicate by check mark if the registrant has elected not to use the extended transition
period for complying with any new or revised financial accounting standards provided pursuant to Section 13(a) of the
Exchange Act. ☐

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).  Yes
o No ☒

Number of shares of issuer’s common stock outstanding as of February 5, 2018:  34,328,036
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PART I - FINANCIAL INFORMATION

Item 1. Condensed Financial Statements

AEROGROW INTERNATIONAL, INC.
CONDENSED BALANCE SHEETS

December
31, 2017

March 31,
2017

(in thousands, except share and per share data)
ASSETS (Unaudited)

(Derived
from
Audited
Statements)

Current assets
Cash $ 2,162 $ 8,804
Restricted cash 15 15
Accounts receivable, net of allowance for doubtful accounts of $89 and
$20 at December 31, 2017 and March 31, 2017, respectively 9,673 2,484
Other receivables 196 258
Inventory, net 5,895 2,921
Prepaid expenses and other 680 511
            Total current assets 18,621 14,993
Property and equipment and intangible assets, net of accumulated depreciation of  $4,307
and $4,020 at December 31, 2017 and March 31, 2017, respectively 592 415
Other assets
Deposits 110 106
Total assets $ 19,323 $ 15,514

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities
Accounts payable $ 2,909 $ 1,853
Accrued expenses 3,187 1,520
Customer deposits 359 106
Debt associated with sale of intellectual property 89 117
            Total current liabilities 6,544 3,596
Long term liabilities
Capital lease liability 14 19
Total liabilities 6,558 3,615
Commitments and contingencies
Stockholders’ equity
Common stock, $.001 par value, 750,000,000 shares authorized, 34,328,036
and 33,477,287 shares issued and outstanding at December 31, 2017 and
March 31, 2017, respectively 34 33
Additional paid-in capital 140,817 138,757
Stock to be distributed for Scotts Miracle-Gro transactions - 2,595
Accumulated deficit (128,086 ) (129,486 )
Total stockholders’ equity 12,765 11,899
Total liabilities and stockholders’ equity $ 19,323 $ 15,514
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See accompanying notes to the condensed financial statements.
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AEROGROW INTERNATIONAL, INC.
CONDENSED STATEMENTS OF OPERATIONS
(Unaudited)

Three Months
ended
December 31,

Nine Months
ended
December 31,

(in thousands, except per share data) 2017 2016 2017 2016
Net revenue $17,351 $13,207 $25,554 $17,605
Cost of revenue 11,429 8,372 17,148 11,235
Gross profit 5,922 4,835 8,406 6,370

Operating expenses
Research and development 186 131 419 341
Sales and marketing 4,617 3,455 6,461 5,004
General and administrative 713 627 1,978 1,683
Total operating expenses 5,516 4,213 8,858 7,028

Profit (loss) from operations 406 622 (452 ) (658 )

Other income (expense), net
Fair value changes in derivative warrant liability - (1,205 ) - (2,108 )
Interest expense – related party (19 ) (77 ) (20 ) (108 )
Other income (expense), net 4 21 52 (20 )
Total other income (expense), net (15 ) (1,261 ) 32 (2,236 )

Net income (loss) $391 $(639 ) $(420 ) $(2,894 )
Change in fair value of stock and dividend to be distributed for Scotts
Miracle-Gro transactions - (1,447 ) 534 (2,214 )
Net income (loss) attributable to common shareholders $391 $(2,086 ) $114 $(5,108 )

Net income (loss) per share, basic and diluted $0.01 $(0.09 ) $0.00 $(0.38 )

Weighted average number of common
shares outstanding, basic and diluted 34,328 24,022 33,951 13,452

See accompanying notes to the condensed financial statements.
4
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AEROGROW INTERNATIONAL, INC.
CONDENSED STATEMENTS OF CASH FLOWS
(Unaudited)

Nine Months
Ended
December 31,
(in thousands)

(in thousands) 2017 2016
Cash flows from operating activities:
Net (loss) $(420 ) $(2,894 )
Adjustments to reconcile net (loss) to cash (used) by operations:
Issuance of common stock and options under equity compensation plans - 152
Depreciation and amortization expense 268 275
Bad debt expense 69 24
Inventory allowance (90 ) 17
Fair value remeasurement of derivative warrant liability - 2,108
Accretion of debt associated with sale of intellectual property (28 ) (32 )
Loss on write-off of assets 19 -
SMG intellectual property royalty and branding license - 929
Change in operating assets and liabilities:
(Increase) in accounts receivable (7,258) (2,524 )
Decrease in other receivable 62 47
(Increase) in inventory (2,884) (824 )
(Increase) in prepaid expenses and other (169 ) (419 )
(Increase) decrease in deposits (4 ) 50
Increase in accounts payable 2,342 843
Increase in accrued expenses 1,667 1,548
Increase in accrued interest-related party - 107
Increase in customer deposits 253 154
Net cash (used) by operating activities (6,173) (439 )
Cash flows from investing activities:
Purchases of equipment (464 ) (107 )
Net cash (used) by investing activities (464 ) (107 )
Cash flows from financing activities:
Proceeds from notes payable-related party 1,000 5,250
Repayment of notes payable-related party (1,000) (6,354 )
Repayment of capital lease (5 ) (3 )
Proceeds for the exercise of warrants - 47,810
Proceeds from the exercise of stock options - 787
Net cash (used) provided by financing activities (5 ) 47,490
Net (decrease) increase in cash (6,642) 46,944
Cash, cash equivalents and restricted cash, beginning of period 8,819 1,416
Cash, cash equivalents and restricted cash, end of period $2,177 $48,360

See supplemental disclosures below and the accompanying notes to the condensed financial statements.
5
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Continued from previous page

Nine Months
Ended
December 31,
(in thousands)
2017 2016

 Cash paid during the year for:
Interest-related party $19 $104
Income taxes $- $-

Supplemental disclosure of non-cash investing and financing activities:
Property and equipment acquired through capital lease $- $23
Decrease in liability due to issuance of stock to SMG on notes payable – related party $- $297
Fair value of common stock issued for payment of interest on notes payable-related party $- $480
Change in fair value of common stock issued for payment of interest on notes payable-related
party at issuance $- $183
Change in fair value of SMG intellectual property royalty, branding license and interest on notes
payable-related party $485 $(2,805 )
Change in fair value of stock dividends for common stock issued on convertible preferred stock $- $1,003
Change in fair value of stock dividends accrued on convertible preferred stock $49 $(595 )
Decrease in liability due to issuance of stock to SMG for intellectual property and branding license $1,286 $1,006
Dividend declaration on common stock $- $40,508

6
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AEROGROW INTERNATIONAL, INC.
NOTES TO THE CONDENSED FINANCIAL STATEMENTS
(Unaudited)

1.    Description of the Business

AeroGrow International, Inc. (the “Company,” “AeroGrow,” “we,” “our” or “us”) was formed as a Nevada corporation in March
2002. 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 manufactures, distributes and markets ten different models of its AeroGarden systems in
multiple colors, as well as over 40 varieties of seed pod kits and a full line of accessory products through multiple
channels including retail distribution via online retail outlets and brick and mortar storefronts, catalogue and
direct-to-consumer sales primarily in the United States and Canada, as well as selected countries in Europe.

2.    Basis of Presentation, Liquidity and Summary of Significant Accounting Policies

Basis of Presentation

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” or
“GAAP”) for annual audited financial statements and should be read in conjunction with the Company’s audited
financial statements and related notes included in the Company’s Annual Report on Form 10-K for the year ended
March 31, 2017, as filed with the SEC on June 26, 2017.

In the opinion of management, the accompanying unaudited interim financial statements reflect all adjustments,
including normal recurring adjustments, necessary to present fairly the financial position of the Company at December
31, 2017, the results of operations for the three- and nine–month periods ended December 31, 2017 and 2016, and the
cash flows for the nine–month periods ended December 31, 2017 and 2016. The results of operations for the three and
nine months ended December 31, 2017 are not necessarily indicative of the expected results of operations for the full
year or any future period. In this regard, the Company’s business is highly seasonal, with approximately 65.7% of
revenues in the fiscal year ended March 31, 2017 (“Fiscal 2017”) occurring in the four consecutive calendar months of
October through January.  Furthermore, during the nine-month period ended December 31, 2017, the Company
continued to expand its distribution channel to prepare for the peak sales season.  The balance sheet as of March 31,
2017 is derived from the Company’s audited financial statements.

Liquidity 
Sources of funding to meet prospective cash requirements include the Company’s existing cash balances, cash flow
from operations, and borrowings under the Company’s debt arrangements.  We may need to seek additional capital,
however, to address the seasonal nature of our working capital needs, to enable us to invest further in trying to
increase the scale of our business and provide a cash reserve against contingencies.  There can be no assurance we will
be able to raise this additional capital.

On September 13, 2017, the Company entered into a Term Loan Agreement in the principal amount of up to $2.0
million with a wholly owned subsidiary of The Scotts Miracle-Gro Company (collectively with its subsidiary, “SMG” or
“Scotts Miracle-Gro”).  See Note 3 “Notes Payable, Long Term Debt and Current Portion – Long Term Debt” below.  On
December 29, 2017, the outstanding balance of the Term Loan and accrued interest were repaid in full.
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Significant Accounting Policies

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 could occur as information becomes available.
7
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Net Income (Loss) per Share of Common Stock
The Company computes net income (loss) per share of common stock in accordance with Accounting Standards
Codification (“ASC”) 260.  ASC 260 requires companies to present basic and diluted earnings per share (“EPS”).  Basic
EPS is measured as the income or loss available to common stockholders 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 common stock equivalents (e.g., convertible securities, options, and warrants) as if such securities 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.  Securities that were excluded from the computation of EPS because to do so would have been
anti-dilutive were employee stock options to purchase 93,000 shares of common stock for the period ended December
31, 2017 and employee stock options to purchase 656,000 shares and warrants to purchase 444,000 shares for the
period ended December 31, 2016.

Concentrations of Risk
ASC 825-10-50-20 requires disclosure of significant concentrations of credit risk regardless of the degree of such
risk.  

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

Cash:
The Company maintains cash depository accounts with financial institutions.  The amount on deposit with one
financial institution exceeded the $250,000 federally insured limit as of December 31, 2017.  The Company has not
historically incurred any losses related to these deposits.  The financial institutions are highly rated, financially sound
and the risk of loss is minimal.

Customers and Accounts Receivable:
For the three months ended December 31, 2017, the Company had one customer, Amazon.com that represented 35.5%
of the Company’s net revenue. For the three months ended December 31, 2016, the Company had two customers,
Amazon.com and Bed, Bath & Beyond, which represented 41.0% and 16.8% of the Company’s net revenue,
respectively. For the nine months ended December 31, 2017, the Company had two customers, Amazon.com and Bed,
Bath & Beyond, which represented 28.2% and 10.4% of the Company’s net revenue, respectively. For the nine months
ended December 31, 2016, the Company had two customers, Amazon.com and Bed, Bath & Beyond, which
represented 39.4% and 11.2% of the Company’s net revenue, respectively.

As of December 31, 2017, the Company had two customers, Amazon.com and Canadian Tire, that represented 34.4%
and 10.2% of the Company’s outstanding accounts receivable, respectively.  As of March 31, 2017, the Company had
three customers, Amazon.com, Amazon.uk and Amazon.ca, which represented 33.9%, 14.3% and 11.0%,
respectively, of outstanding accounts receivable.  The Company believes that all receivables from these customers are
collectible.

Suppliers:
For the three months ended December 31, 2017, the Company purchased inventories and other inventory-related items
from one supplier totaling $4.9 million. For the three months ended December 31, 2016, the Company purchased
inventories and other inventory-related items from one supplier totaling $3.3 million. For the nine months ended
December 31, 2017, the Company purchased inventories and other inventory-related items from one supplier totaling
$13.7 million. For the nine months ended December 31, 2016, the Company purchased inventories and other
inventory-related items from one supplier totaling $7.4 million.
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The Company’s primary contract manufacturers are located in China.  As a result, the Company may be subject to
political, currency, regulatory, transportation/shipping, third-party labor 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 Company follows the guidance in ASC 820, Fair Value Measurements and Disclosures (“ASC 820”), as it relates to
the fair value of its financial assets and liabilities. ASC 820 provides for a standard definition of fair value to be used
in new and existing pronouncements. This guidance requires disclosure of fair value information about certain
financial instruments (insurance contracts, real estate, goodwill and taxes are excluded) for which it is practicable to
estimate such values, whether or not these instruments are included in the balance sheet at fair value. The fair values
presented for certain financial instruments are estimates which, in many cases, may differ significantly from the
amounts that could be realized upon immediate liquidation.

8
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Fair value is defined as the price that would be received to sell an asset or paid to transfer a liability, i.e., exit price, in
an orderly transaction between market participants.  ASC 820 also provides a hierarchy for determining fair value,
which emphasizes the use of observable market data whenever available. The three broad levels defined by the
hierarchy are as follows, with the highest priority given to Level 1, as these are the most reliable, and the lowest
priority given to Level 3.

Level 1 – Quoted prices in active markets for identical assets.

Level 2 – Quoted prices for similar assets in active markets, quoted prices for identical or similar assets in markets that
are not active, or other inputs that are observable or can be corroborated by observable market data, including
model-derived valuations.

Level 3 – Unobservable inputs that are supported by little or no market activity.

The carrying value of financial instruments including cash, receivables, accounts payable and accrued expenses,
approximates their fair value at December 31, 2017 and March 31, 2017 due to the relatively short-term nature of
these instruments. 

The Company’s intellectual property liability carrying value was determined by Level 3 inputs.  As discussed below in
Notes 3 and 4, this liability was incurred in conjunction with the Company’s strategic alliance with Scotts
Miracle-Gro.  As of December 31, 2017 and March 31, 2017, the fair value of the Company’s sale of intellectual
property liability was estimated using the discounted cash flow method, which is based on expected future cash flows,
discounted to present value using a discount rate of 15%.  Historically, the Company has also had a note payable from
Scotts Miracle-Gro that is also valued using the discounted cash flow method.  The Company borrowed a total of $1.0
million from Scotts Miracle-Gro from two $500,000 advances in October 2017, but repaid the principal and interest in
full on December 29, 2017.

Accounts Receivable and Allowance for Doubtful Accounts 
The Company sells its products to retailers and directly to consumers. Direct-to-consumer transactions are primarily
paid by credit card.  Retailer sales terms vary by customer, but generally range from net 30 days to net 60
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’s allowance
estimate is based on a review of the current status of trade accounts receivable, which resulted in an allowance of
$89,000 and $20,000 at December 31, 2017 and March 31, 2017, respectively.

Other Receivables 
In conjunction with the Company’s processing of credit card transactions for its direct-to-consumer sales activities and
as security with respect to the Company’s performance for credit card refunds and charge backs, the Company is
required to maintain a cash reserve with Vantiv, 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 December 31, 2017 and March 31, 2017, the
balance in this reserve account was $196,000 and $258,000, respectively.

Inventory 
Inventories are valued at the lower of cost, determined on the basis of standard costing, which approximates the
first-in, first-out method, or net realizable value.  When the Company is the manufacturer, raw materials, labor, and
manufacturing overhead are included in inventory costs. 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 ASC 330 Inventory Pricing.  A majority of the Company’s products are manufactured
overseas and are recorded at standard cost, which includes product costs for purchased and manufactured products,
and freight and transportation costs for inbound freight from manufacturers.
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December
31,
2017

March 31,
2017

(in
thousands)

(in
thousands)

Finished goods $ 5,096 $ 2,274
Raw materials 799 647

$ 5,895 $ 2,921

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 December 31, 2017 and March 31,
2017, the Company had reserved $271,000 and $362,000 for inventory obsolescence, respectively.  The inventory
values are shown net of these reserves.

Revenue Recognition
The Company recognizes revenue from product sales, net of estimated returns, when persuasive evidence of a sale
exists including the following; (i) that is, a product is shipped under an agreement with a customer; (ii) the risk of loss
and title has passed to the customer; (iii) the fee is fixed or determinable; and (iv) collection of the resulting receivable
is reasonably assured.

9
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The Company records estimated reductions to revenue for customer and distributor programs and incentive offerings,
including promotions, rebates, and other volume-based incentives.  Some of the incentive programs require the
Company to estimate the number of customers who will actually redeem the incentive based on historical customer
and industry experience. As of December 31, 2017 and March 31, 2017, the Company had accrued $942,000 and
$304,000, respectively, as its estimate of the foregoing deductions and allowances within the accrued expenses line of
the condensed balance sheet.

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 a provision for potential future warranty costs of $114,000 and $125,000 as
of December 31, 2017 and March 31, 2017, respectively.  These expenses are recorded in the accrued expenses line of
the condensed balance sheets.

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, retailer customers are provided a fixed allowance,
usually in the 1% to 2% range, to cover returned goods and this allowance is deducted from payments made to us by
such customers. As of December 31, 2017 and March 31, 2017, the Company has recorded a reserve for customer
returns of $502,000 and $175,000, respectively.  These expenses are recorded in the accrued expenses line of the
condensed balance sheets.

Advertising 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 ASC
340-20 Reporting on Advertising Costs.  As prescribed by ASC 340-20-25, direct-to-consumer advertising costs
incurred are reported as assets and are amortized over the estimated period of the benefits, based on the proportion of
current period revenue from the advertisement to probable future revenue.  

Advertising expense for the three and nine months ended December 31, 2017 and December 31, 2016, were as
follows:

Three Months
Ended
December 31,
(in thousands)

Nine Months
Ended
December 31,
(in thousands)

2017 2016 2017 2016
Direct-to-consumer $279 $187 $399 $302
Retail 2,605 1,762 2,905 2,063
Brand and other 726 679 746 694
Total advertising expense $3,610 $2,628 $4,050 $3,059

As of December 31, 2017 and March 31, 2017, the Company deferred $36,000 and $24,000, respectively, related to
such media and advertising costs, which include the catalogue cost described above and commercial production
costs.  The costs are included in the prepaid expenses and other line of the condensed balance sheets.
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Segments of an Enterprise and Related Information
GAAP utilizes a management approach based on allocating resources and assessing performance as the source of the
Company’s reportable segments.  GAAP also requires disclosures about products and services, geographic areas and
major customers.  At present, the Company operates in two segments, Direct-to-Consumer and Retail Sales.

Recently Issued Accounting Pronouncements
In November 2016, the Financial Accounting Standards Board (“FASB”) issued Accounting Standards Update (“ASU”)
2016-18, “Statement of Cash Flows.”  The new guidance will require that the statement of cash flows explain the change
during the period in the total of cash, cash equivalents, and amounts generally described as restricted cash or restricted
cash equivalents. Therefore, amounts generally described as restricted cash and restricted cash equivalents are
required to be included with cash and cash equivalents when reconciling the beginning-of-period and end-of-period
total amounts shown on the statement of cash flows. The new guidance is effective for interim and annual periods
beginning after December 15, 2017 and early adoption is permitted. The amendment should be adopted
retrospectively. The Company early adopted this new guidance in the first quarter of fiscal year 2018 and the adoption
did not have a material impact on our financial statements.

10
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In June 2016, the FASB issued ASU 2016-13, “Financial Instruments – Credit Losses: Measurement of Credit Losses on
Financial Instruments,” which requires entities to estimate all expected credit losses for certain types of financial
instruments, including trade receivables, held at the reporting date based on historical experience, current conditions,
and reasonable and supportable forecasts. The updated guidance also expands the disclosure requirements to enable
users of financial statements to understand the entity’s assumptions, models and methods for estimating expected credit
losses over the entire contractual term of the instrument from the date of initial recognition of that instrument. This
guidance is effective for fiscal years beginning after December 15, 2019, including interim periods within that
reporting period. Early adoption is permitted. The Company is in the process of evaluating the potential impacts of
this new guidance on the Company’s consolidated financial statements and related disclosures.

In March 2016, the FASB issued ASU 2016-09, “Improvements to Employee Share-Based Compensation Accounting,”
which requires excess tax benefits to be recorded on the income statement as opposed to additional paid-in-capital,
and treated as an operating activity on the statement of cash flows. ASU 2016-09 also allows companies to make an
accounting policy election to either estimate the number of awards that are expected to vest (current U.S. GAAP) or
account for forfeitures when they occur. ASU 2016-09 further requires cash paid by an employer when directly
withholding shares for tax-withholding purposes to be classified as a financing activity on the statement of cash flows.
Due to the Company’s valuation allowance on its deferred tax assets, no income tax benefit is recognized as a result of
the adoption of ASU 2016-09.  There is no change to retained earnings with respect to excess tax benefits, as this is
not applicable to the Company.  The treatment of forfeitures has not changed as we are electing to continue our
current process of estimating the number of forfeitures.  We have elected to present the cash flow statement on a
prospective transition method and no prior periods have been adjusted.

In February 2016, the FASB issued ASU 2016-02, “Leases.” The new standard establishes a right-of-use (ROU) model
that requires a lessee to record a ROU asset and a lease liability on the balance sheet for all leases with terms longer
than 12 months. Leases will be classified as either finance or operating, with classification affecting the pattern of
expense recognition in the income statement.  The new standard is effective for fiscal years beginning after December
15, 2018, including interim periods within those fiscal years. A modified retrospective transition approach is required
for lessees for capital and operating leases existing at, or entered into after, the beginning of the earliest comparative
period presented in the financial statements, with certain practical expedients available. The adoption of this ASU is
expected to result in all operating leases being capitalized and a current and long-term liability recorded in the
Company’s financial statements.

In August 2015, the FASB issued ASU 2015-14 to defer the effective date by one year of previously issued ASU
2014-09, “Revenue from Contracts with Customers,” which amended revenue recognition guidance to clarify the
principles for recognizing revenue from contracts with customers.  The guidance requires an entity to recognize
revenue to depict the transfer of goods or services to customers in an amount that reflects the consideration to which
an entity expects to be entitled in exchange for those goods or services.  The guidance also requires expanded
disclosures relating to the nature, amount, timing, and uncertainty of revenue and cash flows arising from contracts
with customers. Additionally, qualitative and quantitative disclosures are required about customer contracts,
significant judgments and changes in judgments, and assets recognized from the costs to obtain or fulfill a
contract.   This accounting guidance is effective for the Company beginning in the first quarter of fiscal year 2019
using one of two prescribed retrospective methods.  Early adoption is permitted but not before annual periods
beginning after December 15, 2016.  We anticipate we will adopt the full retrospective transition method and are
currently evaluating the impact of adoption of this ASU on our consolidated financial statements and disclosures. 

In July 2015, the FASB issued ASU 2015-11, “Simplifying the Measurement of Inventory.” Under this ASU, inventory
will be measured at the “lower of cost and net realizable value” and alternatives that currently exist for “market value” will
be eliminated. The ASU defines net realizable value as the “estimated selling prices in the ordinary course of business,
less reasonably predictable costs of completion, disposal, and transportation.” No other changes were made to the
current guidance on inventory measurement. ASU 2015-11 is effective for interim and annual periods beginning after
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December 15, 2016. Early application is permitted and should be applied prospectively. Management early adopted
ASU 2015-11 and noted no material impact on the Company’s financial position or results of operations. 

In August 2014, the FASB issued ASU 2014-15, “Presentation of Financial Statements – Going Concern: Disclosures of
Uncertainties about an Entity’s Ability to Continue as a Going Concern,” which requires management to evaluate
whether there are conditions and events that raise substantial doubt about the entity’s ability to continue as a going
concern within one year after the financial statements are issued. This ASU is effective for annual periods ending after
December 15, 2016 and interim periods within annual periods beginning after December 15, 2016. The adoption of
this ASU did not have a material impact on the Company’s financial statements. 

11
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3.    Notes Payable, Long Term Debt and Current Portion – Long Term Debt

For a detailed discussion on Notes Payable, Long Term Debt and Current Portion – Long Term Debt, refer to the
Company’s Annual Report on Form 10-K for the year ended March 31, 2017, as filed with the SEC on June 26,
2017.  The following are the changes to our Notes Payable, Long Term Debt and Current Portion – Long Term Debt for
the periods presented.

As of December 31, 2017 and March 31, 2017, the outstanding balance of the Company’s note payable and debt,
including accrued interest, is as follows:

December
31,
2017

March 31,
2017

(in
thousands)

(in
thousands)

Sale of intellectual property liability (see Note 4) 89 117
Total debt 89 117
Less current portion of intellectual property liability 89 117
Long term debt $ - $ -

Scotts Miracle-Gro Term Loan

On September 13, 2017, the Company entered into a Term Loan Agreement in the principal amount of up to $2.0
million with Scotts Miracle-Gro.  The proceeds will be made available as needed in increments of $500,000 not to
exceed $2.0 million with a due date of March 30, 2018.  The Company repaid the principal and interest in full on
December 29, 2017.  As a result the Company’s note payable balance was $0 on December 31, 2017.  The Term Loan
Agreement is secured by a lien on the assets of the Company.  Interest is charged at the stated rate of 10% per annum
and will be paid, in cash, quarterly in arrears at the end of each September, December and March. The funds provided
under the Term Loan are used for general working capital and to acquire inventory to support anticipated growth as
the Company expands its retail and its direct-to-consumer sales channels.   The Company borrowed $1.0 million under
the Term Loan in October 2017.  The Term Loan permits prepayments without penalty or premium and as of
December 31, 2017 the Company repaid the outstanding balance of the Term Loan and accrued interest in full.  The
Term Loan Agreement was filed as an exhibit to a Current Report on Form 8-K filed with the SEC on September 26,
2017.

Liability Associated with Scotts Miracle-Gro Transaction

On April 22, 2013, the Company and Scotts Miracle-Gro agreed to enter an Intellectual Property Sale Agreement, a
Technology License Agreement, a Brand License Agreement, and a Supply Chain Services Agreement.  The
Intellectual Property Sale Agreement and the Technology License constitute an agreement of sales of future
revenues.  Because the Company received cash from Scotts Miracle-Gro and agreed to pay for a defined period a
specified percentage of revenue, and because the Company has significant involvement in the generation of its
revenue, the excess paid over net book value is classified as debt and is being amortized under the effective interest
method.  As of December 31, 2017 and March 31, 2017, a liability of $89,000 and $117,000, respectively, was
recorded on the balance sheets for the Intellectual Property Sale Agreement.  As of December 31, 2017 and March 31,
2017, the accrued liability for shares to be distributed at $1.51 per share: (i) the Technology Licensing Agreement was
at $0 and $935,000, respectively; (ii) the Brand License Agreement at $0 and $1.6 million, respectively.  Accrued
liabilities for the Technology Licensing Agreement and Brand License Agreement were recorded as a stock dividend
to be distributed at period end, based on a value of $1.51 per share.  However, the Scotts Miracle-Gro and the
Company settled their respective obligations under the Technology Licensing Agreement and Brand License
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Agreement in August 2017 and no further liabilities will be accrued that require shares to be distributed or a periodic
fair value calculation to occur.

4.    Scotts Miracle-Gro Transactions – Convertible Preferred Stock, Warrants and Other Transactions

Series B Convertible Preferred Stock and Related Transactions

On April 22, 2013, the Company entered into a Securities Purchase Agreement with SMG Growing Media, Inc., a
wholly owned subsidiary of Scotts Miracle-Gro (NYSE: “SMG”), a worldwide marketer of branded consumer lawn and
garden products.  Pursuant to the Securities Purchase Agreement, Scotts Miracle-Gro acquired 2,649,007 shares of the
Company’s Series B Convertible Preferred Stock, par value $0.001 per share (the “Series B Preferred Stock”) and (ii) a
warrant to purchase shares of the Company’s common stock (the “Warrant,” as described in greater detail below) for an
aggregate purchase price of $4.0 million.  The Securities Purchase Agreement, Certificates of Designations for the
Series B Preferred Stock, Form of Warrant, Indemnification Agreement, Investor’s Rights Agreement and Voting
Agreement have been filed as exhibits to a Current Report on Form 8-K that was filed with the SEC on April 23,
2013.  After deducting offering expenses, including commissions and expenses paid to the Company’s advisor, net
cash proceeds totaled to $3.8 million.  The Company used $950,000 of the net proceeds to repay “in full” (with
concessions) the Promissory Note due to a former supplier.   The Company used the remaining net proceeds for
working capital and general corporate purposes.  On November 29, 2016 Scotts Miracle-Gro fully exercised the
Warrant and upon exercise of the Warrant the Series B Preferred Stock converted into shares of common stock.  

12
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The Series B Preferred Stock was convertible into 2,649,007 shares of common stock ($4.0 million divided by a
conversion price of $1.51 per share).  The Series B Preferred Stock bore a cumulative annual dividend of 8.0%,
payable in shares of the Company’s common stock at a conversion price of $1.51 per share (subject to customary
anti-dilution rights, as described in the Series B Preferred Stock Certificates of Designations).  The Series B Preferred
Stock did not have a liquidation preference and was entitled to vote on an “as-converted” basis with the common
stock.  The stock dividend accrued from day to day and was payable in shares of our common stock within thirty days
after the end of each fiscal year end.  The stock dividend was recorded at the fair market value of our common stock at
the end of each quarter in the equity section of the balance sheet.  The corresponding charge was recorded below net
income to arrive at net income available to common shareholders.  The Series B Preferred Stock automatically
converted into the Company’s common stock: (i) upon the affirmative election of the holders of at least a majority of
the then outstanding shares of the Series B Preferred Stock voting together as a single class on an as-if-converted to
common stock basis; or (ii) if, at the date of exercise in whole or in part of the Warrant, the holder (or holders) of the
Series B Preferred Stock own 50.1% of the issued and then-outstanding common stock of the Company, giving effect
to the issuance of shares of common stock in connection with the conversion of the Series B Preferred Stock and such
exercise of the Warrant.  By its terms, the Series B Preferred Stock automatically converted into the Company’s
common stock on November 29, 2016, when Scotts Miracle-Gro exercised the Warrant.  In addition, all shares related
to this agreement were settled in the issuance in August 2017 and no accrual remains as of December 31, 2017 for the
stock dividend.

Upon demand by Scotts Miracle-Gro, the Company must use its best efforts to file a Registration Statement on Form
S-3, or, if the Company is not eligible for Form S-3, on Form S-1 (collectively, the “Registration Statement”), covering
the shares of the Company’s common stock issued upon conversion/exercise of the Preferred Stock and the Warrant,
within 120 calendar days after receipt of Scotts Miracle-Gro’s demand for registration and shall use its best efforts to
cause the Registration Statement to become effective as soon as possible thereafter.

The foregoing description of the Securities Purchase Agreement, the Certificates of Designations for the Series B
Convertible Preferred Stock, the Warrant, and the resulting transaction is only a summary, does not purport to be
complete, and is qualified in its entirety by reference to the full text of the applicable documents, each of which was
included as an exhibit to the Company’s Current Report on Form 8-K, as filed with the SEC on April 23, 2013. The
warrant on the Series B Convertible Preferred Stock was accounted for as a liability at its estimated fair value. The
derivative warrant liability was re-measured to fair value, on a recurring basis, at the end of each reporting period until
it was exercised. The Company accounted for the warrant as a liability and measured the value of the warrant using
the Monte Carlo simulation model as of the end of each quarterly reporting period until the warrant was exercised.  As
of December 31, 2017 and March 31, 2017, the warrant had been exercised, and the fair value of the warrant was $0.
On November 29, 2016, Scotts Miracle-Gro fully exercised its warrant to purchase 80% of the Company’s outstanding
stock, when the derivative warrant liability was extinguished and the Convertible Preferred Stock was converted to
common stock.  As stated above, all shares related to this agreement were settled in the issuance in August 2017 and
no accrual for the 8.0% stock dividend remains as of December 31, 2017.

In conjunction with the private offering described above, the Company and Scotts Miracle-Gro also agreed to enter an
Intellectual Property Sale Agreement, a Technology License Agreement, a Brand License Agreement, and a Supply
Chain Services Agreement.  The Intellectual Property Sale Agreement and the Technology License constitute an
agreement of sales of future revenues. For more details regarding these agreements, please refer to Note 3 “Scotts
Miracle-Gro Transactions” to the financial statements included in the Company’s Annual Report on Form 10-K, as filed
with the SEC on June 26, 2017.  See also Note 3 for the Term Loan with Scotts Miracle-Gro.

5.    Equity Compensation Plans

For the three- and nine-month periods ended December 31, 2017 and December 31, 2016, the Company did not grant
any options to purchase the Company’s common stock under the Company’s 2005 Equity Compensation Plan (the “2005
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Plan”) and no new options will be granted under this plan until a new plan is adopted.  

During the three and nine months ended December 31, 2017, no options to purchase shares of common stock were
cancelled or expired, and no shares of common stock were issued upon exercise of outstanding stock options under the
2005 Plan.  During the three and nine months ended December 31, 2016, no options to purchase shares of common
stock were cancelled or expired, and 481,000 shares of common stock were issued upon exercise of outstanding stock
options under the 2005 Plan.

13
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As of December 31, 2017, the Company had no unvested outstanding options to purchase shares of the Company’s
common stock. 

Information regarding all stock options outstanding under the 2005 Plan as of December 31, 2017 is as follows:

OPTIONS OUTSTANDING AND
EXERCISABLE

Weighted-
average Weighted- Aggregate
Remaining average Intrinsic

Exercise OptionsContractual Exercise Value

price
(in
thousands)Life (years) Price

(in
thousands)

$ 1.10 50 0.25 $ 1.10
$ 1.55 11 2.63 $ 1.55
$ 2.20 21 0.80 $ 2.20
$ 5.31 93 1.60 $ 5.31

175 1.19 $ 3.50 $ 90

The aggregate intrinsic value in the preceding table represents the difference between the Company’s closing stock
price and the exercise price of each in-the-money option on the last trading day of the period presented, which was
December 29, 2017.

6.    Income Taxes

The Company follows the guidance in ASC 740, Accounting for Uncertainty in Income Taxes (“ASC 740”) which
clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial statements.  This
interpretation defines the minimum recognition threshold a tax position is required to meet before being recognized in
the financial statements.

Deferred income taxes are recognized for the tax consequences in future years of differences between the tax basis of
assets and liabilities and their financial reporting amounts at the end of each period, based on enacted laws and
statutory rates applicable to the periods in which the differences are expected to affect taxable income.  Any liability
for actual taxes to taxing authorities is recorded as income tax liability.  

On December 22, 2017, the President signed into legislation the Tax Cuts and Jobs Act (“Act”), The Act changes
existing U.S. tax law and includes numerous provisions that will affect our business, including our income tax
accounting, disclosure and tax compliance. We believe the most impactful changes within the Act are those that will
reduce the U.S. corporate tax rates, business-related exclusions and deductions and credits. ASC 740, requires the
effects of changes in tax rates and laws on deferred tax balances to be recognized in the period in which the legislation
is enacted. Consequently, as of the date of enactment, and during the three months ended December 31, 2017, the
Company will value all deferred tax assets and liabilities at the newly enacted Corporate U.S income tax rate. 

A valuation allowance is established against such assets where management is unable to conclude more likely than not
that such asset will be realized. As of December 31, 2017 and March 31, 2017, the Company recognized a valuation
allowance equal to 100% of the net deferred tax asset balance and the Company has no unrecognized tax benefits
related to uncertain tax positions.

7.    Related Party Transactions
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See Note 6 “Related Party Transactions” of Form 10-K for the year ended March 31, 2017, as filed with the SEC on
June 26, 2017 for a detailed discussion of related party transactions.

On September 13, 2017, AeroGrow entered into a Term Loan Agreement in the principal amount of up to $2.0 million
with Scotts Miracle-Gro.  Interest is charged at the stated rate of 10% per annum and will be paid quarterly in arrears,
in cash at the end of each September, December and March.  The Company borrowed $1.0 million under the Term
Loan in October 2017, but repaid the outstanding balance of the Term Loan and accrued interest in full as of
December 31, 2017.  See Note 3 “Notes Payable, Long Term Debt and Current Portion – Long Term Debt” above.
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8.    Stockholders’ Equity

A summary of the Company’s common stock warrant activity for the period from April 1, 2017 through December 31,
2017 is presented below:

Warrants
Outstanding
(in
thousands)

Weighted
Average
Exercise
Price

Aggregate
Intrinsic
Value
(in
thousands)

Outstanding, April 1, 2017 396 $ 6.97 $ 2
Granted - -
Exercised - -
Expired (394 ) 7.00
Outstanding, December 31, 2017 2 $ 2.10 $ 1

As of December 31, 2017, the Company had the following outstanding warrants to purchase its common stock:

Weighted
Average

Warrants
Outstanding
(in
thousands)

Exercise
Price

Remaining
Life
(years)

2 $2.10 0.77
2 $2.10 0.77

Preferred Stock and Preferred Stock Warrants

As discussed in Note 4 above, the Series B Preferred Stock was converted into 2,649,007 shares of common stock
($4.0 million divided by a conversion price of $1.51 per share) on November 29, 2016, concurrently with Scotts
Miracle-Gro’s exercise of its Warrant.  The Series B Convertible Preferred Stock bore a cumulative annual dividend of
8.0%, payable in shares of the Company’s common stock at a conversion price of $1.51 per share (subject to
customary anti-dilution rights, as described in the Series B Convertible Preferred Stock Certificates of
Designations).  All shares related to this agreement were settled in the issuance in August 2017 and no accrual
remains as of December 31, 2017 for the stock dividend.  For additional details regarding the initial issuance of the
Series B Convertible Preferred Stock and Warrant in March 2013 and the November 2016 conversation/exercise of the
Series B Preferred Stock and Warrant, see “Note 4 – Scotts Miracle-Gro Transaction” above.

9.    Segment Information

The Company has determined that its reportable segments are those that are based on its method of internal reporting
and the perspective of the chief operating decision maker. The company has two reportable segments; Retail Sales and
Direct-to-Consumers. The Company evaluates performance based on the primary financial measure of contribution
margin (“segment profit”). Segment profit reflects the income or loss from operations before corporate expenses,
non-operating income, net interest expense, and income taxes.  The Company does not have any individually
identified assets regarding specific segments as all processes to manufacture products are not different based on
segment.

Three Months Ended December 31, 2017
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(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $3,189 $14,162 $ - $ 17,351
Cost of revenue 2,247 9,182 - 11,429
Gross profit 942 4,980 - 5,922
Gross profit percentage 29.5 % 35.2 % - 34.1 %
Sales and marketing (1) 229 3,411 157 3,797
Segment profit 713 1,569 (157 ) 2,125
Segment profit percentage 22.4 % 11.1 % - 12.2 %

(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section of the MD&A.
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Three Months Ended December 31, 2016

(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $3,205 $10,002 $ - $ 13,207
Cost of revenue 1,918 6,454 - 8,372
Gross profit 1,287 3,548 - 4,835
Gross profit percentage 40.2 % 35.5 % - 36.6 %
Sales and marketing (1) 168 2,487 60 2,715
Segment profit 1,119 1,061 (60 ) 2,120
Segment profit percentage 34.9 % 10.6 % - 16.1 %

(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section of the MD&A.

Nine Months Ended December 31, 2017
(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $5,524 $20,030 $ - $ 25,554
Cost of revenue 3,785 13,364 - 17,148
Gross profit 1,739 6,667 - 8,406
Gross profit percentage 31.5 % 33.3 % - 32.9 %
Sales and marketing (1) 252 3,784 372 4,408
Segment profit 1,487 2,883 (372 ) 3,998
Segment profit percentage 26.9 % 14.4 % - 15.6 %

(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section of the MD&A.

Nine Months Ended December 31, 2016
(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $5,172 $12,433 $ - $ 17,605
Cost of revenue 3,161 8,074 - 11,235
Gross profit 2,011 4,359 - 6,370
Gross profit percentage 38.9 % 35.1 % - 36.2 %
Sales and marketing (1) 190 2,910 187 3,287
Segment profit 1,821 1,449 (187 ) 3,083
Segment profit percentage 35.2 % 11.7 % - 17.5 %

(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section of the MD&A.

10.    Subsequent Events

None.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

The discussion contained herein is for the three and nine months ended December 31, 2017 and December 31,
2016.  The following discussion should be read in conjunction with the financial statements of AeroGrow
International, Inc. (the “Company,” “we,” “AeroGrow,” or “our”) and the notes to the financial statements included in Item 1
above in this Quarterly Report on Form 10-Q for the period ended December 31, 2017 (this “Quarterly Report”). The
following discussion contains forward-looking statements within the meaning of Section 27A of the Securities Act of
1933, and Section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange Act”), including statements
that include words such as “anticipates,” “expects,” “intends,” “plans,” “believes,” “may,” “will,” or similar expressions that are
intended to identify forward-looking statements. In addition, any statements that refer to expectations, projections, or
other characterizations of future events or circumstances, including any underlying assumptions, are forward-looking
statements. Such statements include, but are not limited to, statements regarding our intent, belief, or current
expectations regarding our strategies, plans, and objectives, our product release schedules, our ability to design,
develop, manufacture, and market products, the ability of our products to achieve or maintain commercial acceptance,
our ability to obtain financing necessary to fund our future operations, and our ability to continue as a going concern.
Such statements are not guarantees of future performance and are subject to risks, uncertainties, and assumptions that
are difficult to predict. Therefore, our actual results could differ materially and adversely from those expressed in any
forward-looking statements as a result of various factors. Factors that could cause or contribute to the differences are
discussed in this Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations and
in Item 1A. “Risk Factors” of our Annual Report on Form 10-K for the year ended March 31, 2017.  Except as required
by applicable law or regulation, we undertake no obligation to revise or update any forward-looking statements
contained in this Quarterly Report. The information contained in this Quarterly Report is not a complete description of
our business or the risks associated with an investment in our common stock. Each reader should carefully review and
consider the various disclosures we made in this Quarterly Report and in our other filings with the U.S. Securities and
Exchange Commission (“SEC”).

Overview

AeroGrow International, Inc. was formed as a Nevada corporation in March 2002. 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
initial production of its AeroGarden system and, in March 2006, began shipping these systems to retail and catalogue
customers. The Company manufactures, distributes and markets ten different models of its AeroGarden systems in
multiple colors, as well as over 40 varieties of seed pod kits and a full line of accessory products through multiple
channels including online retail distribution, in-store retail distribution, catalogue and direct-to-consumer sales
primarily in the United States and Canada as well as selected countries in Europe.

In April 2013, we entered into a Securities Purchase Agreement and strategic alliance with a wholly owned subsidiary
of The Scotts Miracle-Gro Company (collectively with its subsidiary, “SMG” or “Scotts Miracle-Gro”). Pursuant to the
Securities Purchase Agreement, we issued (i) 2.6 million shares of Series B Convertible Preferred Stock, par value
$0.001 per share (the “Series B Preferred Stock); and (ii) a warrant to purchase shares of our common stock for an
aggregate purchase price of $4.0 million.  In addition, as part of the strategic alliance, we entered into several other
agreements with Scotts Miracle-Gro, including: (i) an Intellectual Property Sale Agreement; (ii) a Technology
Licensing Agreement; (iii) a Brand License Agreement; and (iv) a Supply Chain Management Agreement.

Pursuant to the Intellectual Property Agreement, we agreed to sell all intellectual property associated with our
hydroponic products (the “Hydroponic IP”), other than the AeroGrow and AeroGarden trademarks, free and clear of all
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encumbrances, to Scotts Miracle-Gro for $500,000.  Scotts Miracle-Gro has the right to use the AeroGrow and
AeroGarden trademarks in connection with the sale of products incorporating the Hydroponic IP.  In addition to the
total working capital infusion of $4.5 million from the Securities Purchase Agreement and Intellectual Property Sale
Agreement, the strategic alliance allows us to use the globally recognized and highly trusted Miracle-Gro brand
name.  We believe that the strategic alliance also gives Scotts Miracle-Gro an entry into the burgeoning indoor
gardening market, while providing AeroGrow a broad base of support in marketing, distribution, supply chain
logistics, R&D, and sourcing.  We intend to use our strategic alliance with Scotts Miracle-Gro to re-establish our
presence in the retail and international sales channels.
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On September 13, 2017, the Company entered into a Term Loan Agreement in the principal amount of up to $2.0
million with Scotts Miracle-Gro.  The proceeds are made available as needed in increments of $500,000 not to exceed
$2.0 million with a due date of March 30, 2018.  The Term Loan Agreement is secured by a lien on the assets of the
Company.  Interest is charged at the stated rate of 10% per annum and is paid, in cash, quarterly in arrears at the end
of each September, December and March. The funding is used to provide general working capital and to acquire
inventory to support anticipated growth as the Company expands its retail and its direct-to-consumer sales
channels.  The Company borrowed $1.0 million under the Term Loan in October 2017.  The Term Loan permits
prepayments without penalty or premium and as of December 31, 2017, the Company repaid the outstanding balance
of the Term Loan and accrued interest in full.  See Note 3 “Notes Payable, Long Term Debt and Current Portion – Long
Term Debt” to our condensed financial statements.

Results of Operations

Three Months Ended December 31, 2017 and December 31, 2016

Summary Overview
For the three months ended December 31, 2017, we generated $17.4 million of total net revenue, an increase of
31.4%, or $4.1 million, relative to the same period in the prior year.  Retail sales increased 37.1% to $13.4 million
based upon further expansion into the housewares channel and increases in some existing and newly acquired retail
accounts, including Bed Bath & Beyond, Macy’s, Home Depot and Kohl’s.  Additionally, we also experienced
increased sales at web/internet channels (Amazon.com, Amazon Europe, Walmart.com, etc.).  Sales in our
direct-to-consumer channel decreased 0.5%, to $3.2 million.  This decrease resulted primarily from our increased
emphasis on third-party online retailers, as well as an increased level of general advertising that drives sales increases
in the retail channel.

For the three months ended December 31, 2017, total gross dollar sales of AeroGarden units increased by 42.8% from
the prior year period.   Seed pod kit and accessory sales increased by 5.8% over the prior year period, as our
established base of AeroGardeners continues to grow. AeroGarden sales net of allowances represented 87.8% of total
revenue, as compared to 84.9% in the prior year period.  This percentage increase, on a product line basis, was
attributable to increased retail sales, which tends initially to favor garden sales over seed pod kit or accessory sales,
especially during the high demand holiday season.  Seed pod kit and accessory sales decreased as a percent of the total
to 12.2% from 15.1% due to the increased sales of AeroGardens this quarter.  However, as noted above, total dollar
sales increased $116,000.

The Company continues to spend advertising dollars in order to strategically build market awareness and enhance
initiatives implemented in the prior year. For Fiscal 2018, we intend to expand consumer awareness of the AeroGrow
brand and product line.  During the three months ended December 31, 2017, we spent $3.6 million in advertising
expenditures, a $982,000, or 37.4% year-over-year increase compared to the same period ended December 31, 2016.
This was primarily due to an increase in our retail marketing campaigns and expanded email programs.  The
advertising expenditures were divided as follows:

·

Retail-specific advertising increased to $2.6 million from $1.8 million for the three months ended December 31, 2017
and December 31, 2016, respectively, as the Company invested in driving product awareness through platforms
focused on our retail outlets (e.g. website banner ads, email blasts, targeted search campaigns, inclusion in retail
catalogues, etc.).

· In support of driving increased levels of category and brand awareness during the quarter ended December 31, 2017
and December 31, 2016, we spent approximately $726,000 and $700,000, respectively, in general TV, YouTube,
Facebook and other media advertising.  The Company views this investment as a long term commitment to
increasing awareness of the AeroGarden brand.
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·

Finally, direct-to-consumer advertising increased to $279,000 from $187,000 for the three months ended December
31, 2017 and December 31, 2016, respectively.  This increase reflects an increase in spending for catalogues and
additional pay-per-click campaigns.  Efficiency, as measured by dollars of direct-to-consumer sales per dollar of
related advertising expense, decreased to $11.45 for the three months ended December 31, 2017, a 33.0% decrease
from $17.09 for the same period in Fiscal 2017.

Gross profit for the three months ended December 31, 2017 was 34.1%, down from 36.6% in the prior year period.
This decrease was attributable to the following factors, each of which carry lower margins: (1) shift in retailer mix and
product mix which both have different margins and are also dependent on whether we are selling online or in stores;
(2) an increase in retail sales, relative to our direct-to-consumer sales; (3) and the introduction of new retail accounts,
as compared to existing retail accounts; and; (4) expansion into the European market, which entails additional barriers
to entry.  This decrease was partially offset by the introduction of new products with higher margins.  

18
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In aggregate, our total operating expenses increased 30.9%, or $1.3 million, year-over-year, principally to support
general advertising and media in order to further develop the brand and in anticipation of current and future revenue
growth.  Gross spending increased in the following areas:

·A $982,000 increase in advertising primarily with our larger retailers and general advertising and media;

·
A $157,000 increase in personnel expenses, mainly due to changes to our compensation program to align with our
growth initiatives; and

·A $70,000 increase in general expenses for the use of consultants and new product testing and certifications.

Because the increase in sales was offset by the increase in general advertising and media, our operating profit was
$406,000 for the three months ended December 31, 2017, as compared to an operating profit of $622,000 in the prior
year period.

Net other expense for the three months ended December 31, 2017 totaled $15,000, as compared to net other expense
of $1.3 million in the prior year period.  The decrease is primarily attributable to $1.2 million of non-cash expense
incurred in the prior year period relating to the fair value revaluation of the warrant held by Scotts Miracle-Gro.  

Net income for the three months ended December 31, 2017 was $391,000, as compared to the $639,000 loss a year
earlier.  The increase in net income is primarily a result of the non-cash fair value revaluation in the prior year period.
The results also reflect the overall increase in net sales offset by the increase in general operating expenses and
discussed above.

The following table sets forth, as a percentage of sales, our financial results for the three months ended December 31,
2017 and the three months ended December 31, 2016:

Three Months
Ended
December 31,
(in thousands)
2017 2016

Net revenue
Direct-to-consumer 18.4 % 24.3 %
Retail 77.0 % 73.7 %
International 4.6 % 2.0 %
Total net revenue 100.0% 100.0%

Cost of revenue 65.9 % 63.4 %
Gross profit 34.1 % 36.6 %

Operating expenses
Research and development 1.1 % 1.0 %
Sales and marketing 26.6 % 26.2 %
General and administrative 4.1 % 4.7 %
Total operating expenses 31.8 % 31.9 %
Profit from operations 2.3 % 4.7 %
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Revenue
For the three months ended December 31, 2017, revenue totaled $17.4 million, a year-over-year increase of 31.4% or
$4.1 million, from the three months ended December 31, 2016.

Three Months
Ended
December 31,
(in thousands)

Net revenue 2017 2016
Direct-to-consumer $3,189 $3,205
Retail 13,356 9,740
International 806 262
Total $17,351 $13,207

Direct-to-consumer sales for the three months ended December 31, 2017 totaled $3.2 million, down $17,000, or 0.5%,
from the prior year period.  The slight decrease in sales to direct-to-consumer channels is due to our increased
emphasis on our retail channel, including online and brick-and-mortar retailers.

Sales to retailer customers for the three months ended December 31, 2017 totaled $13.4 million, up $3.6 million, or
37.1%, principally reflecting increased sales to existing and newly acquired retail accounts such as Macy’s, Kohl’s, and
Home Depot, Home Depot.com, Amazon.com and Sur La Table.  We spent $2.6 million in advertising dollars in the
retail distribution channel, primarily to promote general brand awareness, which included a broad-based campaign
involving 30, 60 and 120 second television commercials and third party catalogues to help drive sales in the retail
channel.

International sales totaled $806,000, as compared to $262,000 in the prior year period, as we continue to test
international markets in order to understand the trends and acceptance in the international market.    

Our products consist of AeroGardens, and seed pod kits and accessories.  A summary of the sales of these two product
categories for the three months ended December 31, 2017 and December 31, 2016 is as follows:

Three Months Ended
December 31,
(in thousands)
2017 2016

Product revenue
AeroGardens $19,307 $13,524
Seed pod kits and accessories 2,111 1,994
Discounts, allowances and other (4,067 ) (2,311 )
Total $17,351 $13,207
% of total revenue
AeroGardens 111.3 % 102.4 %
Seed pod kits and accessories 12.1 % 15.1 %
Discounts, allowances and other (23.4 )% (17.5 )%
Total 100.0 % 100.0 %

AeroGarden sales increased $5.7 million, or 42.8%, from the prior year period, reflecting: (i) increased retail channel
sales as we sold into more brick-and-mortar stores and expanded upon tests that were successful in the prior year, and
(ii) continued our focus on advertising and general awareness campaigns toward the general population, which
continue to inform buyers about our products.  The increase in seed pod kit and accessory sales of $116,000, or 5.8%,
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principally reflects the increase in our established base of AeroGardens. For the three months ended December 31,
2017, sales of seed pod kits and accessories represented 12.1% of total revenue, as compared to 15.1% in the prior
year period.  Other revenue, which is comprised primarily of grow club revenue, shipping revenue, accruals and
deductions, decreased as a percent of total revenue to (23.4)% from (17.5)% in the prior year period, primarily due to
increases in revenue deductions for cooperative advertising and sales discounts and allowances for certain retail
accounts.
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Cost of Revenue
Cost of revenue for the three months ended December 31, 2017 totaled $11.4 million, an increase of $3.1 million, or
36.5%, from the three months ended December 31, 2016.  Cost of revenue includes product costs for purchased and
manufactured products, freight costs for inbound freight from manufacturers, costs related to warehousing and the
shipping of products to customers, credit card processing fees for direct sales, and duties and customs applicable to
imported products.  As a percent of total revenue, cost of revenue represented 65.9% of revenue, as compared to
63.4% for the quarter ended December 31, 2016.  The increase in costs as a percent of revenue reflected shifts in
customer mix from higher margin retailers to lower margin new retail accounts, as well as additional costs related to
testing international sales markets.

Gross Profit
Our gross profit varies based upon the factors impacting net revenue and cost of revenue as discussed above, as well
as the mix of our revenue that comes from the retail, direct-to-consumer, and international channels.  In a
direct-to-consumer sale, we recognize as revenue the full consumer purchase price for the product.  In retail and
international sales, by comparison, we recognize as revenue the wholesale price that we charge to the retailer or
international distributor.  Media costs associated with direct sales are included in sales and marketing expenses.  For
international sales, when we sell to a distributor, margins are structured based on the distributor purchasing products
by letter of credit or cash in advance, terms with the distributor bearing all of the marketing and distribution costs
within its territory.  As a result, international sales generally have lower gross profits than domestic retail sales.  We
have begun international test marketing through Amazon in various countries, so this margin model may change over
time.  The decrease in our gross profit is due primarily to changes in customer and product mix, particularly the
introduction of AeroGarden products into new brick-and-mortar stores which carry higher return
allowances.  Additionally, we experienced higher costs during the current quarter, particularly due to one-time fees
related to establishing new retail customers and additional shipping costs for international and direct-to-consumer
channels. The gross profit for the quarter ended December 31, 2017 was 34.1%, as compared to 36.6% for the quarter
ended December 31, 2016.  The decrease in our gross profit was primarily to the shift in retailers with lower margins.

Research and Development
Research and development costs for the quarter ended December 31, 2017 totaled $186,000, an increase of $56,000
from the quarter ended December 31, 2016.  The increase principally reflected expenses related to new product
design, development, testing and consulting, including some additional payroll related costs for employees spending
more time in research and development.

Sales and Marketing
Sales and marketing costs for the three months ended December 31, 2017 totaled $4.6 million, as compared to $3.5
million for the three months ended December 31, 2016, an increase of 33.6%.  Sales and marketing costs include all
costs associated with the marketing, sales, operations, customer support, and order processing for our products, and
consisted of the following:

Three Months
Ended
December 31,
(in thousands)
2017 2016

Advertising $3,609 $2,628
Personnel 637 564
Sales commissions 86 114
Trade shows - 5
Travel 38 26
Media production and promotional products 31 22
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Quality control and processing fees 59 34
Other 157 62

$4,617 $3,455

Advertising expense is composed primarily of television advertising, catalogue development, production, printing, and
postage costs, web media expenses for search and affiliate web marketing programs, and the cost of developing and
employing other forms of advertising.  Each is a key component of our integrated marketing strategy because it helps
build consumer awareness and demand for our products in the retailer and direct-to-consumer sales channels.  As
noted above, during the three months ended December 31, 2017, we spent $3.6 million in advertising expenditures to
support our retail and direct-to-consumer channels, a 37.4% year-over-year increase compared to the same period in
Fiscal 2017.   The increase resulted from:  (1) retail-specific advertising, which increased to $2.6 million from $1.8
million, as the Company invested in driving product awareness through platforms made available by our retail
partners; and (2) approximately $750,000 in general TV, YouTube, Facebook and other general media advertising;
and (3) a $92,000 increase in direct-to-consumer advertising to $279,000.
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Sales and marketing personnel costs include salaries, payroll taxes, employee benefits and other payroll costs for our
sales, operations, customer service, graphics and marketing departments.  For the three months ended December 31,
2017, personnel costs for sales and marketing were $637,000, up $73,000 or 12.9% from the three months ended
December 31, 2016.  The increase reflected employee promotions necessary to drive increased sales to retailers and
through our direct-to-consumer channel.  Personnel expenses include all related payroll including departmental
incentive programs, including salaries, bonuses and employee benefits.

Other marketing expenses increased year-over-year principally because of social media, market research programs,
retailer marketing programs, and new products that were initiated during the current year quarter.

General and Administrative
General and administrative costs for the three months ended December 31, 2017 totaled $713,000, as compared to
$627,000 for the three months ended December 31, 2016, a increase of 13.7%, or $86,000. The increase is attributable
to increases in a variety of costs, including supplies, bad debt expense, and the use of outside contractors for new
market and product discussion. 

Operating Income
Our operating income for the three months ended December 31, 2017 was $406,000, a decrease of $216,000 from
$622,000 in operating income for the three months ended December 31, 2016, The decrease reflected higher sales in
both our retail and direct-to-consumer channels, including international expansion, along with higher operating,
general advertising and brand awareness expenses, as discussed in greater detail above. 

Net Income and Loss
For the three months ended December 31, 2017, we recorded net income of $391,000, a $1.0 million increase over the
$639,000 net loss for the three months ended December 31, 2016.  The increase in the net income is primarily a result
of increased sales volume in the current year period and a prior period non-cash expense related to the fair value
revaluation of the Scotts Miracle-Gro warrant.

Nine Months Ended December 31, 2017 and December 31, 2016

Summary Overview
For the nine months ended December 31, 2017, total revenue of $25.6 million increased 45.2%, or $7.9 million,
relative to the same period in the prior year.  Retail sales increased $7.0 million or 58.1% due primarily to our
expanded housewares sales channel, which includes Sur La Table and Bed Bath & Beyond, test store offerings that
were initiated in the prior year and continued focus on expanding online channels (Amazon.com, Amazon.ca,
Walmart.com, etc.).  Sales in our direct-to-consumer channel increased 6.8%, or $353,000.  This increase resulted
primarily due to greater visibility and continued momentum from our general advertising and marketing campaign and
an increased user-base, which results in part from our increased presence on Amazon and other select online
retailers.  Sales to international distributors increased $589,000 to $953,000 in the nine months ended December 31,
2017, relative to the same period in the prior year, primarily due to product testing and to our expanded distribution in
certain international markets such as Amazon.uk, France, Germany, Spain and Italy.  An increased level of general
advertising drove sales increases in all of our channels.

For the nine months ended December 31, 2017, total dollar sales of AeroGardens and seed pod kit accessories
increased by 67.0% and 19.0%, respectively, over the prior year period.  AeroGarden sales net of allowances
represented 83.5% of total revenue, as compared to 80.0% in the prior year period. This percentage increase, on a
product line basis was attributable to existing and new customers purchasing AeroGardens and the introduction and
expansion into retail accounts.  Seed pod kit and accessory gross sales decreased as a percent of the total sales
to16.5% from 20.0% in the prior year period due to the size of the increase in garden sales; however, as noted above,
the total dollar sales increased by $670,000.  
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During the nine months ended December 31, 2017, we spent $4.1 million in advertising expenditures to support our
direct-to-consumer and retail channels, a year-over-year increase of 32.4%, compared to the same period ended
December 31, 2016. These expenditures were divided as follows:

·

Retail-specific advertising increased to $2.9 million from $2.1 million for the nine months ended December 31, 2017
and December 31, 2016, respectively, as the Company invested: (i) platforms made available by our retailers; (ii)
various promotional programs to increase product awareness with our housewares channel of retail accounts
including catalogs and email campaigns; and (iii) web-based advertising programs (e.g. inclusion in retail catalogues,
website banner ads, email blasts, targeted search campaigns, etc.).

·
Other advertising related expenses increased $52,000 to $746,000 during the nine months ended December 31, 2017,
due to spending on general TV, YouTube, Facebook and other media advertising. The Company views this
investment as a long term commitment to increasing awareness of the AeroGarden brand.

·

Finally, direct-to-consumer advertising increased to $399,000 from $302,000 for the nine months ended December
31, 2017 and December 31, 2016, respectively.  This increase reflects increased spending on catalogues and increases
in pay-per-click campaigns.  Efficiency, as measure by dollars of direct-to-consumer sales per dollar of related
advertising expense, decreased to $13.85 or 18.9% for the nine months ended December 31, 2017, as compared to
$17.08 for the same period in Fiscal 2017.
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Gross profit for the nine months ended December 31, 2017 was 32.9%, as compared to 36.2% during the prior year
period. This decrease was attributable to the following factors, each of which carry lower margins: (1) a shift in
retailer mix and product mix which both have different margins and are dependent on whether we are selling online or
in stores; (2) an increase in retail sales, relative to our direct-to-consumer sales; (3) and the introduction of new retail
accounts, as compared to existing retail accounts; and; (4) expansion into the European market, which entails
additional barriers to entry.  This decrease was partially offset by the introduction of new products with higher
margins.  Long term, we also believe that creating increased brand awareness through advertising will help us
maintain higher prices and deliver better margins.

In aggregate, our total operating expenses increased 26.0%, or $1.8 million, year-over-year, principally to support new
product introductions and general brand awareness and marketing campaigns.  Gross spending increased in the
following areas:

·A $990,000 increase in advertising, primarily related to general brand awareness and marketing and promotionalprograms with our key retailers;  

·A $468,000 increase in personnel expenses, due to a changes to our compensation program to align with our growthinitiatives and a small increase in headcount;

·
A $225,000 increase in general market research, new product samples, testing and certification, public relations and
new product programs, including testing, certification, samples and illustration/language translations for international
distribution; and 

·A $49,000 increase in travel to manufacturers in China and potential domestic and European customers.

As a result of continued growth in the online and housewares channels and our efforts to provide general awareness of
our product, our operating loss decreased by $206,000 to $452,000 for the nine months ended December 31, 2017,
from $658,000 in the prior year period.

Other income and expense for the nine months ended December 31, 2017, totaled to net other income of $33,000, as
compared to net other expense of $2.2 million in the prior year period.  The net other income in the current year
period is attributable to interest income, other income from consulting related revenue, and foreign exchange gains. In
the prior year, net other expense was primarily attributable to non-cash expenses relating to the fair value revaluation
of the warrant held by Scotts Miracle-Gro.  

The net loss for the nine months ended December 31, 2017, was $420,000, as compared to a $2.9 million loss in the
prior year. The decreased net loss is due to (i) the lack of non-cash expenses relating to the fair value revaluation of
the warrant held by Scotts Miracle-Gro in the current year, as the warrant was fully exercised; (ii) higher overall sales,
partially offset by sales into the lower margin retail channel; (iii) significantly increased advertising and marketing
campaigns; and (iv) an increase in our compensation program incentive structure.

The following table sets forth, as a percentage of sales, our financial results for the nine months ended December 31,
2017 and the nine months ended December 31, 2016:

Nine Months
Ended
December 31,
2017 2016

Net revenue
Direct-to-consumer 21.6 % 29.4 %
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Retail 74.7 % 68.6 %
International 3.7 % 2.0 %
Total net revenue 100.0% 100.0%

Cost of revenue 67.1 % 63.8 %
Gross profit 32.9 % 36.2 %

Operating expenses
Research and development 1.6 % 2.0 %
Sales and marketing 25.3 % 28.5 %
General and administrative 7.8 % 9.4 %
Total operating expenses 34.7 % 39.9 %
Loss from operations (1.8 )% (3.7 )%

23

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

40



Table of Contents
Revenue
For the nine months ended December 31, 2017, revenue totaled $25.6 million, a year-over-year increase of 45.2%, or
$7.9 million, from the nine months ended December 31, 2016.

Nine Months
Ended December
31,
(in thousands)

Net Revenue 2017 2016
Direct-to-consumer $5,524 $5,172
Retail 19,077 12,069
International 953 364
Total $25,554 $17,605

Direct-to-consumer sales for the nine months ended December 31, 2017 totaled $5.5 million, up $353,000, or 6.8%,
from the prior year period.  This increase was caused by pricing strategies to drive direct-to-consumer sales during our
non-peak season and continued cumulative momentum from our general brand awareness campaigns.

Sales to retailer customers for the nine months ended December 31, 2017 totaled $19.1 million, up $7.0 million, or
58.1%, from the prior-year period, principally reflecting increased sales to existing Amazon.com, Amazon.ca and
Walmart.com accounts and expansion into new and existing retail accounts in the housewares channel, including Bed,
Bath and Beyond, Sur la Table and Home Depot.  

International sales for the nine months ended December 31, 2017 increased $589,000, primarily due to sales testing in
Europe and as we continue to understand international market factors.

Our products consist of AeroGardens, seed pod kits and accessories.  A summary of the sales of these product
categories for the nine months ended December 31, 2017 and December 31, 2016 is as follows:

Nine Months Ended
December 31,
(in thousands)
2017 2016

Product Revenue
AeroGardens $27,585 $16,515
Seed pod kits and accessories 4,195 3,525
Discounts, allowances and other (6,225 ) (2,436 )
Total $25,554 $17,605
% of Total Revenue
AeroGardens 107.9 % 93.8 %
Seed pod kits and accessories 16.5 % 20.0 %
Discounts, allowances and other (24.4 )% (13.8 )%
Total 100.0 % 100.0 %

AeroGarden sales increased $11.1 million, or 67.0%, from the prior year period, reflecting increased sales in both the
retail and direct-to-consumer channels.  This percentage increase was attributable to sales to new and existing
customers and expansion and product introduction into new retail accounts.  Sales of seed pod kits and accessories
increased $669,000, or 19.0%, reflecting an increase in both direct-to-consumer and retail sales, as well as the increase
in our established base of AeroGardens.  For the nine months ended December 31, 2017, sales of seed pod kits and
accessories represented 16.4% of total revenue, as compared to 20.0% in the prior year period.  Other revenue, which
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is comprised primarily of grow club revenue, shipping revenue, accruals and deductions, increased as a percent of the
total to (24.4)% from (13.8)% in the prior year period due to higher deductions and accruals for sales allowances and
future discounts for new in-store retail accounts.

Cost of Revenue
Cost of revenue for the nine months ended December 31, 2017 totaled $17.1 million, an increase of $5.9 million, or
52.6%, from the nine months ended December 31, 2016.  Cost of revenue includes product costs for purchased and
manufactured products, freight costs for inbound freight from manufacturers, costs related to warehousing and
shipping products to customers, credit card processing fees for direct sales, and duties and customs applicable to
imported products. As a percent of total revenue, cost of revenue for the nine months ended December 31, 2017,
represented 67.1% of revenue, as compared to 63.8% during the nine months ended December 31, 2016.  The increase
in costs as a percent of revenue resulted from our revenue mix shift from higher margin direct-to-consumer customers
to lower margin retailers, including product mix and specific retailer mix within the retail channel, as we expand
in-store sales in the housewares channel.  
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Gross Profit
Our gross profit varies based upon the factors affecting net revenue and cost of revenue as discussed above, as well as
the mix of our revenue that comes from the retail, direct-to-consumer, and international channels.  In a
direct-to-consumer sale, we recognize as revenue the full consumer purchase price for the product.  In retail and
international sales, by comparison, we recognize as revenue the wholesale price that we charge to the retailer or
international distributor.  Media costs associated with direct sales are included in sales and marketing expenses.  For
international sales, when we sell to a distributor margins are structured based on the distributor purchasing products
by letter of credit or cash in advance terms, with the distributor bearing all of the marketing and distribution costs
within its territory.  As a result, international sales generally have lower gross profits than domestic retail sales.  We
have begun testing selling internationally through Amazon in various countries, so this margin model may change
over time.  We saw increases at our established accounts, including direct-to-consumer, which were offset by the
lower margins at some new retail accounts.  The gross profit for the nine months ended December 31, 2017 was
32.9% as compared to 36.2% for the nine months ended December 31, 2016.  

Research and Development
Research and development costs for the nine months ended December 31, 2017 totaled $419,000, an increase of
21.4%, or $74,000, from the nine months ended December 31, 2017.  The increase reflects prototype development,
shipping expenses and increased employee headcount, partially offset by decreases in new product certification and
testing expenses and $60,000 of consulting fee reimbursements.

Sales and Marketing
Sales and marketing costs for the nine months ended December 31, 2017 totaled $6.5 million, as compared to $5.0
million for the nine months ended December 31, 2016, an increase of 28.8%, or $1.4 million.  Sales and marketing
costs include all costs associated with the marketing, sales, operations, customer support, and order processing for our
products, and consisted of the following:

Nine Months
Ended
December 31,
(in thousands)
2017 2016

Advertising $4,050 $3,060
Personnel 1,613 1,431
Sales commissions 116 106
Trade shows 1 6
Travel 124 98
Media production and promotional products 41 34
Quality control and processing fees 144 82
Other 372 187

$6,461 $5,004

Advertising expense totaled $4.1 million for the nine months ended December 31, 2017, a year-over-year increase of
32.4%, or $990,000.  These expenditures included:  (1) retail-specific advertising increased to $2.9 million from $2.1
million, as we invested in driving product awareness through platforms made available by our retail partners; (2)
$750,000 in general TV, YouTube, Facebook and other general media advertising; and (3) direct-to-consumer
advertising, which increased to $399,000 from $302,000.

Sales and marketing personnel costs include salaries, payroll taxes, employee benefits and other payroll costs for our
sales, operations, customer service, graphics and marketing departments.  For the nine months ended December 31,
2017, personnel costs for sales and marketing were $1.6 million, up from $1.4 million for the nine months ended
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December 31, 2016, an increase of 12.7%.  The increase reflected employee promotions necessary to drive the growth
in retail sales and through the direct-to-consumer channel.  Personnel expenses include all related payroll including
departmental incentive programs, including salaries, bonuses and employee benefits.

Other marketing expenses increased year-over-year because of increases in a variety of spending categories, including
additional travel, social media, market research, retailer marketing programs, third party sales tax software and new
products that were initiated during the current year quarter.

General and Administrative
General and administrative costs for the nine months ended December 31, 2017 totaled $2.0 million, as compared to
$1.7 million for the nine months ended December 31, 2016, an increase of 18.7%, or $295,000.  The increase is
attributable to a variety of categories including supplies, bad debt expense, and the use of outside contractors for new
market and product issues. 
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Operating Loss
Our operating loss for the nine months ended December 31, 2017 was $452,000, an improvement of $206,000 from
the operating loss of $658,000 for the nine months ended December 31, 2016.  The decreased operating loss was
attributable to increased sales in both the retail distribution and direct-to consumer channels, partially offset by
increased advertising expenses designed to drive brand awareness, as discussed in greater detail above.

Net Loss
The net loss for the nine months ended December 31, 2017 was $420,000, as compared to a $2.9 million net loss in
the prior year, as discussed above.

Segment Results
We report our segment information in the same way that management assesses the business and makes decision
regarding the allocations of resources in accordance with the Segment Reporting Topic of the Financial Accounting
Standards Board Accounting Standards Codification (ASC). Factors considered in determining our reportable
segments include the nature of the business activities, the reports provided to the Company’s chief operating decision
maker (CODM) for operating and administrative activities, available information and information that is presented to
our Board of Directors.  The Company’s CODM has been identified as the Chief Executive Officer because he has
final authority over the performance assessment and resource allocation decisions. The CODM regularly receives
discrete financial information about each reportable segment. The CODM uses all such information for performance
assessment and resource allocation decisions. The CODM evaluates the performance of and allocates resources based
upon the contribution margins of each segment.

As a result, we divide our business into two reportable segments: Direct-to-Consumer and Retail. This division of
reportable segments is consistent with how the segments report to and are managed by the chief operating decision
maker of the Company.  The Company evaluates performance based on the primary financial measure of contribution
margin (“segment profit”). Segment profit reflects the income or loss from operations before corporate expenses,
non-operating income, net interest expense, and income taxes.

Nine Months Ended December 31, 2017
(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $5,524 $20,030 $ - $ 25,554
Cost of revenue 3,785 13,364 - 17,148
Gross profit 1,739 6,667 - 8,406
Gross profit percentage 31.5 % 33.3 % - 32.9 %
Sales and marketing (1) 252 3,784 372 4,408
Segment profit 1,487 2,883 (372 ) 3,998
Segment profit percentage 26.9 % 14.4 % - 15.6 %

(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section.

Nine Months Ended December 31, 2016
(in thousands) Direct-to-consumerRetail Corporate/Other Consolidated
Net sales $5,172 $12,433 $ - $ 17,605
Cost of revenue 3,161 8,074 - 11,235
Gross profit 2,011 4,359 - 6,370
Gross profit percentage 38.9 % 35.1 % - 36.2 %
Sales and marketing (1) 190 2,910 187 3,287
Segment profit 1,821 1,449 (187 ) 3,083
Segment profit percentage 35.2 % 11.7 % - 17.5 %

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

45



(1) Sales and marketing includes advertising, trade shows, media production and promotional products and other as
discussed in the sales and marketing section.
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Liquidity and Capital Resources

After adjusting the net loss for non-cash items and changes in operating assets and liabilities, the net cash used by
operating activities totaled $6.2 million for the nine months ended December 31, 2017, as compared to cash used of
$439,000 in the prior year period.

Non-cash items, comprising depreciation, amortization, bad debt (recoveries) allowances, change in fair value of the
Scotts Miracle-Gro warrant liability and non-cash compensation expense, totaled to a net gain of $238,000 for the nine
months ended December 31, 2017, as compared to a net gain of $3.5 million in the prior year period.  The increase
principally reflected non-cash expenses, including charges arising from the change in fair value of the derivative
warrant liability in the prior year, depreciation and non-cash compensation expenses.

Changes in current assets used net cash of $10.3 million during the nine months ended December 31, 2017, principally
from increases in inventory and accounts receivable balances, as a result of our retail channel sales during the peak
holiday season.

As of December 31, 2017, the total inventory balance was $5.9 million, representing approximately 103 days of sales
activity, and 47 days of sales activity, at the average daily rate of product cost expensed during the twelve months and
three months ended December 31, 2017, respectively.  The days in inventory calculation is based on the three months
of sales activity is greatly affected by the seasonality of our sales, which are at their highest level during our quarter
ending December 31.

Current operating liabilities increased $4.3 million during the nine months ended December 31, 2017, because of
seasonal increases in all operating liability accounts.  Accounts payable as of December 31, 2017 totaled $2.9 million,
representing approximately 34 days of daily expense activity, and 16 days of daily expense activity, at the average
daily rate of expenses incurred during the twelve months and three months ended December 31, 2017, respectively.

Net investing activity used $464,000 of cash in the current year period, principally because of the purchases of
equipment as we introduce new products.

Net financing activity used net cash of $24,000 during the nine months ended December 31, 2017, due the Term Loan
agreement with Scotts Miracle-Gro.

Cash
As of December 31, 2017, we had a cash balance of $2.2 million, of which $15,000 was restricted as collateral for
various corporate obligations.  This compares to a cash balance of $8.8 million as of March 31, 2017, of which
$15,000 was restricted.  The decrease in cash is primarily attributable to the purchase of inventory in the current
quarter to meet peak season sales demand, in particular to satisfy the current period load-in sales with
brick-and-mortar retail customers.

Borrowing Agreements
As of December 30, 2017 and March 31, 2017, we have no outstanding long-term debt; however, we have entered into
a Term Loan Agreement in the principal amount of up to $2.0 million with Scotts Miracle-Gro.  The Company
borrowed $1.0 million under the Term Loan in October 2017 and, as of December 31, 2017, we repaid the outstanding
balance and accrued interest in full.

Cash Requirements

We generally require cash to:
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· fund our operations and working capital requirements;

· develop and execute our product development and market introduction
plans;

· execute our sales and marketing plans;
· fund research and development efforts; and
· pay debt obligations as they come due.

At this time, we do not expect to enter into additional capital leases to finance major purchases.  In addition, we do not
currently have any binding commitments with third parties to obtain any material amount of equity or debt financing
other than the financing arrangements described in this report.

27

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

48



Table of Contents
Assessment of Future Liquidity and Results of Operations

Liquidity
To assess our ability to fund ongoing operating requirements, we developed assumptions regarding operating cash
flow.  Critical sources of funding, and key assumptions and areas of uncertainty include:

·our cash of $2.2 million ($15,000 of which is restricted as collateral for our various corporate obligations) as ofDecember 31, 2017;

·our cash of $7.0 million, ($15,000 of which is restricted as collateral for our various corporate obligations) as ofFebruary 5, 2018,

·
continued support of, and extensions of credit by, our suppliers and lenders, including, but not limited to, the Term
Loan from Scotts Miracle-Gro of up to $2.0 million, of which we had borrowed $1.0 million and subsequently repaid
the full principal amount and accrued interest as of December 31, 2017;

·our historical pattern of increased sales between September and March, and lower sales volume from April throughAugust;
· the level of spending necessary to support our planned initiatives; and

·
our sales to consumers, retailers, and international distributors, and the resulting cash flow from operations, which
will depend in great measure on the success of  our direct-to-consumer sales initiatives, and the acceptance of the
product at our various retail distribution customers.

On September 13, 2017, the Company entered into a Term Loan Agreement in the principal amount of up to $2.0
million with Scotts Miracle-Gro.  The proceeds are available as needed in increments of $500,000 not to exceed $2.0
million with a due date of March 30, 2018.  The Term Loan Agreement is secured by a lien on the assets of the
Company and interest is charged at the stated rate of 10% per annum to be paid quarterly in arrears in cash, at the end
of each September, December and March.  The funding provides general working capital and funds to acquire
inventory to support anticipated growth as the Company expands its retail and its direct-to-consumer sales
channels.  During the quarter we borrowed $1.0 million against the $2.0 million loan in order to purchase inventory in
advance of our peak selling season.  As of December 31, 2017, we fully repaid the principal and accrued interest due
on the Term Loan.  See Note 3 “Notes Payable, Long Term Debt and Current Portion – Long Term Debt” to our
condensed financial statements.

Based on these facts and assumptions, we believe our existing cash and cash equivalents and the cash generated by
our anticipated results from operations, will be sufficient to meet our operating needs for the next twelve
months.  However, we may need to seek additional capital to provide a cash reserve against contingencies, address the
seasonal nature of our working capital needs, and to enable us to invest further in trying to increase the scale of our
business.  There can be no assurance we will be able to raise this additional capital.

Results of Operations
There are several factors that could affect our future results of operations.  These factors include, but are not limited
to, the following:

· the effectiveness of our consumer marketing efforts in generating both direct-to-consumer sales, and sales toconsumers by our retailer customer;
·uncertainty regarding the impact of macroeconomic conditions on consumer spending;

·uncertainty regarding the capital markets and our access to sufficient capital to support our current and projectedscale of operations;

· the seasonality of our business, in which we have historically experienced higher sales volume (September throughMarch);
·a continued, uninterrupted supply of product from our third-party manufacturing suppliers in China; and
·the success of our Scotts Miracle-Gro relationship.
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Off-Balance Sheet Arrangements

Other than our headquarter facility lease commitment incurred in the normal course of business, we do not have any
off-balance sheet financing arrangements or liabilities, guarantee contracts, retained or contingent interest in
transferred assets, and have not entered into any contracts for financial derivative such as futures, swaps, and options.
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Item 3. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate Risk

Our interest income is most sensitive to fluctuations in the general level of U.S. interest rates. As such, changes in
U.S. interest rates affect the interest earned on our cash, cash equivalents, and short-term investments, and the value of
those investments. Due to the short-term nature of our cash equivalents and investments, we have concluded that a
change in interest rates does not pose a material market risk to us with respect to our interest income. Our debt carries
fixed interest rates and therefore changes in the general level of market interest rates will not impact our interest
expense during the terms of our existing debt arrangements.

Foreign Currency Exchange Risk

We transact business primarily in U.S. currency.  Although we purchase our products in U.S. dollars, the prices
charged by our suppliers in China are predicated upon their cost for components, labor and overhead. Therefore,
changes in the valuation of the U.S. dollar in relation to the Chinese currency may cause our manufacturers to raise
prices of our products which could reduce our profit margins.

In future periods, it is possible that we could be exposed to fluctuations in foreign currency exchange rates on
accounts receivable from sales and net monetary assets denominated in foreign currencies and liabilities.  To date,
however, virtually all of our transactions have been denominated in U.S. dollars.

Item 4. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedures

Disclosure controls and procedures are designed to ensure that information required to be disclosed in the reports filed
or submitted by the Company under the Securities Exchange Act of 1934 (the “Exchange Act”), is recorded, processed,
summarized, and reported, within the time periods specified in the rules and forms of the SEC. Disclosure controls
and procedures include, without limitation, controls and procedures designed to ensure that information required to be
disclosed in the reports filed under the Exchange Act is accumulated and communicated to the Company’s
management, including its principal executive and financial officer, as appropriate, to allow timely decisions
regarding required disclosure.

The Company carried out an evaluation, under the supervision and with the participation of its management, including
its principal executive officer and principal financial officer, of the effectiveness of the design and operation of the
Company’s disclosure controls and procedures as of the end of the period covered by this report. Based upon and as of
the date of that evaluation, the Company’s principal executive officer and financial officer concluded that the
Company’s disclosure controls and procedures are effective to ensure that information required to be disclosed in the
reports the Company files and submits under the Exchange Act is recorded, processed, summarized and reported
within the time periods specified in the SEC’s rules and forms.

(b) Changes in Internal Controls

There were no changes in the Company’s internal controls or in other factors that could have significantly affected
those controls during the three months ended December 31, 2017.   
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PART II - OTHER INFORMATION

Item 1. Legal Proceedings

None.

Item 1A. Risk Factors

Our operations and financial results are subject to various risks and uncertainties that could adversely affect our
business, results of operations, financial condition, future results, and the trading price of our common stock. In
addition to the other information set forth in this Quarterly Report, you should also carefully consider the factors
described in “Part I. Item 1A. Risk Factors” of our Annual Report on Form 10-K for the year ended March 31, 2017,
which could materially affect our business, results of operations, financial condition, future results, and the trading
price of our common stock.

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

None.

Item 3. Defaults Upon Senior Securities

None.

Item 4. Mine Safety Disclosures

Not applicable.

Item 5. Other Information

On February 8, 2018, Jack J. Walker and Wayne Harding informed the Board of Directors of the Company that he
intends to resign from the Board of Directors effective as of March 31, 2018. Mr. Walker has served as a member of
the Company’s Board of Directors since February 2006 and currently serves as a member of its Audit Committee and
Governance, Nominating and Compensation Committee. Mr. Walker’s decision was not the result of any disagreement
with the Company on any matter relating to its operations, policies or practices.  Mr. Harding has served as an
independent member of the Company’s Board of Directors since 2010 and currently serves as a member of its Audit
Committee. Mr. Harding’s decision was not the result of any disagreement with the Company on any matter relating to
its operations, policies or practices.  
30
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Item 6. Exhibits

Exhibit
Number Description

3.1 Articles of Incorporation of the Company (incorporated by reference to Exhibit 3.1 of our Current Report
on Form 8-K/A-2, filed November 16, 2006)

3.2 Certificate of Amendment to Articles of Incorporation, dated June 25, 2002 (incorporated by reference to
Exhibit 3.2 of our Current Report on Form 8-K/A-2, filed November 16, 2006)

3.3 Certificate of Amendment to Articles of Incorporation, dated November 3, 2002 (incorporated by
reference to Exhibit 3.3 of our Current Report on Form 8-K/A-2, filed November 16, 2006)

3.4 Certificate of Change to Articles of Incorporation, dated January 31, 2005 (incorporated by reference to
Exhibit 3.4 of our Current Report on Form 8-K/A-2, filed November 16, 2006)

3.5 Certificate of Amendment to Articles of Incorporation, dated July 27, 2005 (incorporated by reference to
Exhibit 3.5 of our Current Report on Form 8-K/A-2, filed November 16, 2006)

3.6 Certificate of Amendment to Articles of Incorporation, dated February 24, 2006 (incorporated by reference
to Exhibit 3.6 of our Current Report on Form 8-K/A-2, filed November 16, 2006)

3.7 Certificate of Amendment to Articles of Incorporation, certified May 3, 2010 (incorporated by reference to
Exhibit 3.7 of our Quarterly Report on Form 10-Q, filed August 12, 2010)

3.8 Certificate of Amendment to Articles of Incorporation, dated May 1, 2012 (incorporated by reference to
Exhibit 3.8 of our Quarterly Report on Form 10-Q, filed August 10, 2012)

3.9 Amended and Restated Bylaws of the Registrant (incorporated by reference to Exhibit 3.1 of our Current
Report on Form 8-K, filed September 26, 2008)

3.10 Amendment to Bylaws (incorporated by reference to Exhibit 3.9 of our Annual Report on Form 10-K for
the fiscal year ended March 31, 2009, filed July 6, 2009)

3.11 Amendment No. 2 to Bylaws (incorporated by reference to Exhibit 3.1 of our Current Report on Form
8-K, filed April 23, 2013)

3.12 Certificate of Designations of Series A Convertible Preferred Stock (incorporated by reference to Exhibit
3.7 of our Annual Report on Form 10-K for the fiscal year ended March 31, 2009, filed July 6, 2009)

3.13
Certificate of Amendment to Series A Convertible Preferred Stock Certificate of Designations, certified
June 21, 2010 (incorporated by reference to Exhibit 3.11 of our Quarterly Report on Form 10-Q for the
quarter year ended June 30, 2010, filed August 12, 2010)

3.14
Amendment Number 2 to Series A Convertible Preferred Stock Certificate of Designations, as filed with
the Nevada Secretary of State on April 6, 2012 (incorporated by reference to Exhibit 3.12 to our Current
Report on Form 8-K, filed April 16, 2012)

3.15 Certificates of Designation of Series B Convertible Preferred Stock (incorporated by reference to Exhibit
3.2 of our Current Report on Form 8-K filed April 23, 2013)

4.1 Form of Certificate of Common Stock of Registrant (incorporated by reference to Exhibit 4.1 of our
Current Report on Form 8-K, filed September 5, 2007)

4.2 Form of Warrant Agreement, dated April 22, 2013 (incorporated by reference to Exhibit 10.2 of our
Current Report on Form 8-K filed April 23, 2013)

4.3 First Amendment to Warrant Agreement (incorporated by reference to Exhibit 10.6 of our Quarterly
Report on Form 10-Q filed November 9, 2015)

4.4 Second Amendment to Warrant Agreement dated July 15, 2016 (incorporated by reference to Exhibit 10.6
of our Current Report on Form 8-K, filed July 21, 2016)

4.5 Investor Rights Agreement by and between the Company and SMG Growing Media, Inc., dated April 22,
2013 (incorporated by reference to Exhibit 4.1 of our Current Report on Form 8-K filed April 23, 2013)

4.6
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Voting Agreement, dated April 22, 2013 (incorporated by reference to Exhibit 4.2 of our Current Report
on Form 8-K filed April 23, 2013)

4.7 Waiver Agreement dated July 15, 2016 (incorporated by reference to Exhibit 10.7 of our Current Report
on Form 8-K, filed July 21, 2016)

4.8 Third Amendment to the Technology License Agreement (incorporated by reference to Exhibit 10.1 of our
Current Report on Form 10-Q filed November 13, 2017)

31.1* Certifications of the Chief Executive Officer Under Section 302 of the Sarbanes-Oxley Act.
31.2* Certifications of the Chief Financial Officer Under Section 302 of the Sarbanes-Oxley Act.
32.1* Certifications of the Chief Executive Officer Under Section 906 of the Sarbanes-Oxley Act.
32.2* Certifications of the Chief Financial Officer Under Section 906 of the Sarbanes-Oxley Act.
101.INS* XBRL Instance Document
101.SCH* XBRL Taxonomy Extension Schema Document
101.CAL* XBRL Taxonomy Extension Calculation Linkbase Document
101.DEF* XBRL Taxonomy Extension Definition Linkbase Document
101.LAB* XBRL Taxonomy Extension Label Linkbase Document
101.PRE* XBRL Taxonomy Extension Presentation Linkbase Document

*  Filed herewith.
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SIGNATURES

In accordance with the requirements of the Securities Exchange Act of 1934 the registrant has duly caused this report
to be signed on its behalf by the undersigned thereunto duly authorized.

AeroGrow International, Inc.

Date:  February 13, 2018 /s/ J. Michael Wolfe
By: J. Michael Wolfe
Its: President and Chief Executive Officer
(Principal Executive Officer) and Director

Date:  February 13, 2018 /s/ Grey H. Gibbs
By: Grey H. Gibbs
Its: Senior Vice President Finance and Accounting
(Principal Accounting Officer)
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