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This annual report on Form 10-K contains forward-looking staternents within the meaning of the federal
securities laws. These forward-looking statements include, without limitation, statements regarding the
following: the software development industry; our goals, mission and strategies, including our strategies
regarding customers and customer relationships, the software development community, investing in research and
development, acquiring or investing in other technologies or products, relationships with software and hardware
vendors, development, marketing, distribution and strategic relationships; our products, services and
technologies; our product development; increasing our share of target markets; licensing; our life cycle support
for team-based development; revenues, operating results, growth, financial performance and international sales
and business; competition, competitors and our ability to compete; trademark and copyright protections;
infringement claims; market acceptance of off-the-shelf products and software development tools; the
development of industry standards; expanding our sales force and maintaining a high level of consulting,
training, and customer support; managing our resources and growth; attracting, hiring and retaining qualified
individuals and the abilities of senior management; errors or defects in products; international activities and
proprietary rights; the scope of United States patent protection; past and future acquisitions; our existing facilities
and the availability of additional space; legal proceedings and litigation matters; the use of available funds and
our intentions regarding dividends; critical accounting policies relating to consolidated financial statements and
the implementation, adoption and impact of accounting standards and policies; revenue recognition; goodwill,
purchased intangibles and the allocation of acquisition costs; valuing in-process research and development in
connection with acquisitions; deferred income tax assets; our restructuring program and restructuring costs and
related payments; liquidity and cash flow and the sufficiency of cash, cash equivalents, and short-term
investments; foreign currency exchange rate and interest rate risk; the stock repurchase program; anticipated
stock-based awards; our intentions regarding issuances of options; and the purpose of our employee
compensation plans. These statements are subject to risks and uncertainties that could cause actual results and

/'.éy'ent's". to. differ materially. These risks and uncertainties include, without limitation, those identified in the
section of this annual report on Form 10-K entitled “Factors That May Affect Future Results” below. Rational
-undertakes no obligation to update forward-looking statements to reflect events or circumstances occurring after
the daté of this annual report on Form 10-K.
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: ;;;j;" ‘Pﬁéi‘used in this annual report on Form 10-K, unless the context otherwise requires, the terms “we,” “us,
" " "“the Company,” and “Rational” refer to Rational Software Corporation, a Delaware corporation, and its
subsidiaries.

&

PARTI

ITEM 1—BUSINESS
Overview

Incorporated under the laws of Delaware in July 1982, we are a leading provider of integrated solutions that
automate the software development process. Our integrated solutions include unified tools, software engineering
best practices, and services that allow customers to successfully and efficiently develop and deploy software. Our
solutions help customers organize, automate, and simplify the software development process and enable them to
gain a competitive advantage by consistently developing higher quality software in less time. Our solutions help
customers build and deploy software in three categories:

*  Business applications automate Web, e-commerce, and core business processes such as sales force
automation, order entry and processing, billing and collections, finance and accounting, distribution,
inventory management, customer relationship management, and human resources management. Our
solutions help customers build and deploy both internal and customer-oriented applications and manage
the deployment and integration of commercial business systems.

v Software products and systems include software that is produced as a product or as part of a product
strategy. Our solutions help customers build a wide range of commercial and custom software products
distributed in business-to-business and business-to-consumer markets. Examples include commercial
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off-the-shelf products, application servers and operating systems, and software packaged with consumer
goods, medical, industrial, and business equipment, such as MP3 players, global positioning systems
(GPS), and digital cameras.

*  Embedded systems and devices is a subcategory of software products and systems. Our solutions help
customers build real-time and embedded software that drives the intelligence of personal digital
assistants (PDAs), mobile phones and telecommunication equipment, medical devices, automobiles,
industrial automation equipment, and process control systems.

Industry Background

The ubiquity of technology in business and everyday life is driving increasing demand for software
development. Software is essential to the development of: business systems and Web sites; communication
devices, such as routers, hubs, and switches; medical devices; industrial goods, such as robotics instruments and
airplanes; and consumer products, such as mobile phones, PDAs, and automobiles.

The challenge many organizations face is that their demand for software outpaces their ability to cost-
effectively design and build software. According to the Standish Group, the majority of software development
projects fail to meet their objectives, either because they were delivered late, lack required functionality, or cost
more than was initially budgeted. Such systemic failure stirs organizations to seek more effective approaches to
software development by implementing processes and tools that can improve project predictability and reduce
project risk. By upgrading their best practices, applying advanced tools, and leveraging the expertise of
experienced vendors, organizations are finding that they can improve their ability to deliver quality software on
time.

Software development organizations typically include software development executives, project managers,
and skilled practitioners such as analysts, developers, and testers, each of which faces a unique set of software
development goals and challenges.

s Software development executives seek to maximize business results by improving the organization’s
global return on its technology investments. To the chief information officer or executive sponsor of a
project, failure can result in missed market opportunities, increased competitive threats, and company
losses far in excess of the project’s nominal cost. Consequently, the organization’s choices of tooling
and process standards are key strategic decisions.

*  Project leaders are tasked with ensuring project success. The project leaders are frequently challenged
with shifting deadlines and budgets, insufficient technical resources, and the need to get practitioners
up-to-speed quickly on new projects and technologies.

e Skilled Practitioners include software architects, analysts, developers, and testers who design, build,
test, and deploy software. These practitioners are challenged by everyday stumbling blocks that
collectively impede project progress, such as too many meetings, project changes, rework, and code
fixes inadvertently “undone” by other team members.

The Rational Solution

Our integrated solution comprises software development tools, software engineering best practices, and
professional services that help liberate members of software development teams from obstacles that impede their
success. Our platform for software development frees project team members to focus on key activities in the
software life cycle. We also offer a range of services to help customers better implement our solution. Our goal is
to help organizations achieve software development success with greater consistency and predictability.

Our products and services:

*  Reduce time-to-market. Our products help organizations improve both individual and team
productivity, reducing the time required to develop and deploy quality software.
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* Improve software quality. Our solution allows testers and developers to more quickly verify the
reliability and functionality of their software. Using our solution, teams can apply more automated
testing techniques earlier in the product development cycle and uncover errors when they are
significantly less costly to fix.

* Foster creativity. Our solution reduces the time and cost of modeling alternative technology
approaches, encouraging both individuals and teams to explore a wider range of solutions to business
problems.

*  Preserve platform flexibility. We support all major software execution platforms, including Java,
.NET, and embedded platforms, enabling our customers to choose the development and execution
environment that’s right for them.

*  Reduce project risk. We give teams the tools and methodology to explore higher-risk elements of their
projects early on, when changes are significantly easier and less costly to implement.

* Improve application performance. We help customers identify performance bottlenecks and
understand the impact of alternative deployment scenarios. Users of our solutions can estimate the
performance of client/server, Internet, Enterprise Resource Planning (ERP), Web Services, and other
applications under a variety of potential operating conditions.

* Improve process maturity. Our integrated solution helps customers improve both the predictability and
repeatability of their software development processes. Our products automate collection and distribution
of project metrics and encourage teams to adopt proven software engineering best practices.

* Manage change more effectively. Our products safeguard organizations’ software development assets
and help teams track and manage changes to evolving source code, software development artifacts, and
Web content. Our solution helps teams leverage technical resources wherever they are located and
allows multiple team members to work on the same project simultaneously.

Our Strategy

Our mission is to ensure the successful software development efforts of our customers. Our strategy is to
build customer relationships by offering an integrated set of tools, best practices, and services. Key components
of our strategy include:

* Increasing adoption of our integrated solution. While we are a leading provider of integrated solutions
that automate the software development process, we believe we currently serve only a small portion of
our potential market. We intend to continue to target new customers based on the proven benefits of our
integrated solution. In addition, we intend to increase penetration of existing customers by
demonstrating the benefits of additional products and services.

*  Extending product leadership. We intend to continuously improve the functionality of our products
and services to meet the evolving needs of our customers. We intend to continue to leverage our strong
relationship with the software development community and our industry knowledge and expertise to
ensure that we maintain our product leadership. In addition, we will continue to invest significant
resources in research and development (R&D) to improve our existing products and develop new
products.

* Acquiring or investing in complementary products. To achieve our objective of providing the most
comprehensive software development solution, we have from time to time acquired businesses,
products, or technologies that are complementary to our business. For example, our acquisition of
Catapulse Inc. (Catapulse) extended our capabilities in the area of hosted development services, which
are designed to be delivered to users over the Internet, and our acquisition of Attol Testware (Attol)
extended our product capabilities for our embedded systems and devices customers. We intend to
acquire or invest in other leading technologies that address the needs of our customers and that we can
integrate into our product family.




o Strengthening key strategic alliances. - We will continue to develop long-term relationships with
leading software and hardware vendors to enhance the utility of our products, increase our exposure to
potential users, and expand our customer base. Consistent with this strategy, we have entered into close
strategic alliances with IBM and Microsoft that span co-development, co-licensing, and co-marketing of
tightly integrated technology solutions. In addition, our strong strategic relationships with Intel,
Hewlett-Packard, Sun Microsystems, BEA Systems, Borland, and other leading technology providers
expand our market reach through joint technology development, marketing, and distribution.

Products and Services
Rational Unified Process

Rapid delivery of high-quality software requires cohesive teamwork and a predictable, well-understood
process. We satisfy this need with the Rational Unified Process, a set of software engineering best practices
optimized for rapid development of high-quality software. The Rational Unified Process enables teams to choose
the process components that are right for their specific project needs. Its entire contents—including prescriptive
guidelines, templates, and examples—can be directly accessed from any Rational tool through seamless
integrations that make the process practical. When combined with our comprehensive services and team unifying
tools, the Rational Unified Process serves as a recipe for rapid delivery of high-quality software.

Rational Integrated Solutions

Our products span the software development life cycle. They are available in individual editions that address
the unique needs of specific practitioners, such as analysts, testers, and developers. In addition, many of our
products are available in tightly integrated suite editions. Our suite editions unify cross-functional teams by
automating the flow of project artifacts and providing shared access to common data. They provide an easy way
for customers to acquire and deploy complete software development solutions.

Rational Suite

The Rational Suite product family provides tightly integrated solutions that make it easy for customers to
acquire and deploy complete software development solutions. We design each suite around the unique needs of
the practitioners on the project team. Each suite also includes a core set of team-unifying tools that provide
common access to process guidance, project metrics, requirements information, test artifacts, defect, and change
tracking information, and versioned development artifacts.

*  Rational Suite AnalystStudio is the answer to the problems facing many of today’s analysts. Analysts are
responsible for collecting, managing, and communicating project requirements to the entire team.
Rational Suite AnalystStudio optimizes the analyst’s effectiveness by combining powerful tools that
collect enhancement requests, manage requirements information, collect and publish project metrics,
and visually model use cases for better communication.

*  Rational Suite DevelopmentStudio is a complete solution for software architects and developers.
Architects and developers are responsible for designing software systems and developing code. Rational
Suite DevelopmentStudio combines the power of visual modeling for software design with run-time
testing to improve the quality of code before it is handed off to quality assurance professionals.

e Rational Suite DevelopmentStudio RealTime Edition provides an integrated solution for software teams
developing real-time embedded software applications used in cell phones, pagers, routers, hubs,
automobiles, airplanes, and other products. It combines the power of visual modeling and automated
testing with advanced features optimized for real-time engineering.

*  Rational Suite TestStudio is a fully integrated suite of testing tools that automates test planning, test
development, test execution, metrics reporting and analysis, and defect tracking of client/server, Java,
Web, and ERP applications. It provides a seamless testing process, software configuration management,
and test management. Designed for testing and quality assurance professionals who ensure that software
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systems meet quality standards and user requirements, it ensures a common set of testing tools,
methods, metrics, and data for the project team.

Rational Suite ContentStudio combines software development solutions with advanced content
management tools to provide a comprehensive solution for code and content management. Rational
Suite ContentStudio makes it possible for development teams to more easily manage the development
and deployment of sophisticated e-business applications that comprise both software application code
and Web content.

Rational Suite Enterprise combines all of the tools of Rational Suite AnalystStudio,
DevelopmentStudio, and TestStudio. Rational Suite Enterprise provides a complete software
development solution in one easy-to-acquire package.

Configuration and Change Management Solutions

Our configuration and change management products unify software teams by providing comprehensive
support for development teams working in parallel on shared project artifacts, such as source code, binary files,
software models, requirements documents, test cases, and project reports.

The Rational ClearCase family is our software configuration management solution. Rational ClearCase
accelerates development cycles, ensures the accuracy of releases, and enables teams to reliably build
and patch previously shipped products. It provides secure and reliable access to project artifacts,
allowing teams to share their work. ClearCase maintains a full audit trail of who changed what, when,
where, and why; manages multiple versions of software artifacts; and reliably performs ‘‘builds’’ of
software systems. Rational ClearCase MultiSite supports geographic distribution of software
development teams working on shared sets of artifacts. Rational ClearCase LT is a reliable, entry-level
version software configuration management tool designed for small project workgroups.

The Rational ClearQuest family provides flexible defect tracking/change request management for
tracking and reporting defects and other types of change requests throughout the development life cycle.
Rational ClearQuest provides reliable project metrics, is fully customizable, and helps project teams
ensure that change occurs in a managed fashion. Rational ClearQuest MultiSite is an optional add-on
solution for Rational ClearQuest that supports synchronized development across geographically
distributed sites.

Combined, Rational ClearCase and Rational ClearQuest offer Unified Change Management (UCM), an
automated process for managing changes to project activities and artifacts. UCM helps teams get up and running
quickly by providing built-in project workflow and change management support. Its activity-based approach
helps teams work more intuitively by focusing on high-level activities instead of individual changes to files.

Requirements Management Solutions

Rational RequisitePro makes requirements management intrinsic to the development process by making
requirements easy to document, organize, and track throughout the project life cycle. Rational RequisitePro
enables team-based requirements management. RequisitePro supports enterprise databases, and can be used with
the Windows client or from any platform using the full-featured Web interface.

Visual Modeling Solutions

The Rational Rose family is a set of Unified Modeling Language (UML)-based software modeling tools
for designing component-based applications. The UML, pioneered by Rational and officially adopted as
a standard by the Object Management Group (OMG), is the industry-standard language for specifying,
visualizing, constructing, and documenting the artifacts of a software system. COM, ActiveX, and
JavaBean components can be reverse-engineered to derive interfaces and determine the
interrelationships of all components within a model. Rose gives developers the ability to mix and match
multiple languages, such as C++, Visual Basic, and Java, within the same model. Rational XDE, an
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enhancement to the modeling technology of Rational Rose, provides an extended development
environment ‘that adds rich modeling and forward- and reverse-engineering capabilities to the
Microsoft® Visual Studio™ .NET, IBM WebSphere Studio Application Developer, and Eclipse
Integrated Development Environment (IDE). This seamlessly integrated, extended development
environment allows developers to perform free-form and UML modeling, apply code patterns, and
leverage code templates without switching between different, non-integrated tools.

*  Rational Rose RealTime is a visual modeling environment designed specifically to address the needs of
software teams that manage and deliver real-time software applications. Rational Rose RealTime
combines market-leading visual modeling technology with advanced model execution and code
generation technology. Rose RealTime also supports UML.

Automated Testing Solutions

Our solutions for automated testing help testers and developers verify the reliability and functionality of
their software and improve its performance.

*  Rational Test ReaiTime provides a complete solution for testing and observing embedded, real-time, and
networked systems created in cross-development environments. It provides comprehensive target-hosted
testing, code coverage measurements, memory leak detection, and performance profiling from a single,
integrated interface, and it is available on a wide range of embedded development platforms.

* Rational TestManager provides control, management, and reporting of all test activities from a central
point. It lets testers know immediately when a requirement has changed that impacts test cases and
improves team productivity by making test results and progress toward goals immediately available to
all team members.

*  Rational TeamTest automates functional, distributed-functional, regression and load testing for client/
server, Java, Web, and ERP applications. It integrates defect tracking and test management capabilities
to reduce the risk of deploying faulty applications.

*  Rational PurifyPlus automates run-time testing during development, assuring reliability, performance,
and quality. It comprises three tools, which are also available individually: Rational Purify to locate
hard-to-find memory leaks and run-time errors; Rational Quantify to pinpoint performance bottlenecks;
and Rational PureCoverage to identify untested code and provide code-coverage analysis.

* Rational Robot automates functional testing, including regression and smoke tests of Java, Web, ERP,
and client/server applications developed in a wide variety of environments. This test automation
solution offers reusability and portability of test recordings across platforms to provide one recording
that plays back on all Windows platforms. It reduces the amount of time and manpower spent on
functional testing and covers both visible and invisible objects.

e Rational Visual Test automates functional testing of Windows applications created with any
development tool. It produces reusable, maintainable, and extensible testing scripts directly from
Microsoft Developer Studio.

Integrated Development Environment Solutions

Rational Apex is the centerpiece of an extensive family of Rational Ada tools that provide support for
modern software practices throughout the software life cycle. It effectively controls large-scale development
efforts, helping customers improve time-to-market while reducing risk and cost. It also makes large-scale
software reuse possible by directly managing software architecture, significantly improving the efficiency of the
overall software development process. Rational Apex runs on UNIX platforms and is available in versions that
support the C/C++ and Ada programming languages for UNIX, Windows NT, and embedded applications.

Technical Consulting and Customer Support Services

We offer our customers the benefits of 20 years of experience in developing and applying tools and proven
best practices for software development. This experience is drawn from hundreds of our software consultants
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working directly with customers, and from extensive internal use of our tools. Our professional services facilitate
customer adoption of these tools and best practices, maximizing the probability of project success. Customers are
able to take full advantage of our experience, avoid common pitfalls, and get maximum value from their
investment in our solution.

In collaboration with our partners, we offer a wide range of professional services. These include tool and
technology training delivered onsite or in public classes, onsite implementation planning, software engineer
mentoring, and architecture and process consulting. We also offer a support program that entitles a licensee to
receive all enhancements and upgrades to the licensed product that are published in the succeeding 12-month
period, as well as certain other support services.

In addition, we offer our customers with active support contracts access to the Rational Developer Network.
The Rational Developer Network is a web site that provides targeted content and skill-building resources and
web-based training to our customers.

Business Alliances

We work with numerous strategic partners for business applications, software products and systems, and
embedded systems and devices. In this context, we work with vendors such as Microsoft, IBM, Intel, Sun
Microsystems, Oracle, Hewlett-Packard, SGI, BEA Systems, Borland, and others. These relationships may
include joint technology development, marketing, and distribution arrangements and exchange of development
plans and strategic directions. As a result of our relationship with Microsoft, Rational is able to provide
integration with the Visual Studio .NET IDE and give developers an environment for developing .NET
applications with powerful developer capabilities and functionality. We have also arranged with IBM to include
our software configuration management technology in certain IBM products.

Product Development

We believe that our success will depend largely on our ability to enhance existing products and develop new
products that meet the needs of a rapidly evolving marketplace and increasingly sophisticated and demanding
customers. We intend to extend and strengthen our life cycle support for team-based development by expanding
our product offerings, introducing new products, and offering higher levels of integration among our products.
We use our own software processes and tools extensively in our own software development activities. Although
we have primarily developed products internally, we may, based on timing and cost considerations, acquire
technologies or products from third parties.

Our R&D staff, including product development, product support, and technical writing personnel, consisted
of 1,236 employees as of May 31, 2002. Our total R&D expenses excluding related amortization of deferred
stock-based compensation were approximately $176.8 million, $183.5 million, and $102.6 million in fiscal years
2002, 2001, and 2000, respectively.

Customers and Applications

Our comprehensive solution of software development tools and professional services is used by major
organizations in many industry segments to design, build, and maintain complex software systems. No single
customer accounted for 10% or more of revenues in fiscal 2002.

Sales and Marketing

We market and sell our products and services directly through our field sales organizations, the World Wide
Web, and indirectly through channels such as value-added resellers (V ARs) and distributors.




Our direct selling approach couples sales of our integrated software development tools with high-value
technical consulting services. We have established a major-account direct sales and technical consulting
organization in the United States, Canada, Europe, Latin America, and the Asia/Pacific region. In most regions
this direct sales organization includes a telesales operation to augment its direct sales presence.

Our sales, marketing, and professional services organization consisted of 1,941 employees as of May 31,
2002. This organization operates out of corporate headquarters in Cupertino, California, and operations in
Lexington, Massachusetts, and from field offices in other locations throughout North America, Europe, and the
Asia/Pacific region. Our direct international operations are staffed almost exclusively by local personnel.
Additionally, we also have distributors and resellers in the same regions.

In support of our sales efforts, our marketing department conducts comprehensive programs, which include:

¢ maintenance of an extensive World Wide Web site;

+ an electronic subscription service for news announcements about us;

» print and Web advertising;

¢ an online customer magazine;

* acustomer-exclusive developer network;

« public relations and industry analyst communications;

» trade shows, technical seminars, web seminars, and the annual international Rational User Conference;

» direct mail promotions and other mailings to keep our prospects and customers informed;

¢ sales brochures, multi-media CDs, and technical papers; and

« management of marketing activities and promotions with members of the Rational Unified Partners

program.

International sales accounted for approximately 41% of our revenues in each of fiscal 2002, 2001, and 2000,
and we expect that international sales will continue to account for a significant portion of our revenues in the
future. International sales are subject to inherent risks, including:

* unexpected changes in regulatory requirements and tariffs;

» unexpected changes in global economic conditions;

» (difficulty in staffing and managing foreign operations;

+ longer payment cycles;

¢ potentially adverse tax consequences;

» price controls or other restrictions on foreign currency;

» difficulty in obtaining export and import licenses;

» costs of localizing products for some markets;

» lack of acceptance of localized products in international markets; and

* the effects of high local wage scales and other expenses.

Any material adverse effect on our international business would likely materially and adversely affect our
business, operating results, and financial condition as a whole. There can be no assurance that we will not

experience a material adverse impact on our financial condition and results of operations from fluctuations in
foreign currencies or from macroeconomic problems in various markets or geographies in the future.

Product Pricing

Our software licenses are generally perpetual, fully paid-up floating or node-locked licenses or sold on a per
user basis. Floating licenses limit the number of simultaneous users on a network instead of being associated with
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a specific user or computer. Node-locked licenses limit a software license to a single computer. We also offer
other kinds of licenses, such as project licenses that provide selected Rational tools to all the developers working
on a specific project.

We also offer a support program that entitles a licensee to receive all enhancements and upgrades to the
licensed product that are published in the succeeding 12-month period, as well as certain other support services.
Under this support program, a licensee’s entitlement to enhancements, upgrades, and other support services is on an
if-and-when-available basis. Annual fees for support generally range from 20% to 25% of the software license fee.

Our packaged training courses are offered in the form of open-enrollment public courses and in-house
courses at customer facilities. Additionally, we offer packaged consulting services that are generally priced on a
time-and-materials basis.

Competition

The industry for automating software application development and management is extremely competitive
and rapidly changing. We expect to continue to experience significant and increasing levels of competition in the
future. Bases of competition include:

» corporate and product reputation;

* innovation with frequent product enhancement;

» breadth of integrated product lines and the availability of integrated suites and bundles;

¢ product architecture, functionality, and features;

* product quality, performance, and ease of use;

* quality of support and availability of technical consulting services; and

* price.

We face intense competition for each product in our product lines, generally from both Windows and UNIX
vendors. Current and potential competitors in one or more of our markets include, among others, Applied
Microsystems Corporation, Aonix, Artisan Components, Borland, Broadvision, CanyonBlue, Computer
Associates, Compuware, Documentum, Elsinore Technologies, Embarcadero, Empirix, Fujitsu, I-Logix,
Integrated Chipware, Interwoven, MagicDraw, Magna Solutions, Merant, Mercury Interactive, Microsoft, MKS,
Object Domain Systems, Oracle, ParaSoft, Perforce, Popkin Software, Pragma Systems Corporation, RadView
Software, Serena, Sitraka, Soffront Software, Softera Starbase Corporation, Stellent, Sybase, TeamShare,
Telelogic, TogetherSoft, Vector Software, Visual Object Modelers, and WebGain, as well as numerous other
public and privately held software application development and tools suppliers. Because individual product sales

are often the first step in a broader customer relationship, our success will depend in part on our ability to
successfully compete with numerous competitors at each point in their product lines.

We also face competition from software development tools and processes developed internally by customers,
including ad hoc integrations of numerous stand-alone development tools. Customers may be reluctant to purchase
products offered by independent vendors such as ours. As a result, we must educate prospective customers about
the advantages of our products versus internally developed software quality systems.

We believe we are well-positioned to compete due to the combination of our:

* integrated family of products supporting component-based development throughout the software
development life cycle;

* empbhasis on controlled iterative development and visual modeling;

» architecture-driven process;
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« extensive major-account direct sales and technical consulting organization; and

¢ supporting channels such as telesales, VARs, distributors, and the World Wide Web.

We believe that the increased level of competition we observed in fiscal 2002 will continue to increase.
Certain of our competitors are very experienced in the development of software engineering tools, databases, or
software development products. Some of our competitors have, and new competitors may have, larger technical
staffs, more established distribution channels, and greater financial resources than we do. There can be no
assurance that either-existing or new competitors will not develop products that are superior to our products or
that achieve greater market acceptance. Our future success will depend in large part on our ability to increase our
share of target markets and to license additional products and product enhancements to existing customers.
Future competition may result in price reductions, reduced margins, or loss of sales, which in turn would have a
material adverse effect on our business, results of operations, and financial condition.

Intellectual Property

We regard our software as proprietary and attempt to protect it under a combination of copyright, trademark,
patent, and trade-secret laws, employee and third-party nondisclosure agreements, and other methods of
protection. Despite these precautions, it may be possible for unauthorized third parties to copy certain portions of
our products or to reverse-engineer or obtain and use information we regard as proprietary. Although our
competitive position may be affected by our ability to protect our proprietary information, we believe that
trademark and copyright protections are less significant to our success than are other factors, such as trade-secret
protection, the knowledge, ability, and experience of our personnel, name recognition, and ongoing product
development and support.

Our software products are generally licensed to end users on a right-to-use basis pursuant to a perpetual
license. We license our products primarily under “shrink-wrap” licenses (that is, licenses included as part of the
product packaging). Shrink-wrap licenses are not negotiated with or signed by individual licensees and purport to
take effect upon the opening of the product package. Certain provisions of such licenses, including provisions
protecting against unauthorized use, copying, transfer, and disclosure of the licensed program, may be
unenforceable under the laws of certain jurisdictions. In addition, the laws of some countries do not protect our
proprietary rights to the same extent as do the laws of the United States.

As the number of software products in the industry increases and the functionality of these products further
overlaps, we believe that software programs will increasingly become subject to infringement claims. There can
be no assurance that third parties will not assert infringement claims against us in the future with respect to
current or future products. Any such assertion could require us to enter into royalty arrangements or result in
costly litigation.

Employeés

We believe our success will depend in part on our continued ability to attract and retain highly qualified
personnel in a competitive market for experienced and talented software engineers and sales and marketing
personnel. Our employees are not represented by any collective bargaining organization, and we have never
experienced a work stoppage. As of May 31, 2002, our employee base was as follows:

» product development and support, 1,236 employees;
» sales, marketing, and technical consulting, 1,941 employees;
» finance and administration, 384 employees;

* total personnel, 3,561‘employees.

Financial Information about Geographic Areas

See Note 12 of Notes to Consolidated Financial Statements for financial information about geographic areas.
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EXECUTIVE OFFICERS

The following table sets forth certain information with respect to our executive officers as of the date hereof.

Name Position

PaulD.Levy ... i Founder and Chairman of the Board

Michael T.Devlin . ..., Founder, Chief Executive Officer, and Director

ThomasF.Bogan .............................. President and Chief Operating Officer

DavidH.Bernstein ... ....... ..., Senior Vice President and General Manager, Products

KevinJ.Haar ........ .. .. ... it Senior Vice President, Worldwide Field Operations

DavidJ. Henshall ........ ... ... ... ... ... ... ... Vice President, Chief Financial Officer, Treasurer,
and Secretary

Mr. Levy, age 46, co-founded Rational in 1981 and has served as Chairman of the Board since
September 1996. Prior to April 1999, Mr. Levy also served as Chief Executive Officer of Rational.

Mr. Devlin, age 47, co-founded Rational in 1981, has served as Chief Executive Officer since April 1999,
and is a Director. From September 1996 until April 1999, Mr. Devlin served as President of Rational. Prior to
September 1996, Mr. Devlin served as Chairman of the Board of Rational.

Mr. Bogan, age 50, has served as Rational’s President since April 2000 and its Chief Operating Officer
since April 1999. From July 1996 until April 1999, he served the Company in various other capacities, including
as general manager of the testing business.

Mr. Bernstein, age 50, joined the Company in 1982 and has served as Senior Vice President and General
Manager, Products, since 1996. Prior to this, he held various management positions with the Company, most
recently Senior Vice President and General Manager, Object Technology Products.

Mr. Haar, age 45, joined the Company in 1986 and has served as Senior Vice President, Worldwide Field
Operations since April 2000. Prior to April 2000, he held various management positions with the Company, most
recently Senior Vice President, The Americas Field Operations.

Mr. Henshall, age 34, joined the Company in 1998, and has served as Rational’s Vice President, Chief
Financial Officer, Treasurer, and Secretary since April 2002. From April 2001 until April 2002, Mr. Henshall
served as Vice President, Finance and Administration, and Treasurer. From July 1999 until April 2001,
Mr. Henshall served as the Company’s Treasurer. From February 1998 to July 1999, Mr. Henshall served as the
Company’s Assistant Treasurer. From 1993 to 1998, he held various finance positions with Cypress
Semiconductor Corporation.

Factors That May Affect Future Results

Significant unanticipated fluctuations in our quarterly revenues and operating results may cause us not to
meet securities analysts’ or investors’ expectations and may result in a decline in the prices of our Common
Stock and our Convertible Notes.

Our net revenues and operating results are difficult to predict and may fluctuate significantly from quarter to
quarter. If our revenues, operating results, earnings, or future projections are below the levels expected by
securities analysts, the prices of our Common Stock and Convertible Notes are likely to decline.

Factors that may cause quarterly fluctuations in our operating results include, but are not limited to:

* global economic conditions;

* decreased spending on technology due to adverse economic conditions;

e the discretionary nature of our customers’ purchase and budget cycles;

« difficulty predicting the size and timing of customer orders;
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* long sales cycles;

* seasonal variations in operating results;

* introduction or enhancement of our products or our competitors’ products;

« changes in our pricing policies or the pricing policies of our competitors;

* anincrease in our operating costs;

» whether we are able to expand our sales and marketing programs;

* the mix of our products and services sold;

» the level of sales incentives for our direct sales force;

+  the mix of sales channels through which our products and services are sold;

* the mix of our domestic and international sales;

¢ an increase in the level of our product returns;

» fluctuations in foreign currency exchange rates;

» changes in accounting pronouncements applicable to us;

¢ costs associated with acquisitions; and

» the impact of terrorist attacks and wars.

In addition, the timing of our product revenues is difficult to predict because our sales cycles vary
substantially from product to product and customer to customer. We base our operating expenses on our
expectations regarding future revenue levels. As a result, if total revenues for a particular quarter are below our
expectations, we could not proportionately reduce operating expenses for that quarter. Therefore, a revenue
shortfall would have a disproportionate effect on our operating results for that quarter. In addition, because our

service revenues are largely correlated with our license revenues, a decline in license revenues could also cause a
decline in our service revenues in the same quarter or subsequent quarters.

Although we experienced growth in revenues in years prior to the year ended March 31, 2002, there can be
no assurance that, in the future, we will again achieve or maintain revenue growth or be profitable on a quarterly
or annual basis. Nor can there be any assurance that, in the future, we will meet investors’ or securities analysts’
expectations. For example, our operating results were below the expectations of some securities analysts’ for the
fiscal quarter ended September 30, 2001. The revenues and operating results experienced by us in recent quarters
are not necessarily indicative of future results. As a result of the factors described above and other factors, our
operating results are subject to significant variation from quarter to quarter, and we believe that period-to-period
comparisons of our results of operations are not necessarily useful. If our operating results do not support the
prices of our Common Stock or Convertible Notes or are below investors’ or securities analysts’ expectations,
the prices of our Common Stock and Convertible Notes could decline.

Our future revenue recognition policy may be impacted by new forms of product licensing.

Our primary revenue recognition model is to recognize license revenues upon delivery of a software license.
We anticipate offering for sale both licenses and hosted development services in the future. Hosted development
services will be under the subscription style revenue recognition model and revenue will be recognized based on
delivery of the service over time. If the hosted development service is sold in conjunction with, or as an option
to, our perpetual license, there could be an impact on our revenue recognition policy.
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If market acceptance of our sophisticated software development tools fails to grow adequately, our business
may suffer.

Our future growth and financial performance will depend in part on broad market acceptance of
off-the-shelf products that address critical elements of the software development process. Currently, the number
of software developers using our products is relatively small compared with the number of developers using
more traditional technology and products, internally developed tools, or manual approaches. Potential customers
may be unwilling to make the significant capital investment needed to purchase our products and retrain their
software developers to build software using our products rather than traditional techniques. Many of our
customers have purchased only small quantities of our products, and these or new customers may decide not to
broadly implement or purchase additional units of our products.

If industry standards relating to our business do not gain general acceptance, we may be unable to continue to
develop and market our products and our business may suffer.

Our future growth and financial performance depends on the development of industry standards that
facilitate the adoption of component-based development, as well as enhance our ability to play a leading role in
the establishment of those standards. For example, we led the development of the Unified Modeling Language, or
UML for visual modeling, which was adopted by the Object Management Group, or OMG, a software industry
consortium, for inclusion in its object analysis and design facility specification. The official sanction in the future
of a competing standard by the OMG or the promulgation of a competing standard by one or more major
platform vendors could harm our marketing and sales efforts and, in turn, our business.

If we do not develop and enhance new and existing products to keep pace with technological, market, and
industry changes, our revenues may decline.

The industry for tools automating software application development and management is characterized by
rapid technological advances, changes in customer requirements, and frequent new product introductions and
enhancements. If we fail to anticipate or respond adequately to technology developments, industry standards, or
practices and customer requirements, or if we experience any significant delays in product development,
introduction, or integration, our products may become obsolete or unmarketable, our ability to compete may be
impaired, and our revenues may decline. We must respond rapidly to developments related to Internet and
intranet applications, hardware platforms, operating systems, and programming languages. These developments
will require us to make substantial product-development investments,

In addition, rapid growth of, interest in, and use of Internet and intranet environments has occurred only in
the last few years and is still an emerging phenomena. Our success may depend, in part, on the compatibility of
our products with Internet and intranet applications. We may fail to effectively adapt our products for use in
Internet or intranet environments, or to produce competitive Internet and intranet applications.

If we do not effectively compete with new and existing competitors, our revenues and operating margins will
decline.

The industry for automating software application development and management is extremely competitive
and rapidly changing. We expect to continue to experience significant and increasing levels of competition in the
future. Bases of competition include:

* corporate and product reputation;

» innovation with frequent product enhancement, including the support of the development of the new set
of emerging standards and tools for building Web services applications and the support of rapidly
changing standards and technologies used in the development of Web-based applications and
off-the-shelf products;
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* breadth of integrated product lines and the availability of integrated suites and bundles, including the
development of a broader line of products for programming languages such as C#, C/C++, Visual Basic
and Java;

» product architecture, functionality, and features, including the support of multiple platforms (including
Microsoft Windows operating systems, Microsoft .NET, J2EE, IBM, UNIX, Linux and various
embedded systems development platforms);

e product quality, performance, and ease of use;

¢ quality of support and availability of technical consulting services, including the use of the latest
technologies to support Web-based development of business-critical applications; and

* price.

We face intense competition for each product in our product lines, generally from both Windows and
UNIX-based vendors. Current and potential competitors in one or more of our markets include, among others,
Applied Microsystems Corporation, Aonix, Artisan Components, Borland, Broadvision, CanyonBlue, Computer
Associates, Compuware, Documentum, Elsinore Technologies, Embarcadero, Empirix, Fujitsu, I-Logix,
Integrated Chipware, Interwoven, MagicDraw, Magna Solutions, Merant, Mercury Interactive, Microsoft, MKS,
Object Domain Systems, Oracle, ParaSoft, Perforce, Popkin Software, Pragma Systems Corporation, RadView
Software, Serena, Sitraka, Soffront Software, Softera Starbase Corporation, Stellent, Sybase, TeamShare,
Telelogic, TogetherSoft, Vector Software, Visual Object Modelers, and WebGain, as well as numerous other
public and privately held software application development and tools suppliers. Because individual product sales
are often the first step in a broader customer relationship, our success will depend in part on our ability to
successfully compete with numerous competitors at each point in their product lines.

We believe that we will continue to experience increasing competition. Some of our competitors have, and
new competitors may have, larger technical staffs, more established distribution channels, and greater financial
resources than we do. There can be no assurance that either existing or new competitors will not develop
products that are superior to our products or that achieve greater market acceptance. In addition, many of our
strategic partners compete with each other and this may adversely impact our relationship with an individual
partner or a number of partners.

We also face competition from the internal development teams of our customers. Potential customers may
create their own software development tools and processes, including ad hoc integrations of stand-alone
development tools from different vendors. Customers may be reluctant to purchase products offered by
independent vendors such as ours. If we are unable to educate prospective customers about the advantages of our
products versus internally developed software quality systems, our results of operations may be adversely
affected.

Our future success will depend in large part on our ability to increase our share of target markets and to
license additional products and product enhancements to existing customers. Future competition may result in
price reductions, reduced margins, or loss of sales, which in turn would have a material adverse effect on our
business, results of operations, and financial condition.

Our international operations expose us to greater management, collections, currency, intellectual property,
regulatory, and other risks.

International sales accounted for approximately 41% of our revenues in each of fiscal 2002, 2001, and 2000.
We expect that international sales will continue to account for a significant portion of our revenues in future
periods. The results of our international operations have declined in the most recent period. Our business would
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be harmed if our international operations experienced a further material downturn. In addition, international sales
are subject to inherent risks, including:

* unexpected changes in regulatory requirements and tariffs;

« unexpected changes in global economic conditions;

« adverse effects of terrorist attacks, political turmoil or wars;

« difficulties in staffing and managing foreign operations;

« difficulties in ensuring compliance with U.S. business and accounting standards and practices;
* Jlonger payment cycles;

+ potentially adverse tax consequences;

¢ price controls or other restrictions on foreign currency;

« difficulties in obtaining export and import licenses;

» costs of localizing products for some markets;

» lack of acceptance of localized products in international markets; and

» the effects of high local wage scales and other expenses.

Our international sales are generally transacted through our international sales subsidiaries. The revenues
generated by these subsidiaries, as well as their local expenses, are generally denominated in local currencies.
Accordingly, the functional currency of each international sales subsidiary is the local currency. We have
engaged in limited hedging activities to protect us against losses arising from remeasuring assets and liabilities
denominated in currencies other than the functional currency of the related subsidiary. We are also exposed to
foreign exchange rate fluctuations as the financial results of international subsidiaries are translated into U.S.
dollars in consolidation. As exchange rates vary, these results, when translated, may vary from expectations and
adversely impact our overall expected profitability. We currently do not hedge against this exposure. Fluctuations
in foreign currencies could harm our financial condition and operating results.

If we lose key personnel or cannot hire enough qualified personnel, our ability to manage our business,
develop new products, and increase our revenues will suffer.

We believe that the hiring and retaining of qualified individuals at all levels in our organization will be
essential