
WATERSIDE CAPITAL CORP
Form N-30D
October 21, 2009
Table of Contents

WATERSIDE CAPITAL CORPORATION

2009 Annual Report

Edgar Filing: WATERSIDE CAPITAL CORP - Form N-30D

Table of Contents 1



Table of Contents

Table of Contents

Letter to Stockholders i

Five-Year Summary of Selected Financial Data 1

Management�s Discussion And Analysis 2

Report of Independent Registered Public Accounting Firm 10

Financial Statements 11

Corporate Information 27

Edgar Filing: WATERSIDE CAPITAL CORP - Form N-30D

Table of Contents 2



Table of Contents

WATERSIDE CAPITAL CORPORATION

A Small Business Investment Company

LETTER TO STOCKHOLDERS

I am writing to provide an update on Waterside Capital Corporation�s financial performance during these most turbulent economic times.

In my letter to stockholders last year, after two years at the helm as Waterside�s CEO, I told you I joined the Company because I felt it had
potential for solid and sustained growth. After three years, I am even more convinced that we have the potential to be successful; however, as I
mentioned last year, several factors must come together to insure our ability to tap that potential. We identified these and set in place an action
plan to accomplish a turnaround. The economic downturn, combined with relatively slow responses from the Small Business Administration
(SBA), has created the �Perfect Storm� and interrupted our rehabilitation plans for almost a year.

One of the most difficult areas to rehabilitate has been the legacy investment portfolio, as companies that were already struggling were
hammered by the economic downturn and performing companies were weakened and / or knocked to their knees. The typical size and type of
legacy investments in the Waterside Capital portfolio are particularly vulnerable during economic downturns. Losses or write-downs in the
legacy investment portfolio have resulted in our default on an SBA debenture covenant, the Capital Impairment Percentage.

Notwithstanding the foregoing, we have continued to focus on our rehabilitation action plan to insure we are doing everything possible for a
successful turnaround. Let us review the key areas that our new management team has focused on since 2007 and continues to implement today,
so that we may start rebuilding shareholder value. The three key areas are: profitability, refinancing of maturing SBA debentures, and additional
new capital.

Profitability: We implemented expense controls and began rebuilding a business development effort to develop additional risk appropriate
investments in this very competitive business once we have new capital available for investment.

Refinance of maturing SBA debentures: During the last two years we curtailed our debentures with the SBA by $5.3 million, leaving a balance
of $16.1 million maturing in 2009 through 2011. Our success was dependent upon our ability to refinance this debt. As of September 2008, the
Company refinanced the outstanding $16.1 million in debentures for 10 years at an average rate of 6.476% (approximately 2% lower than that of
the maturing debentures). This refinance had to happen for our future viability and capital raise.

Additional new capital: The key to our future is new capital designed to cure our SBA Capital Impairment Percentage default, provide funding
for new risk-appropriate investments and enable us to earn investment income. We have explored a variety of options, and all of them will
involve substantial dilution to existing shareholders. Our earlier efforts to start this capital raise when the debentures were refinanced in
September 2008 were put on hold by the economic crisis. We are now once again intently focused on raising new capital, although we cannot
offer you assurance that we will be successful in this effort.

FY2009 accomplishments include:

� In November 2007, we applied to the SBA to refinance our existing debentures with a new 10-year commitment. The SBA approved a
new commitment in April 2008 which refinances and extends the maturity of the existing $16.1 million in debt to 2018. This financing
closed on September 1, 2008.

� Engaged consultants to assist in the re-launching of the Company including (1) rebranding- we anticipate a name change to �Atlantic
Coast Capital�, (2) refocusing investment strategy to mezzanine investments, (3) renewing relationships and rebuilding others to
enhance future deal flow, and (4) exploring sources of new capital and capital raise preparation.

� Substantial improvements to risk management processes have been implemented.
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� Enhanced reporting and communications to Shareholders by implementing quarterly reporting (prior financial reporting
semiannually).

FY2010 immediate goals:

� Raise additional capital�$10 to 15 million, which, if we are successful, will cure the Capital Impairment Percentage default and provide
for the funding of new risk appropriate investments.

� Continue robust monitoring and proactive coaching of portfolio investments.
Please know that my door is always open to you. Feel free to contact me with your thoughts and ideas. As soon as our capital raising plans are
finalized, our shareholders will be notified and asked to approve the plan. On behalf of our directors and employees, we thank you for your
continued support.

Sincerely,

Franklin �Lin� P. Earley

President and CEO

3092 Brickhouse Ct. · Virginia Beach, Virginia 23452

(757) 626-1111 · (757) 626-0114 Fax

NASDAQ Symbol WSCC
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FIVE-YEAR SUMMARY OF SELECTED FINANCIAL DATA

Year Ended June 30,
2005 2006 2007 2008 2009

Summary of Earnings Information:
Operating Income:
Dividends $ 767,035 $ 662,779 $ 407,250 $ 998,869 $ 1,092,449
Interest on debt securities and loans 1,470,747 1,334,834 1,243,934 707,336 545,628
Interest on notes receivable 311,244 403,351 167,291 8,004 6,046
Interest on cash and cash equivalents 29,851 68,299 217,240 146,746 64,887
Fee and other income 123,054 60,588 97,704 235,883 118,148

Total operating income 2,701,931 2,529,851 2,133,419 2,096,838 1,827,158
Operating Expenses:
Interest expense 1,806,302 1,696,852 1,696,852 1,328,156 1,046,483
Other 1,315,039 1,223,464 2,144,142 1,077,914 1,249,114

Total operating expenses 3,121,341 2,920,316 3,840,994 2,406,070 2,295,597
Recovery related to investee litigation, net � � 355,000 � �

Net operating loss (419,410) (390,465) (1,352,575) (309,232) (468,439) 
Realized gain on sale of property and equipment � � � � 200
Realized gain (loss) on investments, net of income taxes
(1) 499,752 (1,175,122) (1,332,737) (1,894,289) (958,441) 
Change in unrealized appreciation (depreciation) on
investments, net of income taxes (2) 1,400,795 (1,102,563) (2,673,289) 60,960 (576,906) 

Net increase (decrease) in stockholders� equity resulting
from operations $ 1,481,137 $ (2,668,150) $ (5,358,601) $ (2,142,561) $ (2,003,586) 

Net operating loss per share � basic and diluted $ (0.29) $ (0.25) $ (0.71) $ (0.16) $ (0.24) 
Net increase (decrease) in stockholders� equity resulting
from operations per share � basic and diluted $ 1.02 $ (1.74) $ (2.80) $ (1.12) $ (1.05) 
Weighted average number of shares outstanding 1,456,675 1,533,363 1,915,548 1,915,548 1,915,548

At June 30,
2005 2006 2007 2008 2009

Balance Sheet Information:
Loans and investments at fair value (3):
Loans $ � $ � $ � $ � $ 139,500
Debt securities 10,651,875 8,103,429 9,331,553 6,496,176 4,585,652
Equity securities 10,140,938 8,099,238 6,726,135 11,040,763 10,821,024
Options and warrants 6,525,602 6,032,022 1,583,526 2,052,921 1,743,823
Assets acquired in liquidation of portfolio securities 2,597,054 3,384,000 3,468,000 1,204,121 804,121
Notes receivable 4,655,156 4,538,067 102,789 75,234 67,057

Total Loans and Investments 34,570,625 30,156,756 21,212,003 20,869,215 18,161,177
Cash and cash equivalents 1,822,028 2,212,781 3,877,189 1,012,915 274,440
Invested idle funds � 3,026,636 5,691,523 1,612,768 2,657,784
Total assets 37,854,684 36,929,591 31,642,841 24,019,129 21,894,988
Debentures payable 21,400,000 21,400,000 21,400,000 16,100,000 16,100,000
Total stockholders� equity 15,781,420 14,847,600 9,488,999 7,346,438 5,342,852
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(1) Amount presented net of income tax expense of $0 for 2005, 2006, 2007, 2008, and 2009.
(2) Amounts have been presented net of deferred income tax expense (benefit) of $0 for the years ended June 30, 2005, 2006, 2007, 2008, and

2009.
(3) The Company�s loans and investments are presented at fair value, as determined by the Executive Committee of the Board of Directors,

using the Model Valuation Policy as published by the Small Business Administration (SBA) and SFAS 157. The valuation policy includes
estimates made by management in the absence of readily ascertainable market values. These estimated values may differ from those that
would have been used had a ready market for the securities existed. See the Notes to the Company�s Financial Statements included
elsewhere herein. The cost of the loans and investments was $30,636,118, $27,324,812, $21,053,348, $20,649,600 and $18,518,468 at
June 30, 2005, 2006, 2007, 2008, and 2009, respectively.

1
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MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL

CONDITION AND RESULTS OF OPERATIONS

The following discussion is intended to assist readers in understanding and evaluating our financial condition and results of operations. This
review should be read in conjunction with the Company�s fiscal year 2009 financial statements and the notes thereto and the other information
included elsewhere in this Annual Report. The data presented for the years ended June 30, 2007, 2008 and 2009 is derived from our audited
financial statements and footnotes appearing elsewhere in this document.

In addition to historical information, Management�s Discussion and Analysis contains forward-looking statements. These forward-looking
statements are subject to certain risks and uncertainties, which could cause actual results to differ materially from historical results, or those
anticipated. The risks and uncertainties that may affect the Company include, but are not limited to: growth of the economy, the Company�s
ability to locate new investments, and our ability to raise capital. When we use words such as �believes,� �expect,� �anticipates� or similar expressions,
we are making forward-looking statements.

Readers are cautioned not to place undue reliance on these forward-looking statements, which reflect management�s analysis only as of date
thereof.

General

Waterside Capital Corporation (�Waterside� or the �Company�) is a specialty finance company headquartered in Virginia Beach, Virginia. The
Company invests in equity and debt securities to finance the growth, changes of control, or other corporate events of lower middle market
companies located primarily in the Mid-Atlantic Region. The Company was formed in 1993 as the Eastern Virginia Small Business Investment
Corporation. Through June 30, 1996, the Company operated as a development stage company focused primarily on preparation to commence
operation. The Company was licensed in 1996 by the Small Business Administration (the �SBA�) as a Small Business Investment Company
(�SBIC�) under the Small Business Investment Act of 1958. In October 1996 the Company made its first portfolio investment. In January 1998 the
Company completed its Initial Public Offering (IPO) to raise additional equity to support its growth strategy.

The majority of the Company�s operating income is derived from dividend and interest income on portfolio investments and application and
processing fees related to investment originations. The remaining portion of the Company�s operating income is obtained through interest earned
on cash and cash equivalents. The Company�s operating expenses primarily consist of interest expense on borrowings, payroll, and other
incidental expenses related to operations. Waterside currently has 4 full time employees.

Loans and Investments

The Company�s primary business is investing in and lending to privately owned businesses through investments in subordinated debt, preferred
stock and common stock. Substantially all of the Company�s investments in subordinated debt securities and preferred stock also include
detachable warrants or conversion features. The fair value of the Company�s investment portfolio was $18.2 million as of June 30, 2009, as
compared to $20.9 million as of June 30, 2008. As of June 30, 2009, the Company had investments in 14 portfolio companies with an aggregate
cost of $18.5 million. As of June 30, 2008, the Company had investments in 15 portfolio companies with an aggregate cost of $20.6 million.

2
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The cost and fair value of the Company�s loans and investments at June 30, 2008 and 2009 is shown in the following table:

Cost
June 30,

Fair Value
June 30,

2008 2009 2008 2009
Loans 0.0% 0.7% 0.0% 0.8% 
Subordinated Debt 31.4 24.8 31.1 25.2
Preferred Stock 42.4 51.2 44.8 54.8
Common Equity 10.1 10.9 8.1 4.8
Options and Warrants 5.0 5.5 9.8 9.6
Assets Acquired in Liquidation of Portfolio Securities 10.7 6.5 5.8 4.4
Notes Receivable 0.4 0.4 0.4 0.4

Total 100.0% 100.0% 100.0% 100.0% 

The following tables show the loans and investments by geographic region and industry grouping at June 30, 2008 and 2009:

Cost
June 30,

Fair Value
June 30,

Geographic Region 2008 2009 2008 2009
Mid Atlantic 55.4% 52.9% 65.4% 61.4% 
Southwest 15.5 14.3 10.6 12.4
Midwest 17.0 19.3 16.9 19.7
Northeast 8.6 9.6 3.6 2.5
West 3.5 3.9 3.5 4.0

Total 100.0% 100.0% 100.0% 100.0% 

Cost
June 30,

Fair Value
June 30,

Industry Grouping 2008 2009 2008 2009
Service 0.2% 0.2% 0.9% 0.7% 
Manufacturing 48.7 39.3 45.0 39.2
Telecommunications 8.6 9.5 3.6 2.5
Information Technology 12.7 16.6 12.7 16.9
Media 7.7 8.1 14.5 13.9
Other 22.1 26.3 23.3 26.8

Total 100.0% 100.0% 100.0% 100.0% 

Results of Operations

Comparison of year ended June 30, 2009 and June 30, 2008

For the year ended June 30, 2009, total operating income was $1,827,000, a $270,000 (12.9%) decrease from $2,097,000 of total operating
income for the year ended June 30, 2008. This decrease was primarily attributable to a decrease in interest income from debt securities due to the
sale of a portfolio company and interest income from cash and cash equivalents due to (i) a significant decrease in average cash balances in
fiscal year 2009 over the comparable period in 2008 and (ii) a decrease in overall interest rates.
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Total operating expenses decreased from $2,406,000 for the year ended June 30, 2008 to $2,296,000 reported for the year ended June 30, 2009.
The decrease of $110,000 or 4.6% in operating expenses when comparing fiscal 2009 to fiscal 2008 was attributable to a reduction in interest
expense due to the refinance of the Company�s $16,100,000 SBA debentures at a lower interest rate. This was partially offset by the Company
contracting with two individuals in March 2009 to advise and evaluate strategic alternatives available to the Company in order to enhance and
preserve shareholder value.

3
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As a result of the $270,000 decrease in total operating income and the $110,000 decrease in operating expenses, net operating loss for the year
ended June 30, 2009 was $468,000 compared to a net operating loss of $309,000 during the year ended June 30, 2008. During the year ended
June 30, 2002, the Company ceased recognizing deferred tax benefits associated with the generation of net operating losses from operations and
its realized losses because management concluded that it is more likely than not that those benefits will not be realized. Due to the fact that the
Company operates as a licensed SBIC, its dividend income is not taxable. As a result it is unlikely that the Company will generate taxable
income in the foreseeable future. Unless the Company is able to generate significant realized gains from sales of investments, the benefits of tax
losses from operations and any realized losses from settlement of investments are not likely to be realized. As a result, the Company has
provided a valuation allowance for the full amount of the deferred tax asset at June 30, 2009 and 2008.

During the year ended June 30, 2009, the Company realized a net loss on investments of $958,000 due primarily to the write-off of the
remaining $1,000,000 on International Wood, LLC and the partial write-off of Virginia Debt Acquisition, LLC of $413,000. This was partially
offset by the realized gain on the sale of common stock of Eton Court Asset Management, Ltd. of $363,000. During the year ended June 30,
2008, the Company realized a net loss on investments of $1,894,000 due primarily to a partial write-off of International Wood, LLC which
amounted to $1,940,000.

The overall net unrealized depreciation on the investment portfolio of $577,000 for the year ended June 30, 2009 involved eight portfolio
companies. The most notable components were Diversifed Telecom, LLC with unrealized depreciation of $302,000, New Dominion Pictures,
LLC with unrealized depreciation of $416,000 and Sonak Management, LLC with unrealized depreciation of $400,000. The overall net
unrealized appreciation in our investment portfolio for the year ended June 30, 2008 of $61,000 involved nine companies. The most notable
components were Digital Square, LLC with an unrealized appreciation of $728,000, Diversified Telecom, LLC with an unrealized appreciation
of $158,000, International Wood, LLC with an unrealized depreciation of $600,000, New Dominion Pictures, LLC with an unrealized
depreciation of $448,000, and Triangle Biomedical Sciences, Inc. with an unrealized appreciation of $280,000.

The net decrease in stockholders� equity resulting from operations of $2,004,000 for the year ended June 30, 2009 or $1.05 loss per share
compared to a decrease of $2,143,000 or $1.12 loss per share for the year ended June 30, 2008 was due to the various items noted above.

Comparison of year ended June 30, 2008 and June 30, 2007

For the year ended June 30, 2008, total operating income was $2,097,000 compared to $2,133,000 reported for fiscal 2007. This reflects a
decrease of $36,000 or 1.7% from the amount reported for fiscal 2007. The operating income reported for year ended June 30, 2008 consisted of
dividends of $999,000, interest on debt securities of $707,000, interest on notes receivable of $8,000, interest on cash equivalents of $147,000
and fee and other income of $236,000. For the year ended June 30, 2007 total operating income consisted of dividends of $407,000, interest on
debt securities of $1,244,000, interest on notes receivable of $167,000, interest on cash equivalents of $217,000 and fee and other income of
$98,000.

Total operating expenses decreased from $3,841,000 for the year ended June 30, 2007 to $2,406,000 reported for the year ended June 30, 2008.
The decrease of $1,435,000 or 37.4% in operating expenses when comparing fiscal 2008 to fiscal 2007 was attributable to (i) a substantial
reduction in attorney fees and (ii) a significant reduction in interest expense due to the prepayment of $5,300,000 in debentures due to the SBA.
Total operating expenses for the year ended June 30, 2008 consisted of interest expense of $1,328,000, salaries and benefits of $542,000, legal
and accounting expense of $136,000, and other operating expense of $400,000. For the year ended June 30, 2007 total operating expenses
consisted of interest expense of $1,697,000, salaries and benefits of $701,000, legal and accounting expenses of $996,000, and other operating
expenses of $447,000.

The Company ended the fiscal year with a net operating loss of $309,000 for the year ended June 30, 2008 compared to a net operating loss of
$1,353,000 reported for the year ended June 30, 2007.

During the year ended June 30, 2008, the Company realized a net loss on investments of $1,894,000 due primarily to the write-off of
International Wood, LLC which amounted to $1,940,000. During the year ended June 30, 2007, the Company realized a net loss on investments
of $1,333,000 due primarily to the write-off of Lakeview Technology Solutions, Inc. of $2,338,000.

4
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The overall unrealized appreciation in our investment portfolio of $61,000 for the year ended June 30, 2008 involved nine companies. The most
notable were Digital Square, LLC with an unrealized appreciation of $728,000, Diversified Telecom, LLC with an unrealized appreciation of
$158,000, International Wood, LLC with an unrealized depreciation of $600,000, New Dominion Pictures, LLC with an unrealized depreciation
of $448,000, and Triangle Biomedical Sciences, Inc. with an unrealized appreciation of $280,000. The unrealized depreciation of $2,673,000 for
the year ended June 30, 2007 was primarily due to the write down of New Dominion Pictures, LLC of $3,648,000.

The net decrease in stockholders� equity resulting from operations of $2,143,000 for the year ended June 30, 2008 or $1.12 loss per share
compared to a decrease of $5,359,000 or $2.80 loss per share for the year ended June 30, 2007 was due to the various items noted above.

Financial Condition, Liquidity and Capital Resources

At June 30, 2009, the Company�s loans and investments at fair value totaled $18.2 million compared to the $20.9 million reported at June 30,
2008. For fiscal year 2009, the Company made additional debt and equity investments in three existing portfolio companies totaling $0.9
million. In addition, the Company received proceeds from the sale of investments, principal collected on debt securities, return of capital on
equity securities and proceeds from collection of notes receivables of $2.5 million. This compared to the Company�s funding $5.9 million in new
investments in 2008 and receiving proceeds from the sales of investments, principal collected on debt securities, return of capital on equity
securities and proceeds from collection of notes receivable of $5.2 million. The Company�s cash position at June 30, 2009 decreased to $0.3
million from the $1.0 million reported June 30, 2008 due primarily to an increase in invested idle funds and additional investments made in
portfolio companies. The Company�s cash position at June 30, 2008 decreased to $1.0 million from the $3.9 million reported June 30, 2007 due
primarily to the repayment of $5.3 million in debentures to the SBA and investments made in portfolio companies.

The net asset value per common share declined to $2.79 per share at June 30, 2009 from the $3.84 per share reported at June 30, 2008. The
decline in net asset value was due to a net decrease in stockholders� equity resulting from a net operations loss of $2.0 million or $1.05 loss per
share for the fiscal year ending June 30, 2009. The net decrease in stockholders equity resulting from operations was due primarily to the
realized loss on investments of $1.0 million substantially due to a $1.0 million write-off of International Wood, LLC and the unrealized loss on
investments of $0.6 million.

For the year ended June 30, 2009, the net cash provided by operating activities was $821,000 compared to $1,643,000 used during the year
ended June 30, 2008. The net cash used in investing activities was $1,048,000 for the year ended June 30, 2009 compared to $4,079,000 net cash
provided by investing activities for the fiscal year ended June 30, 2008. There was $511,000 used in financing activities for the year ending
June 30, 2009 and $5,300,000 used in financing activities for the year ending June 30, 2008.

The Company generates working capital through cash flow from operations, proceeds from borrowings under lines of credit and approved SBA
leverage, proceeds from principal repayments made on investments, and investment sales. The current outstanding SBA leverage of $16.1
million matures September 1, 2018 and bears an average interest rate of 6.476%. As of June 30, 2009, the Company had $16.1 million of
debentures outstanding and no outstanding unused commitments for future borrowings with the SBA. The Company can apply for additional
leverage (commitments) from SBA up to twice in any calendar year. The Company currently has a commitment request at SBA for
consideration. In addition, the Company maintains a short-term line of credit agreement with a local financial institution that allows for
maximum borrowing of $500,000 at June 30, 2009. Under regulations governing the SBIC program, SBA leverage eligibility is based on the
SBIC�s regulatory capital. Management is continuing to evaluate various strategic alternatives for the Company, including but not limited to
raising additional equity capital, exploring other sources of financing through the SBA and managing the existing investment portfolio and
reinvesting proceeds from repayments and liquidations. Management contracted with two individuals in March 2009 to advise and evaluate
strategic alternatives available to the Company in order to enhance and preserve shareholder value.

Capital Impairment

The Company is required to calculate the amount of capital impairment each reporting period based on Small Business Administration (SBA)
regulations. The purpose of the calculation is to determine if the Undistributed Net Realized Earnings (Deficit) after adjustment for net
unrealized gain or loss on securities exceeds the regulatory limits. If so, the Company is

5
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considered to have impaired capital. As of June 30, 2009, the Company�s calculated maximum impairment percentage (regulatory limit) was 70%
with a calculated capital impairment percentage of approximately 81%. The Company had a condition of capital impairment as of June 30, 2009.
The Company has provided the SBA with a plan of action to cure the capital impairment by December 31, 2009. The Company believes that
capital impairment can be cured (a calculated percentage below 70%) by raising new capital. The SBA is currently reviewing the Company�s
plan of action. If the plan of action is not accepted by the SBA, the Company will most likely be moved to the Office of Liquidation within the
SBA and be forced to start liquidating the portfolio.

Contractual Obligations and Commitments

The following table summarizes the Company�s material contractual obligations, including both on and off balance sheet arrangements, and
commitments at June 30, 2009 (in thousands):

Total 2010 2011 2012 2013 Thereafter
Contractual Obligations �
Operating leases $ 72 $ 28 $ 28 $ 16 $ � $ �
Borrowings �
SBA Debentures $ 16,100 $ � $ � $ � $ � $ 16,100
As of June 30, 2009, the Company had one outstanding commitment with portfolio companies as follows:

Amount Expiration Date
LaserNation, LLC $ 60,500 None
Operating Leases

The Company leases its office facility and copier under non-cancelable operating leases. The termination date of the leased office space is
January 31, 2012 and the termination date of the copier is January 10, 2010.

SBA Debentures

At June 30, 2009, $16.1 million of SBA debentures were outstanding. All debentures bear interest payable semi-annually at a fixed rate and are
due at maturity, which is ten years from the date that the interest rate is fixed. The debentures are subject to numerous covenants through the
SBA, including restrictions on dividend payments.

The SBA approved a $16.1 million refinance of the Company�s outstanding debentures on September 1, 2008. The $16.1 million of debentures
mature September 1, 2018 and bear an average interest rate of 6.476%. As of June 30, 2009, the Company had $16.1 million of debentures
outstanding with SBA and no outstanding commitments. The Company can request new commitments from the SBA twice a calendar year with
approval being at the discretion of the SBA. The Company currently has a commitment request with the SBA for consideration. If approved, the
commitment would be contingent on raising new capital.

Revolving Credit Facility

The Company has an unsecured line of credit with a financial institution with a total availability of $500,000. The line bears interest at the bank�s
prime rate plus one percent, with a minimum rate of five and one quarter. There were no outstanding borrowings under the line at June 30, 2009.
The line of credit expires on December 15, 2009. The line of credit has four covenants that must be met (1.) minimum tangible net worth of $5.5
million (2.) maximum debt to tangible net worth ratio between 3.0 and 1.0 (3.) minimum liquidity amount of $500,000 and (4.) maximum capital
impairment ratio below 70%. The Company has violated three of the four covenants. Due to the Company not being in compliance with the
covenants, we are not able to draw on the line of credit.

Critical Accounting Policies and Estimates

Critical accounting policies are those that are both most important to the portrayal of our financial condition and results of operations and which
require our most complex or subjective judgments or estimates. The discussion and analysis of our financial condition and results of operations
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with accounting principals generally accepted in the United States of America. The preparation of these financial statements requires us to make
estimates and judgments that affect reported amounts of assets, liabilities, revenues and expenses and related disclosure of contingent assets and
liabilities. On an on-going basis, we evaluate the judgments and estimates underlying our accounting policies, primarily the periodic valuation of
our investment portfolio.

Effective July 1, 2007, the Company adopted Statement of Financial Accounting Standards No. 157, Fair Value Measurements (�SFAS 157�).
SFAS 157 defines fair value, establishes a framework for measuring fair value under GAAP, establishes a three-level valuation hierarchy for
disclosure of fair value measurement and enhances disclosure requirements for fair value measurements. Fair value is defined under SFAS 157
as the exchange price that would be received for an asset or paid to transfer a liability (an exit price) in the principal or most advantageous
market for the asset or liability in an orderly transaction between market participants on the measurement date. SFAS 157 also establishes a fair
value hierarchy which requires an entity to maximize the use of observable inputs and minimize the use of unobservable inputs when measuring
fair value.

The Company values its investment portfolio at fair values as determined in good faith by the Company�s Executive Committee of the Board of
Directors. The policy presumes that loans and investments are acquired with the intent that they are to be held until maturity or disposed of in the
ordinary course of business. The Company determines fair value to be the amount for which an investment can be exchanged in an orderly
disposition over a reasonable period of time between willing parties other than in a forced or liquidation sale.

The Company invests primarily in illiquid securities, including the debt and equity of private companies. The Company�s valuation policy
considers the fact that privately negotiated securities change value over a long period of time and that no readily available market exists for their
liquidation. The Company�s valuation policy is intended to provide a consistent basis for establishing the fair value of the portfolio. Unlike banks,
the Company is not permitted to provide a general reserve for anticipated loan losses. Instead, the Company must record each individual
investment at fair value each quarter. The Company records unrealized depreciation on investments when it believes that an asset has been
impaired and full collection of the loan or realization of an equity security is doubtful. Conversely, the Company records unrealized appreciation
if it has a clear indication that the underlying portfolio company has appreciated in value and the Company�s security has also appreciated in
value. Under its valuation policy, the Company does not consider temporary changes in the capital markets such as interest rate movements or
changes in the public equity markets, in order to determine whether an investment in a private company has been impaired or whether such
investment has increased in value. The value of investments in public securities is determined using quoted market prices, discounted for
illiquidity and or restrictions on resale. Due to the uncertainty inherent in the valuation process, estimates of fair value may differ significantly
from the values that would have been used had a ready market for the securities existed. Additionally, changes in the market environment and
other events that may occur over the life of the investments may cause the gains or losses ultimately realized on these investments to be different
than the valuations currently assigned.

New Accounting Pronouncements

In October 2008, the FASB issued FSP No. 157-3, Determining the Fair Value of a Financial Asset When the Market for That Asset is Not
Active (�FSP 157-3�). FSP 157-3 provides an illustrative example of how to determine the fair value of a financial asset in an inactive market. The
FSP does not change the fair value measurement principles set forth in FAS 157. Since adopting FAS 157 in July 2007, the Company�s practices
for determining the fair value of its investment portfolio have been, and continue to be, consistent with the guidance provided in FSP 157-3.
Therefore, the Company�s adoption of FSP 157-3 did not affect its practices for determining the fair value of its investment portfolio and did not
have a material effect on its financial position or results of operations.

In April 2009, the FASB issued FSP No. FAS 157-4, Determining Fair Value When the Volume and Level of Activity for the Asset or Liability
Have Significantly Decreased and Identifying Transactions That Are Not Orderly (�FSP 157-4�) and FSP No. FAS 107-1 and APB 28-1, Interim
Disclosures about Fair Value of Financial Instruments (�FSP 107-1�). Both FSPs are effective for reporting periods ending on or after June 15,
2009. Since adopting FAS 157 in July 2007, the Company�s practices for determining fair value and for disclosures about the fair value of its
investment portfolio have been, and continue to be, consistent with the guidance provided in FSP 157-4 and FSP 107-1. Therefore, the
Company�s adoption of both FSP 157-4 and FSP 107-1 did not affect its practices for determining the fair value of its investment portfolio and
did not have a material effect on its financial position or results of operations.
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In April 2009, the FASB issued FSP No. FAS 115-2 and FAS 124-2 �Recognition and Presentation of Other-Than-Temporary Impairments�. FAS
115-2 and FAS 124-2 amend the existing guidance regarding impairments for investments in debt securities. Specifically, it changes how
companies determine if an impairment is considered to be other-than-temporary and the related accounting. This standard also provides for
increased disclosures. FSP FAS 157-4 and FSP FAS 115-2 and FAS 124-2 are effective for interim and annual reporting periods ending after
June 15, 2009 with early adoption permitted for periods ending after March, 15, 2009, provided both FSPs are adopted concurrently. The
Company�s adoption of FAS 115-2 and FAS 124-2 did not affect its practices for determining the fair value of its investment portfolio and did
not have a material effect on its financial position or results of operations.

In May 2009, the FASB issued FAS No. 165, Subsequent Events (�FAS 165�). FAS 165 establishes general standards of accounting for and
disclosure of events that occur after the balance sheet date but before financial statements are issued or are available to be issued. FAS 165
includes a new required disclosure of the date through which an entity has evaluated subsequent events and is effective for interim periods or
fiscal years ending after June 15, 2009. The Company�s adoption of FAS 165 did not have a material effect on its financial position or results of
operations.

In June 2009, the FASB issued FAS No. 168, The FASB Accounting Standards Codification TM and the Hierarchy of Generally Accepted
Accounting Principles � a replacement of FASB Statement No. 162 (�FAS 168�). The Codification will become the source of authoritative GAAP
recognized by the FASB to be applied by nongovernmental entities. Rules and interpretive releases of the SEC under authority of federal
securities laws are also sources of authoritative GAAP for SEC registrants. On the effective date of FAS 168, the Codification will supersede all
then-existing non-SEC accounting and reporting standards. All other non-grandfathered, non-SEC accounting literature not included in the
Codification will become nonauthoritative. FAS 168 is effective for financial statements issued for interim and annual periods ending after
September 15, 2009. FAS 168 is only expected to impact the Company�s disclosures by requiring Codification references.

Quantitative and Qualitative Disclosure About Market Risk

The Company�s business activities contain elements of risk. The Company considers the principal types of market risk to be: risk of lending and
investing in small privately owned companies, valuation risk of portfolio, risk of illiquidity of portfolio investments and the competitive market
for investment opportunities. The Company considers the management of risk essential to conducting business and to maintaining profitability.
Accordingly, the Company�s risk management systems and procedures are designed to identify and analyze the Company�s risks, to set
appropriate policies and limits and to continually monitor these risks and limits by means of reliable administrative and information systems and
other policies and programs.

The Company manages its market risk by maintaining a portfolio of debt and equity interests that is diverse by industry, geographic area, size of
individual investment and borrower. The investments are in private business enterprises. Since there is typically no public market for the equity
interests of small companies in which the Company invests, the valuation of the equity interests in the Company�s portfolio of private business
enterprises is subject to the estimate of the Company�s Executive Committee. In the absence of a readily ascertainable market value, the
estimated value of the Company�s portfolio of equity interests may differ significantly from the values that would be placed on the portfolio if a
ready market for the equity interests existed. Any changes in estimated value are recorded in the Company�s statement of operations as �Net
unrealized gains (losses).� Each hypothetical 1% increase or decrease in value of the Company�s portfolio of securities of $20.9 million at June 30,
2008, and $18.2 million at June 30, 2009, would have resulted in unrealized gains or losses and would have changed stockholder�s equity
resulting from operations for the year by 2.8% and 3.4%, respectively.

The Company�s sensitivity to changes in interest rates is regularly monitored and analyzed by measuring the characteristics of assets and
liabilities. The Company utilizes various methods to assess interest rate risk in terms of the potential effect of interest income net of interest
expense, the market value of net assets and the value of risk in an effort to ensure that the Company is insulated from any significant adverse
effects from changes in interest rates. Based on the model used for the sensitivity of interest income net of interest expense, if the balance sheet
were to remain constant and no actions were taken to alter the existing interest rate sensitivity, a hypothetical immediate 100 basis point change
in interest rates would have affected stockholders� equity resulting from operations negligibly over a twelve-month horizon. The reason it would
be negligible is that the Company�s borrowings from SBA are at a fixed rate as are the portfolio investments. Although management believes that
this measure is indicative of the Company�s sensitivity to interest rate changes, it does not adjust for potential changes in credit quality, size and
composition of the balance sheet and other business developments that could affect operating results. Accordingly, no assurances can be given
that actual results would not differ materially from the potential outcome simulated by this estimate.
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PRICE RANGE OF COMMON STOCK

The Company�s Common Stock is quoted on the NASDAQ Stock Market under the symbol WSCC. As of August 31, 2009, the Company had 89
stockholders of record and approximately 282 beneficial owners. The following table sets forth the range of high and low bid prices of the
Company�s common stock as reported on the NASDAQ stock market for the period from February 2, 1998, when public trading of the common
stock commenced pursuant to the IPO, through June 30, 2009.

Net Asset
Value Per Share (1)

Bid Price
High Low Close

1998
Third Quarter $ 8.18 $ 11.750 $ 10.750 $ 10.875
Fourth Quarter 8.24 11.375 10.125 11.125
1999
First Quarter $ 8.25 $ 11.375 $ 9.000 $ 9.250
Second Quarter 8.37 10.620 7.500 8.500
Third Quarter 8.71 8.750 6.500 7.250
Fourth Quarter 8.90 7.875 6.000 6.750
2000
First Quarter $ 8.98 $ 7.063 $ 6.625 $ 6.875
Second Quarter 11.13 9.438 6.625 9.000
Third Quarter 12.16 10.750 7.563 8.375
Fourth Quarter 10.65 8.500 6.500 6.500
2001
First Quarter $ 10.44 $ 7.000 $ 4.000 $ 6.250
Second Quarter 9.75 6.250 2.531 3.750
Third Quarter 8.35 5.250 3.250 3.250
Fourth Quarter 7.59 4.000 3.000 3.650
2002
First Quarter $ 8.00 $ 3.700 $ 2.000 $ 2.300
Second Quarter 6.76 4.750 2.250 2.740
Third Quarter 5.92 3.400 1.870 1.890
Fourth Quarter 5.52 2.990 1.390 2.600
2003
First Quarter $ 5.82 $ 2.780 $ 1.670 $ 2.000
Second Quarter 5.70 3.700 1.520 2.400
Third Quarter 5.53 4.400 2.130 2.900
Fourth Quarter 8.21 3.410 2.500 2.670
2004
First Quarter $ 8.28 $ 4.190 $ 2.530 $ 3.950
Second Quarter 8.81 4.420 3.490 3.810
Third Quarter 10.13 7.720 3.610 7.000
Fourth Quarter 9.82 8.720 5.250 5.500
2005
First Quarter $ 9.81 $ 5.550 $ 4.100 $ 4.850
Second Quarter 9.41 5.600 4.150 4.880
Third Quarter 7.81 5.780 4.610 5.150
Fourth Quarter 10.83 5.460 3.410 4.050
2006
First Quarter $ 10.96 $ 4.650 $ 3.460 $ 4.200
Second Quarter 9.84 4.400 3.460 3.950
Third Quarter 10.02 4.440 3.670 4.000
Fourth Quarter 7.75(2) 4.460 3.670 4.000
2007
First Quarter $ 7.05 $ 4.030 $ 3.250 $ 3.570
Second Quarter 6.86 4.800 2.700 4.050
Third Quarter 6.89 4.150 3.410 4.090
Fourth Quarter 4.95 4.780 3.610 4.620
2008
First Quarter $ 4.90 $ 4.710 $ 3.170 $ 3.950
Second Quarter 5.04 3.650 1.290 1.400
Third Quarter 5.02 2.000 1.000 1.520
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Fourth Quarter 3.84 1.800 1.030 1.140
2009
First Quarter $ 3.64 $ 1.440 $ 0.030 $ 0.830
Second Quarter 3.63 0.830 0.010 0.410
Third Quarter 3.64 0.630 0.010 0.330
Fourth Quarter 2.79 0.550 0.220 0.360

(1) Net asset value per share is determined as of the last day in the calendar quarter and therefore may not reflect the net asset value per share on the date of the
high or low sales prices for that specific quarter. The net asset values shown are based on outstanding shares at the end of each quarter and the previously
reported values have been restated to reflect the 5% stock dividend declared on February 5, 1999 and the 6% stock dividend declared on December 7, 1999.

(2) On May 1, 2006, the Company issued 458,873 additional shares of Common Stock through a Stock Rights Offering to existing shareholders only. The stock
was sold for $4.00 per share, thereby diluting the net asset value per share.
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REPORT OF INDEPENDENT REGISTERED

PUBLIC ACCOUNTING FIRM

The Stockholders and Board of Directors

Waterside Capital Corporation

Virginia Beach, Virginia

We have audited the accompanying balance sheets of Waterside Capital Corporation, including the schedule of loans and investments, as of June
30, 2009 and 2008 and the related statements of operations, changes in stockholders� equity and cash flows for each of the years in the three-year
period ended June 30, 2009. Waterside Capital Corporation�s management is responsible for these financial statements. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United States). Those standards
require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. The company is not required to have, nor were we engaged to perform, an audit of its internal control over financial reporting. Our
audits included consideration of internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the company�s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements, assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Waterside Capital
Corporation as of June 30, 2009 and 2008, and the results of its operations and its cash flows for each of the years in the three-year period ended
June 30, 2009 in conformity with accounting principles generally accepted in the United States of America.

The accompanying financial statements have been prepared assuming that the Company will continue as a going concern. As shown in the
financial statements, the Company incurred a net decrease in stockholders� equity as a result of operations in the amount of $2,003,586 during the
year ended June 30, 2009, and, as of that date, had an undistributed accumulated loss of $11,695,085. As described more fully in Notes 2 and 12
to the financial statements, the Company has a maximum allowable capital impairment percentage of 70% as established by the Company�s
regulator the Small Business Administration (�SBA�) which has guaranteed $16.1 million in debentures of the Company. As of June 30, 2009, the
Company�s calculated capital impairment percentage is approximately 81%. By exceeding the maximum allowable capital impairment
percentage as established by the Company�s regulator, the Company is in default on its debentures which, among other things, may cause the
balances to become due on demand. As discussed within Noted 2 and 12, the Company has submitted a plan of action to the SBA to cure the
capital impairment; however this plan is subject to the SBA�s approval. Those conditions raise substantial doubt about the Company�s ability to
continue as a going concern. The financial statements do not include any adjustments that might result from the outcome of this uncertainty.

Norfolk, Virginia

September 1, 2009
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WATERSIDE CAPITAL CORPORATION

BALANCE SHEETS

JUNE 30, 2008 AND JUNE 30, 2009

June 30,
2008

June 30,
2009

ASSETS:
LOANS AND INVESTMENTS:
Investments in portfolio companies at fair value:
Loans $ � $ 139,500
Debt securities 6,496,176 4,585,652
Equity securities 11,040,763 10,821,024
Options and warrants 2,052,921 1,743,823

Total portfolio securities, cost of $18,370,245 and $17,247,290 at June 30, 2008 and June 30, 2009,
respectively
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