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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

Form 10-Q

(Mark One)

X QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934
FOR THE QUARTERLY PERIOD ENDED JUNE 30, 2007

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF 1934
FOR THE TRANSITION PERIOD FROM TO
Commission File Number 0-27975
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(Exact Name of Registrant as Specified in Its Charter)
Delaware 36-4304577
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Lake Forest, Illinois 60045
(Address of Registrant's Principal Executive Offices) (Zip Code)
(847) 582-7000

(Registrant's telephone number, including area code)

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

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 © Accelerated filer x Non-accelerated filer ~
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes © No x

The number of shares of the registrant's Common Stock, $0.01 par value per share, outstanding as of August 1, 2007 was 9,716,2609.
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Part 1. Financial Information

Item 1. Financial Statements
eLoyalty Corporation

CONDENSED CONSOLIDATED BALANCE SHEETS

(Unaudited and in thousands, except share and per share data)

June 30, December 30,
2007 2006
ASSETS:
Current Assets:
Cash and cash equivalents $ 30,187 $ 31,645
Restricted cash 297 283
Receivables, (net of allowances of $93 and $93) 14,226 12,816
Prepaid expenses 8,587 5,352
Other current assets 1,508 2,125
Total current assets 54,805 52,221
Equipment and leasehold improvements, net 5,477 4,793
Goodwill 2,643 2,643
Intangibles, net 820 1,034
Other long-term assets 4,371 3,877
Total assets $ 68,116 $ 64,568
LIABILITIES AND STOCKHOLDERS EQUITY:

Current Liabilities:
Accounts payable $ 6,298 $ 4,247
Accrued compensation and related costs 4,229 3,479
Unearned revenue 12,668 7,435
Other current liabilities 3,729 4,420
Total current liabilities 26,924 19,581
Long-term unearned revenue 6,984 5,411
Other long-term liabilities 73 60
Total liabilities 33,981 25,052
Commitments and contingencies
Redeemable Series B convertible preferred stock, $0.01 par value; 5,000,000 shares authorized and
designated; 4,054,557 and 4,098,369 shares issued and outstanding with a liquidation preference of $21,402
and $21,633 at June 30, 2007 and December 30, 2006, respectively 20,678 20,902
Stockholders Equity:
Preferred stock, $0.01 par value; 35,000,000 shares authorized; none issued and outstanding
Common stock, $0.01 par value; 50,000,000 shares authorized; 9,518,449 and 9,078,794 shares issued at
June 30, 2007 and December 30, 2006; and 9,414,650 and 9,078,794 outstanding at June 30, 2007 and
December 30, 2006, respectively 95 91
Additional paid-in capital 167,851 162,059
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Accumulated deficit
Treasury stock, at cost, 103,799 shares
Accumulated other comprehensive loss

Total stockholders equity

Total liabilities and stockholders equity

The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of this financial information.
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eLoyalty Corporation

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited and in thousands, except per share data)

Revenue:
Services
Product

Revenue before reimbursed expenses (net revenue)
Reimbursed expenses

Total revenue

Operating Expenses:
Cost of services
Cost of product

Cost of revenue before reimbursed expenses
Reimbursed expenses

Total cost of revenue, exclusive of depreciation and amortization shown below:

Selling, general and administrative
Severance and related costs
Depreciation and amortization

Total operating expenses

Operating loss
Interest and other income (expense), net

Loss before income taxes
Income tax provision

Net loss
Dividends related to Series B preferred stock

Net loss available to common stockholders

Basic net loss per common share

Diluted net loss per common share

Shares used to calculate basic net loss per share

Table of Contents

For the
Three Months Ended
June 30, July 1,
2007 2006
$ 23,301 $ 15,623
1,356 3,877
24,657 19,500
1,313 1,050
25,970 20,550
15,224 14,384
918 3,534
16,142 17,918
1,313 1,050
17,455 18,968
12,089 6,322
(42)
948 543
30,492 25,791
(4,522) (5,241)
5901 109
(3,931) (5,132)
6) ©
(3,937) (5,141)
(363) (366)
$ (4,300) $ (5,507)
$ (052) $ (0.82)
$ (052) $ (0.82)
8,203 6,695

For the
Six Months Ended
June 30, July 1,
2007 2006
$45,478 $ 32,502
5,763 5,837
51,241 38,339
2,651 1,838
53,892 40,177
29,961 28,632
4,432 4,716
34,393 33,348
2,651 1,838
37,044 35,186
24,527 12,355
345
1,721 1,077
63,292 48,963
(9,400) (8,786)
918 259
(8,482) (8,527)
2 (51)
(8,484) (8,578)
(729) (732)
$ (9,213) $ (9,310)
$ (1.13) $ (1.40)
$ (1.13) $ (1.40)
8,119 6,646
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Shares used to calculate diluted net loss per share 8,203 6,695 8,119 6,646

Non-cash compensation, primarily restricted stock, included in individual line items above:

Cost of services $ 260 $ 356 $ 556 $ 613

Selling, general and administrative 2,195 501 5,506 950
The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of this financial information.
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CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

eLoyalty Corporation

(Unaudited and in thousands)

Cash Flows from Operating Activities:
Net loss

Adjustments to reconcile net loss to net cash provided by (used in) operating activities:

Depreciation and amortization
Non-cash compensation

Provision for uncollectible amounts
Changes in assets and liabilities:
Receivables

Prepaid expenses

Accounts payable

Accrued compensation and related costs
Unearned revenue

Other liabilities

Other assets

Net cash provided by (used in) operating activities

Cash Flows from Investing Activities:
Capital expenditures and other

Net cash used in investing activities

Cash Flows from Financing Activities:
Acquisition of treasury stock

Payment of Series B dividends
Proceeds from exercise of stock options
Other

Net cash used in financing activities

Effect of exchange rate changes on cash and cash equivalents

Decrease in cash and cash equivalents
Cash and cash equivalents, beginning of period

Cash and cash equivalents, end of period

Supplemental Disclosures of Cash Flow Information:
Cash refunded for income taxes, net

For the

Six Months Ended
June 30, July 1,
2007 2006

$ (8,484) $ (8,578)

1,721 1,077
6,062 1,563
152
(1,492) (230)
(3,720) (4,233)
2,049 998
722 (384)
6,765 8,308
(693) 362
635 (319)

3,717 (1,436)

(2,191)  (1,246)

(2,191)  (1,246)

(2,307)
(737) (732)
214 38
10 246
(2,820) (448)
(164) 393

(1,458) (2,737)
31,645 17,851

$30,187 $15,114

$ 1,155 $

The accompanying Notes to Condensed Consolidated Financial Statements are an integral part of this financial information.
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eLoyalty Corporation
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)
Note 1 General

In the opinion of management, the accompanying unaudited condensed consolidated financial statements of eLoyalty Corporation ( we , eLoyalty
or the Company ) include all normal and recurring adjustments necessary for a fair presentation of our condensed consolidated financial position
as of June 30, 2007, the condensed consolidated results of our operations for the three months and six months ended June 30, 2007 and July 1,

2006 and our condensed consolidated cash flows for the six months ended June 30, 2007 and July 1, 2006, and are in conformity with Securities

and Exchange Commission ( SEC ) Rule 10-01 of Regulation S-X.

The results of operations for any interim period are not necessarily indicative of the results for the full year. The accompanying financial
statements should be read in conjunction with the audited consolidated financial statements and the notes thereto in our Annual Report on
Form 10-K for the fiscal year ended December 30, 2006.

Note 2 Summary of Significant Accounting Policies
Reclassifications and Revisions

Beginning in the first quarter of 2007, eLoyalty classified certain expenses, which had been previously reported within Cost of services as
Selling, general, and administrative expense. The three changes are:

Solution Development/Support: Costs associated with our Behavioral Analytics solution development teams and other Managed services
administrative and support personnel will be classified as Selling, general and administrative expense. When these resources are working
specifically on client revenue generating activities, their direct costs will be classified as Cost of services.

Account Management: Costs associated with our vertical industry teams, made up of industry experts, account partners and project
managers, will be classified as Selling, general and administrative expense. When these resources are working specifically on client
revenue generating activities, their direct costs will be classified as Cost of services.

Delivery Executive/Support: Costs associated with overall delivery executive management and administrative support personnel will be
classified as Selling, general and administrative expense.
We feel this revised classification provides a clearer understanding of the key profit/loss drivers and investments in our business. These changes
in classification are the result of the ongoing evolution of our business model from Consulting to Managed services and the investments we are
making to build market share and generate competitive advantages with our Behavioral Analytics Service Line. The changes will only be
reported prospectively as the Company cannot accurately and reliably estimate prior periods under the new approach.

As a result of these changes in the second quarter of 2007, Cost of services decreased and Selling, general, and administrative expense increased
by $4.8 million, including $1.0 million of non-cash compensation. The impact of these changes in the first six months of 2007, was Cost of
services decreased and Selling, general, and administrative expense increased by $9.5 million, including $2.6 million of non-cash compensation.

Note 3 Revenue Recognition
Behavioral Analytics Service Line

Consulting services revenue included in the Behavioral Analytics Service Line primarily consists of fees charged to our clients to perform
Behavioral Analytics assessments. These assessments are generally performed for our clients on a fixed fee basis. Revenue is recognized as the
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services are performed with performance generally assessed on the ratio of actual hours incurred to date compared to the total estimated hours
over the entire contract.
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Managed services revenue included in the Behavioral Analytics Service Line consists of planning, deployment and subscription fees. The
planning and deployment fees, which are considered to be installation fees, related to the long-term subscription contract are deferred until the
installation is complete and are then recognized over the term of the applicable subscription contract. The terms of these subscription contracts
generally range from three to five years. As of June 30, 2007 and December 30, 2006, eLoyalty had deferred revenue totaling $5.7 million and
$5.5 million, respectively. Installation costs incurred are deferred up to an amount not to exceed the amount of deferred installation revenue and
additional amounts that are recoverable based on the contractual arrangement. Such costs are amortized over the term of the subscription
contract. Costs in excess of the foregoing revenue amount are expensed in the period incurred. eLoyalty had deferred costs totaling $3.5 million
as of June 30, 2007 and $3.7 million as of December 30, 2006.

Revenue associated with the Behavioral Analytics subscription fees are based on a number of factors such as, number of customer service
representatives accessing the system and/or hours of calls analyzed during the specific month, and are recognized as the service is performed for
the client.

CIPCC Service Line

Consulting services revenue included in the Converged Internet Protocol Contact Center ( CIPCC ) Service Line consists of operational
consulting and integrating or building a system for the client. These services are provided to the client on a time and materials basis or on a fixed
fee basis. For the integration or building of a system, eLoyalty recognizes revenue based on services performed with performance generally
assessed on the ratio of hours incurred to date compared to the total estimated hours over the entire contract. For all other consulting services, we
recognize revenue as the services are performed for the client.

Managed services revenue included in the CIPCC Service Line consists of contact center support and monitoring. Support and monitoring fees
are generally contracted for a fixed fee, and the revenue is recognized ratably over the term of the contract. Support fees that are contracted on a
time and materials basis would be recognized as the services are performed for the client.

For fixed price Managed services contracts where eLoyalty provides support for third-party software and hardware, revenue is recorded at the
gross amount of the sale because the contracts satisfy the requirements of Emerging Issues Task Force ( EITF ) 99-19 Reporting Revenue Gross
as a Principal versus Net as an Agent . If the contract does not meet the requirements of EITF 99-19, Managed services revenue is recorded at the
net amount of the sale.

Revenue from the sale of Product, which consists primarily of third-party software and hardware resold by eLoyalty, is generally recorded at the
gross amount of the sale because the contracts satisfy the requirements of EITF 99-19. Software revenue is recognized in accordance with
Statement of Position ( SOP ) 97-2 Software Revenue Recognition .

Within the CIPCC Service Line, Consulting services, Managed services and the resale of Product may be sold and delivered together. In
arrangements that include the resale of software, SOP 97-2 requires determination of vendor specific objective evidence ( VSOE ) for each of the
individual elements. If VSOE does not exist for the allocation of revenue to the various elements of the arrangement, all revenue from the
arrangement is deferred until all elements of the arrangement without VSOE have been delivered to the client. If the remaining undelivered
elements are post contract support ( PCS ) or other deliverables with similar attribution periods, the arrangement revenue is then recognized
ratably over the remaining period of the PCS. Revenue of $2.5 million and $2.1 million has been deferred as of June 30, 2007 and December 30,
2006, respectively, due to the lack of VSOE for elements within these arrangements. This revenue will be recognized when the elements without
VSOE are delivered to the client or will be recognized ratably over the remaining term of the PCS period if the VSOE for the PCS is not
established.

Table of Contents 12



Edgar Filing: ELOYALTY CORP - Form 10-Q

Table of Conten
Traditional CRM

Consulting services revenue included in the Traditional CRM Service Line consists of operational consulting and integrating or building a
system for the client. These services are provided to the client on a time and materials basis or on a fixed fee basis. For the integration or
building of a system, eLoyalty recognizes revenue based on services performed with performance generally assessed on the ratio of hours
incurred to date compared to the total estimated hours over the entire contract. For all other consulting services, we recognize revenue as the
services are performed for the client.

Managed services revenue included in the Traditional CRM Service Line consists of marketing application hosting, email fulfillment and remote
application support. Revenue related to hosting services, generally a fixed monthly fee, is recognized as the services are performed for the client.
Any related setup fee would be recognized over the contract period of the hosting arrangement. Revenue related to the email fulfillment services
is recognized as the services are provided to the client. For example, the monthly email fulfillment fee is based on the number of emails
distributed for the client. Contracts for remote application support can be based on a fixed fee or time and materials basis. Revenue is recognized
ratably over the contract period for fixed fee support. Revenue is recognized as the services are provided to the client for time and material
contracts.

In accordance with EITF 00-21 Revenue Arrangements with Multiple Elements , arrangements containing multiple services are segmented into
separate elements when the services represent separate earning processes. Revenue related to contracts with multiple elements is allocated based
on the fair value of the element and is recognized in accordance with our accounting principles for each element, as described above. If the fair
value for each element cannot be established, revenue is deferred until all elements have been delivered to the client. If PCS is the only
remaining activity without established fair value, the revenue is recognized ratably over the service period. Each of our Service Lines may have
arrangements that could be reviewed in accordance with EITF 00-21.

Reimbursed expenses revenue includes billable costs related to travel and other out-of-pocket expenses incurred while performing services for
our clients. The cost of third-party product and support may be included within this category if the transaction does not satisfy the requirements
of EITF 99-19 and the net revenue is recognized as Product or Managed services revenue. An equivalent amount of reimbursable expenses is
included in Cost of revenue.

Payments received for Managed services contracts in excess of the amount of revenue recognized for these contracts are recorded as Unearned
revenue until revenue recognition criteria are met.

Note 4 Stock-Based Compensation
Stock-Based Plans

The Company issues stock awards under two stock incentive plans: the eLoyalty Corporation 1999 Stock Incentive Plan (the 1999 Plan ) and the
eLoyalty Corporation 2000 Stock Incentive Plan (the 2000 Plan ). Under the 1999 Plan and the 2000 Plan, awards of restricted stock or bonus
(installment) stock, salary replacement, stock options, stock appreciation rights and performance shares may be granted to directors, officers,
employees, consultants, independent contractors and agents of eLoyalty and its subsidiaries. Awards granted under the 1999 Plan and 2000 Plan
are made at the discretion of the Compensation Committee of eLoyalty's Board of Directors. If shares or options awarded under the 1999 Plan

and the 2000 Plan are not issued due to cancellation of unvested or unexercised options or shares, then those options or shares again become
available for issuance under the plans. Under the 1999 Plan, on the first day of each fiscal year, beginning in 2000, the aggregate number of

shares available for issuance under the 1999 Plan is automatically increased by an amount equal to 5% of the total number of shares of common
stock that are outstanding. Under the 2000 Plan, the Company originally reserved 280,000 shares of eLoyalty common stock for issuance. As of
June 30, 2007, there were a total of 199,143 shares available for future grants under the 1999 Plan, 2000 Plan and from treasury stock.

Stock compensation expense was $2.5 million and $0.9 million for the three months ended June 30, 2007 and July 1, 2006, respectively, and

$6.1 million and $1.6 million for the six months ended June 30, 2007 and July 1, 2006, respectively. eLoyalty recognized stock-based

compensation under Statement of Financial Accounting Standards ( SFAS ) No. 123R  Shared-Based Payment in 2006. eLoyalty recognizes stock
compensation expense on a straight-line basis over the vesting period. The
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Company has established its forfeiture rate based on historical experience. eLoyalty did not recognize the windfall tax benefit related to the
excess tax deduction because we currently do not anticipate realizing the tax savings associated with this deduction. The amount of this excess
tax deduction was $1.6 million and $3.1 million for the three months and six months ended June 30, 2007, respectively.

Restricted Stock

Restricted stock awards are shares of eLoyalty common stock granted to an individual. During the restriction period, the holder of the restricted
stock receives all of the benefits of ownership (right to dividends, voting rights, etc.), other than the right to sell or otherwise transfer any interest
in the stock. Installment stock awards are grants to an individual of a contractual right to receive future grants of eLoyalty common stock in
specified amounts on specified vesting dates, subject to the individual remaining an eLoyalty employee on the specified vesting dates.

Restricted and installment stock award activity was as follows for the six months ended June 30, 2007:

Weighted Average
Shares Price
Nonvested balance at December 30, 2006 1,263,107 $ 9.69
Granted 330,518 $ 22.12
Vested (324,036) $ 12.40
Forfeited (6,500) $ 4.90
Nonvested balance at June 30, 2007 1,263,089 $ 12.28
For the For the

Three Months Ended Six Months Ended
June 30, July 1, June 30, July 1,
(In millions) 2007 2006 2007 2006
Total fair value of restricted and installment stock awards vested $ 29 $ 1.7 $72 $ 34
As of June 30, 2007, there remains $14.8 million of unrecognized compensation expense related to restricted and installment stock awards.
These costs are expected to be recognized over a weighted average period of 3.5 years.

Stock Options

Stock option awards may be in the form of incentive or non-qualified options. Stock options are granted generally with an exercise price per
share equal to the fair market value of a share of eLoyalty common stock on the date of grant and a maximum term of 10 years. The stock option
terms are set by the Compensation Committee and generally became exercisable over a period of four years. The vesting can occur after a one or
two-year period, with the balance of the shares vesting in equal monthly installments over the remainder of the four-year period, or the entire
award can vest in equal monthly or quarterly increments over the vesting period. For the three months ended June 30, 2007 and July 1, 2006, the
Company recognized compensation expense related to option awards of $0.2 million and $0, respectively. For the six months ended June 30,
2007 and July 1, 2006, the Company recognized compensation expense related to option awards of $0.4 million and $0.1 million, respectively.

In addition, the 1999 Plan provides that each non-employee director, upon commencing service, shall receive a non-qualified stock option to
purchase 5,000 shares of eLoyalty common stock that vests ratably over a period of 48 months. The day after the annual stockholders meeting,
each non-employee director is granted a non-qualified stock option to purchase 5,000 shares of eLoyalty common stock that vests ratably over a
period of 12 months. Stock options granted to non-employee directors have an exercise price per share equal to the fair market value of a share
of eLoyalty common stock on the grant date and are exercisable for up to 10 years.

During the second quarter of 2007, a total of 25,000 options were granted to non-employee directors. On May 17,
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2007, the newly appointed non-employee director was granted a non-qualified stock option to purchase 5,000 options of eLoyalty common
stock, vesting ratably over 48 months, with a maximum term of 10 years. The exercise price per share was $23.35, the closing price of a share of
eLoyalty common stock on May 17, 2007. On May 18, 2007, a total of 20,000 options were granted to non-employee directors with each of the
four non-employee directors receiving 5,000 options, vesting ratably over 12 months, with a maximum term of 10 years. The exercise price per
share was $23.38, the closing price of a share of eLoyalty common stock on May 18, 2007.

During the first quarter of 2007, a total of 200,000 options, vesting in 16 equal quarterly installments were granted to four of the Company s
executive officers, with a maximum term of 10 years. The exercise price per share was $21.95, the closing price of a share of eLoyalty common
stock on February 20, 2007.

Option activity was as follows for the six months ended June 30, 2007:

Weighted Weighted
Average Average
Weighted Remaining Fair Value
Average Contractual of Option
Options Exercise Price Life (Years) Grants
Outstanding as of December 30, 2006 513,869 $ 24.75 5.4
Granted 225,000 $ 22.11 $ 11.78
Exercised (11,341) $ 18.89
Forfeited (13,114) $ 81.19
Outstanding as of June 30, 2007 714,414 $ 22.98 6.4
Exercisable as of June 30, 2007 505,789 $ 23.71
Outstanding intrinsic value at June 30, 2007 (in millions) $ 4.6
Exercisable intrinsic value at June 30, 2007 (in millions) $ 4.4
For the For the
Three Months Ended Six Months Ended
June 30, July 1, June 30, July 1,
(In millions) 2007 2006 2007 2006
Total fair value of stock options vested $ 02 $ $ 04 $ 0.1
Intrinsic value of stock options exercised $ $ $ $ 0.1
Proceeds received from option exercises $ 02 $ $ 02 $

As of June 30, 2007, there remains $2.3 million of unrecognized compensation expense related to stock options. These costs are expected to be
recognized over a weighted average period of 1.7 years.

The fair value for options granted during the six months ended June 30, 2007 and July 1, 2006, was estimated on the date of grant using a Black
Scholes option-pricing model. The Company used the following assumptions:

For the For the
Six Months Ended Six Months Ended
June 30, July 1,
2007 2006
Risk-free interest rates 47% 4.9% 5.0%
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Expected dividend yield

Expected volatility 55% 57% 78%

Expected lives 5 years 5 years
Historical Company information is the primary basis for the selection of expected life, expected volatility and expected dividend yield
assumptions. The risk-free interest rate is selected based on the yields from U.S. Treasury Strips with a remaining term equal to the expected
term of the options being valued.
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Salary Replacement Program

eLoyalty implemented a Salary Replacement Program in November 2006. Under the program, executives and Vice Presidents exchange a
percentage of their salary for grants of shares of the Company s common stock. The salary reduction percentages range from 10% to 25%
dependent on salary levels of impacted executives and Vice Presidents. The program began December 1, 2006 and has been authorized by the
Board of Directors through December 31, 2007. During 2007, subject to quarterly Compensation Committee approval, the Company will issue
common stock at fair market value commensurate to cash salary reductions. The Salary Replacement Program permits grants of shares of the
Company s common stock up to an aggregate of 140,000 shares.

The Salary Replacement Program share activity was as follows for the six months ended June 30, 2007:

Shares available as of December 30, 2006 121,913
Issued (42,704)
Shares available as of June 30, 2007 79,209

Employee Stock Purchase Plan

eLoyalty s Board of Directors and stockholders approved the proposal to increase the number of shares available under the Employee Stock
Purchase Plan to 500,000. eLoyalty reinstated the Plan in the third quarter of 2007.

Note 5 Severance and Related Costs

Severance costs are comprised primarily of contractual salary and related fringe benefits over the severance payment period. Facility costs
include losses on contractual lease commitments, net of estimated sublease recoveries, and impairment of leasehold improvements and certain
office assets. Other costs include laptop costs, contractual computer lease termination costs and employee related expenses.

In fiscal year 2006, in response to the business environment, shifting skill and geographic requirements, a number of cost reduction activities
were undertaken, principally consisting of personnel reductions. These actions were designed to shape the workforce to meet eLoyalty s expected
business requirements.

In the second quarter of 2007, the Company did not record any severance and related costs compared to a nominal amount of income in the
second quarter of 2006. For the first six months of 2007, the Company did not record any severance and related costs compared to $0.3 million
for the first six months of 2006. The $0.3 million of expense recorded in the first six months of 2006 is primarily related to $0.4 million of
employee severance and related costs for the elimination of one position in our North American segment, offset by a favorable adjustment of
$0.1 million primarily related to previously estimated severance and facility cost accruals.

During the first six months of 2007, eLoyalty made cash payments of $0.2 million related to cost reduction actions initiated in 2006 and earlier
periods. Substantially all severance and other charges were paid out by the first quarter of 2007 pursuant to agreements entered into with
affected employees. Facility costs related to office space reductions and office closures, reserved for in fiscal years 2002 and 2001, are to be paid
pursuant to contractual lease terms through September 2007.

The severance and related costs and their utilization for the first six months of 2007 are as follows:

(In millions) Facilities Total
Balance, December 30, 2006 $ 03 $ 03
Payments 0.2) 0.2)
Balance, June 30, 2007 $ 0.1 $ 0.1
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As of June 30, 2007, $0.1 million remains reserved in Other current liabilities and relates to facility lease payments, net of estimated sublease
recoveries, and is expected to be paid over the next three months.

Note 6 Income Taxes

In July 2006, the Financial Accounting Standards Board ( FASB ) issued Interpretation No. 48 ( FIN 48 ), Accounting for Uncertainty in Income
Taxes  an Interpretation of FASB Statement No. 109, Accounting for Income Taxes. The Interpretation addresses the determination of whether
tax benefits claimed or expected to be claimed on a tax return should be recorded in the financial statements. Under FIN 48, the Company may
recognize the tax benefit from an uncertain tax position only if it is more likely than not that the tax position will be sustained on examination by

the taxing authorities, based on the technical merits of the position. The tax benefits recognized in the financial statements from such a position
should be measured based on the largest benefit that has a greater than 50% likelihood of being realized upon ultimate settlement. FIN 48 also
provides guidance on derecognition, classification, interest and penalties on income taxes, accounting in interim periods and requires increased
disclosures.

The Company adopted the provisions of FIN 48 on December 31, 2006. As a result of FIN 48 implementation, the Company recorded a $12.8
million decrease in the deferred tax assets associated with the net operating loss carryover, which is offset with a reduction to the valuation
allowance with no net change to retained earnings. The Company has unrecognized tax benefits of $12.8 million as of December 30, 2006. Due
to the Company's worldwide net operating loss carryover position, these unrecognized tax benefits will not impact the Company s effective tax
rate, if recognized.

The amount of unrecognized tax benefits did not materially change as of June 30, 2007. Any change in the amount of unrecognized tax benefits
within the next twelve months is not expected to result in a significant impact on the results of operations or the financial position of the
Company.

Due to the Company's worldwide net operating loss carryover position, accrued interest and penalties associated with uncertain tax positions as
of December 30, 2006 are not material. The liability for the payment of interest and penalties did not materially change as of June 30, 2007.
Interest and penalties associated with uncertain tax positions are recorded as part of income tax expense.

The Company is not currently under audit by the Internal Revenue Service ( IRS ). The statutes of limitation for the Company's income tax
returns after 2001 remain open for examination by the IRS. In addition, the net operating loss carryforwards can be examined for a period of
three years after filing the tax return for the year the loss is used. The Company has not been contacted by the IRS for examination for any of
these years.

Foreign and U.S. state jurisdictions have statutes of limitations generally ranging from 3 to 5 years. The state impact of any federal changes
remains subject to examination by various states for a period of up to one year after formal notification to the states. eLoyalty Corporation and
its subsidiaries may have various state and foreign income tax returns for immaterial jurisdictions in the process of examination throughout the
reporting period.

Note 7 Other Long-Term Assets

Long-term prepaid assets were $4.4 million and $3.9 million as of June 30, 2007 and December 30, 2006, respectively. These assets include
deferred costs associated with deployment of our Behavioral Analytics™ solution and payments related to third-party support contracts. These
costs are recognized ratably over the term of the associated contracts.
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Note 8 Comprehensive Net Loss

Comprehensive net loss is comprised of the following:

For the For the

Three Months Ended Six Months Ended

June 30, July 1, June 30, July 1,
(In millions) 2007 2006 2007 2006
Net loss $ 39 $ 5. $(8.5) $ (8.6)
Other comprehensive loss:
Effect of currency translation 0.2) 0.2 0.2) 0.4
Comprehensive net loss $ 4.1 $ 4.9 $(8.7) $ (8.2)

The accumulated other comprehensive loss, which represents the cumulative effect of foreign currency translation adjustments, was $3.9 million
and $3.7 million at June 30, 2007 and December 30, 2006, respectively.

Note 9 Loss Per Share

The following table sets forth the computation of the loss and shares used in the calculation of basic and diluted loss per share:

For the For the

Three Months Ended Six Months Ended
June 30, July 1, June 30, July 1,

(In millions) 2007 2006 2007 2006

Net loss $ 39 $ 1) $ B85 $ (8.6
Series B preferred stock dividends 0.4) 0.4) 0.7) 0.7)
Net loss available to common stockholders $ 43 $ 55 $ 92 $ (93

Per common share

Basic loss before Series B preferred stock dividends $ (048 $(0.77) $(1.04) $(1.29
Basic net loss $(0.52) $(0.82) $(1.13) $(1.40)
Weighted average common shares outstanding (in thousands) 8,203 6,695 8,119 6,646
Currently anti-dilutive common stock equivalents” (in thousands) 4,961 5,130 4,913 4,991

(1) In periods in which there was a loss, the dilutive effect of common stock equivalents, which is primarily related to the 7% Series B
Convertible Preferred Stock, was not included in the diluted loss per share calculation as they were antidilutive.
Note 10 Segment Information

eLoyalty engages in business activities in one operating segment, which provides Consulting services, Managed services, and Product on both a
fixed-price and a time and materials basis. eLoyalty s services are delivered to clients in North America (U.S. and Canada), Europe and Australia.
eLoyalty s long-lived assets are located in North America and Europe and consist of property, plant and equipment, software, furniture and
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fixtures and leasehold improvements (net of accumulated depreciation). Net revenue for eLoyalty s international operations (Europe and
Australia) was $0.7 million and $0.8 million, in the second quarter of 2007 and 2006, respectively, and $1.3 million and $2.3 million for the first
six months of 2007 and 2006, respectively.

Note 11 Recent Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial
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Liabilities  Including an amendment of FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities.

SFAS No. 159 permits entities to choose to measure eligible items at fair value at specified election dates and report unrealized gains and losses
on items for which the fair value option has been elected in earnings at each subsequent reporting date. SFAS No. 159 is effective for fiscal
years beginning after November 15, 2007. We are currently evaluating the impact that SFAS No. 159 may have on our financial position or
results of operations.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements , which defines fair value, establishes a framework for measuring
fair value in generally accepted accounting principles, and expands disclosures about fair value measurements. SFAS No. 157 does not require

any new fair value measurements, but provides guidance on how to measure fair value by providing a fair value hierarchy used to classify the
source of the information. This statement is effective for fiscal years beginning after November 15, 2007. We are currently evaluating the impact
that SFAS No. 157 may have on our financial position or results of operations.

In June 2006, the FASB ratified a consensus opinion reached by EITF on EITF Issue 06-3, "How Taxes Collected from Customers and Remitted
to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net Presentation)." The guidance in EITF
Issue 06-3 requires disclosure in interim and annual financial statements of the amount of taxes on a gross basis, if significant, and that are
imposed on and concurrent with a specific revenue producing transaction between a seller and customer such as sales, use, value added and
some excise taxes. Additionally, the income statement presentation (gross or net) of such taxes is an accounting policy decision that must be
disclosed. The consensus in EITF Issue 06-3 is effective for interim and annual reporting periods beginning after December 15, 2006. The
Company adopted EITF Issue 06-3 effective December 31, 2006. The Company presents these taxes on a net basis. The adoption of EITF Issue
06-3 did not have a material effect on our financial position or results of operations.

Note 12 Litigation and Other Contingencies

eLoyalty, from time to time, has been subject to legal claims arising in connection with its business. While the results of these claims cannot be
predicted with certainty, there are no asserted claims against eLoyalty that, in the opinion of management, if adversely decided, would have a
material effect on eLoyalty's financial position, results of operations or cash flows.

eLoyalty is a party to various agreements, including substantially all major services agreements and intellectual property licensing agreements,
under which it may be obligated to indemnify the other party with respect to certain matters, including, but not limited to, indemnification
against third-party claims of infringement of intellectual property rights with respect to software and other deliverables provided by us in the
course of our engagements. These obligations may be subject to various limitations on the remedies available to the other party, including,
without limitation, limits on the amounts recoverable and the time during which claims may be made and may be supported by indemnities
given to eLoyalty by applicable third parties. Payment by eLoyalty under these indemnification clauses is generally subject to the other party
making a claim that is subject to challenge by eLoyalty and dispute resolution procedures specified in the particular agreement. Historically,
eLoyalty has not been obligated to pay any claim for indemnification under its agreements and management is not aware of future
indemnification payments that it would be obligated to make.

Under its By-Laws, subject to certain exceptions, the Company has agreed to indemnify its officers and directors for certain events or
occurrences while the officer or director is, or was serving, at its request in such capacity or in certain related capacities. The Company has
separate indemnification agreements with each of its directors and officers that requires it, subject to certain exceptions, to indemnify them to the
fullest extent authorized or permitted by its By-Laws and the Delaware General Corporation Law. The maximum potential amount of future
payments the Company could be required to make under these indemnification agreements is unlimited; however, the Company has a director
and officer liability insurance policy that limits its exposure and enables it to recover a portion of any future amounts paid. As a result of its
insurance policy coverage, the Company believes the estimated fair value of these indemnification agreements is minimal. The Company has no
liabilities recorded for these agreements as of June 30, 2007.
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations
Critical Accounting Policies and Estimates

Our management s discussion and analysis of financial condition and results of operations is based upon our condensed consolidated financial
statements, which have been prepared in accordance with accounting principles generally accepted in the United States. The preparation of these
financial statements requires us to make estimates and judgments that affect the reported amounts of assets, liabilities, revenue and expenses,
and related disclosure of contingent assets and liabilities. On an ongoing basis, we evaluate our estimates, including those related to the costs and
timing of completion of client projects, our ability to collect accounts receivable, the timing and amounts of expected payments associated with
cost reduction activities, the ability to realize our net deferred tax assets, contingencies and litigation. We base our estimates on historical
experience and on various other assumptions that we believe to be reasonable under the circumstances. Actual results may differ from these
estimates under different assumptions or conditions.

We believe the following critical accounting policies affect the more significant judgments and estimates used in the preparation of our
condensed consolidated financial statements.

Revenue Recognition
Behavioral Analytics Service Line

Consulting services revenue included in the Behavioral Analytics Service Line primarily consists of fees charged to our clients to perform
Behavioral Analytics assessments. These assessments are generally performed for our clients on a fixed fee basis. Revenue is recognized as the
services are performed with performance generally assessed on the ratio of actual hours incurred to date compared to the total estimated hours
over the entire contract.

Managed services revenue included in the Behavioral Analytics Service Line consists of planning, deployment and subscription fees. The
planning and deployment fees, which are considered to be installation fees, related to the long-term subscription contract are deferred until the
installation is complete and are then recognized over the term of the applicable subscription contract. The terms of these subscription contracts
generally range from three to five years. As of June 30, 2007 and December 30, 2006, eLoyalty had deferred revenue totaling $5.7 million and
$5.5 million, respectively. Installation costs incurred are deferred up to an amount not to exceed the amount of deferred installation revenue and
additional amounts that are recoverable based on the contractual arrangement. Such costs are amortized over the term of the subscription
contract. Costs in excess of the foregoing revenue amount are expensed in the period incurred. eLoyalty had deferred costs totaling $3.5 million
as of June 30, 2007 and $3.7 million as of December 30, 2006.

Revenue associated with the Behavioral Analytics subscription fees are based on a number of factors such as, number of customer service
representatives accessing the system and/or hours of calls analyzed during the specific month, and are recognized as the service is performed for
the client.

CIPCC Service Line

Consulting services revenue included in the Converged Internet Protocol Contact Center ( CIPCC ) Service Line consists of operational
consulting and integrating or building a system for the client. These services are provided to the client on a time and materials basis or on a fixed
fee basis. For the integration or building of a system, eLoyalty recognizes revenue based on services performed with performance generally
assessed on the ratio of hours incurred to date compared to the total estimated hours over the entire contract. For all other consulting services, we
recognize revenue as the services are performed for the client.

Managed services revenue included in the CIPCC Service Line consists of contact center support and monitoring. Support and monitoring fees
are generally contracted for a fixed fee, and the revenue is recognized ratably over the term of the contract. Support fees that are contracted on a
time and materials basis would be recognized as the services are performed for the client.
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For fixed price Managed services contracts where eLoyalty provides support for third-party software and hardware, revenue is recorded at the
gross amount of the sale because the contracts satisfy the requirements of Emerging Issues Task Force ( EITF ) 99-19 Reporting Revenue Gross
as a Principal versus Net as an Agent . If the contract does not meet the requirements of EITF 99-19, Managed services revenue is recorded at the
net amount of the sale.

Revenue from the sale of Product, which consists primarily of third-party software and hardware resold by eLoyalty, is generally recorded at the
gross amount of the sale because the contracts satisfy the requirements of EITF 99-19. Software revenue is recognized in accordance with
Statement of Position ( SOP ) 97-2 Software Revenue Recognition .

Consulting services, Managed services and the resale of Product may be sold and delivered together. In arrangements that include the resale of
software, SOP 97-2 requires determination of vendor specific objective evidence ( VSOE ) for each of the individual elements. If VSOE does not
exist for the allocation of revenue to the various elements of the arrangement, all revenue from the arrangement is deferred until all elements of

the arrangement without VSOE have been delivered to the client. If the remaining undelivered elements are post contract support ( PCS ) or other
deliverables with similar attribution periods, the arrangement revenue is then recognized ratably over the remaining period of the PCS. Revenue

of $2.5 million and $2.1 million has been deferred as of June 30, 2007 and December 30, 2006, respectively, due to the lack of VSOE for

elements within these arrangements. This revenue will be recognized when the elements without VSOE are delivered to the client or will be
recognized ratably over the remaining term of the PCS period if the VSOE for the PCS is not established.

Traditional CRM

Consulting services revenue included in the Traditional Customer Relationship Management ( CRM ) Service Line consists of operational
consulting and integrating or building a system for the client. These services are provided to the client on a time and materials basis or on a fixed
fee basis. For the integration or building of a system, eLoyalty recognizes revenue based on services performed with performance generally
assessed on the ratio of hours incurred to date compared to the total estimated hours over the entire contract. For all other consulting services, we
recognize revenue as the services are performed for the client.

Managed services revenue included in the Traditional CRM Service Line consists of marketing application hosting, email fulfillment and remote
application support. Revenue related to hosting services is generally a fixed monthly fee, and recognized as the services are performed for the
client. Any related setup fee would be recognized over the contract period of the hosting arrangement. Revenue related to the email fulfillment
services is recognized as the services are provided to the client. For example, the monthly email fulfillment fee is based on the number of emails
distributed for the client. Contracts for remote application support can be based on a fixed fee or time and materials basis. Revenue is recognized
ratably over contract period for fixed fee support. Revenue is recognized as the services are provided to the client for time and material
contracts.

In accordance with EITF 00-21 Revenue Arrangements with Multiple Elements , arrangements containing multiple services are segmented into
separate elements when the services represent separate earning processes. Revenue related to contracts with multiple elements is allocated based
on the fair value of the element and is recognized in accordance with our accounting principles for each element, as described above. If the fair
value for each element cannot be established, revenue is deferred until all elements have been delivered to the client. If PCS is the only
remaining activity without established fair value, the revenue is recognized ratably over the service period. Each of our Service Lines may have
arrangements that could be reviewed in accordance with EITF 00-21.

Reimbursed expenses revenue includes billable costs related to travel and other out-of-pocket expenses incurred while performing services for
our clients. The cost of third-party product and support may be included within this category if the transaction does not satisfy the requirements
of EITF 99-19 and the net revenue is recognized as Product or Managed services revenue. An equivalent amount of reimbursable expenses is
included in Cost of revenue.

14
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Payments received for Managed services contracts in excess of the amount of revenue recognized for these contracts are recorded as Unearned
revenue until revenue recognition criteria are met.

If eLoyalty s estimates indicate that a contract loss will occur, a loss provision is recorded in the period in which the loss first becomes probable
and can be reasonably estimated.

eLoyalty maintains allowances for doubtful accounts for estimated losses resulting from the inability of eLoyalty s customers to make required
payments and customers indicating their intention to dispute their obligation to pay for contractual services provided by us. Additional
allowances may be required if the financial condition of our customers deteriorates.

Stock-Based Compensation

We adopted the provisions of Statement of Financial Accounting Standards ( SFAS ) No. 123R, Share-Based Payment, beginning January 1,
2006, using the modified prospective method. The adoption of SFAS No. 123R did not have a material impact on our financial position or
results of operations. SFAS No. 123R requires entities to recognize compensation expense from all share-based payment transactions in the
financial statements after the adoption date. SFAS No. 123R establishes fair value as the measurement objective in accounting for share-based
payment arrangements and requires all companies to apply a fair-value-based measurement method in accounting for all share-based payment
transactions with employees. Historical information is the primary basis for the selection of expected life, expected volatility, expected dividend
yield assumptions and anticipated forfeiture rates. The risk-free interest rate is selected based on the yields from U.S. Treasury Strips with a
remaining term equal to the expected term of the options being valued. Under the modified prospective method, financial statements for periods
prior to the date of adoption are not adjusted for the change in accounting.

Income Taxes

In July 2006, the Financial Accounting Standards Board ( FASB ) issued Interpretation No. 48 ( FIN 48 ), Accounting for Uncertainty in Income
Taxes  an Interpretation of FASB Statement No. 109, Accounting for Income Taxes. The Company adopted the provisions of FIN 48 on
December 31, 2006. The Interpretation addresses the determination of whether tax benefits claimed or expected to be claimed on a tax return

should be recorded in the financial statements. Under FIN 48, the Company may recognize the tax benefit from an uncertain tax position only if

it is more likely than not that the tax position will be sustained on examination by the taxing authorities, based on the technical merits of the

position. The tax benefits recognized in the financial statements from such a position should be measured based on the largest benefit that has a
greater than 50% likelihood of being realized upon ultimate settlement. Significant judgment is used to determine the likelihood of the benefit.

FIN 48 also provides guidance on derecognition, classification, interest and penalties on income taxes, accounting in interim periods and

requires increased disclosures.

We have recorded full income tax valuation allowances on our net deferred tax assets to account for the unpredictability surrounding the timing
of realization of our U.S. and non-U.S. net deferred tax assets due to uncertain economic conditions. The valuation allowances may be reversed
at a point in time when management determines realization of these tax assets has become more likely than not, based on a return to predictable
levels of profitability.

Other Significant Accounting Policies

For a description of the Company s other significant accounting policies, see Note Two Summary of Significant Accounting Policies of the Notes
to Consolidated Financial Statements included in our Annual Report filed on Form 10-K for the year ended December 30, 2006.
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Forward-Looking Statements

This Quarterly Report on Form 10-Q (this "Form 10-Q") contains forward-looking statements that are based on current management

expectations, forecasts and assumptions. These include, without limitation, statements containing the words believes, anticipates, estimates,
expects, plans, intends, projects, future, should, could, seeks, target, may, will continueto, predicts, forecasts,

similar expressions, references to plans, strategies, objectives and anticipated future performance and other statements that are not strictly

historical in nature. These forward-looking statements are subject to risks and uncertainties that could cause actual results to differ materially

from those expressed or implied by the forward-looking statements. Such risks, uncertainties and other factors that might cause such a difference

include, without limitation, the following:

Uncertainties associated with the attraction of new clients, the continuation of existing and new engagements with
existing clients and the timing of related client commitments; reliance on a relatively small number of customers for a
significant percentage of our revenue, reliance on major suppliers, including CRM software providers and other alliance
partners, and maintenance of good relations with key business partners;

Risks involving the variability and predictability of the number, size, scope, cost, and duration of and revenue from client
engagements;

Risks associated with our reliance on Cisco Systems, Inc., a large primary product partner within our CIPCC Service Line, including
our reliance on their product positioning, pricing, and discounting strategies;

Management of the other risks associated with increasingly complex client projects and new service offerings, including execution
risk;

Management of growth and development and introduction of new service offerings;

Challenges in attracting, training, motivating and retaining highly skilled management, strategic, technical, product development and
other professional employees in a competitive information technology labor market;

Continuing intense competition in the information technology services industry generally and, in particular, among those focusing on
the provision of CRM services and software;

The rapid pace of technological innovation in the information technology services industry;

The ability to raise sufficient amounts of debt or equity capital to meet our future operating and financial needs;

Protection of our technology, proprietary information and other intellectual property rights from challenges by third parties;

Risks associated with compliance with international, federal and state privacy laws and the protection of highly confidential
information of clients and their customers;
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Future legislative or regulatory actions relating to the information technology or information technology service industries, including
those relating to data privacy;

Risks associated with global operations, including those relating to the economic conditions in each country, potential currency
exchange and credit volatility, compliance with a variety of foreign laws and regulations and management of a geographically
dispersed organization;

General economic, business and market conditions;
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Changes by the Financial Accounting Standards Board or the Securities and Exchange Commission ( SEC ) of authoritative
accounting principles generally accepted in the United States of America or policies or changes in the application or interpretation of
those rules or regulations;

Acts of war or terrorism, including, but not limited to, actions taken or to be taken by the United States and other governments as a
result of further acts or threats of terrorism, and the impact of these acts on economic, financial and social conditions in the countries
where we operate; and

The timing and occurrence (or non-occurrence) of transactions and events which may be subject to circumstances beyond our
control.
The risks included here are not exhaustive. Refer to Part I, Item 1A Risk Factors in our Annual Report on Form 10-K for the year ended
December 30, 2006 for further discussion regarding our exposure to these and other risks.

Readers are cautioned not to place undue reliance on forward-looking statements. They reflect opinions, assumptions and estimates only as of
the date they are made, and eLoyalty Corporation undertakes no obligation to publicly update or revise any forward-looking statements in this
report, whether as a result of new information, future events or circumstances or otherwise.

Background

eLoyalty is a leading management consulting, systems integration, and managed services company focused on optimizing customer interactions.
With professionals throughout North America and an additional presence in Europe, eLoyalty offers a broad range of enterprise CRM services
and solutions that include: creating customer strategies; defining technical architectures; improving sales, service and marketing processes; and
selecting, implementing, integrating, supporting and hosting best-of-breed CRM and analytics software applications.

eLoyalty is focused on growing and developing its business through two primary Service Lines: Behavioral Analytics and CIPCC. Through
these Service Lines and through our Traditional CRM business, the Company generates three types of revenue: (1) Consulting services revenue
is generally project-based and sold on a time and materials or fixed-fee basis; (2) Managed services revenue is recurring, annuity revenue that is
secured through long-term (generally one to five year) contracts; and (3) Product revenue is generated through the resale of third-party software
and hardware. The chart below shows the relationship between these Service Lines and the types of revenue generated from each.

Consulting Services Managed Services
Revenue Revenue Product Revenue
Behavioral Assessments and follow-on Subscription revenue and None
Analytics consulting amortized deployment

Service Line revenue

CIPCC Implementation and follow- Contact Center Hardware and
Service Line on consulting monitoring and support software resale,

primarily products
from Cisco Systems
Traditional Consulting and systems Marketing application None
CRM integration engagements hosting, email fulfillment,

and remote application
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support
In recent years, eLoyalty has invested heavily to develop the following differentiated capabilities in our primary Service Lines:

Behavioral Analytics Service Line

eLoyalty pioneered this solution, which applies human behavioral modeling to analyze and improve customer interactions. Using its Behavioral
Analytics solution, eLoyalty can help clients:

Automatically measure customer satisfaction and agent performance on every call;
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Identify and understand customer personality;

Improve rapport between agent and customer;

Reduce call handle times while improving customer satisfaction;

Identify opportunities to improve self-service applications; and

Improve cross-sell and up-sell success rates.
eLoyalty has designed a scalable application platform to enable the Company to implement and operate Behavioral Analytics solutions for its
clients. The Behavioral Analytics solution is delivered as a subscription service, primarily in a remote-hosted model.

CIPCC Service Line

eLoyalty s CIPCC Service Line focuses on helping clients realize the benefits of transitioning their contact centers to a single network
infrastructure from the traditional two-network (voice network and separate data network) model. These benefits include cost savings, remote
agent flexibility and application enhancements. eLoyalty has developed a set of tools and methodologies to help clients financially model, plan
migration paths, and configure, integrate and support Converged Internet Protocol ( IP ) network solutions within their contact center
environments.

The following table and the sections below further describe the various types of revenue we derive from the services we provide to our clients:

For the Three Months Ended

Dollars in Millions Q22007 Q12007 Q4 2006 Q32006
Revenue:

Consulting services $13.6 $ 134 $ 11.8 $ 11.1
Managed services 9.7 8.8 8.2 8.3
Services revenue 23.3 22.2 20.0 194
Product 1.3 4.4 2.6 5.2
Net revenue 24.6 26.6 22.6 24.6
Reimbursed expenses 14 1.3 1.1 1.3
Total revenue $26.0 $ 279 $ 237 $ 259

For the Three Months Ended

Q2 Q1 Q4 Q3
2007 2007 2006 2006
Percentage of Revenue
Consulting services 53% 48% 50% 43%
Managed services 37% 32% 35% 32%
Services revenue 90 % 80% 85% 75%
Product 5% 16% 11% 20%
Net revenue 95% 96 % 96 % 95%
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Consulting services, Managed services and the resale of Product are frequently sold and delivered together. Many Consulting services
engagements for the design and implementation of customer service or marketing solutions lead to the sale of both Product and Managed
services, including a long-term maintenance and support or hosting relationship. These services and products are packaged and marketed
through common business development and management account teams. Our Consulting services and Managed services delivery teams often
work together and leverage common tools and methodologies to deliver this spectrum of solutions to our clients.

Consulting Services

In addition to the Consulting services revenue generated by our Behavioral Analytics and CIPCC engagements, we derive a substantial portion
of our revenue from a broad range of CRM consulting work with long-standing accounts, as well as newer accounts more recently obtained
through our Behavioral Analytics and CIPCC Service Lines. Our Consulting services are billed on a time and materials basis or on a fixed-fee
basis and generally include a combination of the following:

Evaluating our clients' efficiency and effectiveness in handling customer interactions. We observe, measure, and analyze the
critical aspects of each customer interaction, including the number of legacy systems used to handle the situation, interaction
time, reason for interaction and actions taken to resolve any customer issues.

Performing detailed financial analysis to calculate the expected return on investment for the implementation of various CRM
solutions. This process helps our clients establish goals, alternatives and priorities and assigns client accountability
throughout resulting projects.

Designing integrated architectures for enterprise-wide contact center environments. Our architects optimize cost efficiency
with reliability, functionality, and effectiveness as we help our clients migrate to state-of-the-art infrastructure.

Implementing the functional, technical, and human performance aspects of CRM solutions. This often involves the integration
of a variety of infrastructure and application hardware and software from third-party vendors.
Managed Services

Growth in Managed services revenue is primarily driven by Behavioral Analytics and CIPCC engagements. These Managed services consist of
the following:

Behavioral Analytics Managed Services include the deployment and ongoing operation of our proprietary Behavioral

Analytics solution. Based on each client s business requirements, the applications are configured and integrated into the client s
environment and then deployed in either a remote-hosted or, in some cases, on-premise hosted environment. The service is
provided on a subscription basis and the contract duration generally is three to five years. The fees and costs related to the

initial deployment are deferred and amortized over the life of the contract.

Contact Center Managed Services include monitoring and support related to complex IP and traditional contact center voice
architectures. These services include routine maintenance and technology upgrades, the resolution of highly complex issues
that involve multiple technology components and vendors. Our support and monitoring services reduce the cost and impact of
contact center downtime and anticipate problems before they occur.
In addition, we also generate Managed services revenue from two other sources. Marketing Managed Services revenue is generated from the
accounts we obtained through the acquisition of the assets of Interelate, Inc. in 2004. The services provided to these accounts include hosted
customer and campaign data management and mass email fulfillment. We also continue to provide remote call center application support and
maintenance services to a small number of long-term clients. These two sources of Managed services revenue are likely to diminish over time as
we focus on growth through the Behavioral Analytics and CIPCC Service Lines.
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Product

We also generate revenue from the resale of Product, which consists of software and hardware primarily sold through our CIPCC Service Line.
The vast majority of this revenue relates to reselling products from Cisco Systems, Inc.

Business Outlook

We continue to be encouraged by the strength of our new business pipeline, and the improvement in our revenue mix that are being driven by
our primary Service Lines, Behavioral Analytics™ and CIPCC Service Lines.

In fiscal year 2007, we anticipate solid growth in Services revenue as a result of moderate improvement expected in Consulting services revenue
and strong growth in our Managed services revenue. This anticipated growth is due to our continued focus on CIPCC and Behavioral
Analytics™ and the shifting of selling and delivery resources toward those areas. We expect growth in Managed services revenue as a result of
higher CIPCC support and maintenance revenue and substantially higher Behavioral Analytics™ deployment and subscription revenue. The
increase in Consulting services revenue should result from strong growth in Consulting revenue from our CIPCC and Behavioral Analytics™
Service Lines and slight improvement in our Traditional CRM consulting business. Other sources of Managed services revenue, such as remote
application maintenance and support and Marketing Managed Services, are likely to experience a slight decline in 2007.

Product revenue is likely to increase in 2007 as it is driven by the growth within our CIPCC Service Line. Product revenue levels, however, may
fluctuate significantly in each fiscal quarter because eLoyalty is not always selected as the product supplier for the engagement.

Gross margins should improve in fiscal year 2007 as we begin to recognize the subscription and deferred deployment revenue associated with an
increasing number of Behavioral Analytics™ clients. We will continue to invest in the personnel required to sell and manage complex,
long-term relationships and in the resources required to develop, deliver and support our innovative Behavioral Analytics™ solution. These
investments will continue to put pressure on our profitability and cash resources in 2007, but we feel they are required to continue to build our
Managed services backlog and to build and maintain a competitive advantage.

Managed Services Backlog

As a result of the strategic and long-term nature of Managed services revenue, we believe it is appropriate to monitor the level of backlog
associated with these agreements. The Managed services backlog was $62.5 million as of June 30, 2007 and $60.7 million as of December 30,
2006. Of the June 30, 2007 backlog, 54% is related to our Behavioral Analytics™ offering, 35% is related to our CIPCC offerings and the
remaining balance is from other Managed services. eLoyalty uses the term backlog with respect to its Managed services engagements to refer to
the expected revenue to be received under the applicable contract, based on its currently contracted terms and, when applicable, currently
anticipated levels of usage and performance. Actual usage and performance might be greater or less than anticipated. In general, eLoyalty s
Managed services contracts may be terminated by the customer without cause, but early termination by a customer usually requires a substantial
early termination payment or forfeiture of prepaid contract amounts. Managed services contracts range from one to five years in duration.
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Second Quarter 2007 Compared with Second Quarter 2006

Net Revenue
For the Second Quarter Ended
June 30, 2007 July 1, 2006
Dollars in Dollars in Percentage
Percentage of
Millions Revenue Millions of Revenue
Revenue:
Consulting services $13.6 55% $ 9.7 50%
Managed services 9.7 40% 59 30%
Services revenue 23.3 95% 15.6 80%
Product 1.3 5% 3.9 20%
Net revenue $24.6 100 % $19.5 100 %

Net revenue is total revenue excluding reimbursable expenses that are billed to our clients. Our net revenue increased to $24.6 million in the
second quarter of 2007, an increase of $5.1 million, or 26%, from $19.5 million in the second quarter of 2006.

Revenue from Consulting services was $13.6 million in the second quarter of 2007 from $9.7 million in the second quarter of 2006, an increase
of $3.9 million, or 40%. Consulting services represented 55% of net revenue for the second quarter of 2007 and 50% of net revenue for the
second quarter of 2006. The increase in Consulting services revenue is primarily due to 78% growth of our CIPCC Service Line. Spending by
our Consulting services clients may fluctuate between periods due to the short-term nature of these agreements.

Revenue from Managed services was $9.7 million in the second quarter of 2007, an increase of $3.8 million, or 64%, from $5.9 million in the
second quarter of 2006. Managed services represented 40% of net revenue for the second quarter of 2007 and 30% of net revenue for the second
quarter of 2006. This increase resulted from the transition of several Behavioral Analytics projects to the subscription phase of their respective
arrangements and the continued growth in our CIPCC Service Line.

Revenue from the sale of Product decreased $2.6 million, or 67%, to $1.3 million in the second quarter of 2007 from $3.9 million in the second
quarter of 2006. Revenue from the sale of Product represented 5% of net revenue for the second quarter of 2007 and 20% of net revenue for the
second quarter of 2006. There are significant variances in size among individual engagements within this Service Line, and eLoyalty is not
always selected as the Product supplier for the engagement. As a result, annual and quarterly Product revenue may fluctuate significantly.

Utilization of billable consulting personnel was 79% for the second quarter of 2007, compared to 74% for the second quarter of 2006. Utilization
is defined as billed time as a percentage of total available time. The average bill rate increased to $152 for the second quarter of 2007 compared
to $146 for the second quarter of 2006. This increase is primarily due to the favorable impact of our mix of services shifting from our Traditional
CRM Service Line to our CIPCC Service Line. The average billing rate for our CIPCC Service Line is higher than the average billing rates
within our Traditional CRM Service Line

Our overall revenue concentration has decreased as our top five customers accounted for 43% of total revenue in the second quarter of 2007,
compared with 51% in the second quarter of 2006. The top 10 customers accounted for 59% of total revenue in the second quarter of 2007,
compared to 71% for the second quarter of 2006. The top 20 customers accounted for 77% of total revenue for the second quarter of 2007 and
87% of total revenue for the second quarter of 2006. United HealthCare Services, Inc. accounted for 21% of total revenue for the second quarter
of 2007 and 13% of total revenue for the second quarter of 2006. Higher concentration of revenue with a single customer or a limited group of
customers creates increased revenue risk if one of these clients significantly reduces its demand for our services.
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Cost of Revenue Before Reimbursed Expenses, Exclusive of Depreciation and Amortization

Cost of revenue before reimbursed expenses includes Cost of services and Cost of product, each of which is discussed below.
Cost of Services

Beginning in the first quarter of 2007, eLoyalty classified certain expenses, which had been previously reported within Cost of services as
Selling, general, and administrative expense. The three changes are:

Solution Development/Support: Costs associated with our Behavioral Analytics solution development teams and other Managed
services administrative and support personnel will be classified as Selling, general and administrative expense. When these resources
are working specifically on client revenue generating activities, their direct costs will be classified as Cost of services.

Account Management: Costs associated with our vertical industry teams, made up of industry experts, account partners and project
managers, will be classified as Selling, general and administrative expense. When these resources are working specifically on client
revenue generating activities, their direct costs will be classified as Cost of services.

Delivery Executive/Support: Costs associated with overall delivery executive management and administrative support personnel will
be classified as Selling, general and administrative expense.
We feel this revised classification provides a clearer understanding of the key profit/loss drivers and investments in our business and are the
result of the ongoing evolution of our business model from Consulting to Managed services and the investments we are making to build market
share and generate competitive advantages with our Behavioral Analytics Service Line. The changes will only be reported prospectively as the
Company cannot accurately and reliably estimate prior periods under the new approach.

As a result of these changes in the second quarter of 2007, Cost of services decreased and Selling, general, and administrative expense increased
by $4.8 million, including $1.0 million of non-cash compensation. The impact of these changes in classification are further described in the
discussion below and in comparisons to prior periods in future filings.

Cost of services now primarily consists of labor costs including salaries, fringe benefits, and incentive compensation of our delivery personnel
and Selling, general and administrative personnel working on direct, revenue generation activities and third-party pass through costs related to
our Managed services. Cost of services also includes employee costs for travel expenses, training, laptop computer leases and other expenses of
a non-billable nature. Cost of services excludes depreciation and amortization.

Cost of services in the second quarter of 2007 was $15.2 million, or 65% of Services revenue, compared to $14.4 million, or 92% of Services
revenue, in the second quarter of 2006. The cost increase is primarily due to higher internal and external resource levels to support the increased
level of revenue, higher non-cash compensation expenses, additional hiring costs related to moving to this increased resource level and higher
third-party support costs driven by growth in our CIPCC related Managed services revenue. These increases were largely offset by the
reclassification of $4.8 million of non-revenue generating costs related to account management, solution development/support, and delivery
executive/support as discussed above. The percentage point decrease of 27% is primarily due to the cost reclassification, 21%, increased
utilization of our consulting services resources, 3% and higher billing rates, 2%.
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Cost of Product

Cost of product is the amount we pay our vendors for the third-party software and hardware that we resell, primarily through our CIPCC Service
Line. Primary factors affecting Cost of product are Product revenue levels, the vendor specific mix of the products we resell within a period and
our ability to qualify for rebates from our largest Product vendor.

The amount of the rebates should vary with the level of Cisco Product revenue, as the rebates comprise a percentage of the specific Product cost.
Eligibility for these rebates is determined by our ability to meet vendor-established performance criteria, some of which are outside our control.
Prior to the third quarter of 2006, we recognized these rebates in our financial statements in the period when contingencies associated with the
contractual payment was resolved. In the third quarter of 2006, we began to recognize the value of these rebates in the period we sold the
product because we historically met all required criteria and our ability to reasonably estimate the value of these rebates.

Cost of product in the second quarter of 2007 was $0.9 million, or 64% of Product revenue, compared to $3.5 million, or 90% of Product
revenue, in the second quarter of 2006, primarily due to the lower level of Product revenue in the second quarter of 2007. The percentage
decreased was primarily the result of the mix of vendor-specific products sold in the second quarter of 2007 and the change in our treatment of
rebates.

Selling, General and Administrative

Selling, general and administrative expenses consist primarily of salaries, incentive compensation and employee benefits for business
development, account management, solution development/support, marketing, administrative personnel, facilities cost, a provision for
uncollectible amounts and costs for our technology infrastructure and applications. The personnel costs included here are net of any labor costs
directly related to the generation of revenue, which are represented in Cost of services. Prior to 2007, all costs related to account management
and solution development/support and delivery executive/support personnel were included in Cost of services.

Selling, general and administrative expenses increased $5.8 million, or 92%, to $12.1 million in the second quarter of 2007 from $6.3 million in
the second quarter of 2006. Of this increase, $4.8 million is attributable to the change in classification of the non-revenue generating costs
associated with account management, solution development/support and delivery executive/support personnel and the remainder is primarily the
result of increased non-cash compensation costs.

Severance and Related Costs

In 2006, in response to the then current business environment and shifting skill and geographic requirements, a number of cost reduction
activities were undertaken, principally consisting of personnel reductions. Annual savings related to the cost reduction actions in fiscal year 2006
were $2.4 million and will be realized in fiscal year 2007. Facility costs related to office space reductions and office closures in fiscal years 2002
and 2001 will be paid pursuant to contractual lease terms through September 2007. Substantially all severance and related costs associated with
cost reduction activities were paid out by the end of the first quarter of 2007, pursuant to agreements entered into with affected employees.

Severance and related costs was $0 in the second quarter of 2007 and 2006.
Depreciation and Amortization

Depreciation and amortization expense increased $0.4 million, or 80%, to $0.9 million in the second quarter of 2007 compared to $0.5 million in
the second quarter of 2006. The increase in depreciation and amortization is primarily related to continued investment in our Behavioral
Analytics™ Service Line.

23

Table of Contents 38



Edgar Filing: ELOYALTY CORP - Form 10-Q

Table of Conten
Operating Loss

Primarily as a result of the factors described above, we experienced an operating loss of $4.5 million for the second quarter of 2007, compared to
an operating loss of $5.2 million for the second quarter of 2006.

Interest and Other Income (Expense), net

Non-operating interest and other income (expense) increased $0.5 million to $0.6 million in the second quarter of 2007, compared to $0.1
million in the second quarter of 2006. This increase was primarily related to higher cash balances and higher yields on our investments and the
impact of favorable exchange rates on an intercompany settlement.

Income Tax Provision

Income tax provision was $0 in the second quarter of 2007 and 2006. As of June 30, 2007, total deferred tax assets of $46.2 million are fully
offset by a valuation allowance. The level of uncertainty in predicting when we will return to acceptable levels of profitability, sufficient to
utilize our net U.S. and non-U.S. operating losses and realize our deferred tax assets requires that a full income tax valuation allowance be
recognized in the financial statements.

Net Loss Available to Common Stockholders

We reported a net loss available to common stockholders of $4.3 million in the second quarter of 2007 as compared with a net loss available to
common stockholders of $5.5 million in the second quarter of 2006. We reported a net loss of $0.52 per share on a basic and diluted basis in the
second quarter of 2007, compared to a net loss of $0.82 per share on a basic and diluted basis in the second quarter of 2006.

First Six Months of 2007 Compared with First Six Months of 2006

Net Revenue
For the Six Months Ended
June 30, 2007 July 1, 2006
Dollars in Dollars in
Percentage Percentage
Millions of Revenue Millions of Revenue
Revenue:
Consulting services $27.0 53% $21.4 56%
Managed services 18.5 36% 11.1 29%
Services revenue 45.5 89% 325 85%
Product 5.7 11% 5.8 15%
Net revenue $51.2 100% $38.3 100%

Net revenue is total revenue excluding reimbursable expenses that are billed to our clients. Our net revenue increased to $51.2 million in the first
six months of 2007, an increase of $12.9 million, or 34%, from $38.3 million in the first six months of 2006.

Revenue from Consulting services was $27.0 million in the first six months of 2007, from $21.4 million in the first six months of 2006, an
increase of $5.6 million, or 26%. Consulting services represented 53% of net revenue for the first six months of 2007 and 56% of net revenue for
the first six months of 2006. The increase in Consulting services revenue is primarily due to 75% growth of our CIPCC Service Line. Spending
by our Consulting services clients may fluctuate between periods due to the short-term nature of these agreements.

Revenue from Managed services was $18.5 million in the first six months of 2007, an increase of $7.4 million, or 67% from $11.1 million in the
first six months of 2006. Managed services represented 36% of net revenue for the first six months of 2007 and 29% of net revenue for the first
six months of 2006. The increase in revenue from Managed services resulted from the transition of several Behavioral Analytics projects to the
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Revenue from the sale of Product decreased $0.1 million, or 2%, to $5.7 million in the first six months of 2007 from $5.8 million in the first six
months of 2006. Revenue from the sale of Product represented 11% of net revenue for the first six months of 2007 and 15% of net revenue for
the first six months of 2006. There are significant variances in size among individual engagements within this Service Line, and eLoyalty is not
always selected as the Product supplier for the engagement. As a result, annual and quarterly Product revenue may fluctuate significantly.

Utilization of billable consulting personnel was 80% for the first six months of 2007, compared to 71% for the first six months of 2006.
Utilization is defined as billed time as a percentage of total available time. The average bill rate increased to $150 for the first six months of
2007 compared to $149 for the first six months of 2006. This increase is primarily due to the favorable impact of our mix of services shifting
from our Traditional CRM Service Line to our CIPCC Service Line. The average billing rate for our CIPCC Service Line is higher than the
average billing rates within our Traditional CRM Service Line.

Our overall revenue concentration remained constant for the first six months of 2007 and 2006, as our top five customers accounted for 43% of
total revenue. The top 10 customers accounted for 57% of total revenue in the first six months of 2007, compared to 67% in the first six months
of 2006. The top 20 customers accounted for 76% of total revenue in the first six months of 2007 and 81% of total revenue in the first six
months of 2006. United HealthCare Services, Inc. accounted for 25% of total revenue for the first six months of 2007 and 13% of total revenue
for the first six months of 2006. Higher concentration of revenue with a single customer or a limited group of customers creates increased
revenue risk if one of these clients significantly reduces its demand for our services.

Cost of Revenue Before Reimbursed Expenses, Exclusive of Depreciation and Amortization
Cost of revenue before reimbursed expenses includes Cost of services and Cost of product, each of which is discussed below.
Cost of Services

Beginning in the first quarter of 2007, eLoyalty classified certain expenses, which had been previously reported within Cost of services as
Selling, general, and administrative expense. The three changes are:

Solution Development/Support: Costs associated with our Behavioral Analytics solution development teams and other Managed
services administrative and support personnel will be classified as Selling, general and administrative expense. When these resources
are working specifically on client revenue generating activities, their direct costs will be classified as Cost of services.

Account Management: Costs associated with our vertical industry teams, made up of industry experts, account partners and project
managers, will be classified as Selling, general and administrative expense. When these resources are working specifically on client
revenue generating activities, their direct costs will be classified as Cost of services.

Delivery Executive/Support: Costs associated with overall delivery executive management and administrative support personnel will
be classified as Selling, general and administrative expense.
We feel this revised classification provides a clearer understanding of the key profit/loss drivers and investments in our business. These changes
in classification are the result of the ongoing evolution of our business model from Consulting to Managed services and the investments we are
making to build market share and generate competitive advantages with our Behavioral Analytics Service Line. The changes will only be
reported prospectively as the Company cannot accurately and reliably estimate prior periods under the new approach.
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As a result of these changes in the first six months of 2007, Cost of services decreased and Selling, general, and administrative expense
increased by $9.5 million, including $2.6 million of non-cash compensation. The impact of these changes in classification are further described
in the discussion below and in comparisons to prior periods in future filings.

Cost of services now primarily consists of labor costs including salaries, fringe benefits, and incentive compensation of our delivery personnel
and Selling, general and administrative personnel working on direct, revenue generation activities and third-party pass through costs related to
our Managed services. Cost of services also includes employee costs for travel expenses, training, laptop computer leases and other expenses of
a non-billable nature. Cost of services excludes depreciation and amortization.

Cost of services in the first six months of 2007 was $30.0 million, or 66% of Services revenue, compared to $28.6 million, or 88% of Services
revenue, in the first six months of 2006. The cost increase is primarily due to higher internal and external resource levels to support the increased
level of revenue, higher non-cash compensation expenses which include bonuses paid with stock awards, and higher third-party support costs
driven by growth in our CIPCC related Managed services revenue. These increases were largely offset by the reclassification of $9.5 million of
non-revenue generating costs related to account management, solution development/support, and delivery executive/support as discussed above.
The percentage point decrease of 22% is primarily due to the cost reclassification, 21%, and increased utilization of our consulting services
resources, 6% partially offset by increased non-cash compensation costs including bonuses paid with stock awards, 6%.

Cost of Product

Cost of product is the amount we pay our vendors for the third-party software and hardware that we resell, primarily through our CIPCC Service
Line. Primary factors affecting Cost of product are Product revenue levels, the vendor specific mix of the products we resell within a period and
our ability to qualify for rebates from our largest Product vendor.

The amount of the rebates should vary with the level of Cisco Product revenue, as the rebates comprise a percentage of the specific Product cost.
Eligibility for these rebates is determined by our ability to meet vendor-established performance criteria, some of which are outside our control.
Prior to the third quarter of 2006, we recognized these rebates in our financial statements in the period when contingencies associated with the
contractual payment was resolved. In the third quarter of 2006, we began to recognize the value of these rebates in the period we sold the
product because we historically met all required criteria and our ability to reasonably estimate the value of these rebates.

Cost of product in the first six months of 2007 was $4.4 million, or 77% of Product revenue compared to $4.7 million, or 81% of Product
revenue in the first six months of 2006. The cost and percentage decreases were primarily due to the mix of vendor specific products sold in the
first six months of 2007 and the change in our treatment of rebates.

Selling, General and Administrative

Selling, general and administrative expenses consist primarily of salaries, incentive compensation and employee benefits for business
development, account management, solution development/support, marketing, administrative personnel, facilities cost, a provision for
uncollectible amounts and costs for our technology infrastructure and applications. The personnel costs included here are net of any labor costs
directly related to the generation of revenue, which are represented in Cost of services. Prior to 2007, all costs related to account management
and solution development/support and delivery executive/support personnel were included in Cost of services.

Selling, general and administrative expenses increased $12.1 million, or 98%, to $24.5 million in the first six months of 2007 from $12.4 million
in the first six months of 2006. Of this increase, $9.5 million is attributable to the change in classification of the non-revenue generating costs
associated with account management, solution development/support and delivery executive/support personnel and the remainder is primarily the
result of increased non-cash compensation costs including bonuses paid with stock awards.
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Severance and Related Costs

In 2006, in response to the then current business environment and shifting skill and geographic requirements, a number of cost reduction
activities were undertaken, principally consisting of personnel reductions. Annual savings related to the cost reduction actions in fiscal year 2006
were $2.4 million and will be realized in fiscal year 2007. Facility costs related to office space reductions and office closures in fiscal years 2002
and 2001 will be paid pursuant to contractual lease terms through September 2007. Substantially all severance and related costs associated with
cost reduction activities were paid out by the end of the first quarter of 2007, pursuant to agreements entered into with affected employees.

Severance and related costs decreased $0.3 million, to $0.0 million in the first six months of 2007 compared to $0.3 million in the first six
months of 2006. In the first six months of 2006, severance and related costs of $0.3 million primarily reflected $0.4 million of employee
severance and related costs for the elimination of one position, partially offset by favorable adjustments primarily related to previously estimated
severance and facility cost accruals.

Depreciation and Amortization

Depreciation and amortization expense increased $0.6 million, or 55%, to $1.7 million in the first six months of 2007 compared to $1.1 million
in the first six months of 2006. The increase in depreciation and amortization is primarily related to continued investment in our Behavioral
Analytics™ Service Line.

Operating Loss

Primarily as a result of the factors described above, we experienced an operating loss of $9.4 million for the first six months of 2007, compared
to an operating loss of $8.8 million for the first six months of 2006.

Interest and Other Income (Expense), net

Non-operating interest and other income (expense) increased $0.6 million, to $0.9 million in the first six months of 2007 compared to $0.3
million in the first six months of 2006. The $0.6 million increase was primarily related to higher cash balances and higher yields on our
investments and the impact of favorable exchange rates on an intercompany settlement.

Income Tax Provision

Income tax provision was $0.0 million in the first six months of 2007, compared to $0.1 million in the first six months of 2006. As of June 30,
2007, total deferred tax assets of $46.2 million are fully offset by a valuation allowance. The level of uncertainty in predicting when we will
return to acceptable levels of profitability, sufficient to utilize our net U.S. and non-U.S. operating losses and realize our deferred tax assets
requires that a full income tax valuation allowance be recognized in the financial statements.

Net Loss Available to Common Stockholders

We reported a net loss available to common stockholders of $9.2 million in the first six months of 2007 as compared with a net loss available to
common stockholders of $9.3 million in the first six months of 2006, respectively. We reported a net loss of $1.13 per share on a basic and
diluted basis in the first six months of 2007, compared to a net loss of $1.40 per share on a basic and diluted basis in the first six months of 2006.
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Liquidity and Capital Resources
Introduction

Our principal capital requirements are to fund working capital needs, capital expenditures, other investments in support of revenue generation
and growth and payment of Series B stock dividends. As of June 30, 2007, our principal current capital resources consist of our cash and cash
equivalent balances of $30.2 million and restricted cash of $0.3 million. Our cash and cash equivalents position decreased $1.4 million, or 4%, to
$30.2 million as of June 30, 2007 compared to $31.6 million as of December 30, 2006. The decrease is primarily due to the acquisition of
treasury stock, capital expenditures and dividend payments partially offset by positive working capital management. Restricted cash remained
constant at $0.3 million as of June 30, 2007 and December 30, 2006, respectively.

Cash Flows from Operating Activities

Cash flows from operating activities were a source of cash of $3.7 million during the first six months of 2007 and a use of cash of $1.4 million
during the first six months of 2006. Net cash flows of $3.7 million in 2007 arose primarily from prepayments by our clients related to our
Managed services contracts offset by payment of deferred Managed services costs (including Behavioral Analytics™ deployment costs and
third-party maintenance contracts) and an increase in accounts receivable. Net cash outflows of $1.4 million in 2006 arose primarily from
operating losses, payment of deferred Managed services costs (including Behavioral Analytics™ deployment costs and third-party maintenance
contracts), annual corporate insurance payments and incentive compensation largely offset by prepayments by our clients related to our
Managed services contracts. DSO of 49 days at June 30, 2007 remained the same compared to December 30, 2006. We do not expect any
significant collection issues with our clients. At June 30, 2007, there remained $0.1 million of unpaid severance and related costs. See Note 5
Severance and Related Costs .

Cash Flows from Investing Activities

The Company used $2.2 million and $1.2 million of cash during the first six months of 2007 and 2006, respectively, primarily for capital
expenditures. The level of capital expenditures for fiscal year 2007 is highly dependent upon the number of new contracts we enter into for
hosted Behavioral Analytics™. We currently expect our capital expenditures to be less than $10.0 million for fiscal year 2007.

Cash Flows from Financing Activities

The Company used $2.8 million and $0.4 million of cash during the first six months of 2007 and 2006, respectively, for financing activities. Net
cash outflows of $2.8 million during the first six months of 2007 were primarily attributable to $2.3 million of cash used for the acquisition of
treasury stock, $0.7 million of cash dividend payments, paid in January on the Series B stock, partially offset by proceeds of $0.2 million from
the exercise of stock options. The treasury stock acquired reflects shares that were obtained in meeting employee tax obligations associated with
the vesting of shares granted in previously approved stock awards. Prior to February 1, 2007, the shares associated with these employee tax
obligations were cancelled.

Net cash outflows of $0.4 million during the first six months of 2006 were primarily attributable to cash dividends of $0.7 million, paid in
January on the Series B stock, partially offset by the decrease in restricted cash.

In addition, a semi-annual dividend payment of $0.7 million is expected to be paid in future periods on the Series B stock. The amount of each
such dividend would decrease by any conversions of the Series B stock into common stock, although any such conversions would require that
we pay accrued but unpaid dividends at time of conversion.

Near-Term Liquidity

Our near-term capital resources consist of our current cash balances together with anticipated future cash flows. Our balance of cash and cash
equivalents was $30.2 million as of June 30, 2007 and $31.6 million as of December 30, 2006. In
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addition, our restricted cash of $0.3 million at June 30, 2007 is available to support letters of credit issued under our LaSalle credit facility (as
described below) for operational commitments, and to accommodate a LaSalle Bank credit requirement associated with the purchase and
transfer of foreign currencies and credit card payments.

Bank Facility

The Company has financing in place with LaSalle Bank National Association (the Bank ). The maximum principal amount of the secured line of
credit under the agreement remained at $2.0 million through the second quarter of 2007 (the Facility ). The Facility requires eLoyalty to maintain
a minimum cash and cash equivalent balance within a secured account at the Bank. The balance in the secured account cannot be less than the
outstanding balance drawn on the line of credit, and letter of credit obligations under the Facility, plus a de minimis reserve to accommodate a
Bank credit requirement associated with the purchase and transfer of foreign currencies and credit card payments. Available credit under the
Facility has been reduced by $0.3 million related to letters of credit issued under the Facility for operational commitments and a Bank credit
requirement associated with the purchase and transfer of foreign currencies and credit card payments. As a result, $1.7 million remains available
under the Facility at June 30, 2007. Loans under the Facility bear interest at the Bank s prime rate or, at eLoyalty s election, an alternate rate of
LIBOR (London InterBank Offering Rate) plus 0.75%. We did not have any borrowings or interest expense under the Facility during the first six
months of 2007 and 2006, respectively.

Accounts Receivable Customer Concentration

At June 30, 2007, one customer, United HealthCare Services, Inc., accounted for 21% of total net accounts receivable. Of this amount, we
collected 37% from United HealthCare Services, Inc. through August 6, 2007. Of the total June 30, 2007 gross accounts receivable, we collected
50% as of August 6, 2007. Because we have a high percentage of our revenue dependent on a relatively small number of customers, delayed
payments by a few of our larger clients could result in a reduction of our available cash.

Summary

We anticipate that our current unrestricted cash resources, together with other expected internally generated funds, will be sufficient to satisfy
our working capital and capital expenditure needs for the next twelve months. If, however, our operating activities or net cash needs for the next
twelve months differs materially from current expectations due to uncertainties surrounding the current capital market, credit and general
economic conditions, competition, potential for suspension or cancellation of a large project, there is no assurance that we would have access to
additional external capital resources on acceptable terms.

Contractual Obligations

As of June 30, 2007, our remaining required payment obligations under lease and certain other commitments are shown in the following table:

Less Than More Than
Contractual Obligations Total 1 Year 1-3 Years 3 -5 Years 5 Years
(In millions)
Letters of credit $ 0.1 $ o1 $ $ $
Leases $ 38 $ 1.3 $ 1.5 $ 0.5 $ 0.5
Severance and related costs $ 0.1 $ o1 $ $ $
Purchase obligations $ 7.6 $ 76 $ $ $
Total $11.6 $ 9.1 $ 1.5 $ 0.5 $ 0.5
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Letters of Credit

Reflects standby letters of credit issued as collateral for leases.

Leases

Reflects leases entered into by the Company for technology and office equipment as well as office space.
Severance and Related Costs

Severance and related costs reflect payments the Company intends to make in future periods for severance and other related costs due to cost
reduction activities in fiscal year 2007 and prior years.

Purchase Obligations

Purchase obligations reflect the costs of goods or services eLoyalty had procured prior to June 30, 2007, but for which eLoyalty had not tendered
payment. Purchase orders for third-party support costs associated with Managed services support agreements are also included.

Recent Accounting Pronouncements

In February 2007, the FASB issued SFAS No. 159, The Fair Value Option for Financial Assets and Financial Liabilities  Including an
amendment of FASB Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities. SFAS No. 159 permits entities to
choose to measure eligible items at fair value at specified election dates and report unrealized gains and losses on items for which the fair value
option has been elected in earnings at each subsequent reporting date. SFAS No. 159 is effective for fiscal years beginning after November 15,
2007. We are currently evaluating the impact that SFAS No. 159 may have on our financial position or results of operations.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements , which defines fair value, establishes a framework for measuring
fair value in generally accepted accounting principles, and expands disclosures about fair value measurements. SFAS No. 157 does not require

any new fair value measurements, but provides guidance on how to measure fair value by providing a fair value hierarchy used to classify the
source of the information. This statement is effective for fiscal years beginning after November 15, 2007. We are currently evaluating the impact
that SFAS No. 157 may have on our financial position or results of operations.

In June 2006, the FASB ratified a consensus opinion reached by EITF on EITF Issue 06-3, "How Taxes Collected from Customers and Remitted
to Governmental Authorities Should Be Presented in the Income Statement (That Is, Gross versus Net Presentation)." The guidance in EITF
Issue 06-3 requires disclosure in interim and annual financial statements of the amount of taxes on a gross basis, if significant, that are assessed
by a governmental authority that are imposed on and concurrent with a specific revenue producing transaction between a seller and customer
such as sales, use, value added and some excise taxes. Additionally, the income statement presentation (gross or net) of such taxes is an
accounting policy decision that must be disclosed. The consensus in EITF Issue 06-3 is effective for interim and annual reporting periods
beginning after December 15, 2006. The Company adopted EITF Issue 06-3 effective December 31, 2006. The Company presents these taxes on
a net basis. The adoption of EITF Issue 06-3 did not have a material effect on our financial position or results of operations.

Item 3. Qualitative and Quantitative Disclosures about Market Risk

We provide solutions to clients in a number of countries including the United States, Australia, Canada, Germany, Ireland and the United
Kingdom. For the quarter ended June 30, 2007 and July 1, 2006, 6% and 12%, respectively, of our net revenue was denominated in foreign
currencies. Historically, we have not experienced material fluctuations in our results of operations due to foreign currency exchange rate
changes. We do not currently engage, nor is there any plan to engage, in hedging foreign currency risk.
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We also have interest rate risk with respect to changes in variable rate interest on our revolving line of credit, and our cash and cash equivalents
and restricted cash. Interest on the line of credit is currently based on either the bank s prime rate, or LIBOR, which varies in accordance with
prevailing market conditions. A change in interest rate impacts the interest expense on the line of credit and cash flows. This interest rate risk
will not have a material impact on our financial position or results of operations.

Item 4. Controls and Procedures
(a) Evaluation of Disclosure Controls and Procedures

Based on their evaluation for the period covered by this Form 10-Q, eLoyalty s Chief Executive Officer and Chief Financial Officer have
concluded that, as of June 30, 2007, the Company s disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Securities Exchange Act of 1934, as amended) are effective.

(b) Management s Report on Internal Control over Financial Reporting

eLoyalty s management is responsible for establishing and maintaining adequate internal control over financial reporting to provide reasonable
assurance regarding the reliability of our financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles.

Due to its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also, projections of any
evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate due to changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate.

The Company conducted its evaluation of the effectiveness of internal control over financial reporting using the criteria set forth by the
Committee of Sponsoring Organizations of the Treadway Commission ( COSO ) in Internal Control Integrated Framework. Based on its
evaluation, our management concluded that our internal control over financial reporting was effective as of the end of the period covered by this
Form 10-Q.

Grant Thornton LLP, an independent registered public accounting firm, audited the Consolidated Financial Statements included in the Form

10-K for the year ended December 30, 2006 and, as part of their audit, issued reports, on (1) our management s assessment of the effectiveness of
our internal control over financial reporting and (2) the effectiveness of our internal control over financial reporting. Refer to Report of Grant
Thornton LLP Independent Registered Public Accounting Firm in our Annual Report on Form 10-K for the year ended December 30, 2006.

(c) Changes in Internal Control over Financial Reporting

There has been no change in eLoyalty s internal control over financial reporting that occurred during the second quarter of 2007 that has
materially affected, or is reasonably likely to materially affect, eLoyalty s internal control over financial reporting.

Part II. Other Information

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

The following table provides information relating to the Company s purchase of shares of its common stock in the second quarter of 2007. All of
these purchases reflect shares withheld upon vesting of restricted stock or installment stock, to satisfy tax withholding obligations. The Company
has not adopted a common stock repurchase plan or program.
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Average
Total Number Price Paid
of Shares Per

Period Purchased Share

April 1, 2007 April 30, 2007

Common stock 87 $ 19.01

May 1,2007 May 31, 2007

Common stock 36,361 $ 25.27

Total

Common stock 36,448 $ 25.25
Item 4. Submission of Matters to a Vote of Security Holders

Our 2007 Annual Meeting of Stockholders (the Annual Meeting ) was held on May 17, 2007. Represented at the Annual Meeting, either in
person or by proxy, were 11,598,855 voting shares, consisting of common stock and Series B stock. This represented more than a majority of the
shares of eLoyalty common and Series B stock outstanding on the record date for the Annual Meeting and therefore constituted a quorum. Each
share present was entitled to one vote.

The following actions were taken at the Annual Meeting:

1. Messrs. Feinberg and Staley, the nominees for election as Class II Directors at the Annual Meeting, were elected to serve as
members of eLoyalty s Board of Directors for a three year term expiring in 2010. The vote for Mr. Feinberg was: 11,246,381
shares voted in favor of election, and 352,474 votes withheld. The vote for Mr. Staley was: 11,567,764 shares voted in favor
of election and 31,091 votes withheld. The terms of office of the following directors continued after the meeting: Messrs.
Conway and Murray (whose terms expire at the 2008 Annual Meeting) and Messrs. Coxe and Kohler (whose terms expire at
the 2009 Annual Meeting).

2. Stockholders ratified the reinstatement of the 1999 Employee Stock Purchase Plan and the amendment to increase the number
of shares available for issuance under the Plan to 500,000. The vote for the reinstatement and amendment was: 8,255,439
shares voted in favor, 48,304 voted against it, and 894 shares abstained from voting.

3. Stockholders ratified the appointment of Grant Thornton LLP as eLoyalty s independent public accountants for its current
fiscal year ending December 29, 2007. The vote was: 11,594,900 shares voted in favor of the ratification of such
appointment; 2,871 voted against it, and 1,084 shares abstained from voting.

Item 6. Exhibits

*31.1 Certification of Kelly D. Conway under Section 302 of the Sarbanes-Oxley Act of 2002.
*31.2 Certification of Steven C. Pollema under Section 302 of the Sarbanes-Oxley Act of 2002.

*32.1 Certification of Kelly D. Conway and Steven C. Pollema under Section 906 of the Sarbanes-Oxley Act of
2002.

* Filed herewith.
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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, in the City of Lake Forest, State of Illinois, on August 9, 2007.
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eLOYALTY CORPORATION

By /s/ STEVEN C. POLLEMA
Steven C. Pollema
Vice President, Operations

and Chief Financial Officer
(Duly authorized signatory and

Principal Financial and Accounting Officer)
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