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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark one)
[XIQUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934
For the quarterly period ended September 30, 2007

[ ITRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF

1934
For the transition period from to

Commission File Number 0-26392

CICERO INC.
(Exact name of registrant as specified in its charter)

Delaware 11-2920559
(State or other jurisdiction of incorporation or (I.R.S Employer Identification Number)
organization)
8000 Regency Pkwy., Cary, North Carolina 27518
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(919) 380-5000

(Registrant's telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was
required to file such reports) and (2) has been subject to such filing requirements for the past 90 days. YES X NO __
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Part 1. Financial Information
Item 1. Financial Statements

CICERO INC.
CONSOLIDATED BALANCE SHEETS
(in thousands)

(unaudited)
September December
30, 31,
2007 2006
ASSETS
Current assets:
Cash and cash equivalents $ 17 $ 310
Assets of operations to be abandoned 78 80
Trade accounts receivable, net 269 170
Notes receivable 5 --
Prepaid expenses and other current assets 59 22
Total current assets 428 582
Property and equipment, net 20 15
Total assets $ 448 $ 597
LIABILITIES AND STOCKHOLDERS' DEFICIT

Current liabilities:
Short-term debt $ 813 $ 2,899
Accounts payable 2,304 2,360
Accrued expenses:
Salaries, wages, and related items 1,025 1,012
Other 1,940 1,732
Liabilities of operations to be abandoned 451 435
Deferred revenue 147 38
Total current liabilities 6,680 8,476
Non-current liabilities 1,971 33
Total liabilities 8,651 8,509
Stockholders' (deficit):
Preferred stock -- --
Common stock 41 35
Additional paid-in capital 228,063 226,407
Accumulated deficit (236,292) (234,345)
Accumulated other comprehensive loss (15) 9
Total stockholders' (deficit) (8,203) (7,912)
Total liabilities and stockholders' (deficit) $ 448 $ 597

The accompanying notes are an integral part of the consolidated financial statements.
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CICERO INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(in thousands, except per share amounts)

Revenue:

Software

Maintenance

Services

Total operating revenue

Cost of revenue
Software
Maintenance
Services

Total cost of revenue

Gross margin

Operating expenses:

Sales and marketing

Research and product development
General and administrative

(Gain) on disposal of asset

Total operating expenses

Loss from operations

Other income (expense):

Interest expense

Other income/(expense)

Loss before provision for income
taxes

Income tax provision

Net loss
Net loss per share applicable to
common shareholders—basic and

diluted

Weighted average common shares
outstanding -- basic and diluted

The accompanying notes are an integral part of the consolidated financial statements.

(unaudited)
Three Months Ended
September 30,
2007 2006
1 $ 100 $
84 23
302 125
387 248
-- 3
94 50
211 135
305 188
82 60
241 104
217 150
546 260
- (23)
1,004 491
(922) (431)
(64) (219)
21 3
(965) (647)
1 -
(966) $ 647) $
(0.02) $ (1.46) $
39,020 444

Nine Months
Ended September 30,
2007 2006
1 207
202 101
732 541
935 849
-- 8
201 163
427 429
628 600
307 249
572 301
475 393
1,069 709
-- (24)
2,116 1,379
(1,809) (1,130)
(186) (599)
49 9)
(1,946) (1,738)
1 -
(1,947) (1,738)
(0.06) (3.62)
34,785 480
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CICERO INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)
(unaudited)

Nine Months Ended
September 30,
2007 2006
Cash flows from operating activities:
Net loss $ (1,947) $ (1,738)
Adjustments to reconcile net loss to net cash
used in operating activities:

Depreciation and amortization 2 9
Stock compensation expense 582 --
Gain on disposal of assets -- 23

Changes in assets and liabilities, net of
assets acquired andliabilities assumed:
Trade accounts receivable and related party

receivables (99) (135)
Assets and liabilities — discontinued

operations 18 (37)
Prepaid expenses and other assets (42) 23
Accounts payable and accrued expenses (21) 648
Deferred revenue 109 (32)
Net cash used in operating activities (1,398) (1,239)

Cash flows from investing activities:
Purchases of equipment (7 (13)

Cash flows from financing activities:
Proceeds from the issuance of common

stock 1,023 --
Borrowings under credit facility, term loans,

notes payable 156 1,432
Repayments of term loans, credit facility

and notes payable 61) (105)
Net cash provided by financing activities 1,118 1,327
Effect of exchange rate changes on cash (6) 2)

Net increase (decrease) in cash and cash

equivalents (293) 73
Cash and cash equivalents:

Beginning of period 310 29
End of period $ 17 $ 102

The accompanying notes are an integral part of the consolidated financial statements.
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CICERO INC.
CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS
(in thousands)

(unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
2007 2006 2007 2006
Net loss $ (966) $ 647) $ (1,947) $ (1,738)
Other comprehensive loss, net
of tax:
Foreign currency translation
adjustment (6) ) (6) 5
Comprehensive loss $ (972) $ (648) $ (1,953) $ (1,743)

The accompanying notes are an integral part of the consolidated financial statements.
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CICERO INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(unaudited)

NOTE 1. INTERIM FINANCIAL STATEMENTS

The accompanying financial statements for the three and nine months ending September 30, 2007 and 2006 are
unaudited, and have been prepared pursuant to the rules and regulations of the Securities and Exchange Commission
("SEC"). Certain information and note disclosures normally included in annual financial statements prepared in
accordance with generally accepted accounting principles of the United States of America have been condensed or
omitted pursuant to those rules and regulations. Accordingly, these interim financial statements should be read in
conjunction with the audited financial statements and notes thereto contained in Cicero Inc.'s (the "Company")
Amendment No. 1 to the Annual Report on Form 10-K/A for the year ended December 31, 2006, filed with the SEC
on July 11, 2007. The results of operations for the interim periods shown in this report are not necessarily indicative
of results to be expected for other interim periods or for the full fiscal year. In the opinion of management, the
information contained herein reflects all adjustments necessary for a fair statement of the interim results of
operations. All such adjustments are of a normal, recurring nature. Certain reclassifications have been made to the
prior year amounts to conform to the current year presentation.

The year-end condensed balance sheet data was derived from audited financial statements in accordance with the rules
and regulations of the SEC, but it does not include all disclosures required for financial statements prepared in
accordance with generally accepted accounting principles of the United States of America.

The accompanying consolidated financial statements include the accounts of the Company and its subsidiaries. All of
the Company's subsidiaries are wholly owned for the periods presented.

Liquidity

The accompanying financial statements have been prepared on a going concern basis, which contemplates the

realization of assets and the satisfaction of liabilities in the normal course of business. The Company has incurred

losses of $2,997,000 and $3,681,000 in the past two years and has experienced negative cash flows from operations

for each of the past three years. For the nine months ended September 30, 2007, the Company incurred a loss of

$1,947,000 and had a working capital deficiency of $6,252,000. The Company’s future revenues are entirely dependent
on acceptance of Cicero® software, which has had limited success in commercial markets to date. These factors

among others raise substantial doubt about the Company’s ability to continue as a going concern for a reasonable
period of time.

The financial statements presented herein do not include any adjustments relating to the recoverability of assets and
classification of liabilities that might be necessary should the Company be unable to continue as a going concern. In
order to address these issues and to obtain adequate financing for the Company’s operations for the next twelve
months, the Company is actively promoting and continuing to enhance its Cicero®-related product line and pursuing
customers that have expressed interest in the Cicero® software technology. The Company is experiencing difficulty in
achieving sales and other revenue largely because of concerns about the viability of the Company. Cicero® software
is a new “category defining” product in that most Enterprise Application Integration (EAI) projects are performed at the
server level and Cicero®’s integration occurs at the desktop without the need to open and modify the underlying code
for those applications being integrated. Many companies are not aware of this new technology or tend to look toward
more traditional and accepted approaches. The Company is attempting to solve the former problem by improving the
market’s knowledge and understanding of Cicero® software through marketing and leveraging its limited number of
reference accounts while enhancing its list of resellers and system integrators to assist in the sales and marketing
process. Specifically, the Company has created a direct sales force and invested marketing dollars in webcasts, sales

12
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conferences, articles and direct advertisements. As discussed in Note 5, the Company completed a private placement
of its common stock wherein it raised $500,000 of new capital during the first quarter of 2007. The Company
completed a second private

Page 7
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placement of its common stock October 2007 wherein it raised $533,000. As of September 30, 2007 the Company
has received $523,000. The Company will need to raise additional capital or enter into other strategic transactions to
continue to fund operations and also expects that current pipeline opportunities will generate revenues and will reduce
its operating losses in future periods. There can be no assurance that management’s plan will be executed as
anticipated.

Use of Accounting Estimates

The preparation of financial statements in conformity with accounting principals generally accepted in the United
States of America 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 amounts could differ from these estimates.

Stock-Based Compensation

During 2006, the Company adopted SFAS No. 123 (revised 2004) (“SFAS No. 123R”), “Share-Based Payment”, which
addresses the accounting for stock-based payment transactions in which an enterprise receives employee services in
exchange for (a) equity instruments of the enterprise or (b) liabilities that are based on the fair value of the enterprise’s
equity instruments or that may be settled by the issuance of such equity instruments. In January 2005, the SEC issued
SAB No. 107, which provides supplemental implementation guidance for SFAS No. 123R. SFAS No. 123R
eliminates the ability to account for stock-based compensation transactions using the intrinsic value method under
Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock Issued to Employees”, and instead
generally requires that such transactions be accounted for using a fair-value-based method. The Company uses the
Black-Scholes option-pricing model to determine the fair-value of stock-based awards under SFAS No. 123R,
consistent with that used for pro forma disclosures under SFAS No. 123, “Accounting for Stock-Based
Compensation”. The Company has elected to use the modified prospective transition method as permitted by SFAS
No. 123R and, accordingly, prior periods have not been restated to reflect the impact of SFAS No. 123R. The
modified prospective transition method requires that stock-based compensation expense be recorded for all new and
unvested stock options that are ultimately expected to vest as the requisite service is rendered beginning on the first

day of the Company’s year ended December 31, 2006. Stock-based compensation expense for awards granted prior to
2006 is based on the grant-date fair-value as determined under the pro forma provisions of SFAS No. 123. The
Company issued 2,756,173 options on August 17, 2007 of which 977,449 were vested immediately. The Company
recognized $546,000 in stock-based compensatioin expense for the three months ended September 30, 2007. The
Company also recognized $36,000 in stock-based compensation expense for the 549,360 restricted shares of stock
reserved for Mr. John Broderick, the Company's CEO, in accordance with his 2007 employment agreement.

The following table sets forth certain information as of September 30, 2007, about shares of the Company’s common
stock, par value $.001 (the “Common Stock”), outstanding and available for issuance under the Company’s existing
equity compensation plans: the Cicero Inc. 2007 Employee Stock Option Plan, the Cicero Inc. (formerly Level 8
Systems, Inc.) 1997 Stock Option Incentive Plan and the Outside Director Stock Option Plan. The Company’s
stockholders approved all of the Company’s Stock-Based Compensation Plans.

Shares
Outstanding on January
1, 2007 45,315
Granted 2,756,173
Exercised --
Forfeited (50)
2,801,438

14
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Outstanding on
September 30, 2007

Weighted average

exercise price of

outstanding options $ 5.76
Shares available for

future grants on

September 30, 2007 1,745,027

Options to purchase shares of common stock are excluded from the calculation of diluted earnings per share
when their inclusion would have an anti-dilutive effect on the calculation. No options were included for the three

month and nine month periods ended September 30, 2007 and 2006. Basic earnings per
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Edgar Filing: CICERO INC - Form 10-Q

common share are computed by dividing net income by the weighted average number of shares of common stock
outstanding during the respective period. Diluted earnings per common share are computed by dividing net income
by the weighted average number of shares of common stock and dilutive potential common shares outstanding during
the respective period. The weighted average number of common shares is increased by the number of dilutive
potential common shares issuable on the exercise of options less the number of common shares assumed to have been
purchased with the proceeds from the exercise of the options pursuant to the treasury stock method; those purchases
are assumed to have been made at the average price of the common stock during the respective period. The average
price of Cicero common stock during the three months of September 30, 2007 and September 30, 2006 was $0.42 and
$1.59 respectively.

NOTE 2. RECENT ACCOUNTING PRONOUNCEMENTS

In February 2007, the FASB issued SFAS 159, The Fair Value Option for Financial Assets and Financial Liabilities —

an amendment of FASB Statement 115. The statement permits entities to choose to measure many financial

instruments and certain other items at fair value. The objective is to improve financial reporting by providing entities

with the opportunity to mitigate volatility in reported earnings caused by measuring related assets and liabilities

differently without having to apply complex hedge accounting provisions. Most of the provisions of this statement

apply only to entities that elect the fair value option; however, the amendment to FASB Statement 115, Accounting for

Certain Investments in Debt and Equity Securities, applies to all entities with available-for-sale and trading securities.

The Company does not believe adoption of this statement will have a material impact on the Company’s financial
statements.

In July 2006, the FASB issued FIN No. 48, “Accounting for Uncertainty in Income Taxes — An Interpretation of SFAS
No. 109”. FIN No. 48 clarifies the accounting for uncertainty in income taxes recognized in an enterprise’s financial
statements in accordance with SFAS No. 109, “Accounting for Income Taxes.” FIN No. 48 also prescribes a
recognition threshold and measurement attribute for financial statement recognition and measurement of a tax position
taken or expected to be taken in a tax return. In addition, FIN No. 48 provides guidance on derecognition,
classification, interest and penalties, accounting in interim periods, disclosure and transition. The provisions of FIN
No. 48 are to be applied to all tax positions upon initial adoption of this standard. Only tax positions that meet the
more-likely-than-not recognition threshold at the effective date may be recognized or continue to be recognized as an
adjustment to the opening balance of accumulated deficit (or other appropriate components of equity) for that fiscal
year. The provisions of FIN No. 48 are effective for fiscal years beginning after December 15, 2006. The adoption of
this new standard did not have a material impact on our financial position, results of operations, or cash flows.

In September 2006, the Securities and Exchange Commission (“SEC”) issued the Staff Accounting Bulletin 108 (“SAB
108”), to address diversity in practice in quantifying financial statement misstatements. SAB 108 requires that the
Company quantify misstatements based on their impact on each of its financial statements and related
disclosures. SAB 108 is effective for fiscal years ending after November 15, 2006. The Company has adopted SAB
108 effective as of December 31, 2006. The adoption of this bulletin did not have a material impact on our financial
position, results of operations, or cash flows.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements”. SFAS No. 157 provides guidance for
using fair value to measure assets and liabilities. It also responds to investors’ requests for expanded information about
the extent to which companies measure assets and liabilities at fair value, the information used to measure fair value,
and the effect of fair value measurements on earnings. SFAS No. 157 applies whenever other standards require (or
permit) assets or liabilities to be measured at fair value, and does not expand the use of fair value in any new
circumstances. SFAS No. 157 is effective for financial statements issued for fiscal years beginning after November
15, 2007 and is required to be adopted by the Company in the first quarter of 2008. The Company is currently
evaluating the effect that the adoption of SFAS No. 157 will have on our financial position, results of operations, or

16



Edgar Filing: CICERO INC - Form 10-Q

cash flows.
In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections”, which changes the
requirements for the accounting and reporting of a change in accounting principle. SFAS No.154 applies to all

voluntary changes in accounting principle as well as to changes

Page 9
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required by an accounting pronouncement that does not include specific transition provisions. SFAS No. 154 requires
that changes in accounting principle be retrospectively applied. SFAS No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. The Company does not believe adoption
of this statement will have a material impact on the Company’s financial statements.

In December 2004, the FASB issued SFAS 123 (Revised) and Share-Based Payment (SFAS 123(R)). SFAS 123(R)
replaces SFAS 123, “Accounting for Stock-based Compensation”, as amended by SFAS 148, “Accounting for
Stock-based Compensation—Transition and Disclosure” (SFAS 148), and supersedes “Accounting Principles Board No.
25, Accounting for Stock Issued to Employees”. The new statement requires companies to recognize expenses for
stock-based compensation in the statement of operations and was adopted by the Company on July 1, 2006. The
Company granted 2,756,173 options August 17, 2007 at an exercise price of $0.51 per share. For the nine months
ended September 30, 2007, the Company recognized $582,000 of stock-based compensation expense.

NOTE 3. SHORT-TERM DEBT
Notes payable, short-term debt, and notes payable to related party consist of the following:

September December

(dollars in thousands) 30,2007 31,2006

Term loan (a) $ - $ 1971
Note payable; related party (b) 9 9
Notes payable (c) 804 919

$ 813 § 2,899

(a)In October 2007, the Company, in conjunction with BluePhoenix Solutions, the guarantor, retired the Note payable
to Bank Hapoalim and entered into a new note in the principal amount of $1,021,000 maturing in December
2011. See Note 4. Long-term Debt and Note 10. Subsequent Events.

(b)From time to time the Company entered into promissory notes with one of the Company's directors and the former
Chief Information Officer, Anthony Pizi. As of September 30, 2007, the Company is indebted to Mr. Pizi in the
amount of $9,000. The notes bear interest at 12% annum.

(c)The Company does not have a revolving credit facility and from time to time has issued a series of short-term
promissory notes to private lenders, which provide for short-term borrowings both unsecured and secured by
accounts receivable. In addition, the Company has settled certain litigation and agreed to issue a series of
promissory notes to support its obligations in the aggregate principal amount of $124,000. The notes bear interest
between 10% and 12% per annum.

NOTE 4. LONG-TERM DEBT

The Company has a $1,971,000 term loan bearing interest at LIBOR plus 1.5% (approximately 6.36% on September
30, 2007). Interest is payable quarterly. There are no financial covenants and the term loan is guaranteed by
BluePhoenix Solutions, the Company's former principal shareholder. In October 2007, the Company, in conjunction
with BluePhoenix Solutions, retired the Note payable to Bank Hapoalim and entered into a new note in the principal
amount of $1,021,000 with interest at LIBOR plus 1%, maturing in December 2011. See Note 10. Subsequent Events.

Page 10
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NOTE 5. STOCKHOLDERS’ EQUITY

In October 2007, the Company completed a private sale of shares of its common stock to a group of investors, four of

which are members of our Board of Directors. Under the terms of that agreement, the Company sold 2,169,312 shares

of its common stock for $0.2457 per share for a total of $533,000. As of September 30, 2007 the Company has

received $523,000. Participating in this consortium were Mr. John L. (Launny) Steffens, the Company’s Chairman, and
Messrs. Bruce Miller, Don Peppers, and Bruce Percelay, members of the Board. Mr. Steffens converted the principal

amount of his short term notes with the Company of $250,000 for 1,017,501 shares of common stock. Mr. Miller

invested $20,000 for 81,400 shares of common stock, Mr. Peppers acquired 101,750 shares for a $25,000 investment

and Mr. Bruce Percelay acquired 40,700 shares for a $10,000 investment.

In August 2007, the Company issued 2,756,173 options of which 977,449 were vested immediately. The Company
recognized $546,000 in stock-based compensation expense for the three months ended September 30, 2007. The
Company also recognized $36,000 in stock-based compensation expense for the 549,360 restricted shares of stock
reserved for Mr. John Broderick, the Company's CEO, in accordance with his 2007 employment agreement.

In February 2007, the Company completed a private sale of shares of its common stock to a group of investors, three
of which are members of our Board of Directors. Under the terms of that agreement, the Company sold 3,723,008
shares of its common stock for $0.1343 per share for a total of $500,000. Participating in this consortium were Mr.
Mark Landis, the Company’s former Chairman and Mr. Bruce Miller, who is a Board member. Mr. Landis acquired
74,460 shares for a $10,000 investment and Mr. Miller acquired 148,920 shares for a $20,000 investment. In May
2007, Mr. John L. (Launny) Steffens was elected Chairman of the Board of Directors. Prior to his election, Mr.
Steffens had participated in the private sale of shares acquiring 1,006,379 shares for an investment of $135,157.

In December 2006, the Company completed its Plan of Recapitalization, approved by its stockholders at a Special
Stockholders Meeting held on November 16, 2006. Results of the Plan included a reverse stock split at a ratio of
100:1; change of the Company’s name from Level 8 Systems, Inc. to Cicero Inc.; increased the authorized common
stock of the Company from 85 million shares to 215 million shares; converted existing preferred shares into a new
Series A-1 Preferred Stock; converted and cancelled senior reorganization debt in the aggregate principal amount of
$2.3 million into 3,438,473 shares of common stock; converted the aggregate principal amount of $3.9 million of
convertible bridge notes into 30,508,448 shares of common stock; converted each share of Series A3 Preferred Stock
into 4.489 shares of Series A-1 Preferred Stock; converted each share of Series B3 Preferred Stock into 75 shares of
Series A-1 Preferred Stock; converted each share of Series C Preferred Stock into 39.64 shares of Series A-1 Preferred
Stock; converted an aggregate principal amount of $1.1 million of Series D Preferred Stock, recorded as mezzanine
financing, into 53 shares of Preferred Stock; and converted an aggregate principal amount of $1 million of convertible
promissory notes into 1,591 shares of Series A-1 Preferred Stock. As of September 30, 2007 the Company had 1,604
shares of Series A-1 Preferred Stock outstanding.

NOTE 6. INCOME TAXES

The Company accounts for income taxes in accordance with Statement of Financial Accounting Standards No. 109,
"Accounting for Income Taxes." The Company's effective tax rate differs from the statutory rate primarily due to the
fact that no income tax benefit was recorded for the net loss for the first nine months of fiscal year 2007 or
2006. Because of the Company's recurring losses, the deferred tax assets have been fully offset by a valuation
allowance.

NOTE 7. LOSS PER SHARE
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Basic loss per share is computed based upon the weighted average number of common shares outstanding. Diluted
earnings/(loss) per share is computed based upon the weighted average number of common shares outstanding and
any potentially dilutive securities. Potentially dilutive securities outstanding during the periods presented include
stock options, warrants and preferred stock.

The following table sets forth the potential shares that are not included in the diluted net loss per share calculation
because to do so would be anti-dilutive for the periods presented:

September 30,

2007 2006
Stock options, common share
equivalent 2,801,438 47,953
Warrants, common share
equivalent 300,100 193,761
Preferred stock, common
share equivalent 1,603,618 85,046

4,705,156 326,760

Page 11
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NOTE 8. SEGMENT INFORMATION AND GEOGRAPHIC INFORMATION

Management makes operating decisions and assesses performance of the Company’s operations based on the following
reportable segments: Desktop Integration segment and Messaging and Application Engineering segment.

The principal product in the Desktop Integration segment is Cicero®. Cicero® is a business integration software

product that maximizes end-user productivity, streamlines business operations and integrates disparate systems and
applications.

The products that comprise the Messaging and Application Engineering segment are the encryption technology

products, Email Encryption Gateway, Software Development Kit (SDK), Digital Signature Module, Business
Desktop, and Personal Desktop.

Segment data includes a charge allocating all corporate-headquarters costs to each of its operating segments based on
each segment's proportionate share of expenses. The Company evaluates the performance of its segments and

allocates resources to them based on earnings (loss) before interest and other income/(expense), taxes, and in-process
research and development.

While segment profitability should not be construed as a substitute for operating income or a better indicator of
liquidity than cash flows from operating activities, which are determined in accordance with accounting principles
generally accepted in the United States of America, it is included herein to provide additional information with respect
to our ability to meet our future debt service, capital expenditure and working capital requirements. Segment
profitability is not necessarily a measure of our ability to fund our cash needs. The non-GAAP measures presented
may not be comparable to similarly titled measures reported by other companies.

The table below presents information about reported segments for the three and nine months ended September 30,
2007 and 2006 (in thousands):

Three Months Ended September 30, Three Months Ended September 30,

2007 2006
Messaging Messaging
and and
Desktop Application Desktop Application
Integration Engineering Total Integration  Engineering Total
Total revenue $ 385 % 2 3 387 $ 247 % 13 248
Total cost of revenue 305 -- 305 188 - 188
Gross margin 80 2 82 59 1 60
Total operating expenses 961 43 1,004 488 26 514
Segment profitability (loss) $ (881) $ “41) $ (922) $ (429) $ 25 $ (454)
Nine Months Ended September 30, Nine Months Ended September 30,
2007 2006
Messaging Messaging
and and
Desktop Application Desktop Application
Integration Engineering Total Integration  Engineering Total
Total revenue $ 931 $ 4 3 935 § 843 § 6 $ 849
Total cost of revenue 628 -- 628 600 -- 600
Gross margin (loss) 303 4 307 243 6 249
Total operating expenses 2,021 95 2,116 1,332 71 1,403
Segment profitability (loss) $  (1,718) $ On $ (1,809 $ (1,089) $ 65) $  (1,154)

21
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A reconciliation of total segment operating expenses to total operating expenses for the three and nine months ended
September30 (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,
2007 2006 2007 2006
Total segment operating
expenses $ 1,004 $ 514 $ 2,116 $ 1,403
(Gain) on disposal of asset -- (23) -- (24)
Total operating expenses  $ 1,004 $ 491 $ 2,116 $ 1,379

A reconciliation of total segment profitability (loss) to loss before provision for income taxes for the three and nine
months ended September30 (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,

2007 2006 2007 2006
Total segment profitability
(loss) $ (922) $ 454) $ (1,809) $ (1,154)
Gain on disposal of asset -- 23 -- 24
Interest and other
income/(expense), net 43) (216) (137) (608)
Total loss before income
taxes $ (965) $ 647) $ (1,946) $ (1,738)

The following table presents a summary of assets by segment (in thousands):

September 30,
2007 2006
Desktop Integration $ 20 $ 14
Messaging and
Application Engineering -- --
Total assets $ 20 $ 14

NOTE 9. CONTINGENCIES

Various lawsuits and claims have been brought against us in the normal course of our business. In January 2003, an
action was filed in the Circuit Court of Loudon County, Virginia, for a breach of a real estate lease. The case was
settled in August 2003. Under the terms of the settlement agreement, we agreed to assign a note receivable with
recourse equal to the unpaid portion of the note should the note obligor default on future payments. The unpaid
balance of the note was $545,000, of which the current unpaid principal portion is approximately $31,000 and it
matures in December 2007. At the maturity date of the note, the Company will be liable for three additional payments
totaling approximately $31,000 which we have recognized as a current liability. The final payment is due March 1,
2008.

In October 2003, we were served with a summons and complaint in the Superior Court of North Carolina regarding
unpaid invoices for services rendered by one of our subcontractors. The amount in dispute was approximately
$200,000 and is included in accounts payable. Subsequent to March 31, 2004, we settled this litigation. Under the
terms of the settlement agreement, we agreed to pay a total of $189,000 plus interest over a 19-month period ending

23



Edgar Filing: CICERO INC - Form 10-Q

November 15, 2005. The Company is in the process of negotiating a series of payments for the remaining liability of
approximately $88,000.

In March 2004, we were served with a summons and complaint in the Superior Court of North Carolina regarding a
security deposit for a sublease in Virginia. The amount in dispute is approximately $247,000. In October 2004, we

reached a settlement agreement wherein we agreed to pay $160,000 over a 36-month period ending October 2007.

Page 13
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In August 2004, we were notified that we were in default under an existing lease agreement for office facilities in
Princeton, New Jersey. The amount of the default is approximately $65,000. Under the terms of the lease agreement,
we may be liable for future rents should the space remain vacant. We have reached a settlement agreement with the
landlord which calls for a total payment of $200,000 over a 36-month period ending October 2007.

In October 2005, Critical Mass Mail, Inc. filed a claim against us in the amount of $45,000 for failure to pay certain
liabilities under an Asset Purchase Agreement dated January 9, 2004. We in turn filed a counter-claim that Critical
Mass Malil, Inc. failed to deliver certain assets and other documents under the same Asset Purchase Agreement. We
had already reserved for the potential liability under this action as part of the asset purchase accounting in our
financial statements. In February, 2006, Critical Mass Mail amended their complaint and is seeking damages of
approximately $600,000 for our failure to timely register the underlying securities issued pursuant to the Asset
Purchase Agreement. In November 2006, we negotiated a settlement with Critical Mass Mail that provides for
monthly payments of the amounts already accrued. In December 2006 we settled the amended complaint and agreed
to issue $50,000 worth of the Company’s common stock. The Company recorded stock expense as of December 31,
2006 in this amount.

In June 2007, the Company filed a complaint in Superior Court of New Jersey against Computer Generated Solutions
(CGS) for a breach of contract under a Master Products and Services Agreement dated July 2006 wherein we sought
damages of approximately $400,000. In July 2007, Computer Generated Solutions filed a counter claim against us for
damages in the amount of $200,000. In October 2007, both parties executed a settlement agreement. Under the terms
of the agreement, along with mutual releases, CGS agreed to pay the Company $50,000 and to cease any use of the
Company's products.

Under the indemnification clause of the Company’s standard reseller agreements and software license agreements, the
Company agrees to defend the reseller/licensee against third party claims asserting infringement by the Company’s
products of certain intellectual property rights, which may include patents, copyrights, trademarks or trade secrets, and
to pay any judgments entered on such claims against the reseller/licensee.

NOTE 10. SUBSEQUENT EVENTS

In October 2007, the Company agreed to restructure the Note payable to Bank Hapoalim and guaranty by

BluePhoenix Solutions. Under a new agreement with BluePhoenix, the Company made a principal reduction payment

to Bank Hapoalim in the amount of $300,000. Simultaneously, BluePhoenix paid $1,671,000 to Bank Hapoalim,

thereby discharging that indebtedness. The Company and BluePhoenix entered into a new Note in the amount of
$1,021,000, bearing interest at LIBOR plus 1.0% and maturing on December 31, 2011. In addition, BluePhoenix

acquired 2,546,149 shares of the Company’s common stock in exchange for $650,000 paid to Bank Hapoalim to retire
that indebtedness. Of the new note payable to BluePhoenix, approximately $350,000 is due on January 31, 2009 and

the balance is due on December 31, 2011.
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Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations.

Cicero Inc, formerly known as Level 8 Systems Inc, is a provider of business integration software that enables
organizations to integrate new and existing information and processes at the desktop with our Cicero® software
product. Business integration software addresses the emerging need for a company's information systems to deliver
enterprise-wide views of the company's business information processes. The Company also provides email encryption
products that address information and security compliance from the individual to the enterprise.

In addition to software products, the Company also provides technical support, training and consulting services as part

of its commitment to providing its customers industry-leading integration solutions. The Company’s consulting team
has in-depth experience in developing successful enterprise-class solutions as well as valuable insight into the

business information needs of customers in the Global 5000. Cicero Inc. offers services around our integration and

encryption software products.

This Quarterly Report on Form 10-Q contains forward-looking statements relating to such matters as anticipated

financial performance, business prospects, technological developments, new products, research and development

activities, liquidity and capital resources and similar matters. A variety of factors could cause the Company’s actual
results to differ materially from the anticipated results or other expectations expressed in the Company's

forward-looking statements. These risk and uncertainties include, among others, the following:

*We had no software sales and only limited revenues which have been insufficient to cover operating expenses,
therefore, there is substantial doubt as to whether we can continue as a going concern;

e We have a history of losses and expect that we will continue to experience losses at least through 2007;

* We require additional capital to fund our operations and funding may not be available or if available on terms that
are acceptable;

*We may sell additional securities from time to time that may result in subsequent dilution of our equity or impose
covenants that we may find burdensome or difficult to meet;

. We depend on an unproven strategy for ongoing revenue;
e Economic conditions could adversely affect our revenue growth and cause us not to achieve desired revenue;

*The “penny stock rule” makes it cuambersome for brokers and dealers to trade in our common stock, making the
market for our common stock less liquid which could cause the price of our stock to decline;

e Because we cannot accurately predict the amount and timing of individual sales, our quarterly operating results may
vary significantly, which could adversely impact our stock price;

o Loss of key personnel associated with Cicero® development could adversely affect our business;

e Different competitive approaches or internally developed solutions to the same business problem could delay or
prevent adoption of Cicero®;

. Our ability to compete may be subject to factors outside our control;

*The markets for our products are characterized by rapidly changing technologies, evolving industr standards, and
frequent new product introductions;
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*We may face damage to the reputation of our software and a loss of revenue if our software products fail to perform
as intended or contain significant defects;

e  We may be unable to enforce or defend our ownership and use of proprietary and licensed technology;
¢ QOur business may be adversely impacted if we do not provide professional services to implement our solutions;

eBecause our software could interfere with the operations of customers, we may be subject to potential product
liability and warranty claims by these customers;

® We have not paid any cash dividends on our common stock and it is likely that no cash dividends will be paid in the
future; and

. Provisions of our charter and bylaws and Delaware law could deter takeover attempts.

Reference should be made to such factors and all forward-looking statements are qualified in their entirety by the
above cautionary statements. Although we believe that these forward-looking statements are based upon reasonable
assumptions, we can give no assurance that our goals will be achieved. Given these uncertainties, prospective
investors are cautioned not to place undue reliance on these forward-looking statements. These forward-looking

statements are made as of the date of this quarterly report. We assume no obligation to update or revise them or
provide reasons why actual results may differ.

The Company's results of operations include the operations of the Company and its subsidiaries.

RESULTS OF OPERATIONS

The table below presents information about reported segments for the three and nine months ended September 30,
2007 and 2006 (in thousands):

Three Months Ended September 30, Three Months Ended September 30,

2007 2006
Messaging Messaging
and and
Desktop Application Desktop Application
Integration Engineering Total Integration  Engineering Total
Total revenue $ 385 § 2 $ 387 $ 247§ 1 $ 248
Total cost of revenue 305 - 305 188 - 188
Gross margin 80 2 82 59 1 60
Total operating expenses 961 43 1,004 488 26 514
Segment profitability (loss) $ (881) $ “41) $ 922) $ (429) $ (25 $ (454)
Nine Months Ended September 30, Nine Months Ended September 30,
2007 2006
Messaging Messaging
and and
Desktop Application Desktop Application
Integration Engineering Total Integration  Engineering Total
Total revenue $ 931 $ 4 3 935 $ 843 § 6 $ 849
Total cost of revenue 628 - 628 600 -- 600
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303 4 307
2,021 95 2,116
(1,718) $ O1 $ (1,809) $

243
1,332
(1,089) $

6
71
(65) $

249
1,403
(1,154)
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THREE MONTHS ENDED SEPTEMBER 30, 2007 COMPARED WITH THE THREE MONTHS ENDED
SEPTEMBER 30, 2006.

Total Revenues. Total revenues increased $139,000, or 56%, from $248,000 to $387,000, for the three months ended
September 30, 2007, as compared with the three months ended September 30, 2006. This increase is due to an
increase in consulting service and maintenance revenues for the third quarter of 2007 offset by a decrease in software
revenue for the same period.

Total Cost of Revenue. Total cost of revenue increased $117,000, or 62.2%, from $188,000 to $305,000, for the
three months ended September 30, 2007, as compared with the three months ended September 30, 2006. The increase
is primarily attributable to the recognition of $126,000 for stock-based compensation expense during the period.

Gross Margin. Gross margin was $82,000, or a gross margin percentage of 21.2%, for the three months ended
September 30, 2007, as compared to the gross margin of $60,000, or a gross margin percentage of 24.2% for the three
months ended September 30, 2006. The improvement in gross margin is due to the increase in revenue as above.

Total Operating Expenses. Total operating expenses increased $513,000, or 104.5%, from $491,000 to $1,004,000
for the three months ended September 30, 2007, as compared with the three months ended September 30, 2006. The
increase in total operating expenses is primarily attributable to the recognition of $456,000 as stock-based
compensation expensed during the period as well as an increase in sales and marketing costs as the Company has
created a direct sales force and implemented several marketing campaigns.

Segments. Management makes operating decisions and assesses performance of the Company’s operations based on
the following reportable segments: Desktop Integration segment and Messaging and Application Engineering
segment.

Desktop Integration Segment.

Total Revenues. Total Desktop Integration System revenue increased approximately $138,000, or 55.9%, from
$247,000 to $385,000 for the three months ended September 30, 2007, as compared with the three months ended
September 30, 2006. The increase in revenue is primarily caused by an increase in consulting and maintenance
revenues offset by a decrease in software revenue.

Total Cost of Revenues. Total Desktop Integration System cost of revenue increased approximately $117,000 or
62.2% from $188,000 to $305,000 for the three months ended September 30, 2007, as compared with the three months
ended September 30, 2006. The primary costs of revenues is royalty payments based on a percentage of software
sales, personnel costs and related overhead for maintenance revenue, and personnel costs and related overhead, and
travel expenses associated with the generation of consulting service revenue. The increase in cost of revenues is
primarily due to the recognition of $126,000 for stock-compensation expenses during the period.

Gross Margin. Gross margin increased from $59,000 to a margin of $80,000 for the three months ended September
30, 2007, as compared with the three months ended September 30, 2006. The improvement in gross margin is
primarily attributable to the increase in revenues as described above.

Total Operating Expenses. Total operating expenses increased $473,000, or 96.9% from $488,000 to $961,000 for
the three months ended September 30, 2007, as compared with the three months ended September 30, 2006. The
increase in total operating expenses is primarily attributable to the recognition of $456,000 in stock-compensation
expenses during the period as well as an increase in sales and marketing expenses resulting from the addition of a
direct sales force and the establishment of several marketing campaigns.

Messaging and Application Engineering Segment.
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Total Revenues. Total Messaging and Application Engineering revenue increased approximately $1,000 or 100%,
from $1,000 to $2,000 for the three months ended September 30, 2007, as compared with the three months ended
September 30, 2006. The increase in total Messaging and Application Engineering revenue was not significant.
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Total Cost of Revenues. Messaging and Application Engineering did not incur cost of revenues for the three months
ended September 30, 2007, as compared with the three months ended September 30, 2006.

Gross Margin. Gross margin increased from $1,000 to $2,000 for the three months ended September 30, 2007, as
compared with the three months ended September 30, 2006.

Total Operating Expenses. Total operating expenses increased $17,000, or 65.4%, from $26,000 to $43,000 for the
three months ended September 30, 2007, as compared with the three months ended September 30, 2006. The increase
is attributable to the recognition of $20,000 for stock-based compensation for the period.

Segment Profitability. Segment profitability represents loss before income taxes, interest and other income (expense)
gain (loss) on sale of assets. Segment profitability (loss) for the three months ended September 30, 2007, was
approximately ($922,000) as compared to ($454,000) for the same period of the previous year. The increase in the loss
before income taxes, interest and other income and expense, and gain or loss on sale of assets is primarily attributable
to the recognition of $582,000 for stock-based compensation expense during the period, as well as an increase in
consulting and maintenance revenues offset by a decrease in software revenue.

Segment profitability is not a measure of performance under generally accepted accounting principles in the United
States of America, and should not be considered as a substitute for net income, cash flows from operating activities
and other income or cash flow statement data prepared in accordance with generally accepted accounting principles in
the United States of America, or as a measure of profitability or liquidity. We have included information concerning
segment profitability as one measure of our cash flow and historical ability to service debt and because we believe
investors find this information useful. Segment profitability as defined herein may not be comparable to similarly
titled measures reported by other companies.

Revenue. The Company has three categories of revenue: software products, maintenance, and consulting services.
Software products revenue is comprised primarily of fees from licensing the Company's proprietary software products.
Maintenance revenue is comprised of fees for maintaining, supporting, and providing periodic upgrades to the
Company's software products. Consulting services revenue is comprised of fees for consulting and training services
related to the Company's software products.

The Company's revenues vary from quarter to quarter, due to market conditions, the budgeting and purchasing cycles

of customers and the effectiveness of the Company’s sales force. The Company typically does not have any material
backlog of unfilled software orders and product revenue in any quarter is substantially dependent upon orders received

in that quarter. Because the Company's operating expenses are based on revenue levels that are relatively fixed over

the short term, variations in the timing of the recognition of revenue can cause significant variations in operating

results from quarter to quarter.

We generally recognize revenue from software license fees when our obligations to the customer are fulfilled, which
is typically upon delivery or installation. Revenue related to software maintenance contracts is recognized ratably
over the terms of the contracts. Revenues from services are recognized on a time and materials basis as the services
are performed and amounts due from customers are deemed collectible and non-refundable. The revenue recognition
rules pertaining to software arrangements are complicated and certain assumptions are made in determining whether
the fee is fixed and determinable and whether collectability is probable. Should our actual experience with respect to
collections differ from our initial assessment, there could be adjustments to future results.

Software Products.

Software Product Revenue. Software product revenue decreased approximately $99,000, or 99% for the three
months ended September 30, 2007 as compared with the three months ended September 30, 2006.
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Software Product Gross Margins. The gross margin on software products for the three months ended September 30,
2007 and 2006 was 100% and 97% respectively. Cost of software is composed of royalties to third parties, and to a
lesser extent, production and distribution costs.
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Maintenance.

Maintenance Revenue. Maintenance revenue for the three months ended September 30, 2007, increased by
approximately $61,000, or 265.2%, from $23,000 to $84,000, as compared to the three months ended September 30,
2006 and is attributable to one significant maintenance agreement that was contracted in the early part of the
year. The Desktop Integration segment accounted for approximately 98.8% of total maintenance revenue for the
quarter ended September 30, 2007.

Maintenance Gross Margin (Loss). Gross margin (loss) on maintenance products for the three months ended
September 30, 2007, was (11.9)% compared with (117.4)% for the three months ended September 30, 2006. Cost of
maintenance is comprised of personnel costs and related overhead for the maintenance and support of the Company’s
software products and the reduction of gross margin (loss) is due to the increase in maintenance revenues.

Services.

Services Revenue. Service revenue increased $177,000, or 141.6%, from $125,000 to $302,000 for the three months
ended September 30, 2007, as compared with the three months ended September 30, 2006. All of services revenues
are directly related to the Desktop Integration Segment. Revenues are expected to increase for the Desktop Integration
segment as the Cicero® product gains acceptance and our existing customers extend additional consulting projects.
The Messaging and Application Engineering segment service revenues should continue to be insignificant as the
majority of the relevant products are commercial off-the-shelf applications and therefore do not require any significant
service labor to install.

Services Gross Margin (Loss). Services gross margin was 30.1% for the three months ended September 30, 2007,
compared with gross margin (loss) of (8)% for the three months ended September 30, 2006. The increase in gross
margin was attributable to the increase in service revenue offset by the recognition of $83,000 for stock-based
compensation expense during the period.

Sales and Marketing. Sales and marketing expenses primarily include personnel costs for sales people, marketing
personnel, travel and related overhead, as well as trade show participation and promotional expenses. Sales and
marketing expenses for the three months ended September 30, 2007, increased by approximately $137,000, or
131.7%, from $104,000 to $241,000 as compared with the three months ended September 30, 2006. The increase is
primarily attributable to the recognition of $52,000 of stock-based compensation during the periond as well as the
creation of a direct sales force and the creation of new marketing campaigns.

All sales and marketing expense are related to the Desktop Integration segment.

Research and Development. Research and product development expenses primarily include personnel costs for
product authors, product developers and product documentation and related overhead. Research and development
expense increased by approximately $67,000, or 44.7%, from $150,000 to $217,000 for the three months ended
September 30, 2007, as compared to the three months ended September 30, 2006. The increase is attributable to the
recognition of $83,000 for stock-based compensation expense during the period offset by the decrease in salary costs
for the quarter that were associated with the former Chief Information Officer. These costs were allocated to Research
and Development as well as General and Administrative.

General and Administrative. General and administrative expenses consist of personnel costs for the legal, financial,
human resources, and administrative staff, related overhead, and all non-allocable corporate costs of operating the
Company. Our principal executive offices are located in Cary, North Carolina. General and administrative expenses
for the three months ended September 30, 2007 increased by approximately $286,000, or 110%, over the same period
in the prior year. The increase is attributable to the recognition of $321,000 for stock-based compensation expense
during the period offset by a decrease in salary costs that were associated with the former Chief Information
Officer. These costs were allocated to Research and Development as well as General and Administrative.
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Provision for Taxes. The Company’s effective income tax rate for continuing operations differs from the statutory rate
primarily because an income tax benefit was not recorded for the net loss incurred in the third quarter of 2007 or 2006.
Because of the Company’s recurring losses, the deferred tax assets have been fully offset by a valuation allowance.
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Impact of Inflation. Inflation has not had a significant effect on the Company’s operating results during the periods
presented.

NINE MONTHS ENDED SEPTEMBER 30, 2007 COMPARED WITH THE NINE MONTHS ENDED
SEPTEMBER 30, 2006.

Total Revenues. For the nine months ended September 30, 2007, total revenues increased $86,000, or 10.1%,
compared with the nine months ended September 30, 2006. The overall increase in revenues is the result of an
increase in consulting service and maintenance revenues offset by a decrease in software license revenue.

Total Gross Margin. Gross margin was 32.8% for the nine months ended September 30, 2007, as compared with a
gross margin of 29.3% for the nine months ended September 30, 2006. The increase in the gross margin as a
percentage of revenues is primarily due to the increase in maintenance and services revenues.

Desktop Integration Segment.

Total Revenues. Total Desktop Integration System revenue increased approximately $88,000, or 10.4%, from
$843,000 to $931,000 for the nine months ended September 30, 2007, as compared with the nine months ended
September 30, 2006. The overall increase in revenues is caused by increases in maintenance and consulting service
revenues offset by a lack of software license revenues in the nine months ended September 30, 2007.

Total Cost of Revenues. Total Desktop Integration System cost of revenue increased approximately $28,000, or
4.7%, from $600,000 to $628,000 for the nine months ended September 30, 2007, as compared with the nine months
ended September 30, 2006. The increase in total Desktop Integration System cost of revenue is primarily attributable
to the recognition of $126,000 for stock-based compensation expense offset by a reduction in headcount and
associated overheads.

Gross Margin. Gross margin increased $60,000 from a gross margin $243,000 to a margin of $303,000 for the nine
months ended September 30, 2007, as compared with the nine months ended September 30, 2006.

Total Operating Expenses. Total operating expenses increased $689,000, or 51.7% from $1,332,000 to $2,021,000
for the nine months ended September 30, 2007, as compared with the nine months ended September 30, 2006. The
increase in total operating expenses is primarily attributable to the recognition of $456,000 of stock-based
compensation expense as well as an increase in General and Administrative expenses associated with the
Company's recapitalization during the last quarter of 2006 and the first quarter of 2007 and an increase in sales and
marketing costs as the Company has added additional direct sales staff as well as increased its marketing campaigns.

Messaging and Application Engineering Segment.

Total Revenues. Total Messaging and Application Engineering revenue decreased approximately $2,000 or 33.3%
from $6,000 to $4,000 for the nine months ended September 30, 2007, as compared with the nine months ended
September 30, 2006. The decrease in total Messaging and Application Engineering revenue, while minor in total,
reflects the Company’s limited success with its Ensuredmail product.

Total Cost of Revenues. Total Messaging and Application Engineering cost of revenue is $0.

Gross Margin. Gross margin decreased from $6,000 to $4,000, or 33.3%, for the nine months ended September 30,
2007, as compared with the nine months ended September 30, 2006.
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Total Operating Expenses. Total operating expenses increased $24,000, or 33.8%, from $71,000 to $95,000 for the
nine months ended September 30, 2007, as compared with the nine months ended September 30, 2006. The increase
is attributable to the recognition of $20,000 for stock-compensation expense.
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Software Products.

Software Product Revenue. Software product revenue decreased approximately $206,000, or 99.5%, from $207,000
to $1,000 for the nine months ended September 30, 2007, as compared with the nine months ended September 30,
2006. The Desktop Integration segment has not recognized any licensing revenue for the nine months ended
September 30, 2007 as compared to $205,000 for the nine months ended September 30, 2006. The Messaging and
Application Engineering segment had approximately $1,000 in Software product revenue for the nine months ended
September 30, 2007 as well as the nine months ended September 30, 2006.

Software Product Gross Margin. The gross margin on software products for the nine months ended September 30,
2007 and 2006 was 100% and 96.1%, respectively. Cost of software is composed primarily of amortization of
software product technology, amortization of capitalized software costs for internally developed software and royalties
to third parties, and to a lesser extent, production and distribution costs.

Maintenance

Maintenance Revenue. Maintenance revenue increased by approximately $101,000, or 100%, from $101,000 to
$202,000 for the nine months ended September 30, 2007, as compared with the nine months ended September 30,
2006. The increase in overall maintenance revenues is primarily due to the amortization of revenues resulting from a
new maintenance contract with Merrill Lynch initiated in January of 2007.

The Desktop Integration segment accounted for approximately 98.5% of total maintenance revenue for the nine
months ended September 30, 2007. The Messaging and Application Engineering segment accounted for
approximately 1.5% of total maintenance revenues for the same period. The majority of the Desktop Integration
maintenance as a percentage of the total is directly tied to the percentage composition of the revenue streams between
the Desktop segment and the Messaging segment.

Maintenance Gross Margin. Cost of maintenance is comprised of personnel costs and related overhead and the cost
of third-party contracts for the maintenance and support of the Company’s software products. Gross margin on
maintenance products for the nine months ended September 30, 2007, was 0.5% compared with the gross margin
(loss) of (61.4)% for the nine months ended September 30, 2006. The increase in gross margin is attributable to the
addition of a new maintenance contract with Merrill Lynch offset by the recognition of $43,000 for stock-based
compensation expense.

Services

Services Revenue. Services revenue increased $191,000, or 35.3%, from $541,000 to $732,000 for the nine months
ended September 30, 2007, as compared with the nine months ended September 30, 2006. The increase in service
revenues is attributable to two in-process contracts with existing customers.

Services Gross Margin. Services gross margin was 41.7% for the nine months ended September 30, 2007, as
compared with a gross margin of 20.7% for the nine months ended September 30, 2006. The increase in gross margin
for services was primarily attributable to the increase in service revenues in the period and the reduction of associated
costs to provide those services offset by the recognition of $83,000 for stock-based compensation expense.

Sales and Marketing. Sales and marketing expenses for the nine months ended September 30, 2007, increased by
approximately $271,000 or 90%, from $301,000 to $570,000 as compared with the nine months ended September 30,
2006. The increase in sales and marketing expenses is primarily attributable to the recognition of $52,000 for
stock-based compensation expense as well as the impact of creating a direct sales staff and increased marketing
campaigns.
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Sales and marketing expenses primarily include personnel costs for salespeople, marketing personnel, travel and
related overhead, as well as trade show participation and promotional expenses. The Company's emphasis for the sales
and marketing groups will be the Desktop Integration segment.

Research and Development. Research and development expense increased by approximately $67,000 or 44.7%,
from $393,000 to $475,000 in the nine months ended September 30, 2007, as compared to the same
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period in 2006. The increase is primarily attributable to the recognition of $83,000 for stock-based compensation
expense offset by a reduction in manpower and associated overheads. Research and product development expenses
primarily include personnel costs for product authors, product developers and product documentation and related
overhead.

General and Administrative. General and administrative expenses consist of personnel costs for the legal, financial,
human resources, and administrative staff, related overhead, and all non-allocable corporate costs of operating the
Company. Our principal executive offices are located in Cary, North Carolina. General and administrative expenses
for the nine months ended September 30, 2007, increased by approximately $360,000 or 50.8% over the same period
in the prior year. The increase in general and administration expense is primarily attributable to the recognition of
$321,000 for stock-based compensation expenses.

Provision for Taxes. The Company’s effective income tax rate for continuing operations differs from the statutory rate
primarily because an income tax benefit was not recorded for the net loss incurred in the first and third quarters of
2007 and 2006. Because of the Company’s recurring losses, the deferred tax assets have been fully offset by a
valuation allowance.

Segment Profitability. Segment profitability represents loss before income taxes, interest and other income (expense)
gain (loss) on sale of assets, and impairment charges. Segment profitability (loss) for the nine months ended
September 30, 2007, was approximately ($1,809,000) as compared to ($1,154,000) for the same period of the previous
year. The increase in the loss before income taxes, interest and other income and expense, gain or loss on sale of
assets and impairment charges is attributable to the recognition of $582,000 for stock-based compensation expense
and an increase in headcounts and related overheads as the Company has added a new direct sales team and
established marketing campaigns.

Segment profitability is not a measure of performance under accounting principles generally accepted in the United
States of America, and should not be considered as a substitute for net income, cash flows from operating activities
and other income or cash flow statement data prepared in accordance with accounting principles generally accepted in
the United States of America, or as a measure of profitability or liquidity. We have included information concerning
segment profitability as one measure of our cash flow and historical ability to service debt and because we believe
investors find this information useful. Segment profitability as defined herein may not be comparable to similarly
titled measures reported by other companies.

Impact of Inflation. Inflation has not had a significant effect on the Company’s operating results during the periods
presented.

LIQUIDITY AND CAPITAL RESOURCES
Cash

Cash and cash equivalents decreased to $17,000 at September 30, 2007 from $310,000 at December 31, 2006. The
Company utilized $293,000 of cash for the nine months ended September 30, 2007.

Net cash used by Operating Activities. Cash used by operations for the nine months ended September 30, 2007,
was $1,398,000 compared with $1,239,000 used by operations for the nine months ended September 30, 2006. Cash
used for the nine months ended September 30, 2007, was primarily comprised of the loss from operations of
approximately $1,947,000 and an increase in accounts receivable of $99,000 and an increase in prepaid expenses of
approximately $42,000. These cash outlays were offset by non-cash charges for depreciation and amortization of
approximately $2,000, recognition of $582,000 for stock-based compensation expense and an increase in assets and
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liabilities of discontinued operations of approximately $18,000. In addition, the Company’s cash increased by
approximately $109,000 from an increase in deferred revenues from maintenance contracts and a decrease of
approximately $21,000 in accounts payable and accrued expenses from vendors for services rendered.

Net cash used for Investing Activities The Company bought $7,000 of equipment for the nine months ended
September 30, 2007.
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Net cash provided by Financing Activities. Cash provided by financing activities for the nine months ended

September 30, 2007, was approximately $1,118,000 as compared with approximately $1,327,000 for the nine months

ended September 30, 2006. Cash provided from financing activities for the nine months ended September 30, 2007

included proceeds from the issuance of the Company’s common stock in the amount of $1,023,000 as well as net
borrowings under credit facilities and short term debt of $95,000.

Liquidity

The Company funded its cash needs during the nine months ended September 30, 2007 with cash on hand from

December 31, 2006, from a private sale of common stock and from short term borrowings. In October 2007, the

Company completed a private sale of shares of its common stock to a group of investors, four of which are members

of our Board of Directors. Under the terms of that agreement, the Company sold 2,169,312 shares of its common stock

for $0.2457 per share for a total of $533,000. As of September 30, 2007 the Company has received $523,000.

Participating in this consortium were Mr. John L. (Launny) Steffens, the Company’s Chairman, and Messrs. Bruce
Miller, Don Peppers, and Bruce Percelay, members of the Board. Mr. Steffens converted the principal amount of his

short term notes with the Company of $250,000 for 1,017,501 shares of common stock. Mr. Miller invested $20,000

for 81,400 shares of common stock, Mr. Peppers acquired 101,750 shares for a $25,000 investment and Mr. Bruce

Percelay acquired 40,700 shares for a $10,000 investment.

In February 2007, the Company completed a private sale of shares of its common stock to a group of investors, three

of which are members of our Board of Directors. Under the terms of that agreement, the Company sold 3,723,008

shares of its common stock for $0.1343 per share for a total of $500,000. Participating in this offering were Mr. Mark

Landis, who was the Company’s Chairman at that time and Mr. Bruce Miller, who is a Board member. Mr. Landis
acquired 74,460 shares for a $10,000 investment and Mr. Miller acquired 148,920 shares for a $20,000 investment. In

May 2007, Mr. John L. (Launny) Steffens was elected Chairman of the Board of Directors. Prior to his election, Mr.

Steffens had participated in the private purchase of shares acquiring 1,006,379 shares for an investment of $135,157.

The Company has a $1,971,000 term loan bearing interest at LIBOR plus 1.5% (approximately 6.36% at September
30, 2007), interest on which is payable quarterly. There are no financial covenants. In November 2006, the Company
and BluePhoenix Solutions Ltd. agreed to extend its guaranty on the term loan with Bank Hapoalim, and to extend the
maturity date on the loan to October 30, 2007. See Note 9. Subsequent Events.

In June 2007 the Company entered into a short term promissory note with interest at 6% per annum with Mr. John L.

(Launny) Steffens, the Company’s Chairman of the Board, in the amount of $150,000. This note is unsecured and
matures in June 2008. In August 2007 the Company entered into a second short term promissory note with interest at

6% per annum with Mr. Steffens in the amount of $100,000. The note is unsecured and matures in August 2008. In

September 2007, Mr. Steffens converted the principal amount of these notes of $250,000 into 1,017,501 shares of the

Company’s common stock.

From time to time the Company entered into promissory notes with one of the Company's directors and the former
Chief Information Officer, Anthony Pizi. As of September 30, 2007, the Company is indebted to Mr. Pizi in the
amount of $9,000. The notes bear interest at 12% per annum.

The Company has incurred losses of approximately $2,997,000 and $3,681,000 in the past two years and has
experienced negative cash flows from operations for each of the past three years. For the nine months ended
September 30, 2007 the Company incurred an additional loss of approximately $1,946,000 and has a working capital
deficiency of approximately $6,252,000. The Company’s future revenues are largely dependent on acceptance of our
Cicero® software product. There is substantial doubt that the Company can continue as a going concern. In order to
address these issues and to obtain financing for the Company’s operations for the next twelve months, the Company is
promoting its product line and pursuing customers that have expressed interest in the Cicero® technology. The
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Company is experiencing difficulty in achieving revenue because of customer concerns about the viability of the
Company. The Company is attempting to solve this problem by improving the market’s knowledge and understanding
of Cicero® through marketing and leveraging its limited number of reference accounts. The Company has assembled
a
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direct sales force and employed webcasts, direct advertisements, created “white papers”, written articles and participated
at trade shows to create an awareness of its products. The Company is attempting to address the financial concerns by
pursuing strategic partnerships although the Company has experienced limited success to date with this
approach. Additionally, the Company is seeking additional debt and equity capital in the near term to provide
additional liquidity. There can be no assurance that management will be successful in executing these strategies as
anticipated or in a timely manner or that revenues will reduce continuing operating losses. If the Company is unable
to significantly increase cash flow or obtain additional financing, it will likely be unable to fund operations for the
next twelve months. Any funding that the Company may be offered may not be on terms favorable to the Company or
its stockholders. These factors among others may indicate that the Company will be unable to continue as a going
concern for a reasonable period of time.

We do not believe that we currently have sufficient cash on hand to finance operations for the next twelve months. At
our current rates of expense and assuming the Company will generate revenues in the next twelve months at the
annualized rate of revenue generated in the first nine months of 2007, we will be able to fund planned operations with
existing capital resources for a minimum of four months and experience negative cash flow of approximately
$2,000,000 during the next twelve months to maintain planned operations. The accompanying consolidated financial
statements have been prepared on a going concern basis, which contemplates the realization of assets and the
satisfaction of liabilities in the normal course of business. The financial statements presented herein do not include
any adjustments relating to the recoverability of assets and classification of liabilities that might be necessary should
the Company be unable to continue as a going concern.

OFF-BALANCE SHEET ARRANGEMENTS

The Company does not have any off balance sheet arrangements. We have no unconsolidated subsidiaries or other
unconsolidated limited purpose entities, and we have not guaranteed or otherwise supported the obligations of any
other entity.

Item 3. Quantitative and Qualitative Disclosures about Market Risk

As the Company has sold most of its European based business and has closed several European sales offices, the
majority of revenues are generated from US sources. The Company expects that trend to continue for the next year. As
such, there is minimal foreign currency risk at present. Should the Company continue to develop a reseller presence in
Europe and Asia, that risk will be increased.

Item 4. Controls and Procedures

Our management, under the supervision and with the participation of our Chief Executive Officer who is also our
Chief Financial Officer, has evaluated the effectiveness of the design and operation of the Company’s disclosure
controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)), as of the end of the period
covered by this report. Based upon that evaluation, the Chief Executive Officer and the Chief Financial Officer
concluded that the Company’s disclosure controls and procedures were effective as of the end of the period covered by
this report. There have not been any changes in the Company’s internal control over financial reporting during the
fiscal quarter to which this report relates that have materially affected, or are reasonably likely to materially affect, the
Company’s internal control over financial reporting.

Part II. Other Information
Item 1. Legal Proceedings
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Various lawsuits and claims have been brought against us in the normal course of our business. In January 2003, an
action was filed in the Circuit Court of Loudon County, Virginia, for a
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breach of a real estate lease. The case was settled in August 2003. Under the terms of the settlement agreement, we
agreed to assign a note receivable with recourse equal to the unpaid portion of the note should the note obligor default
on future payments. The unpaid balance of the note was $545,000, of which the current unpaid principal portion is
approximately $62,000 and it matures in December 2007. At the maturity date of the note, the Company will be liable
for three additional payments totaling approximately $31,000 which we have recognized as a current liability. The
final payment is due March 1, 2008.

In October 2003, we were served with a summons and complaint in the Superior Court of North Carolina regarding
unpaid invoices for services rendered by one of our subcontractors. The amount in dispute was approximately
$200,000 and is included in accounts payable. Subsequent to March 31, 2004, we settled this litigation. Under the
terms of the settlement agreement, we agreed to pay a total of $189,000 plus interest over a 19-month period ending
November 15, 2005. The Company is in the process of negotiating a series of payments for the remaining liability of
approximately $88,000.

In March 2004, we were served with a summons and complaint in the Superior Court of North Carolina regarding a
security deposit for a sublease in Virginia. The amount in dispute is approximately $247,000. In October 2004, we
reached a settlement agreement wherein we agreed to pay $160,000 over a 36-month period ending October 2007.

In August 2004, we were notified that we were in default under an existing lease agreement for office facilities in
Princeton, New Jersey. The amount of the default is approximately $65,000. Under the terms of the lease agreement,
we may be liable for future rents should the space remain vacant. We have reached a settlement agreement with the
landlord which calls for a total payment of $200,000 over a 36-month period ending October 2007. As of October
2007, the Company has met its obligations.

In October 2005, Critical Mass Mail, Inc. filed a claim against us in the amount of $45,000 for failure to pay certain
liabilities under an Asset Purchase Agreement dated January 9, 2004. We in turn filed a counter claim that Critical
Mass Malil, Inc. failed to deliver certain assets and other documents under the same Asset Purchase Agreement. We
had already reserved for the potential liability under this action as part of the asset purchase accounting in our
financial statements. In February, 2006, Critical Mass Mail amended their complaint and is seeking damages of
approximately $600,000 for our failure to timely register the underlying securities issued pursuant to the Asset
Purchase Agreement. In November 2006, we negotiated a settlement with Critical Mass Mail that provides for
monthly payments of the amounts already accrued. In December 2006 we settled the amended complaint and agreed
to issue $50,000 worth of the Company’s common stock. The Company recorded stock expense as of December 31,
2006 in this amount.

In June 2007, the Company filed a complaint in Superior Court of New Jersey against Computer Generated Solutions
(CGS) for a breach of contract under a Master Products and Services Agreement dated July 2006 wherein we sought
damages of approximately $400,000. In July 2007, Computer Generated Solutions filed a counter claim against us for
damages in the amount of $200,000. In October 2007, both parties executed a settlement agreement. Under the terms
of the agreement, along with mutual releases, CGS agreed to pay the Company $50,000 and to cease any use of the
Company's products.

Under the indemnification clause of the Company’s standard reseller agreements and software license agreements, the
Company agrees to defend the reseller/licensee against third party claims asserting infringement by the Company’s
products of certain intellectual property rights, which may include patents, copyrights, trademarks or trade secrets, and
to pay any judgments entered on such claims against the reseller/licensee.

Item 1A. Risk Factors

There have been no material changes to the Risk Factors previously disclosed in Item 1A of the Company’s
Amendment No. 1 to the Annual Report on Form 10-K/A for the year ended December 31, 2006, filed with the SEC
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on July 11, 2007. The risks described in the Company’s Form 10-K are not the only risks facing the
Company. Additional risks that the Company presently does not know of or that the Company currently believes to
be immaterial could also impair the Company’s business or financial position.
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Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
In October 2007, the Company completed a private sale of shares of its common stock for a total of $533,000. Under
the terms of the sale, the Company issued 2,169,312 shares of common stock to a consortium of investors. All
proceeds were used for working capital purposes.
These shares were issued in reliance upon the exemption from registration under Rule 506 of Regulation D and on the
exemption from registration provided by Section 4(2) of the Securities Act of 1933 for transactions by an issuer not
involving a public offering.
Item 3. Defaults Upon Senior Securities

None
Item 4. Submission of Matters to a Vote of Security Holders

None
Item 5. Other Information

None
Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits

Exhibit
No. Description

31.1 Certification of Chief Executive Officer/Chief Financial Officer pursuant to Rule
13a-14(a) (filed herewith).

32.1 Certification of John P. Broderick pursuant to 18 USC § 1350, as adopted pursuant to
§906 of the Sarbanes-Oxley Act of 2002 (filed herewith).

(b) Reports on Form 8-K
None
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SIGNATURE

Pursuant to the requirements of Section 13 or 15(d) 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.

CICERO INC.

By: /s/ John P. Broderick
John P. Broderick

Chief Executive Officer
Principal Accounting Officer
Date: November 14, 2007
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