
MERCATOR SOFTWARE INC
Form 10-Q
May 15, 2003
Table of Contents

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

x Quarterly Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

   For the quarterly period ended March 31, 2003.

¨ Transition Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

   For the transition period from              to             .

Commission File Number: 0-22667

Mercator Software, Inc.
(Exact name of registrant as specified in its charter)

Delaware 06-1132156
(State or other jurisdiction

of incorporation or organization)

(I.R.S. Employer

Identification No.)
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45 Danbury Road, Wilton, CT 06897
(Address of principal executive offices) (Zip Code)

Registrant�s telephone number, including area code:

203-761-8600

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.    x  Yes    ¨  No

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Exchange Act).    ¨  Yes    x  No

As of May 9, 2003, registrant had 35,204,358 outstanding shares of Common Stock $.01 par value.
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MERCATOR SOFTWARE, INC.

CONSOLIDATED BALANCE SHEETS

(In thousands, except share data)

March 31,
2003

December 31,
2002

(unaudited)
ASSETS

Current assets:
Cash and cash equivalents $ 25,376 $ 29,920
Accounts receivable, less allowances of $1,204 and $1,588 16,125 22,223
Prepaid expenses and other current assets 3,697 3,775

Total current assets 45,198 55,918

Furniture, fixtures and equipment, net 8,804 9,165
Goodwill, net 43,960 43,960
Intangible assets, net 4,260 5,421
Other assets 1,392 1,265

Total assets $ 103,614 $ 115,729

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 6,446 $ 5,783
Accrued expenses and other current liabilities 15,487 22,197
Current portion of long-term debt 2,867 3,268
Current portion of deferred revenue 23,858 24,049

Total current liabilities 48,658 55,297

Deferred revenue, less current portion 351 465
Deferred tax liability 945 1,233
Long-term debt, less current portion 7,217 7,928
Other long-term liabilities 8,202 8,805

Total liabilities 65,373 73,728

Stockholders� equity:
Convertible preferred stock: $.01 par value; authorized 5,000,000 shares; no shares issued and outstanding �  �  
Common Stock: $.01 par value; authorized 190,000,000 shares; issued and outstanding 35,165,347 shares
and 34,528,560 shares, respectively 352 346
Additional paid-in capital 250,982 250,300
Accumulated deficit (211,925) (207,628)
Accumulated other comprehensive loss (1,168) (1,017)

Total stockholders� equity 38,241 42,001
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Total liabilities and stockholders� equity $ 103,614 $ 115,729

See accompanying notes to consolidated condensed financial statements.
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MERCATOR SOFTWARE, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS

(In thousands, except per share data)

(unaudited)

Three Months Ended
March 31,

2003 2002

Revenues:
Software licensing $ 6,972 $ 9,549
Services 5,606 7,964
Maintenance 10,431 9,899

Total revenues 23,009 27,412

Cost of revenues:
Software licensing 91 124
Services (exclusive of non-cash stock option re-pricing benefit of $0 and $(210), respectively) 5,296 7,655
Maintenance (exclusive of non-cash stock option re-pricing benefit of $0 and $(62), respectively) 1,659 2,016
Stock option re-pricing benefit �  (272)
Amortization of intangibles 961 961

Total cost of revenues 8,007 10,484

Gross profit 15,002 16,928

Operating expenses:
Product development (exclusive of non-cash stock option re-pricing benefit of $0 and $(190), respectively) 5,034 4,509
Selling and marketing (exclusive of non-cash stock option re-pricing benefit of $0 and $(298), respectively) 8,312 11,951
General and administrative (exclusive of non-cash stock option re-pricing benefit of $0 and $(151), respectively) 5,650 6,763
Stock option re-pricing benefit �  (639)
Amortization of intangibles 200 305
Restructuring charge/(benefit) 267 (245)

Total operating expenses 19,463 22,644

Operating loss (4,461) (5,716)

Foreign currency exchange gain/(loss), net 101 (60)
Other expense, net (221) (67)

Loss before income taxes (4,581) (5,843)
(Benefit from)/provision for income taxes (284) 270
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Net loss $ (4,297) $ (6,113)

Net loss per share:
Basic and fully diluted $ (0.12) $ (0.18)
Weighted average shares outstanding:
Basic and fully diluted 34,935 33,575

See accompanying notes to consolidated condensed financial statements.
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MERCATOR SOFTWARE, INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)

(unaudited)

Three Months Ended
March 31,

2003 2002

Cash flows from operating activities:
Net (loss) $ (4,297) $ (6,113)
Adjustment to reconcile net (loss) to net cash (used) by operating activities:
Depreciation and amortization 2,131 2,417
Amortization of deferred compensation �  82
Compensation related to modifications of fixed stock option awards �  (109)
Employee stock option re-pricing (benefit) �  (911)
(Benefits)/provisions for losses on accounts receivable (168) 73
Disposals of furniture, fixtures and equipment 45 15
Deferred taxes (288) (335)
Changes in operating assets and liabilities:
Accounts receivable 6,242 9,642
Prepaid expenses and other current assets 63 (809)
Other assets (115) 157
Accounts payable 682 (1,110)
Accrued expenses and other liabilities (7,368) (2,028)
Deferred revenue (292) (1,620)

Net cash (used) by operating activities (3,365) (649)

Cash flows from investing activities:
Purchase of furniture, fixtures and equipment (666) (380)
Restricted collateral deposits �  (72)

Net cash (used) by investing activities (666) (452)

Cash flows from financing activities:
Private placement expenses �  (229)
Debt agreement expenses (8) �  
Principal payments under debt agreement (625) �  
Principal payments under insurance premium financing (329) �  
Principal payments under capital leases (152) (151)
Proceeds from exercise of stock options 40 686
Proceeds from employee stock purchase plan 648 1,062

Net cash (used in) provided by financing activities (426) 1,368
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Effect of exchange rate changes on cash (87) (383)

Net change in cash (4,544) (116)
Cash at beginning of period 29,920 28,236

Cash at end of period $ 25,376 $ 28,120

Supplemental information:
Cash paid for:
Interest $ 161 $ 54
Income taxes $ 221 $ 65
Non-cash investing and financing activities:
Acquisition of equipment under capital leases $ �  $ 159

See accompanying notes to consolidated condensed financial statements.
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS

(unaudited)

(1) UNAUDITED INTERIM FINANCIAL STATEMENTS

The accompanying consolidated interim condensed financial statements contained herein are unaudited, but, in the opinion of management,
include all adjustments (consisting of normal recurring adjustments) necessary for a fair presentation of the financial position, results of
operations and cash flows for the periods presented. Results of operations for the periods presented herein are not necessarily indicative of
results of operations for the entire year.

Reference should be made to the Mercator Software, Inc. (�Mercator� or �the Company�) 2002 Annual Report on Form 10-K, which includes
audited financial statements for the year ended December 31, 2002.

Certain information and footnote disclosures normally included in financial statements prepared in accordance with generally accepted
accounting principles in the United States of America have been condensed or omitted pursuant to the Securities and Exchange Commission�s
(�SEC�) rules and regulations.

Certain reclassifications have been made to the prior years� financial statements to conform to the 2003 presentation.

The preparation of financial statements in accordance with accounting principles 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 revenue and expenses during the reporting period. Actual results
could differ from those estimates.

Stock Based Compensation

The Company accounts for stock-based transactions in accordance with Statement of Financial Accounting Standards (�SFAS�) No. 123,
�Accounting for Stock-Based Compensation.� As permitted by SFAS No. 123, the Company has elected to measure stock-based employee
compensation arrangements in accordance with the provisions of Accounting Principles Board Opinion No. 25 (�APB 25�), �Accounting for Stock
Issued to Employees,� and comply with the disclosure provisions of SFAS No. 123. Under the provisions of APB 25, no compensation cost for
stock options is recognized for fixed stock option awards granted with an exercise price at or above the fair value of the underlying Common
Stock on the date of the grant. For options granted with an exercise price less than fair value of the underlying Common Stock on the date of the
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grant, the related compensation expense is amortized on a straight-line basis over the vesting period. Had compensation expense for the
Company�s stock option grants been determined based on the fair value at the grant date for awards consistent with the method of SFAS No. 123,
the Company�s net loss would have resulted in the pro forma amounts for each year indicated below (in thousands except per share data):

Three Months Ended
March 31,

2003 2002

Net loss, as reported $ (4,297) $ (6,113)
Deduct: Total stock-based employee compensation expense determined under fair value based method for all
awards, net of related tax effects (1,041) (4,190)

Pro forma net loss $ (5,338) $ (10,303)

Earnings per share:
Basic and diluted�as reported $ (0.12) $ (0.18)
Basic and diluted�pro forma $ (0.15) $ (0.31)

6
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

The weighted average fair value of each option granted in the three months ended March 31, 2003 and 2002, was $1.06 and $7.73, respectively.
These values are based on estimates on the date of grant using the Black-Scholes option-pricing model using the following weighted average
assumptions:

Three Months Ended
March 31,

2003 2002

Risk�free interest rate 2.78% to 3.35% 2.78% to 3.36%
Expected life in years 6    6    
Expected volatility 110% 96%
Expected dividend yield 0% 0%

(2) COMPREHENSIVE LOSS

The Company applies the provisions of SFAS No. 130, �Reporting Comprehensive Income� which requires the Company to report in its financial
statements, in addition to its net income or loss, comprehensive income or loss, which includes all changes in equity during a period from
non-owner sources. The Company�s total comprehensive loss consists of its net loss and foreign currency translation adjustments. Total
comprehensive loss was ($4.4) million and ($6.4) million for the three months ended March 31, 2003 and 2002, respectively.

(3) RECENT ACCOUNTING PRONOUNCEMENTS

In June 2001, the Financial Accounting Standards Board (�FASB�) issued SFAS No. 143, �Accounting for Asset Retirement Obligations�. SFAS
No. 143 requires the Company to record the fair value of an asset retirement obligation as a liability in the period in which it incurs a legal
obligation associated with the retirement of tangible long-lived assets that result from the acquisition, construction, development and/or normal
use of the assets. The Company also records a corresponding asset, which is depreciated over the life of the asset. Subsequent to the initial
measurement of the asset retirement obligation, the obligation will be adjusted at the end of each period to reflect the passage of time and
changes in the estimated future cash flows underlying the obligation. The Company adopted SFAS No. 143 on January 1, 2003. The adoption of
SFAS No. 143 did not have a material impact on the Company�s financial position or results of operations.
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In June 2002, the FASB issued SFAS No. 146, �Accounting for Costs Associated with Exit or Disposal Activities,� which supersedes Emerging
Issues Task Force (�EITF�) Issue No. 94-3, �Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(Including Certain Costs Incurred in a Restructuring)�. This Statement requires that a liability for costs associated with exit or disposal activities
be recognized when the liability is incurred as opposed to recognition on the date an entity commits to an exit plan as previously required under
EITF Issue No. 94-3. The Company adopted SFAS No. 146 for exit and disposal activities initiated after December 31, 2002. The adoption of
SFAS No. 146 impacted the timing of certain restructuring charges (see Note 11).

In November 2002, the FASB issued FASB Interpretation No. (�FIN�) 45, �Guarantor�s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others.� This interpretation expands the disclosures to be made by a guarantor in its financial
statements about its obligations under certain guarantees and requires the guarantor to recognize a liability for the fair value of an obligation
assumed under a guarantee. FIN 45 clarifies the requirements of SFAS No. 5, �Accounting for Contingencies,� relating to guarantees. In general,
FIN 45 applies to contracts or indemnification agreements that contingently require the guarantor to make payments to the guaranteed party
based on changes in an underlying that is related to an asset, liability, or equity security of the guaranteed party. Certain guarantee contracts are
excluded from both the disclosure and recognition requirements of this interpretation, including, among others, guarantees relating to employee
compensation, residual value guarantees under capital lease arrangements, commercial letters of credit, loan commitments, subordinated
interests in a special purpose entity, and guarantees of a company�s own future performance. Other guarantees are subject to the disclosure
requirements of FIN 45 but not to the recognition provisions and include, among others, a guarantee accounted for as a derivative instrument
under SFAS No. 133, �Accounting for Derivative Instruments and Hedging Activities�, a parent�s guarantee of debt owed to a third party by its
subsidiary or vice versa, and a guarantee which is based on performance not price. The disclosure requirements of FIN 45 were effective for the
Company as of December 31, 2002, and required disclosure of the nature of the guarantee, the maximum potential amount of future payments
that the guarantor could be required to make under the guarantee, and the current amount of the liability, if any, for

7
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

the guarantor�s obligations under the guarantee. The recognition requirements of FIN 45 are applied prospectively to guarantees issued or
modified after December 31, 2002. Significant guarantees that have been entered into by the Company are disclosed in Note 9.

In November 2002, the EITF reached a consensus on EITF Issue No. 00-21, �Accounting for Revenue Arrangements with Multiple Deliverables�.
The Issue addresses the accounting for arrangements that may involve the delivery or performance of multiple revenue-generating activities and
how to determine whether such an arrangement involving multiple deliverables contains more than one unit of accounting for purposes of
revenue recognition. The guidance in this issue is effective for revenue arrangements entered into in quarters beginning after June 15, 2003.
Accordingly, the Company will adopt EITF Issue No. 00-21 effective July 1, 2003. We are currently evaluating the impact of this Issue but do
not expect adoption to have a material impact on our results of operations, financial position or cash flows.

In December 2002, the FASB issued SFAS No. 148, �Accounting for Stock-Based Compensation-Transition and Disclosure�. This Statement
amends SFAS No. 123, �Accounting for Stock-Based Compensation� and provides alternative methods of transition for an entity�s voluntary
change to the fair value method of accounting for stock-based employee compensation. This Statement also amends the disclosure requirements
of SFAS No. 123 to require more prominent disclosures and specifies the form, content and location of those disclosures in both annual and
interim financial statements regarding the method of accounting used for stock-based employee compensation and its effect on reported results.
This Statement is effective for fiscal years ending after December 15, 2002. As the Company continues to account for employee stock-based
compensation under APB 25, �Accounting for Stock Issued to Employees�, and the Company did not make a voluntary change to the fair value
based method of accounting for stock-based employee compensation under SFAS No. 123 during the three months ended March 31, 2003, the
adoption of SFAS No. 148 did not impact the Company�s financial position or results of operations. The FASB recently indicated that they will
require stock-based employee compensation to be recorded as a charge to earnings beginning in 2004. We will continue to monitor their
progress on the issuance of this standard as well as evaluate our position with respect to current guidance.

In January 2003, the FASB issued FIN 46, �Consolidation of Variable Interest Entities�. FIN 46 clarifies the application of Accounting Research
Bulletin (�ARB�) No. 51, �Consolidated Financial Statements�, for certain entities in which equity investors do not have the characteristics of a
controlling financial interest or do not have sufficient equity at risk for the entity to finance its activities without additional subordinated support
from other parties. FIN 46 requires existing unconsolidated variable interest entities to be consolidated by their primary beneficiaries if the
entities do not effectively disperse risks among parties involved. FIN 46 applies immediately to variable interest entities created after January 31,
2003, and to variable interest entities in which an enterprise obtains an interest after that date. It applies in the first fiscal year or interim period
beginning after June 15, 2003, to variable interest entities in which an enterprise holds a variable interest that it acquired before February 1,
2003. The adoption of FIN 46 has not and is not expected to have a material effect on the Company�s consolidated financial position, results of
operations or cash flows.

Other pronouncements issued by the FASB or other authoritative accounting standard groups with future effective dates are either not applicable
or are not significant to the financial statements of Mercator.

(4) RESTRUCTURING CHARGE (BENEFIT)
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Restructuring accruals established by the Company, and subsequent charges related thereto, are summarized as follows (in thousands) for the
quarter ended March 31, 2003:

Balance

January
1, 2003 Additions

Cash
Payments Reversals

Balance

March 31,
2003

Charges for leased space no longer required (net of estimated sub-lease
recoveries) $ 9,053 $ 228 $ (864) $ �  $ 8,417
Severance related charges 1,808 86 (1,298) (47) 549

Totals $ 10,861 $ 314 $ (2,162) $ (47) $ 8,966

Less: Current portion $ 4,532

Long-term portion $ 4,434

8
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

(5) GOODWILL AND INTANGIBLE ASSETS

(a) Goodwill

The total carrying amount of goodwill (all related to the Braid acquisition), which is the Company�s only intangible asset not subject to
amortization, is $44.0 million at March 31, 2003 and December 31, 2002.

(b) Intangibles subject to amortization

The components of the Company�s intangible assets subject to amortization are as follows:

At March 31, 2003 At December 31, 2002

Gross Carrying
Amount

Accumulated
Amortization

Gross Carrying
Amount

Accumulated
Amortization

(In thousands)
Purchased technology $ 19,226 $ (15,701) $ 19,226 $ (14,740)
Customer list 4,008 (3,273) 4,008 (3,073)

Total $ 23,234 $ (18,974) $ 23,234 $ (17,813)

All of these intangibles were acquired in conjunction with the Braid acquisition in March 1999.

The weighted-average remaining amortization periods as of March 31, 2003 are as follows: Purchased technology�0.9 years; Customer list�0.9
years; and in total�0.9 years.
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Consolidated amortization expense related to the intangible assets was $1.2 million and $1.3 million for the three months ended March 31, 2003
and 2002, respectively. Amortization expense is expected to be $4.6 million and $0.8 million for the years ended December 31, 2003 and 2004,
respectively. These intangible assets are expected to be fully amortized by February 29, 2004.

(6) ACCRUED EXPENSES AND OTHER CURRENT LIABILITIES

Included in accrued expenses and other current liabilities are compensation costs (regular payroll, commissions, bonuses, health insurance, profit
sharing, and other withholdings) and related payroll taxes of $4.7 million and $8.8 million as of March 31, 2003 and December 31, 2002,
respectively. Also included are accrued legal fee and settlement costs of $1.2 million and $1.3 million as of March 31, 2003 and December 31,
2002, respectively. Additionally, the current portion of restructuring accruals of $4.5 million and $5.7 million are included as of March 31, 2003
and December 31, 2002, respectively (see Note 4).

(7) DEBT

The Company�s debt obligations consist of the following (in thousands):

    March 31,    

2003

December 31,

2002

Current portion:
Foothill term loan $ 2,500 $ 2,500
Insurance premiums financing �  329
Capital lease obligations 367 439

2,867 3,268
Long-term portion:
Foothill term loan 6,875 7,500
Capital lease obligations 342 428

7,217 7,928

Total $ 10,084 $ 11,196

9
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

On December 24, 2002, Mercator Software, Inc. (�Parent�) and its wholly-owned subsidiary, Mercator Software Limited (�Mercator-UK�), entered
into a Loan and Security Agreement (the �Loan Agreement�) and related agreements with Foothill Capital Corporation (�Foothill�). The Loan
Agreement establishes a three-year term loan and revolving credit facility (the �Credit Facility�) in the aggregate principal amount of $20.0
million. Pursuant to the Loan Agreement, Parent and Mercator-UK, as the two initial borrowers under the Credit Facility, may borrow, repay and
re-borrow from time to time, on a joint and several basis, revolving credit loans up to an aggregate principal amount at any one time outstanding
of $20.0 million. The actual amount permitted to be borrowed is limited by a borrowing base, and in no event may all outstanding revolving
credit loans, when aggregated with outstanding letters of credit and the term loan then outstanding, exceed $20.0 million. The Loan Agreement
also provides for up to an aggregate of $5.0 million in availability under the revolving credit facility to be used for letters of credit.

As of March 31, 2003, the Company had $9.4 million outstanding under the term loan facility, and one letter of credit was issued in the face
amount of approximately $2.5 million. In addition to the term loan and outstanding letter of credit, the remaining amount available under the
credit facility was $0.2 million as of March 31, 2003.

The outstanding term loan is repayable in equal monthly installments of approximately $0.2 million, with the balance of $2.5 million due on the
scheduled maturity date of December 24, 2005. In addition, the term loan must be prepaid to the extent such loan is in excess of an amount
calculated as 45% of the net orderly liquidation value of recurring maintenance revenues, as detailed in the Loan Agreement.

The Loan Agreement requires, among other things, that: (i) the Company maintain a consolidated minimum EBITDA (as defined in the Loan
Agreement, as amended), measured monthly for the preceding 12 months (except that periods prior to 2003 are excluded) as follows (note that
bracketed amounts denote losses): January through March 31, 2003�($7,000,000); April through September 30, 2003�($8,000,000); October 2003
through February 29, 2004�($6,000,000); March through May 31, 2004�($5,000,000); June through August 31, 2004�($3,000,000); September
through November 30, 2004�($0); December 2004�$3,325,000; and thereafter (a) amounts to be determined by Foothill based on Company
projections or (b) $3,325,000; (ii) the borrowers maintain recurring maintenance revenues, measured monthly for the preceding five months, of
not less than $10.0 million; and (iii) the borrowers� capital expenditures not exceed $2.5 million in 2003, $5.0 million in 2004 and an amount to
be mutually agreed upon for 2005 ($5.0 million absent such agreement). In addition, the Loan Agreement and related agreements contain
numerous other affirmative and negative covenants, as well as numerous events of default. On March 17, 2003, Foothill provided a waiver letter
with respect to Parent�s and Mercator-UK�s obligation to enter into cash management agreements with respect to certain accounts by January 31,
2003 and had extended the date by which such agreements shall be completed through April 30, 2003.

On April 28, 2003, the Company and Foothill entered into a First Amendment to, and Consent and Waiver under the Loan Agreement (the
�Amendment�). In connection with the Amendment, Foothill agreed to modify the computation of EBITDA under the Loan Agreement to exclude
certain restructuring charges subject to Foothill�s review and approval of such amounts, intangible impairment charges and non-cash charges
related to foreign currency fluctuations on intercompany balances. The Amendment also provided for Foothill�s consent to the sublease of certain
office space, furniture and equipment in Bannockburn, Illinois (see Note 11). Additionally, Foothill provided a waiver with respect to Parent�s
and Mercator-UK�s obligation to enter into cash management agreements with respect to certain accounts by April 30, 2003 and has extended the
date by which such agreements shall be completed through June 2, 2003. The Company has initiated efforts to fulfill this requirement and
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expects to be in compliance with such obligation by June 2, 2003. Until such time as these cash management agreements are signed, Foothill has
no obligation to make additional advances under the Loan Agreement. Except for the matters subject to the waiver and consent, the Company
was in compliance with all of the other covenants of the Loan Agreement as of March 31, 2003.

(8) STOCK ACTIVITIES

Effective October 15, 2002, the Company settled a dispute with a private equity firm relating to break-up fee provisions and reimbursements for
out-of-pocket expenses with respect to a proposed investment in the Company, pursuant to which the Company granted a warrant to purchase
105,000 shares of Common Stock at $3.37 per share. The warrant is exercisable for a term of seven years from the date of the settlement. In
addition, the private equity firm has the right to surrender the warrant in exchange for payment of $500,000 by the Company for a period of
seven business days following the third anniversary of the settlement date (the �Put Exercise Period�), except that such right expires prior to the
Put Exercise Period upon the earlier of certain events. As of March 31, 2003 and December 31, 2002, the value of the warrant is $0.4 million,

10
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

and is included in �Other long-term liabilities� in the Company�s Consolidated Balance Sheets.

For the three months ended March 31, 2003 and 2002, the Company granted 702,350 and 1,685,850, respectively, of employee stock options.
The exercise prices of these employee stock options equaled the fair value of the underlying Common Stock on the date of grant.

During November 2000, the Company�s Board of Directors approved an offer to exchange a portion of the September 2000 option grant, of
which 615,465 options were exchanged for an equal amount of options priced at the market price of $5.063 per option. The new options vested
quarterly over a twelve-month period and expire on November 2, 2003. According to FIN 44, �Accounting for Certain Transactions Involving
Stock Compensation�, if the exercise price of a fixed stock option award is reduced, the award shall be accounted for as variable from the date of
the modification to the date the award is exercised, is forfeited, or expires unexercised. In accordance with FIN 44 and FIN 28, �Accounting for
Stock Appreciation Rights and Other Variable Stock Option or Award Plans�, the Company recorded a variable non-cash compensation benefit of
$0.9 million for the three months ended March 31, 2002 as a result of the reduction in the Company�s stock price during that period. For the three
months ended March 31, 2003, the Company recorded no stock option re-pricing charge or benefit. As of March 31, 2003, 196,857 of these
re-priced options were outstanding.

During the three months ended March 31, 2003 and 2002, 600,600 and 536,283 shares were purchased by employees under the Company�s
Employee Stock Purchase Plan (�ESPP�), respectively.

(9) COMMITMENTS AND CONTINGENCIES

On October 25, 2002, a shareholder derivative action was filed in Connecticut Superior Court, naming as defendants the Company, Ira Gerard,
and directors Constance Galley, James Schadt, Dennis Sisco, and Ernest Keet. The complaint in the derivative action alleges, among other
things, that the defendants made material misrepresentations and omissions to the investing public during the period from April 20, 2000 through
August 21, 2000, and asserts claims for breaches of fiduciary duty, gross negligence, breach of contract and seeks an unspecified award of
damages as well as plaintiffs costs and attorney fees. The facts alleged in the derivative action are virtually identical to the allegations in the
consolidated shareholder class action that had been settled in 2002. The Company believes the derivative action is without merit and intends to
contest it vigorously. Management believes that this derivative action lawsuit is covered by insurance. The Company�s directors and officers
liability insurance carriers have been notified of this matter. There can be no guarantee as to the ultimate outcome of this proceeding. However,
the ultimate outcome of this proceeding, after considering liabilities already accrued in the Company�s March 31, 2003 Consolidated Balance
Sheet and insurance recoveries, is not expected to have a material adverse effect on the Company�s consolidated financial position or
consolidated results of operations.
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The Company is currently undergoing payroll and sales tax audits in certain foreign and U.S. jurisdictions. There can be no guarantee as to the
ultimate outcome of these audits. However, the ultimate outcome of these audits is not expected to have a material adverse effect on the
Company�s consolidated financial position or results of operations.

The Company also has other litigation of a nature considered normal to its business which is pending against the Company. As of March 31,
2003, the Company has accrued approximately $0.6 million, excluding certain settlement amounts related to previously settled litigation, and
after considering any insurance recoveries, for the aggregate amount of the other contingencies described above.

Under the terms of substantially all of its software license agreements, the Company has agreed to indemnify its customers for all costs and
damages arising from claims against such customer based on, among other things, allegations that the Company�s software infringes the
intellectual property rights of a third party. In most cases, in the event of an infringement claim, the Company retains the right to (i) procure for
the customer the right to continue using the software; (ii) replace or modify the software to eliminate the infringement while providing
substantially equivalent functionality; or (iii) if neither (i) nor (ii) can be reasonably achieved, the Company may terminate the license agreement
and refund to the customer a pro-rata portion of the license fee paid to the Company. Such indemnification obligations are accounted for in
accordance with SFAS No. 5. For the three months ended March 31, 2003 and 2002, respectively, no claims were made under these indemnity
provisions.

The Company typically provides its customers a warranty on its software products for a period of thirty (30) to ninety (90) days except in those
jurisdictions where a longer period is mandated by law. Such warranties are accounted for in
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

accordance with SFAS No. 5. To date, the Company has not incurred significant costs related to warranty obligations.

From time to time, the Company may provide guarantees to third parties on behalf of a foreign subsidiary. These guarantees are generally related
to maintaining operations in a certain locality or to secure leases or other operating obligations of a subsidiary.

(10) SEGMENT INFORMATION

The Company reports its segment information in accordance with SFAS No. 131, �Disclosures about Segments of an Enterprise and Related
Information�. SFAS No. 131 establishes standards for the way that public business enterprises report information about operating segments. It
also establishes standards for related disclosures about products and services. Reportable segment information is determined based on
management defined operating segments used to make operating decisions and assess financial performance.

The Company operates within one reportable segment. Information about the Company�s operations within different geographic regions
(Americas�North, Central and South America; EMEA�Europe, Middle East and Africa; and APAC�Asia Pacific) is set forth below. Revenues are
primarily assigned to the geographic region in which the contract is signed.

Three months ended March 31,

2003 2002

(In thousands)
Revenues:
Americas $ 12,232 $ 16,133
EMEA 8,123 9,475
APAC 2,654 1,804

Total $ 23,009 $ 27,412

March 31,
2003

December 31,
2002

(In thousands)
Long-lived assets:
Americas (including Corporate) $ 6,270 $ 6,308
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EMEA 50,294 51,737
APAC 460 501

Total $ 57,024 $ 58,546

Revenues for the United Kingdom, which are included in EMEA revenues, were $4.9 million and $5.0 million for the three months ended March
31, 2003 and 2002, respectively. Long-lived assets for the United Kingdom were $49.9 million and $51.3 million at March 31, 2003 and
December 31, 2002, respectively.

The Company had no sales to any one customer in excess of 10% of total net revenues for the three months ended March 31, 2003 and 2002.

(11) SUBSEQUENT EVENTS

On March 14, 2003, Strategic Software Holdings (�SSH�) announced its intention to commence a proxy contest in order to nominate a slate of
directors to replace the Company�s current Board of Directors. Subsequently, on March 31, 2003, SSH announced a proposal to acquire all of
Mercator�s outstanding shares for $2.17 per share in cash. On April 17, 2003, the Company and SSH reached an agreement pursuant to which
SSH agreed to immediately terminate the proxy contest, and not to pursue its proposal to acquire all of the Company�s outstanding shares. Under
the terms of the agreement, a principal of SSH was appointed as a special advisor to Mercator�s Board of Directors on strategic matters pursuant
to which he would be compensated at a rate of $1,500 for a presentation he is scheduled to make to the Board of Directors subsequent to the
Annual Meeting of Shareholders. The agreement also provides that SSH will not initiate another proxy contest or make an unsolicited offer for
the Company until at least January 15, 2004. In addition, the Company agreed to reimburse SSH $0.3 million for expenses related to the proxy
contest. Accordingly, the Company will record a charge of approximately $0.6 million in the three months ending June 30, 2003, for costs
associated with the proxy contest, including the reimbursement to
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MERCATOR SOFTWARE, INC.

NOTES TO CONSOLIDATED CONDENSED FINANCIAL STATEMENTS�(Continued)

(unaudited)

SSH. Additionally, the Company incurred approximately $0.2 million of expenses relating to this matter in the three months ended March 31,
2003.

In April 2003, the Company ceased using certain excess office space in London, England and completed a sublet agreement for its leased space
in Bannockburn, Illinois. Additionally, the Company terminated a lease agreement for office space in Sydney, Australia and signed a
shorter-term lease for reduced space in Sydney in May 2003. Accordingly, the Company will record restructuring charges for these vacated
office spaces in the second quarter of 2003 totaling approximately $4.3 million, of which approximately $2.7 million is for rent payments in
excess of estimated sublease payments, and $1.6 million is related to the impairment of leasehold improvements, furniture and office equipment
related to such vacated space.

Subsequent to March 31, 2003 and through May 9, 2003, the Company granted 41,000 options to employees to purchase shares of the
Company�s Common Stock under the Equity Incentive Stock Option Plan (�EIP�). The exercise prices were equal to fair market value at the date of
grant.

13

Edgar Filing: MERCATOR SOFTWARE INC - Form 10-Q

Table of Contents 24



Table of Contents

ITEM 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

We make statements in Management�s Discussion and Analysis of Financial Condition and Results of Operations that are considered
forward-looking within the meaning of the Securities Act of 1933 and the Securities Exchange Act of 1934. Sometimes these statements will
contain words such as �believes,� �expects,� �intends,� �plans� and other similar words. We intend those forward-looking statements to be covered by
the safe harbor provisions for forward-looking statements contained in the Private Securities Litigation Reform Act of 1995 and are including
this statement for purposes of complying with these safe harbor provisions. These forward-looking statements reflect our current views which
are based on the information currently available to us and on assumptions we have made. Although we believe that our plans, intentions and
expectations as reflected in or suggested by those forward-looking statements are reasonable, we can give no assurance that the plans, intentions
or expectations will be achieved. We have listed below and have discussed elsewhere in this report some important risks, uncertainties and
contingencies which could cause our actual results, performances or achievements to be materially different from the forward-looking statements
we make in this report. These risks, uncertainties and contingencies include, but are not limited to, the following:

� general economic conditions;

� competition from others;

� our inability to develop and release new products or product enhancements;

� risks in international operations;

� seasonal fluctuations in our revenues or results of operations; and

� other risk factors set forth under �Factors That May Affect Future Results.�

We assume no obligation to update publicly any forward-looking statements, whether as a result of new information, future events or otherwise.
In evaluating forward-looking statements, you should consider these risks and uncertainties, together with the other risks described from time to
time in our reports and documents filed with the Securities and Exchange Commission (�SEC�), and you should not rely on those statements.

Overview

We were incorporated in Connecticut in 1985 as TSI International Software Ltd. and reincorporated in Delaware in September 1993. We
completed our initial public offering in July 1997 and a second public offering in June 1998. We changed our name to Mercator Software, Inc.
effective April 3, 2000.

Our revenues are derived principally from three sources: (i) license fees for the use of our software products; (ii) fees for consulting services and
training; and (iii) fees for maintenance and technical support. We generally recognize revenue from software license fees when a license
agreement has been signed by both parties, the fee is fixed or determinable, collection of the fee is probable, delivery of our products has
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occurred and no other significant obligations remain. Payments for licenses, services and maintenance received in advance of revenue
recognition are recorded as deferred revenue.

Revenues from services include fees for consulting services and training. 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 nonrefundable. Revenues from fixed price service
agreements are recognized in direct proportion to the services provided.

Customers who license our products routinely purchase maintenance contracts. These contracts provide unspecified software upgrades and
technical support over a fixed term, and can range from one to four years. Maintenance contracts are usually paid on an annual basis in advance,
and revenues from these contracts are recognized ratably over the term of the contract.

Our products can be used by information technology professionals, as well as used and marketed by value-added resellers, application software
and server companies, independent software vendors, systems integrator partners or other third party technology partners who co-sell, resell,
embed or otherwise bundle our products with their products. License fee revenues are derived from direct licensing of software products through
our direct sales force and indirectly through strategic partners, which include systems integrators, application software and server companies and
technology partners. Sales influenced by strategic partners accounted for 64% and 20% of license revenues for the three months ended March
31, 2003 and 2002, respectively. International revenues accounted for 47% and 41% of total revenues for the three months ended March 31,
2003 and 2002, respectively.

The size of orders has historically ranged from $20,000 to over $4.0 million per order. The loss or delay of large
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individual orders, therefore, can have a significant impact on revenue and other quarterly results. In addition, due to the buying habits of our
customers, we generally consummate our license agreements, and consequently recognize a substantial portion of our quarterly software
licensing revenues in the last month of each quarter; as a result, revenue for any particular quarter may be difficult to predict in advance.
Because operating expenses are relatively fixed, a delay in the recognition of revenue from even a limited number of license transactions could
cause significant variations in operating results from quarter to quarter and could result in significant losses. To the extent such expenses
precede, or are not subsequently followed by increased revenue, operating results would be materially and adversely affected. As a result of
these and other factors, operating results for any quarter are subject to variation, and period-to-period comparisons of results of operations may
not necessarily be meaningful and should not be relied upon as indications of future performance.

Critical Accounting Policies and Estimates

The policies discussed below are considered by us to be critical to an understanding of our financial statements because they require us to apply
the most judgment and make estimates regarding matters that are inherently uncertain. Specific risks for these critical accounting policies are
described in the following paragraphs. With respect to the policies discussed below, we note that because of the uncertainties inherent in
forecasting, the estimates frequently require adjustment.

Our financial statements and related disclosures, which are prepared to conform with accounting principles generally accepted in the United
States of America, require us to make estimates and assumptions that affect the reported amounts of assets, liabilities, revenues and accounts
receivable and expenses during the period reported. We are also required to disclose amounts of contingent assets and liabilities at the date of the
financial statements. Our actual results in future periods could differ from those estimates. Estimates and assumptions are reviewed periodically,
and the effects of revisions are reflected in the Consolidated Financial Statements in the period they are determined to be necessary.

We consider the most significant accounting policies and estimates in our financial statements to be those surrounding: (1) revenues and
accounts receivable; (2) valuation of goodwill and long-lived assets; (3) valuation of deferred tax assets; (4) legal contingencies; and (5)
restructuring reserves. The accounting policies, the basis for any estimates and potential impact to our Consolidated Financial Statements, should
any of the estimates change, are further described as follows:

Revenues and Accounts Receivable. Our revenues are derived principally from three sources: (i) license fees for the use of our software
products; (ii) fees for consulting services and training; and (iii) fees for maintenance and technical support. We generally recognize revenue
from software license fees when a license agreement has been signed by both parties, the fee is fixed or determinable, collection of the fee is
probable, delivery of our products has occurred and no other significant obligations remain. For multiple-element arrangements, we apply the
�residual method�. According to the residual method, revenue allocated to the undelivered elements is allocated based on vendor specific objective
evidence (�VSOE�) of fair value of those elements. VSOE is determined by reference to the price the customer would be required to pay when the
element is sold separately. Revenue applicable to the delivered elements is deemed equal to the remainder of the contract price. 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. For instance, in our license arrangements with resellers, estimates are made regarding
the reseller�s ability and intent to pay the license fee. Our estimates may prove incorrect if, for instance, subsequent sales by the reseller do not
materialize. Should our actual experience with respect to collections differ from our initial assessment, there could be adjustments to future
results. Another assumption made in the revenue recognition process involves assessing whether the fee may be allocated to the various
elements of the arrangement. For instance, the literature on software revenue recognition requires that the vendor have the ability to determine
whether VSOE of fair value of the undelivered element exists when recognizing revenue on the delivered elements. The estimate of fair value of
the undelivered element is generally determined by reference to separate stand-alone sales of the undelivered element. Should our actual
experience with respect to VSOE differ from our initial assessment, there could be adjustments to future results.
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Revenues from services include fees for consulting services and training. 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. Revenues from fixed price service
agreements are recognized in direct proportion to the services provided. To the extent the actual time to complete such services varies from the
estimates made at any reporting date, our revenue and the related gross margins may be impacted in the following period.

In addition to assessing the probability of collection in conjunction with revenue arrangements, we continually assess the collectability of
outstanding invoices. Assumptions are made regarding the customer�s ability and intent to pay and are based on historical trends, general
economic conditions, and current customer data. Should our actual experience with respect to collections differ from our initial assessment, there
could be adjustments to bad debt expense.
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Valuation of Goodwill and Long-Lived Assets. Under the provisions of Statement of Financial Accounting Standards (�SFAS�) No. 142,
�Goodwill and Other Intangible Assets�, which we adopted effective January 1, 2002, goodwill is no longer amortized, but instead it is tested for
impairment at least annually. To the extent the carrying amount of a reporting unit exceeds the fair value of the reporting unit, an indication
exists that the reporting unit goodwill may be impaired and the second step of the impairment test is required to be performed. In the second
step, companies are required to compare the implied fair value of the reporting unit goodwill with the carrying amount of the reporting unit
goodwill. The implied fair value of goodwill is determined by allocating the fair value of the reporting unit to all of the assets (recognized and
unrecognized) and liabilities of the reporting unit in a manner similar to a purchase price allocation, in accordance with SFAS No. 141, �Business
Combinations�. The residual fair value after this allocation is the implied fair value of the reporting unit goodwill. At March 31, 2003 and
December 31, 2002, we had goodwill on our Consolidated Balance Sheet, net of accumulated amortization, totaling $44.0 million. Should we
experience reductions in revenues and cash flows because our business or market conditions vary from our current expectations, we may not be
able to realize the carrying value of goodwill and would be required to record a charge for impairment.

Under the provisions of SFAS No. 144, �Accounting for the Impairment or Disposal of Long Lived Assets�, which we adopted effective January
1, 2002, we review long-lived assets and certain identifiable intangible assets for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may not be recoverable. When factors indicate that an intangible or long-lived asset should be
evaluated for possible impairment, an estimate of the related asset�s undiscounted future cash flows over the remaining life of the asset will be
made to measure whether the carrying value is recoverable. Any impairment is measured based upon the excess of the carrying value of the asset
over its estimated fair value which is generally based on an estimate of future discounted cash flows. At March 31, 2003 and December 31,
2002, the Company had long-lived assets consisting of furniture, fixtures and equipment and intangibles (excluding goodwill) in the
Consolidated Balance Sheet, net of accumulated amortization and depreciation, totaling $13.1 million and $14.6 million, respectively. Should
we experience reductions in revenues and cash flows because our business or market conditions vary from our current expectations, we may not
be able to realize the carrying value of these assets and will record an impairment charge at that time.

Valuation of Deferred Tax Assets. Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences attributable to differences between the financial statement carrying amounts of existing assets and
liabilities and their respective tax bases and operating loss and tax credit carry forwards. Deferred income tax assets and liabilities are measured
using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are expected to be recovered or
settled. The effect on deferred income tax assets and liabilities of a change in tax rates is recognized in income in the period that includes the
enactment date. A valuation allowance is established to the extent that it is more likely than not, that we will be unable to utilize deferred income
tax assets in the future. As of March 31, 2003 and December 31, 2002, we had valuation allowances of $51.7 million and $51.4 million, against
$51.8 million and $51.5 million, respectively, of gross deferred tax assets.

Legal Contingencies. Our policy is to accrue for an estimated loss from legal contingencies if both of the following conditions are met: (1)
information available prior to issuance of the financial statements indicates that it is probable that a liability had been incurred or an asset had
been impaired at the date of the financial statements; and (2) the amount of loss can be reasonably estimated. When there is no best point
estimate of the loss and only a range of loss is available, we accrue to the low end of the range. We have certain significant legal and other
contingencies as well as other litigation of a nature considered normal to our business which are pending against us. As of March 31, 2003, we
have accrued approximately $0.6 million after considering any insurance recoveries for the aggregate amount of such contingencies. Should our
actual payments resulting from the resolution of these contingencies differ from amounts accrued, we could incur additional expense in future
periods. (See Note 9 of Notes to Consolidated Condensed Financial Statements.)

Restructuring Reserves. We incurred net restructuring charges during the first quarter of 2003 of $0.3 million and during the years ended
December 31, 2002 and 2001 totaling $10.9 million and $8.1 million, respectively as a result of reductions in our global workforce and decisions
to discontinue use of certain leased office space. Certain assumptions went into the estimate of sublease income expected to be derived from
certain idle facilities, as well as the timing of such sublease income. Should we negotiate more favorable subleases or reach a settlement with our
landlords to be released from our existing obligations, we could realize a favorable benefit to our results of future operations. Should future lease
costs, in excess of sublease income, if any, related to these facilities exceed our estimates, we could incur additional expense in future periods.
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At March 31, 2003, the restructuring liabilities that remain total approximately $9.0 million on our Consolidated Balance Sheet, which consists
of approximately $8.4 million for estimated future payments for rent and related expenses in excess of anticipated sublease income, and
approximately $0.5 million for future personnel related severance costs. (See Note 4 of Notes to Consolidated Condensed Financial Statements.)
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Results of Operations

The following table sets forth, for the periods indicated, the percentage of total revenues represented by certain items from our statements of
operations:

Three Months Ended

March 31,

2003 2002

Revenues:
Software licensing 30.3% 34.8%
Services 24.4 29.1
Maintenance 45.3 36.1

Total revenues 100.0 100.0

Cost of revenues:
Software licensing 0.4 0.5
Services 23.0 27.9
Maintenance 7.2 7.4
Stock option re-pricing benefit �  (1.0)
Amortization of intangibles 4.2 3.5

Total cost of revenues 34.8 38.3

Gross profit 65.2 61.7

Operating expenses:
Product development 21.9 16.4
Selling and marketing 36.1 43.6
General and administrative 24.5 24.7
Stock option re-pricing benefit �  (2.3)
Amortization of intangibles 0.9 1.1
Restructuring charge/(benefit) 1.2 (0.9)

Total operating expenses 84.6 82.6

Operating loss (19.4) (20.9)
Foreign currency exchange gain/(loss), net 0.4 (0.2)
Other expense, net (0.9) (0.2)

Loss before income taxes (19.9) (21.3)
(Benefit from)/provision for income taxes (1.2) 1.0

Net loss (18.7)% (22.3)%
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The Quarter Ended March 31, 2003 Compared with The Quarter Ended March 31, 2002

During the three months ended March 31, 2003, we incurred a net loss of ($4.3) million compared to a net loss of ($6.1) million for the three
months ended March 31, 2002. Our operating loss was ($4.5) million versus ($5.7) million for the three months ended March 31, 2003 and 2002,
respectively. Gross profit decreased from $16.9 million for the three months ended March 31, 2002 to $15.0 million for the three months ended
March 31, 2003. Product development expenses increased by $0.5 million, selling and marketing expenses decreased by $3.6 million and
general and administrative expenses decreased by $1.1 million from the three months ended March 31, 2002 to the three months ended March
31, 2003.

Revenues

Total Revenues. Our revenues are derived principally from three sources: (i) license fees for the use of our software products; (ii) fees for
consulting services and training; and (iii) fees for maintenance and technical support. Total revenues decreased 16% from $27.4 million for the
three months ended March 31, 2002 to $23.0 million for the three months ended March 31, 2003. This decrease resulted from decreased license
and services revenues partially offset by increased maintenance revenues.

Software Licensing. Total software licensing revenues decreased 27% from $9.5 million for the three months ended
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March 31, 2002 to $7.0 million for the three months ended March 31, 2003 as a result of continued weakness in information technology
spending, delayed purchasing decisions by customers due to the proxy contest with, and acquisition proposal from, SSH, and phased purchasing
by customers choosing to buy software in smaller increments rather than large strategic purchases. From the three months ended March 31, 2002
to 2003 we experienced a 34% decrease in the number of license contracts exceeding $100,000, partially offset by a modest increase in the
average size of such contracts. Americas� (North, Central and South America) software licensing revenues decreased 37% from $5.0 million to
$3.1 million, EMEA (Europe, Middle East and Africa) software licensing revenues decreased 40% from $3.5 million to $2.1 million and APAC
(Asia Pacific) software licensing revenues increased by $0.7 million from $1.1 million to $1.8 million.

Services. Total services revenues decreased 30% from $8.0 million for the three months ended March 31, 2002 to $5.6 million for the three
months ended March 31, 2003 due to the continued weakness in information technology spending, the conclusion of a major consulting
engagement in the second quarter of 2002 that commenced in late 2001, as well as our decision to transition certain consulting engagements to
our strategic partners as the Company focuses on the distribution of its solutions through indirect sales channels. In addition, lower license
revenues generally translate into reduced future service opportunities. Americas� services revenues decreased 35% from $4.7 million to $3.1
million, EMEA services revenues decreased 20% from $2.9 million to $2.4 million and APAC services revenues decreased 37% from $0.3
million to $0.2 million.

Maintenance. Total maintenance revenues increased 5% from $9.9 million for the three months ended March 31, 2002 to $10.4 million for the
three months ended March 31, 2003 due primarily to the cumulative increase in licensing and related maintenance contracts to our worldwide
customer base, and favorable renewal rates pertaining to the existing worldwide customer base. These factors offset the lower first year
maintenance revenue generated as a result of lower license revenues. Americas� maintenance revenues decreased 6% from $6.4 million to $6.0
million due to the recognition of $0.4 million of revenues in back maintenance fees in the first quarter of 2002, EMEA maintenance revenues
increased 20% from $3.1 million to $3.7 million and APAC maintenance revenues increased 76% from $0.4 million to $0.7 million.

Cost of Revenues

Total Cost of Revenues. Cost of software licensing revenues consists primarily of CD-ROMs, manuals, distribution costs and the royalty costs of
third-party software embedded in our product. Cost of services consists primarily of personnel-related and travel costs in providing consulting
and training to customers. Cost of maintenance revenues consists primarily of personnel-related and occupancy costs in providing maintenance
and technical support to customers. The non-cash stock option re-pricing benefit relates to the November 2000 re-pricing of certain options
previously granted to certain service and maintenance personnel as described below. The amortization expense relates to certain purchased
intangible technology assets in connection with the Braid acquisition in 1999 as described below. Total costs of revenues decreased 24% from
$10.5 million for the three months ended March 31, 2002 to $8.0 million for the three months ended March 31, 2003 primarily due to reductions
in services and maintenance personnel, partially offset by a non-cash stock option re-pricing benefit in 2002 as compared to no charge or benefit
in 2003.

Gross margin on software licensing revenues is higher than gross margins on services and maintenance revenues reflecting the low materials,
packaging and other costs of software products compared with the relatively high personnel costs associated with providing consulting and
training services, maintenance and technical support. Cost of services also varies based upon the mix of consulting and training services. Total
gross margins improved to 65% for the three months ended March 31, 2003 as compared to 62% for the three months ended March 31, 2002.

Cost of Software Licensing. Total software licensing costs remained constant at $0.1 million for the three months ended March 31, 2003 and
2002, respectively. Software licensing gross margin also remained constant at 99% for the three months ended March 31, 2002 and 2003,
respectively.
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Cost of Services exclusive of Non-Cash Stock Option Re-Pricing Benefit. Total services costs decreased 31% from $7.7 million for the three
months ended March 31, 2002 to $5.3 million for the three months ended March 31, 2003 primarily due to decreases in compensation as a result
of headcount reductions and related decreases in travel expenses. Total services gross margin increased slightly from 4% for the three months
ended March 31, 2002 to 6% for the three months ended March 31, 2003 as a result of decreases in personnel costs partially offset by the
decrease in services revenues.

Cost of Maintenance exclusive of Non-Cash Stock Option Re-Pricing Benefit. Total maintenance costs decreased 18% from $2.0 million for the
three months ended March 31, 2002 to $1.7 million for the three months ended March 31, 2003 as we reduced our maintenance workforce
during 2002. Total maintenance gross margin increased from 80% for the three months ended March 31, 2002 to 84% for the three months
ended March 31, 2003.
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Stock Option Re-Pricing Benefit. In November 2000, our Board of Directors approved the exchange of 615,465 options granted in September
2000 for an equal amount of options (the replacement options) priced at the then current market price of $5.06 per share. As this was a reduction
in the exercise prices of fixed stock option awards, the replacement options are subject to variable accounting from the date of modification to
the date on which the awards are exercised, forfeited, or expire unexercised in accordance with Financial Accounting Standards Board (�FASB�)
Interpretation No. (�FIN�) 44, �Accounting for Certain Transactions Involving Stock Compensation� and FIN 28, �Accounting for Stock
Appreciation Rights and Other Variable Stock Option or Award Plans�. At March 31, 2003, 196,857 re-priced options were outstanding and we
recorded no charge or benefit for the three months ended March 31, 2003. We recorded a variable non-cash compensation benefit of $0.3 million
for the three months ended March 31, 2002 for such re-priced options granted to personnel generating services and maintenance revenues. We
also recorded a variable non-cash compensation benefit of $0.6 million for the three months ended March 31, 2002 for the re-priced options
related to operating personnel (see below).

Amortization of Intangibles. Amortization of purchased technology intangible assets remained constant at $1.0 million for the three months
ended March 31, 2003 and 2002. The expense is related to the Braid business combination completed in 1999, which was accounted for using
the purchase method of accounting. We had net purchased technology intangibles of $3.5 million and $4.5 million at March 31, 2003 and
December 31, 2002, respectively.

In accordance with Statement of Financial Accounting Standards (�SFAS�) No. 86, �Accounting for the Costs of Computer Software to Be Sold�,
amortization relating to capitalized software costs has been charged to cost of revenues, and amortization relating to other intangible assets is
being classified as a component of operating expenses.

Operating Expenses

Total Operating Expenses. Total operating expenses decreased 14% from $22.6 million for the three months ended March 31, 2002 to $19.5
million for the three months ended March 31, 2003. This decrease was attributable to (i) a net $3.6 million decrease in selling and marketing
expenses primarily resulting from reductions in staff and related expenses initiated as part of our fiscal 2002 restructuring activities; (ii) a net
$1.1 million reduction in general and administrative expenses (see below); offset by (iii) a net $0.5 million increase in product development
costs; (iv) a $0.6 million non-cash stock option re-pricing benefit for the three months ended March 31, 2002, as compared to no charge or
benefit for the three months ended March 31, 2003; and (v) a $0.3 million restructuring charge recorded for the three months ended March 31,
2003 as compared to a $0.2 million net restructuring benefit for the three months ended March 31, 2002.

Product Development exclusive of Non-Cash Stock Option Re-Pricing Benefit. Product development expenses include expenses associated with
the development of new products and enhancements to existing products. These expenses consist primarily of salaries, recruiting, and other
personnel-related costs, depreciation of development equipment, supplies, travel, allocated facilities and allocated communication costs.

Product development expenses increased 12% from $4.5 million for the three months ended March 31, 2002 to $5.0 million for the three months
ended March 31, 2003 primarily due to increases in compensation, benefits and incentives as we modestly increased our headcount.

Selling and Marketing exclusive of Non-Cash Stock Option Re-Pricing Benefit. Selling and marketing expenses consist of sales and marketing
personnel costs, including sales commissions, third party commissions, recruiting, travel, advertising, public relations, seminars, trade shows,
product literature, and allocated facilities and communications costs.
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Selling and marketing expenses decreased 30% from $12.0 million for the three months ended March 31, 2002 to $8.3 million for the three
months ended March 31, 2003. This decrease was primarily due to sales staff reductions as a result of the shift in our sales strategy from
increasing the number of sales personnel to relying more heavily on systems integrators, application software and server companies and
technology partners who co-sell, resell, embed or bundle our software and solutions, and lower comparative period revenues. Our compensation
costs decreased by approximately $2.0 million and we significantly reduced spending for consulting, recruiting and travel.

General and Administrative exclusive of Non-Cash Stock Option Re-Pricing Benefit. General and administrative expenses consist primarily of
salaries, recruiting, and other personnel related expenses for our administrative, executive, and finance personnel as well as outside legal,
consulting, tax services and audit fees.

General and administrative expenses decreased 16% from $6.8 million for the three months ended March 31, 2002 to $5.7 million for the three
months ended March 31, 2003 primarily due to a $1.1 million reduction in legal fees and expenses.
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Amortization of Intangibles. Amortization of intangible assets decreased 34% from $0.3 million for the three months ended March 31, 2002 to
$0.2 million for the three months ended March 31, 2003, as certain intangibles were fully amortized during 2002. This expense is related to the
Braid acquisition completed in 1999, which was accounted for using the purchase method of accounting. We had net operating intangible assets
of $0.7 million and $0.9 million at March 31, 2003 and December 31, 2002, respectively.

Stock Option Re-Pricing Benefit. As discussed above, we recorded a variable non-cash compensation benefit of $0.6 million for the three months
ended March 31, 2002 related to the re-pricing of certain fixed stock option awards previously granted to certain product development, sales and
marketing and general and administrative employees in November of 2000. There was no stock option re-pricing charge or benefit for the three
months ended March 31, 2003.

Restructuring Charge (Benefit). The restructuring charge of $0.3 million for the three months ended March 31, 2003 consists of additional
severance and lease related accruals, net of reversals of excess severance accruals. The restructuring benefit of $0.2 million for the three months
ended March 31, 2002 consisted of reversals of severance and leased space accruals as those activities had been finalized. At March 31, 2003,
$4.5 million of the unpaid restructuring charge was included in accrued expenses and other current liabilities and $4.4 million was included in
other long-term liabilities. At December 31, 2002, $5.7 million of the unpaid restructuring charge was included in accrued expenses and other
current liabilities and $5.1 million was included in other long-term liabilities.

Foreign Currency Exchange Gain (Loss), Net

Foreign currency exchange gain (loss), net increased to a gain of $0.1 million for the three months ended March 31, 2003 from a loss of $0.1
million for the three months ended March 31, 2002, primarily as a result of certain intercompany transactions denominated in British pound
sterling, which have not been settled and which gave rise to a gain as a result of the weakening of the British pound as compared to the U.S.
dollar in the three months ended March 31, 2003.

Other Income (Expense), Net

Net other income (expense) represents borrowing costs related to contractual obligations, offset by interest income earned on cash and
marketable securities balances and term license contracts.

Net other income (expense) was ($0.2) million for the three months ended March 31, 2003 as compared to ($0.1) million for the three months
ended March 31, 2002 primarily due to interest and fees incurred in connection with our credit facility with Foothill Capital Corporation
(�Foothill�).

Income Taxes
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The benefit for income taxes was $0.3 million for the three months ended March 31, 2003 as compared to a provision of $0.3 million for the
three months ended March 31, 2002. Our effective tax rate for the three months ended March 31, 2003 is a benefit of 6.2%, compared to an
effective tax rate of 4.6% for the three months ended March 31, 2002. The difference between the income tax benefit for the three months ended
March 31, 2003 and the expected statutory tax rate benefit of 34% is primarily due to our recording a full valuation allowance against our
current year losses and the impact of foreign operations. The difference between the income tax expense for the three months ended March 31,
2002 and the expected statutory tax benefit of 34% is primarily due to our recording a full valuation allowance against our current year losses
and the impact of foreign operations.

Liquidity and Capital Resources

Our cash and cash equivalents decreased by $4.5 million to $25.4 million at March 31, 2003 from $29.9 at December 31, 2002 due to (i) cash
used in operations of $3.4 million; (ii) purchases of software and computer equipment of $0.7 million; (iii) $0.6 million of principal payments
under our Foothill term loan; (iv) $0.5 of principal payments under insurance premium financing loans and capital leases; offset by (v) $0.7
million in proceeds from the exercise of employee stock options and purchases of stock under the ESPP.

Operating Activities

Operating activities consumed cash of $3.4 million during the three months ended March 31, 2003 compared to
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consuming cash of $0.6 million during the three months ended March 31, 2002. Our net loss was $4.3 million and $6.1 million for the three
months ended March 31, 2003 and 2002, respectively, of which $2.1 million and $2.4 million, respectively, related to non-cash depreciation and
amortization.

Net accounts receivable decreased 27% from $22.2 million at December 31, 2002 to $16.1 million at March 31, 2003 due primarily to a $9.3
million decline in first quarter revenues in 2003 as compared to fourth quarter revenues in 2002. The number of days sales in net accounts
receivable increased slightly from 62 days at December 31, 2002 to 63 days at March 31, 2003. The allowance for doubtful accounts decreased
from $1.6 million at December 31, 2002 to $1.2 million at March 31, 2003 due to a $0.2 million write-off against the allowance and $0.2 million
reversal of reserves no longer needed due to a decrease in receivables.

Current liabilities decreased 12% from $55.3 million at December 31, 2002 to $48.7 million at March 31, 2003. Accounts payable increased
11% from $5.8 million to $6.4 million due to the timing of payments. Accrued expenses decreased 30% from $22.2 million to $15.5 million due
primarily to the payment of approximately $5.6 million of 2002 bonuses and commissions and the payment of approximately $2.2 million of
restructuring liabilities for severance and occupancy. The current portion of deferred revenue decreased slightly from $24.0 million to $23.9
million.

Our short-term operating commitments include operating lease payments over the next twelve months of approximately $7 million, including
approximately $2 million for our new office space in Wilton, CT, which we do not occupy. While we are seeking to enter into a sublease
agreement relating to this facility, we have recorded a restructuring charge for rent and related amounts for this lease through March 31, 2004. If
we are unable to enter into a sublease agreement for this facility providing for rent payments to us commencing by such date, we may need to
record an additional charge for estimated future rent payments required to be made by us until such time as the space is sublet.

As of March 31, 2003, we have accruals of $0.6 million, after considering insurance recoveries, related to settlements associated with
outstanding legal and other contingencies. A significant increase in the estimate of the cost of settlement of these contingencies could have a
material adverse effect on our consolidated financial position or results of operations.

Investing Activities

Investing activities consumed cash of $0.7 million during the quarter ended March 31, 2003 compared to consuming cash of $0.5 million during
the quarter ended March 31, 2002. Investing activities for the first quarter of 2003 consisted of an investment of $0.7 million for software and
equipment primarily for the completion of our new enterprise customer relationship management and financial information systems. Investing
activities for the first quarter of 2002 included a $0.4 million net investment in furniture, fixtures and equipment and a $0.1 million increase in
restricted collateral deposits in connection with facility leases.

Our capital expenditures are expected to be approximately $2.2 million for the next twelve months. In addition, capital lease commitments over
the next twelve months are approximately $0.4 million.

Financing Activities
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Financing activities used cash of $0.4 million during the quarter ended March 31, 2003, as compared to generating cash of $1.4 million during
the quarter ended March 31, 2002. Financing activities for the first quarter of 2003 included $0.6 million of principal payments under the
Foothill Credit Facility and $0.5 million of principal payments under insurance premium financing loans and capital leases, offset by $0.7
million in proceeds from the exercise of employee stock options and purchases of stock under the ESPP. Financing activities for the first quarter
of 2002 included $1.1 million of proceeds from employee stock plan purchases and $0.7 million of proceeds from the exercise of employee
stock options, partially offset by $0.2 million of capital lease principal payments and $0.2 million of expenses relating to our December 2001
private placement issuance of stock to certain investors.

Current portion of long-term debt commitments are approximately $2.9 million at March 31, 2003 (see Note 7 of Notes to Consolidated
Condensed Financial Statements).

Cash Flow and Funding Requirements

As of March 31, 2003, we had $9.4 million outstanding under the term loan facility, and one letter of credit was issued in the face amount of
approximately $2.5 million. In addition to the term loan and outstanding letter of credit, the remaining amount available under the credit facility
was $0.2 million as of March 31, 2003. However, Foothill has no obligation to make any additional advances under the Loan Agreement until
such time as certain cash management agreements are signed (see Note 7 of Notes to Consolidated Condensed Financial Statements).
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We had a net working capital deficit of $3.5 million as of March 31, 2003 primarily as a result of the reduction in license revenues in the three
months ended March 31, 2003. We believe that current cash and cash equivalent balances ($25.4 million at March 31, 2003) will be sufficient to
meet our needs associated with cash shortfalls in any one quarter and are sufficient to meet anticipated needs through March 31, 2004 including
working capital and final severance payments associated with restructuring activities commenced in 2002; payments for operating lease
commitments of approximately $7 million; capital expenditures of approximately $2.2 million; current portion of long-term debt, notes payable
and capital lease commitments of approximately $2.9 million; and $0.6 million related to legal matters. However, any projections of future cash
needs and cash flows are subject to uncertainty. Should our actual payments arising from the resolution of our legal contingencies differ from
amounts accrued, we could incur additional expense and cash outlays in future periods. A continued downturn in information technology
spending, which could cause us not to achieve our revenue expectations, or our failure to timely implement additional cost cutting measures in
such event, could cause a default under the Loan Agreement and could require the accelerated repayment of our outstanding term loan and the
payment of penalties. Our long-term capital needs will depend on numerous factors, including the rate at which we are able to obtain new
business from customers, and the expenses associated with the expansion or reduction of our personnel and infrastructure to accommodate such
business, as well as the rate at which we choose to invest in new technologies and/or launch new products and services in order to be
competitive. (see �Factors that May Affect Future Results� below.)

Our contractual obligations and commitments at March 31, 2003 are as follows (in thousands):

Contractual Obligations Total

Less Than

1 Year
1 �

3 Years
4 �

5 Years

More
Than 5
Years

Long-term debt $ 9,375 $ 2,500 $ 6,875 $ �  $ �  
Capital lease obligations 709 367 342 �  �  
Operating leases 47,518 6,754 11,228 8,389 21,147
Legal settlements(1) 692 508 184 �  �  

Totals $ 58,294 $ 10,129 $ 18,629 $ 8,389 $ 21,147

(1) Excludes $0.4 million value of a warrant issued in connection with legal settlement in 2002, as such warrant may be settled in
either cash or shares of our Common Stock (see Note 8 of Notes to Consolidated Condensed Financial Statements).

If current cash, cash equivalents, cash that may be generated from operations and cash, if any, available under our credit facility are deemed to
be insufficient to satisfy our liquidity requirements, we will likely attempt to sell additional equity securities and/or debt securities. Additionally,
in such case, we may consider the sale of certain of the Company�s assets. We will also, from time to time, consider the acquisition of or
investment in complementary businesses, products, services and technologies, which might impact our liquidity requirements or cause us to
issue debt or additional equity securities. There can be no assurance that financing will be available in amounts or on terms acceptable to us, or
at all. A failure to obtain such financing may adversely impact our business. In addition, if we are unable to generate substantial improvements
in cash flows, our goodwill may become impaired and we would have to record a charge for impairment, which may be material to our financial
position and results of operations.

Recently Issued Accounting Pronouncements

In June 2001, the FASB issued SFAS No. 143, �Accounting for Asset Retirement Obligations�. SFAS No. 143 requires the Company to record the
fair value of an asset retirement obligation as a liability in the period in which it incurs a legal obligation associated with the retirement of
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tangible long-lived assets that result from the acquisition, construction, development and/or normal use of the assets. The Company also records
a corresponding asset, which is depreciated over the life of the asset. Subsequent to the initial measurement of the asset retirement obligation, the
obligation will be adjusted at the end of each period to reflect the passage of time and changes in the estimated future cash flows underlying the
obligation. The Company adopted SFAS No. 143 on January 1, 2003. The adoption of SFAS No. 143 did not have a material impact on the
Company�s financial position or results of operations.

In June 2002, the FASB issued SFAS No. 146, �Accounting for Costs Associated with Exit or Disposal Activities,� which supersedes Emerging
Issues Task Force (�EITF�) Issue No. 94-3, �Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(Including Certain Costs Incurred in a Restructuring)�. This
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Statement requires that a liability for costs associated with exit or disposal activities be recognized when the liability is incurred as opposed to
recognition on the date an entity commits to an exit plan as previously required under EITF Issue No. 94-3. The Company adopted SFAS No.
146 for exit and disposal activities initiated after December 31, 2002. The adoption of SFAS No. 146 impacted the timing of certain
restructuring charges (see Note 11 of Notes to Consolidated Condensed Financial Statements).

In November 2002, the FASB issued FASB Interpretation No. (�FIN�) 45, �Guarantor�s Accounting and Disclosure Requirements for Guarantees,
Including Indirect Guarantees of Indebtedness of Others.� This interpretation expands the disclosures to be made by a guarantor in its financial
statements about its obligations under certain guarantees and requires the guarantor to recognize a liability for the fair value of an obligation
assumed under a guarantee. FIN 45 clarifies the requirements of SFAS No. 5, �Accounting for Contingencies,� relating to guarantees. In general,
FIN 45 applies to contracts or indemnification agreements that contingently require the guarantor to make payments to the guaranteed party
based on changes in an underlying that is related to an asset, liability, or equity security of the guaranteed party. Certain guarantee contracts are
excluded from both the disclosure and recognition requirements of this interpretation, including, among others, guarantees relating to employee
compensation, residual value guarantees under capital lease arrangements, commercial letters of credit, loan commitments, subordinated
interests in a special purpose entity, and guarantees of a company�s own future performance. Other guarantees are subject to the disclosure
requirements of FIN 45 but not to the recognition provisions and include, among others, a guarantee accounted for as a derivative instrument
under SFAS No. 133, �Accounting for Derivative Instruments and Hedging Activities�, a parent�s guarantee of debt owed to a third party by its
subsidiary or vice versa, and a guarantee which is based on performance not price. The disclosure requirements of FIN 45 were effective for the
Company as of December 31, 2002, and required disclosure of the nature of the guarantee, the maximum potential amount of future payments
that the guarantor could be required to make under the guarantee, and the current amount of the liability, if any, for the guarantor�s obligations
under the guarantee. The recognition requirements of FIN 45 are applied prospectively to guarantees issued or modified after December 31,
2002. Significant guarantees that have been entered into by the Company are disclosed in Note 9 of Notes to Consolidated Condensed Financial
Statements.

In November 2002, the EITF reached a consensus on EITF Issue No. 00-21, �Accounting for Revenue Arrangements with Multiple Deliverables�.
The Issue addresses the accounting for arrangements that may involve the delivery or performance of multiple revenue-generating activities and
how to determine whether such an arrangement involving multiple deliverables contains more than one unit of accounting for purposes of
revenue recognition. The guidance in this issue is effective for revenue arrangements entered into in quarters beginning after June 15, 2003.
Accordingly, the Company will adopt EITF Issue No. 00-21 effective July 1, 2003. We are currently evaluating the impact of this Issue but do
not expect adoption to have a material impact on our results of operations, financial position or cash flows.

In December 2002, the FASB issued SFAS No. 148, �Accounting for Stock-Based Compensation-Transition and Disclosure�. This Statement
amends SFAS No. 123, �Accounting for Stock-Based Compensation� and provides alternative methods of transition for an entity�s voluntary
change to the fair value method of accounting for stock-based employee compensation. This Statement also amends the disclosure requirements
of SFAS No. 123 to require more prominent disclosures and specifies the form, content and location of those disclosures in both annual and
interim financial statements regarding the method of accounting used for stock-based employee compensation and its effect on reported results.
This Statement is effective for fiscal years ending after December 15, 2002. As the Company continues to account for employee stock-based
compensation under Accounting Principles Board (�APB�) Opinion No. 25, �Accounting for Stock Issued to Employees�, and the Company did not
make a voluntary change to the fair value based method of accounting for stock-based employee compensation under SFAS No. 123 during the
three months ended March 31, 2003, the adoption of SFAS No. 148 did not impact the Company�s financial position or results of operations. The
FASB recently indicated that they will require stock-based employee compensation to be recorded as a charge to earnings beginning in 2004.
We will continue to monitor their progress on the issuance of this standard as well as evaluate our position with respect to current guidance.

In January 2003, the FASB issued FIN 46, �Consolidation of Variable Interest Entities�. FIN 46 clarifies the application of Accounting Research
Bulletin (�ARB�) No. 51, �Consolidated Financial Statements�, for certain entities in which equity investors do not have the characteristics of a
controlling financial interest or do not have sufficient equity at risk for the entity to finance its activities without additional subordinated support
from other parties. FIN 46 requires existing unconsolidated variable interest entities to be consolidated by their primary beneficiaries if the
entities do not effectively disperse risks among parties involved. FIN 46 applies immediately to variable interest entities created after January 31,
2003, and to variable interest entities in which an enterprise obtains an interest after that date. It applies in the first fiscal year or interim period
beginning after June 15, 2003, to variable interest entities in which an enterprise holds a variable interest that it acquired before February 1,
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2003. The adoption of FIN 46 has not and is not expected to have a material effect on the Company�s consolidated financial position, results of
operations or cash flows.
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Other pronouncements issued by the FASB or other authoritative accounting standard groups with future effective dates are either not applicable
or are not significant to the financial statements of Mercator.

Factors That May Affect Future Results

You should consider the following risk factors carefully before making an investment decision. Our business, results of operations, and financial
condition could be adversely affected by any of the following factors. The market price of our Common Stock could decline due to any of these
risks, and you could lose all or part of your investment.

Our quarterly and annual operating results are volatile and difficult to predict and may cause our stock price to fluctuate

Our quarterly and annual operating results have varied significantly in the past and may continue to do so in the future. We had operating losses
for the three months ended March 31, 2003 and for the year ended December 31, 2002 and may continue to have losses in the future. In the past,
our operating results were below the expectations of public market analysts and investors, and below guidance we had given to investors. In
addition, due to the buying habits of our customers, we generally consummate our license agreements, and consequently recognize a substantial
portion of our quarterly software licensing revenues in the last month of each quarter, further complicating our ability to predict our results in
advance. This difficulty in predicting our results may persist in the future and if our revenues and operating results do not meet expectations, our
stock price could further decline which may result in, among other things, potential customers and partners choosing to purchase from or work
with other vendors.

In 2001 and 2002, we announced restructuring plans to reduce our cost structure. These plans consisted of certain workforce reductions across
the Company, closing and reducing some of our office facilities. We have also announced a strategic plan to provide greater focus on
partnerships and industry-ready integration solutions (�Industry-Ready Integration Solutions�) for targeted vertical markets. Our restructuring
plans that have been and will be implemented remain unproven, and could result in increased volatility in and have an adverse effect on our
stock price. Our focus on partnerships and Industry-Ready Integration Solutions for targeted vertical markets may result in longer sales cycles.
Any delay in obtaining customer contracts may have an adverse impact on operating results. We believe that investors should not rely on
period-to-period comparisons of our results of operations, as they are not necessarily indications of our future performance.

We have been and may continue to be impacted by the overall economy, international affairs and the downturn in information
technology spending

As a result of, among other things, continuing unfavorable economic conditions and concerns about international affairs (including the recent
war in Iraq, unrest in the Middle East and Asia), we have seen many companies, including certain in our vertical markets, reduce and/or defer
information technology spending. Additionally, socio-economic factors including continued unrest in international affairs and the recent
outbreak of the Severe Acute Respiratory Syndrome (SARS) could impact our ability to travel to and from and access certain international
markets. As a result of these and other matters, our software licensing revenues have declined in the first quarter of 2003 and fiscal year 2002 in
total and as a percentage of our total revenues as compared to the prior year. In particular, sales to e-commerce and Internet businesses,
value-added resellers and independent software vendors were adversely impacted during the first quarter of 2003 and during the years 2002 and
2001. Sales to financial services firms had been impacted in the first quarter of 2003, during the year 2002 and the fourth fiscal quarter of 2001.
If the unfavorable economic conditions with respect to information technology spending in the United States continue and/or worsen, or if a
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wider global slowdown continues and/or worsens, we may experience a material adverse impact on our revenues and collections of our accounts
receivable as well as our overall operating results, and the value of our goodwill or purchased technology may become impaired.

Our future success depends on retaining our key personnel and attracting and retaining additional highly qualified employees

Other than Roy King, our Chairman, Chief Executive Officer and President, all of our employees are employed at-will and we have no
fixed-term employment agreements with our employees. The loss of the services of any of our key employees could harm our business.

Our future success also depends on our ability to attract, train and retain highly qualified sales, research and development, professional services
and managerial personnel, particularly sales, and research and development personnel. Competition for these personnel is intense. We may not
be able to attract, assimilate or retain qualified personnel. We have at times experienced, and we continue to experience, difficulty in recruiting
qualified personnel in certain areas, and we
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anticipate these difficulties may continue in the future. Furthermore, we have in the past experienced, and in the future expect to continue to
experience, a significant time lag between the date sales, research and development and professional services personnel are hired and the date
these employees become fully productive.

It would be difficult for us to materially or immediately adjust our spending if we experience revenue shortfalls

Our revenues have been and will continue to be difficult to predict. We have in the past failed and may continue to fail to achieve our revenue
expectations or any revenue level that would ultimately enable us to operate profitably. Our expense levels are based, in part, on our expectation
of future revenues, and expense levels are, to a significant extent, fixed in the short term. We may be unable to materially adjust spending in a
timely manner to compensate for revenue shortfalls. If revenue levels are below expectations for any reason, our operating results and cash flows
are likely to be harmed. Net income may be disproportionately affected by a reduction in revenue because large portions of our expenses are
related to headcount that may not be easily reduced without harming our business. If cash flows are negatively impacted, there can be no
assurance that our existing cash and availability, if any, under our credit facility will be sufficient to meet cash needs or that we will comply with
the covenants set forth in the financing agreement. In 2002, we announced certain restructuring plans aimed at reducing expenses. There can be
no assurance that such reductions will ultimately enable us to operate profitably. Furthermore, the further reduction of expenses may impact our
ability to develop, introduce and market new products or enhancements to existing products necessary to compete effectively in the marketplace.

We may experience seasonal fluctuations in our revenues or results of operations

It is not uncommon for software companies to experience strong calendar year ends followed by weaker subsequent quarters, in some cases with
sequential declines in revenues or operating profit. We believe that many software companies exhibit this pattern in their sales cycles primarily
due to customers� buying patterns and budget cycles. We have displayed this pattern in the past and may display this pattern in future years.

Our credit facility contains covenants that we must maintain in order to access the facility

In December 2002, the Company entered into a Loan Agreement with Foothill, which provided for a $20 million credit facility. Upon closing,
the Company drew down $10 million to supplement its cash position. The term loan and other availability under the Loan Agreement is
conditioned upon the Company complying with certain covenants relating to, among other things, EBITDA results, maintenance revenue levels
and limitation on capital expenditures. The Company is also required to enter into certain cash management agreements under the Loan
Agreement (which it has not yet done). The Company has in the past, and may in the future, be required to secure waivers from Foothill with
respect to certain of its obligations under the Loan Agreement, including the obligation to enter into cash management agreements.
Notwithstanding such waivers, Foothill currently has no obligation to make additional advances under the Loan Agreement until the Company
complies with all of its obligations, including the completion of cash management agreements. Failure by the Company to comply with any of
the covenants, or any default by the Company under the terms of the Loan Agreement (including a change of control, as defined in the Loan
Agreement), could cause Foothill to call the facility in default, requiring us to repay amounts under the loan plus penalties, and harm our
business by, among other things, adversely impacting our cash position.

We may have difficulty raising additional funding
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If current cash, cash equivalents, cash that may be generated from operations and funds available, if any, under our credit facility are deemed to
be insufficient to satisfy our liquidity requirements, we may attempt to sell additional equity securities, debt securities and/or certain assets of the
Company. The sale of additional equity or equity-related securities, if achieved, would result in additional dilution to our stockholders. There
can be no assurance that financing of any kind will be available in amounts or on terms acceptable to us, or at all. A failure to obtain such
financing may adversely impact our business. In addition, if we are unable to generate substantial improvements in cash flows, our goodwill may
become impaired and we would have to record a charge for impairment, which may be material to our financial position and results of
operations.

We depend on the sales of our existing Mercator products and related services

We first introduced our Mercator products in 1993. In recent years, a significant portion of our revenue has been attributable to licenses of
Mercator products and related services, and we expect that revenue attributable to our Mercator products and related services will continue to
represent a significant portion of our total revenue for the foreseeable future. Accordingly, our future operating results significantly depend on
the market acceptance and growth of our existing Mercator product line and enhancements of these products and services and the demand for
outsourced integration software and services generally. Market acceptance of our Mercator product line may not increase or remain at current
levels, and we may

25

Edgar Filing: MERCATOR SOFTWARE INC - Form 10-Q

Table of Contents 48



Table of Contents

not be able to market successfully our Mercator product line or develop extensions and enhancements to this product line on a long-term basis.
In the event that our current or future competitors release new products that provide, or are perceived as providing, more advanced features,
greater functionality, better performance, better compatibility with other systems or lower prices than our Mercator product line, demand for our
products and services would likely decline. A decline in demand for, or market acceptance of, the Mercator product line would harm our
business.

We may face significant risks in our international operations

International revenues accounted for approximately 47% of our total revenues for the three months ended March 31, 2003 and 38% of our total
revenues for the year ended December 31, 2002. Successful operation of our international sales and marketing efforts requires management
attention and financial resources. Additionally, significant time is required to customize our products for selected international markets and to
focus on the development of international sales and support channels. We have recently reduced and consolidated certain of our international
operations as we focus more on expanding distribution through independent resellers and strategic partners, which may adversely impact our
ability to market and sell our products internationally. International operations involve a number of additional risks, including the following:

� political instability, conflict and other socio-economic factors;

� impact of possible recessionary environments in economies outside the United States;

� foreign currency exchange rate fluctuations;

� longer receivables collection periods and greater difficulty in accounts receivable collection;

� unexpected changes in regulatory requirements;

� reduced protection for intellectual property rights in some countries;

� tariffs and other trade barriers;

� the burdens of complying with a variety of foreign laws; and

� potentially adverse tax consequences.

In certain cases, international license, service and other revenues are denominated in foreign currencies. During the first quarter of 2003 and
during the year 2002, we did not engage in foreign currency hedging transactions. However, to the extent revenues may increase in international
markets, exposures to gains and losses on foreign currency transactions may increase. We may choose to limit our exposure by the purchase of
forward foreign exchange contracts or similar hedging strategies. The currency exchange strategy that we adopt may not be successful in
eliminating exchange-related losses. In addition, the above-listed factors may cause a decline in our future international revenue and,
consequently, may harm our business. We may not be able to sustain or increase revenue that we derive from international sources.
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We may experience difficulties in developing and introducing new or enhanced products necessitated by technological changes

Our future success will depend, in part, upon our ability to anticipate changes, to enhance our current products and to develop and introduce new
products that keep pace with technological advancements and address the increasingly sophisticated needs of our customers. Development of
enhancements to existing products and new products depend, in part, on a number of factors, including the following:

� the availability of cash to fund development;

� the timing of releases of new versions of applications systems by vendors;

� the introduction of new applications, systems or computing platforms;

� the timing of changes in platforms;
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� the release of new standards or changes to existing standards; and

� changing customer requirements.

Our product enhancements or new products may not adequately meet the requirements of the marketplace or achieve any significant degree of
market acceptance. Additionally, many of our current and potential competitors have significantly greater financial, technical, and product
development resources, which may enable them to develop and introduce new or enhanced products more effectively than we can. We have in
the past experienced delays in the introduction of product enhancements and new products and we may experience delays in the future.
Furthermore, as the number of applications, systems and platforms supported by our products increases, we could experience difficulties in
developing, on a timely basis, product enhancements which address the increased number of new versions of applications, systems or platforms
served by our existing products. If we fail, for technological or other reasons, including our inability to properly fund our research and
development efforts, to develop and introduce product enhancements or new products in a timely and cost-effective manner, or if we experience
any significant delays in product development or introduction, our customers may delay or decide against purchases of our products, as our
products may be rendered obsolete.

The success of our products will also depend upon the success of the platforms we target

We may, in the future, seek to develop and market enhancements to existing products or new products, which are targeted for or which may be
embedded in applications, systems or platforms that we believe will achieve commercial acceptance. This could require us to devote significant
development, sales and marketing personnel, as well as other resources, to these efforts, which would otherwise be available for other purposes.
We may not be able to successfully identify these applications, systems or platforms, and even if we do so, we may not achieve commercial
acceptance or we may not realize a sufficient return on our investment. Failure of these targeted applications, systems or platforms to achieve
commercial acceptance or our failure to achieve a sufficient return on our investment could harm our business.

The success of our products will also depend upon the success of the vertical industries and the associated industry standards and
mandates we target

We have in the past, and may, in the future, seek to develop and market our existing products or new products such as our Industry-Ready
Integration Solutions, which are targeted for certain vertical industries such as financial services, healthcare, manufacturing, retail and
distribution and industry standards and mandates specific to those industries, that we believe will achieve commercial acceptance. This could
require us to devote significant development, sales and marketing personnel, as well as other resources, to these efforts, which would otherwise
be available for other purposes. We may not be able to successfully identify these vertical industries and the associated industry standards and
mandates, and even if we do so, we may not achieve commercial acceptance or we may not realize a sufficient return on our investment. For
example, in 2001, the Company developed a solution for global straight through processing for a financial services standard that was initially
widely supported, but which standard was ultimately abandoned in 2002. Failure of our products in these targeted vertical industries to achieve
commercial acceptance or our failure to achieve a sufficient return on our investment could harm our business.

The success of our products will also depend upon the access to and success of technologies of third parties
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We have in the past, and may, in the future, seek to identify products or technologies in which we may embed or bundle our products, or in
which our products may be embedded or bundled. Additionally, our products often depend upon access to certain interfaces used for
interoperation between external software products and packaged application software. In each case, if a third party technology provider fails to
(i) maintain its viability; (ii) provide fully-functional components and/or support for its products; and/or (iii) provide timely access to its
products on commercially reasonable terms, our business may be harmed.

We may not successfully expand our sales and distribution channels

An integral part of our strategy is to expand our sales channels, including strategic partners, value-added resellers, application software and
server companies, independent software vendors, systems integrators and distributors. While we believe this will prove to be a successful
strategy, such sales may be at lower unit prices, may limit our direct contact with customers (potentially inhibiting future follow-up sales) and
place us in a position of depending upon the reseller to achieve customer satisfaction, and could result in these resellers selling to customers to
whom we may otherwise have sold directly. For the three months ended March 31, 2003 and for the year ended December 31, 2002, 64% and
46%, respectively, of our total license revenues were influenced by these sources. We may not be successful in increasing our sales influenced
by
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indirect sales channels. If we are successful in increasing our sales influenced by indirect sales channels, we expect that those sales may be at
lower per unit prices than sales through direct channels, and revenue we receive for each sale will be less than if we had licensed the same
product to the customer directly. As a result, our ability to accurately forecast sales, evaluate customer satisfaction and recognize emerging
customer requirements may be hindered.

Even if we successfully expand our distribution channels, any new strategic partners, value-added resellers, application software and server
companies, independent software vendors, system integrators or distributors may offer competing products, or have no minimum purchase
requirements of our products. These third parties may also lack the technical expertise required to market and support our products successfully.
If these third parties do not provide adequate levels of services and technical support, our customers could become dissatisfied, and we may have
to devote additional resources for customer support. Additionally, our brand name and reputation could be harmed. Selling products through
indirect sales channels could cause conflicts with the selling efforts of our direct sales force.

Our strategy of marketing products directly to end-users and indirectly through value-added resellers, application software and server
companies, independent software vendors, systems integrators and distributors may result in distribution channel conflicts. Our direct sales
efforts may compete with those of our indirect channels and, to the extent different resellers target the same customers, resellers may also come
into conflict with each other. Although we attempt to manage our distribution channels to avoid potential conflicts, channel conflicts may harm
our relationships with existing value-added resellers, application software and server companies, independent software vendors, systems
integrators or distributors; or impair our ability to attract new value added resellers, application software and server companies, independent
software vendors, systems integrators and distributors.

We face significant competition in the market for integration software

The markets for our products and services are extremely competitive and subject to rapid change. Because there are relatively low barriers to
entry in the software market, we expect additional competition from other established and emerging companies.

In the integration market, our products and related services compete against solutions developed internally by individual businesses to meet their
specific integration needs and third-party software vendors.

Many of our current and potential competitors have longer operating histories, significantly greater financial, technical, product development
and marketing resources, greater name recognition and larger customer bases than we do. Our present or future competitors may be able to
develop products that are comparable or superior to those we offer, adapt more quickly than we do to new technologies, evolving industry trends
or customer requirements, or devote greater resources than we do to the development, promotion and sale of their products. Accordingly, we
may not be able to compete effectively in our target markets against these competitors.

We expect that we will continue to face pricing pressures from our current competitors and new market entrants. Our competitors may engage in
pricing practices that may reduce the average selling prices of our products and related services. To offset declining average selling prices, we
believe that we must successfully introduce and sell enhancements to existing products and new products on a timely basis. We must also
develop enhancements to existing products and new products that incorporate features that can be sold at higher average selling prices. To the
extent that enhancements to existing products and new products are not developed in a timely manner, do not achieve customer acceptance or do
not generate higher average selling prices, our operating margins may decline. In light of our cost reduction initiatives, our ability to introduce
and sell enhancements to existing products and new products on a timely basis may be adversely impacted.
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Our industry is experiencing consolidation that may intensify competition

The software industry is undergoing substantial change, which has resulted in increasing consolidation and a proliferation of strategic
transactions. Many companies in these industries have been going out of business or are being acquired by competitors. As a result, we are
increasingly competing with larger competitors that have substantially greater resources than we do. We expect this consolidation and strategic
partnering to continue. Acquisitions or strategic relationships could harm us in a number of ways. For example:

� competitors could acquire or enter into relationships with companies with which we have strategic relationships and discontinue our
relationship, resulting in the loss of distribution opportunities for our products and services or the loss of certain enhancements or
value-added features to our products and services;
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� suppliers of important or emerging technologies could be acquired by a competitor or other company which could prevent us from
being able to utilize such technologies in our offerings, and disadvantage our offerings relative to those of competitors;

� a competitor could be acquired by a party with significant resources and experience that could increase the ability of the competitor to
compete with our products and services; and

� other companies with related interests could combine to form new, formidable competition, which could preclude us from obtaining
access to certain markets or content, or which could dramatically change the market for our products and services.

Any of these events could put us at a competitive disadvantage, which could cause us to lose customers, revenue and market share. They could
also force us to expend greater resources to meet new or additional competitive threats, which could also harm our operating results.

We could lose strategic relationships that are essential to our business

With our increasing reliance on strategic partners to distribute our products, the loss of certain current strategic relationships or key licensing
arrangements, the inability to find other strategic partners or the failure of our existing relationships to achieve meaningful positive results for us
could harm our business. We rely in part on strategic relationships to help us:

� increase adoption of our products through distribution arrangements;

� acquire desirable or necessary technology components and intellectual property rights;

� enhance our brand; and

� increase the performance and utility of our products and services.

We would be unable to accomplish many of these goals without the assistance of third parties. For example, we may become more reliant on
strategic partners to provide more secure and easy-to-use electronic commerce solutions. We may not be successful in forming or managing
strategic relationships, and, in particular, we may meet resistance in forging such relationships if our potential strategic partners desire to
minimize their dependency on any one technology provider. Additionally, several of our strategic partners which are multi-product software
companies and currently view our products and services to be complimentary to theirs, could become competitors as they explore the possibility
of expanding their application integration components and capabilities.

Because market participants in some markets have adopted industry specific technologies, we may need to expend significant resources
in order to address specific markets
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Our strategy is to continue developing our integration software to be broadly applicable to many industries. However, in some markets, market
participants have adopted core technologies that are specific to their markets. For example, many companies in the healthcare and financial
services industries have adopted industry-specific protocols for the interchange of information. In order to successfully sell our software to
companies in these markets, we may need to expand or enhance our software to adapt to these industry-specific technologies, which could be
costly and require the diversion of engineering resources.

We may lose a significant revenue stream if our customers fail to renew contracts for maintenance services

Many of our customers subscribe for maintenance and support services, which we recognize over the term of those agreements. If a significant
portion of our customers elect not to contract for or renew these services, our revenue from those services would be adversely affected, which
could cause us to fail to comply with minimum maintenance revenue covenants set forth in our Loan Agreement, and which may otherwise
adversely impact our business, operating results and financial condition.
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Network security problems could damage our reputation and business

Unknown security risks may result in liability to us and also may deter customers from purchasing or using our products. We rely on standard
computer network and software security systems, all of which are licensed from third parties, to provide the security and authentication
necessary to use our software and effect secure transmission of data over networks. Computer networks, including our own, may be vulnerable
to unauthorized access, computer viruses and other disruptive problems. In addition, advances in computer capabilities, new discoveries in the
field of cryptography or other events or developments may render current security measures inadequate. Someone who is able to circumvent
security measures could misappropriate proprietary information or cause interruptions in our operations. We may need to expend significant
capital or other resources protecting against the threat of security breaches or alleviating problems caused by breaches. Eliminating computer
viruses and alleviating other security problems may result in interruptions, delays or cessation of service to users accessing networks and
applications on which our products are deployed, any of which could harm our business.

Government regulation and legal uncertainties relating to the Internet could adversely affect our business

Congress has passed legislation and several more bills have been sponsored in both the House and Senate that are designed to regulate various
aspects of the Internet, including, for example, on-line content, copyright infringement, user privacy, and taxation. In addition, federal, state,
local and foreign governmental organizations are considering other legislative and regulatory proposals that would regulate aspects of the
Internet, including libel, pricing, quality of products and services, and intellectual property ownership. The laws governing the use of the
Internet, in general, remain largely unsettled, even in areas where there has been some legislative action. It may take years to determine whether
and how existing laws apply to the Internet. In addition, the growth and development of the market for online commerce may prompt calls for
more stringent consumer protection laws, both in the United States and abroad, which may impose additional burdens on companies conducting
business on-line by limiting the type and flow of information over the Internet. The adoption or modification of laws or regulations relating to
the Internet could adversely affect our business insofar as it may adversely affect the trend toward conducting more commerce over the Internet.

It is not known how courts will interpret both existing and any new laws. Therefore, we are uncertain as to how new laws or the application of
existing laws will affect our business or our clients� business, which may have an indirect affect on our business. Increased regulation of the
Internet may decrease the growth in the use of the Internet, which could decrease the demand for our services, increase our cost of doing
business or otherwise have a material adverse effect on our business, or results of operations and financial condition.

The United States Omnibus Appropriations Act of 1998 places a moratorium on taxes levied on Internet access from October 1998 to November
2003. However, states may place taxes on Internet access if taxes had already been generally imposed and actually enforced prior to October
1998. States which can show they enforced Internet access taxes prior to October 1998 and states after November 2003 may be able to levy taxes
on Internet access resulting in increased cost to access the Internet, which may result in a material adverse effect to our business insofar as it may
adversely affect the trend toward conducting more commerce over the Internet.

We have only limited protection for our proprietary technology

Our success is dependent upon our proprietary software technology. We protect our technology as described below but this may not prevent
misappropriation or development by third parties of similar products. We do not have any patents and we rely principally on trade secret,
copyright and trademark laws, nondisclosure and other contractual agreements and technical measures to protect our technology. As a rule, we
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enter into confidentiality and/or license agreements with our employees, distributors and customers, and we limit access to and distribution of
our software, documentation and other proprietary information by employees, distributors and customers. The steps taken by us may not be
sufficient to prevent misappropriation of our technology, and such protections do not preclude competitors from developing products with
functionality or features similar to our products. Furthermore, it is possible that third parties will independently develop competing technologies
that are substantially equivalent or superior to our technologies. In addition, effective copyright and trade secret protection may be unavailable or
limited in certain foreign countries, which could pose additional risks of infringement as we continue to operate internationally. Our failure or
inability to protect our proprietary technology could have a material adverse effect on our business.

Although we do not believe that our products infringe the proprietary rights of any third parties, infringement claims could be asserted against us
or our customers in the future. Additionally, to the extent that we bundle other technologies with our products, or have our products bundled
with other technologies, infringement claims against us, our customers or our technology partners, could be asserted. Furthermore, we may
initiate claims or litigation against third parties for
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infringement of our proprietary rights, or for purposes of establishing the validity of our proprietary rights. Litigation, either as plaintiff or
defendant, would cause us to incur substantial costs and divert management resources from productive tasks whether or not such litigation is
resolved in our favor, which could have a material adverse effect on our business. Parties making claims against us or customers for which we
are subject to payment of indemnification could recover substantial damages, as well as injunctive or other equitable relief, which could
effectively block our ability to license our products in the United States or abroad. Such a judgment could have a material adverse effect on our
business. If it appears necessary or desirable, we may seek licenses to intellectual property that we may be alleged to be infringing. Licenses may
not be obtainable on commercially reasonable terms, if at all. The failure to obtain necessary licenses or other rights could have a material
adverse effect on our business. As the number of software products in the industry increases and the functionality of these products further
overlaps, we believe that software developers may become increasingly subject to infringement claims. Any such claims, with or without merit,
can be time-consuming and expensive to defend and could adversely affect our business. We are not aware of any currently pending claims that
our products, trademarks or other proprietary rights infringe upon the proprietary rights of third parties.

We may become subject to product liability claims

Our license agreements with our customers typically contain provisions designed to limit our exposure to potential product liability claims which
could arise as a result of our software interfering with the operations of our customers� other software applications, network operations and/or
processing of mission critical data and transactions. It is possible, however, that the limitation of liability provisions contained in our license
agreements, especially unsigned shrink-wrap licenses, may not be effective under the laws of certain jurisdictions. Consequently, the sale and
support of our software entails the risk of product liability claims in the future and any liability insurance may not be sufficient to cover the
product liability claims. Litigation, either as plaintiff or defendant, could cause us to incur substantial costs and divert management resources
from productive tasks whether or not such litigation is resolved in our favor, which could have a material adverse effect on our business.

Under certain circumstances, our source code could be released to our customers

Under the terms of certain of our license agreements, the source code for our products is placed in escrow. In these instances, our customers are
granted a limited, non-exclusive license to use this code if we fail to provide required maintenance services and technical support, cease to do
business as a going concern, or have been adjudged to be, or filed a voluntary petition for, bankruptcy. If our source code is released to
customers, then our business could be seriously harmed.

Our stock price has fluctuated and could continue to fluctuate

The trading price of our Common Stock has fluctuated widely in the past and may be significantly affected by a number of factors, including the
following:

� actual or anticipated fluctuations in our operating results;

� announcements of technological innovations or new products by us or our competitors;

� developments with respect to patents, copyrights or proprietary rights;
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� conditions and trends in the software or other industries; and

� general market conditions.
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In addition, the stock market has, from time to time, experienced significant price and volume fluctuations that have particularly affected the
market prices for the stock of technology companies. These broad market fluctuations may cause the market price of our Common Stock to
decline. The high and low sale prices of our Common Stock as reported on the NASDAQ National Market System for the past three years and
for the first quarter of 2003 are listed below.

Reported Sale Price

High Low

2000
First Quarter $ 149.875 $ 47.00
Second Quarter 84.00 26.75
Third Quarter 70.375 13.438
Fourth Quarter 16.188 2.81

2001
First Quarter 12.188 3.25
Second Quarter 3.75 1.40
Third Quarter 2.47 0.95
Fourth Quarter 9.44 1.09

2002
First Quarter 10.15 3.91
Second Quarter 5.65 1.38
Third Quarter 1.97 1.09
Fourth Quarter 1.42 0.54

2003
First Quarter 1.92 0.90

Our stock price has traded below $1.00 and may be subject to delisting from NASDAQ

The share price of our stock traded below $1.00 during the fourth quarter of 2002. If our stock trades for 30 consecutive business days below
$1.00, NASDAQ�s Listing Qualifications Department may send a deficiency notice to us, advising that we have been afforded a �grace� period to
regain compliance with the $1.00 bid price requirement. If we are unable to regain compliance, our shares may be delisted from NASDAQ
which would make our securities less-marketable which could impair our ability to raise additional financing and secure additional business as a
result of customers, vendors and partners reluctance to enter into transactions with a delisted company.

Our stockholder rights plan, corporate governance structure and governing law may delay or prevent our acquisition by another
company

Our corporate governing documents as well as Delaware law contain provisions that could make it more difficult for a third party to attempt to
acquire or gain control of our Company. These provisions include:
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� our Board of Directors can issue shares of preferred stock without any vote or action by the stockholders and this stock could have
rights superior to those of existing stockholders and could impede the success of any acquisition attempt by another company;

� we adopted a stockholders rights plan which permits existing stockholders to purchase a substantial number of shares at a substantial
discount to the market price if a third party attempts to gain control on a large equity position in our Company;

� a stockholder must give our Board of Directors prior notice of a proposal to take action by written consent;

� a stockholder must give advance notice to the Board of Directors before stockholder-sponsored proposals may receive consideration at
annual meetings and before a stockholder may make nominations for the election of directors;
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� vacancies on the Board of Directors may be filled until the next annual meeting of stockholders only by majority vote of the directors
then in office; and

� stockholders cannot call special meetings of stockholders.

We are also governed by Section 203 of the Delaware General Corporation Law, which restricts certain business combinations with any
interested stockholder, as defined by that statute. Our stockholder rights plan, our charter, bylaws and the provisions of Section 203 could make
it more difficult for a third party to acquire control of our outstanding voting stock and could delay or prevent a change in our control.

In addition, we have arrangements with certain officers and other option holders, which provide for benefits upon a change in control, which
could also delay or impede an acquisition.

Future sales of our Common Stock by our stockholders could cause our stock price to decline

As of May 9, 2003, we have outstanding warrants to purchase an aggregate of 1,163,119 shares of Common Stock and also options to purchase
an aggregate of 11,221,436 shares of Common Stock granted under our directors� and employee option plans. The number of shares issuable
upon exercise of warrants are subject to adjustment pursuant to anti-dilution provisions. Holders of such warrants and options are likely to
exercise them when, in all likelihood, we could obtain additional capital on terms more favorable than those provided in such warrants and
options. Further, while these warrants and options are outstanding, our ability to obtain additional financing on favorable terms could be
affected. Exercise of warrants and options may result in dilution to existing stockholders.

Sales of a significant amount of Common Stock in the public market by existing shareholders, including holders of warrants and options, could
adversely affect the market price of the Common Stock, and it may make it more difficult for us to sell our Common Stock in the future at times
and for prices that we deem appropriate. Several of our stock and warrant holders are parties to registration rights agreements with us under
which we are required to register their stock for sale to the public. In January 2002, we filed a Registration Statement covering resale of an
aggregate of 3,577,883 shares, which was declared effective in March of 2002. Sale of the shares of Common Stock covered by such
Registration Statement, or even the registration and/or availability of such shares for sale, may have an adverse effect on the market price of our
stock from time to time.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

In the ordinary course of operations, our financial position and cash flows are subject to a variety of risks, which include market risks associated
with changes in foreign currency exchange rates and movement in interest rates. We do not, in the normal course of business, use derivative
financial instruments for trading or speculative purposes. Uncertainties that are either non-financial or non-quantifiable, such as political,
economic, tax, other regulatory or credit risks are not included in the following assessment of our market risks.

Foreign Currency Exchange Rates

Operations outside of the U.S. expose us to foreign currency exchange rate changes and could impact translations of foreign denominated assets
and liabilities into U.S. dollars and future earnings and cash flows from transactions denominated in different currencies. During the three
months ended March 31, 2003, and for the year ended December 31, 2002, 47% and 38%, respectively, of our total revenue was generated from
international sources and the net assets of our foreign subsidiaries totaled approximately 65% and 63%, respectively, of consolidated net assets
as of March 31, 2003 and December 31, 2002. Our exposure to currency exchange rate changes is diversified due to the number of different
countries in which we conduct business. We operate outside the U.S. primarily through wholly owned subsidiaries in the United Kingdom,
France, Germany, Netherlands, Spain, Singapore, Hong Kong, Australia and Japan. These foreign subsidiaries predominantly use local
currencies as their functional currency, as certain sales are generated and expenses are incurred in such currencies. Foreign currency gains and
losses will continue to result from fluctuations in the value of the currencies in which we conduct our operations as compared to the U.S. dollar.
In relation to the above, we continue to evaluate different hedging strategies and at this time, we do not believe that possible near-term changes
in exchange rates will result in a material effect on our future earnings or cash flows and, therefore, have chosen not to enter into foreign
currency hedging instruments. There can be no assurance that this approach will be successful, especially in the event of a sudden and significant
decline in the value of foreign currencies relative to the United States dollar.

As of March 31, 2003, we have a significant intercompany balance, denominated in the Great Britain pound, with our subsidiary in the United
Kingdom. A hypothetical 1% adverse change in the price of the Great Britain pound relative to the U.S. dollar would result in a $0.1 million
foreign currency exchange loss in our results of operations arising from this intercompany balance. We are evaluating our hedging options with
respect to this intercompany balance.

Interest Rates

We invest our cash in a variety of financial instruments, principally through money market funds. These money market funds are dollar value
funds consisting principally of investments in commercial paper, interest-bearing demand deposit accounts with financial institutions and highly
liquid debt securities of corporations, municipalities and the U.S. Government. The majority of our investments are denominated in U.S. dollars.
Cash balances in foreign currencies overseas are operating balances and are only invested in short-term deposits of the local operating bank.

ITEM 4. CONTROLS AND PROCEDURES
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(a) Evaluation of disclosure controls and procedures

Based on an evaluation of the registrant�s disclosure controls and procedures performed by registrant�s disclosure committee within 90 days of the
date this report is filed with the Commission, the results of which were reported to the registrant�s chief executive officer and chief financial
officer, the registrant�s chief executive officer and chief financial officer have determined that the registrant�s current disclosure controls and
procedures are effective.

(b) Changes in internal controls

No significant changes have been made in registrant�s internal controls or in other factors that could significantly affect the internal controls
subsequent to the date of their evaluation.
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PART II�OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

On October 25, 2002, a shareholder derivative action was filed in Connecticut Superior Court, naming as defendants the Company, Ira Gerard,
and directors Constance Galley, James Schadt, Dennis Sisco, and Ernest Keet. The complaint in the derivative action alleges, among other
things, that the defendants made material misrepresentations and omissions to the investing public during the period from April 20, 2000 through
August 21, 2000, and asserts claims for breaches of fiduciary duty, gross negligence, breach of contract and seeks an unspecified award of
damages as well as plaintiffs costs and attorney fees. The facts alleged in the derivative action are virtually identical to the allegations in the
consolidated shareholder class action that had been settled in 2002. The Company believes the derivative action is without merit and intends to
contest it vigorously. Management believes that this derivative action lawsuit is covered by insurance. The Company�s directors and officers
liability insurance carriers have been notified of this matter. There can be no guarantee as to the ultimate outcome of this proceeding. However,
the ultimate outcome of this proceeding, after considering liabilities already accrued in the Company�s March 31, 2003 Consolidated Balance
Sheet and insurance recoveries, is not expected to have a material adverse effect on the Company�s consolidated financial position or
consolidated results of operations.

The Company also has other litigation of a nature considered normal to its business which is pending against the Company. As of March 31,
2003, the Company has accrued approximately $0.6 million, excluding certain settlement amounts related to previously settled litigation, and
after considering any insurance recoveries, for the aggregate amount of the other contingencies described above.

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS

None.

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

None.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No matters were submitted to a vote of our shareholders during the first quarter ended March 31, 2003.

ITEM 5. OTHER INFORMATION
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None.

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K

(a) Exhibits

The Exhibits listed in the Exhibit Index immediately preceding the Exhibits are filed as part of this Quarterly Report on Form 10-Q.

(b) Reports on Form 8-K

Mercator Software, Inc. filed one current report on Form 8-K in the first quarter of 2003 on January 8, 2003, which disclosed a summary of and
filed an exhibit of our Loan and Security Agreement dated as of December 24, 2002 among the Company, Mercator-UK, and Foothill Capital
Corporation.
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SIGNATURES

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

MERCATOR SOFTWARE, INC.

Dated: May 15, 2003

By: /s/    ROY C. KING            

Roy C. King
Chairman of the Board of

Directors,

Chief Executive Officer
and President

(Principal Executive
Officer)

By: /s/    KENNETH J.
HALL            

Kenneth J. Hall
Executive Vice President,

Chief Financial Officer
and Treasurer

(Principal Financial and
Accounting Officer)
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CERTIFICATION REQUIRED UNDER SECTION 302 OF SARBANES-OXLEY ACT OF 2002

I, Roy C. King, Chairman of the Board of Directors, Chief Executive Officer and President of Mercator Software, Inc. (the �Company�), and I,
Kenneth J. Hall, Executive Vice President, Chief Financial Officer and Treasurer of the Company, each do hereby certify that:

1. I have reviewed this quarterly report on Form 10-Q of the Company;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect
to the period covered by this quarterly report;

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the Company as of, and for, the periods presented in this
quarterly report;

4. The Company�s other certifying officers and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to the Company, including its
consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly
report is being prepared;

b) evaluated the effectiveness of the Company�s disclosure controls and procedures as of a date within 90 days prior to the filing date of
this quarterly report (the �Evaluation Date�); and

c) presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our
evaluation as of the Evaluation Date;

5. The Company�s other certifying officers and I have disclosed, based on our most recent evaluation, to the Company�s auditors and the audit
committee of Company�s board of directors (or persons performing the equivalent function):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect the Company�s ability to
record, process, summarize and report financial data and have identified for the Company�s auditors any material weaknesses in
internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significant role in the Company�s
internal controls; and

6. The Company�s other certifying officers and I have indicated in this quarterly report whether or not there were significant changes in
internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation,
including any corrective actions with regard to significant deficiencies and material weaknesses.
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Dated: May 15, 2003

By: /s/    ROY C. KING        By: /s/    KENNETH J. HALL        

Roy C. King

Chairman of the Board of Directors,

Chief Executive Officer and President

(Principal Executive Officer)

Kenneth J. Hall

Executive Vice President, Chief Financial

Officer and Treasurer

(Principal Financial and Accounting Officer)
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EXHIBIT INDEX

Exhibit No. Exhibit Title

10.47 First Amendment to, and Consent and Waiver under, Loan and Security Agreement dated April 28, 2003 between the Company
and Foothill Capital Corporation

10.48 Agreement of Sublease dated as of March 27, 2003 between the Company as Sub landlord and Webley Systems, Inc. and Parus
Holdings, Inc. as Subtenant for premises at 3000 Lakeside Drive, Bannockburn, IL

99.1 Certification Required Under Section 906 of Sarbanes-Oxley Act of 2002
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