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PART I: FINANCIAL INFORMATION
Item 1. CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

PARADIGM HOLDINGS, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS

June 30, 20C December 31, 20(

(unaudited’
ASSETS
Current assetl
Cash and cash equivalel $ — 3 52,257
Accounts receivabl- contracts, ne 6,492,41. 6,920,76!
Prepaid expenst 890,24! 1,033,83
Prepaid corporate income ta 138,19¢ 47,09:
Deferred income tax asst 35,501 60,26¢
Other current assets 293,72! 554,61(
Total current asse 7,850,08: 8,668,83:
Property and equipment, r 119,04! 183,61.
Goodwill 3,991,60! 3,991,60!
Intangible assets, n 1,070,95 1,244,59
Deferred financing costs, n 1,046,64: —
Deferred income tax assets, net of current po 369,12 211,32¢
Other non-current assets 120,80° 172,02¢
Total Assets $14,568,26. $ 14,471,99
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities
Bank overdraf $ 950,66: $ —
Note payable— line of credit 3,079,171 5,949,98.
Note payable— promissory nott — 2,000,001
Capital leases payable, current pori — 1,57¢
Accounts payable and accrued expet 1,975,29I 3,498,69!
Accrued salaries and related liabilit 1,465,28! 1,474,13
Mandatorily redeemable preferred stock, currentipo 200,00( —
Other current liabilities 132,07¢ 227,20(
Total current liabilities 7,802,49; 13,151,58
Long-term liabilities
Other nor-current liabilities 144,20¢ 183,87(
Mandatorily redeemable preferred stock - $.01 pduey, 10,000,000 shares authorized, 6,206 sha
issued and outstanding as of June 30, : 4,395,77 —
Put warrants 2,928,99. —
Total liabilities 15,271,46 13,335,45.
Commitments and contingenci
Convertible preferred stock - $.01 par value, 10,000 shares authorized, 0 and 1,800 shares iss
and outstanding as of June 30, 2009 and Decemb@088, respectively. Each share of converti
preferred stock has a liquidation preference 0d$@er share plus all accrued but unpaid divide — 18
Common stock - $.01 par value, 50,000,000 sharemared, 41,243,027 shares and 19,148,153
shares issued and outstanding as of June 30, 2@0Becember 31, 2008, respectiv 409,43: 191 ,48:
Additional paic-in capital 3,256,071 3,215,401
Accumulated deficit (4,368,700 (2,270,35))
Total stockholders’ (deficit) equity (703,199 1,136,54.
Total liabilities and stockholders’ (deficit) eqit $14,568,26. $ 14,471,99

The accompanying Notes to the Condensed Consdiidkditancial Statements are an integral part ofetltesdensed consolidated financial
statements.




PARADIGM HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited)

Three Months Ende Six Months Ende
June 30, 200 June 30, 200 June 30, 200 June 30, 200

Contract Revenu

Service contract $ 588756 $ 7,262,69 $ 11,466,100 $ 14,309,21
Repair and maintenance contracts 2,783,90! 3,358,08! 4,912,99. 7,108,46!
Total contract revenue 8,671,47. 10,620,78 16,379,09 21,417,67
Cost of revenu
Service contract 4,572,95 5,594,33! 8,891,033 11,070,48
Repair and maintenance contracts 2,237,59. 2,976,01 4,106,07! 6,193,56!
Total cost of revenue 6,810,54. 8,570,34! 12,997,11 17,264,04
Gross margir 1,860,93. 2,050,43: 3,381,98! 4,153,63!
Selling, general and administrative 2,024,13i 2,046,83. 3,854,45. 4,203,98
(Loss) income from operations (163,205 3,59¢ (472,469 (50,357
Other (expense) incon
Interest incom: 2 2,08: 6 2,70i
Change in fair value of put warrar (957,939 — (1,000,82) —
Interest expens— mandatorily redeemable preferred st (398,699 — (531,979 —
Interest expens (100,23) (240,38) (316,779 (505,99()
Other income — 22€ — 22€
Total other expense (1,456,86) (238,079 (1,849,57) (503,057
Loss from operations before income ta (1,620,06) (234,479 (2,322,041 (553,409
Income tax benefit (149,399 (68,796 (223,699 (150,24
Net loss (1,470,66) (165,67°) (2,098,34) (403,16¢)
Dividends on preferred stock — 45,00( 78,87( 90,00(
Net loss attributable to common shareholc $ (1,470,66) $ (210,67) $ (2,177,21) $  (493,16¢)
Weighted average number of common she
Basic and dilute: 41,243,02 19,148,15 33,828,06 19,148,15
Basic and diluted net loss per common sl $ (0.09 $ (0.0 $ (0.06) $ (0.02)

The accompanying Notes to the Condensed Consdiidkditancial Statements are an integral part ofetltesdensed consolidated financial
statements.




PARADIGM HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited )

CASH FLOWS FROM OPERATING ACTIVITIES
Net loss

Adjustments to reconcile net loss to net cash usegerating activities

Shar+based compensati
Depreciation and amortizatic
Bad debt recover
Amortization of deferred financing cos
Interest expense for accretion of warrant disci
Accretion of preferred stoc
Change in fair value of put warrar
Loss on disposal of property and equipm
Deferred income taxe
(Increase) Decrease
Accounts receivabl- contracts, ne
Prepaid expenst
Prepaid corporate income ta
Other current asse
Other noi-current assel
(Decrease) Increase
Accounts payable and accrued expet
Accrued salaries and related liabilit
Other current liabilitie:
Other non-current liabilities
Net cash used in operating activities
CASH FLOWS FROM INVESTING ACTIVITIES
Cash paid for business acquisitions, net of castrasc
Purchase of property and equipment
Net cash used in investing activities
CASH FLOWS FROM FINANCING ACTIVITIES
Bank overdraf
Payments on capital leas
Payment on notes payat
Proceeds from mandatorily redeemable preferred:
Preferred stock issuance ca
Dividends paid on Series A Preferred St
Repurchase of Series A Preferred St
Proceeds from line of crec
Payments on line of credit
Net cash provided by financing activities
Net decrease in cash and cash equiva
Cash and equivalents, beginning of period
Cash and cash equivalents, end of period

Six Months Ended June 3

2009 2008
$ (2,098,34) $ (403,160
395,60 280,06:
219,36: 325,98
— (31,829
128,43 —
135,94( —
160,56: —
1,000,82! —
22,84( —
(133,03) (163,15
428,35( (614,55)
138,59: 130,61°
(91,107 (36,140
260,88t 14,82:
16,22: 10,59:
(1,496,26) 257,01
(8,842 7,517
(95,127) 158,03
(39,662 (59,189
(1,054,76) (123,38Y)
— (97,606
(3,999 (16,477
(3,999) (114,07)
950,66: (1,300,96)
(1,575 (17,40%)
(2,000,001 (18,22
6,206,001 —
(1,095,76) —
(75,000 (127,50)
(107,00() —
22.886,75  33,209,43
(25,757,56)  (31,513,63)
1,006,50. 231,70°
(52,257 (5,759
52,25; 7,771
— 3 2,017




For the six months ended June 2009 2008
SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATIO

Cash paid during the yes

Cash paid for income tax $ 44¢  $ 51,17¢

Cash paid for intere: $ 432,520 % 506,37
Non-cash financing activities

Conversion of Series A preferred stock to commouke $ 119177 % —

Preferred stock issuance costs incurred but not $ 17,86¢ $ —

Dividends declared but not pz $ — 3 7,50C

The accompanying Notes to the Condensed Consdiiditancial Statements are an integral part ofetftesdensed consolidated financial
statements.




PARADIGM HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENT S (Unaudited)

1. ORGANIZATION AND SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentation

Paradigm Holdings, Inc. (the “Company”) is the peref the wholly owned subsidiaries, Paradigm Sohg Corp., Trinity IMS, Inc.
(“Trinity”) and Caldwell Technology Solutions, LLCCTS"). Reference is made to the Annual ReporfFomm 10K for the Company for th
year ended December 31, 2008 filed with the Saearénd Exchange Commission (“SEC”) for additional information on our corporate
structure.

The interim condensed consolidated financial statémhave been prepared pursuant to the rulesendations of the SEC. Therefc
certain financial information and footnote disclmssi accompanying annual financial statements peelpar accordance with gener:
accepted accounting principles in the United StatesAmerica (“GAAP”) are omitted in this interim report. The interim dense
consolidated financial statements and notes thatatald be read in conjunction with the Annual Répo Form 10K for the Company fc
the year ended December 31, 2008.

The accompanying unaudited condensed consolidataddial statements for the Company reflect allnmarrecurring adjustments that
necessary, in the opinion of management, to preséy the results of operations in accordancehvWiAAP. All significant intercompar
accounts and transactions have been eliminatedrisotidation. The results for the interim periods aot necessarily indicative of the res
to be expected for the fiscal year.

Liquidity

As of June 30, 2009, the Company had an accumuldéfdit of approximately $4.4 million and workingapital of $48 thousar
Additionally, the Company is dependent on a linesiadit financing arrangement. Although there cambd@ssurances, the Company beli
that cash flow from operations, together with bairggs available from our credit facility with Siba Valley Bank (“SVB”)and thi
combination of in-process cost reductions will deguate to meet future liquidity needs for the mextve months.

For a description of the Compasyaccounting policies, refer to Note 1 of the Nate€onsolidated Financial Statements of the AnRedor
on Form 10-K for Paradigm Holdings, Inc. for theayended December 31, 2008.

Revenue Recognition

Substantially all of the Company's revenue is detifrom service and solutions provided to the fabdgovernment by Company employees
and subcontractors.

The Company generates its revenue from three diffdypes of contractual arrangements: (i) timeraaterials contracts, (ii) cost-plus
reimbursement contracts, and (iii) fixed price caats.

Time and Materials (“T&M”"). For T&M contracts, remae is recognized based on direct labor hours elqzbm the performance of the
contract by the contract billing rates and additigeobillable direct costs.

Cost-Plus Reimbursement (“CP”). Under CP contraetgenue is recognized as costs are incurred ahadiean estimate of applicable fees
earned. For award based fees under CP contragt€aimpany recognizes the relevant portion of thpeeted fee to be awarded by the client
at the time such fee can be reasonably estimattdalection is reasonably assured based on fastais as prior award experience and
communications with the client regarding performanc

Fixed Price (“FP”). The Company has two basic catieg of FP contracts: (i) fixed price-level ofa@ff (“FP-LOE”") and (ii) firm fixed price
(“FFP™).




O Under FP-LOE contracts, revenue is recognized baged the number of units of labor actually delecemultiplied by the agreed rate
for each unit of labor. Revenue on fixed unit prioatracts, where specific units of output undevise agreements are delivered, is
recognized as units are delivered based on théfigpaice per unit. For FP maintenance contra@sggnue is recognized on a pro-rata
basis over the life of the contra

O Under FFP contracts, revenue is generally recogrsmbject to the provision of the SEC Staff AccaumBulletin (“SAB”) No. 104,
“Revenue Recognition.” For those contracts thattiein the scope of the American Institute of @fextl Public Accountants (“AICPAY’
Statement of Position (“SOP”) 81-1, “Accounting ferformance of Construction-Type and Certain Pcbdn-Type contracts”, revenue
is recognized on the percent-of-completion method using costs incurred in relatmtotal estimated cost

In certain arrangements, the Company enters inttracts that include the delivery of a combinatidtwo or more of its service offerings.
Such contracts are divided into separate unit€odanting. Revenue is recognized separately inrdacge with the Company's revenue
recognition policy for each element. Further, iflarangement requires the delivery or performariceudtiple deliveries or elements under a
bundled sale, the Company determines whether theidual elements represent "separate units ofading” under the requirements of
Emerging Issues Task Force Issue (“EITF”) No.00*Revenue Arrangements with Multiple Deliverableaid allocates revenue to each
element based on relative fair value.

Software revenue recognition for sales of OpsPlaisnia accordance with AICPA SOP 97-2, “SoftwaevBnue Recognition.” Since the
Company has not yet established vendor specifiecbilvp evidence of fair value for the multiple eksmts typically contained within an
OpsPlanner sale, revenue from the sale of OpsHlanecognized ratably over the term of the caritrhe OpsPlanner software was sold as
part of the sale of the commercial business onu&r28, 2007. Effective March 1, 2007, the Compl@&gyame the exclusive reseller of the
OpsPlanner software to the federal government.

In certain contracts, revenue includes third-phegdware and software purchased on behalf of lifiite level of hardware and software
purchases made for clients may vary from perigoetdod depending on specific contract and cliequiements. The Company recognizes
the gross revenue under EITF No. 99-19, "Repoifiagenue Gross as a Principal versus Net as an Adentertain of its contracts which
contain third-party products and services, becaufigose contracts, the Company is contractuallynidato provide a complete solution which
includes labor and additional services in which@unpany maintains contractual, technical and defivisks for all services and agreements
provided to the customers, and the Company mayibed to financial penalties for non-delivery.

The Company is subject to audits from federal gomemt agencies. The Company has reviewed its atat@ad determined there is no
material risk of any significant financial adjustme due to government audit. To date, the Compasynbt had any adjustments as a result of
a government audit of its contracts.

Revenue recognized on contracts for which billihgse not yet been presented to customers is intlundenbilled receivables.

Deferred revenue relates to contracts for whichoraers pay in advance for services to be perforatedfuture date. The Company
recognizes deferred revenue attributable to its\ewé and maintenance contracts over the relatetteeeriods.

Cost of Revenue

Cost of revenue for service contracts consists gmilgnof labor, consultant, subcontract, materitigyel expenses and an allocation of ind
costs attributable to the performance of the cahtra

Cost of revenue for repair and maintenance comstiaasist primarily of labor, consultant, subcoctiranaterials, travel expenses and an
allocation of indirect costs attributable to thefpemance of the contract. Certain costs are defielbased on the recognition of revenue fol
associated contracts.




Gooduwill and Intangible Assets

Gooduwill represents the excess of cost over thresfdue of net assets acquired in business conbisatPursuant to the provisions of
Statement of Financial Accounting Standards (“SPASS. 142, “Goodwill and Other Intangible Assetgbodwill and intangible assets with
indefinite lives are not amortized, but insteadtested for impairment at least annually. SFAS Nt also requires that identifiable
intangible assets with estimable useful lives berimed over their estimated useful lives, andeesdd for impairment in accordance with
SFAS No. 144, “Accounting for Impairment or DispbsaLong-Lived Assets.”

The Company conducts a review for impairment ofdyaith and intangible assets annually in the fougttarter. Additionally, on an interim
basis, the Company assesses the impairment of gilbadd intangible assets whenever events or chairgeircumstances indicate that the
carrying value may not be recoverable. FactorsttteCompany considers important which could triggeimpairment review include
significant underperformance relative to historicabxpected future operating results significdranges in the manner or use of the acquired
assets or the strategy for the overall businegsifgiant negative industry or economic trends dealine in a company's stock price for a
sustained period. Goodwill and intangible assetssabject to impairment to the extent the Compaopyesations experience significant
negative results. These negative results can beetiudt of the Company's individual operations egative trends in the Company's industry
or in the general economy, which impact the Compaythe extent the Company's goodwill and intalegitssets are determined to be
impaired then these balances are written downetiv &stimated fair value on the date of the deteativn. At June 30, 2009, there were no
such factors indicating that the Company’s goodavildl intangible assets were impaired.

Share-based Compensation

The Company follows the provisions of SFAS No. 123Fhare-Based Paymentto account for share-based compensation. Optiondsva
granted after January 1, 2006 and those previgyralyted, but for which vesting provisions had regfmet, are valued at fair value base
the Black-Scholes option-pricing model and the Yailue is recognized as an expense on a straighbhsis over the requisite service period.
Restricted common stock granted after January @6 &valued at fair value based on the closingketasrice on the date of grant. Total
share-based compensation expense included ingsedimeral and administrative expenses in the apaoging condensed consolidated
statements of operations was $234 thousand andtfidd8and for the three months ended June 30, 2092008, including the expense
recognized for the restricted common stock issue@ctober 21, 2008 and May 3, 2007. Total sharedasmpensation expense was $396
thousand and $280 thousand for the six months edateel 30, 2009 and 2008. The Company did not granshare-based awards for the
three and six months ended June 30, 2009.

Valuation of Warrants

The Company accounts for the issuance of commark gtorchase warrants in accordance with the prowssof EITF 00-19. The Class A
Warrants and Class B Warrants issued in conneutitinthe sale of the Company’s Series A-1 Seniefétred Stock, par value $0.01 per
share (the “Series A-1 Preferred Stock”), contajmavision that could require cash settlement &adl ¢vent is outside the control of the
Company, and therefore are classified as a lighllihe 30, 2009. The Company assesses classifigtjgut warrants at each reporting date
to determine whether a change in classificatioedsired. The Company values put warrants usin@thek-Scholes valuation model. Put
warrants are valued upon issuance, and re-valuealcat financial statement reporting date. Any ckangalue is charged to other income or
expense during the period.

Major Customers

Nearly all of the Compar's revenue is from federal agencies and 75% and &f484tal revenue was generated from three and tafor
customers during the three months ended June ®® a0d 2008, respectively. The Compangiccounts receivable related to these
major customers was 65% of total accounts recetvallJune 30, 2009. The Companyccounts receivable related to the two n
customers was 51% of total accounts receivableege®ber 31, 2008. The Company defines major custbgnagencies within the fede
government.

A majority of the Company’s customer concentrai®m the Mid-Atlantic states of the United States.




Segment Reporting

SFAS No. 131, “Disclosure about Segments of anrarise and Related Information”, establishes stedwlfor the way that public business
enterprises report information about operating sgsin annual financial statements and requirastkiese enterprises report selected
information about operating segments in interinaficial reports. SFAS No. 131 also establishes atdsdor related disclosures about
products and services, geographic areas and majtworoers. Management has concluded that the Conggargtes in one segment based
upon the information used by management in evalgdtie performance of its business and allocatsgurces and capital.

Recent Accounting Pronouncements — Not Yet Adopted

In June 2009, the Financial Accounting Standardsr@¢‘FASB”) issued SFAS No. 168, “The FASB AccadngtStandards CodificatioR
and the Hierarchy of Generally Accepted Accountmipciples—a replacement of FASB Statement No."16Ris statement confirms that"
FASB Accounting Standards Codification (the “CocHfiion”) will become the single official sourceaithoritative U.S. GAAP (other than
guidance issued by the SEC), superseding exist&BF American AICPA, EITF, and related literatubdter that date, only one level of
authoritative U.S. GAAP will exist. All other litature will be considered non-authoritative. The i@cation does not change U.S. GAAP;
instead, it introduces a new structure that is micggad in an easily accessible, user-friendly ontesearch system. The Codification, which
changes the referencing of financial standardsyrines effective for interim and annual periods egdin or after September 15, 2009. The
Company will apply the Codification beginning iretthird quarter of fiscal 2009. The adoption of SF£68 is not expected to have any
substantive impact on the Company’s condensed Gdagsd financial statements.

In June 2009, the FASB issued SFAS No. 167, “Amestmto FASB Interpretation No. 46(R).” Among otliengs, SFAS No. 167 amends
FIN 46(R) to replace the calculation for determgnimhich entities, if any, have a controlling fingaldnterest in a variable interest entity
(“VIE™) from a quantitative based risks and rewaocddculation, to a qualitative approach that fosume identifying which entities have the
power to direct the activities of a variable intrentity that most significantly impact the ertitgconomic performance and, the obligatio
absorb losses of the entity or the right to recéiseefits from the entity. This standard also reggiongoing assessments as to whether an
enterprise is the primary beneficiary of a VIE (pozisly, reconsideration was only required upondbeurrence of specific events), modifies
the presentation of consolidated VIE assets aidlitias, and requires additional disclosures atobmpany’s involvement in VIES.

SFAS No. 167 will be effective for the Company begng January 1, 2010. Management is currentlyuatalg the effect that adoption of
this standard will have on the Company’s consaliddinancial position and results of operations wiidecomes effective in 2010.

Recent Accounting Pronouncements — Adopted

On June 30, 2009, the Company adopted SFAS No. “Hifjsequent Eventsyvhich establishes general standards of accountir
disclosure for events that occur after the balafeet date but before the financial statementisaved. The adoption of SFAS No. 165
not have a material impact on the Company’s statésna operations, financial position, or cash fow

On June 30, 2009, the Company adopted FASB Stdati®s (“FSP”) No. 157-4 (“FSP No. 157-4")Determining Fair Value When t
Volume and Level of Activity for the Asset or Lidby Have Significantly Decreased and Identifyingafisactions That Are Not Orderly,”
which provides additional guidance for estimatia@ falue in accordance with SFAS No. 157, “FaitdéaMeasurementsivhen the volum
and level of activity for the asset or liabilityveasignificantly decreased. This FSPeraphasizes that regardless of market conditiongait
value measurement is an exit price concept as etbfin SFAS No. 157. This FSP clarifies and includdditional factors to consider
determining whether there has been a significantedese in market activity for an asset or liabibtyd provides additional clarification
estimating fair value when the market activity &or asset or liability has declined significantijheTscope of this FSP does not include a
and liabilities measured under level 1 inputs. &deption of FSP No. 157-4 did not have a matenmgdact on the Comparg/statements
operations, financial position or cash flows.

On June 30, 2009, the Company adopted FSP No. Hidt APB 28-1, “Interim Disclosures about Fair \&ahf Financial InstrumentsThis
FSP which amends SFAS No. 107, “Disclosures abaint\ralue of Financial Instruments,” requires pualylitraded companies, as define:
APB Opinion No. 28, “Interim Financial Reportingté provide disclosures on the fair value of finahdnstruments in interim financ
statements. The adoption of FSP No. 107-1 and ABRB @id not have a material impact on the Compasyatements of operations, finan
position or cash flows.

10




On June 30, 2009, the Company adopted FSP No. 1462 No. 124-2, “Recognition and Presentation ohe®fThanTemporanr
Impairments.” FSP No. 115-2 and No. 124-2 chanbesitethod for determining whether an other-ttemporary impairment exists for d
securities and the amount of the impairment todoended in earnings. The adoption of FSP No. 1a82No. 1242 did not have a mater
impact on the Company’s statements of operatiagnan€ial position or cash flows.

On January 1, 2009, the Company adopted SFAS Np.“Désclosures about Derivative Instruments andigdieg Activities —an amendme
of FASB Statement No. 133.The statement modifies and expands the disclosegeirements for derivative instruments and hec
activities. SFAS No. 161 requires that objectives dsing derivative instruments be disclosed img&iof underlying risk and account
designation and requires quantitative disclosutemutafair value amounts and gains and losses owadise instruments. It also requil
disclosures about creditlated contingent features in derivative agreemeértie adoption of SFAS No. 161 did not have a ristenpact ol
the Company’s statements of operations, finan@altjpn or cash flows.

On January 1, 2009, the Company adopted SFAS N. “Noncontrolling Interests in Consolidated FinmhStatements. The statemel
establishes the accounting and reporting standardtie noncontrolling interest in a subsidiary dodthe deconsolidation of a subsidit
The adoption of SFAS No. 160 did not have a mdteripact on the Company’statements of operations, financial positionashcflows a
the Company does not have any noncontrolling ister@ other active companies.

On January 1, 2009, the Company adopted SFAS No(rédised 2007), “Business Combination$tie statement establishes principles
requirements for how the acquirer recognizes andsores the identifiable assets acquired, the gdodedquired, the liabilities assumed
any noncontrolling interest in the acquiree ancdeines what information to disclose to enable siséthe financial statements to eval
the nature and financial effects of the businesshination. This standard did not have immediateactupon adoption by the Company,
will result in items such as transaction and adfjois relatedrestructuring costs with respect to business coatlnins closing aft
December 31, 2008 being charged to expense whemrégac The Company will consider this standard wkealuating potential futu
transactions to which it would apply.

On January 1, 2009, the Company adopted FSP Ne2 1 ffective Date of FASB Statement No. 157.” FISB. 157-2 applies to
nonfinancial assets and nonfinancial liabilities;ept for items that are recognized or disclosddiatalue in an entity’s financial statements
on a recurring basis (at least annually) and defereffective date of SFAS No. 157 to fiscal ydsginning after November 15, 2008 for
items within the scope of this FSP. The adoptioR®P No. 157-2 did not have a material impact @Gbmpany’s statements of operations,
financial position or cash flows.

On January 1, 2009, the Company adopted FSP Ne31“2etermination of the useful life of intangitdssets.” FSP No. 142-3 amends the
factors that should be considered in developinge¢hewal or extension assumptions used to deterninénaseful life of a recognized
intangible asset under SFAS No. 142, “Goodwill &tHer Intangible Assets.” FSP No. 142-3 also rexguadditional disclosures on
information that can be used to assess the exdewltich future cash flows associated with intargigdsets are affected by an entitiyitent o
ability to renew or extend such arrangements analssociated accounting policies. The adoption &f R8. 142-3 may impact the Company
in the future if the Company acquires intellectoiadperty or other assets.

On January 1, 2009, the Company adopted FSP APB 14ecounting for Convertible Debt Instruments Thay Be Settled in Cash upon
Conversion (Including Partial Cash Settlement).PFS?B 14-1 requires issuers of convertible delatcdimount separately for the liability and
equity components of these instruments if they tstaged terms permitting cash settlement upon asiore This practice marks a significant
change from the current accounting practice fovedible debt instruments in the scope of the FSRrent practice does not require
separation of the liability and equity componerftsuch instruments. Separately accounting for tiesteuments’ liability and equity
components results in the recording of more intarest over the life of the convertible debt instient, because of an initial debt discount.
The adoption of FSP APB 14-1 did not have a mdtenipact on the Company’s statements of operatifinancial position or cash flows.

On January 1, 2009, the Company adopted FSP EIT8-1)3Determining Whether Instruments Granted fra®-Based Payment
Transactions Are Participating Securities.” FSPHEOB-6-1 clarifies that all outstanding unvestedrskbased payment awards that contain
nonforfeitable rights to dividends or dividend egaiénts, whether paid or unpaid, are participasiegurities. An entity must include
participating securities in its calculation of kaand diluted earnings per share (“EPS”) pursuaitiie two-class method, as described in
FASB Statement 128, “Earnings per Share.” The Camplmes not issue share-based payment awardsothiaire nonforfeitable rights to
dividends and, as a result, the adoption of FSFFBI3-6-1 did not have a significant effect on imsolidated financial statements.
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On January 1, 2009, the Company adopted FSP EITZ098 “Amendment to the Impairment Guidance of El$sue 99-20.” FSP EITF 99-
20-1 amends the impairment guidance in EITF Is@i2®to achieve more consistent determination afthvr an other-than temporary-
impairment has occurred. The Company does not Aayédeneficial interest in securitized financiadets and, as a result, the adoption of
EITF 99-20-1 did not have a significant effect thdonsolidated financial statements.

2. FAIR VALUE MEASUREMENTS

In accordance with SFAS No. 157, a fair value mezment is determined based on the assumptions thatket participant would use in
pricing an asset or liability. SFAS No. 157 alstablished a three-tiered hierarchy that draws tindison between market participant
assumptions based on (i) observable inputs sugh@ed prices in active markets (Level 1), (ii)utgpother than quoted prices in active
markets that are observable either directly orewdly (Level 2) and (iii) unobservable inputs thequire the Company to use present value
and other valuation techniques in the determinaticiair value (Level 3).

The following table represents our financial asseis liabilities measured at fair value on a rdogrbasis and the basis for that measuren

Fair Value Measurement at June 30, 2009 Us
Quoted Price i Significant

Active Market: Other Significant
for Identical Observable  Unobservabl
Total Fair Valui Assets Inputs Inputs
Measuremen (Level 1) (Level 2) (Level 3)
Put warrants $ 2,928,99; $ — $ 292899 $ —

The Company values the put warrants using the Biddtoles model with the following assumptions:

Exercise price $ 0.078 & $0.085
Underlying common stock pric $ 0.1C
Volatility 106.1%
Contractual tern 6.7 year
Risk free interest rai 3.1%
Common stock dividend ra 0%
Dilution factor 22.%

In accordance with EITF 00-19, “Accounting for Datfive Financial Instruments Indexed to, and PaéntSettled in, a Company’s Own
Stock,” the Company has classified the fair valithe warrants as a liability and changes in thevialue of the warrants are recognized in
the earnings of the Company as long as the warrantain classified as a liability.

The Company'’s financial instruments also includehcand cash equivalents, accounts receivable, atcpayable, note payable - line of
credit, and mandatorily redeemable preferred stbhk.fair values of cash and cash equivalents,uatsaeceivable, accounts payable and
note payable - line of credit approximated theyiag values. The mandatorily redeemable prefertecksvas initially valued using the
discounted cash flow method based on the weighterhge cost of capital of 29%, and subsequentlyesed to the redemption amount using
the effective interest method. At June 30, 2008 astimated fair values and carrying amounts ofrtaadatorily redeemable preferred stock
was $4.6 million.

3. ACCOUNTS RECEIVABLE
Accounts receivable consists of billed and unbifieabunts under contracts in progress with govermahenits, principally, the Office of the

Comptroller of the Currency, the Department of &tand the Internal Revenue Service. The compomé@iscounts receivable are as
follows:
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June 30, 20C December 31, 20(

Billed receivable: $ 3,904,480 $ 3,826,51:
Unbilled receivables 2,587,93: 3,094,25.
Total accounts receivable — contracts, net $ 6,492,41. $ 6,920,76!

All receivables are expected to be collected withmnext twelve months and are pledged to SVBo#ateral for the Loan and Security
Agreement with SVB. The Company's unbilled receleatare comprised of contract costs that covectinent service period and are
normally billed in the following month and do natlude the offset of any advances received. Inggnfer cost-plus and time and material
contracts, invoicing of the unbilled receivablesurs when contractual obligations or milestonesw@aé Invoicing for firm fixed price
contracts occurs on delivery and acceptance. Tmep@noy's unbilled receivables at June 30, 2009 doatain retainage. All advance
payments received, if any, are recorded as defeenezhue.

The Company establishes an allowance for doubtitbants based upon factors surrounding the histiariends and other information of the
government agencies it conducts business with. fissles have been within management's expectafibesCompany reserved $20,733 as
an allowance for doubtful accounts related to @éertastomers at June 30, 2009 and December 31, 2008

4. PREPAID EXPENSES

Prepaid expenses consist of the following:

June 30, 20C December 31, 20(

Prepaid insurance, rent and software maintenanesagnt: $ 200,50' $ 136,35
Contrac-related prepaid expens 380,26 618,43¢
Other prepaid expenses 309,47: 279,04:
Total prepaid expenses $ 890,24! $ 1,033,83

5. PROPERTY AND EQUIPMENT
Property and equipments are as follows:

June 30, 20C December 31, 20(

Furniture and fixture $ 92,41. $ 109,44!
Equipment 738,81¢ 778,12:
Software 532,76 528,76¢
Leasehold improvement 27,407 43,194
Total property and equipme 1,391,40. 1,459,52
Accumulated depreciation (1,272,35) (1,275,91)
Property and equipment, net $ 119,04! $ 183,61.

Depreciation and amortization expense includecktlting, general and administrative expenses inatt@ompanying condensed consolid
statements of operations for the three and six hsoenhded June 30, 2009 was $20,165 and $45,73&cteely, and depreciation &
amortization expense for the three and six momntliee June 30, 2008 was $60,726 and $152,343, tesggec
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6. DEFERRED FINANCING COSTS
Deferred financing costs are as follows:

June 30, 20C December 31, 20(

Financing cost $ 1,175,007 $ —
Accumulated amortization (128,43() —
Net carrying amour $ 1,046,64 $ —

Financing costs incurred are amortized over tleedffthe associated financing arrangements usmegffiective interest rate method.
Amortization expense included in interest expenghé accompanying condensed consolidated stateraeaoperations for the three and six
months ended June 30, 2009 was $97,539 and $128et3ectively. There was no amortization expeaséhk three and six months ended
June 30, 2008.

For the remaining six months ending December 3Q9:; $ 198,35
For the years ending December

2010 404,97!
2011 399,87!
2012 43,45¢

7. INTANGIBLE ASSETS
Intangible assets are as follows:

June 30, 20C December 31, 20(

Contract backlog $ 1,810,000 $ 1,810,00!
Accumulated amortization (739,046 (565,409
Net carrying amour $ 1,070,95 $ 1,244,59.

The Company recorded $1.8 million of contract bagldssociated with the Trinity and CTS acquisitidfteese intangible assets are being
amortized over a period of five years and haveasaual value at the end of their useful lives. Atization expense included in selling,
general and administrative expenses in the accoyimganondensed consolidated statements of opesatirihe three and six months ended
June 30, 2009 was $86,818 and $173,636, respactarad amortization expense for the three and sirths ended June 30, 2008 was
$86,818 and $173,637, respectively. The Comparnmates that it will incur the following amortizatiexpense for the future periods
indicated below.

For the remaining six months ending December 3Q9: $ 173,63t
For the years ending December

2010 347,27:
2011 347,27.
2012 202,77.

8. ACCOUNTS PAYABLE AND ACCRUED EXPENSES

Accounts payable and accrued expenses are as $ollow
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June 30, 20C December 31, 20(

Accounts payabl $ 1,719,99 $ 2,969,26;
Accrued expenses 255,29¢ 529,42¢
Total accounts payable and accrued expenses $ 197529 $ 3,498,699
9. DEBTS

At June 30, 2009 and December 31, 2008, outstartébts consisted of the following:

June 30, 20C December 31, 20(

Current debts

Note payable line of credit $ 3,079,17 $ 5,949,98:
Note payable promissory nott — 2,000,001
Mandatorily redeemable preferred stock, currentipor 200,00( —
Total current debt $ 3,279,170 $ 7,949,98

Long-term debts

Mandatorily redeemable preferred stc $ 6,206,000 $ —
Accretion of preferred stoc 160,56: —

Less: unamortized discount (1,770,78) —
Carrying amoun 4,595,77 —

Less: current portion (200,000 —
Mandatorily redeemable preferred stock, net ofenirportion $ 4,39577 $ —
Put warrants $ 2,928,99. $ —
Total long-term debt, net of current portion $ 7,324,76' $ =

Note Payable — Line of Credit

On March 13, 2007, the Company entered into twanlarad Security Agreements with SVB, one of whicbvpted for a revolving credit
facility of up to $10 million and the other of whigrovided for a working capital line of creditugb to $12 million. SVB and the Company
have agreed that the revolving credit facility hasfurther force or effect. The Company continuesge the working capital line of credit to
borrow funds for working capital and general cogtermpurposes. References to the Loan and Secugigefent in this description refer to
the working capital line of credit agreement. Tleah and Security Agreement is secured by a fiistipr perfected security interest in any
and all properties, rights and assets of the Compaherever located, whether now owned or thereaftgquired or arising and all proceeds
and products thereof as described in the Loan acdrily Agreement.

Under the Loan and Security Agreement, the lineredlit is due on demand and interest is payablammhobased on a floating per annum 1
equal to the aggregate of the Prime Rate plusppkcable spread which ranges from 1.00% to 2.0884yell as other fees and expenses as
set forth more fully in the agreements. The Loagh Sacurity Agreement, requires the Company to raairdertain EBITDA covenants as
specified in the Loan and Security Agreement. Bseahe Company was not in compliance with the EB{Tddvenant at June 30, 2008, the
Company and SVB amended the Loan and Security Aggaeto waive the covenant compliance for the plsriended June 30 and July 31,
2008. On March 18, 2009, the Company and SVB edtiate a Second Loan Modification Agreement. Thee&d Loan Modification
Agreement amended the Loan and Security Agreernaektend the maturity date to May 12, 2009 and fydtie funds available under the
working capital line of credit facility to not exee $4.5 million and the total funds available unither Loan and Security Agreement to a
maximum amount of $5.625 million. The interest sedad EBITDA covenant are consistent with the pmeviagreement for the remainder of
the extension period. On May 4, 2009, the Companty@VB entered into a Third Loan Modification Agneent. This Third Loan
Modification Agreement amended the Loan and Seciégireement to extend the maturity date to June2@@9. The Company was in
compliance with the EBITDA covenant set forth irc&en 6.7(b) of the Loan and Security Agreementfathe three month period ended J
30, 2009. As of June 30, 2009, the Company had®8libn outstanding, and $1.4 million additionaadlability, under its working capital
line of credit with SVB.
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On July 2, 2009, the Company and SVB entered iftowath Loan Modification Agreement. This FourthaooModification Agreement,
among other things, (i) modifies the collateral diang fee payable by the Company, (ii) revisesaiarbf the Company’s representations and
warranties, (iii) increases the charge to the Camar certain inspections and audits from $750p@son per day to $850 per person per
day, (iv) revises the Company’s financial covenafwprevises the negative covenant regarding thm@any’s ability to pay dividends or
make any distribution or payment or redeem, retireepurchase any capital stock without the pramsent of SVB to allow for such
payments (subject to certain restrictions) to @efalders of the Company’s Series A-1 Senior RreteStock, (vi) amends the definitions of
“Prime Rate”, “Applicable Rate” and “EBITDA” and ify extends the maturity date to June 11, 2010.

The Loan and Security Agreement contains evendiefault that include among other things, non-payteéprincipal, interest or fees,
violation of covenants, inaccuracy of representetiand warranties, cross default to certain otigbtedness, bankruptcy and insolvency
events, change of control and material judgmenp@nibccurrence of an event of default, SVB is Etito, among other things, accelerate
obligations of the Company and sell the Comparssets to satisfy the Company's obligations undettan and Security Agreement. As of
June 30, 2009, no events of default had occurred.

Note Payable — Promissory Note
On April 9, 2007, the Company issued a $4.0 milllwomissory note to the former shareholders ofifirito finance the acquisition of Trinil

Under the terms of the promissory note, the Compeary required to repay the principal plus intes¢édhe annual rate of 7.75% of the ung
balance pursuant to the following terms:

(@) $500 thousand was required to be paid withieetfbusiness days of April 9, 2007;
(b) $1.5 million (the "Second Amount") was requitede paid on June 30, 2007; and
(c) the remainder amount (the "Remainder Amourft§20 million was required be paid on October Z108.

Effective as of October 31, 2008, the Company riatgxt an amendment to the promissory note thahdgtethe payment date of the
Remainder Amount from October 31, 2008 to Decenibe2008 in exchange for a cash fee of $40,000gturued and unpaid interest ba
on the original terms. If the Company failed to plag Remainder Amount by December 15, 2008, thegaomwas required to pay an
amount equal to $60,000 plus all accrued and uriptédest through December 15, 2008. If the Comgaitgd to pay the amounts owed
under the promissory note by December 15, 2008rést was to accrue, at a rate equal to 12% pemanon such amounts. The Company
did not pay the Reminder Amount prior to Decembligr2D08. The failure by the Company to pay the Reds Amount on or before
December 15, 2008 did not constitute a default utigdeepromissory note. The Company and Christisaskéwski (the Company’s Vice
President (Trinity, IMS)) separately agreed that$1.0 million portion of the promissory note pagatio Mr. Kleszewski was to be due in
January 2009. The Company used a portion of theepids from the private placement described belgeayathe note in full on February 27,
20009.

Mandatorily Redeemable Preferred Stock and Warrants

On February 27, 2009, the Company completed aterplacement to a group of investors led by Halpit@aPartners, LP (“the Purchasers”)
for gross proceed of $6.2 million. The Company ésk6,206 shares of Series A-1 Preferred Stock,iwiéar an annual dividend of 12.5%.
Each share of Series A-1 Preferred Stock has #alisiated value of $1,000 per share (the “Stataide”). The private placement included 7-
year Class A Warrants to purchase an aggregat@,607,604 shares of Common Stock at an exercise pfi$0.0780 per share ar-year
Class B Warrants to purchase an aggregate of 62482hares of Common Stock at an exercise pri§®.0858 per share (collectively, the
“Warrants”). We refer to the Class A Warrants, @lass B Warrants and the Series A-1 Preferred Stoltkctively as the “Securities”.
Except for the exercise price and number of shair€ommon Stock subject to the Warrants, the terhike Class A Warrants and the Class
B Warrants are substantially similar. In addititme Class A Warrants are subject to extensionri@dditional seven years if the Company
has not met certain milestones. The Warrants maxbgrcised for cash or on a cashless exercise GémsWVarrants are subject to full ratchet
anti-dilution provisions and other customary ariliibn provisions as described therein. The Wasdnrther provide that in the event of
certain fundamental transactions or the occurrefiem event of default under the Certificate of iQeations that the holder of the Warrants
may cause the Company to repurchase such Waraaritsef purchase price specified therein. Amongugeof proceeds, $2.1 million was
used to pay off the promissory note issued in cotime with our acquisition of Trinity, we paid feaad transaction costs of approximately
$1.1 million and we used the remaining $3.0 milliorpay down debt and for general working capitappses.

16




Voting

The holders of Series A-1 Preferred Shares ardezhtd vote together with the common stock omadtters and in the same manner. Each
share of the Series A Preferred Stock shall erttigeholders to the number of votes equal to thebar of shares of the common stock
issuable upon exercise of all Class A Warrants bglduch holder as of the record date for the vote.

Dividends

The holders of the Series A-1 Preferred Stock atiéled to receive cumulative dividends at the i@ft&2.5% per annum, accruing on a daily
basis and compounding monthly, with 40% of suchddinds payable in cash and 60% of such dividengahpa by adding such amount to
the Stated Value per share of the Series A-1 Reafe8tock. The dividend shall be paid on a moniialgis to the holders of Series A-1
Preferred Stock entitled to receive such dividends.

Liquidation

Upon the occurrence of a liquidation event (inchgdtertain fundamental transactions), the holdetkeoSeries A-1 Preferred Stock are
entitled to receive prior and in preference toghgment of any amounts to the holders of any atljeity securities of the Company (the
“Junior Securities”) (i) 125% of the Stated Valdelte outstanding shares of Series A-1 PreferredkS$((ii) all accrued but unpaid cash
dividends with respect to such shares of SeriesPkeferred Stock and the (iii) specified repurchasees with respect to all Warrants (as
defined below) held by such holders.

Redemption

The Certificate of Designations of the Series Aréf@rred Stock provides that any shares of SeriésPheferred Stock outstanding as of
February 9, 2012 are to be redeemed by the Confpariyeir Stated Value plus all accrued but unmish dividends on such shares (the
“Redemption Price”). In addition, on the last ddyeach calendar month beginning February 2009 tivand including February 2010, the
Company is required to redeem the number of sludrBeries A-1 Preferred Stock obtained by dividll®@§% of all Excess Cash Flow (as
defined in the Certificate of Designations) witlspect to such month by the Redemption Price afpéda the shares to be redeemed.
Further, on the last day of each month beginningchl2010 through and including January 2012, then@my shall redeem the number of
shares of Series A-Preferred Stock obtained by dividing the sum%#,$00 plus 50% of the Excess Cash Flow with respesuch month b
the Redemption Price applicable to the shares tedeemed. At anytime prior to February 9, 2018 ,Gompany may redeem shares of S
A-1 Preferred Stock for 125% of the Stated Valuswth shares plus all accrued but unpaid cashetidil for such shares. If at anytime a
Purchaser realizes cash proceeds with respect i8dburities or common stock received upon exedfifee Warrants equal to or greater t
the aggregate amount paid by the Purchaser fddekarities plus 200% of such amount then the Cognpaas the option to repurchase alll
outstanding shares of Series A-1 Preferred Stoltkthethat Purchaser for no additional consideratio

Covenants

The Preferred Stock Purchase Agreement and thé&iCxte of Designations also contain certain affittme and negative covenants. The
negative covenants require the prior approval dékapital, for so long as (i) an aggregate oflass than 15% of the shares of Series A-1
Preferred Stock purchased on February 27, 2008ustanding, (i) Warrants to purchase an aggregfatet less than 20% of the shares
issuable pursuant to the Warrants on February@I9 are outstanding or (iii) the Purchasers, irgipgregate, own not less than 15% of the
common stock issuable upon exercise of all WarrantSebruary 27, 2009 (we refer to (i), (ii) and @s the “Ownership Threshold”) in
order for the Company to take certain actions uditlg, among others, (i) amending the Company’scked of Incorporation or other charter
documents, (i) liquidating, dissolving or windingp- the Company, (iii) merging with, consolidatinglwor acquiring or being acquired by, or
selling all or substantially all of its assetsday person, (iv) selling, licensing or transferranyy capital stock or assets with a value,
individually or in the aggregate, of $100,000 orreyqv) undergoing certain fundamental transactiGn} certain issuances of capital stock,
(vii) certain redemptions or dividend paymentsii\the creation, incurrence or assumption of dartgpes of indebtedness or liens, (ix)
increasing or decreasing the size of the ComaByard of Directors and (x) appointing, hiringsgending or terminating the employmen
materially modifying the compensation of any exaaubfficer.
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The Company accounts for its preferred stock baped the guidance enumerated in SFAS No. 150. EhiesSA-1 Preferred Stock is
mandatorily redeemable on February 9, 2012 anéfhier is classified as a liability instrument oe thate of issuance. The mandatorily
redeemable preferred stock was initially valuesh@she discounted cash flow method based on thghtexi average cost of capital of 29%,
and subsequently accreted to the redemption amusimg the effective interest method. Interest ezxparlated to the mandatorily redeem
preferred stock included in other expense in tlewpanying condensed consolidated statements oditiqgres for the three and six months
ended June 30, 2009 was $399 thousand and $532atmburespectively. There was no interest expesiated to the mandatorily redeemable
preferred stock for the three and six months edde@ 30, 2008. The Warrants issued in connectitmtive Series A-1 Preferred Stock
provide that the holders of the Warrants may c#lus€Company to repurchase such Warrants for thehpae price in the event of certain
fundamental transactions or the occurrence of antesf default. The Company evaluated the Warnamtsuant to EITF No. 00-19 and
determined that the Warrants should be classifsddhhilities because they contain a provision tmatld require cash settlement and that
event is outside the control of the Company. Theavds should be measured at fair value, with charig fair value reported in earnings as
long as the warrants remain classified as a ligbilihe initial proceeds allocated to preferredrehand warrants are $4,299,274 and
$1,906,726, respectively

The Company is amortizing the warrant discountgisire effective interest rate method over the tlysss term of the Series A-1 Preferred
Stock. Although the stated interest rate of theeSek-1 Preferred Stock is 12.5%, as a result efdiscount recorded for the warrants, the
effective interest rate is 26.79%. The Company eidsorred approximately $1,175,000 of costs intretato this transaction, which were
recorded as deferred financing costs to be amdrtizer the term of the Series A-1 Preferred Stock.

The Company calculated the fair value of the wasranthe date of issuance using the Black-Schag#en pricing model. The change in fair
value of the Warrants issued in connection withSbees A-1 Preferred stock from the date of issada June 30, 2009, was an increase of
approximately $1.0 million from $1.9 million as Bébruary 27, 2009 to $2.9 million as of June 3@R T his change of fair value of the
Warrants was reflected as a component of otherresgowithin the statement of operations. For theetland six months ended June 30, 2009,
the change of fair value of the Warrants was $8%8$and and $1.0 million, respectively.

10. INCOME TAXES

The Company accounts for income taxes in accordaitbeSFAS No. 109, “Accounting for Income Taxebfder SFAS No.109, the
Company recognizes deferred income taxes for mpteary differences between the financial staterbasts and the tax basis of assets and
liabilities at currently enacted income tax rates.

Deferred income taxes are recognized for the taseguences in future years of differences betweetak bases of assets and liabilities and
their financial reporting amounts at each yearleagkd on enacted tax laws and statutory tax rpgggable to the periods in which the
differences are expected to affect taxable earniakiation allowances are established when nepessaeduce deferred tax assets to the
amount more likely than not to be realized.

The Company adopted the provisions of FASB Intagpi@n No. 48, “Accounting for Uncertainty in IncenTaxes-an interpretation of FASB
Statement No. 109” (“FIN No. 48"), on January 1020FIN No. 48 clarifies the accounting for uncerain income taxes recognized in an
enterprise's financial statements in accordande 8HAS No. 109 and prescribes a recognition thidsdred measurement process for
financial statement recognition and measuremeattak position taken or expected to be taken axadturn. FIN No. 48 also provides
guidance on derecognition, classification, intesgst penalties, accounting in interim periods, ldsare and transition.

The Company concluded that there are no signifioanértain tax positions requiring recognitiontie financial statements based on an
evaluation performed for the tax years ended Deeer®b, 2005, 2006, 2007, 2008 and 2009, the tarsyelich remain subject to
examination by major tax jurisdictions as of Jufe Z009.

The Company may from time to time be assessedeistter penalties by major tax jurisdictions, althlowny such assessments historically
have been immaterial to the financial results. Adume 30, 2009, the Company had recorded immétetéaest and penalties associated with
the filing of the 2006 tax returns and no unrecagditax benefits that would have an effect on ffectve tax rate. The Company elected to
continue to report interest and penalties as incaxes.

The Company recorded a current income tax berefif dune 30, 2009 of $224 thousand. The Compapgats to utilize this benefit to off-
set taxable income from the remaining six monttdirepnDecember 31, 2009.
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11. NET LOSS PER COMMON SHARE

Net loss per common share is computed by dividietgass by the weighted average number of commareshoutstanding during tl
reported period. Shares issued during the periddshares reacquired during the period are weidlotethe portion of the period in which the
shares were outstanding. Diluted net loss per comshare has been computed in a manner consisténthat of basic net loss per common
share while giving effect to all potentially dilué common shares that were outstanding during pacbd. The following table reflects the
computation of the Company's basic and dilutedasst per common share for the three and six matded June 30, 2009 and 2008.

Three Months Ende Six Months Ende:
June 30 June 30 June 30 June 30
2009 2008 2009 2008
Basic net loss per common she
Net loss $ (1,470,66) $ (165,67) $ (2,098,34) $ (403,16
Dividends on preferred stock — 45,00( 78,87( 90,00(
Net loss attributable to common stockholc $ (1,470,66) $ (210,67) $ (2,177,21) $  (493,16¢

Weighted average common shares outstan
- basic 41,243,02 19,148,15 33,828,06 19,148,15
Treasury effect of stock options — — — —

Total weighted average common she
outstanding- diluted 41,243,02 19,143,15 33,828,06 19,148,15

Basic and diluted net loss per common sl $ (0.09 $ (0.01) $ (0.06) $ (0.02)

Common stock equivalents of 195,928,274 and 138280were not included in the computation of didliteet loss per common share for the
three and six months ended June 30, 2009, respigtand common stock equivalents of 6,278,6485649,405 were not included in the
computation of diluted net loss per common shardhfe three and six months ended June 30, 2008 ctgely, as the inclusion of these
common stock equivalents would be anti-dilutive tu¢he Company’s net loss position and includiaghsshares would reduce the net loss
per common share in those periods.

12. STOCK INCENTIVE PLAN

On August 3, 2006, the Board of Directors and dtotders approved the 2006 Stock Incentive Plan‘(@hn”). A total of 2,500,000 shar
of common stock were initially reserved for issuamnder the Plan. At June 30, 2009, 3,758,799 slireommon stock were reserved
issuance under the Plan. The shares of common ssekved for issuance under the Plan are in additi approximately 1,044,667 share
common stock which have been reserved for issuaslated to standalone stock options that were gdaby the Company to employees
directors on December 15, 2005 and May 15, 200&fAkine 30, 2009, 2,925,000 shares of restriabeahmon stock and options to purch
507,000 shares of common stock have been issueet tine Plan and options to purchase 2,622,000 sliireommon stock have be
granted outside of the Plan. Individual awards witde Plan may take the form of incentive stockam® and nonqualified stock options.
date, only nonqualified stock options have beemtgiaunder the Plan. These awards generally vesttbxee years of continuous service.

The Compensation Committee administers the Plaectsethe individuals who will receive awards asthblishes the terms and condition:
those awards. Shares of common stock subject tedavitaat have expired, terminated, or been canaeléatfeited are available for issuance
or use in connection with future awards.

Stock Options

The following table summarizes the Company's stiation activity.
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Weighted

Weighted Average
Average Aggregate Remaining
Number of Exercise Intrinsic Contractua
Options Price Value Life
(in years)

Outstanding at December 31, 2( 1,578,000 $ 0.2¢ $ — 7.€
Granted — —
Exercisec — —
Canceled (28,000 0.1:2
Outstanding at June 30, 2009 1,550,000 $ 0.2¢ $ — 7.1
Exercisable at December 31, 2( 1,081,66 $ 0.3C 7.3
Exercisable at June 30, 2009 1,250,33: $ 0.3C $ — 6.8

Aggregate intrinsic value is calculated by multiptythe excess of the closing market price of $@tlbune 30, 2009 over the exercise price
by the number of “in-the money” options outstanding

Share-based compensation expense included ingsedmeral and administrative expenses in the aganying condensed consolidated
statements of operations for the three and six hsoahded June 30, 2009 was $54 thousand and $di35atid and share-based compensatior
for the three and six months ended June 30, 2088p&@ thousand and $160 thousand, respectively.

The Company did not grant any stock options forttinee and six months ended June 30, 2009 and Z0@&air value of the options granted
during fiscal 2008 was $20 thousand and is incluakedart of additional paid-in capital as vesteslofJune 30, 2009, the Company had $86
thousand of total unrecognized option compensatosts, which will be recognized over a weightedrage period of 1.2 years.

Restricted Common Stock

On May 3, 2007, the Board of Directors of the Compgranted restricted shares of common stock, alaev$0.01 per share, to certain
individuals. The restricted shares will vest onulayg 2, 2012 and have no interim vesting periodsO@tober 21, 2008, the Board of
Directors of the Company granted restricted shafeesmmon stock, par value $0.01 per share, tatemdividuals. The restricted shares
will vest on January 2, 2013 and have no interisting periods. During the quarter ended June 3092800,000 shares of restricted stock
vested due to the resignation of two members oCthimpany’s Board of Directors.

The restricted shares were issued from the Plamtvét intent of providing a longer-term employmegiention mechanism to key
management and board members.

The following table summarizes the Company's retgtti common stock activity.

Weighted
Weighted Average
Number of Average Remaining
Restrictec Aggregate Vesting Vesting
Common Stocl Fair Value Periods Periods
(in years) (in years)
Outstanding at December 31, 2( 2,925,000 $ 1,425,00! 4.4 3.3
Granted —
Outstanding at June 30, 20 2,925,000 $ 1,425,001 4.4 2.8
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Share-based compensation expense for the restsiieki was included in selling, general and adrtrgiive expenses in the accompanying
condensed consolidated statements of operatiomscdinpensation expense recognized for the thresiamdonths ended June 30, 2009 was
$181 thousand and $259 thousand, respectivelytrendompensation expense recognized for the thmgsiga months ended June 30, 2008
was $60 thousand and $120 thousand, respectively.

The total fair value of the restricted stock grantefiscal 2008 and 2007 was $0.3 million and $illion, respectively, calculated by
multiplying the number of shares of restricted camrstock granted and the closing market price &@0n October 21, 2008 and $0.80 on
May 3, 2007, respectively, and will be includedast of additional paid-in capital over the vestpegiod. As of June 30, 2009, the
unrecognized compensation costs related to theingmganonvested restricted stock was $0.8 milliwhjch will be recognized over a
weighted average period of 2.8 years.

13. STOCKHOLDERS EQUITY
Series A Preferred Stock

On July 25, 2007, the Company completed a privistegment led by members of the Company's senioagement and Board of Directors
for gross proceeds of $1.8 million. The Companyésk1,800 shares of convertible preferred stockr{eS A Preferred StockWith par value
of $0.01 per share, which bore an annual dividdriD&6 and were convertible into 1.5 million shaoéshe Company's common stock at an
average of $1.20 per common share. The privateplant included 5-year warrants to purchase appwiein 149,400 shares of common
stock at $1.20 per share. Proceeds from this affesiere used for general working capital and adiiprsfinancing. The investors included
certain of the officers and directors of the Compan

In connection with the private placement on Febyr@at, 2009, the Company exchanged 1,700 sharé® d&ompany’s outstanding Series A
Preferred Stock for an aggregate of approximatelg inillion shares of common stock and repurchd€8dshares of Series A Preferred
Stock for a cash payment to certain shareholdeas @iggregate of approximately $107,000, excludjpgroximately $4,000 of dividends.

Warrants

In connection with the Series A Preferred Stockasge on July 25, 2007, the Company issued théasecs of the Series A Preferred Stock
5-year warrants to purchase an aggregate of appately 149,400 shares of common stock at $1.2@hpae. The Company also issued
warrants to the placement agent to purchase 88@3Bnon shares of the Company at $1.20 per shaesw@lrants were classified as equity
in accordance with EITF No. 00-19 primarily becaggseh warrants do not provide for net cash setthénWarrants issued were valued at
$139 thousand, using the Black Scholes model, ecotded as part of additional paid-in capital ushrgBlack Scholes model.

14. CONTRACT STATUS
Provisional Indirect Cost Rates

Billings under cost-plus government contracts alewated using provisional rates which permit kexg of indirect costs. These rates are
subject to audit on an annual basis by governmeunidit agencies. The cost audits will result inriegotiation and determination of the final
indirect cost rates which the Company may uselferperiod(s) audited. The final rates, if differéoim the provisional, may create an
additional receivable or liability.

As of June 30, 2009, the Company has had no fatdements on indirect rates. The Company peridigicaviews its cost estimates and
experience rates and adjustments, if needed, ate avad reflected in the period in which the estésatre revised. In the opinion of
management, redetermination of any cost-basedaxiatfor the open years will not have any matefi@ct on the Company's financial
position or results of operations.
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The Company has authorized but uncompleted costoactvhich work is in progress at June 30, 2009@pmately, as follows:

Total contract prices of initial contract awardw;luding exercised options and approved change®fdwdifications) $117,793,73
Completed to date 106,848,87
Authorized backlog $ 10,944,85

The foregoing contracts contain unfunded and ursés@al options not reflected in the above amountppfoximately $61,950,000.
As of June 30, 2009, two of the Company's existioigtracts is subject to renegotiation during threaieder of 2009.
15. LITIGATION

On April 8, 2009, Samuel Caldwell and Zulema Calliermer owners of Caldwell Technology Solutioh$,C (“CTS”), initiated an action
against the Company in Montgomery County Circwiti€, Maryland, alleging claims arising out of empany’s purchase of CTS in July
2007. Specifically, the complaint alleges that@mnpany breached the Purchase Agreement dated,J2067 among the Company, CTS
and Mr. and Mrs. Caldwell (the “Purchase Agreemyeby failing to pay “earn-out” compensation pursugmnthe terms of the Purchase
Agreement. The complaint alleges that if certairereie and profits metrics had been met by CTSarfitht 12 months following its
acquisition by the Company, Mr. and Mrs. Caldwediuld have been entitled to receive the maximum-eatrcompensation of $2,540,000
(which the Purchase Agreement provides was payalgiash and shares of the Company’s common stawlgnthe Purchase Agreement as
opposed to the $165,000 in cash and $254,000 nesladthe Company’s common stock paid to Mr. and.\Maldwell by the Company. The
complaint further alleges that such metrics weréanevould have been met had it not been for ieterice by the Company and non-GAAP-
based accounting on the part of the Company.

In addition to the breach of contract claim, thenptaint also includes (i) a claim of fraud, basedlte allegation that the Company made
misrepresentations when it entered into the Puechageement regarding the accounting that wouldrdghe payment of the earn-out; (ii) a
request for a legal “accounting” of the Companyseks; (iii) a request for pre-judgment attachmdrthe Company’s assets in the State of
Maryland and (iv) a request that the court issde@aratory judgment invalidating a non-competitamreement entered into by Mr. Caldwell
as part of the CTS transaction. In addition todleged contract damages of $2,540,000 (less aragueviously paid to Mr. and Mrs.
Caldwell as earn-out compensation), under theurdrelaim, Mr. and Mrs. Caldwell seek $6,000,00@umitive damages.

The Company has filed its answer and a counteradlai breach of contract and fraud for undisclod8 liabilities, accounts receivable,
disclosure of proprietary information, conversidniRS checks and corporate credit cards, and uejusthment relating to certain payments
made by the Company on behalf of the plaintiffsaimmounts to be determined at trial. Plaintiffs agisig to be filed in late August. A sched
has been set by the court with a deadline for cetimg discovery of February 10, 2010. The Compargnids to vigorously defend the
allegations in the complaint and pursue its coual@ms; however, it is difficult to predict thenil outcome of the respective claims of the
parties.

16. SUBSEQUENT EVENT

The Company has evaluated subsequent events tr&bhbaurred through August 13, 2009, the datenafrtial statement issuance. On July
2, 2009, the Company and SVB entered into a Fdwoém Modification Agreement. This Fourth Loan Madittion Agreement, among other
things, (i) modifies the collateral handling feg/ghle by the Company, (ii) revises certain of tlempany’s representations and warranties,
(iii) increases the charge to the Company for @eitespections and audits from $750 per persordpgrto $850 per person per day, (iv)
revises the Company'’s financial covenants, (v)sevithe negative covenant regarding the Compabilitydo pay dividends or make any
distribution or payment or redeem, retire or repase any capital stock without the prior conser8W¥B to allow for such payments (subject
to certain restrictions) to certain holders of @@mpany’s Series A-1 Senior Preferred Stock, (wigads the definitions of “Prime Rate”,
“Applicable Rate” and “EBITDA” and (vii) extendsetmaturity date to June 11, 2010.
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ITEM 2: MANAGEMENT'S DISCUSSION AND ANALYSIS OF FIN ANCIAL CONDITION AND RESULTSOF OPERATIONS

This quarterly report contains forwalabking statements. These statements relate toef@wents or our future financial performance.dme
cases, you can identify forward-looking statemdaytgerminology such as “may,” “will,” “should,” “agld,” “forecasts,” “expects,” “plans,”
“anticipates,” “believes,” “estimates,” “predicts;potential,” “see,” “target,” “projects,” “positio,” or “continue” or the negative of su
terms and other comparable terminology. Theserstaits reflect our current expectations, estimated,projections. These statements ar
guarantees of future performance and involve rigkgertainties, and assumptions that are diffitulpredict. Actual events or results r
differ materially from what is expressed or fordedsin these forwartboking statements. We disclaim any intention oligzttion to updat
any forward-looking statement.

OVERVIEW

Paradigm Holdings, Inc. (the “Company” or “Paradiyyprovides information technology (“IT”), informimin assurance, and business
continuity solutions, primarily to U.S. Federal Gomment customers. Headquartered in Rockville, lMary, the Company was founded
based upon strong commitment to high standarderddpnance, integrity, customer satisfaction, amgpleyee development.

With an established core of experienced executibesCompany has grown from six employees in 189676 personnel (full time, part tin
and consultants) at June 30, 2009. The 2009 anoonahte of revenue is approximately $33 million, basedrevenue for the six mon
ended June 30, 2009. The results for the interinoge are not necessarily indicative of the resalise expected for the fiscal year.

As of June 30, 2009, Paradigm had three wholly-alsbsidiaries, Paradigm Solutions Corp. (“PS@Mjch was incorporated in 1996
deliver IT services to federal agencies, TrinitySMinc. (“Trinity”), which was acquired on April 9, 2007 to deliver Idlgions into th
national security marketplace and Caldwell Techgpl8olutions, LLC (“CTS")which was acquired on July 2, 2007 to provide adednT
solutions in support of National Security programithin the intelligence community.

We derive substantially all of our revenue fromsféer IT solutions and services. We generate tfesse from contracts with various payir
arrangements, including time and materials corgréoted-price contracts and cqdtss contracts. We typically issue invoices monttd
manage outstanding accounts receivable balancese®dgnize revenue on time and materials contethe services are provided. For
guarter ended June 30, 2009, our business was admf 58% fixed price and 42% time and materetacts.

For the quarter ended June 30, 2009, contracts thittfederal government and contracts with primetrectors of the federal governm
accounted for 100% of our revenue. During that spev@d, our three largest clients, all agenciethiwithe federal government, gener:
approximately 75% of our revenue. In most of thesgagements, we retain full responsibility for #ralclient relationship and direct a
manage the activities of our contract staff.

Our most significant expense is direct costs, wtiohsist primarily of direct labor, subcontractonsaterials, equipment, travel and
allocation of indirect costs including fringe beitef The number of subcontract and consulting eyg#s assigned to a project will v
according to the size, complexity, duration and aeds of the project.

Selling, general and administrative expenses cbpsimarily of costs associated with executive ngament, finance and administra
groups, human resources, marketing and businessofewent resources, employee training, occupansyscoesearch and developrn
expenses, depreciation and amortization, travel airother corporate costs.

Other income and expense consists primarily ofr@steincome earned on cash and cash equivaletaggesh payable on our revolving cre
facility, interest expense related to the mandbtoedeemable preferred stock and the changerivéie of put warrants.
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CRITICAL ACCOUNTING POLICIES

Management’s Discussion and Analysis of Financ@hdition and Results of Operations discusses thdased consolidated financial
statements, which have been prepared in accordeititaccounting principles generally accepted i thnited States of America (“GAAP?”).
The preparation of these condensed consolidataddial statements requires management to makeatstirand judgments that affect the
reported amount of assets and liabilities and tbel@sure of contingent assets and liabilitiehatdate of the condensed consolidated
financial statements and the reported amountsvefmges and expenses during the reporting periodrdmgoing basis, management
evaluates its estimates including those relatembtdingent liabilities, revenue recognition, antestintangible assets. Management bases its
estimates on historical experience and on varithusrdactors that are believed to be reasonalileedime the estimates are made. Actual
results may differ from these estimates under diffeassumptions or conditions.

The following critical accounting policies requineanagemens’ judgment and estimation, where such estimates havaterial effect on t
condensed consolidated financial statements:

« accounting for revenue recognition

« accounting for cost of revenue

« accounting for goodwill and intangible assets
« accounting for impairment of long-lived assets
« accounting for share-based compensation

« accounting for valuation of warrants

« accounting for income taxes

« accounting for segment reporting

For a description of these critical accounting gie except for the accounting for valuation of naats, refer to “ManagemestDiscussio
and Analysis of Financial Condition and ResultsQgerations” in Paradigm’s Annual Report on FormKl@er the fiscal year end:
December 31, 2008.

Valuation of Warrants

The Company accounts for the issuance of commark gtiorchase warrants in accordance with the prongsof EITF 00-19. The Class A
Warrants and Class B Warrants issued in conneutitnthe sale of the Company’s Series A-1 Seniaféred Stock, par value $0.01 per
share (the “Series A-1 Preferred Stock”), contamavision that could require cash settlement &adl ¢vent is outside the control of the
Company, and therefore are classified as a lighaht of June 30, 2009. The Company assesses idassif of put warrants at each reporting
date to determine whether a change in classificasioequired. The Company values put warrantsgussia Black-Scholes valuation model.
Put warrants are valued upon issuance, angliged at each financial statement reporting dstg.change in value is charged to other inc
or expense during the period.

RECENT ACCOUNTING PRONOUNCEMENTS

New accounting pronouncements that have a currefiitore potential impact on the condensed conatéid financial statements are
follows:

Recent Accounting Pronouncements — Not Yet Adopted

STATEMENT OF FINANCIAL ACCOUNTING STANDARD NO. 168

THE FASB ACCOUNTING STANDARDS CODIFICATION™ AND THE HIERARCHY OF GENERALLY ACCEPTED ACCOUNTIN(
PRINCIPLES—A REPLACEMENT OF FASB STATEMENT NO. 162

In June 2009, the FASB issued SFAS No. 168, “Th&BAccounting Standards Codificatio and the Hierarchy of Generally Accepted
Accounting Principles—a replacement of FASB StateiniNo. 162.”
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SCOPE OF THIS STATEMENT

This statement confirms that the FASB Accountingn8trds Codification (the “Codification”) will best the single official source of
authoritative U.S. GAAP (other than guidance issopthe SEC), superseding existing FASB, Americéd@PA, EITF, and related literature.
After that date, only one level of authoritativeSUGAAP will exist. All other literature will be esidered non-authoritative. The Codification
does not change U.S. GAAP; instead, it introducesva structure that is organized in an easily agibks user-friendly online research
system. The Caodification, which changes the ref@rgnof financial standards, becomes effectiveriterim and annual periods ending on or
after September 15, 2009. The Company will appdyGladification beginning in the third quarter ¢fdal 2009. The adoption of SFAS 168 is
not expected to have any substantive impact o€tmpany’s condensed consolidated financial statésnen

STATEMENT OF FINANCIAL ACCOUNTING STANDARD NO. 167
AMENDMENTS TO FASB INTERPRETATION NO. 46(R)
In June 2009, the FASB issued SFAS No. 167, “Amestmto FASB Interpretation No. 46(R).”
SCOPE OF THIS STATEMENT

Among other things, this statement amends FIN 46&fRg¢place the calculation for determining whictitées, if any, have a controlling
financial interest in a variable interest entity/(E”) from a quantitative based risks and rewardkglation, to a qualitative approach that
focuses on identifying which entities have the poteedirect the activities of a variable interestigy that most significantly impact the
entity’s economic performance and, the obligatmalisorb losses of the entity or the right to neebienefits from the entity. This standard
also requires ongoing assessments as to whetlestarprise is the primary beneficiary of a VIE (poaisly, reconsideration was only
required upon the occurrence of specific eventsyifies the presentation of consolidated VIE asaatsliabilities, and requires additional
disclosures about a compasyhvolvement in VIEs. SFAS No. 167 will be effeetifor the Company beginning January 1, 2010. Mane
is currently evaluating the effect, if any, thabption of this standard will have on the Comparggasolidated financial position and results
of operations when it becomes effective in 2010.

Recent Accounting Pronouncements — Adopted

On June 30, 2009, the Company adopted SFAS No."$6bsequent Events,” which establishes generatatals of accounting and
disclosure for events that occur after the balameet date but before the financial statementssaned. The adoption of SFAS No. 165 did
not have a material impact on the Company’s statésra operations, financial position, or cash #ow

On June 30, 2009, the Company adopted FASB Statieos (“FSP”) No. 157-4 (“FSP No. 157-4")DPétermining Fair Value When t
Volume and Level of Activity for the Asset or Lidiby Have Significantly Decreased and Identifyingamsactions That Are Not Orderly,”
which provides additional guidance for estimatia@ ¥alue in accordance with SFAS No. 157, “FaitdéaMeasurementsivhen the volum
and level of activity for the asset or liabilityyeasignificantly decreased. This FSPeraphasizes that regardless of market condition$ait
value measurement is an exit price concept as atbfin SFAS No. 157. This FSP clarifies and includdditional factors to consider
determining whether there has been a significantedese in market activity for an asset or liabiityd provides additional clarification
estimating fair value when the market activity &or asset or liability has declined significantijheTscope of this FSP does not include a
and liabilities measured under level 1 inputs. @deption of FSP No. 157-4 did not have a matengdact on the Comparg/’'statements
operations, financial position or cash flows.

On June 30, 2009, the Company adopted FSP No. Edidt APB 28-1, “Interim Disclosures about Fair \&@ahf Financial InstrumentsThis
FSP which amends SFAS No. 107, “Disclosures abaint\Fralue of Financial Instruments,” requires palylitraded companies, as definel
APB Opinion No. 28, “Interim Financial Reportingté provide disclosures on the fair value of finahdnstruments in interim financ
statements. The adoption of FSP No. 107-1 and ARB @id not have a material impact on the Compasyatements of operations, finan
position or cash flows.

On June 30, 2009, the Company adopted FSP No. 14Be2 No. 124-2, “Recognition and Presentation ohe®fThanTemporan
Impairments.” FSP No. 115-2 and No. 124-2 chanbesitethod for determining whether an other-ttemporary impairment exists for d
securities and the amount of the impairment todoended in earnings. The adoption of FSP No. 1a82No. 1242 did not have a mater
impact on the Company’s statements of operatiagnan€ial position or cash flows.
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On January 1, 2009, the Company adopted SFAS Ng.“Désclosures about Derivative Instruments andldieg Activities — an amendment
of FASB Statement No. 133.” The statement modified expands the disclosure requirements for déréevatstruments and hedging
activities. SFAS No. 161 requires that objectivasusing derivative instruments be disclosed im&eof underlying risk and accounting
designation and requires quantitative disclosubesigfair value amounts and gains and losses anati®e instruments. It also requires
disclosures about credit-related contingent featurelerivative agreements. The adoption of SFAS1$4 did not have a material impact on
the Company’s statements of operations, finan@altjpn or cash flows.

On January 1, 2009, the Company adopted SFAS Np.“M®ncontrolling Interests in Consolidated Fineh&tatements.” The statement
establishes the accounting and reporting standardse noncontrolling interest in a subsidiary dodthe deconsolidation of a subsidiary.
The adoption of SFAS No. 160 did not have a mdtamipact on the Company’s statements of operatifinancial position or cash flows.

On January 1, 2009, the Company adopted SFAS No(ré¢ised 2007), “Business Combinations.” Theestant establishes principles and
requirements for how the acquirer recognizes anasomes the identifiable assets acquired, the gdloaeguired, the liabilities assumed and
any noncontrolling interest in the acquiree aneeines what information to disclose to enableaiséthe financial statements to evaluate
the nature and financial effects of the businesstination. The adoption of SFAS No. 141 (revise@7)0id not have a material impact on

the Company’s statements of operations, finana@altjpn or cash flows. The Company will apply SFN8. 141 (revised 2007) to its future

acquisitions, if any.

On January 1, 2009, the Company adopted FASB Btition (“FSP”) No. 157-2 (“FSP No. 157-2"), “Etfive Date of FASB Statement
No. 157" FSP No. 157-2 applies to nonfinancial assetsraordinancial liabilities, except for items that aeezognized or disclosed at fair
value in an entity’s financial statements on a réog basis (at least annually) and defers thecétffe date of SFAS No. 157 to fiscal years
beginning after November 15, 2008 for items wittiia scope of this FSP. The adoption of FSP No.2L8it not have a material impact on
the Company’s statements of operations, finan@altjpn or cash flows.

On January 1, 2009, the Company adopted FSP Ne3 142SP No. 142-3"), “Determination of the uselif¢ of intangible assets.” FSP No.
142-3 amends the factors that should be considergeveloping the renewal or extension assumptisesl to determine the useful life of a
recognized intangible asset under SFAS No. 142p83dll and Other Intangible Assets.” FSP No. 148l requires additional disclosures
on information that can be used to assess thetetevhich future cash flows associated with infateyassets are affected by an entity’s
intent or ability to renew or extend such arranget®@nd on associated accounting policies. Thetamppf FSP No. 142-3 may impact the
Company in the future if the Company acquires lettlial property or other assets.

On January 1, 2009, the Company adopted FSP APB(1BSP APB 14-1), “Accounting for Convertible Ddhstruments That May Be
Settled in Cash upon Conversion (Including Pa@iath Settlement).” FSP APB 14requires issuers of convertible debt to accoeparately

for the liability and equity components of thesstioments if they have stated terms permitting catthement upon conversion. This practice
marks a significant change from the current acdaogrpractice for convertible debt instruments ia Htope of the FSP. Current practice does
not require separation of the liability and equimponents of such instruments. Separately aceayfdar these instruments’ liability and
equity components results in the recording of nioterest cost over the life of the convertible dielstrument, because of an initial debt
discount. The adoption of FSP APB 14-1 did not heweaterial impact on the Company’s statementpefations, financial position or cash
flows.

On January 1, 2009, the Company adopted FSP EIT6-03FSP EITF 03-6-1"), “Determining Whether Instnents Granted in Share-Based
Payment Transactions Are Participating SecuritieSP EITF 03-6-1 clarifies that all outstanding ested share-based payment awards that
contain nonforfeitable rights to dividends or disdl equivalents, whether paid or unpaid, are ppatimg securities. An entity must include
participating securities in its calculation of lmaand diluted earnings per share (“EPS”) pursuatiié two-class method, as described in
FASB Statement 128, “Earnings per Share.” The Camplmes not issue share-based payment awardsothiaire nonforfeitable rights to
dividends and, as a result, the adoption of FSFFBI3-6-1 did not have a significant effect on imsolidated financial statements.

On January 1, 2009, the Company adopted FSP EITZO9O(“FSP EITF 99-20-1"), “Amendment to the Impaéent Guidance of EITF Issue
99-20.” FSP EITF 99-20-1 amends the impairmentauie in EITF Issue 99-20 to achieves more consideermination of whether an
other-than temporary-impairment has occurred. Thm@any does not have any beneficial interest inréezed financial assets and, as a
result, the adoption of FSP EITF 99-20-1 did nateha significant effect on its consolidated finahstatements.
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RESULTS OF OPERATIONS

The following discussion and analysis should bel i@aconjunction with Paradigra’condensed consolidated financial statementselaté
notes included elsewhere in this Quarterly ReporForm 10-Q and with Paradigestonsolidated financial statements and the infaom
under the heading “Management’s Discussion and ysimalof Financial Condition and Results of Openradid which are included i
Paradigm’s Annual Report on Form 10-K for the flsezar ended December 31, 2008.

The following table sets forth certain items froor gondensed consolidated statements of operdtornise periods indicated.

Three Months Ended June Six Months Ended June 3

(Dollars in thousands) 2009 2008 2009 2008 2009 2008 2009 2008
Revenue $ 8671 $ 10,621 100.(% 100.% $ 16,37¢ $ 21,41¢ 100.(% 100.(%
Cost of revenue 6,81( 8,57( 78.5 80.7 12,99 17,26« 79.4 80.¢€
Gross margir 1,861 2,051 21.t 19.: 3,382 4,15¢ 20.€ 19.4
Selling, general &

administrative 2,024 2,04 23.4 19.5 3,85¢ 4,20/ 23.5 19.€
(Loss) income from

operations (169) 4 (1.9 0.C (472 (50 (2.9 (0.2
Other expens (1,45%) (23¢) (16.8) (2.2 (1,850 (509) (11.9 (2.9
Benefit for income taxes (149) (68) (1.7) (0.6) (224) (150) (1.4 (0.7)
Net loss $ (147) $ (16€) (17.0% (1.6% $ (2,099 $ (403) (12.9% 1.9%

The table below sets forth, for the periods indidathe service mix in revenue with related peragpsaf total revenue.

Three Months Ended June Six Months Ended June 3
(Dollars in thousands) 2009 2008 2009 2008 2009 2008 2009 2008
Federal service contrac $ 5881 $ 7,267 67.% 68.200 $ 11,466 $ 14,30¢ 70.C% 66.£%
Federal repair &
maintenance contracts 2,78¢ 3,35¢ 32.1 31.€ 4,913 7,10¢ 30.C 33.2
Total revenue $ 8,671 $ 10,62 100.(% 100.(% $ 16,37¢ $ 21.,41¢ 100.(% 100.(%

The Companys revenues and operating results may be subjesighificant variation from quarter to quarter degey on a number
factors, including the progress of contracts, reesnearned on contracts, the number of billables diaya quarter, the timing of the pass-
through of other direct costs, the commencementcamapletion of contracts during any particular qegrthe schedule of the governn
agencies for awarding contracts, the term of eamttract that has been awarded and general econmmititions. Because a signific
portion of total expenses, such as personnel ailitifss costs, are fixed in the short term, susé@scontract performance and variation in
volume of activity as well as in the number of daots commenced or completed during any quarter caage significant variations
operating results from quarter to quarter.
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The Federal Governmestfiscal year ends September 30. If a budget ferrbxt fiscal year has not been approved by thed, dhe
Companys clients may have to suspend engagements that pregress until a budget has been approved. Sugpensions may cause
Company to realize lower revenues in the fourthriguaf the year. Further, a change in presideatiahinistrations and in senior governn
officials may negatively affect the rate at whitle f~ederal Government purchases technology.

As a result of the factors above, period-to-pedodparisons of Paradigsitevenues and operating results may not be mdahifgader
should not rely on these comparisons as indicaibfsture performance as no assurances can be theeguarterly results will not fluctua
causing a possible material adverse effect on Raresloperating results and financial condition.

COMPARISON OF THE THREE MONTHS ENDED JUNE 30, 2088D 2008

Revenue. For the three months ended June 30, B&@fhue decreased 18.4% to $8.7 million from $i@ilBon for the same period in 20(
The decrease in revenue is attributable to the tetiop of two of our federal service contracts dgrthe second half of 2008 and a decr
in our federal repair and maintenance contracténbes. The decrease in repair and maintenancedsssia attributable to a reductior
revenue on one federal contract due to a redudtioscope. We expect our current lower revenue at@-to be reflective of neaerm
anticipated results.

Cost of Revenue. Cost of revenue includes dirdwirlanaterials, subcontractors and an allocatioinidirect costs. Generally, changes in
of revenue correlate to fluctuations in revenueeasurces are consumed in the production of tivatwee. For the three months ended June
30, 2009, cost of revenue decreased by 20.5% &rfilion from $8.6 million for the same period 2008. The decrease in cost of revenue
was primarily attributable to the correspondingrdase in revenue. As a percentage of revenueptostenue was 78.5% for the three
months ended June 30, 2009 as compared to 80.7#tefeame period in 2008. The decrease in cospascantage of revenue was primarily
due to better contract management and better @bdfty on our existing contract mix.

Gross Margin. For the three months ended June(®I®,3jross margin decreased 9.3% to $1.9 milliomf$2.1 million for the same perioc
2008. The decrease in gross margin is primaribatiable to the decrease in revenue. Gross magim percentage of revenue increas
21.5% for the three months ended June 30, 2009 1@:3% for the same period in 2008. Gross margia psrcentage of revenue incree
due to higher gross margin on our time and matedatracts and better contract management on xed firice contracts. Gross margin
relates to the service contracts decreased 21.38%.8million from $1.7 million for the same period2008. The decrease in services ¢
margin is due to the completion of two of our fedeservice contracts during the second half of 20B80ss margin, as it relates to
maintenance contracts, increased 43.2% to $0.%omiffom $0.4 million for the same period in 200@e increase in maintenance g
margin is attributable to better contract managemen

Selling, General & Administrative Expenses. Fortiiiee months ended June 30, 2009, selling, geardahdministrative (“SG&A”)
expenses remained unchanged compared to the saioe ipe2008. As a percentage of revenue, SG&A asps increased to 23.3% for the
three months ended June 30, 2009 from 19.3% fosahee period in 2008. The increase in percentadiegstly attributable to the decrease
revenues.

Other Expense. For the three months ended Jur2089, other expense increased to $1.5 million @2 million for the same period in
2008. As a percentage of revenue, other expenseaised to 16.8% for the three months ended Jurn2080,from 2.2% for the same period
in 2008. The increase in other expense was priynatitibutable to interest expense recorded omthrdatorily redeemable preferred stock
and warrants issued on February 27, 2009 via afgriplacement discussed below and the changer ivalaie of the warrants issued.

Income Taxes. For the three months ended JunedBO, thcome tax benefit increased to $149 thousamd $68 thousand for the same
period in 2008. The Company'’s tax provision for theee months ended June 30, 2009 and 2008 repseserstimated annual effective tax
rate, excluding discrete items, of 12.3% and 35./E¥pectively. The decrease in estimated annuatt@fe tax rate is due to the interest
expense on the mandatorily redeemable preferrett stod change in fair value of warrants which aedeductible under applicable tax la

Net Loss. For the three months ended June 30, 2@0%ss increased to $1.5 million from $0.2 roillifor the same period in 2008. The
loss was due to lower revenue, higher interestresgeand the change in fair value of put warrasiscussed above.
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COMPARISON OF THE SIX MONTHS ENDED JUNE 30, 2009 BN008

Revenue. For the six months ended June 30, 2089 ue decreased 23.5% to $16.4 million from $2lildom for the same period in 2008.
The decrease in revenue is attributable to the tatiop of two of our federal service contracts dgrthe second half of 2008 and a decrease
in our federal repair and maintenance contractibas. The decrease in repair and maintenancedsssis attributable to a reduction in
revenue on one federal contract due to a redugtisnope. We expect our current lower revenue at@-to be reflective of near-term
anticipated results.

Cost of Revenue. Cost of revenue includes dirdxdirlamaterials, subcontractors and an allocatiomidirect costs. Generally, changes in
cost of revenue correlate to fluctuations in rexeeas resources are consumed in the productiorabfekienue. For the six months ended June
30, 2009, cost of revenue decreased 24.7% to $4ilion from $17.3 million for the same period i@@3. The decrease in cost of revenue
was primarily attributable to the correspondingrdase in revenue. As a percentage of revenueptostenue was 79.4% for the six months
ended June 30, 2009 as compared to 80.6% for the pariod in 2008. The decrease in cost as a pgegenf revenue was primarily due to
better contract management and better profitalmlityur existing contract mix.

Gross Margin. For the six months ended June 30 ,2@ss margin decreased 18.6% to $3.4 milliomf#a.2 million for the same period in
2008. Gross margin as a percentage of revenueasmwieto 20.6% for the six months ended June 3® 26t 19.4% for the same period in
2008. Gross margin as a percentage of revenueas®dedue to higher gross margin on our time andnmatontracts and better contract
management on our fixed price contracts. Gross imasgit relates to the service contracts decre28ei6 to $2.6 million from $3.2 million
for the same period in 2008. The decrease in sE3\geoss margin is due to the completion of twowffederal service contracts during the
second half of 2008. Gross margin, as it relatebe¢anaintenance contracts, decreased 11.8% ta$0i@ from $0.9 million for the same
period in 2008. The decrease in maintenance grasgimis directly attributable to the decreaseswvenue.

Selling, General & Administrative Expenses. Forshemonths ended June 30, 2009, SG&A expensesasat 8.3% to $3.9 million from
$4.2 million for the same period in 2008. As a petege of revenue, SG&A expenses increased to 2fab8he six months ended June 30,
2009 from 19.6% for the same period in 2008. Tloegiase in percentage is directly attributable éodécrease in revenues. Management will
continue monitoring SG&A expenses in 2009 to badathe impact resulting from decreased revenues.

Other Expense. For the six months ended June 8@, 28her expense increased to $1.9 million fron% $Aillion for the same period in 20(
As a percentage of revenue, other expense incréadedd3% for the six months ended June 30, 2089 £.3% for the same period in 2008.
The increase in other expense was primarily atizible to interest expense recorded on the mantjatedeemable preferred stock and
warrants issued on February 27, 2009 via a priplagement discussed below and change in fair \@ltiee warrants issued.

Income Taxes. For the six months ended June 3®, 28€ome tax benefit increased to $224 thousaom $150 thousand for the same pe
in 2008. The Company’s tax provision for the sixmis ended June 30, 2009 and 2008 representsiamatest annual effective tax rate,
excluding discrete items, of 12.3% and 35.1%, retpaly. The decrease in estimated annual effe¢tixeate is due to the interest expens
the mandatorily redeemable preferred stock andgdhanfair value of warrants which are not deddetilnder applicable tax laws.

Net Loss. For the six months ended June 30, 20819loss increased to $2.1 million from $0.4 millifor the same period in 2008. The
loss was due to lower revenue, higher interestresgeand the change in fair value of put warrasiscussed above.

Liquidity and Capital Resources

Our primary liquidity needs are financing our coSbperations, capital expenditures, servicingaelit and paying dividends and redemption
payments on our preferred stock. Our sources ofdity are existing cash, cash generated from dipers and cash available from
borrowings under our working capital line of crealitd the cash realized from the private placemreRebruary 2009. We have historically
financed our operations through our existing caakh generated from operations and cash availasteljorrowings under our working
capital line of credit. Based upon the current l@fe@perations, we believe that cash flow from mgpiens, together with borrowings available
from our working capital line of credit with SVB drthe combination of in-process cost reductions véladequate to meet future liquidity
needs for the next twelve months.

For the six months ended June 30, 2009, the Compsery $52 thousand in cash and cash equivalenfsazethto $6 thousand for the same
period in 2008.

29




Net cash used in operating activities was $1.lioniffor the six months ended June 30, 2009 compar&0.1 million for the same period
2008. Net cash used in operating activities inaéakie to decrease in accounts payable and acexpedses. As of June 30, 2009, the
Company had $0 cash on hand.

Net loss was $2.1 million for the six months endade 30, 2009 compared to $0.4 million for the speréd in 2008. The increased net |
was primarily due to lower revenue, higher inteeegienses and the change in fair value of put wesras discussed above.

Accounts receivable decreased by $0.4 millionfiergix months ended June 30, 2009 compared tccegase of $0.6 million for the same
period in 2008. The decrease in the accounts rablg\balance for 2009 is attributable to lower nexeeand more focused billings and
collection efforts. The increase in the accounteinable balance for 2008 was attributable to delaythe billing and collection of two fede
agency customer invoices.

Accounts payable and accrued expenses decreasidSosnillion for the six months ended June 30, 2689 pared to an increase of $0.3
million for the same period in 2008. The decreasind the six months ended June 30, 2009 is priynegflective of decreased cost of
revenue and the payment of certain payables withrion of the proceeds from the private placenoenEebruary 27, 2009. The increase
during the six months ended June 30, 2008 wasdltiettiming of vendor invoices at end of the peris well as better cash
management related to vendor payments.

Net cash used in investing activities was $4 thndgar the six months ended June 30, 2009 compgar$il14 thousand for the same pel
in 2008. Cash used in investing activities in 20@& for purchases of property and equipment. Castl im investing activities in 2008 was
primarily due to the cash payment of earn-out campton earned by the members of CTS as of Dece&ih&008.

Net cash provided by financing activities was $hilion for the six months ended June 30, 2009 carag to $0.2 million for the san

period in 2008. The increase in net cash providefinancing activities is due to proceeds from pieate placement completed on February
27, 2009 which were partially offset by paymentsimto pay down the Compamsyine of credit with SVB and to pay off the prososy note
issued in connection with the Company’s acquisitibiirinity. Cash provided by financing activitiss2008 was due to proceeds from the
line of credit to fund operations.

Private Placement

On February 27, 2009, the Company completed thee sah private placement transaction, of 6,208eshaf Series A-1 Senior Preferred
Stock (the “Series A-1 Preferred Stock”), Class Arvsints to purchase up to an aggregate of appreedynz9.6 million shares of common
stock with an exercise price equal to $0.0780 pares(the “Class A Warrants”) and Class B Warrémsurchase up to an aggregate of
approximately 69.1 million shares of common stochraexercise price of $0.0858 per share (the CBa%arrants” and together with the
Class A Warrants and the Series A-1 Preferred Stbek’Securities”) to a group of investors, ledHgle Capital (the “Purchasers”). The
Series A-1 Preferred Stock bears an annual dividéid@.5%. Each share of Series A-1 Preferred Staskan initial stated value of $1,000
per share (the “Stated Value”). Paradigm receivegdgproceeds of approximately $6.2 million frora frivate placement. Among the use of
proceeds, $2.1 million was used to pay off the pssory note issued in connection with the Compaagtguisition of Trinity, the Company
paid fees and transaction costs of approximatel¥ 8illion and the remaining $3.0 million was usegay down debt and for general
working capital purposes.

The annual dividend on the SerieslAreferred Stock accrues on a daily basis and eongs monthly, with 40% of such dividend payabl
cash and 60% of such dividend payable by adding aowunt to the Stated Value per share of the SArig Preferred Stock. The Company
is generally required to make cash dividend paymmriging from $26,000 to $29,000 a month.

Any shares of Series A-Preferred Stock outstanding as of February 92 20& to be redeemed by the Company for their $¥ésdue plus al
accrued but unpaid cash dividends on such shdresRedemption Price”). In addition, on the lasy ddeach calendar month beginning
February 2009 through and including February 2@11® Company is required to redeem the number okshaf Series A-1 Preferred Stock
obtained by dividing 100% of all Excess Cash Flaw defined in the Certificate of Designations afi€eA-1 Senior Preferred Stock the (the
“Certificate of Designations”)jith respect to such month by the Redemption Fappgicable to the shares to be redeemed. Furtheheolas
day of each month beginning March 2010 throughiaddiding January 2012, the Company shall redeemtimber of shares of Series A-1
Preferred Stock obtained by dividing the sum of 880 plus 50% of the Excess Cash Flow with respestich month by the Redemption
Price applicable to the shares to be redeemedhyiinae prior to February 9, 2012, the Company nedeem shares of Series A-1 Preferred
Stock for 125% of the Stated Value of such shahes all accrued but unpaid cash dividends for si@res. If at anytime a Purchaser real
cash proceeds with respect to the Securities ontmmstock received upon exercise of the Class Ar@lvigs and Class B Warrants (together,
the “Warrants”) equal to or greater than the aggte@mount paid by the Purchaser for the Secupties200% of such amount then the
Company has the option to repurchase all outstgrshiares of Series A-1 Preferred Stock held byRinathaser for no additional
consideration.
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For so long as (i) an aggregate of not less th&a dbthe shares of Series A-1 Preferred Stock @meethi on February 27, 2009 are
outstanding, (ii) Warrants to purchase an aggregfatet less than 20% of the shares issuable pat$adahe Warrants on February 27, 2009
are outstanding or (iii) the Purchasers, in theegate, own not less than 15% of the common st&mikable upon exercise of all Warrants on
February 27, 2009 (we refer to (i), (ii) and (88 the “Ownership Threshold”), the Preferred Steakchase Agreement between the Company
and the Purchasers (the “Preferred Stock Purchgesefent”) limits the Company’s ability to offer sgll certain evidences of indebtedness
or equity or equity equivalent securities (othertlrertain excluded securities and permitted isssgrwithout the prior consent of Hale
Capital. Other than with respect to the issuanaeedfiin excluded securities by the Company, tleéelfied Stock Purchase Agreement fur
grants the Purchasers a right of first refusaluicpase certain evidences of indebtedness, equitgquity equivalent securities sold by the
Company. The Company is further required to usertign of the proceeds it receives from a subsegpi@cement of its securities to
repurchase shares of Series A-1 Preferred Stockiaita and/or shares of common stock from the Risets.

The Preferred Stock Purchase Agreement and th&iCed of Designations also contain certain affitime and negative covenants. The
negative covenants require the prior approval détapital, for so long as the Ownership Thresli®itet, in order for the Company to take
certain actions, including, among others, (i) aniregdhe Company’s Articles of Incorporation or atlebarter documents, (i) liquidating,
dissolving or winding-up the Company, (iii) mergimith, consolidating with or acquiring or being aggd by, or selling all or substantially
all of its assets to, any person, (iv) sellingefising or transferring any capital stock or asstsa value, individually or in the aggregate, of
$100,000 or more, (v) undergoing certain fundamerdasactions, (vi) certain issuances of capiiatls (vii) certain redemptions or divide
payments, (viii) the creation, incurrence or asstimnpof certain types of indebtedness or liens) ifikreasing or decreasing the size of the
Company'’s Board of Directors and (x) appointingirg, suspending or terminating the employment atarially modifying the
compensation of any executive officer.

The Certificate of Designations further provideatthpon the occurrence of certain defined eventietHult each holder of Series A-1
Preferred Stock may elect to require the Compamgparchase any outstanding shares of Series Afefed Stock held by such holder for
125% of the Stated Value of such shares plus atbad but unpaid cash dividends for such sharealpayat the holder’s election, in cash or
Common Stock. In addition, upon the occurrencsugh event of default, the number of directors g the Company’s Board of
Directors will automatically increase by a numbegua to the number of directors then constitutimg Board of Directors plus one and the
holders of the Series A-1 Preferred Stock areledtib elect such additional directors.

The Warrants provide that in the event of certaimdfimental transactions or the occurrence of ant@falefault that the holder of the
Warrants may cause the Company to repurchase sacdtalits for the purchase price specified theréia (Repurchase Price”).

In addition, upon the occurrence of a liquidatieem (including certain fundamental transactiotis3, holders of the Series A-1 Preferred
Stock are entitled to receive prior and in prefeseto the payment of any amounts to the holdeasmgfother equity securities of the Comp:
(the “Junior Securities”) (i) 125% of the StatedMaof the outstanding shares of Series A-1 PrefeBtock, (ii) all accrued but unpaid cash
dividends with respect to such shares of SeriesPkeferred Stock and the (iii) Repurchase Pricl véspect to all Warrants held by such
holders.

In connection with the private placement, the Conyppaid Noble International Investments, Inc. (“Ngh $100,000 and issued Nobl
warrant to purchase up to 1,602,565 shares of thep@ny’s common stock for an exercise price of $800per share.

The Company accounts for its preferred stock baped the guidance enumerated in SFAS No. 150. EhiesSA-1 Preferred Stock is
mandatorily redeemable on February 9, 2012 anethier is classified as a liability instrument oe thate of issuance. The Warrants issued in
connection with the Series A-1 Preferred Stock lethat the holders of the Warrants may caus€timapany to repurchase such Warrants
for the Repurchase Price in the event of certaid&mental transactions or the occurrence of ant@fatefault. The Company evaluated the
Warrants pursuant to EITF No. 00-19 and determthatithe Warrants should be classified as liabgithecause they contain a provision that
could require cash settlement and that event sdeithe control of the Company. The Warrants shbelmeasured at fair value, with
changes in fair value reported in earnings as &mthe Warrants remain classified as liabilitidse Thitial proceeds allocated to shares of
Series A-1 Preferred Stock and the Warrants a299474 and $1,906,726, respectively

The Company is amortizing the warrant discountgisire effective interest rate method over the tlysss term of the Series A-1 Preferred
Stock. Although the stated interest rate of theeSek-1 Preferred Stock is 12.5%, as a result efdiscount recorded for the Warrants, the
effective interest rate is 26.79%. The Company eidsorred approximately $1,175,000 of costs intretato this transaction, which were
recorded as deferred financing costs to be amdrtizer the term of the Series A-1 Preferred Stock.
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The Company calculated the fair value of the Wdsgahthe date of issuance using the Bl&ckoles option pricing model. The change in
value of the Warrants issued in connection withSkees A-1 Preferred Stock from the date of issada June 30, 2009, was an increase of
approximately $1.0 million from $1.9 million as Bébruary 27, 2009 to $2.9 million as of June 3@R{ his change of fair value of the
Warrants was reflected as a component of otherresgowithin the statement of operations. For theetland six months ended June 30, 2009,
the change of fair value of the Warrants was $888dand and $1.0 million, respectively.

Loan and Security Agreement

On March 13, 2007, the Company entered into twonLaad Security Agreements with SVB, one of whicbvied for a revolving crec
facility of up to $10 million and the other of whigrovided for a working capital line of credit @b to $12 million. SVB and the Compe
have agreed that the revolving credit facility hasfurther force or effect. The Company continwesige the working capital line of credi
borrow funds for working capital and general cogterpurposes. References to the Loan and Secugityefnent in this description refel
the working capital line of credit agreement. Ttemh and Security Agreement is secured by a fiistipr perfected security interest in &
and all properties, rights and assets of the Compaherever located, whether now owned or thereaftguired or arising and all proce
and products thereof as described in the Loan &odiry Agreement. Under the Loan and Security &grent, the line of credit is due
demand and interest is payable monthly based @ratirfy per annum rate equal to the aggregateeoPtime Rate plus the applicable sp
which ranges from 1.00% to 2.00%, as well as ofhes and expenses as set forth more fully in threemgents. The Loan and Sect
Agreement, requires the Company to maintain cef@hTDA covenants as specified in the Loan and 8gcé\greement. Because |
Company was not in compliance with the EBITDA comeinat June 30, 2008, the Company and SVB amertded.dan and Secur
Agreement to waive the covenant compliance forpéeods ended June 30 and July 31, 2008. On Ma8¢l2d09, the Company and S
entered into a Second Loan Modification Agreem@&his Second Loan Modification Agreement amendedLiben and Security Agreems
to extend the maturity date to May 12, 2009 andifgdte funds available under the working capitaklof credit facility to not exceed $-
million and the total funds available under the h@ad Security Agreement to a maximum amount ddZB million. The interest rates ¢
EBITDA covenant are consistent with the previouseament for the remainder of the extension pet@u.May 4, 2009, the Company ¢
SVB entered into a Third Loan Modification AgreerheFhis Third Loan Modification Agreement amendbd t.oan and Security Agreem
to extend the maturity date to June 12, 2009. Tomgany was in compliance with the EBITDA covenagit ferth in Section 6.7(b) of t
Loan and Security Agreement as of the three moetfiog ended June 30, 2009. As of June 30, 2009 Cdrapany had $3.1 millic
outstanding, and $1.4 million additional availailiunder its working capital line of credit with/B.

On July 2, 2009, the Company and SVB entered irkowath Loan Modification Agreement. This FourthanoModification Agreement,
among other things, (i) modifies the collateral diang fee payable by the Company, (ii) revisesaiarbf the Company’s representations and
warranties, (iii) increases the charge to the Caomar certain inspections and audits from $750p@son per day to $850 per person per
day, (iv) revises the Company’s financial covenafupsrevises the negative covenant regarding th@gany’s ability to pay dividends or
make any distribution or payment or redeem, retireepurchase any capital stock without the pramrsent of SVB to allow for such
payments (subject to certain restrictions) to éefalders of the Company’s Series A-1 Senior RreteStock, (vi) amends the definitions of
“Prime Rate”, “Applicable Rate” and “EBITDA” and ify extends the maturity date to June 11, 2010.

The Loan and Security Agreement contains evendiefault that include among other things, non-paytoéprincipal, interest or fees,
violation of covenants, inaccuracy of representetiand warranties, cross default to certain otigbtedness, bankruptcy and insolvency
events, change of control and material judgmenp@nibccurrence of an event of default, SVB is lEatito, among other things, accelerats
obligations of the Company and sell the Compang&ets to satisfy the Company’s obligations undeiLitan and Security Agreement.

As of June 30, 2009, 45% of the total assets wertné form of accounts receivable, thus, the Commepends on the collection of
receivables to generate cash flow, provide worléagital, pay down debt and continue its businessaijpns. As of June 30, 2009,
Company had unbilled receivables of $2.6 milliooliled in the total accounts receivable for whicis awaiting authorization to invoice.
the federal government, any of the Compangther clients or any prime contractor for whore thbompany is a subcontractor does
authorize the Company to invoice or fails to payelays the payment of the Company’s outstandimgioes for any reason, the Company’
business and financial condition may be materiatlyersely affected. The government may fail to patstanding invoices for a numbel
reasons, including a reduction in appropriated ifingpdack of appropriated funds or lack of an appbudget.

In the event cash flows are not sufficient to fumerations at the present level and the Compangable to obtain additional financing, it
would attempt to take appropriate actions to tatkactivities to its available financing, inclogj reducing its business operations through
additional cost cutting measures and revisinglsress strategy. However, there can be no asagémnat the Company’s attempts to take
such actions will be successful.
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ITEM 3: QUANTITATIVE AND QUALITATIVE DISCLOSURES AB OUT MARKET RISK
Not applicable

ITEM 4: CONTROLS AND PROCEDURES

Not applicable

ITEM 4T: CONTROLS AND PROCEDURES

Evaluation of Disclosure Controls and Procedures

The Company's management, with the participatiath@iCompany's Chief Executive Officer and Chiefdricial Officer, has evaluated the
effectiveness of the Company's disclosure conamtsprocedures (as such term is defined in Rulaslb8) and15d-15(e) under the
Securities Exchange Act of 1934, as amended (tkeH&nge Act”), as of the quarter ended June 309.2B8sed on such evaluation, the
Company's Chief Executive Officer and Chief FinahGfficer have concluded that, as of June 30, 26@9Company's disclosure controls
and procedures are effective in ensuring that métion required to be disclosed by the Compangorts that it files or submits under the
Exchange Act is recorded, processed, summarizedeguated within the time periods specified by 8tC's rules and forms, and
accumulated and communicated to the Company's reamed, including the Company's Chief Executive €ffiand Chief Financial Officer,
as appropriate to allow timely decisions regardeguired disclosure.

Changes in Internal Control over Financial Reportirg
In connection with the evaluation required by paaa (d) of Rule 13a-15 under the Exchange Actgetlas no change identified in the

Company's internal control over financial reportthgt occurred during the three months ended Jap2@9 that has materially affected, or
is reasonably likely to materially affect, the Cang's internal control over financial reporting.

33




PART Il: OTHER INFORMATION
ITEM 1: LEGAL PROCEEDINGS

On April 8, 2009, Samuel Caldwell and Zulema Caltiwformer owners of Caldwell Technology Solutiph&C (“CTS”), initiated an actio
against the Company in Montgomery County Circwu, Maryland, alleging claims arising out of f@@empanys purchase of CTS in Ji
2007. Specifically, the complaiatleges that the Company breached the Purchaseegre dated June 6, 2007 among the Company
and Mr. and Mrs. Caldwell (the “Purchase Agreemgby failing to pay “earn-outtompensation pursuant to the terms of the Pun
Agreement. The complaint alleges that if certaimermie and profits metrics had been met by CTS énfitst 12 months following i
acquisition by the Company, Mr. and Mrs. Caldwetiuld have been entitled to receive the maximum-eatrcompensation of $2,540,(
(which the Purchase Agreement provides was payaltash and shares of the Compangdmmon stock) under the Purchase Agreeme
opposed to the $165,000 in cash and $254,000 reslud the Compang’common stock paid to Mr. and Mrs. Caldwell by @@mpany. Th
complaint further alleges that such metrics weré¢ enevould have been met had it not been for ieterice by the Company and non-GAAP-
based accounting on the part of the Company.

In addition to the breach of contract claim, thenptaint also includes (i) a claim of fraud, basedlwe allegation that the Company made
misrepresentations when it entered into the Puechageement regarding the accounting that wouldrd@he payment of the earn-out; (ii) a
request for a legal “accounting” of the Companyseks; (iii) a request for pre-judgment attachmdrthe Company’s assets in the State of
Maryland and (iv) a request that the court issded@aratory judgment invalidating a non-competitamreement entered into by Mr. Caldwell
as part of the CTS transaction. In addition toaheged contract damages of $2,540,000 (less amuetiously paid to Mr. and Mrs.
Caldwell as earn-out compensation), under theud@aim, Mr. and Mrs. Caldwell seek $6,000,00@umitive damages.

The Company has filed its answer and a countemdar breach of contract and fraud for undisclod®d liabilities, accounts receivable,
disclosure of proprietary information, conversidri®S checks and corporate credit cards, and uejusthment relating to certain payments
made by the Company on behalf of the plaintiffsammounts to be determined at trial. Plaintiffsveasis to be filed in late August. A
schedule has been set by the court with a deafdlireompleting discovery of February 10, 2010. Thempany intends to vigorously defend
the allegations in the complaint and pursue itstenclaims; however, it is difficult to predict the #houtcome of the respective claims of
parties.

ITEM 1A: RISK FACTORS

Smaller reporting companies are not required teigethe information required by this item.

ITEM 2: UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

None.

ITEM 3: DEFAULTS UPON SENIOR SECURITIES

None.

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

None.

ITEM 5: OTHER INFORMATION

None.
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ITEM 6: EXHIBITS

EXHIBIT NO.

DESCRIPTION

10.1

10.2

10.3

31.1

31.2

32.1

32.2

Third Loan Modification Agreement dated May 4, 2@08ong Silicon Valley Bank, Paradigm Holdings,
Inc., Paradigm Solutions Corporation, Caldwell Treabgy Solutions LLC and Trinity Information
Management Services. Previously filed as an extottihe Form & filed on May 8, 2009 and incorporat
herein by referenci

Waiver Agreement dated May 11, 2009 among Silicaliey Bank, Paradigm Holdings, Inc., Paradigm
Solutions Corporation, Caldwell Technology Soluidit C and Trinity Information Management Services.
Previously filed as an exhibit to the Forrr-Q filed on May 15, 2009 and incorporated hereindfgrence

Fourth Loan Modification Agreement dated July 202@mong Silicon Valley Bank, Paradigm Holdings,
Inc., Paradigm Solutions Corporation, Caldwell Treabgy Solutions LLC and Trinity Information
Management Services. Previously filed as an extolite Form 8-K filed on July 8, 2009 and incorqted
herein by referenci

Certification of CEO pursuant to Rule 13a-14(a)d-1%(a), as adopted pursuant to Section 302 of the
Sarbane-Oxley Act of 2002

Certification of CFO pursuant to Rule 13a-14(a)d-11%l(a), as adopted pursuant to Section 302 of the
Sarbane-Oxley Act of 2002

Certification of CEO pursuant to 18 U.S.C. Sectl@5%0, as adopted pursuant to Section 906 of the
Sarbane-Oxley Act of 200z

Certification of CFO pursuant to 18 U.S.C. Sectl@80, as adopted pursuant to Section 906 of the
Sarbane-Oxley Act of 2002
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SIGNATURES

Pursuant to the requirements of the Securities &xgl Act of 1934, the registrant has duly causisdréport to be signed on its behalf by the
undersigned thereunto duly authorized.

PARADIGM HOLDINGS, INC.
(Registrant’

Date: August 13, 2009 By: /s/ Peter B. LaMontagr

Peter B. LaMontagn
President and Chief Executive Offic

Date: August 13, 2009 By: /s/ Richard Sawche

Richard Sawcha
Senior Vice President and Chief Financial Offi
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EXHIBIT 31.1
CERTIFICATIONS
I, Peter B. LaMontagne, certify that:
1. I have reviewed this Quarterly Report on FornQLfbr the quarterly period ended June 30, 200Bayadigm Holdings, Inc.;

2. Based on my knowledge, this report does notadoriny untrue statement of a material fact or dnéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtatdisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amngtfe@ periods presented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)154nd internal control over financial reportif@g defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procsgdorecaused such disclosure controls and procedaoitge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared,;

(b) Designed such internal control over financegarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

(c) Evaluated the effectiveness of the registeadisclosure controls and procedures and presentais report our conclusions abx
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibydport based on such evaluation; and

(d) Disclosed in this report any change in thegegnt's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fotdigbal quarter in the case of an annual repog) tias materially affected, or is reasonably
likely to materially affect, the registrant’s intedl control over financial reporting; and

5. The registrant’s other certifying officer(s) antave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a s@mifiole in the registrant’s
internal control over financial reporting.

Date: Augustl13, 2009 /sl Peter B. LaMontagr
Peter B. LaMontagn
President and Chief Executive Offic




EXHIBIT 31.2
CERTIFICATIONS
I, Richard Sawchak, certify that:
1. I have reviewed this Quarterly Report on FornQLfbr the quarterly period ended June 30, 200Bayadigm Holdings, Inc.;

2. Based on my knowledge, this report does notadoriny untrue statement of a material fact or dnéttate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigtatdisg with respect to the period
covered by this report;

3. Based on my knowledge, the financial statememid,other financial information included in théport, fairly present in all material
respects the financial condition, results of operatand cash flows of the registrant as of, amngtfe@ periods presented in this report;

4. The registrant’s other certifying officer(s) anare responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&)154nd internal control over financial reportif@g defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) for the registrant and have:

(a) Designed such disclosure controls and procsgdorecaused such disclosure controls and procedaoitge designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgibsidiaries, is made known to us by others
within those entities, particularly during the metin which this report is being prepared,;

(b) Designed such internal control over financegarting, or caused such internal control overrfaial reporting to be designed
under our supervision, to provide reasonable assareegarding the reliability of financial repogiand the preparation of financial
statements for external purposes in accordancegeitlerally accepted accounting principles;

(c) Evaluated the effectiveness of the registeadisclosure controls and procedures and presentais report our conclusions abx
the effectiveness of the disclosure controls andgatures, as of the end of the period coveredibydport based on such evaluation; and

(d) Disclosed in this report any change in thegegnt's internal control over financial reportitigat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fotdigbal quarter in the case of an annual repog) tias materially affected, or is reasonably
likely to materially affect, the registrant’s intedl control over financial reporting; and

5. The registrant’s other certifying officer(s) antave disclosed, based on our most recent evatuat internal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of the registrant’s board of direct@spersons performing the equivalent
functions):

(a) All significant deficiencies and material weakses in the design or operation of internal cbotrer financial reporting which
are reasonably likely to adversely affect the regig’s ability to record, process, summarize aqbrt financial information; and

(b) Any fraud, whether or not material, that invedvmanagement or other employees who have a s@mifiole in the registrant’s
internal control over financial reporting.

Date: August 13, 2009 /sl Richard Sawchg
Richard Sawcha
Senior Vice President and Chief Financial Offi




EXHIBIT 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES OXLEY ACT OF 2002

In connection with the Quarterly Report on FormQ@f Paradigm Holdings, Inc. (the “Company”) foetquarterly period ended June 30,
2009 as filed with the Securities and Exchange C@sion on the date hereof (the “Report”), PeteL&lontagne, President and Chief
Executive Officer of the Company, hereby certifiegssuant to 18 U.S.C. Section 1350, as adoptedipnt$o Section 906 of the Sarbanes-
Oxley Act of 2002, that to his knowledge:

1. The Report fully complies with the requirementsSefiction 13(a) or 15(d) of the Securities Exchangeoh1934; anc
2. The information contained in the Report fairly mets, in all material respects, the financial ctodiand results of operations of the
Company

Date: August 13, 2009 /sl Peter B. LaMontagr

Peter B. LaMontagn
President and Chief Executive Offic

A signed original of this written statement reqdit®y Section 906, or other document authenticatiegnowledging, or otherwise adopting
the signature that appears in typed form withingleetronic version of this written statement reediby Section 906, has been provided to
Paradigm Holdings, Inc. and will be retained byaeéiggm Holdings, Inc. and furnished to the Secwsitiad Exchange Commission or its staff
upon request.




EXHIBIT 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Quarterly Report on FormQ@f Paradigm Holdings, Inc. (the “Company”) foetquarterly period ended June 30,
2009 as filed with the Securities and Exchange C@sion on the date hereof (the “ReporRjchard Sawchak, the Senior Vice President
Chief Financial Officer of the Company, hereby ifie$ pursuant to 18 U.S.C. Section 1350, as adoptesuant to Section 906 of the
Sarbanes-Oxley Act of 2002, that to his knowledge:

1. The Report fully complies with the requirementsSefiction 13(a) or 15(d) of the Securities Exchangeoh1934; anc
2. The information contained in the Report fairly mets, in all material respects, the financial ctodiand results of operations of the
Company

Date: August 13, 2009 /sl Richard Sawchga

Richard Sawcha
Senior Vice President and Chief Financial Offi

A signed original of this written statement reqdifgy Section 906, or other document authenticatiegnowledging, or otherwise adopt
the signature that appears in typed form withindleetronic version of this written statement reggdiby Section 906, has been provide
Paradigm Holdings, Inc. and will be retained byaeéiagm Holdings, Inc. and furnished to the Secwgiied Exchange Commission or its ¢
upon request.




