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Indicate by check mark whether the registrant: (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.   Yes  o    No  ý

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer  o  Accelerated filer
o  Non-accelerated filer  ý

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

Indicate the number of shares outstanding of each of the issuer�s classes of common stock, as of the latest practicable date:

20,523,040 shares of Common Stock, par value $0.01 per share, outstanding as of May 5, 2006.
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

March 31, 2006 December 31, 2005
(unaudited)

ASSETS
Current assets
Cash and cash equivalents $ 8,450,379 $ 7,208,875
Cash held in escrow 600,656 �
Restricted cash 15,585,947 4,966,839
Accounts receivable, net of allowance for doubtful accounts of $72,264 as of
March 31, 2006 and December 31, 2005 39,438,044 37,205,223
Unbilled receivables 16,309,944 14,925,988
Prepaid expenses and other current assets 2,656,579 3,942,676
Prepaid income taxes 3,812,874 3,730,970
Deferred tax assets 970,970 165,566
Due from affiliated entities 23,246 23,434
Total current assets 87,848,639 72,169,571

Property and equipment, net 20,732,026 18,175,717
Goodwill 75,273,653 69,843,468
Intangible assets, net 82,198,570 84,739,774
Other assets, net 1,832,143 2,576,827

Total assets $ 267,885,031 $ 247,505,357

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities
Long term debt and capital lease obligations, current portion $ 1,079,162 $ 1,639,411
Accounts payable and accrued expenses 19,359,880 18,842,078
Servicer escrow liability 15,585,947 4,966,839
Total current liabilities 36,024,989 25,448,328

Long-term debt and capital lease obligations, net of current portion 79,862,692 148,777,172
Deferred tax liabilities 3,405,443 3,381,001
Deferred revenue 168,103 217,888
Deferred rent 1,035,087 1,013,687

Total liabilities 120,496,314 178,838,076

Commitments and contingencies

Series A convertible preferred stock, par value $0.01 per share, no shares authorized,
issued and outstanding as of March 31, 2006; 8,825,241 shares authorized, issued and
outstanding as of December 31, 2005 � 12,258,319
Series B convertible preferred stock, par value $0.01 per share, no shares authorized,
issued and outstanding as of March 31, 2006; 24,185,493 shares authorized, issued
and outstanding as of December 31, 2005 � 43,866,683
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Stockholders� equity
Common stock, par value $0.01 per share, 150,000,000 and 60,000,000 shares
authorized and 20,516,306 and 3,281,607 shares issued and outstanding as of
March 31, 2006 and December 31, 2005, respectively 205,163 32,816
Class B common stock, par value $0.01 per share, no shares authorized, issued and
outstanding as of March 31, 2006; 357,020 shares authorized, issued and outstanding
as of December 31, 2005 � 3,570
Preferred stock, par value $ 0.01 per share, 10,000,000 shares authorized, no shares
issued and outstanding as of March 31, 2006 � �
Additional paid in capital 139,870,652 4,115,827
Retained earnings 7,312,902 8,390,066
Total stockholders� equity 147,388,717 12,542,279
Total liabilities and stockholder� equity $ 267,885,031 $ 247,505,357

The accompanying notes are an integral part of these statements.

1
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CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited)

For the three months ended March 31:
2006 2005

Revenue $ 55,227,612 $ 47,895,677

Cost of services
Compensation expense 29,463,767 23,368,100
Travel and related expenses 7,126,568 7,354,068
Other direct costs 2,344,298 1,312,360
Total cost of services 38,934,633 32,034,528

Gross profit 16,292,979 15,861,149

Operating expenses
Salaries and benefits 5,372,029 4,054,990
Other selling, general and administrative expenses 4,882,623 3,439,293
Depreciation and amortization 1,538,330 869,789
Amortization of intangibles 2,541,852 2,547,000
Total operating expenses 14,334,834 10,911,072

Income from operations 1,958,145 4,950,077

Interest expense, net 3,070,284 1,817,218
Loss from extinguishment of debt 746,002 �

Income (loss) before provision for (benefit from)
income taxes (1,858,141) 3,132,859

Income tax expense (benefit) (780,977) 1,242,196

Net income (loss) $ (1,077,164) $ 1,890,663

Earnings (loss) per share:
Basic $ (0.09) $ 0.16
Diluted $ (0.09) $ 0.15

Weighted average shares outstanding:
Basic 12,178,806 11,886,705
Diluted 12,178,806 12,200,468

The accompanying notes are an integral part of these statements.
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CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENT OF CHANGES IN STOCKHOLDERS� EQUITY

(unaudited)

Number of shares Value

Common
Stock

Class B
Common
Stock

Common
Stock

Class B
Common
Stock

Additional paid
in capital

Retained
Earnings Total

Balance, December 31, 2005 3,281,607 357,020 $ 32,816 $ 3,570 $ 4,115,827 $ 8,390,066 $ 12,542,279

Issuance of common stock 8,625,000 � 86,250 � 131,762,430 � 131,848,680

Conversion of convertible
preferred stock to redeemable
preferred stock and redemption of
redeemable preferred stock, net 8,252,679 � 82,527 � 3,277,523 � 3,360,050

Conversion of series B common
stock 357,020 (357,020) 3,570 (3,570) � � �

Stock based compensation � � � � 714,872 � 714,872

Net loss for the three months
ended March 31, 2006 � � � � � (1,077,164) (1,077,164)

Balance, March 31, 2006 20,516,306 �$ 205,163 $ � $ 139,870,652 $ 7,312,902 $ 147,388,717

The accompanying notes are an integral part of these statements.

3
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CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited)

For the three months ended March 31:
2006 2005

Cash flows from operating activities
Net income (loss) $ (1,077,164) $ 1,890,663
Adjustments to reconcile net income (loss) to net cash provided by (used in) operating
activities
Depreciation and amortization 1,538,330 869,789
Amortization of intangibles 2,541,852 2,547,000
Amortization of debt issuance cost 112,452 150,279
Accretion of note � 23,171
Loss from extinguishment of debt 746,002 �
Stock based compensation 714,872 28,232
Deferred income taxes (780,966) �
Gain on sale of fixed assets (2,095) �
Changes in operating assets and liabilities, net of business combinations
Accounts receivable, net (1,425,682) (8,814,794)
Unbilled receivables (1,383,956) 3,063,594
Prepaid expenses and other current assets 1,301,189 108,928
Prepaid income taxes (81,904) (105,407)
Due to an affiliated entity 188 (71,600)
Other assets, net (14,274) �
Accounts payable and accrued expenses 358,076 (3,518,407)
Deferred revenue (614,398) 136,913
Deferred rent 21,400 130,372
Net cash provided by (used in) operating activities 1,953,922 (3,561,267)

Cash flows from investing activities
Proceeds from sale of fixed assets 35,000 �
Capital expenditures (2,955,580) (2,260,120)
Acquisition of businesses (6,120,011) (825,326)
Cash held in escrow from acquisition of businesses inclusive of interest earned (600,656) �
Net cash used in investing activities (9,641,247) (3,085,446)

Cash flows from financing activities
Proceeds from revolving credit facility 7,400,000 9,750,000
Repayments of revolving credit facility (7,400,000) (3,500,000)
Repayments of loans payable � (15,843)
Repayments of capital lease obligations (80,743) (21,438)
Repayment of term loan (70,000,000) (1,125,000)
Deferred charges related to the issuance of debt (74,158) �
Proceeds from issuance of common stock upon initial public offering 146,625,000 �
Underwriting commisssions and offering expenses (14,776,320) �
Redemption of convertible preferred stock (52,764,950) �
Net cash provided by financing activities 8,928,829 5,087,719
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Net increase (decrease) in cash and cash equivalents 1,241,504 (1,558,994)

Cash and cash equivalents at the beginning of the
period 7,208,875 12,450,147

Cash and cash equivalents at the end of the period $ 8,450,379 $ 10,891,153

The accompanying notes are an integral part of these statements.

4
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CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (continued)

(unaudited)

For the three months ended March 31:
2006 2005

Supplementary disclosures of cash flow information:
Cash paid during the period for
Income taxes $ 79,536 $ 2,070,246
Interest $ 2,234,872 $ 1,683,646

Other noncash investing and financing activities:
Assets acquired under capital lease $ 581,244 $ 172,412
Liabilities assumed from acquisitions $ 1,108,270 $ 588,714

The accompanying notes are an integral part of these statements.

5
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CLAYTON HOLDINGS, INC. AND SUBSIDIARIES

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

Note 1�Organization, Description of Business and Basis of Presentation

Clayton Holdings, Inc. (collectively with its wholly owned subsidiaries, the �Company�) was formed on March 31, 2005 as a Delaware
corporation. The Company was formed to combine two companies which were under common control, GRP Holdings, Inc. (�GRP�), a Delaware
corporation, and TMHC Holdings, Inc. (�TMHC�), a Delaware corporation. GRP was formed to acquire Clayton Services, Inc. (�CSI�) and First
Madison Services, Inc. (�FMS�) from unrelated parties on August 2, 2004. TMHC was formed to acquire Clayton Fixed Income Services Inc.,
formerly known as �The Murrayhill Company� (�CFIS�), from an unrelated party on May 24, 2004. Each holding company was controlled by TA
Associates (�TA�) prior to the combination. In accordance with accounting principles generally accepted in the United States of America. (�US
GAAP�), assets transferred between entities under common control are accounted for at historical cost similar to a pooling of interests, and the
financial statements of previously separate companies for periods they were under common control are restated on a combined basis. The
Company�s consolidated financial statements include the results of GRP and TMHC beginning from the date of acquisition of a controlling
interest by TA, which were August 2, 2004 and May 24, 2004, respectively.

The Company provides a full suite of outsourced services, information-based analytics and specialty consulting for buyers and sellers of, and
investors in, mortgage-related loans and securities and other debt instruments. The Company�s services include transaction management, which
consists of due diligence, conduit support, professional staffing, compliance products and services as well as credit risk management and
securities surveillance, and special servicing. The Company uses proprietary technology and processes to provide these services across the
lifecycle of a loan, from loan origination, aggregation and securities issuance to the surveillance and administration of loans and securities. The
Company provides a majority of its services to participants in the non-agency segment of the mortgage-backed securities, or MBS, market and
the non-conforming mortgage loan market.

Basis of Presentation

The accompanying condensed consolidated financial statements are unaudited. In the opinion of management, all adjustments, consisting of only
normal recurring adjustments considered necessary for a fair presentation, have been included. Certain information and footnote disclosures
normally included in financial statements prepared in accordance with US GAAP have been condensed or omitted. It is suggested that these
unaudited condensed consolidated financial statements be read in conjunction with the consolidated financial statements, accounting policies and
notes included in the Company�s registration statement on Form S-1 (File No. 333-129526) declared effective by the Securities and Exchange
Commission on March 23, 2006, which includes audited financial statements for the year ended December 31, 2005. Results for the interim
periods are not necessarily indicative of results for the full year.

Initial Public Offering of Common Stock
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On March 29, 2006, the Company sold 8,625,000 shares, inclusive of an over-allotment of 1,125,000 shares, of its common stock, in an initial
public offering (�IPO�) of common stock at a price to the public of $17.00 per share, for net proceeds of approximately $131,800,000 after
deducting the  underwriting discount and approximately $4,500,000 of offering expenses. The Company used approximately $130,200,000 of
the proceeds to pay down indebtedness and to redeem all outstanding shares of redeemable preferred stock, which were issued upon the
conversion of the Company�s convertible  preferred stock. The Company retained approximately $1,600,000 for general corporate purposes,
including working capital, and possible acquisitions or investments. After giving effect to this offering, the Company had
20,516,306 shares of common stock outstanding.

All share information has been adjusted to reflect a 1-for-4 reverse stock split of common stock and class B common stock, which was
consummated on March 1, 2006.

Note 2�Summary of Significant Accounting Policies

Significant accounting policies followed by the Company, as summarized below, are in conformity with US GAAP.

Principles of Consolidation

The consolidated financial statements include the accounts of the Company. All significant intercompany transactions and balances have been
eliminated in consolidation.

6
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Use of Estimates

The preparation of consolidated financial statements in conformity with US GAAP requires management to make estimates and assumptions that
affect the reported amounts of assets, liabilities, revenues and expenses, as well as the disclosure of contingent assets and liabilities in the
financial statements and accompanying notes. Some of these accounting policies require the application of significant judgment by management
in the selection of appropriate assumptions for determining these estimates. By their nature, these judgments are subject to an inherent degree of
uncertainty; therefore, the Company cannot give assurance that actual results will not differ significantly from estimated results. Management
bases these judgments on the Company�s historical experience, management�s forecasts and other available information, as appropriate. The most
significant estimates reflected in the financial statements include deferred tax assets and liabilities, income tax accruals, valuation allowance for
accounts receivable, unbilled receivables, asset impairments, the valuation of stock options and the valuation of intangible assets and
assessments of their useful lives, and related party transactions. Actual results could differ from estimated amounts. The Company also makes
estimates in determining other ordinary accruals.

Segment Reporting

The Company�s activities are considered to be in a single industry segment for financial reporting purposes. The Company provides services that
support the purchase and sale of, and investment in, mortgage loans and related securities across the mortgage loan lifecycle. Revenues from the
Company�s various products and services are affected by the same factors, primarily the origination of non-conforming mortgage loans and the
issuance of non-agency mortgage-backed securities.

Deferred Financing Costs

The Company amortizes the costs that it incurs to obtain debt financing over the terms of the underlying obligations using the effective interest
method for the portion of the costs associated with term loan debt and using the straight line method for the portion of the costs associated with
the revolving credit facility. The amortization of deferred financing costs is included in interest expense. Unamortized deferred financing costs
are included in other assets, net in the accompanying condensed consolidated balance sheets. As a result of the Company�s IPO (see Note 1) on
March 29, 2006, the Company repaid $70,000,000 of principal on its $150,000,000 term loan and wrote off a proportionate share of the
unamortized deferred financing costs associated with the term loan. A loss on extinguishment of $746,002 reflecting this write off is reflected in
the statement of operations for the three months ended March 31, 2006. Unamortized deferred financing costs at March 31, 2006 and
December 31, 2005 were $1,569,803 and $2,354,099, respectively.

Revenue Recognition

Revenue is recognized when persuasive evidence of an arrangement exists, the service has been performed, the fee is fixed and determinable,
and collection of the resulting receivable is reasonably assured.

The Company derives most of its revenues from professional service activities. The majority of these activities are provided under
�time-and-materials� billing arrangements. Revenues consisting of billed fees and pass-through expenses are recorded as work is performed and
expenses are incurred. Revenues also include expenses billed to clients, which includes travel and other out-of-pocket expenses, and other
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reimbursable expenses. Based on aggregate volume of all travel expenses incurred for both corporate purposes and client service activities, the
Company is eligible to receive certain retroactive volume discounts from several of its travel providers. Such amounts are accrued as earned, are
netted against travel and related expenses and historically have not been material. For the quarters ended March 31, 2006 and 2005, pass-through
expenses included in revenues were $7,126,568 and $7,354,068, respectively.

The Company records provisions for fee adjustments and discretionary pricing adjustments as a reduction of revenues. Revenues recognized, but
not yet billed to clients, have been recorded as unbilled receivables in the accompanying condensed consolidated balance sheets.

Stock-based Compensation

In December 2004, the Financial Accounting Standards Board (�FASB�) issued Statement of Financial Accounting Standards (�SFAS�) No. 123(R),
�Accounting for Stock Based Compensation� which establishes standards for transactions in which an entity exchanges its equity instruments for
goods or services. This standard requires an issuer to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. This eliminates the exception to account for such awards using the intrinsic method
previously allowable under Accounting Principles Board (�APB�) Opinion No. 25. In March 2005, the SEC released Staff Accounting Bulletin
(�SAB�) 107, �Share-Based Payment,� which expresses views of the SEC Staff about the application of SFAS No. 123(R). SFAS No. 123(R)
became effective for annual reporting periods beginning on or after June 15, 2005. The Company previously adopted the fair value recognition
provisions of SFAS No. 123, �Accounting for Stock-Based Compensation,� for all awards granted to employees. On January 1, 2006, the
Company adopted SFAS No. 123(R) and believes SFAS No. 123(R) does not have a material impact on its financial statements.

7
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According to the provisions of the incentive stock option agreements between the Company and its employees, the vesting term for certain
options outstanding as of the date of the IPO accelerated by either one year or twenty percent, varying in accordance with the terms of the
employee�s specific incentive stock option agreement.. In addition, 130,208 of performance based options became immediately vested.
Therefore, on March 29, 2006, the Company recognized $611,696 of additional compensation expense from this accelerated vesting.

Concentration of Credit Risk and Significant Customers

At March 31, 2006, 25.9% of the Company�s billed and unbilled receivables were related to its largest client. At December 31, 2005, 30.1% and
25.5% of the Company�s billed and unbilled receivables were related to its two largest clients, respectively.

For the three months ended March 31, 2006 and 2005, revenue from the Company�s largest three clients accounted for an aggregate of 33.1% and
35.2% of total revenue, respectively. Revenue from one client exceeded 10% of revenue for the three months ended March 31, 2006 and revenue
from two clients exceeded 10% of revenue for the three months ended March 31, 2005.

Earnings (Loss) Per Share

Basic earnings (loss) per share is computed by dividing net income (loss) by the weighted-average number of shares of common stock and
common stock equivalents outstanding during the period. The Company�s convertible preferred stock is deemed to be a common stock equivalent
and included in the computation of basic earnings (loss) per share because it receives dividends at a rate that results in a per share amount that is
equivalent to the per share amount paid on common stock. Diluted earnings (loss) per share gives effect to dilutive options, warrants and other
potential common stock outstanding during the period. Common share equivalents of 815,542 for the three months ended March 31, 2006 were
excluded from the calculation as their effect was antidilutive.

The following table presents a reconciliation of the numerators and denominators of basic and diluted net income (loss) per share for the periods
indicated:

For the three months ended
March 31, 2006

For the three months ended
March 31, 2005

Basic Diluted Basic Diluted

Net income (loss) $ (1,077,164) $ (1,077,164) $ 1,890,663 $ 1,890,663

Weighted average number of common shares
outstanding 12,178,806 12,178,806 11,886,705 11,886,705

Dilutive effect of stock options � � � 313,763

Total weighted average number of common
common shares outstanding 12,178,806 12,178,806 11,886,705 12,200,468

Earnings (loss) per share $ (0.09) $ (0.09) $ 0.16 $ 0.15
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Note 3�Business Acquisitions

Asset Purchase from M R Network I, Ltd.

On February 3, 2006, the Company entered into an asset purchase agreement through a subsidiary pursuant to which the subsidiary acquired
substantially all of the assets and assumed certain liabilities of M R Network I, Ltd. (d/b/a Mortgage Resource Network) for an estimated
aggregate purchase price of $6,120,011, pending a final closing balance sheet. The asset purchase agreement provided for a 60-day period
subsequent to the closing date to provide a closing balance sheet which will be used to determine final fair market values. The agreement also
established two escrow accounts aggregating $600,000 which are reflected in the accompanying condensed consolidated balance sheet at
March 31, 2006 as cash held in escrow. Of this amount, $350,000 of this escrow is held against any claims the Company may have for
indemnification or a working capital shortfall upon preparation of the final closing balance sheet. The 60-day period to reach agreement on the
final closing balance sheet was extended so that the Company can better evaluate the fair value of assets acquired. The remaining $250,000 of
the escrow will be retained by the Company if the Company is not able to execute a new services agreement with a primary Mortgage Resource
Network client before August 3, 2007. This acquisition has not been presented on a pro forma basis because it is not deemed to be material.

8
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Pending the final agreement as to the closing balance sheet the purchase price was preliminarily allocated as follows:

Accounts receivable $ 807,139
Prepaid expenses 15,417
Property and equipment 949,555
Intangible assets 5,430,185
Deposit 25,986
Liabilities assumed (1,108,271)

$ 6,120,011

Note 4�Cash, Cash Equivalents and Restricted Cash

At March 31, 2006 and December 31, 2005, the Company maintained cash and cash equivalent balances in excess of $100,000 at two separate
financial institutions. Accounts at these institutions are insured by the Federal Deposit Insurance Corporation up to $100,000. At March 31, 2006
and December 31, 2005, the cash balances exceeded $100,000 by $24,204,883 and $13,447,318, respectively, including restricted cash.

At March 31, 2006 and December 31, 2005, the Company maintained restricted cash balances of $15,585,947 and $4,966,839, respectively. This
balance represented funds received in connection with certain loan servicing functions the Company performs for a customer. Such funds are
received throughout the month and remitted to the customer on a monthly basis. The balance on hand is included in servicer escrow liability in
the accompanying condensed consolidated balance sheet.

Note 5�Property and Equipment, net

Property and equipment consists of the following:

March 31,
2006

December 31,
 2005

Computer and office equipment $ 8,090,360 $ 6,526,737
Software 9,541,174 8,100,020
Furniture and fixtures 3,220,708 2,926,452
Leasehold improvements 1,584,180 1,391,952
Website 280,317 280,317
Automobiles 112,336 171,395

22,829,075 19,396,873
Less accumulated depreciation and amortization 7,630,036 6,117,862

15,199,039 13,279,011
Software under development 5,532,987 4,896,706

$ 20,732,026 $ 18,175,717

Included in software at March 31, 2006 and December 31, 2005, is $3,929,306 and $3,189,915, respectively, of internally developed software
placed in service. Software under development at March 31, 2006 and December 31, 2005 represents other internally developed software that
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has not yet been placed in service.

For the three months ended March 31, 2006 and 2005 depreciation and amortization expense charged to operations was $1,538,330 and
$869,789, respectively.

Note 6�Goodwill and Other Intangible Assets

As of March 31, 2006 and December 31, 2005, intangible assets not subject to amortization consist of goodwill of $75,273,653 and $69,843,468,
respectively, and trade names and trademarks of $15,504,737 and $15,504,338, respectively.

9
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At March 31, 2006, the Company�s intangible assets with identifiable useful lives, which continue to be amortized, consist of the following:

Gross carrying
amount

Accumulated
amortization Net

Customer relationships
Transaction management and advisory $ 36,400,000 $ 3,370,370 $ 33,029,630
Staffing services 4,300,000 716,667 3,583,333
Portfolio management 10,714,600 2,076,325 8,638,275
Client backlog 2,146,200 796,171 1,350,029
Technology 26,842,900 9,062,151 17,780,749
Noncompetition agreements 3,494,950 1,200,439 2,294,511
Patent 20,451 3,145 17,306

$ 83,919,101 $ 17,225,268 $ 66,693,833

At December 31, 2005, the Company�s intangible assets with identifiable useful lives, which continue to be amortized, consist of the following:

Gross carrying
amount

Accumulated
amortization Net

Customer relationships
Transaction management and advisory $ 36,400,000 $ 2,864,815 $ 33,535,185
Staffing services 4,300,000 609,167 3,690,833
Portfolio management 10,714,600 1,776,817 8,937,783
Client backlog 2,146,200 688,861 1,457,339
Technology 26,842,900 7,720,006 19,122,894
Noncompetition agreements 3,494,950 1,022,292 2,472,658
Patent 20,204 1,460 18,744

$ 83,918,854 $ 14,683,418 $ 69,235,436

Amortization expense for the three months ended March 31, 2006 and 2005 was $2,541,852 and $2,547,000, respectively.

Note 7�Revolving Credit Facility, Long-Term Debt and Capital Lease Obligations

Long-term debt and capital lease obligations consist of the following:

March 31,
2006

December 31,
2005

Term loans $ 80,000,000 $ 150,000,000

Capital lease obligations 941,854 416,583

Total long-term debt 80,941,854 150,416,583
Less current portion 1,079,162 1,639,411

Long-term debt, net of current portion $ 79,862,692 $ 148,777,172
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Credit Agreement

On December 8, 2005 the Company entered into a credit agreement (the �Credit Agreement�) with a financial institution. The Credit Agreement,
provided the Company with a $150,000,000 term loan, all of which was funded at closing, and a $40,000,000 revolving credit facility, none of
which was funded at closing. Subject to the agreement of the lenders to increase their commitments, the Company had the option to borrow up to
an additional $10,000,000 under the revolving credit facility, for an aggregate revolving credit facility of $50,000,000. On January 11, 2006 and
April 28, 2006, the Company exercised its option and amended the Credit Agreement to increase the revolving credit facility by $5,000,000 on
each date, such that the Company had an aggregate revolving credit facility of $50,000,000 as of April 28, 2006. The Credit Agreement expires
on December 8, 2011.

As a result of the Company�s initial public offering completed on March 29, 2006 the Company repaid $70,000,000 of the $150,000,000
outstanding term loan balance without incurring any prepayment penalty. In addition, $7,400,000 which was outstanding under the revolving
credit facility was repaid. The first $375,000 of the $70,000,000 term loan payment was applied against the principal payment due on March 31,
2006 and future principal repayments were recalculated pro rata based on the remaining balance compared to the balance prior to the
$70,000,000 repayment. Therefore, scheduled quarterly payments of the term loan through December 31, 2010 were reduced from $375,000 to
$200,501 with the remaining balance of $76,190,476 payable in four quarterly installments of $19,047,619 in 2011. As a result of the repayment
of the term loan the Company wrote off a proportionate share of deferred financing costs associated with the term loan (see Note 2) and reflected
a loss on extinguishment of $746,002 in the condensed consolidated statement of operations for the three months ended March 31, 2006.

The Credit Agreement is collateralized by substantially all of the assets of the Company. The agreement contains covenants which, among other
matters, require the Company to maintain certain levels of interest coverage ratio, fixed charge ratio and total leverage ratio. Such covenants
commenced effectiveness on March 31, 2006 and the Company is in compliance with these covenants. In addition, the Credit Agreement places
limitations on total annual capital expenditures, indebtedness, liens, dividends and distributions, asset sales, transactions with affiliates,
acquisitions and conduct of business, all as defined in the agreement. The Credit Agreement also contains provisions for an increased rate of
interest during periods of default.

Loans under the Credit Agreement bear interest at the applicable London interbank offer rate (�LIBOR�) plus 3.00% or Prime rate plus 2.0%, at
the Company�s option. In addition, the Company is required to pay a commitment fee of 0.5% based on the calculation of the excess of the
revolving credit loan commitment over the revolving outstanding balance as defined.

At March 31, 2006 and December 31, 2005, the revolving credit facility had no outstanding balance and there was an outstanding balance of
$80,000,000 and $150,000,000, respectively, under the term loan with an interest rate of 7.67% and 9.25%, respectively.

Interest Rate Cap

In September 2004, CSI purchased an interest rate cap agreement to reduce the potential impact that interest rate increases could have on its
floating-rate debt interest expense. The terms of the interest rate cap provide that the Company would receive quarterly payments equal to the
notional amount multiplied by the difference by which LIBOR exceeds 5%. The initial notional amount was $20,000,000 and declines during
the term of the agreement, which expires on September 30, 2006. As of March 31, 2006 and December 31, 2005, the notional amounts were
$16,125,000 and $16,937,500, respectively. The interest rate cap does not qualify for hedge accounting under SFAS No. 133, as amended. The
initial premium of $29,900 was recorded as an asset on the date of purchase. Subsequent declines in the fair value of this derivative are recorded
as interest expense in the accompanying condensed consolidated statements of operations. For the three months ended March 31, 2006 and 2005,
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the Company did not record interest expense as there was no decline in the fair value of this derivative during the periods.

Capitalized Lease Obligations

At March 31, 2006, the Company leased $1,048,828 of equipment under agreements accounted for as capital leases with accumulated
depreciation of $100,052. The obligations for the equipment required the Company to make monthly payments through March 2011, with
implicit interest rates from 7.06% to 19.06%.

At December 31, 2005, the Company leased $444,050 of equipment under agreements accounted for as capital leases with accumulated
depreciation of $51,597. The obligations for the equipment required the Company to make monthly payments through August 2010, with
implicit interest rates from 7.06% to 19.06%.

Note 8�Preferred Stock

As of December 31, 2005 the Company had 8,825,241 shares designated as Series A Redeemable Preferred Stock, par value $0.01 per share, and
27,837,046 shares designated as Series B Redeemable Preferred Stock, par value $0.01 per share, none of which were outstanding. As of
December 31, 2005, the Company had 8,825,241 shares designated as Series A Convertible Preferred Stock, par value $0.01 per share, and
24,185,493 shares designated as Series B Convertible Preferred
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Stock, par value $0.01 per share, all of which were outstanding. As of December 31, 2005, the Series A and Series B convertible preferred stock
were carried on the consolidated balance sheet at their liquidation preference of $12,258,319 and $43,866,683, respectively.

On March 29, 2006, the Company completed its initial public offering of common stock, resulting in the conversion of the Series A Convertible
Preferred Stock into 2,206,308 shares of common stock, par value $0.01 per share, and 8,825,241 shares of Series A Redeemable Preferred
Stock, and the conversion of 24,185,493 shares of Series B Convertible Preferred Stock into 6,046,371 shares of common stock, par value $0.01
per share, and 24,185,493 shares of Series B Redeemable Preferred Stock. A portion of the proceeds from the initial public offering was used to
redeem all shares of the Series A Redeemable Preferred Stock and Series B Redeemable Preferred Stock for $52,764,950, and all of the Series A
and Series B Redeemable Preferred Stock were immediately retired. The difference between the liquidation preference amount of the convertible
preferred stock and the redemption amount of the redeemable preferred stock was allocated to the common stock resulting from the conversion
and credited to additional paid-in capital.

Note 9�Commitments and Contingencies

Operating Leases

The Company leases its office facilities and certain equipment under noncancelable operating lease arrangements expiring on various dates
through 2013. Such leases include fixed or minimum payments plus, in some cases, scheduled base rent increases over the term of the lease and
additional rents based on the Consumer Price Index. Certain leases provide for monthly payments of real estate taxes, insurance and other
operating expenses applicable to the property.

In conjunction with the asset purchase from M R Network I, Ltd. on February 3, 2006, the Company was assigned an office lease for
approximately 20,000 square feet of office space in Dallas, Texas from which the newly acquired operation conducts its operations. This lease
expires on December 31, 2008 and includes minimum monthly rent with scheduled increases, as well as additional rent for increases in real
estate taxes and operating expenses over the base year of the lease, which was 2004. In addition, other leases for computer and scanning
equipment and software necessary to the operation were assumed and have been reflected in the condensed consolidated financial statements for
the three months ended March 31, 2006. Approximately $400,000 of this leased equipment was reflected as capital leases.

For the three months ended March 31, 2006 and 2005, rent expense was approximately $910,632 and $693,339, respectively.

Litigation

In the normal course of business, the Company is subject to various legal proceedings and claims, the resolution of which, in management�s
opinion, will not have a material adverse effect on the financial position or the results of operations of the Company.

Note 10�Common Stock
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At December 31, 2005, the Company had 60,000,000 shares of common stock authorized, of which 3,281,607 were issued and outstanding.

Prior to the initial public offering, the Company�s outstanding capital stock consisted of: (i) 3,281,607  shares of common stock, par value $0.01
per share; (ii) 357,020 shares of Class B common stock, par value $0.01 per share; (iii) 8,825,241 shares of Series A Convertible Preferred
Stock, par value $0.01 per share; and (iv) 24,185,493 shares of Series B Convertible Preferred Stock, par value $0.01 per share.

In connection with, and upon the completion of, the initial public offering on March 29, 2006, 8,825,241 shares of Series A Convertible
Preferred Stock were converted into 2,206,308 shares of common stock and 8,825,241 shares of Series A Redeemable Preferred Stock, and
24,185,493 shares of Series B Convertible Preferred Stock were converted into 6,046,371 shares of common stock and 24,185,493 shares of
Series B Redeemable Preferred Stock.

Upon the consummation of the initial public offering, all outstanding shares of Class B common stock were converted into 357,020 shares of
common stock, par value $0.01 per share, and each share of Class B Common Stock was retired.

Inclusive of an over-allotment option of 1,125,000 shares of its common stock, the Company sold 8,625,000 shares of common stock in its
initial public offering at a price to the public of $17.00 per share, for net proceeds of approximately $131,800,000 after deducting the 
underwriting discount and approximately $4,500,000 of offering expenses. After giving effect to this offering and the conversion transactions
described above, the Company had 20,516,306 shares of common stock outstanding.

On March 29, 2006, in connection with the Company�s initial public offering, the Fourth Amended and Restated Certificate of Incorporation,
which was adopted by the stockholders prior to the initial public offering, was filed with the State of Delaware. The
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Company�s Certificate of Incorporation was amended to change the authorized capital stock of the Company from an aggregate of 160,000,000
shares, consisting of (a) 69,673,021 shares of preferred stock, par value $0.01 per share, consisting of Series A Convertible Preferred Stock,
Series B Convertible Preferred Stock, Series A Redeemable Preferred Stock and Series B Redeemable Preferred Stock, (b) 80,326,979 shares of
common stock, consisting of common stock and Class B common stock, and (c) 10,000,000 shares of undesignated preferred stock to a total of
160,000,000 shares of capital stock consisting of (i) 150,000,000 shares of common stock, par value $0.01 per share, and (ii) 10,000,000 shares
of undesignated preferred stock, par value $0.01 per share.

All share information has been adjusted to reflect a 1-for-4 reverse stock split of common stock and class B common stock, which was
consummated on March 1, 2006.

Note 11- Related Party Transactions

On March 29, 2006 the Company paid $52,764,950 from proceeds from its IPO to redeem from investment funds affiliated with TA Associates
and other preferred stockholders, including Brian L. Libman, a director of the Company, all of the shares of redeemable preferred stock
outstanding immediately following the conversion of Series A Convertible Preferred Stock and Series B Convertible Preferred Stock.

The Company�s Chief Executive Officer, who was appointed in April 2005, has served on the Board of Directors of another public company
since 1995 and is currently the chairman of this entity�s audit committee. This unrelated entity acquires and originates non-conforming residential
and commercial loans. The Company has provided due diligence and staffing services to this entity since 2002 and revenues aggregated
approximately $0 and $402,631 for the three months ended March 31, 2006 and 2005, respectively.

CFIS has contracts to perform Credit Risk Management services for portfolios managed by a stockholder. Revenues generated from the
contracts for the three months ended March 31, 2006 and 2005 were approximately $149,797 and $154,612, respectively, and were included in
service fee revenue in the condensed consolidated statements of operations. Accounts receivable from this party at March 31, 2006 and
December 31, 2005, were $35,532 and $74,555, respectively.

At March 31, 2006 there was $27,000 due from a related party, representing travel related expenses and professional fees paid by the Company
and later determined to be the responsibility of a former officer and current director of the Company, and a Company affiliated with him. As of
May 15, 2006, there are no amounts outstanding. In addition, in January 2006 this former officer paid $34,000 to the Company for an
automobile, laptop and cell phone and the Company recognized a gain of $2,718.

Until December 8, 2005, the Company had subordinated note and subordinated convertible note purchase agreements with certain stockholders
of the Company. For the three months ended March 31, 2005 interest expense on these notes was $906,667. There was no interest expense on
these notes in the three months ended March 31, 2006.

Note 12�Stock Options
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The Company�s 2005 Stock Option and Grant Plan (�2005 Option Plan�) permitted the Company to make grants of incentive stock options,
non-qualified stock options, restricted stock awards and unrestricted stock awards to officers, employees, directors, consultants and other key
persons. Stock options granted under the 2005 Option Plan have a maximum term of ten years from the date of grant and incentive stock options
have an exercise price of no less than the fair market value of the common stock on the date of grant. In connection with the adoption of the
Company�s 2006 Option Plan, which is discussed in detail below, the board of directors determined not to grant any further awards under the
2005 Option Plan.

On January 26, 2006, the Company�s Board of Directors approved the adoption of the Company�s 2006 Stock Option and Incentive Plan (�2006
Option Plan�), and the 2006 Option Plan was subsequently approved by stockholders on March 8, 2006. The 2006 Option Plan permits us to
make grants of incentive stock options, non-qualified stock options, stock appreciation rights, deferred stock awards, restricted stock awards,
unrestricted stock awards and dividend equivalent rights. The Company has reserved 1,814,130 shares of common stock for issuance of awards
under the 2006 Option Plan, subject to adjustment for any stock split, dividend or other change in the Company�s capitalization. Generally, shares
that are forfeited or cancelled from awards under the 2006 Option Plan will be available for future grants. Stock options granted under the 2006
Option Plan have a maximum term of ten years from the date of grant and incentive stock option awards have an exercise price of no less than
the fair market value of the common stock on the date of grant, which will be on the last day of the month of the award. As of March 31, 2006,
20,500 awards had been granted under the 2006 Option Plan.
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Changes in options outstanding during the three months ended March 31, 2006 are as follows:

Number of
Shares

Weighted
Average

Exercise Price
Options outstanding, December 31, 2005 1,460,656 $ 4.52

Granted 20,500 17.83
Forfeited 3,125 6.80

Options outstanding, March 31, 2006 1,478,031 $ 4.70

Weighted average fair value of options granted for the three months
ended March 31, 2006 $ 6.75
Options available for future grant at March 31, 2006 1,793,630

March 31, 2006
Options Outstanding Options Exercisable

Exercise
Price

Options
Outstanding

Remaining
Contractual
Life (yrs.)

Number
Exercisable

Weighted
Average
Exercise
Price

$ 0.98 421,375 8.66 245,827 $ 0.98
4.00 62,500 8.14 53,385 4.00
4.13 89,062 8.74 59,834 4.13
6.00 520,834 9.07 317,382 6.00
6.36 111,680 9.32 44,477 6.36
6.80 252,080 9.50 94,313 6.80
17.00 15,500 10.00 1,062 17.00
20.40 5,000 10.00

1,478,031 9.00 816,280 $ 4.35

In December 2004, the Financial Accounting Standards Board (�FASB�) issued Statement of Financial Accounting Standards (�SFAS�) No. 123(R),
�Accounting for Stock Based Compensation� which establishes standards for transactions in which an entity exchanges its equity instruments for
goods or services. This standard requires an issuer to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. This eliminates the exception to account for such awards using the intrinsic method
previously allowable under Accounting Principles Board (�APB�) Opinion No. 25. In March 2005, the SEC released Staff Accounting Bulletin
(�SAB�) 107, �Share-Based Payment,� which expresses views of the SEC Staff about the application of SFAS No. 123(R). SFAS No. 123(R)  
became effective for annual reporting periods beginning on or after June 15, 2005. The Company previously adopted the fair value recognition
provisions of SFAS No. 123, �Accounting for Stock-Based Compensation,� for all awards granted to employees. On January 1, 2006 the Company
adopted SFAS No. 123(R) and believes SFAS No. 123(R) does not have a material impact on its financial statements.

The Company completed its initial public offering on March 29, 2006. According to the provisions of incentive stock option agreements
between the Company and its employees, the vesting term for certain options outstanding as of the date of the IPO accelerated by either one year
or twenty percent, varying in accordance with the terms of the employee�s specific incentive stock option agreement. In addition, 130,208 of
performance based options became immediately vested. Therefore on March 29, 2006 the Company recognized
$611,696 of additional compensation expense from this accelerated vesting.
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The ongoing effect on consolidated results of operations of financial condition will be dependent upon future stock based compensation awards
granted. Prior to its initial public offering the Company utilized the Black-Scholes option valuation method to calculate the fair market value of
the options using assumptions in effect on the date of the grant, as follows:

Expected life (in years) 6.5�7.5
Risk-free interest rate 3.5�4.7%
Volatility 2.5�5.7%
Dividend 0%

For the three months ended March 31, 2006 and 2005 the Company recognized expenses related to the stock option grants summarized above
over the vesting period of such options of approximately $715,000 and $28,000, respectively. In addition, the Company will recognize
approximately $1,018,000 of expense related to these grants over the remaining vesting period of such options.

14

Edgar Filing: CLAYTON HOLDINGS INC - Form 10-Q

29



Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

Forward Looking Statements and Projections

This Quarterly Report on Form 10-Q contains forward looking statements. Forward looking statements relate to future events or our future
financial performance. We generally identify forward looking statements by terminology such as �may,� �will,� �should,� �expects,� �plans,�
�anticipates,� �could,� �intends,� �target,� �projects,� �contemplates,� �believes,� �estimates,� �predicts,� �potential� or �continue� or
the negative of these terms or other similar words. These statements are only predictions. We have based these forward looking statements
largely on our current expectations and projections about future events and financial trends that we believe may affect our business, results of
operations and financial condition. The outcome of the events described in these forward looking statements is subject to risks, uncertainties and
other factors described in �Management�s Discussion and Analysis of Financial Condition and Results of Operations,� �Risk Factors� and
elsewhere in this Quarterly Report on Form 10-Q. Accordingly, you should not rely upon forward looking statements as predictions of future
events. We cannot assure you that the events and circumstances reflected in the forward looking statements will be achieved or occur, and
actual results could differ materially from those projected in the forward looking statements. The forward looking statements made in this
Quarterly Report on Form 10-Q relate only to events as of the date on which the statements are made. We undertake no obligation to update any
forward looking statement to reflect events or circumstances after the date on which the statement is made or to reflect the occurrence of
unanticipated events.

Overview

We provide a full suite of outsourced services, mortgage-related analytics and specialized consulting services for buyers and sellers of, and
investors in, mortgage-related loans and securities and other debt instruments. Our services include transaction management, which consists of
due diligence, mortgage processing services for buyers of mortgage loans (conduit support services), professional staffing, and compliance
products and services, as well as monitoring of mortgage-backed securities (credit risk management and surveillance), and specialized loan
servicing services (special servicing). We provide a majority of our services to participants in the non-agency mortgage-backed securities, or
MBS, market and the non-conforming mortgage loan market. We believe that several trends support the demand for our services, including:

�  the growth in outsourced services by capital markets firms and other major mortgage loan market participants;

�  the increased complexities and requirements of federal, state and local regulations applicable to the mortgage
loan industry;

�  investors� growing demand for loan performance data; and

�  buyers purchasing smaller pools of loans from a larger number of sellers, increasing the need for our conduit
services.
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Our revenue is also driven by non-agency MBS issuance and the aggregate number of non-conforming mortgage loan originations. Changes in
the volume of non-agency MBS issuances and non-conforming mortgage loan originations may impact the number of loans for which we
perform our services, leading to a corresponding change in gross revenue. We are increasingly utilizing our centralized underwriting facilities to
perform our services which should reduce the  amount of per loan travel expenses.

We expect the non-agency MBS securitization and non-conforming mortgage loan origination markets to continue growing over the long term,
although the rate of growth may be slower than in recent years. We believe there is an increasing demand for and the availability of new loan
products, increased home ownership driven in part by first-time homeowners, minorities and immigrants, and increased liquidity in the
non-agency MBS market. We face a number of risks in our industry and the market for our services is highly competitive. Our business is driven
in part by the MBS market, the mortgage lending industry and the housing market, each of which is highly sensitive to trends in the general
economy, including interest rates, perceived and actual economic conditions, taxation policies, availability of credit, employment levels and
wage and salary levels. Adverse changes in any of these trends, or a decline in the sale of both new and existing homes or in home values, could
lessen the demand for mortgage loans, which could result over time in a reduced demand for our services and diminish our revenue. A material
reduction in the number of loans available for securitization may cause our clients to engage us for fewer services, which could have an adverse
effect on our business and results of operations. Moreover, the majority of our business is generated through our largest 20 clients. The loss of
one or more of these clients could adversely affect our business and results of operations. Lastly, we are dependent on our independent loan
review specialists to perform our services. Our business could suffer if we are unable to recruit and retain additional qualified independent loan
review specialists.
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Basis of Presentation

We were formed as a Delaware corporation in March 2005, following the combination of the holding companies of each of Clayton Services and
its subsidiaries, including First Madison, and CFIS, formerly The Murrayhill Company, or Murrayhill. Prior to the combination, each holding
company was controlled by TA Associates. In accordance with US GAAP relating to companies under common control prior to their
combination, the financial statements of the previously separate companies under common control are restated on a combined basis from the
dates of their respective acquisitions by the controlling entity. Accordingly, for accounting purposes, the date of our inception was May 24,
2004, the date that TA Associates acquired CFIS, the first of the combined entities that were brought under common control.

Our condensed consolidated financial statements are unaudited. In our opinion, all adjustments, consisting of only normal recurring adjustments
considered necessary for a fair presentation, have been included. Certain information and footnote disclosures normally included in financial
statements prepared in accordance with US GAAP have been condensed or omitted. It is suggested that these unaudited condensed consolidated
financial statements be read in conjunction with the consolidated financial statements, accounting policies and notes included in our registration
statement on Form S-1 (File No. 333-129526) declared effective by the Securities and Exchange Commission on March 23, 2006, which
includes audited financial statements for the year ended December 31, 2005. Results for the interim periods are not necessarily indicative of
results for the full year.

Critical Accounting Policies

In preparing our financial statements in conformity with US GAAP, we have to make estimates and assumptions about future events that affect
the amounts of reported assets, liabilities, revenues and expenses, as well as the disclosure of contingent assets and liabilities in the financial
statements and accompanying notes. Some of our accounting policies require the application of significant judgment by management in the
selection of appropriate assumptions for determining these estimates. By their nature, these judgments are subject to an inherent degree of
uncertainty; therefore, we cannot assure you that actual results will not differ significantly from estimated results. We base these judgments on
our historical experience, management�s forecasts and other available information, as appropriate.

Our most critical accounting policies, which reflect significant management estimates and judgment in determining reported amounts in the
condensed consolidated financial statements are a follows:

Revenue Recognition

Revenue is recognized when persuasive evidence of an arrangement exists, the service has been performed, the fee is fixed and determinable,
and collection of the resulting receivable is reasonably assured.

We derive most of our revenue from professional service activities. The majority of these activities are provided under �time-and-materials� billing
arrangements. Revenue consisting of billed fees and pass-through expenses is recorded as work is performed and expenses are incurred.
Revenue also includes expenses billed to clients, which include travel and other out-of-pocket expenses, and other reimbursable expenses.
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We record provisions for fee adjustments and discretionary pricing adjustments as a reduction of revenue. Revenue recognized, but not yet billed
to clients, has been recorded as unbilled receivables in the Company�s condensed consolidated balance sheets.

Stock-Based Compensation

In December 2004, the Financial Accounting Standards Board (�FASB�) issued Statement of Financial Accounting Standards (�SFAS�) No. 123(R),
�Accounting for Stock Based Compensation� which establishes standards for transactions in which an entity exchanges its equity instruments for
goods or services. This standard requires an issuer to measure the cost of employee services received in exchange for an award of equity
instruments based on the grant-date fair value of the award. This eliminates the exception to account for such awards using the intrinsic method
previously allowable under Accounting Principles Board (�APB�) Opinion No. 25. In March 2005, the SEC released Staff Accounting Bulletin
(�SAB�) 107, �Share-Based Payment,� which expresses views of the SEC Staff about the application of SFAS No. 123(R). SFAS No. 123(R)
became effective for annual reporting periods beginning on or after June 15, 2005. We previously adopted the fair value recognition provisions
of SFAS No. 123, �Accounting for Stock-Based Compensation,� for all awards granted to employees. On January 1, 2006 we adopted SFAS
No. 123(R) and believe it does not have a material impact on our financial statements.
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According to the provisions of incentive stock option agreements between the Company and its employees, the vesting term for certain options
outstanding as of the date of the IPO accelerated by either one year or twenty percent, varying in accordance with the terms of the employee�s
specific incentive stock option agreement. In addition, 130,208 of performance based options became immediately vested. Therefore, on
March 29, 2006, we  recognized $611,696 of additional compensation expense from this accelerated vesting.

Options to purchase 20,500 shares were granted in the three months ended March 31, 2006 with an average exercise price of $17.83 per share.

Earnings (Loss) Per Share

Basic earnings (loss) per share is computed by dividing net income (loss) by the weighted-average number of shares of common stock and
common stock equivalents outstanding during the period. Our convertible preferred stock is deemed to be a common stock equivalent and
included in the computation of basic earnings (loss) per share because it receives dividends at a rate that results in a per share amount that is
equivalent to the per share amount paid on common stock. Diluted earnings (loss) per share gives effect to dilutive options, warrants and other
potential common stock outstanding during the period. Common share equivalents of 815,542 for the three months ended March 31, 2006 were
excluded from the calculation as their effect was antidilutive.

Revenue

We generate a majority of our revenue by providing professional outsourced services across the lifecycle of a mortgage loan.

Our transaction management services are provided under �time-and-materials� or per file billing arrangements. Under �time-and-materials�
arrangements, which represent a majority of our transaction management revenue, we bill our clients on an hourly basis with travel and other
reimbursable expenses passed through and recognized as revenue. Under per file billing arrangements, we bill our clients for each file reviewed
with travel and other reimbursable expenses passed through separately or included in the per file rate. Revenues consisting of billed fees and
pass-through expenses, which include travel and other reimbursable expenses, are recorded as work is performed and expenses are incurred.
Revenues recognized, but not yet billed to clients, have been recorded as unbilled receivables in our condensed consolidated balance sheets. For
the three months ended March 31, 2006, transaction management revenue accounted for 79.5% of total revenue.

Our credit risk management, surveillance and special servicing services provide a revenue stream which is generally recurring in nature. In a
typical MBS transaction for which we provide surveillance services, we are engaged by the trustee of an MBS issuance to provide our services
over the life of the trust and are paid monthly directly from the cash flow of the trust. A majority of our surveillance revenue is based upon a
negotiated rate multiplied by the outstanding principal balance of the underlying mortgage loans in the MBS issuance. These fees are recognized
each month as services are rendered. Our special servicing activities are conducted under annual or multi-year contracts for which we typically
receive revenue on a per loan per month basis. For the three months ended March 31, 2006, surveillance and special servicing services revenue
accounted for 20.5% of total revenue.

For the three months ended March 31, 2006 and 2005, revenue from our largest three clients accounted for an aggregate of 33.1% and 35.2% of
our total revenue, respectively. Revenue from one client exceeded 10% of revenue for the three months ended March 31, 2006 and revenue from
two clients exceeded 10% of revenue for the three months ended March 31, 2005. Each of these clients is a leading global investment bank.
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Cost of Services

Compensation Expense

Compensation expense consists primarily of compensation for independent loan review specialists and employees directly involved in the
delivery of our services, which include our client service managers who manage our engagements. Compensation expense also includes payroll
related benefits for our direct employees. The professionals we retain from a professional employment organization, including our independent
loan review specialists, do not receive any Company-related benefits and are only compensated for actual hours worked. Our direct cost of
operations does not include an allocation of overhead costs.

Travel and Related Expenses

Travel and related expenses consist of expenses incurred in enabling employees and independent loan review specialists to travel to clients� sites
and are comprised of airfare, hotel and car rental expenses. A majority of these expenses is either directly billed to clients or included in the per
file rates charged. As such, these expenses are directly or indirectly included in our revenue.

Other Direct Costs

Other direct costs include the cost of third party mortgage loan services (primarily collateral appraisal fees), outside support for our compliance
services used in connection with our loan reviews, independent loan review specialist training and miscellaneous non-billable transaction costs.
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Operating Expenses

Operating expenses primarily consist of corporate overhead costs not directly associated with a specific transaction or contract, such as salaries
and benefits, marketing and administrative expenses, professional fees and depreciation and amortization expenses.

In connection with becoming a public company, we expect that we will incur significant additional operating expenses such as increased audit
fees, professional fees, directors and officers� insurance costs, compensation for our board of directors, and expenses related to hiring additional
personnel and expanding our administrative functions. Many of these expenses either were not incurred or were incurred at a lower level by us
as a private company prior to our becoming a public company.

Salaries and Benefits

Salaries and benefits consist of employee compensation for those employees who are not directly billable to a particular assignment including
costs of administrative, finance, human resources, technology and executive personnel.

Other Selling, General and Administrative Expenses

Other selling, general and administrative expenses consist of costs such as rent and utilities, marketing, advertising and promotion expenses,
non-reimbursable travel and entertainment, information technology, insurance, education, training and hiring expenses other than for
independent loan review specialists and professional fees consisting of legal, accounting and other consulting fees in connection with the
ongoing operation of our business including audit and Sarbanes-Oxley Act of 2002 compliance.

Depreciation and Amortization

We incur depreciation and amortization expenses for costs related to the capitalization of property and equipment and software developed for
internal use on a straight-line basis over the estimated useful lives of the assets, which range from three to seven years. Leasehold improvements
and assets under capital lease are amortized over the shorter of the estimated useful life of the asset or the lease term.

Treatment of Goodwill and Amortization of Intangibles

We also incur amortization expenses for costs related to the capitalization of identifiable intangible assets including customer relationships,
technology and non-competition agreements.

Edgar Filing: CLAYTON HOLDINGS INC - Form 10-Q

36



We account for acquisitions of companies in accordance with Statement of Financial Accounting Standards (SFAS) No. 141, Business
Combinations (SFAS No. 141). We allocate purchase price to tangible assets, intangible assets, and liabilities based on fair values with the
excess of purchase price amount being allocated to goodwill. The allocation of the purchase price to these intangible assets is based on a number
of significant assumptions as determined by us and in the case of material acquisitions our independent appraisal expert, including evaluations of
the future income producing capabilities of these assets and related future expected cash flows. We also make estimates about the useful lives of
the acquired intangible assets. Should different conditions result in the determination that the value of the goodwill and acquired intangible
assets has been impaired, we could incur write-downs of goodwill or intangible assets, or changes in the estimation of useful lives of those
intangible assets. In accordance with SFAS No. 142, Goodwill and Other Intangible Assets (SFAS No. 142), goodwill is not amortized, but is
subject to annual impairment testing which is discussed in greater detail below.

In accordance with SFAS No. 142, goodwill is subject to annual impairment tests or on a more frequent basis if events or conditions indicate that
goodwill may be impaired. Goodwill is tested for impairment at a level of reporting referred to as a reporting unit. We as a whole are considered
one reporting unit. Therefore, the first step of our annual test is to compare the fair value of our shares to the carrying value of our net assets. If
we determine that our carrying value exceeds our fair value, we would conduct a second step to the goodwill impairment test. The second step
compares the implied fair value of the goodwill (determined as the excess fair value over the fair value assigned to our other assets and
liabilities) to the carrying amount of goodwill. When the carrying amount of goodwill exceeds the implied fair value of goodwill, an impairment
loss is recognized.

We evaluate all of our long-lived assets, including intangible assets other than goodwill and fixed assets, periodically for impairment in
accordance with SFAS No. 144, Accounting for the Impairment or Disposal of Long-lived Assets (SFAS No. 144). SFAS No. 144 requires that
long-lived assets be evaluated for impairment when events or changes in facts and circumstances indicate that their carrying value may not be
recoverable. If events or circumstances indicate that the carrying value of an asset may not be recoverable, the amount of impairment will be
measured as the difference between the carrying value and the fair value of the impaired asset. An impairment will be recorded as an operating
expense in the period of the impairment and as a reduction in the carrying value of that asset.
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Net Interest Expense

Net interest expense consists of interest paid on our debt net of interest received on our cash balances. Interest expense for the three months
ended March 31, 2006 primarily consisted of interest on our $150,000,000 term loan, amortization of debt issuance costs related to the term loan
and interest on our revolving line of credit. Interest expense for the three months ended March 31, 2005 primarily consisted of interest on our
prior term loan, which had a balance of $37,750,000 at the start of the period, and interest on 12% subordinated and 12% senior subordinated
notes issued to TA Associates and our other noteholders in connection with the acquisitions of  our predecessor and CFIS, respectively, by TA
Associates. The combined balance of the 12% senior subordinated and 12% subordinated notes at the start of the period was $29,486,478. The
remaining balances of the prior term loan, the 12% subordinated notes and the 12% senior subordinated notes were repaid with the proceeds
from our $150,000,000 term loan on December 8, 2005.

Loss from Extinguishment of Debt

On March 29, 2006, following our initial public offering, we repaid $70,000,000 of the outstanding balance on the term loan and the entire
$7,400,000 outstanding balance on the revolving line of credit. Due to the repayment of $70,000,000 on the term loan, we wrote-off a portion of
the debt issuance costs on the term loan and recognized a loss from extinguishment of debt of $746,002.

Results of Operations

Comparison of Three Month Periods Ended March 31, 2006 and 2005

Revenue

Our revenue was $55.2 million for the three months ended March 31, 2006, an increase of $7.3 million or 15.3%, compared to revenue of
$47.9 million for the three months ended March 31, 2005. The increase was primarily due to an increase in volume in our conduit support
services as well as growth in our surveillance services due in part to an increased joint sales effort following the combination of CFIS and
Clayton. Revenue for the three months ended March 31, 2006 included $1.3 million from Mortgage Resource Network, following the Company�s
acquisition of substantially all of the assets of that business in February 2006. Due to growth in our non-loan related services and higher average
revenues per loan in our core due diligence business, our total revenues per loan increased 34.1%. This increase offset a 14.0% decrease in the
number of loans serviced during the quarter.

Cost of Services

Our cost of services was $38.9 million for the three months ended March 31, 2006, an increase of $6.9 million or 21.5%, compared to cost of
services of $32.0 million for the three months ended March 31, 2005. This increase was attributable to the specific factors discussed below.
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Compensation Expense. Compensation expense was $29.5 million for the three months ended March 31, 2006, an increase
of $6.1 million or 26.1%, compared to compensation expense of $23.4 million for the three months ended March 31,
2005. The increase was primarily due to the growth in our conduit services, special servicing and consulting
businesses. Compensation expense in our due diligence business also resulted in an increase in compensation expense
per loan, due to increased training expenses, reduced productivity due to a quality assurance initiative, investments in
product development and higher variable compensation rates.

Travel and Related Expenses. Travel and related expenses were $7.1 million for the three months ended March 31, 2006, a
decrease of $0.3 million or 3.1%, compared to travel and related expenses of $7.4 million for the three months ended
March 31, 2005. The decrease was primarily due to a 14.0% reduction in the number of loans serviced. Travel
expenses per loan increased by 12.7% as higher average airline ticket costs offset the impact of an increase in the
percentage of loans serviced in our central underwriting facility.

Other Direct Costs. Other direct costs were $2.3 million for the three months ended March 31, 2006, an increase of
$1.0 million or 78.6%, compared to other direct costs of $1.3 million for the three months ended March 31, 2005. The
increase was primarily due to an increase in third-party appraisal fees due to an increase in appraisal revenue in our
due diligence business.

Operating Expenses

Operating expenses were $14.3 million for the three months ended March 31, 2006, an increase of $3.4 million or 31.4%, compared to operating
expenses of $10.9 million for the three months ended March 31, 2005. This increase was attributable to the specific factors discussed below.

Salaries and Benefits. Salaries and benefits were $5.4 million for the three months ended March 31, 2006, an increase of
$1.3 million or 33.2%, compared to salaries and benefits of $4.1 million for the three months ended March 31, 2005.
Salaries and benefits
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expense for the three months ended March 31, 2006 included $0.5 million of expense related to the acceleration of vesting of certain stock
options as a result of the Company�s initial public offering in March 2006. The remaining increase was primarily due to the costs of additional
administrative, finance, human resources, technology and executive personnel which were added in preparation for becoming a public company.

Other Selling, General and Administrative Expenses. Other selling, general and administrative expenses were $4.9 million for
the three months ended March 31, 2006, an increase of $1.5 million or 41.2%, compared to selling, general and
administrative expenses of $3.4 million for the three months ended March 31, 2005. This increase was due to general
increases in occupancy, advertising and promotion, non-reimbursable travel and telecommunications costs relating to
growth in our business.

Depreciation and Amortization. Depreciation and amortization was $1.5 million for the three months ended March 31,
2006, an increase of $0.6 million or 76.8%, compared to depreciation and amortization of $0.9 million for the three
months ended March 31, 2005. This increase was primarily due to depreciation recorded on additional property and
equipment and software developed for internal use. These additions were made to enhance our corporate infrastructure
and technology platform in support of the growth in business operations and in preparation for becoming a public
company.

Amortization of Intangibles. Amortization of intangibles was $2.5 million for the three month periods ended March 31,
2006 and 2005.

Interest Expense, net

Interest expense, net was $3.1 million for the three months ended March 31, 2006, an increase of $1.3 million or 69.0%, compared to interest
expense, net of $1.8 million for the three months ended March 31, 2005. This increase was due to increased borrowings outstanding under our
credit facilities. See ��Liquidity and Capital Resources.�

Loss from Extinguishment of Debt

For the three months ended March 31, 2006, we recognized a loss from extinguishment of debt of $0.7 million due to the write-off of debt
issuance costs as a result of a $70.0 million prepayment on a term loan following our initial public offering. See ��Liquidity and Capital
Resources.�

Liquidity and Capital Resources
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Historically, we have financed our growth from cash flow from operations and bank borrowings. We believe that funds generated from
operations, together with existing cash and available borrowings under our credit agreement, will be sufficient to finance our current operations,
planned capital expenditures and internal growth at least through the next twelve months. On March 29, 2006, we issued 8,625,000 shares of
common stock, including 1,125,000 shares issued through the exercise of the underwriters� over-allotment option, at a price of $17.00 per share
through our initial public offering of common stock

On March 1, 2006, we consummated a 1-for-4 reverse stock split of our common stock and class B common stock.

Immediately prior to the completion of the offering, the following transactions occurred:

�  all of our 357,020 outstanding shares of class B common stock converted into 357,020 shares of common
stock.

�  our series A convertible preferred stock converted into 2,206,308 shares of common stock and 8,825,241
shares of series A redeemable preferred stock.

�  our series B convertible preferred stock converted into 6,046,371 shares of common stock and 24,185,493
shares of series B redeemable preferred stock.

Our net proceeds of $131.8 million, net of $14.8 million of offering expenses and the underwriting discount, were used to:

�  redeem $52.8 million of redeemable preferred stock that resulted from the conversion of our Series A
convertible preferred stock and Series B convertible preferred stock immediately prior to the completion of the initial
public offering.

�  repay $70.0 million owed under the senior term loan portion of our credit facility.

�  repay $7.4 million owed under the revolving credit portion of our credit facility.

�  fund $1.6 million of working capital.

20

Edgar Filing: CLAYTON HOLDINGS INC - Form 10-Q

41



On February 3, 2006, we acquired substantially all of the assets and assumed certain liabilities of Mortgage Resource Network for an aggregate
purchase price and fees aggregating approximately $6.1 million. Working capital was used to fund the acquisition of such assets and assumed
liabilities. Mortgage Resource Network is engaged in the business of providing outsourced mortgage processing and fulfillment services to the
mortgage industry, including mortgage brokers, lenders and securitizers.

Our operating activities provided cash of $2.0 million in the three months ended March 31, 2006 and used cash of $3.6 million in the three
months ended March 31, 2005. Cash provided from and used in operations is generated primarily from net income and the timing of accounts
receivable collections and disbursements of accounts payable. Cash provided by operations for the three months ended March 31, 2006 was
generated from a net loss of $1.1 million plus $5.7 million of non cash charges less $2.6 million from a net increase in assets  primarily due to an
increase in  accounts receivable and unbilled receivables. Cash used in operations for the three months ended March 31, 2005 was generated 
from $1.9 million of net income plus $3.5 million of non cash charges and was negatively impacted by a net increase in assets of $9.0 million
primarily from an increase in the balance of accounts receivable as a result of an increase in the amount of time receivables remained
outstanding. We believe cash flow from operations will be sufficient to finance our current operations for the next twelve months.

Our investing activities used cash of $9.6 million and $3.1 million in the three months ended March 31, 2006 and 2005, respectively. Cash used
in investing activities in the three months ended March 31, 2006 primarily consisted of the Mortgage Resource Network acquisition and
increased capital expenditures. Cash used in investing activities in the three months ended March 31, 2005 primarily consisted of capital
expenditures and the acquisition of NYSIS, Inc.

Our financing activities provided cash of $8.9 million and $5.1 million in the three months ended March 31, 2006 and 2005, respectively. The
principal sources of cash from financing activities in the three months ended March 31, 2006 were the proceeds from the initial public offering
described above and, to a lesser extent, borrowings under our revolving credit agreement. This was partially offset by the redemption of
preferred stock and repayments of outstanding debt under our credit facility described above. The principal sources of cash from financing
activities in the three months ended March 31, 2005 were borrowings under our prior revolving credit agreement.

Cash paid for interest expense was $2.3 million and $1.7 million in the three months ended March 31, 2006 and March 31, 2005, respectively. In
the three months ended March 31, 2006, the majority of interest expense was paid on borrowings outstanding under our term loan. In the three
months ended March 31, 2005, the majority of interest expense was paid on borrowings outstanding under our subordinated notes, senior
subordinated notes, prior revolving line of credit and prior term loan.

Credit Agreement

On December 8, 2005, we entered into a $190.0 million senior credit facility. The credit facility provided for a $150.0 million term loan, and a
revolving credit facility of $40.0 million. The credit facility also provided us with an option, subject to the consent of the lenders, to increase the
revolving credit facility by $10.0 million to an aggregate of $50.0 million. We exercised the option to increase our revolving credit facility on
January 11, 2006 and April 28, 2006, and amended our credit facility to increase the revolving loan facility by $5.0 million  on each date, for an
aggregate revolving credit facility of $50.0 million as of April 28, 2006. Following our initial public offering in March 2006, we repaid $70.0
million outstanding under the term loan and repaid  $7.4 million outstanding under the revolving credit facility.

The credit agreement terminates on December 8, 2011. Principal repayments on the term loan of $200,500 are required on a quarterly basis for
each quarter through 2010, and the remaining principal balance at the end of 2010 is repayable in equal quarterly installments during 2011. This
facility can be used to fund acquisitions requiring cash, as well as to fund short-term liquidity needs. Liquidity needs occasionally arise as a
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result of differences in the timing between collecting our accounts receivable and making disbursements to support our operations.

The credit agreement is collateralized by substantially all of our assets. The agreement contains covenants which, among other matters, require
us to maintain certain levels of interest coverage ratio, fixed charge ratio and total leverage ratio. As of  March 31, 2006, we were in compliance
with all debt covenants. In addition, the credit agreement places limitations on total annual capital expenditures, indebtedness, liens, dividends
and distributions, asset sales, transactions with affiliates, acquisitions and conduct of business, all as defined in the agreement. The credit
agreement also contains provisions for an increased interest rate during periods of default. We do not believe that these covenants will affect our
ability to operate our business.

Loans under the credit agreement bear interest at the applicable LIBOR rate plus 3.0% or Prime Rate plus 2.0%, at our option. In addition, we
are required to repay a commitment fee of 0.5% based on the calculation of the excess of the revolving credit loan commitment over the
outstanding balance as defined.
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At March 31, 2006, there was an outstanding balance of $80.0 million under the term loan and no outstanding balance under the revolving credit
facility.

Interest Rate Cap

In September 2004, we purchased an interest rate cap agreement to reduce the potential impact that interest rate increases could have on our
floating-rate debt interest expense. At March 31, 2006, the notional amount of the interest rate cap agreement was $16.1 million. The terms of
the interest rate cap agreement, which expires on September 30, 2006, provide that we would receive quarterly payments equal to the notional
amount multiplied by the difference by which LIBOR exceeds 5%. The initial premium of $29,900 was recorded as an asset on the date of
purchase. Subsequent declines in the fair value of this derivative were recorded as interest expense.

Contractual Obligations

The following table describes our cash commitments, in thousands, to settle contractual obligations as of March 31, 2006.

Total

Less
than
1 year 1-3 years 4-5 years

More than
5 years

Term loans and loans payable $ 80,000 $ 602 $ 2,406 $ 76,992 $ �
Capital lease obligations 1,118 270 733 115 �
Operating lease obligations 10,457 2,096 6,772 1,114 475

Total $ 91,575 $ 2,968 $ 9,911 $ 78,221 $ 475

Off-Balance-Sheet Arrangements

As of March 31, 2006, we did not have any significant off-balance-sheet arrangements, as defined in Item 303(a)(4)(ii) of Regulation S-K of the
SEC.

Item 3. Quantitative and Qualitative Disclosures about Market Risk

During the three months ended March 31, 2006, there were no material changes in our market risk exposure. For a discussion of our market risk
associated with interest rate risk and equity price risk as of December 31, 2005, see Risk Factors and Management�s Discussion and Analysis of
Financial Condition and Results of Operations contained in our  registration statement on Form S-1 (File No. 333-129526), declared effective by
the Securities and Exchange Commission on March 23, 2006, which includes audited financial statements for the year ended December 31,
2005.
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Item 4.  Controls and Procedures

Evaluation of Disclosure Controls and Procedures

In connection with the preparation and review of this Quarterly Report on Form 10-Q, our independent registered public accounting firm
identified adjustments to our financial statements as part of their quarterly review procedures.  These adjustments were made prior to the
issuance of our financial statements for the three months ended March 31, 2006.  Our management, with the participation of our chief executive
officer and chief financial officer, and after consideration of these adjustments and in consultation with our Audit Committee and our
independent registered public accounting firm, evaluated the effectiveness of our disclosure controls and procedures as of March 31, 2006.  The
term �disclosure controls and procedures,� as defined in Rules 13a-15(e) and 15d-15(e) under the Exchange Act, means controls and other
procedures of a company that are designed to ensure that information required to be disclosed by a company in the reports that it files or submits
under the Exchange Act is recorded, processed, summarized and reported, within the time periods specified in the SEC�s rules and forms. 
Disclosure controls and procedures include, without limitation, controls and procedures designed to ensure that information required to be
disclosed by a company in the reports that it files or submits under the Exchange Act is accumulated and communicated to the company�s
management, including its principal executive and principal financial officers, as appropriate to allow timely decisions regarding required
disclosure. Management recognizes that any controls and procedures, no matter how well designed and operated, can provide only reasonable
assurance of achieving their objectives and management necessarily applies its judgment in evaluating the cost-benefit relationship of possible
controls and procedures.   Based on the evaluation of our disclosure controls and procedures as of March 31, 2006, and after considering the
results of the Quarterly Report on Form 10-Q preparation and review process, our chief executive officer and chief financial officer concluded
that certain control deficiencies existed in our internal control over financial reporting as of such date, which, as discussed below, constituted a
material weakness.  As a result, our chief executive officer and chief financial officer concluded that our disclosure controls and procedures were
not effective at the reasonable assurance level as of March 31, 2006.
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Notwithstanding the material weakness described below, management believes the condensed consolidated financial statements included in this
Quarterly Report on Form 10-Q fairly present in all material respects our financial condition, results of operations and cash flows at and for the
periods presented in accordance with accounting principles generally accepted in the United States of America (�US GAAP�).

Material Weakness in Internal Control over Financial Reporting

                A �material weakness� is a control deficiency, or combination of control deficiencies, that results in more than a remote likelihood that a
material misstatement of the annual or interim financial statements will not be prevented or detected.   

As of March 31, 2006, we did not have a sufficient complement of personnel with an appropriate level of accounting knowledge, experience and
training in the application of US GAAP to support our financial accounting and reporting requirements. As a result, we did not maintain
effective controls over the application of our accounting policies related to the timing of expense recognition sufficient to ensure such charges
and expenses were accounted for in accordance with US GAAP.  If left unremediated, these control deficiencies could potentially result in
misstatement of significant accounts and disclosures that could result in a material misstatement to our interim or annual consolidated financial
statements that would not be prevented or detected.  Accordingly, management has determined that these control deficiencies constituted a
material weakness in internal control over financial reporting.

Management�s Remediation Initiatives

We are in the process of remediating the material weakness in our internal control over financial reporting described above.  We have taken or
expect to take the following actions:

� We have recently added several professionals possessing significant accounting and control expertise. These individuals will be
included in the preparation and review of our periodic financial statements and evaluate transactions and accounting treatments
that may give rise to additional research and control considerations.

� We are actively recruiting to supplement our finance and accounting staff with an individual with significant public company
financial reporting experience.

� We have drafted critical accounting policies and procedures to ensure that account reconciliations and amounts recorded in our
books and records are substantiated by detailed and contemporaneous documentary support. These policies and procedures include
strengthened reconciliation procedures, approvals and supervisory review controls.

� We will engage the services of external advisors, as necessary, in relation to significant accounting matters.

� We will further train certain key personnel with responsibilities for financial and tax reporting in order to improve the quality,
communication and review processes and procedures over these functions.

� We will conduct an assessment of the accounting and finance organization in order to assess competencies and responsibilities and
take corrective actions as necessary

Changes in Internal Control Over Financial Reporting
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No change in our internal control over financial reporting (as defined in Rules 13a-15(f) and 15d-15(f) under the Exchange Act) occurred during
the three months ended March 31, 2006, other than the material weakness described above, that has materially affected, or is reasonably likely to
materially affect, our internal control over financial reporting.
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Part II � OTHER INFORMATION

Item 1.  Legal Proceedings

Not applicable.

Item 1A. Risk Factors

We caution you that the following important factors, among others, could cause our actual results to differ materially from those expressed in
forward-looking statements made by us or on our behalf in filings with the SEC, press releases, communications with investors and oral
statements. Any or all of our forward-looking statements in this Quarterly Report on Form 10-Q and in any other public statements we make
may turn out to be wrong. They can be affected by inaccurate assumptions we might make or by known or unknown risks and uncertainties.
Many factors mentioned in the discussion below will be important in determining future results. Consequently, no forward-looking statement can
be guaranteed. Actual future results may vary materially. We undertake no obligation to update any forward-looking statements, whether as a
result of new information, future events or otherwise.

Risks Related to Our Business

Adverse changes in the mortgage-backed securities, or MBS, market, the mortgage lending industry or the housing market could result in a
reduced demand for our services.

Our business is driven in part by the MBS market, the mortgage lending industry and the housing market, each of which is highly sensitive to
trends in the general economy, including interest rates, perceived and actual economic conditions, taxation policies, availability of credit,
employment levels and wage and salary levels. Adverse changes in any of these trends, or a decline in the sale of both new and existing homes
or in home values, could lessen the demand for mortgage loans, which could result in a reduced demand for our services and diminish our
revenues. A material reduction in the number of loans available for securitization may cause our clients to engage us for fewer services, which
could have an adverse effect on our business and results of operations.

A sustained downturn in the residential mortgage loan origination business, which is a cyclical industry currently at a historically high level,
may adversely affect our business and harm our operations.

The residential mortgage lending origination business has historically been a cyclical industry. The residential mortgage lending industry
experienced rapid growth from 2001 through 2005 due, in large part, to declining interest rates. During periods of rising interest rates, mortgage
loan originations generally decrease, as higher interest rates provide reduced economic incentives for borrowers to refinance their existing
mortgages. An extended decrease in mortgage loan originations may lead to fewer issuances of mortgage-backed securities and, consequently,
demand for our transaction management services may be materially reduced. Our historical performance may not be indicative of results that

Edgar Filing: CLAYTON HOLDINGS INC - Form 10-Q

48



would occur in a rising interest rate environment during which our results of operations may be materially adversely affected.

The market for our services is highly competitive, and if we are not able to compete effectively, our business and results of operations may be
adversely affected.

The market for our services is highly fragmented, intensely competitive and subject to rapid change. Our existing competitors, or future
competitors, may have greater name recognition, larger client bases, better technology or data, easier access to data, lower priced services or
greater financial, technical, personnel or other resources than we have. We compete with several providers of due diligence services, including
large accounting firms and other providers focused on technology products, staffing services, surveillance and special servicing. Larger
competitors with greater technical, personnel and financial resources may be better able to respond to the need for technological changes,
compete for skilled professionals, build upon efficiencies based on a larger volume of loan transactions, fund internal growth and compete for
market share generally. Among the ways in which we may encounter new or increased competition is the hiring or establishment by a
competitor of a pool of skilled offshore workers that can provide many of the same services that we provide at substantially lower cost. Also, we
may face competition from our clients if they choose to provide such services internally, as opposed to outsourcing these services to us, and
from third parties who decide to expand their services, either organically or through merger or acquisition, to include some or all of the services
that we provide. Increased competition could result in lower revenues and higher expenses, which could have an adverse effect on our business
and results of operations.
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The loss of one or more of our largest clients could adversely affect our business and results of operations.

For the three months ended March 31, 2006, revenue from our largest three clients accounted for an aggregate of 33.1% of our total revenue and
revenue from one client exceeded 10% of revenue for the period. We have experienced similar levels of customer concentration in prior years.
We expect that these clients will continue to account for a substantial portion of our revenue for the foreseeable future. While we have
long-standing relationships with our major clients, we generally do not have long-term contracts with these or our other clients. As a result, such
clients could significantly decrease or cease their business with us upon limited or no notice. Any loss of major clients or a reduction in the type
or scope of services for which such clients engage us could adversely affect our business and results of operations.

Additionally, there has been, and may continue to be, substantial merger, acquisition and consolidation activity in the banking and financial
services industry. The financial services industry includes many of our largest clients, and these clients may seek to diversify their service
providers by utilizing our competitors to perform certain services that we provide. If our clients merge with or are acquired by other entities that
are not our clients, or that use fewer of our services, they may discontinue or reduce their use of our services. Finally, the larger banks or
financial institutions resulting from mergers or consolidations could decide to internally perform some or all of the services that we currently
provide or may provide in the future, and thus terminate our engagements or decrease the level or volume of services we provide. Any of these
developments could have an adverse effect on our business and results of operations.

If we are inefficient in delivering services to our customers, our profit margins may decrease and we may not be able to compete effectively.

The success of our business depends on delivering high-quality services to our clients in a timely manner.  Our independent loan review
specialists are a key component of our ability to deliver services.  If we do not properly manage the activities of our independent loan review
specialists and we experience a decrease in their productivity, especially in connection with client engagements that are billed on a per file basis,
our profit margins will be adversely affected. In order to maintain our profit margins in times of decreased productivity, we may increase the
cost of our services to clients, which could result in reduced demand for our services and/or termination of client engagements with us.  A
reduction in services, a premature termination of engagements or our inability to increase prices could have an adverse effect on our business
and results of operations.

Clients can terminate engagements with us at any time.

A majority of our transaction management engagements are project-based. Therefore, the utilization of our independent loan review specialists
depends on our ability to secure additional engagements on a continual basis. Also, if a client terminates an engagement and we are unable to
re-deploy our independent loan review specialists on another engagement within a short period of time, the independent loan review specialists
may seek other opportunities for their services, which would increase our labor, recruiting and training costs and could have an adverse effect on
our business and results of operations.

Maintaining our professional reputation is critical to our future success, and any damage to our reputation may adversely affect our
business and results of operations.
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Our ability to secure new engagements and recruit and retain qualified employees and independent loan review specialists depends heavily on
our strong reputation in the mortgage loan industry. Because we obtain a majority of our new engagements from existing clients, a client�s
dissatisfaction with our performance could seriously impair our ability to secure new engagements from that client and its affiliates. Diminution
of our business reputation for any reason could make it substantially more difficult for us to compete successfully for new engagements.

Our engagements may result in professional liability.

Our services typically involve difficult analytical assignments and carry risks of professional and other liability. Many of our engagements
involve matters that could have an impact on our client�s business. For example, our clients depend on us to accurately evaluate compliance with
underwriting and regulatory criteria in connection with their analysis of mortgage securities. If a client incurs losses as a result of the services we
provide, the client could threaten or bring litigation in order to recover damages or to contest its obligation to pay all or part of our fees. In some
cases, a client may seek to recover its losses pursuant to indemnification rights. Litigation alleging that we performed negligently or otherwise
breached our obligations to the client could expose us to significant liabilities and tarnish our reputation. In addition to the costs associated with
litigation and claims, the perceived exposure to professional liability may make it more expensive to obtain and maintain insurance, including
errors and omissions insurance. While we have not experienced any such claims or been subject to litigation to date, any such occurrence could
have an adverse effect on our business and results of operations.
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If we are not able to maintain accurate, comprehensive or reliable systems and data, we could experience reduced demand for our services.

Our success depends on our clients� confidence in the comprehensiveness, accuracy and reliability of our proprietary systems, transaction data
and database of loan information. Additionally, we must continuously monitor changes to state predatory lending regulations, and update our
compliance software and data accordingly. The task of establishing and maintaining accurate and reliable systems and data is a continuous,
complex, multi-step process. If our data, including the data we obtain from third parties, is not current, accurate, comprehensive or reliable or if
there is an error in our systems resulting from events such as miscoding of rules or miscalculations of critical data elements, we could experience
damage to our reputation or be subject to legal action, either of which could result in reduced demand for our services.

Our business could be adversely affected if we are unable to safeguard the security and privacy of the personal financial information we
receive.

In connection with our loan file due diligence reviews and other consulting and advisory services that we provide to third parties relating to
mortgage loans and mortgage-backed securities, we have access to personal financial information of the borrowers. This personal financial
information is highly sensitive and confidential. If we or a third party were to misappropriate this information, we potentially could be subject to
both private and public legal actions. Although we have policies and procedures designed to safeguard confidential information, we cannot
assure you that these policies and safeguards are sufficient to prevent the misappropriation of confidential information or that our policies and
safeguards will be deemed compliant with any existing or future federal or state laws or regulations governing privacy.

An interruption in or breach of our information systems may result in lost business.

We rely heavily upon information systems to conduct our business. As we implement our growth strategy this reliance will increase. Any failure
or interruption, or breach in security, of our information systems or the third party information systems on which we rely could significantly
impede our ability to operate our business. Although such failures, interruptions or breaches have not occurred in the past, we cannot assure you
that one will not happen in the future, or if they do occur that we or the third parties on which we rely will adequately address them. We have
implemented precautionary measures to avoid systems outages and to minimize the effects of any data systems interruptions, but we have not
instituted fully redundant systems. If we do not build and maintain redundant systems for our data, current clients may terminate their
engagements with us and potential clients may utilize one of our competitors for their service needs. The occurrence of any failure, interruption
or breach could significantly harm our business. We may be required to expend significant capital and other resources to license encryption
technology and additional technologies to protect against security breaches or to alleviate problems caused by any breach. We may be liable for
any breach in our security and any breach could harm our reputation, reduce demand for our services or cause clients to terminate their
relationships with us.

Stephen M. Lamando, our founder, recently resigned, which may adversely impact our business.

Mr. Lamando resigned as our President, effective December 31, 2005, to pursue personal interests. Mr. Lamando�s resignation may adversely
affect our ability to execute our business strategy, manage our growth or compete effectively. Mr. Lamando will continue to serve as a director.
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If we lose the services of any additional key executive officers, we may not be able to execute our business strategy, manage our growth or
compete effectively.

Our future success depends in large part on the continued service of our key executive officers, including Frank P. Filipps, our President and
Chief Executive Officer, and Frederick C. Herbst, our Chief Financial Officer. Although we have employment and non-competition agreements
with these executive officers, these individuals may nevertheless leave us. We cannot assure you that these executive officers can be replaced
with equally skilled and experienced professionals. Because these executive officers would be difficult to replace, the loss of their services could
have an adverse effect on our business and results of operations.

Our business could suffer if we are unable to recruit and retain qualified independent loan review specialists.

Our business requires us to continually recruit and retain highly qualified and experienced independent loan review specialists to perform due
diligence and transaction related services. Our failure to recruit and retain a significant number of qualified independent loan review specialists
could limit our ability to accept or complete engagements and adversely affect our business and results of operations. We face significant
competition for these specialists from our direct competitors as well as other companies that seek highly qualified, highly educated candidates.
Additionally, our competitors currently solicit and may hire our independent loan review specialists after they have completed our thorough
training program. Competition for these independent loan review specialists may increase labor and training costs, which could have an adverse
effect on our business and results of operations.
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Efforts to expand our product offerings beyond our current markets may not succeed.

We have focused on selling our services primarily in the residential non-agency MBS market. Although we currently offer services for other
consumer and commercial loan types and related securities, we may expand further into these and other asset classes. Efforts to expand our
product offerings beyond the principal market that we currently serve, however, may divert management resources from existing operations and
require us to commit significant financial resources to developing new product offerings, which could have a material adverse effect on our
business and results of operations. Moreover, efforts to expand beyond our existing markets may not result in the creation of new products that
achieve market acceptance, create additional revenues or become profitable.

We may make acquisitions that prove unsuccessful or strain or divert our resources.

We intend to consider acquisitions of other companies in our industry that could complement our business, including the acquisition of entities
that would expand our service offerings, increase our market share or offer access to other asset classes that we do not currently serve. We have
limited experience in completing acquisitions of other businesses. If we do acquire other businesses, we may not be able to successfully integrate
these businesses with our own and we may be unable to maintain our standards, controls and policies. We may fail in our attempt to integrate
acquired companies and businesses in such a way that we can realize cross-selling opportunities and other synergies. Further, acquisitions
may place additional constraints on our resources by diverting the attention of our management from our business operations. Through
acquisitions, we may enter areas in which we have no or limited experience, and an acquisition may be unsuccessful in accomplishing the
intended benefits of the transaction. Moreover, any acquisition may result in substantial transaction-related expenses, a potentially dilutive
issuance of equity securities, the incurrence of debt or amortization of expenses and related intangible assets, all of which could have an adverse
effect on our business and results of operations.

We may not be able to manage our growth or meet marketplace demands effectively.

We have expanded significantly in the last few years and intend to maintain our focus on growth. However, our growth will place additional
demands on our resources and we cannot be sure that we will be able to manage our growth effectively. In order to successfully manage our
growth, we may need to:

�  expand and enhance our administrative infrastructure;

�  continue to improve our management, financial and information systems and controls; and

�  recruit, train, manage and retain our employees and our independent loan review specialists effectively.
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Continued growth could place a strain on our management, operations and financial resources. In addition, this growth may adversely affect our
ability to service the demands of our clients or the quality of services we provide. If we are unable to meet these demands, our competitors
may be able to gain a greater market share in the transaction management and credit risk surveillance services market generally, as well as gain a
greater share of our clients� business. We cannot assure you that our infrastructure, operational, financial and management controls, reporting
systems and procedures, facilities and personnel will be adequate to support our future operations or to effectively adapt to future growth. Our
expected additional headcount and capital investments will increase our costs, which will make it more difficult for us to offset any future
revenue shortfalls by offsetting expense reductions in the short term. If we cannot manage our growth effectively, our business and results of
operations may be adversely affected.

Changes in the regulation of our business and our failure to comply with applicable laws and regulations may adversely affect our business
and results of operations.

Our business is subject to various federal, state and local laws and regulations. Proposals for further regulation and changes in existing
regulation that affect our business are regularly being introduced and passed in state legislatures and the U.S. Congress. Proposals that are now
receiving a great deal of attention include consumer protection initiatives relating to privacy and security of customer information, and predatory
lending regulations. It is possible that one or more other legislative proposals or regulatory changes may be adopted that would have an adverse
effect on our business. For example, any changes to the current predatory lending regulations may increase our costs in connection with updating
and conforming our High Cost Analyzer compliance application, or, conversely, reduce demand for our compliance related services. Our failure
to comply with these laws and regulations could harm our client relationships or our reputation, inhibit our ability to obtain new engagements,
and expose us to class action lawsuits, breach of contract claims, and governmental proceedings, all of which could have an adverse effect on
our business and results of operations.
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Third parties may claim we are infringing their intellectual property rights, or may infringe upon or design around our intellectual property
rights.

Our competitive position depends largely upon our proprietary products, processes and services. Third parties, however, may claim that we or
our products, systems or operations infringe their intellectual property rights, and we may be unaware of intellectual property rights of others
that may cover some aspects of our technology, products or services. Any litigation regarding trademarks, copyrights or other intellectual
property rights could be costly and time consuming, and divert our management and key personnel from operating our business. If any third
party has a meritorious or successful claim that we are infringing their intellectual property rights, we may be forced to change our products or
services or to compensate such third parties, which may be costly or impractical. While we have not experienced any material claims or been
subject to litigation to date, any such occurrence could have an adverse effect on our business and results of operations.

Our success and competitive position depend in part on our ability to obtain and maintain intellectual property rights protecting our products and
services. We rely on a combination of copyrights, trademarks, service marks, trade secrets, confidentiality provisions and licensing arrangements
to establish and protect our intellectual property and proprietary rights. We have received federal trademark registrations for CLAYTON and
BEYOND DILIGENT, and have filed federal trademark applications to help protect certain trademarks that we use in conjunction with our
business, including HIGH COST ANALYZER, HIGH COST FOCUS, CLAS, GREEN MACHINE, MASTEREPORTER and our Clayton logo.
Our pending applications may not be registered by the U.S. Patent and Trademark Office, and third parties may challenge the validity or scope
of the trademark applications or registrations. Despite our proprietary rights, there can be no assurance that others will not develop similar
products, duplicate our products or design around our products.

Our loan agreement contains operating and financial covenants that may restrict our business and financing activities.

We have entered into a senior loan agreement providing for a $150.0 million term loan and a $50.0 million revolving line of credit. Among other
things, this senior loan agreement restricts our ability to:

�  incur or guaranty additional indebtedness;

�  make capital expenditures;

�  create liens;

�  enter into transactions with affiliates;

�  make loans or investments;
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�  sell assets;

�  pay dividends or make distributions on, or repurchase, our stock; or

�  consolidate or merge with other entities.

In addition, our senior credit facility requires us to maintain specified financial covenants, which we have complied with as of March 31, 2006.
The operating and financial restrictions and covenants in this credit facility, as well as any future financing agreements, may restrict our ability
to finance our operations, engage in business activities or expand or pursue our business strategies. Our ability to comply with our obligations
under the credit facility may be affected by events beyond our control. We may not be able to meet those obligations. A breach of any of our
obligations under the credit facility could result in a default, cause any future indebtedness under the revolving line of credit that may be
outstanding to become immediately due and payable, and terminate all commitments to extend further credit. We cannot assure you that we will
have sufficient assets to repay our credit facility upon any default. If we were unable to repay any outstanding indebtedness, the bank could
proceed against the collateral granted to them to secure that indebtedness. We have pledged substantially all of our assets, including certain
intellectual property, as collateral under the credit facility.

We have begun to, and will in the future, incur significant increased costs as a result of our beginning to operate as a public company, and
our management will be required to devote substantial time and expense to various compliance issues.

We became a publicly traded company on March 24, 2006. As a result of becoming a publicly-traded company, we have begun to, and will in
the future, incur substantial additional legal, accounting, and other expenses that we did not incur as a private company. In addition, the
Sarbanes-Oxley Act of 2002, along with rules promulgated by the SEC and the Nasdaq National Market, the market on which our stock trades,
have imposed significant new requirements on public companies, including many changes involving corporate governance. Management and
other company personnel have already begun, and will be required to continue, to devote a substantial amount of time to ensuring our
compliance with these regulations. Accordingly, our legal and accounting expenses will significantly increase, and certain corporate actions will
become more time-consuming and costly. For example, these regulations may make it more difficult to attract and retain qualified members of
our board of directors and various corporate committees, and obtaining director and officer liability insurance will be more expensive.
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If we are unable to effectively and efficiently implement the necessary initiatives to eliminate the material weakness identified in our internal
control over financial reporting, or if we have other material weaknesses in our internal control over financial reporting, there could be an
adverse effect on our financial reporting.

In connection with the preparation and review of this Quarterly Report on Form 10-Q, our independent registered public accounting firm
identified adjustments to our financial statements as part of their quarterly review procedures.  These adjustments were made prior to the
issuance of our financial statements for the three months ended March 31, 2006.  As required by Securities and Exchange Commission Rule
13a-15(b), we carried out an evaluation, under the supervision and with the participation of our management, including our chief executive
officer and chief financial officer, and after consideration of these adjustments and in consultation with our Audit Committee and our
independent registered public accounting firm, of the effectiveness of the design and operation of our disclosure controls and procedures as of
March 31, 2006, the end of the period covered by this Quarterly Report on Form 10-Q.  In connection with this evaluation, our chief executive
officer and chief financial officer, after considering the results of the Quarterly Report on Form 10-Q preparation and review process,
determined that certain control deficiencies existed in our internal control over financial reporting as of March 31, 2006, which, constituted a
material weakness.  Notwithstanding this material weakness, management believes the condensed consolidated financial statements included in
this Quarterly Report on Form 10-Q fairly present in all material respects our financial condition, results of operations and cash flows at and for
the periods presented in accordance with US GAAP.

We have commenced several remediation initiatives, which we are continuing to pursue, in an effort to remediate this material weakness. For
more information regarding the material weakness identified by management in our internal control over financial reporting, and our
remediation efforts to cure such weakness, please see �Part I, Item 4. Controls and Procedures� above.  If we cannot remediate our existing
material weakness or produce reliable financial reports, investors could lose confidence in our reported financial information, the market price of
our stock could decline significantly, we may be unable to obtain additional financing to operate and expand our business and our business and
financial condition could be harmed.

Our auditors identified several significant deficiencies during their audits of the fiscal periods 2003, 2004 and 2005. In order to comply with
public reporting requirements, we must continue to strengthen our financial systems and controls, and the failure to do so could adversely
affect our ability to provide timely and accurate financial statements.

In connection with the preparation of our year end audited financials statements for fiscal 2003, 2004 and 2005, our independent auditors
identified several deficiencies in our internal control over financial reporting. Certain of these were matters that could, in our auditor�s judgment,
adversely affect our ability to record, process, summarize and report financial data, and were �significant deficiencies� pursuant to Auditing
Standard No. 2 issued by the Public Company Accounting Oversight Board. The comments and recommendations provided by our auditors in
2005 included, but were not limited to:  the need to augment financial reporting staffing in connection with the preparation of consolidated
financial statements on a timely basis; the need to implement stricter control procedures regarding internal capitalization expenses and
accounting for employment and personnel agreements; the need to implement appropriate security measures with respect to access to our
internal software applications; the need to segregate duties in key information technology functions so that individuals are limited in their ability
to improperly impact our software, and create a change management policy to insure data integrity and control of our proprietary software; the
need to improve control procedures with respect to internal access to client files; and the need for enhanced monitoring and oversight of our tax
function.

In prior years, our auditors recommended that we improve documentation of our client engagements so that key terms for engagements with
clients are documented in writing; create policies and procedures to strengthen our accounts receivable function in order to more efficiently bill
customers and apply customer payments appropriately; maintain contemporaneous documentation to support our books and records; segregate
duties in key accounting functions so that individuals are limited in their ability to improperly impact our accounting records, including with
respect to information technology access; and implement appropriate security measures with respect to the preparation of financial statements.
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If the significant deficiencies identified by our auditors are left unremediated, they could materially adversely affect our business and results of
operations. For example, the auditors noted a significant deficiency regarding the documentation and recordkeeping of certain of our internal
projects that are eligible for capitalization. Inadequate documentation or recordkeeping could result in erroneous payroll and accounting records.
Additionally, our auditors noted a significant deficiency with respect to segregation of duties in our information technology department, as well
as a significant deficiency with respect to inadequate control over financial reporting software. The effect of such deficiencies could materially
harm our internal accounting, since multiple accounting personnel would have access to our accounting system, and potentially impair the
integrity of our accounting and reporting. Our auditors noted a significant deficiency with respect to our tax recordkeeping and documentation. If
this deficiency is not addressed, we may face penalties from state and federal tax authorities for underpayment, and our financial statements
may not properly reflect all taxes incurred. Our auditors noted a significant deficiency with respect to our change management processes. Failure
to address weak change management procedures may result in improper access to our source code for our proprietary software, which
may impair certain software critical to our clients. Finally, our auditors identified a deficiency with respect to our ability to prepare financial
statements on a timely basis. If we are unable to prepare our financial statements on time, it may adversely affect our business and compliance
with SEC reporting obligations.

All remediation actions taken by management subsequent to December 31, 2005 will be subject to the consideration of our auditors during the
audit of our financial statements as of and for the year ending December 31, 2006. Although we believe we have made substantial progress in
addressing the areas identified by our auditors as needing improvement, there are no assurances that these matters will have been sufficiently
addressed in the opinion of our independent auditors or that other deficiencies will not be identified in connection with their next audit of our
financial statements.

Continued improvement of our internal controls and procedures will be required in order for us to manage future growth successfully and
operate effectively as a public company. The continued improvement of our internal controls, as well as compliance with the Sarbanes Oxley
Act of 2002 and related requirements, is, and will continue to be, costly and will place a significant burden on management. We have had only
limited operating experience with the improvements we have made. We cannot assure you that the measures we have taken or any future
measures will enable us to provide accurate and timely financial reports, particularly if we are unable to hire additional personnel in our
accounting and financial department, or if we lose personnel in this area. Any failure to improve our internal controls could result in delays or
inaccuracies in reporting financial information, or non compliance with SEC reporting and other regulatory requirements, any of which could
adversely affect our business and results of operations.

Risks Related to the Common Stock and Our Capital Structure

There is a limited history of a trading market for our common stock, and the market price of our common stock may be highly volatile or
may decline regardless of our operating performance.

There has only been a public market for our common stock since the completion of our initial public offering in late March 2006. The trading
market in our common stock may be volatile. The market prices of the securities of newly public companies have been volatile, and have been
known to decline rapidly. Broad market and industry conditions and trends may cause fluctuations in the market price of our common stock,
regardless of our actual operating performance.

Future sales of our shares could adversely affect the market price of our common stock.
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Our stockholders that held our stock prior to our initial public offering now hold approximately 58.0% of our outstanding shares of common
stock. These stockholders will not be contractually prohibited from selling these shares following the 180-day lock-up period following our
initial public offering, which expires on September 19, 2006, subject to certain extensions. Stockholders may sell these shares earlier if
consented to by the underwriters of our initial public offering. In addition, after the expiration of the lock-up period, we will not be contractually
prohibited from issuing and selling additional shares of our common stock. Any sale by us or our current stockholders of our common stock in
the public market, or the perception that sales could occur, could adversely affect the prevailing market price for our common stock.

Substantially all of the holders of our common stock prior to our initial public offering have rights, subject to some limited conditions, to
demand that we file a registration statement on their behalf to register their shares or that we include their shares in a registration statement that
we file on our behalf or on behalf of other stockholders. If such demand rights are exercised pursuant to the terms and conditions of the
registration rights agreement and we are required to file an additional registration statement, we will incur significant expenses in connection
with the filing of such registration statement. Additionally, the filing of an additional registration statement at the request of the stockholders
may divert the attention of our senior management from our business operations.

Our directors and certain significant stockholders  exercise significant control over Clayton.

Our directors, and significant stockholders and their affiliates, including TA Associates and Stephen M. Lamando, collectively control
approximately 48.6% of our outstanding common stock. Investment funds affiliated with TA Associates hold an aggregate of
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40.4% of our outstanding common stock. As a result, these stockholders, if they act together, are able to influence our management and affairs
and all matters requiring stockholder approval, including the election of directors and approval of significant corporate transactions. This
concentration of ownership may have the effect of delaying or preventing a change in control of Clayton and might affect the market price of our
common stock.

We may require additional capital in the future, which may not be available to us. Issuances of our equity securities to provide this capital
may dilute your ownership in us.

We may need to raise additional funds through public or private debt or equity financings in order to:

�  take advantage of expansion opportunities;

�  acquire complementary businesses or technologies;

�  develop new services and products; or

�  respond to competitive pressures.

Any additional capital raised through the issuance of our equity securities may dilute your percentage ownership interest in us. Furthermore, any
additional financing we may need may not be available on terms favorable to us or at all. The unavailability of needed financing could adversely
affect our ability to execute our growth strategy.

Provisions in our certificate of incorporation and by-laws may deter third parties from acquiring us.

Our certificate of incorporation and by-laws contain provisions that may make the acquisition of Clayton more difficult without the approval of
our board of directors, including the following:

�  our board of directors is divided into three classes serving staggered three-year terms;
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�  only our board of directors may call special meetings of our stockholders;

�  our stockholders may take action only at a meeting of our stockholders and not by written consent;

�  we have authorized undesignated preferred stock, the terms of which may be established and shares of which
may be issued without stockholder approval;

�  stockholder approval of amendments of our certificate of incorporation or by-laws require a vote of 75% of
our outstanding shares;

�  vacancies on the board of directors may be filled only by the directors;

�  our directors may be removed only for cause by the affirmative vote of the holders of 75% of the votes that all
stockholders would be entitled to cast in the election of directors; and

�  we require advance notice for stockholder proposals.

These anti-takeover defenses could discourage, delay or prevent a transaction involving a change in control of Clayton. These provisions could
also discourage proxy contests and make it more difficult for you and other stockholders to elect directors of your choosing and cause us to take
other corporate actions that you desire.

Section 203 of the Delaware General Corporation Law may delay, defer or prevent a change in control that our stockholders might consider
to be in their best interests.

We are subject to Section 203 of the Delaware General Corporation Law which, subject to certain exceptions, prohibits �business combinations�
between a Delaware corporation and an �interested stockholder,� which is generally defined as a stockholder who becomes a beneficial owner of
15% or more of a Delaware corporation�s voting stock for a three-year period following the date that such stockholder became an interested
stockholder absent prior approval of our board of directors. Section 203 could have the effect of delaying, deferring or preventing a change in
control that our stockholders might consider to be in their best interests.
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Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

(a)  Not applicable.

(b)  On March 23, 2006, our registration statement on Form S-1 (Registration No. 333-129526) was
declared effective for our initial public offering, pursuant to which we offered and sold 8,625,000 shares of common
stock, which included 1,125,000 shares sold in connection with the underwriters� exercise of their over-allotment
option described below, at an initial public offering price of $17.00 per share. The underwriters exercised their
over-allotment option to purchase the additional 1,125,000 common shares at the initial public offering price of
$17.00 per share on March 27, 2006. The offering, including the underwriters� over-allotment option,  closed on
March 29, 2006 and, after the sale of all securities registered, including the underwriters� over-allotment option shares,
we received net proceeds of approximately $136.4 million (after underwriters� discounts of  $10.3 million). The
underwriters of the offering were William Blair & Company, L.L.C., Piper Jaffray & Co., SunTrust Capital
Markets, Inc., JMP Securities LLC and America�s Growth Capital, LLC. We incurred estimated offering related
expenses of approximately $4.5 million, of which approximately $2.3 million were paid prior to the closing of the
initial public offering. These offering related expenses, together with the underwriters� discount, totaled approximately
$14.8 million in estimated expenses related to the offering, and resulted in net proceeds to us of approximately $131.8
million. No offering expenses were paid directly or indirectly to directors, officers (or their associates), or to persons
owning 10% or more of any of our equity securities.

Upon the closing of the offering, we immediately repaid approximately $52.8 million to investment funds affiliated with TA Associates, Inc. and
our other preferred stockholders, including Brian L. Libman, a director of the Company, to redeem all of the shares of redeemable preferred
stock that were issued and outstanding immediately following the conversion of our series A convertible preferred stock and series B convertible
preferred stock. The conversion of the series A convertible preferred stock and series B convertible preferred stock occurred upon the closing of
the initial public offering. Investment funds affiliated with TA Associates, Inc. received approximately $51.4 million of the $52.8 million upon
the redemption of the redeemable preferred stock. Mr. Libman received approximately $0.9 million upon the redemption of the redeemable
preferred stock. We also repaid $70.0 million of the $150.0 million owed under the term loan portion of our senior credit facility with BNP
Paribas, and the entire $7.4 million owed under the revolving credit portion of our senior credit facility with BNP Paribas. We intend to use
remaining $1.6 million of the net proceeds for general corporate purposes, including working capital and possible acquisitions and investments.
We currently have no agreements or commitments with respect to any acquisitions or investments and we do not currently have any acquisitions
or investments planned. Pending specific application of our net proceeds, we plan to invest our net proceeds in government securities and other
short-term, investment-grade, marketable securities.

(c)  Not applicable.

Item 3.  Defaults Upon Senior Securities

Not applicable.
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Item 4. Submission of Matters to a Vote of Security Holders

On February 3, 2006, the holders of our convertible preferred stock took action by written consent to approve our acquisition of Mortgage
Resource Network. A total of 8,059,710 shares of our preferred stock (on an as-converted to common stock and split-adjusted basis) voted in
favor of the matters contained in the consent, and there were no votes against and no abstentions.

On February 28, 2006, we sent a written consent to our stockholders requesting the approval of a one-for-four reverse stock split of our common
stock and class B common stock and to approve a certificate of amendment to our Second Amended and Restated Certificate of Incorporation
effecting such stock split. A total of 8,283,227 shares of our stock (on an as-converted to common stock and split-adjusted basis) voted in favor
of these matters, and there were no votes against and no abstentions.

On March 8, 2006, we sent a written consent to our stockholders requesting approval of the following matters in connection with our proposed
initial public offering: (i) the approval of our Third Amended and Restated Certificate of Incorporation to provide for certain takeover protection
and corporate governance measures, to be effective immediately prior to the pricing of the initial public offering; (ii) the approval of our Fourth
Amended and Restated Certificate of Incorporation to provide for changes to our capital stock structure, to be effective immediately prior to the
closing of the initial public offering; (iii) the election of Margaret Sue Ellis, Frank Filipps and Stephen Lamando, to serve as Class I directors
until the date of the annual meeting of stockholders in 2006 or until his or her earlier death, resignation or removal; (iv) the election of Brian
Libman and Todd Crockett to serve as Class II directors until the date of the annual meeting of stockholders in 2007 or until his earlier death,
resignation or removal; (v) the election of Roger Kafker and Frank Raiter to serve as Class III directors until the date of the annual meeting of
stockholders in 2008 or until his earlier death, resignation or removal; (vi) the amendment and restatement of our by-laws to provide for certain
changes consistent with our
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becoming a public company; (vii) the form of indemnification agreement for directors and executive officers of the Company; and (viii) the
adoption of our 2006 Stock Option and Incentive Plan. All such actions were effected pursuant to an action by unanimous written consent of our
stockholders pursuant to Section 228 of the Delaware General Corporation Law.

Item 5. Other Information

Not applicable.

Item 6. Exhibits

The exhibits listed in the Exhibit Index immediately preceding the exhibits are filed as part of this Quarterly Report on Form 10-Q and such
Exhibit Index is incorporated herein by reference.
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SIGNATURES

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

CLAYTON HOLDINGS, INC.

Date: May 15, 2006 By: /s/ Frederick C. Herbst
Frederick C. Herbst
Chief Financial Officer
(Duly Authorized Officer and Principal Financial Officer)
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EXHIBIT INDEX

Listed and indexed below are all Exhibits filed as part of this report.

Exhibit No. Description

31.1 Certification pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, Rule 13a-14(a)/15d-14(a), by Chief Executive Officer.

31.2 Certification pursuant to Section 302 of the Sarbanes-Oxley Act of 2002, Rule 13a-14(a)/15d-14(a), by Chief Financial Officer.

32.1 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, by
Chief Executive Officer and Chief Financial Officer.
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