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Achieve!

To our Shareholders,

Interactive Intelligence has always believed in setting goals and working hard
to achieve them. In 2007, we set our sights on an historic milestone when we
established the goal to generate $100 million in revenue,

Not only did we reach our mark, we blew past it.

But we also achieved several other objectives in 2007. Chief among them was
releasing version 3.0 of our core software platform, the most advanced and
benefit-rich version to date. Interaction Center 3.0 provides industry-leading
security with encryption of voice calis, data connections, and recordings. It also
breaks new ground in mobility while being even easier for our partners and
customers to deploy and manage.

We also released new versions of our interaction Optimizer™ and Interaction
Gateway™ products, which resulted in millions of dollars in new sales.

Lead generation was another 2007 priority. To reach potential new customers,
we built up our Lead Management Team and Partner Program, and added new
in-country marketing managers throughout Eurepe, the Middle East and Africo
(EMEA), and Asia Pacific (APAC). The collective efforts worked. We generated
twice as many leads in 2007 as we did in 2006, and we are positioned to grow
our lead pipeline and Partner channel even more in the future.

Looking back, 2007 was a year we will always remember. Reaching the $100
million plateau was a significant accomplishment, as was introducing Interaction
Center 3.0. We could never have achieved these or any other goals without the
efforts of the people who make Interactive Intelligence the exciting place it is.
Our continued growth increasingly allows us to position Interactive Intelligence
as not just o mid-sized software company but as a global solutions-provider for
contact center automation, enterprise business communications, and unified
communications.

Looking ahead to 2008 and beyond, our principle strategy is to continue our
move up-market with our Messaging Interaction Center™ product and enhanced
3.0 solutions for the contact center and enterprise [P telephony. We will also
expand our efforts in the Software as o Service (SoaS) space with new contact
center offerings. We will build on our rich set of integration capabilities with a
seamless link to Microsoft’s Office Communications Server. We will broaden our
contact center suite with add-ons for speech analytics and customer feedback
management. And we will leverage our proven technology to turn our Customer
Interaction Center® product into a platform for comprehensive automotion of
business processes.

Our plan at Interactive Intelligence is pretty simple ~ build quality products, sell
them effectively, and provide our customers with excellent service. We believe
that philosophy will allow us to continue to achieve our objectives and provide
great value for our customers, employees, and shareholders.

Do 0 © Borund

Donald E. Brown, M.D.
President and Chief Executive Officer

2007 HIGHLIGHTS

FINANCIAL PERFORMANCE

The $100 Million Plateau
$109.9 million revenue for 2007
* Up 32 percent from $83.0 million
in 2006

$17.5 million net income
* Up from $10.2 million in 2006

Diluted EPS of $0.91
= Up from $0.56 in 2006

$46.3 million cash and short-term
investments as of December 31, 2007
* Up from $27.1 million as of
December 31, 2006

Fourth consecutive year of positive
operating results

GROWTH
325 new customers

41 new Partners
* Over 250 Partners total

Acquired Alliance Systems
Professional Services Division

PRODUCT RELEASES

Customer Interaction Center® 3.0,
Interaction Media Server and
SIP Proxy™ 3.0

Updated, Interaction Director®
2nd generation, Interaction Gateway™

New product, Interaction
Message Indicator™

Software as a Service (Saa$}
hosted offerings for contact centers

BOARD OF DIRECTORS

Addition
Michael C. Heim
« CIO, Eli Lilly and Company

* 25 years of experience in technology

management
* 10 years of Fortune 500 executive
experience

INDUSTRY RECOGNITION

Gartner, Inc. Leader’s quadrant, “Magic

Quadrant for Contact Center Infrastructure,

North America, 2007” report
Russell 2000® Index

Top 500 Global Software

& Services Companies,

Software Magozine
(seven consecutive years)

2007 Product of the Year, Customer
Interaction Solutions® and Calf Center
magazines
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PART I,
SPECIAL NOTE ABOUT FORWARD-LOOKING INFORMATION

Certain statements in this Annual Report on Form 10-K contain "forward-looking" information (as defined
in the Private Securities Litigation Reform Act of 1995, Section 27A of the Securities Act of 1933, as amended
and Section 21E of the Securities Exchange Act of 1934, as amended) that involves risks and uncertainties
which may cause actual results to differ materially from those predicted in the forward-looking statements.

LR TS

Forward-looking statements can often be identified by their use of such verbs as “expects”, “anticipates”,

‘ “believes”, “intend”, “plan”, “may”, “shoutd”, “will”, “would”, “will be”, “will continue”, “will likely result”,
or similar verbs or conjugations of such verbs. If any of our assumptions on which the statements are based

‘ prove incorrect or should unanticipated circumstances arise, our actual results could materially differ from those
anticipated by such forward-looking statements. The differences could be caused by a number of factors or

combination of factors, including, but not limited to, those set forth in the Item 1A *Risk Factors” section of this

Annual Report on Form 10-K.
ITEM 1. BUSINESS.

Company Overview

Interactive Intelligence, Inc. (“Interactive Intelligence”, “we”, “us™ or “our”) was formed in 1994 as an
Indiana corporation and maintains its world headquarters and executive offices at 7601 Interactive Way,
Indianapolis, IN 46278. Qur telephone number is (317) 872-3000. We are located on the web at
http./fwww. inin.com. We file annual, quarterly and current reports, proxy statements and other documents with
the United States Securities and Exchange Commission (the “SEC”) under the Securities Exchange Act of 1934,
as amended. These pericdic and current reports and all amendments to those reports are available free of charge
on the About Us — Investor Relations page located on our website.

Unified Business Communication Solutions

We are a leading provider of software applications for contact centers and we are leveraging that leadership
position to provide mission-critical Voice over [nternet Protocol (“VolIP”) applications to enterprises. Qur
solutions are installed by customers in a wide range of industries including, but not limited to, financial
institutions, higher education, healthcare, retail, technology, government, business services and increasingly for
the remote and mobile workforce. We also offer a pre-integrated all-software Internet Protocol Private Branch
Exchange (“IP PBX") system, a phone and communications solution for mid- to large-sized enterprises that rely
on the Microsoft Corporation (“Microsoft”) platform. We offer innovative software products and services for
multi-channel contact management, business communications, messaging, and VoIP solutions supported on the
Session Initiation Protocol (“SIP™) global communications standard. Many of our solutions can be deployed at
the customer’s site or can be provided in a Software as a Service model. See “Software as a Service as a Viable
Hosted Business Communications Option” below.

Our application-based solutions are integrated on a platform developed to increase security, broaden
integration to business systems and end-user devices, enhance mobility for today’s workforce, scale to
thousands of users, and more wholly satisfy today’s diverse interaction needs in markets for;

¢ Contact Centers

¢  Enterprise IP Telephony

¢  Enterprise Messaging

By implementing our all-in-cne solutions, businesses are able to unify multi-channel communications
media, enhance workforce effectiveness and productivity, and more readily adapt to constantly-changing market
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and customer requirements. Moreover, organizations in every industry are able to reduce the cost and
complexity of traditional “multi-point” legacy communications hardware systems that are seldom fully
integrated.

Innovation and Value .
1

Interactive Intelligence has long been recognized for its innovative, bundled contact center application
solution, which allows contact centers to queue and manage multi-channel interactions including phone calls,
faxes, e-mails and web interactions such as chats using a single integrated platform solution. Contact centers
can leverage this same software platform for predictive outbound dialing, workforce management, quality
monitoring, call and screen recording and agent scoring, interaction tracking, speech recognition, and other
enhanced contact management and compliance capabilities.

Qur principal competitors are vendors who follow traditional proprietary approaches (“legacy”) and offer a
combination of hardware-centric PBX phone systems, automated call distributors (“ACD”), voice mail systems,
interactive voice response (“IVR™) systems:and associated equipment. Contrasting such multi-point systems,
our unified platform is architected on open standards software developed to run on the Microsoft® Windows®
operating system and servers certified by us, allowing businesses to reduce both the amount and cost of the
historically more expensive communications hardware from proprietary vendors.

The added value of our open software approach is in the straightforward migration path it provides to VolP
via the SIP standard for networked voice and data. This open approach also supports broader integration to
business systems and devices including end-user phone sets, while reducing overall costs for network
management, system administration and funictionality upgrades. Qur application solutions also pre-integrate to
popular business applications for customer relationship management (“CRM"), enterprise resource planning
(“ERP”) and other processes, enabling businesses to fully integrate and automate their specific business rules
with minimal interruption. :

Continued Global Success and Recognition

We market our software solutions around the globe, directly to customers and through a channe! of more
than 250 value-added partners. Our software applications are available in 21 languages and are installed in more
than 70 countries. We began licensing our software in 1997 and have experienced ten consecutive years of
continued revenue growth, Partners and customers who license our products are certified through our
professional education curriculum and are supported by a global support network of our technology and
implementation partners. We employ approximately 600 personnel.

We have been an [SO 9001:2000 Certified company since January 2005 and obtained our re-certification in
January 2008, marking our third consecutive year of compliance. Being certified to 1SO 9041:2000 gives
further assurance to our customers and partners that we are able to satisfy their most stringent quality,
reliability, efficiency and cost-effectiveness requirements.

Other recent company recognition includes:

s  Leaders quadrant, Gartner, Inc.'s Magic Quadrant for Contact Center Infrastructure, North America,
2007 report; :

e Russell 2000% Index;
* Top 500 Global Software & Services Companies list, Software Magazine (seven consecutive years),
e 2007 Product of the Year, Customer Interaction Solutions® magazine; and

e 2007 Product of the Year, Call C:enter Magazine.
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Industry Overview and Current Developments

VolP, high-speed Internet access, Internet-based commerce, process automation and the growing
acceptance of data networks configured to transmit voice traffic continue to cause a major shift in business
communications technologies and corporate decision-making. Organizations in many industries, and in
increasing numbers, are moving from one-dimensional, hardware-based PBX phone systems to multi-channel
software platforms on which phone calls and faxes as well as e-mails and web interactions, such as chats, are
integrated. VolP, IP telephony and unified communications bring networks and voice and data applications
together. By doing so, businesses reduce communications equipment and administration costs, automate !
business processes to increase organizational efficiency and enhance workforce effectiveness, and provide [
better service to their customer base. The communications industry continues to experience increased demand
for new application-based solutions for unified communications and multi-channel interaction management. We
have followed the same open standards all-in-one software approach since 1994 to develop our industry-leading
solutions for business communications requirements.

Business Process Auwtomation

To be more efficient operationally and more proficient in meeting a customer's needs, contact centers and
enterprises are looking at automation to improve the execution of their business processes, communications and
customer service processes. We believe automation will improve a new or existing customer’s position in the
global marketplace and strengthen their foundation for growth. Qur applications have long taken an
intelligence-based approach to automation, beginning with the ability to unify and handle multi-channel
interactions in the same manner, and followed thereafter with features such as multimedia queuing, skilis-based
(agent) routing and speech-enabled interactive voice response and auto attendant processes structured according
to an organization’s business rules. We are continuing this approach to automating business and interaction
processes with features scheduled to be released during 2008 such as emotion detection, post-call surveys and
automation of business processes using the functionality deployed in our solutions.

The Convergence of Voice and Data

In a technology trend that continues to gain acceptance worldwide, the Internet Protocol has prompted
many businesses to begin moving voice traffic from circuit-switched networks and bulky hardware equipment
to more agile “converged” voice and data networks, applications servers, and lower cost end-user devices based
on the popular TCP/IP — a transition often referred to as the “VolP movement.” One result of this transition is
that traditional PBX phone systems hardware is being replaced by software-based solutions. This transition to
software-based communications solutions is leading many businesses to look more closely at application-driven
platforms that can integrate to, and work effectively with, IP-based systems for converged voice and data. We
provide these software-based solutions along with other vendors including Cisco Systems, Inc. (“Cisco™),
Nortel Networks Corporation (“Nortel™), Avaya Inc. (“Avaya™), 3Com Corperation (“3Com”) and others.

Unified Communications

According to industry analysts at Gartner, Inc., unified communications are defined as the “direct result of
convergence in communication networks and applications.” Microsoft also has recently defined unified
communications as a solution that “bridges the gap between telephony and computing to deliver real-time
messaging, voice and conferencing to the desktop environment.” Preceding this unified approach, differing
forms of communication have historically been developed, marketed and sold as individual applications. The
convergence of voice and data communications on IP networks leveraging open standards software platforms is |
generating a new paradigm for unified communications and its impact on how people, groups and organizations
communicate. Unifted communications products based on software solutions, services and equipment such as
servers, gateways and IP-based phones and end-user devices are proving to reduce costs over their proprietary
counterparts, while at the same time enhancing organizational productivity by facilitating the integration and
use of multiple enterprise communication methods. Unified communications products reflect most of their cost-
effectiveness through the convergence of voice and data on a single network and at the desktop; by integrating
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multiple communication channels {(media such as calls, faxes, e-mail and web chat), networks, systems, and
business applications; and by consolidating controls and administration over these collective components. Most
unified communications products are currently offered cither as a stand-alone product solution or from a
portfolio of integrated applications and platforms.

Internet-based Interactions

in addition to more traditional communications media such as the telephone, voice mail, and the fax
machine, the Internet has expanded communications media to include e-mail, Internet chat sessions, web
callback requests and VolP calls. As consumers have continued to leverage these web-based contact options,
companies have had to utilize the [ntemet as a key channel for sales, distribution and customer service. With
customer service as an objective, many of these companies are deploying web applications for e-mail
management, auto responsc, web collaboration and other online services to satisfy consumer habits and raise
service levels. Though many online services are unified in an applications approach, most companies still
support online media channels using separate e-mail platforms, web servers, chat servers and other disjointed
equipment that can lead to inconsistencies and inefficiencies across customer touch points. If organizations have
not already made the move to an applications-driven solution for online needs, many are at least re-evaluating
their existing systems to determine the requirements for a more integrated environment,

Moving from Call Centers to Contact Centers

Until a few years ago, a call center consisting of phone banks and agents handling inbound and outbound
calls was sufficient for businesses and their customers. While relegated to a single communications channel,
these “call-only” centers nevertheless required multi-point systems consisting of a PBX, ACD, automated
attendant, an IVR system, and optional systems such as a predictive outbound dialer and a call logger to handle
voice-based interactions. Most call centers also were forced to spend time and money to integrate their disparate
phone system devices. Increasingly, however, multi-channel communications technologies have paired e-mail
and web interaction opttons alongside phane calls, creating the “contact center” and allowing businesses to
differentiate themselves both with more contact options for customers and superior service and support as a
consumer interacts, With multi-channel communications platforms now playing a broader role in customer
service, as well as sales and other customer functions such as CRM, organizations are beginning to understand
the value of formal contact centers. In turn, information technology leaders have begun to adopt a bundled
application approach to multi-channel coritact management, primarily to replace multiple hardware-centric
systems and reduce costs, but also as a way to more easily migrate to network-based IP telephony.

The Need to Integrate Telecomnunications and Information Systems

For most businesses, telecommunications systems and information systems remain distinct components in a
communications infrastructure. To more effectively interact both internally and externally, businesses must be
able 1o access and utilize these systems in a seamless manner. To integrate various types of telecommunications
devices with information technology, many vendors offer computer telephony integration (“CTI”) middleware
products and services to bring the two sides together. For example in a contact center, a CTI-based “screen pop”
application enables a data window to pop up on an agent’s monitor, presenting information about a call at the
same time the agent’s telephone or headset rings. For customer service in particular, screen pops allow the agent
to view a customer’s account mformauon which is usually maintained in a CRM or ERP application.

While effective for customer servicc, however, we believe that using CTI middleware products to integrate
communications and information systems raises a number of fundamental problems. In addition to being
expensive and time-consuming to implenjcnt up front, the total cost of ownership for any CTI integration over
time is high due to multiple points of configuration, administration and maintenance, Modifying and managing
a traditionally integrated CTI infrastructure is also difficult in that each device may be independently configured
by different vendors. For instance, adding only one new agent in a contact center may require configuring a new
extension in the center’s PBX phone system, defining a new mail box in its voice mail system, and creating a
new agent entry in an ACD to route calls to the new agent. This process can result in the new user’s information
being entered into each device inconsistently, or getting lost all together. With an emphasis on web-based
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objectives in particular, we believe CTI used in this traditional multi-device approach makes it more difficult
for businesses to interact over the Internet.

Broader Integration to Business/Data Systems and End-user Devices

With the business world’s increasing emphasis on business process, automation is key in broadening
integration between a communications platform and business applications, information systems, databases,
knowledge bases and end-user devices such as phone sets, hand-held devices, cell phones and laptop computers.
IP-based applications and open standards, as compared to traditional communications hardware systems and
CTI, increase integration capability to a wider range of business systems, industry-standard servers and low-cost
[P devices for users across an organization. More so, integration within a dispersed multi-site organization is
easier to accomplish, since different locations can easily leverage IP networks to integrate business system
servers, SIP connections from the same network to integrate IP phones and devices at the desktop, and wireless
connections to equip their mobile workers. Again, organizations that rely on separate PBX, ACD and associated
equipment for communications are not afforded the same integration flexibility. Even though many proprietary
vendors are now beginning to take an applications approach to their solution, they have yet to reach the same
levels of openness that more established applications vendors reached years ago. Consequently, the customers
of many proprietary vendors must still utilize expensive CTI methods, third-party integration services, and
higher-priced proprietary devices to update their business and communications systems.

Enhanced Security

As IP telephony becomes more prevalent in business communications, the potential of attacks to an IP
communications system makes security a critical priority for contact centers as well as for healthcare providers,
financial institutions, government agencies, public companies and other organizations that manage confidential
voice and data communications over an IP network. However, open standards such as SIP provide a rigorous
approach to user authentication and message encryption in a VolP environment. SIP is also the most regulated
tool for security as a result of the actions of the Internet Engineering Task Force (“IETF”), which continually
introduces, amends and strictly monitors SIP security specifications worldwide. Lending to stricter security
measures as well are the new breed of all-in-one 1P communications application suites. These suiles pre-
integrate applications on a single platform for all voice and data functions, and allow organizations to easily
replace “multi-point” hardware systems, reduce the number of access points for potential attacks, and inherently
streamline security down to a central underlying platform. Such software-based systems additionally extend
security mechanisms to all critical points between an IP network and the desktop, allowing organizations to
deploy virtual private networks, virtual local area networks, access lists, authentication, Transport Layer
Security and Secure Real-time Transport Protocol mechanisms from the network to their [P communications
system’s application server, gateway, data servers and phone devices.

Migration from Voice Mail to Unified Messaging and Enhanced Messaging

Unified messaging efficiently combines voice mail, fax and e-mail messages in an end-user’s “unified”
inbox, which is often accessible through the desktop, a web browser, a handheld device, or even the telephone
using Text-to-Speech technology. Though available for more than 10 years, many businesses organizations
have failed to embrace unified messaging. With voice mail and fax systems reaching end-of-life status in
businesses worldwide, and as e-mail continues to serve as a viable communication medium, enterprises are
increasingly upgrading to unified messaging solutions that integrate with existing PBXs that are equipped for IP
telephony and VolP, and that natively support e-mail and directory servers certified by us that are already
components in most technology and telecommunication infrastructures. As workers become more mobile,
organizations are studying the.value of enhanced messaging, which supplements unified communications with
robust features such as customizable call rules and greetings for users, Follow-Me call routing, real-time
presence management, speech- and browser-based voice mail access, workgroup capabilities, and more.




Software as a Service as a Viable Hosted Business Communications Option

Software as a Service (“SaaS”) is becoming a viable and increasingly recognized solution in the business
communications and telecom industries. The term Saa$S has generally replaced terms including “Application
Service Provider”, “on-demand” and other similar notations. As an Internet-based service developed to leverage
web browsers and other online technologies, SaaS business communications solutions are delivered by a
software provider who may develop, customize, host and operate the applications that constitute a Saa8
offering. Service offerings typically include IP PBX-based call processing, call routing, auto attendant, IVR,
voice mail, e-mail, conferencing, messaging, automated notifications and other business communications
services. For organizations that have substantial computing needs but that maintain little or no capability in
software deployment, Saa$ allows them to enjoy the same benefits of premise-based software, without on-site
implementation and operation. Businesses pay only for using Saa$ features and not for owning the software
jtself and may increase communications reliability since Saa$ application servers often reside on a provider’s
off-site location where disaster recovery mechanisms are provided as a part of the Saa$S offering.

Target Markets

We have developed our solutions to meet the requirements of three distinct target markets in which our all-in-
one approach delivers value. These markets also include a strong and growing demand for the inherent standards-
based IP telephony, VoIP and unified communications functionality, which our application solutions offer.

Contact Centers

We remain an industry leader in the transition from TDM (time division multiplex) and CTl-based multi-
point call center technology to pre-integrated IP-based open standards application solutions for today’s multi-
channel contact centers. Qur scalable all-in-one contact center solution enables centers to intelligently route,
monitor, record, track, and report on phone calls, as well as fax, e-mail and web interactions, whether in a single
center or across multi-site contact center operations. Contact centers can also easily license our pre-integrated
applications for predictive dialing, workforce management, screen and multimedia recording and agent scoring,
and other enhanced functionality.

For self-service automation in the contact center environment, including speech-enabled IVR and e-mail
auto response technologies, we offer a full range of solutions that help organizations support their sales and
service objectives while standardizing customer service options and reducing operations costs. Among the more
popular self-service applications our customers have implemented are FAQ auto response via e-mail and IVR-
based processes for order status inquiries.

1

Enterprise IP Telephony

Leveraging our strength in the contact center sector has enabled us to offer IP telephony to the “larger
enterprise” markel. In positioning our contact center solution for enterprise requirements, organizations can
implement a single solution for IP PBX, ACD, IVR, multimedia queuing, messaging, mobile access and other
capabilities that meet the needs of enterprise business users and workgroups as well as contact center agents.
We also continue to strengthen our position in the mid-sized enterprise market with our “all-software” IP PBX
phone and communications solution for companies consisting of 100 to 1,500 users, and especiaily that rely on
the Microsoft platform. In addition to mid-sized enterprises, this market sector includes distributed
organizations such as banks and credit unions, and organizations that maintain mobile and remote workforces,
such as sales and service-oriented companies.

Enterprise Messaging
We have defined enterprise messaging as being a comprehensive yet adaptable solution for voice mail,
unified messaging (voice mail, e-mail and fax in one inbox), and enhanced messaging—which builds upon

unified messaging with advanced features such as Find-Me/Follow-Me, customizable call rules, real-time
presence management, and other features. With many existing voice mail systems continuing to near end-of-life
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status, companies evaluating their messaging solutions and requirements, and the increased poputarity of e-matil
and mobile communications technology, we believe we are well-positioned in the enterprise messaging space.

We offer a single, highly-scalable, multi-channel messaging platférm that allows organizations to route live
communications to mobile phones, telephony-enabled handheld devices and desk phones, and to help users
manage their inbox for e-mail, veice mail and fax messages. Qur platform’s inherent [P architecture also paves
a straightforward migration path to VolP for organizations looking to make the move to IP telephony. By
providing flexible choose-by-function deployment and licensing options for voice mail, unificd messaging,
enhanced messaging, or a combination of all three, organizations can configure and centrally administer the
precise messaging environment needed, by department or enterprise-wide. Our single IP platform/adaptable
applications approach has been successfully deployed by universities and large companies.

Our All-in-One Platform, Single-System Approach, Products, Customer Support and Services
All-in-One Platform, Single-System Approach

We provide a comprehensive solution of contact management and business communications applications
developed to run on our pre-integrated Interaction Center Platform® multi-channel event processing platform
and the Microsoft Windows operating system. Our platform-based software solutions do not require multi-point
hardware or integrations to third party preducts or CTI middleware, and are capable of processing thousands of
interactions per hour.

As a true all-in-one solution for voice and data, the Interaction Center Platform also does not require
separate servers or integration, meaning contact centers and enterprises can seamlessly process telephone calls,
e-mails, faxes, voice mail messages, Internet chat sessions, web collaborations and call-back requests, and 1P
telephony calls. Organizations can apply business rules across media types for consistent customer service and
end-to-end tracking and reporting that improves workforce performance and service quality.

Our platform provides a single point of system management to simplify administration and maintenance,
eliminates hardware “boxes” to reduce complexity as well as costs, and is flexibly deployed as a PBX/IP PBX
or with an organization’s existing PBX/IP PBX.

These differentiating characteristics of our integrated software solutions allow businesses to more effectively
communicate both internally and externally, and do so at a much lower total cost of ownership compared to legacy
hardware systems and computer telephony integration products. Strategic advantages of our all-in-one, single-
system approach to unified communications for business are described in the following sections.

Standards-Based All-Software Architecture and IP Capabilities

Our software applications incorporate native IP capabilities based on the international SIP communications
standard developed by the IETF and adopted by a number of industry leaders including Microsoft. Unlike
proprietary PBX phone systems and associated legacy hardware advertised as “IP-enabled,” our core platform
and application solutions inherently incorporate SIP and open standards throughout, which eliminates the costly
SIP extension “lock-ins” required when using proprietary communications hardware systems. To further reduce
costs, our software runs on commodity servers with no need for expensive voice boards, allowing organizations
to incrementally scale to more users and distributed office locations, and includes a built-in application
generator and graphical user interface designer tools to integrate an organization’s specific business rules and
required interaction processes. Combined, these open standards capabilities allow businesses to make vse of a
wide variety of low-cost IP soft phones and telephone devices, gateways, and other components from a number
of different vendors.

Broader Range of Functions

Traditionat legacy communications systems require contact ¢enter and business enterprise operations to
purchase separate multi-point products to attain the voice and data functionality they need, such as a PBX for
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phone calls, a web server for chat, and others. Our pre-integrated application suites instead offer the following
communications features in one software solution: PBX/IP PBX, telephony, ¢-mail processing, ACD, IVR, web
interaction event processing, inbound and outbound fax, conferencing, multimedia recording and screen
recording, quality monitoring and more. Qur solutions also include supervisory features to view
communications statistics in real time, supplemented by workforce management, coaching features, interaction
tracking and end-to-end reporting to improve performance. Collectively, these capabilities allow our customers
to improve customer satisfaction and increase internal efficiency.

No Need to Integrate Disparate Technologies

Traditional communications systems generally require multiple components for voice and data. To work
together, these multi-point systems in turn require significant, and often complex, integration efforts that can
require expensive hardware, middleware and services. Qur software application suites pre-integrate all
necessary components for converged voice and data and unified communications, allowing businesses to
concentrate their efforts on improving business operations instead of maintaining disparate communications
technologies. Additionally to protect system investments, businesses can use our software applications to
supplement an existing PBX with web-based interaction management, unified messaging, [VR, departmental
contact center services, and other phone system functions.

1

Greater Ability to Utilize the Internet

With online initiatives playing a significant sales and marketing role in many businesses, our solutions
provide customers a number of web-based interaction options. These options include e-mail, FAQ auto
response, web chat and callback requests, online forms, and VolP calls. Such options are increasingly important
for effective e-commerce, e-Services and online customer service as consumers continue to use the Internet to
conduct business transactions.

Open Architecture and Greater Compatibility with Leading Technologies

To accommodate our standards-based approach to business communications, we developed our Interaction
Center Platform on an open architecture that is completely different from traditional telecommunications
systems that are based on a proprietary, closed architecture, Traditional systems limit an organization’s ability
to readily adapt to change or customize communications processes. With proprietary systems, even simple
changes such as adding a new employee or changing an employee’s location can require costly vendor services.
Our solutions are built using industry-standard server, networking and software components such as Intel
Corporation’s (“Intel”) microprocessors, the Microsoft Windows operating system, Dialogic Corporation’s
(“Dialogic™) Host Media Processing (“HMP™) software, and gateways from a select list of certified vendors
(including our own Interaction Gateway™). Our open platform architecture allows organizations to easily
configure our applications to meet precise communications requirements and to flexibly make hardware or
software modifications as necessary. Our products also easily interact with popular technology products that
include: !

e E-mail servers such as Microsoft Exchange Server, International Business Machines Corporation
(“IBM”) Lotus Notes and Novell GroupWise;

»  Database systems from Microsoft, Oracle Corporation (“Oracle”) and IBM;
»  Mainframe systems, including tl}lose that support 3270 and 5250 terminal emulation;
»  Web servers from Apache Digital Corporation, IBM WebSphere and Microsoft;

o Network management systems, including Hewlett-Packard Company’s HP OpenView, IBM Tivoli
NetView and Computer Associgtes International, Inc.’s Unicenter TNG;
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*  CRM and ERP systems such as those from Microsoft, Qracle, SAP Corporation and others; and

e Enterprise directories, including Microsoft Active Directory, Novell NDS e-Directory and Sun/iPlanet
Directory Server.

Lower Total Cost of Ownership

We believe that our pre-integrated applications-based solutions result in a lower total cost of ownership
compared to traditional multi-point communications systems with similar functionality. Our all-in-one platform
and application solutions are developed specifically to reduce configuration and administration while delivering
enhanced multi-channel communications features, by deploying applications on a single interaction server and
licensing users rather than procuring products and incurring high integration costs from several different
vendors. Adding to a lower total cost of ownership is the fact that our intuitive Windows-driven solutions
reduce end-user training, along with the time and expense typically required to manage changes in 2 multi-
component business communications system.

Greater Ability to Customize Communications to Meet Specific Needs

Our core Interaction Center Platform includes the built-in /nteraction Designer® application generator and
graphical user interface that enables an organization to integrate specific business rules and required interaction
processes. In addition to deploying applications quickly with minimal configuration, organizations can use the
pre-built tool sets in Interaction Designer to customize nearly any aspect of their communications processing.
This customization capability allows organizations to tailor communications processes for their customers,
employees and other users using only a single tool to structure dial plans, call distribution rules, IVR menus,
web services, voice mail system menus, fax applications and other communications applications.

Business Strategy

We intend to leverage our leadership position in the contact center marketplace to continue expanding our
multi-channel [P telephony solutions into the enterprise market. Our strategy for achieving this mission has
multiple elements as described below.

Innovation and Enhancing Our Core Product Offerings

Forward-thinking has been the comerstone of our company, Since incorporating in 1994, we have gained
significant experience and expertise in contact center, ilecommunications, software, and Internet technologies.
We will continue to leverage this knowledge to improve our solutions with enhanced functionality,
maintainability, security, mobility, scalability and broader integration capability to differentiate our offerings in
the markets we serve. We also will continue to improve and add to our global offerings for VoIP and unified
communications by leveraging the international SIP communications standard. Currently, this combination of
industry experience and our technological approach allows us to offer a single, open software solution for a
variety of IP-based business communications needs in contact centers, enterprises and for the mobile workforce.
We continue to invest in research and development of new and existing products for contact centers and
enterprises, as well as for VolIP infrastructures. We are continually improving our technology to address the
requirements of large-scale organizations with thousands of users for voice mail (including voice mail system
replacement), unified messaging, and enhanced messaging. Our company was built on innovation, and we
expect to continue breaking new ground with our solutions. New applications or functionality scheduled to be
released by us in 2008 include integration with Microsoft's Office Communication Server, our Interaction
Mobile Office application for remote enterprise messaging, post-call cusotmer surveys, real-time "emotion
detection” and the ability to automate business processes leveraging our communications platform.

Expand in Our Markets

For all markets we serve, our strategy is to appeal to a broader audience of customers and partners by
providing “whole solutions™ for business communications.
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We have leveraged the already strong position of cur Customer Interaction Center® (“CIC”} IP application
suite to appeal to larger single- and multi-site contact center operations with 50 to 5,000 ACD agents. The
single-platform CIC solution utilizes VoIP via the intemational SIP communications standard, and offers a pre-
integrated “all-in-one” application suite for multi-channel interaction management, CRM integration, screen
pop, self-service automation, multi-lingual support, and communications features for enterprise business users
as well as contact center agents, remote agents and supervisors.

We have positioned our pre-integrated Vonexus Enterprise Interaction Center™ [P PBX offering
(“Vonexus EIC™) for enterprises from 100 to 1,500 users. As a whote product modet for businesses using the
Microsoft platform, Vonexus EIC is delivered complete with the Vonexus EIC server and application solution,
SIP proxy, gateways and [P phones. We are positioning the Vonexus EIC solution to a global audience of mid-
sized enterprises, and especially to those that employ growing mobile workforces, that require increased contact
center and workgroup capabilities, and that see the need for a more unified communications infrastructure using
VolP. .

We have also enhanced our Messaging Interaction Center™ ("MIC") enterprise messaging solution by
positioning it as a combined application server/telephony user interface solution to deliver advanced voice and
IP capabilitics alongside its robust messaging features. With a number of notable enhancements in the past year,
we believe MIC offers a clear path to VoIP messaging through a cost-effective, easy to use system that is easy
to install and administer. !

Promote Qur Services Offerings

Led by our Customer Support and Services teams, we continue to add to the list of implementation and
customization services we provide for our new and existing customers and partners. As hosted communications
services become more popular among businesses, we plan to expand our SaaS offerings for contact centers and
enterprises, which we launched in the first quarter of 2007, along with our business development and marketing
efforts for our icNotify hosted notification services, which we introduced in the first quarter of 2006, We believe
these combined services offerings will more firmly and effectively position us against our competitors.

Leverage Industry-Specific Solutions

We have experienced an increasing number of customers in higher education, healthcare, financial services
(i.e. banks, credit unions and insurance companies} and other industry-specific markets. Our strategy is to
leverage our existing business relationships with our customers and partners to further penetrate these markets.
To supplement our vertical market offerings, we will continue to work with our partners with expertise in
specific industries to create custom applications and solutions, most notably in the financial services sector, and
will present such offerings throughout our entire partner channel.

Go “Up-Market” Through Increased Scalability and Reliability

We are able to meet the demand of larger business organizations by increasing security, reliability,
functionality and mobility, as well as by offering broader integration. In our most recent Customer Interaction
Center™ (“CIC™) product release, version 3.0 (“CIC 3.0”), we have made significant enhancements in the
following areas:

Security — CIC 3.0 includes new support features for secure real-time transport protocol and transport layer
security to encrypt audio and call control information. CIC 3.0 also includes recording encryption via our
Interaction Recorder® solution, improved password generation requirements, the use of public/private key
certificates, and the ability to handle communications between secure and non-secure devices. CIC 3.0°s data
security measures are also specialized for, VolP, with the benefit being reduced costs and increased customer
satisfaction through improved compliance with regulatory, payment card industry and privacy standards, along
with reduced opportunities for eavesdropping, impersonation, theft, and the manipulation of audio and data.
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Broader integration — C1C 3.0 includes new integration to Microsoft’s Office Communications Server,
which embeds call control capabilities into the Microsoft Office Communicator client. CIC 3.0 also delivers
integration to Microsoft Exchange 2007 Unified Messaging to provide server-based tools for access anywhere
to voice, fax, and e-mail data, along with the ability to use the phone to manage ¢-mail, calendar, and personal
contacts. The benefits of such wide-ranging integration are reduced costs associated with less integration and
increased productivity through CIC 3.0’s single interface for end-users. CIC 3.0 also includes an upgraded
application programming interface (“API”} and software development kit called Interaction Center Extension
Library (“lceLib™). The benefits of CIC 3.0's API and IceLib features are lower costs via faster development
times, and increased revenue opportunities that results from more flexible integration options for call control
functions into third-party applications and back-end systems.

Simplified deployment - CIC 3.0 includes new auto-provisioning for Polycom® phones, additional
automated e-mail routing options, and a new Report Assistant that simplifies custom reporting. The benefits in
this case are a faster return on investment and lower total cost of ownership, resulting from shorter deployment
times for telephone device provisioning, e-mail routing configuration and custom report forms.

Enhanced mobility — CIC 3.0 adds Microsoft Exchange calendar integration to existing functionality in our
Interaction Mobile Office™ application, which includes speech-enabled auto-attendant, voice mail and e-mail
message retrieval, status changes, and company directory access. The Inferaction Client® Mobile Edition is a
new graphical client interface that supports Windows Mobile 5.0 and 6.0 and the Smartphone operating systems
to make “Interaction Center” IP telephony functionality accessible via mobile devices such as the Microsoft
Windows-Powered Pocket PC and the Windows Mobile Smartphone. The benefits are increased access to voice
and data for mobile workers, resulting in increased productivity.

Our Preducrs

We have developed a comprehensive product solution to serve the contact management and business
communications needs of organizations in our three target markets: .

*  Contact Centers
s  Enterprise [P Telephony

»  Enterprise Messaging

[t is important to note that our pre-integrated application solutions, as well as the core Interaction Center
Platform that supports them, are designed expressly to work with one another as fully-integrated all-in-one
solutions that require no third party products or computer telephony integration. Because our products are not
acquited from other vendors, our customers avoid the complexities and costs of trying to integrate disparate
multi-point systems that were not originally designed to work together.

Customer Interaction Center® (“CIC”)
Unified Communications from a Single Integrated Platform for the Comacr Center and Enterprise IP Telephony
Jor the Larger Enterprise

CIC gives contact centers and enterprises a single platform and a pre-integrated all-in-one application
solution for IP telephony, highlighted by multimedia ACD to uniformly manage phone calls, faxes, e-mails and
web interactions. CIC’s inherent PBX/IP PBX call processing, voice mail, fax server and unified messaging
further enhance performance and customer service for agents, supervisors and business users. The SIP-
architected CIC provides a straightforward migration path for VoIP, and is well-suited for contact centers,
including remote agents. CIC also serves as a communication solution for enterprises and multi-site
organizations, including mobile workers. CIC can be deployed as an on-premise product or provided through a
Saa8S deployment model.
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Vonexus Enterprise Interaction Center™ (“Vonexus EIC”)
Enterprise IP Telephony for the Mid-sized Enterprise

Vonexus EIC is a complete all-software IP PBX phone and communications system built on the Microsoft
platform and architected for SIP-supported VoIP. The Vonexus EIC solution is targeted at mid-sized businesses
from 100 to 1,500 users, whether in one location, in distributed branch offices or in mobile workgroups. Int one
system, Vonexus EIC includes IP PBX cal processing, ACD, automated attendant, voice mail, operator
console, Find-Me/Follow-Me, built-in fax server, and web chat and web callback. The Vonexus EIC software
additionally offers features including real-time presence management and remote access, with pre-integrated
unified messaging, IVR and Interaction Client integrations for Microsoft’s most popular applications optionally
available,

Messaging Interaction Center™ (“MIC")
Voice Mail, Unified Messaging, Enhanced Enterprise Messaging, SIP-supported VoIP

MIC personifies enterprise messaging with its “choose by function” capability on one integrated platform.
Users on the same system can have different capabilities ranging from voice mail to unified messaging to
enhanced messaging features that include one-number Find-Me/Forward, universal web-based message access
and system administration, message notification options, personal settings options, and calendar and contact
management capabilities. MIC also offers call screening, user-defined call handling rules, automatic callback,
and desktop faxing and fax “navigation.” MIC allows organizations of up to hundreds of thousands of users to
replace legacy voice mail, implement unified messaging, take advantage of VolP using the SIP standard, or
leverage all of these capabilities in one solution.

Pre-integrated add-on modules for CIC are identified in the following sections.
Interaction Dialer®

Interaction Dialer leverages the CIC platform for outbound and blended predictive dialing, and provides
call scripting, multi-site campaign management, intetligent campaign staging, compliance options, and more.
Version 2.4 of the Interaction Dialer application also works with our Interaction Gateway for SIP-based
outbound dialing that scales to higher call levels per hour.

Interaction’ EasyScripter™ i

Interaction EasyScripter integrates to Interaction Dialer for easy web-based scripting at all user levels,
including for “non-technical” users.

Interaction Optimizer™

Interaction Optimizer supports workforce management forecasting, scheduling and real-time adherence for
contacl centers.

Interaction Director®

Interaction Director pre-integrates to multiple CIC servers to route calls to the location that can best handle
those calls at that time. A single Interaction Director server can process hundreds of thousands of calls per hour.

Pre-integrated add-on modules for CIC and Vonexus EIC are identified in the following sectious.

Interaction Supervisor™ |

R '
Interaction Supervisor pre-integrates to CIC and to the Vonexus EIC solution to provide a single real-time
interface for monitoring agent, user and workgroup activities, along with interaction events and Interaction
Center system and queue statistics.



Interaction Tracker™

Interaction Tracker is a full interaction/contact history management application that works with CIC and
Vonexus EIC to track multimedia interactions and allows authorized users to resolve new contacts and search
for and view historical interaction-based information. Interaction Tracker can function as a customer interaction
tracking system, but can also be integrated with packaged CRM solutions and/or special purpose customer
information management systems,

Interaction Recorder®

Interaction Recorder offers complete quality assessment control in one environment for recording and archiving
phone calls, e-mails, faxes and web chats. In addition, CIC users can capture interactions with Interaction Recorder’s
screen recording capability. Scoring features in the Interaction Recorder application simplify quality processes and
out-of-the-box reports facilitate measuring individual and group scoring results for performance.

For self-service automation:
e-FAQ®

e-FAQ provides users across enterprises and contact centers a seamless, integrated gateway to vital up-to-
date information that employees and customers alike can query for as needed, using their choice of
communication channels to ensure rapid data delivery. The e-FAQ application uses linguistic analysis to clarify
incoming questions, search for matches, and instantly reply when an appropriate match is found. e-FAQ’s web-
based e-FAQ Knowledge Manager™ simplifies authoring and centralizes administration, reporting, and testing.
e-FAQ’s built-in editor interface and sample response templates further streamline the authoring and
implementation process.

For the mobile workforce:
Interaction Mobile Office™

Interaction Mobile Office integrates to the CIC, Vonexus EIC and MIC application solutions to extend each
system to mobile users. By leveraging the Interaction Mobile Office application’s speech-enabled telephone
user interface, users can change presence management settings and access Microsoft Exchange-based voice
mails, e-mails, faxes, corporate directories, and calendars from wherever they are located.

For voice mail and unified messaging enhancement:
Interaction Message Indicator™ ("IMI")

IMI monitors Microsoft Exchange Server 2007 Unified Messaging mailboxes for the presence of voice
mail messages. [MI initiates the message waiting indicator on a user’s desktop phone and discontinues the
message waiting indicator when new voice mails have been reviewed. IMI is engineered to work with all third-
party phone systems, and with our Vonexus EIC and CIC application solutions.

We also have developed SIP and VolP solutions that enhance our software offerings, including the following:
Interaction Gateway™

Interaction Gateway makes it possible to configure Interaction Dialer (version 2.4 and higher) and CIC for
SIP-supported cutbound predictive dialing, increased call volume capacity, and advanced call analysis for
outbound dialing. By supporting the high-volume outbound capacities of multiple Interaction Dialer servers, the

Interaction Gateway appliance is targeted to teleservices firms and businesses that offer biended
inbound/outbound dialing services to their customers.
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Interaction Media Server™ and Interaction SIP Proxy™

The Interaction Media Server and Interaction SIP Proxy for CIC and Vonexus EIC is available in version
2.4 and version 3.0 and increases Interaction Center system performance by moving audio recording, processing
and compression to this appliance. Interaction Media Server features, which utilize our next-generation JON™
technology, also allow organizations to support supervisory monitoring, recording at remote sites, and the
playback of recorded music during ACD wait states. Interaction SIP Proxy likewise allows organizations
employing the SIP communications standard for VoIP to support all SIP methods and status codes, comply with
SIP specifications, and more effectively balance and route SIP-based messages.

Hardware

As part of our Vonexus EIC solution we sell servers, gateways and telephone handsets. Some customers
licensing our CIC software require that we| deliver certain hardware, such as servers and telephone handsets, and
occasionally including networking hardware, as part of the solution. In addition, we have developed our
Interaction Media Server, Interaction SIP Proxy and Interaction Gateway appliances as a combination of
hardware and our software.

Research and Development

Leveraging technology is part of our strategic position, and we continue 1o invest a substantial percentage
of our revenue in research and development. Our research and development group is comprised of professionals
with backgrounds in telecommunications, software, and hardware. This combination of diverse technical and
communications expertise contributes to our compelitive advantage with a differentiated technology approach.
A series of packaged customer solutions are available from this group, such as integration to SAP, Siebel, and
Microsoft MS-CRM. These solutions allow partners 1o quickly install sophisticated applications for customers.

We are both a Microsoft Certified Developer as well as a Microsoft Certified Solutions Provider. These
designations provide us early access to Microsoft technology and the opportunity to develop products more
quickly and which effectively interoperate with Microsoft products.

[

Research and development expenses were $17.0 million, $13.6 million and $12.4 million in 2007, 2006 and
2005, respectively. Our research and development group is structured as technical teams, each of which follows
formal processes for enhancements, release management, technical reviews and quality assurance. We continue
to make research and development a priority in our business in order to remain on the forefront of innovation.

Customer Support and Services

We recognize the importance of offering quality service and support to our partners and customers. Our
partners provide valuable initial support and services to many of our customers. We provide a wide range of
services and support to both partners and customers including worldwide support services, educational services,
and professional services. These services are described in more detail in the following sections.

Professional Services |

Our Professional Services Team offers project management, implementation services and consulting
services. This team handles strategic accounts and enhances partner expertise on advanced offerings such as
predictive dialing, speech recognition and third-party CRM integrations. They also offer a variety of packaged
and ad-hoc consulting services to ensure the customer has the solution that drives their business to success. This
team works closely with our new partners as they implement our products at their sites. Our Professional
Services Team is involved with the early release of products to assist in new release implementations. We are
investing in this team as we provide more consultative services and implementation services for strategic
customers globally.
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Support and Managed Services

Qur Support Services Team offers global technical support for our partners and customers 24 hours a day,
seven days a week by phone, fax, e-mail, web chat and from our website. We have support centers at our world
headquarters in Indianapolis, Indiana, and in the United Kingdom and Malaysia, and we have other secondary
support resources in Catifornia, Virginia, the Netherlands, Australia, Japan and Korea. We utilize our CIC
products, leveraged with technologies such as knowledge base, CRM and the Internet, to maximize the
effectiveness of our support services.

Our Support Services Team is divided into regions that align with our worldwide sales teams. Interactions
are routed to the respective region based on the customer location. This enables our Support Services Team to
better know their customers and offer quality support services. The engineers on our Support Services Team are
also specialists. They focus their efforts on very specific areas of our offerings, allowing them to develop a
deeper knowledge set. We use Interaction Director to route incidents globally in a “follow-the—sun™ manner.

With our growing base of strategic partners and end customers, we now offer a Managed Care Program
where our Managed Services Team provides not only off-site support but also SaaS support and day-to-day
support on-site within our customers’ locations. Currently, our Managed Services Team is divided into regions
in North America that align with our woerldwide sales teams. :

Educational Services

Ovur Educational Services Team is also divided into regions thar align with our worldwide sales teams and
provides technical certification and advanced instruction through on-site courses, classroom presentations, and
web-based training. This team develops and maintains course curriculum for formal certification programs such
as sales, product installation, troubleshooting, system administration and custom design. Web-based training
courses offer enhanced topics such as reporting, system administration, and computer-based user training. All of
our partners are required to maintain updated certifications to license and support our products. Classes are also
offered to all of our end customers to encourage the most effective use of the applications. We have moved our
classroom sessions to a VoIP structure and focused our education resources on the 1P-based Interaction
Center. This enables our partners and our end customers to build a deeper understanding of the networking
infrastructure and telephony technology of the future.

Marketing

Our marketing team is organized by five departments: Product Management, Solutions Marketing, Market
Communications, Lead Management, and Marketing Services Group.

Our Product Management Team is responsible for coordinating activities with our development teams to
define product requirements and to manage the process for market requirements, product development
approvals, pricing definitions, retease scheduling and beta test coordination. This Product Management Team
oversees the product management process from product concept through the end of the beta test cycle.

Members of our Solutions Marketing Team focus on the marketing and promation of our solutions o
customers, prospective customers and partners as well as to industry analysts. Their responsibilities include
product promotional activities, market positioning of new and updated products, internet content and other
solutions-related events and actions.

Our Market Communications Team manages media and industry analyst relations, priman’ly through
regularly-scheduled briefings with magazine editors and indusiry analysts and by pammpalmg in various media
events such as tradeshows and seminars.

I

Our Lead Management Team handles all lead-generation activities resulting from tradeshows, seminars,

and web-based marketing programs. This team leverages local and regional seminars with strategic partners
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such as Intel, Microsoft and Polycom to generate qualified leads for partners as well as our Territory Managers
and Channel Sales Managers. This Lead Management Team additionally organizes our annual User Forum
customer conference and Partner Conference.

Our Marketing Services Group is responsible for all print collateral and associated materials for
tradeshows, marketing seminars, promotions, advertising, brand awareness, customer and partner relations and
other company functions. Field Marketing Managers throughout Europe, the Middle East and Africa ("EMEA”)
and the Asia-Pacific (“APAC”) regions are aligned with our Marketing Services Group and are responsible for
similar brand awareness, marketing and advertising functions in their respective areas.

Global Distribution and Sales

We distribute our products through partners and direct arrangements with end-user customers. In 2007
product orders we received through partners were 65% of total orders.

We assign geographic or account respensibilities to Territory Managers/Channel Sales Managers who
manage partners and direct customer opportunities.

As of December 31, 2007, we had 51/Territory Managers/Channe! Sales Managers and maintained a global
channel network of more than 250 partners with a presence in over 70 countries.

For the growing VolP and IP telephony market, our distribution channel is anchored by knowledgeable and
experienced “converged” partners who understand voice and data networking. We continue to expand this
partner network to cover new geographic and product markets worldwide.

t

In the Americas, we license and distribute mainly through our partners. However, in the United States and
Canada we also maintain certain direct customers, primarily with major corporations or in areas lacking
adequate partner relationships. In such cases, we utilize our Territory Managers, supplemented by lead
generation and inside sales groups that generate potential opportunities. In EMEA and APAC, we license and
distribute our selutions principalty through a joint strategy between our Master Distributors and partners at the
Elite and Premier Partner levels. Our EMEA headquarters are located near London, England and our APAC
headquarters are located in Kuala Lumpur, Malaysia.

Our partners are supported by Program Managers, regional Channel Enablement Managers, Licensing
Specialists and other roles related to sales, support services and education/certification.

Within our program framework, our principal partner level designations include:

e Master Distributors are partners with an existing channel that is staffed with the resources to provide
sales, implementation services, support and bundled solutions (hardware and software) to our Elite and
Premier level partners (as described in the following sections) and their customers. Master Distributors
identify prospective Elite and Premier partners and assist in promoting our partner programs.
Requirements of this partner level include call center expertise and focus, expertise in
voice/convergence, solution selling, an enterprise and telephony experienced sales force with
Microsoft competencies and a large existing installed base of customers. Master Distributors provide
support services to Premier and Elite partners and have a strong regional presence with dedicated local
and/or regional sales and technical resources.

s Elite Partners provide full-scale rlnarketing, sales, services and support for one or more of our products. By
acquiring requisite sales, technical and support certifications, Elite Partners eam the highest margins
possible through implementation, support and other services in addition to sales. We also assign a Channel
Sales Manager/Territory Manager to each Elite Partner for continuous oversight, Elite Parters also receive
all marketing and business development advantages of the Partner Enablement Program. Elite Partmer
candidates can begin at the Elite level by obtaining all appropriate sales and technical certifications, or can
migrate from the Premier Partmer designation by satisfying Elite-level certification requirements.
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o Premier Partners focus on marketing and sales and receive product training along with marketing and
business development support. Premier Partners are required to be sales certified, which requires
taking certain sales courses that we offer and successfully passing a sales examination administered by
us. We assign a Channel Sales Manager/Territory Manager to each Premier Partner to provide ongoing
assistance. The Premier Partner level permits partners to grow their customer base while providing the
tramework to earn technical certification, build a service and support practice for our products, and
ultimately move to the Elite Partner level.where revenues and margin potentials are much greater.

®  Referral Agents penerate leads and are compensated for each qualified lead that results in an order.
Partners at this level can camn referral fees for identifying potential leads and are not required to earn
technical certifications. Referral Agents can transition to the Premier Partner designation by
completing sales training and investing in the Premier level’s required demonstration/internal use
Interaction Center communications system.

We also have a Channel Ready Team that extends beyond the software aspects of our solution to the
hardware. Qur Channel Ready Team takes the final product and then produces an image that enables the partner
to install faster and easier, back-up and recover for normal maintenance, and reduce the cost of ongoing support.
Our Channel Ready Team works with hardware providers globally and has built relationships that enable us to
provide a full solution for our partners. This team also develops appliances that use our software, such as the
[nteraction Media Server and Interaction Gateway.

Our Technical Sales Team is responsible for demonstration facilities, systems and services at our
Indianapolis, Indiana headquarters and regional offices throughout the U.8. and around the world. This team
builds and maintains demonstration scripts and provides training to partners and internal Interactive Intelligence
sales teams. All of our partners are granted access to our systems and services for live customer demonstrations
on a global basis, and are assisted by our Technical Sales Team as needed to perform demonstrations. Qur
Technical Sales Team further assists with marketing efforts and presentations at industry tradeshows, regional
seminats, and events including our annuai partner conference and global user forum.

Customers and Geographic Areas of Operations

As of December 31, 2007, we licensed our products to more than 2,500 active customers in the Americas,
EMEA and APAC. No customer or partner accounted for 10% or more of our revenues or accounts receivable
in 2007, 2006 and 2005. As such, no material part of our business is dependent upon a single customer or
partner or a small group of customers or partners. Therefore, the loss of any one customer or partner would not
have a material adverse effect on our operations.

See Note 11 of Notes to Consolidated Financial Statements included in Item 8 of this Annual Report on
Form 10-K for financial information about each of the geographic areas in which we operate.

Competition

The markets for our application-based solutions are highly competitive. OQur competition varies depending
on the different market segments in which we license our software applications: Contact Centers, Enterprise [P
Telephony, and Enterprise Messaging. Unlike those solutions from several of our competitors, customers can
choose 1o deploy many of our solutions on-premise or leverage them in a SaaS model. In the contact center
sector our main competitors are Aspect Software (formerty Aspect Communications Corporation), Avaya,
Cisco and Nortel. Significant enterprise IP telephony competitors include Alcatel, Avaya, Cisco, Nortel,
Siemens AG and ShoreTel, Inc. For enterprise messaging we compete mainly with Avaya, Cisco, Intervoice,
Inc., Nortel and Applied Voice & Speech Technologies. We compete, on a smaller scale, with many other
established and recent entrants in each marketplace.
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Intellectual Property and Other Proprietary Rights

We own numerous patents and patent applications that we consider valuable components of our business.
To protect our proprietary rights, we rely primarily on a combination of:

e copyright, patent, trade secret and trademark laws;
{

+ confidentiality agreements with employees and third parties; and

s  protective contractual provisions such as those contained in licenses and other agreements with
consultants, suppliers, partners and customers.

As of December 31, 2007, we and our subsidiaries held 11 patents and have filed other patent applications
relating to technology embodied in our software products. In addition, we and our subsidiaries hold 23 United
States and 76 foreign trademark registrations and have numerous other trademark applications pending
worldwide, as well as common law rights in other trademarks and service marks. We and our subsidiaries also
hold 16 registered copyrights and have numerous other applications pending.

Employees

As of February 29, 2008, we had 595 employees worldwide, including 163 in research and development,
183 in client services, 155 in sales and marketing and 94 in administration. Our future performance depends in
significant part upon the continued service of our key sales, marketing, technical and senior management
personnel and our continuing ability to attract and retain highly qualified personnel. Competition for these
personnel is intense and we may not be successful in attracting or retaining these personnel in the future.

We believe that we have a corporate, culture that attracts highly qualified and motivated employees. We
emphasize teamwork, flexible work arrangements, local decision-making and open communications. Many
employees have been granted stock optidns. None of our employees are represented by a labor union. We have
not experienced any work stoppages. We consider our relations with our current employees to be good.
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ITEM 1A. RISK FACTORS.

The following factors, among others, could cause actual results to differ materially from those contained in
forward-looking statements made in this Annual Report on Form 10-K and presented elsewhere by management
from time to time. Such factors, among others, may have a material adverse effect on our business, financial
condition, and results of operations and you should carefully consider them. 1t is not possible to predict or
identify all such factors. Consequently, you should not consider any such list to be a complete statement of all
our potential risks or uncertainties. Because of these and other factors, past performance should not be
considered an indication of future performance.

The Overall Economic Climate May Weaken Which Could Result in Decreased Demand for Our
Products and Lower Revenues

Our products typically represent substantial capital commitments by customers and involve a potentially
long sales cycle. As a result, customer purchase decisions may be significantly affected by a variety of factors,
including gencral economic trends in the allocation of capital spending budgets to communication software,
services and systems, lengthened sales cycles, customer approval processes, and market conditions, which may
result in our customers delaying and/or reducing their capital spending related to information systems. If the
economy weakens, demand for our products could decrease, resulting in lower revenues.

We May Not Sustain Profitability

We have been profitable for the past four consecutive years. Prior to 2004, we historically incurred losses
and may do so again in the future. At December 31, 2007, we had accumulated net losses since inception of
$31.0 million. We intend to continue to make significant investments in our research and development,
marketing, services, and sales operations.

Our Quarterly Operating Results Have Varied Significantly

Our operating results have varied significantly from quarter to quarter and may continue to do so in the
future depending on a number of factors affecting us or our industry, including many that are beyond our
control. As a result, we believe that period-to-period comparisons of our operating results are not necessarily
meaningful, and you should not rety on them as an indication of our future performance. in addition, owr
operating results in a future quarter or quarters may fali below expectations of securities analysts or investors
and, as a result, the price of our common stock may fluctuate.

Because we do not know if or when our partners and current or potential customers will place orders and
finalize licenses, and because it is difficult to predict the mix of annually renewable licenses and perpetual
licenses in a quarter, we cannot always accurately forecast our licensing activity, our revenues and our operating
results for future quarters. We recognize revenues from different licenses over different periods depending on
the satisfaction of the requirements of relevant accounting literature, including American Institute of Certified
Public Accountants (“AICPA™) Statement of Position 97-2, AICPA Statement of Position 98-9, SEC Staff
Accounting Bulletin (“SAB™) No. 104, and ail related AFCPA Technical Practice Aids (5100.38 - 5100.76). As
a result, our quarterly revenues and operating results depend on many factors, including the type of license, the
size, quantity and timing of orders received for our products during each quarter, the delivery of the related
software or hardware and our expectations regarding collection. If a large number of orders or several large
orders do not occur or are deferred or delayed, our revenues in a quarter could be substantially reduced. This
risk is heightened by the significant investment and executive level decision-making typically involved in our
customers’ decisions to license our products. Since a large portion of our operating expenses, including salaries
and rent, is fixed and difficult to reduce or modify in a short time period, our business, financial condition or
results of operations could be materially adversely affected if revenues do not meet our expectations. .

Qur limited number of products, changes in pricing policies, the timing of development completion, and

announcement and sale of new or upgraded versions of our products are some of the additional factors that
could cause our revenues and operating results to vary significantly from period to period.
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We Have a Lengthy Product Sales Cycle Which Has Contributed and May Continue to Centribute to the
VYariability of Quarterly Operating Results

We have generally experienced a lengthy initial sales cycle, averaging approximately six to nine months.
The lengthy sales cycle is one of the factors that has caused, and may in the future continue to cause, our
product revenues and operating results to vary significantly from quarter to quarter, which could affect the
market price of our common stock. The lengthy sales cycle also makes it difficult for us to forecast product
license revenues. Because of the unique characteristics of our products and our prospective customers’ internal
evaluation processes, decisions to license our products often require significant time and executive-level
decision making. We believe that many companies currently are not aware of the benefits of interaction
management software of the type that we license or of our products and capabilities. For this reason, we must
provide a significant level of education to prospective customers about the use and benefits of our products,
which can cause potential customers to take many months to make these decisions. As a result, sales cycles for
customer orders vary substantially from customer to customer. Excessive delay in product sales could
materially adversely affect our business, financial condition or results of operations.

The length of the sales cycle for customer orders depends on a number of other factors over which we have
little or no control, including:

s acustomer’s budgetary constraints;

* the timing of a customer’s budget cycles;
1

e concerns by customers about the introduction of new products by us or our competitors; and
o downtums in general economic conditions, including reductions in demand for contact center services.

Qur Inability to Successfully Manage Qur Increasingly Complex Third Party Relationships Could
Adversely Affect Us :

As the complexity of our product technology and our partner and other third party relationships have
increased, the management of those relationships and the negotiation of contractual terms sufficient to protect
our rights and limit our potential liabilities have become more complicated, and we expect this trend to continue
in the future. In addition, because we now offer, through suppliers, a whole product solution, this has added
complexity to those third party relationships. As a result, our inability to successfully manage these
relationships or negotiate sufficient contractual terms could have a material adverse effect on us.

We May Not be Able to Grow Qur Business If We Do Not Maintain Successful Relationships With Our
Partners and Continue to Recruit and Develop Additional Successful Partners

Our ability to achieve revenue growth in the future will depend in part on our success in maintaining
successful relationships with our existing and future partners and in recruiting and training additional partners.
We rely primarily on partners to market and support our products and plan on continuing to rely heavily on such
partners in the future, We are still expanding our partner and distribution networks and may be unable 1o attract
additional partners with both voice and data expertise or appropriate partners that will be able to market our
products effectively and that will be qualified to provide timely and cost-effective customer support and service.
We generally do not have long-term or exclusive agreements with our partners, and the loss of specific larger
partners or a significant number of partners could materially adversely affect our business, financial condition
or results of operations.

Our Inability to Source Hardware Could Harm Our Business

For certain of our orders, we supply hardware to support the implementation of our software. We are
dependent on third patties for the supply of hardware components to our customers. If these hardware
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distributors experience financial, operational or quality assurance difficulties, or if there is any other disruption
in our relationships, we may be required to locate alternative hardware sources. We are also subject to the
following risks related to our hardware distribution system:

» cancellations of orders due to unavailability of hardware;

» increased hardware prices, which may reduce our gross profit or make our products less price
competitive; and

+ additional development expense to modify our products to work with new hardware configurations.

We cannot assure you that we would be able to locate alternative hardware sources in a timely manner, on
terms favorable to us, or at all. Even if we and/or our distributors are successful in locating alternative sources
of supply, alternative suppliers could increase prices significantly. In addition, alternative components
may malfunction or interact with existing components in unexpected ways. The use of new suppliers and the
madification of our products to function with new systems would require testing and may require further
medifications, which may result in additional expense, diversion of management attention and other resources,
inability to fulfill customer orders or delay in fulfillment, reduction in quality and reliability, customer
dissatisfaction, and other adverse effects on our reputation, business and operating results,

We Face Competitive Pressures, Which May Have a Material Adverse Affect on Us

The market for our software applications is highly competitive and, because there are relatively low
barriers to entry in the software market, we expect competitive pressures to continue to be a risk to our ongoing
success in the market. In addition, because our industry is evolving and characterized by rapid technological
change, it is difficult for us to predict whether, when and by whom new competing technologies or new
competitors may be introduced into our markets. Currently, our competition comes from several different
market segments, including computer telephony platform developers, computer telephony applications software
developers and telecommunications equipment vendors. We cannot provide assurance that we will be able to
compete effectively against current and future competitors. In addition, increased competition or other
competitive pressures may result in price reductions, reduced margins or loss of market share, any of which
could have a material adverse effect on our business, financia} condition or results of operations.

Many of our current and potential competitors have longer operating histories, significantly greater
resources, greater name recognition and a larger installed base of customers than we do. As a result, these
competitors may be able to respond to new or emerging technologies and changes in customer requirements
more effectively than we can, or to devote greater resources to the development, promotion and sale of products
than we can. In addition, for a number of our larger competitors, the product segment in which they currently
compete with us is a small portion of their overall offering. These competitors might be willing and able to
dramatically cut prices in our segment in order to protect or grow other segments that are more important to
their overall business. Current and potential competitors have established, and may in the future establish,
cooperative relationships among themselves or with third parties, including mergers or acquisitions, to increase
the ability of their products to address the needs of our current or prospective customers. If these competitors
were to acquire significantly increased market share, it could have a material adverse effect on our business,
financial condition or results of operations.

Our Markets Are Characterized by Rapid Technological Change Which May Cause Us to Incur
Significant Development Costs and Prevent Us from Attracting New Customers

The market for our products is characterized by rapid technological change, frequent new product
introductions and enhancements, uncertain product life cycles and changing customer demands, The
introduction of products embodying new technologies and the emergence of new industry standards could
render existing products obsolete or unmarketable and cause us to incur significant development costs and
prevent us from attracting new customers.
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A Decline in Market Acceptance for Microsoft Technologies on Which Our Products Rely Could Have a
Material Adverse Affect on Us

Our products currently run on Microsoft Windows operating systems. Qur web client interfaces are
supported on certain browsers which run on Windows, Mac and Linux. A decline in market acceptance for
Microsoft technologies or the increased acceptance of other server technologies could cause us to incur
significant development costs and could have a material adverse effect on our ability to market our current
products. Although we believe that Microsoft technologies will continue to be widely used by businesses, we
cannol assure you that businesses will adopt these technologies as anticipated or will not in the future migrate to
other computing technologies that we dornot currently support. In addition, our products and technologies must
continue to be compatible with new developments in Microsoft technologies. We cannot assure you that we can
maintain that compatibility or that we will not incur significant expenses in connection therewith.

|
If We Are Unable to Maintain the Compatibility of Qur Software With Certain Other Products and
Technologies, Our Future Business Would be Adversely Affected

Our software must integrate with software and hardware solutions provided by a number of our existing
and potential competitors. For example, our products must integrate with phone switches made by the ielephone
switch vendors and computer telephony software applications offered by other software providers. These
competitors or their business partners could alter their products so that our software no longer integrates well
with them, or they could delay or deny our access to software releases that allow us to timely adapt our software
to integrate with their products. If we cannot adapt our software to changes in necessary technology, it
may significantly impair our ability to compete effectively, particularly if our software must integrate with the
software and hardware solutions of our competitors.

Our Future Business Prospects Depend in Part on Our Ability to Maintain and Improve Our Current
Products and Develop New Products

We believe that our future business prospects depend in large part on our ability to maintain and improve
our current software applications and to develop new software applications on a timely basis. Our sofiware
applications will have to continue to achieve market acceptance, maintain technological competitiveness and
meet an expanding range of customer requirements. As a resuit of the complexities inherent in our applications,
major new applications and application enhancements require long development and testing periods. We may
not be successful in developing and marketing, on a timely and cost effective basis, application enhancements
or new software applications that respond to technological change, evolving industry standards or customer
requirements. We may also experience difficulties that could delay or prevent the successful development,
introduction or marketing of application enhancements, and our new applications and application enhancements
may not achieve market acceptance. Significant delays in the general availability of new releases of our
software applications or significant problems in the installation or implementation of new releases of our
applications could have a material adverse effect on our business, financial condition or results of operations.

Slow Growth, or a Decline in Demand for Interaction Management Software of the Type We License,
Could Materially Adversely Affect Olur Financial Results and Growth Prospects

If the demand for interaction management software of the type we license does not grow within each of our
three targeted markets, our financial results and ability to grow our business could be matenially adversely
affected. All of our revenues have been'generated from licenses of our Interaction Center Platform software or
complementary products, and related support, educational and professional services. We expect these products
and services to account for the majority of our revenues for the foreseeable future. Although we believe demand
for the functions performed by our products is high, the market for our products and services is still emerging,
Further, our growth plans require us to successfully attract enterprise and service provider customers in
significantly larger numbers than we have historically achieved.

+
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If Our Customers Do Not Perceive Our Products or the Related Services Provided by Us or Our Partners
to Be Effective or of High Quality, Our Brand and Name Recognition Will Suffer

We believe that establishing and maintaining brand and name recognition is critical for atiracting, retaining
and expanding customers in our target markets. We also believe that the importance of reputation and name
recognition will increase as competition in our market increases. Promotion and enhancement of our name witl
depend on the effectiveness of our marketing and advertising efforts and on our success in providing high- .
quality products and related services, neither of which can be assured. If our customers do not perceive our
products or related services 1o be effective or of high quality, our brand and name recognition would suffer
which could have a material adverse effect on our business, financial condition or results of operations.

Our Products Could Have Defects for Which We Are Potentially Liable and Which Could Result in Loss
of Revenue, Increased Costs, Loss of Our Credibility, Harm Our Reputation or Delay in Acceptance of
Our Products in the Market

Our products, including components supplied by others, may contain errors or defects, especially when first
introduced or when new versions are released. Despite internal product testing, we have in the past discovered
software errors in some of our products after their introduction. Errors in new products or releases could be
found after commencement of commercial shipments, and this could result in additional development costs,
diversion of technical and other resources from our other development efforts, or the loss of credibility with
current or future customers. This could result in a loss of revenue or delay in market acceptance of our products,
which could have a material adverse effcct on our business, financial condition or results of operations.

Our license agreements with our customers typically contain provisions designed to limit our exposure to
potential product liability and some contract claims. However, not all of these agreements contain these types of
provisions and, where present, these provisions vary as to their terms and may not be effective under the laws of
some jurisdictions. A product liability, warranty, or other claim brought against us could have a material
adverse effect on our business, financial condition or results of operations,

Our software runs on a Windows 2000 or Windows 2003 server and for telephone call processing uses
voice processing boards or third party VolP media processing software such as Intel HMP software. Our server
software also operates in a complex network environment with database servers, email servers and other third
party systems. Because of this complexity, our software may be more prone to performance interruptions for
our customers than traditional hardware-based products. Performance interruptions at our customer sites, many
of which currently do not have back-up systems, could affect demand for our products or give rise to ctaims
against us. - .
if We Do Not Provide Installation Services or Training Courses Effectively and Efficiently, Qur Partners
and End Customers May Not Use Our Installation Services, May Not Attend Qur Training Courses or
May Stop Using Our Software

Our partners and end customers ordinarity purchase installation, training and maintenance services together
with our products. The functionality of our products is not dependent on our installation and training services.
We believe that the speed and quality of installation services are competitive factors in our industry. [f our
installation services are not satisfactory, our partners and end customers may choose not to use our installation
services, or attend our training courses or may not license our software in the future. As a result, we would lose
product licensing and services revenue, and it could harm our reputation. In addition, our revenues realized
from the performance of maintenance services are material to our operating results, and a failure to provide
adequate maintenance support to our partners and end customers would result in reduced maintenance revenues
and have an adverse effect on our operating results,
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We May Not Be Able to Protect Our Proprietary Rights Adequately, Which Could Allow Third Parties
to Copy or Otherwise Obtain and Use Our Technology Without Authorization

We regard our software products as proprietary. In an effort to protect our proprietary rights, we rely
primarily on a combination of copyright, trademark and trade secret laws, as well as patents, licensing and other
agreements with consultants, suppliers, partners and customers, and employee and third-party non-disclosure
agreements. These laws and agreements provide only limited protection of our proprietary rights. [t may be
possible for a third party to copy or otherwise obtain and use our technology without authorization. A third
party could also develop similar technology independently. In addition, the laws of some countries in which we
license our products do not protect our software and intellectual property rights to the same extent as the laws of
the United States. Unauthorized copying, use or reverse engineering of our products could materially adversely
affect our business, results of operations or financial condition.
Certain Provisions in Agreements That We Have Entered Into May Expose Us to Liability for Breach
That Is Not Limited In Amount By the Terms of the Contract

Certain contract provisions, principally confidentiality and indemnification obligations in certain of our
license agreements, could expose us to risks of loss that, in some cases, are not limited by contract to a specified
maximum amount. If we fail to perform to the standards required by these contracts, we could be subject to
additional liability and our business, financial condition and results of operations could be materially and
adversely affected. ;

Termination of Certain Third Party Licenses for Technology Embedded in Qur Products Could
Adversely Affect Us

We license from third parties technology that is embedded in our products. Some of these third parties that
license technology to us are our competitors, or could become competitive with us in the future. Certain license
agreements permit ¢ither party to terminate all or a portion of the license without cause at any time. Further,
some of the license agreements provide that upon acquisition of us by certain other third parties, we would have
to pay a significant fee to continue the license. If one or more of these licenses terminates or cannot be renewed
on satisfactory terms, we would have to modify our affected products to use alternative technology, which may
not be available, or eliminate the affected product function, either of which could have a material adverse effect
on us. }

Infringement Claims Could Adversety Affect Us

Third parties have claimed and may in the future claim that our technology infringes their proprietary
rights. As the number of software products in our target markets increases and the functionality of these
products overlap, we believe that software developers may face additional infringement claims.

t

Infringement claims, even if without merit, can be time consuming and expensive to defend. A third party
asserting infringement claims against us or our customers with respect to our current or future products may
require us to enter into costly royalty arrangements or litigation, or otherwise materially adversely affect us.

We Depend on Key Personnel and Will Need to Retain and Recruit Skilled Personnel, for Which
Competition Is Intense, to Conduct and Grow Our Business Effectively

Our success depends in large part on the continued service of our key personnel, particularly Dr. Donald E.
Brown, our Chief Executive Officer and principal stockholder. The loss of the services of Dr. Brown or other
key personnel could have a material adverse effect on our business, financial condition or results of operations.
Our future success also depends on our ability to attract, train, assimilate and retain additional qualified
personnel. Competition for persons with skills in the software industry is intense, particularly for those with
relevant technical and/or sales experience. We cannot assure you that we will be able to retain our key
employees or that we can attract, train, assimilate or retain other highly qualified personnel in the future.

.27 -



o

We May Pursue Acquisitions That by Their Nature Present Risks and That May Not be Successful

In the future we may pursue acquisitions to diversify our product offerings and customer base or for other
strategic purposes. We have limited prior history of making acquisitions and we cannot assure you that any
future acquisitions will be successful. The following are some of the risks associated with acquisitions that
could have a material adverse effect on our business, financial condition or results of operations:

*  We cannot assure that any acquired businesses will achieve anticipated revenues, earnings or cash
flow.

*  We may be unable to integrate acquired businesses successfully and realize anticipated economic,
operational and other benefits in a timely manner, particularly if we acquire a business in a market in
which we have limited or no current expertise, or with a corporate culture different from our own. If
we are unable to integrate acquired businesses successfully, we could incur substantial ¢osts and delays
or other operational, technical or financial problems.

¢ Acquisitions could disrupt our ongoing business, distract management, divert resources and make it
difficult to maintain our current business standards, controls and procedures.

*  We may finance future acquisitions by issuing common stock for some or all of the purchase price.
This could dilute the ownership interests of our stockhelders, We may also incur debt or be required to
recognize expense related to intangible assets recorded in future acquisitions.

¢ We may be competing with other firms, many of which have greater financial and other resources to
acquire attractive companies, making it more difficult to acquire suitable companies on acceptable

terms.

Our International Operations Involve Financial and Operational Risks Which May Adversely Affect Our
Business and Operating Results

Our international operations require significant management attention and financial resources to establish
and operate, including hiring appropriate personnel and recruiting effective international partners. Non-North
American revenues accounted for 25%, 25% and 24% of our total revenues for the years ended December 31,
2007, 2006 and 2003, respectively. We have marketing efforts in the Americas, EMEA and APAC. We intend
to continue to emphasize our international operations and we may enter additional international markets.
Revenues from international operations may be inadequate to cover the expenses of those operations. In
addition to foreign currency ﬂuctuauon risks, other risks inherent in our international business activities may
include the following:

e economic and political instability;

s unexpected éhanges in foreign regulatory requirements and laws;

e tariffs and other trade barriers;

e timing, cost and potential difficulty of adapting our software products to the local language in those
foreign countries that do not use the alphabet that English uses, such as Japan, Korea and Ching;

* lack of acceptance of our products in foreign countries;
e longer sales cycles and accounts receivable payment cycles;

*  potentially adverse tax consequences;
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s restrictions on the repatniation of funds;
e acts of terrorism; and

s increased government regulations related 1o increasing or reducing business activity in various
countries. ‘

Fluctuations in the Value of Foreign Currencies Could Result in Losses

Our international revenues are generally denominated in United States doltars with, principally, the
exception of some European partners and customers. Our international expenses are generaily denominated in
local foreign currencies. Although foreign currency translation gains and losses have been immaterial to date,
fluctuations in exchange rates between the United States dollar and other currencies could have a material
adverse effect on our business, financial condition or results of operations, and particularly on our operating
margins. To date, we have not sought to actively hedge the risks associated with fluctuations in exchange rates,
but we may more actively undertake to do so in the future. Any hedging techniques we implement in the future
may not be successful. Exchange rate fluctuations could also make our products more expensive than
competitive products not subject to these fluctuations, which could adversely affect our revenues and
profitability in international markets.

We May Not Be Able to Obtain Adequﬁte Financing to Implement Our Strategy and Any Equity
Financing Would Dilute Our Existing Shareholders

Successful implementation of our strétcgy may require continued access to capital. If we do not generate
sufficient cash from operations, our growth could be limited unless we are able to obtain capital through
additional debt or equity financings. We cannot assure you that debt or equity financings will be available as
required for acquisitions or other needs. Even if financing is available, it may not be on terms that are favorable
to us or sufficient for our needs, If we are unable to obtain sufficient financing, we may be unable to fully
implement our growth strategy. In addition, if we complete an equity financing, the issuance of shares of our
common stock would dilute your ownership interest in our company.

Our Stock Price Has Been and Could Continue to Be Highly Volatile

Our stock price has been and could continue to be highly volatile due to a number of factors, including:

s actual or anticipated fluctuations in our operating results;
e announcements by us, our competitors or our customers;

» changes in financial estimates of securities analysts or investors regarding us, our industry or our
competitors; : '

e technological innovations by others;
» the operating and stock price performance of other comparable companies or of our competitors;

o the availability for future sale, or sales, of a substantial number of shares of our common stock in the
public market; and

e general market or economic conditions.

This risk may be heightened because our industry is continually evolving, characterized by rapid
technological change and susceptible to the introduction of new competing technologies or competitors.
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In addition, the stock market has experienced significant price and volume fluctuations that have
particularly affected the trading prices of equity securities of many technology companies, including us. These
price and volume fluctuations often have been unrelated to the operating performance of the affected
companies. In the past, following periods of volatility in the market price of a company’s securities, securities
class action litigation has sometimes been instituted against that company. This type of litigation, regardless of
the outcome, could result in substantial costs and a diversion of management’s attention and resources, which
could materially and adversely affect our business, financial condition or results of operations.

Our Common Stock is Subject to Various Listing Requirements

The various markets operated by The NASDAQ Stock Market LLC (“NASDAQ™) have quantitative
maintenance criteria for continued Hsting of common stock. We may be delisted from one or more NASDAQ
markets if we fail to comply with the criteria. While we believe that we currently meet criteria for listing on a
market operated by NASDAQ, we can offer no assurance that our common stock will continue to meet the
various criteria for continued listing on any market operated by NASDAQ. Any delisting may result in a
reduction in the liquidity of our cornmon stock, which may have a material adverse effect on the price of our
common stock.

Regulatory Changes Made to Generally Accepted Accounting Principles, Tax Accounting Principles or
Corporate Governance Matters May Impact Our Business

Revisions to generally accepted accounting principles will require us to review our accounting and
financial reporting procedures in order to ensure continued compliance with required policies. From time to
time, such changes may have a short-term impact on our reporting, and these changes may impact market
perception of our financial condition. In addition, legislative changes, and the perception these changes create,
can have a material, adverse effect on our business. For example:

*  the requirement to implement SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS 123R”),
beginning with 2006 has had and will have a material adverse effect on our operating results in future
periods; and

» changes in the legal climate may lead to additional liability concerns which may result in increased
insurance costs.

We are Required to Recognize Stock-Based Compensation Expense Related to Employee Stock Options,
and There is No Assurance that the Expense that We are Required to Recognize is Indicative of the
Accurate Value of Our Share-Based Payment Awards

The application of SFAS 123R requires the use of an option-pricing model to determine the fair value of
share-based payment awards on the day they are granted. As a result of adopting SFAS 123R, beginning with
2006, our earnings were lower than they would have been had we not been required to adopt SFAS 123R. This
will continue to be the case for future periods as long as we have either new grants or unvested stock-based
payment awards. We cannot predict the effect that this adverse impact on our reported operating results will
have on the trading price of our common stock.

This determination of fair value is affected by our stock price as well as a number of assumptions regarding
a number of highly complex and subjective varnables. If factors change and we use different assumptions for
estimating stock-based compensation expense in future periods, stock-based compensation expense may differ
materially in the future from that recorded in 2007. Although the fair value of employee stock options is
determined in accordance with SFAS 123R and Staff Accounting Bulletin No. 107, Share-Based Payment
(“SAB 107"), as amended by SAB No. 110, Share-Based Payment (“SAB 110"), using an option-pricing
mode! such as Black-Scholes, that value may not be indicative of the fair value observed in a willing buyer and
willing seller market transaction.
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Failure to Maintain Effective Internal Controls in Accordance with Section 404 of the Sarbanes-Oxley
Act of 2002 Could Have a Material Adverse Effect on Qur Business, Operating Results and Stock Price
| :

The Sarbanes-Oxley Act of 2002 imposes certain duties on us and our executives and directors. We are also
required to comply with the internal controt over financial reporting requirements of Section 404 of the
Sarbanes-Oxley Act. Our efforts to comply with the requirements of Section 404 have resulted in increased
general and administrative expense and a diversion of management time and attention from revenue-generating
activities to compliance activities, and we expect these efforts to require the continued commitment of
significant resources. :

If we fail to maintain the adequacy of our internal controls, we may not be able to ensure that we can
conclude on an ongoing basis that we have effective internal control over financial reporting. Failure to
maintain effective internal control over financial reporting could result in investigation and/or sanctions by
regulatory authorities, and could have a material adverse effect on our business and operating results, investor
confidence in our reported financial information, and the market price of our common stock.

Anti-Takeover Provisions in Our Organizational Documents and Indiana Law Make Any Change in
Control of Us More Difficult, May Discourage Bids at a Premium over the Market Price and May
Adversely Affect the Market Price of Qur Stock

Our Restated Articles of Incorporation and By-Laws contain provisions that may have the effect of
delaying, deferring or preventing a change in control of us, may discourage bids at a premium over the market
price of our common stock and may adversely affect the market price of our common stock, and the voting and
other rights of the holders of our common stock. These provisions include:

s the division of our board of directors into three classes serving staggered three-year terms;

s removal of directors only for cause and only upon a 66 2/3% shareholder vote;
s prohibiting shareholders from calling a special meeting of shareholders;

o the ability to issue additional shares of our common stock or preferred stock without shareholders’
approval; and

» advance notice requirements for raising business or making nominations at shareholders” meetings.

The Indiana corporation law contains business combination provisions that, in general, prohibit for five
years any business combination with a beneficial owner of 10% or more of our common stock unless the
holder’s acquisition of the stock was approved in advance by our board of directors. The Indiana corporation
law also contains control share acquisition provisions that limit the ability of certain shareholders to vote their -
shares unless their control share acquisition is approved.

We Cannot Predict Every Event and Circumstance That May Impact Our Business and, Therefore, the
Risks and Uncertainties Discussed Abqve May Not Be the Only Ones You Should Consider

The risks and uncertainties discussed above are in addition to those that apply to most businesses generally.
In addition, as we continue to grow our business, we may encounter other risks of which we are not aware at
this time. These additional risks may cause serious damage to our business in the future, the impact of which we
cannot estimate at this time.

ITEM 1B. UNRESOLVED STAFF COMMENTS.

None.
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ITEM 2. PROPERTIES.

Our world headquarters are located in a 120,000 square foot office building in Indianapolis, Indiana. We
lease the building under an operating lease agreement. As of December 31, 2007, the operating lease required

payments of $25.5 million over the remaining term of the lease, which expires on March 31, 2018. On March 1,

2005, we sublet 8,980 square feet of our world headquarters building and on January 30, 2006, we sublet an
additional 3,000 square feet of our headquarters building to the same tenant. The total remaining sublease
payments as of December 31, 2007 were approximately $33,000. The term of the sublease expired on February
29, 2008, and we and the tenant did not renew the sublease. As a result of the sublease expiring, the tenant
moved out of our world headquarters building, and we began utilizing the sublet space to accommeodate our
expansion needs.

In June 2007, we entered into an amendment of our world headquarters operating lease under which our
current leased space is to be expanded in three installments through March 2009 totaling approximately 79,000
square feet in a 154,000 square foot office building adjacent to our world headquarters. Rent payments for the
expanded space are expected to commence in March 2008. In consideration for entering into the amendment,
the landlord agreed to pay us a discretionary allowance of $450,000. The allowance, which we intend to use for
certain costs associated with our world headquarters building and/or the additional space, as defined in the
amendment, will be recognized as a reduction of rent expense over the term of the world headquarters operating
lease. This amendment did not have any financial statement impact during 2007.

In addition to our world headquarters, we occupy a satellite office and two regional headquarters offices in
the United States and lease headquarters offices for each of our EMEA and APAC operations. As a sublessee,
we sublet 31,000 square feet of office space for our satellite office that we began occupying in October 2006
located near our world headquarters. This sublease will expire in July 2008 and we do not intend to renew the
sublease. Our eastern regional headquarters are located in a leased 4,200 square foot office in Herndon, Virginia
that we also opened in October 2006, and our western regional headquarters are located in a leased 7,500 square
foot office in Irvine, California that we opened in September 2006 and expanded in August 2007.

We also lease space for our various sales, services and development offices located throughout the United
States. All of these leases are short-term operating leases. We have various offices located internationally, with
our EMEA headquarters located in Berkshire, United Kingdom and our APAC headquarters located in Kuala
Lumpur, Malaysia. These international leases have varying terms and lengths of contract.

We believe that all of our facilities, including our world headquarters, regional headquarters and
international headquarters in EMEA and APAC, are adequate and weil suited to accommodate our business
operations. We continuously review space alternatives to ensure we have adequate room for growth in the
future.

ITEM 3. LEGAL PROCEEDINGS.

The information set forth in Note |2 of Notes to Consolidated Financial Statements included in ltem 8 of
this Annual Report on Form 10-K is incorporated herein by reference.

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

None.
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PARTIIL

ITEM 5. MARKET FOR REGISTRANT’S COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES.

Our common stock is traded on The NASDAQ Global Market under the ticker symbol ININ. The following
table sets forth, for the quarterly periods indicated, the high and low common stock prices per share as reported
by The NASDAQ Global Market:

! 2007 2006
Quarter Ended: _ High Low High Low
March 31 . e e s b 2310 % 13,50 § 990 % 4.65
JUNE B0t e e e 21.42 14.50 15.07 8.52
September 30 ........eeeveeveiereecrc et 22.87 17.88 16.74 10.38
December 31 ... e 30.16 19.00 22.56 11.10

As of February 29, 2008, there were 129 registered holders of record of our common stock.

We have never declared or paid cash.dividends on our capital common stock and do not expect to declare
or pay any cash dividends in the foreseeable future. We currently intend to retain future earnings, if any, to
finance operations and to expand our business. Any future determination to declare or pay cash dividends will
be at the discretion of our Board of Directors and will depend upon our financial condition, operating results,
capital requirements and other factors that our Board of Directors deem relevant.

We did not repurchase any of our eqllxity securities during 2007.

The remaining information required by this [tem concerning securities authorized for issuance under our
equity compensation plans is set forth in or incorporated by reference to Part 111, Item 12 of this Annual Report
on Form 10-K. ' )

ITEM 6. SELECTED FINANCIAL DATA.

The following selected consolidated financial data (in thousands, except per share amounts) is qualified in
its entirety by, and should be read in conjunction with, Management’s Discussion and Analysis of Financial
Condition and Results of Operations and our Consolidated Financial Statements and the Notes thereto contained
in items 7 and 8, respectively, of this Annual Report on Form 10-K.

Consolidated Statements of Operations Data:
Years Ended December 31,

2007 2006 2008 2004 2003
Total FEVENUES ..vvvvvvoreveercereeeeeree. $ 109,901 § 83,044 § 62,937 § 55119 § 51512
Gross profit......c.ocevecnreviorereereosnseereenes 74,648 59,050 47,374 41,964 37,871
Operating income (1088).......ccococcvvvrvinirnnnnenn 7,994 4,977 2,392 983 (5,814)
Net income (0SS} ......ccviimiicrinieinniennenns N 17,456 10,248 2,108 1,040 (5,869)
Net income (loss) per share:
BasiC...cooerierene et naene 3 1.00 § 062 § 013 $ 007 % (0.38)
Diluted.......ccoooeiriee e S 0.91 0.56 0.13 0.06 (0.38)
Consolidated Balance Sheet Data:
December 31,
2007 2006 2005 2004 2003
Cash and cash equivalents and ‘
short-term Investments ... dinin, $ 46327 § 2708 § 15127 § 14,603 § 15469
Net working capital (deficit)..................L.... 32,365 14,449 3,177 347 (2,667)
Total ASSetS ...vveviceee e e e ceee e 103,438 66,775 38,398 32,498 33,259
Total shareholders’ equity ..o 48,619 24,278 7,793 5,036 3,791
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS,

The following Management’s Discussion and Analysis of Financial Condition and Results of Operations is
intended to provide investors with an understanding of our past performance, our financial condition and our
prospects and should be read in conjunction with other sections of this Annual Report on Form 10-K, including
Part I, Item | “Business™; Part [[, ltem 6 “Selected Financiai Data”; and Part 11, {tem & “Financial Statements
and Supplementary Data”. Investors should carefully review the information contained in this report under Part
1, ltem 1A “Risk Factors”. The following will be discussed and analyzed:

¢ Overview

e Business Strategy

¢  Critical Accounting Policies and Estimates

+ Financial Highlights

e Historical Results of Operations

» Liquidity and Capital Resources
Overview

LLIYS

Interactive Intelligence, Inc. (“Interactive Intelligence™, “we”, “us” or “our™) was formed in 1994 as an
Indiana corporation and maintains its world headquarters and executive offices at 7601 Interactive Way,
Indianapolis, IN 46278. Qur telephone number is (317) 872-3000. You can find our website at
http:/fwww.inin.com. We file annual, quarterly and current reports, proxy statements and other documents with
the SEC under the Securities Exchange Act of 1934, as amended. These periodic and current reports and all
amendments to those reports are available free of charge on the Abour Us — Investor Relations page located on
our website. .

We are a leading provider of software applications for contact centers and we are leveraging that leadership
position to provide mission critical VolP applications to enterprises. Our solutions are installed by customers in
a wide range of industries including, but not limited to, financial institutions, higher education, healthcare,
retail, technology, government, business services and increasingly for the remote and mobile workforce. We
also offer a pre-integrated all-software IP PBX, a phone and communications solution for mid-sized enterprises
that relies on the Microsoft platform. We offer innovative software products and services for multi-channel
contact management, business communications, and messaging using SIP-supported VolP. Qur application- -
based solutions are built as a single pre-integrated platform that scales to thousands of users, and are developed
to satisfy today’s diverse interaction needs in markets for:

* Contact Centers

+  Enterprise IP Telephony

s  Enterprise Messaging

By implementing our all-in-one solutions, businesses are able to unify communications, enhance workforce
effectiveness and productivity, and readily adapt to constantly changing market and customer requirements.

Moreover, organizations in every industry are able to reduce the cost and complexity of traditional “multi-
peint” legacy communications hardware systems that are seldom fully integrated.
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Business Strategy

In the coming year, we intend to leverage our position as an industry-leading software solutions provider to
a full-service solution provider for contact center automation, enterprise business communications and VolP
foundation technologies. Our strategy for achieving this mission is:

1. Innovation and Enhancing Our Core Product Offerings;

2. Expand in Our Markets;

3. Promote Our Services Offerings;

4. Leverage Industry-Specific Solutions; and

5. Go “Up-Market” Through Increased Scalability and Reliability.
Critical Accounting Policies and Estimates

We believe our accounting policies listed below are important to understanding our historical and future
performance, as these policies affect our feported amounts of revenues and expenses and are applied to
significant areas involving management’s judgments and estimates. These policies, and our procedures related
to these policies, are described below. See also Note 2 of Notes to Consolidated Financial Statements for a
further summary of our significant accounting policies and methods used in the preparation of our consolidated
financial statements, '

The accounting policies described below are significantly affected by critical accounting estimates. Such
accounting policies require significant judgments, assumptions and estimates used in the preparation of our
consolidated financial statements, and actual results could differ materially from the amounts reported based on
these policies. !

Sources of Revenues and Revenue Recognition Policy

We generate product revenues from licensing the right to use our software applications and in certain
instances providing hardware as a component of our solution, and we generate services revenues primarily from
annual support fees, annual renewal fees; professional services and educational services.

Product Revenues

Our license agreements are either perpetual or annually renewable. For any revenues to bé recognized from
a license agreement, the following criteria must be met:

. 1 .
¢  Persuasive evidence of an arrangement exists;

e The fee is fixed or deleﬁninabl;;

. !
s  Collection is probable; and

i

e  Delivery has occurred.

For a perpetual license agreement, upon meeting the revenue recognition criteria above, we immediately
recognize as product revenues the amount of initial license fees if sufficient vendor specific objective evidence
of fair value (“VSOE") exists to support-allocating a portion of the total fee to the undelivered elements of the
arrangement, If sufficient VSOE of the undelivered elements does not exist, we recognize the initial license fee
as product revenues ratably over the initial term of the support agreement once support is the only undelivered
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element. The support period is generally 12 months but may be up to 18 months for initial orders because
support begins when the licenses are downloaded, when support commences, or no more than six months
following the contract date. We determine VSOE of support in perpetual agreements based on substantive
renewal rates the customer must pay to renew the support. The VSOE of other services is based on amounts
charged when the services are sold in stand-alone sales.

For an annually renewable license agreement, upon meeting the revenue recognition criteria above, we
recognize a majority of the initial license fees under these agreements as product revenues ratably over the
initial license period, which is generally 12 months, and the remainder of the initial license fees are recognized
as services revenues over the same time period.

We recognize revenues related to any hardware sales when the hardware is delivered and all other revenue
recognition criteria are met.

Services Revenues

Services revenues are primarily recognized for renewal fees and support related to annually renewable
license agreements and support fees for perpetual license agreements. For annually renewable agreements, the
allocation of the initial order between product revenues and services revenues is based on an average renewal
rate for our time based contracts. We apply the allocation of product revenues and services revenues
consistently to all annually renewable agreements. Under annually renewable license agreements, after the
initial license period, our customers may renew their license agreement for an additional period, typically 12
months, by paying a renewal fee. The revenue from annual renewal fees is classified under services revenue and
the revenue is recognized ratably over the contract period. Under perpetual license agreements, we recognize
annual support fees as services revenues ratably over the post-contract support period, which is typically 12
months.

We also generate revenues from other services that we provide to our partners and customers. These
additional revenues include fees for professional services and educational services. Revenues from professional
services, which include implementing our products for a customer, and educational services, which consist of
training courses for partners and customers, are recognized as the related services are performed.

Stock-Based Compensation Expense

We account for our employee and director stock options in accordance with SFAS No. 123 (revised 2004),
Share-Based Payment (“SFAS 123R") and the guidance of Staff Accounting Bulletin No. 107, Share-Based
Payment ("SAB 107"}, which requires the measurement and recognition of compensation expense for all share-
based payment awards made to employees and directors, based on fair values. On December 21, 2007, the SEC
released SAB No. 110, Share-Based Payment (“SAB 1107), which extended the permissibility of the simplified
method, in certain circumstances, under SAB 107, for options granted after December 31, 2007.

As permitted by SFAS 123R, we continue to use the Black-Scholes option-pricing model as our method of
valuation for share-based payment awards. Our determination of fair value of share-based payment awards on
the date of grant using the Black-Scholes option-pricing model is affected by our stock price as well as
assumptions regarding a number of highly complex and subjective variables. These variables include, but are
not limited to, our expected stock price volatility over the term of the awards and an expected risk-free rate of
return. If factors change and we use different assumptions for estimating stock-based compensation expense in
future periods, stock-based compensation expense may differ materially in the future from that recorded in the
current period.

We adopted SFAS 123R using the modified prospective transition method, which required the application
of the accounting standard as of January 1, 2006. Our consolidated financial statements for periods beginning
after January 1, 2006 reflect the impact of SFAS 123R. In accordance with the modified prospective transition
method, as permitted by the standard, our consolidated financial statements for prior periods have not been
restated to reflect, and do not include, the impact of SFAS 123R,
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For additional information, refer to Note 6 of Notes to Consolidated Financial Statements. Stock-based
compensation expense for employee and director stock options recognized under SFAS 123R for the years
ended December 31, 2007 and 2006 was $3.1 million and $2.1 million, respectively.

Income Taxes

Income taxes are accounted for under the asset and liability method. Deferred tax assets and liabilities are
recognized for the future tax consequences atiributable to differences between the financial statement carrying
amounts of existing assets and labilities and their respective tax bases and operating loss and tax credit
carryforwards. Deferred tax assets and liabilities are measured using enacted tax rates expected to apply to
taxable income in the years in which those temporary differences are expected to be recovered or settled. The
effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period that
includes the enactment date. |

SFAS No. 109, Accounting for Income Taxes (“SFAS 1097}, establishes financial accounting and reporting
standards for the effect of income taxes. We are subject to income taxes in both the United States and numerous
foreign jurisdictions. Significant judgment is required in evaluating our tax positions and determining our
provision for income taxes. The objectives of accounting for income taxes are to recognize the amount of taxes
payable or refundable for the current year and deferred tax liabilities and assets for the future tax consequences
of events that have been recognized in an entity’s financial statements or tax returns. Variations in the actual
outcome of these future tax consequences could materially impact our financial position, results of operations,
or cash flows.

In assessing the recoverability of deferred tax assets, management considers whether it is more likely than
not that some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred
tax assets is dependent upon generationlof future taxable income during the periods in which temporary
differences such as loss carryforwards and tax credits become deductible. Management considers projected
future taxable income and tax planning strategies in making this assessment and ensuring that the deferred tax
asset valuation allowance is adjusted as appropriate.

At December 31, 2007, we had $45.5 million of tax net operating loss carryforwards and $1.6 millien in tax
credit carryforwards. In the fourth quarter of 2007 and third quarter of 2006, we recorded a tax benefit of $8.1
million and $5.0 million, respectively, to reduce the valuation allowance for the deferred tax assets. There was
no valuation allowance at December 31, 2007. We will continue to evaluate the recorded deferred tax assets in
accordance with the requirements of SFAS 109,

Allowance for Doubtful Accounts Receivable

The allowance for doubtful accounts is our best estimate of the amount of probable credit losses in our
existing accounts receivable. We evaluate bad debt expense based on a percentage of revenue reported each
period. We then review the allowance for doubtful accounts each reporting period based on a detailed analysis
of our accounts receivable. In the analysis, we primarily consider the age of the customer’s or partner’s
receivable and also consider the creditworthiness of the customer or partner, the economic conditions of the
customer’s or partner’s industry, and general economic conditions, among other factors. If any of these factors
change, we may also change our original estimates, which could impact the levet of our future allowance for
doubtfu! accounts. '

i

If payment is not made timely, we will contact the customer or partner to try to obtain payment. If this is
not successful, we will institute other collection practices such as generating collection letters, involving our
sales personnel and ultimately terminating the customer’s or partner’s access to future upgrades, licenses and
technical support. Once all collection efforts are exhausted, the receivable is written off against the allowance
for doubtful accounts.
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Research and Development

For the years ending December 31, 2007, 2006 and 2005, all research and development expenditures have
been expensed as incurred. Based on our product development process and technological feasibility, the date at
which capitalization of development costs may begin is established upon completion of a working model. Costs
incurred between completion of the working model and the point at which the product is ready for general
release have been ingignificant.

Legal Proceedings

Liabilities for loss contingencies arising from claims, assessments, litigation, fines, and penalties and other
sources are recorded when it is probable that a liability has been incurred and the amount of the assessment
and/or remediation can be reasonably estimated. Legal costs incurred in connection with loss contingencies are
expensed as incurred.

Financial Highlights

For the year ended December 31, 2007, as compared to 2006, we achieved 32% annual revenue growth, a
61% increase in operating income and over $20 million of operating cash flow. Factors that affect revenues in
any particular year include a customer’s or partner’s budget constraints, personnel resources to implement our
solutions, historical product order patterns and willingness to implement a critical telecommunications system.
Revenues in any particular period can greatly fluctuate from other periods.

The amount of orders we receive, while impacting product revenues, does not have an exact correlation to
recognized revenues because the terms in the contracts, a custemer’s or partner’s collection history, and any
other contractual conditions affect whether we can recognize the order during the period or in subsequent
periods. Consequently, product revenues for any particular period are impacted not only by orders received in
the current period but also by orders received in previous periods that are being recognized in the current
period.

The following table sets forth information about our totat revenues (in millions) and the annual growth
percentage over the previous year for the past five years (including the impact of the reclassifications and
adjustments discussed in Note 2 of Notes to Consolidated Financial Statements).

Year: Revenues % Growth
20T e e s e e e e e bR T b eva T s A e st e n b e sabesaeesaeerre $ 109.9 312%
2006 . e veeriertistaeissssna e st eee et et a bt ar b beer et e bt e areabteasat aRtar b e r e besee et e s aesreeneane 83.0 32
2005 e et r s e et e b e b e e bttt e satesnteaneee e s e e e ratesbaesaeaae 62.9 14
2003 e ettt tn et e e e e e e e te R e R e e RS as b s bbb e srnnnnes 51.5 8

Product revenues increased during the year ended December 31, 2007, compared to the same period in
2006, as a result of increased demand for our software and appliances, third party products we license and third
party hardware we sell. We have experienced increasing annual revenue growth in all major geographies in part
due to an increase in demand for our contact center solutions. We also attribute annual revenue growth to a
number of other factors including but not limited to adoption of VoIP technologies by our customers and
partners, increasing market awareness of our solutions, more effective lead generation activities and
improvements in scalability and the reliability of our products. Factors also include reductions in hardware costs
to deploy our solutions making our solutions more financially attractive to customers and partners, changes in
our sales program 10 targel new customers and partners and establishment of an inside sales group to work with
our existing direct customers.

Services revenues increased significantly during the year ended December 31, 2007, compared to the same
period in 2006, primarily due to additional support fees and annually renewable license fees, which were
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recognized for our growing installed customer base, and an increase in revenues from professional services due
to more of our customers utilizing our professional services group to assist in implementing our solutions and
due to our April 2007 acquisition of the professional services division of Alliance Systemns Ltd. (*Alliance™), as
described in Note 14 of Notes to Consolidated Financial Statements.

Our costs of product continue to increase due to media servers and gateway appliances we have developed
and licensed, additional hardware delivered by us and increased royalty expenses as a result of licensing more
third party software as part of the orders received. ‘

Qur costs of services increased significantly during 2007, compared to the same period in 2006, primarily
due to a 28% increase in services staffing, principally as a result of acquiring 13 professional engineers and one
sales representative as part of our acquisition of the professional services division of Alliance.

Our operating expenses increased in 2007, compared to 2006, principally as a result of increased
compensation expense related to a 15% increase in company-wide staffing, higher stock option compensation
expense related to SFAS 123R, an increase in marketing expenses from our efforts to raise awareness of our
company and products, and a full year’s worth of various expenses related to our satellite and two regional
offices in the United States which were opened in late 2006, and related to the expansion of our facilities in the
United Kingdom, which commenced in December 2006.

During 2007 and 2006, we determined that it was more likely than not, based on our projections of future
taxable income, that we would be able to utilize a portion of the deferred tax assets that we had previously fully
reserved. During the fourth quarter of 2007 and third quarter of 2006, we recorded an income tax benefit of $8.1
million and $5.0 million during 2007 and 2006, respectively, to eliminate the valuation allowance for our
deferred tax assets. We will continue to evaluate the recoverability of the deferred tax assets. Because we no
longer have valuation allowances against deferred tax assets, we expect to record income tax expense or credits
at an effective rate of approximately 39%.

Since January 1, 2006, we have accounted for our employee and director stock options in accordance with
SFAS 123R and the guidance of SAB 1(7. As a result, we have incurred stock-based compensation expense
each quarter as stock options are granted and vested. The following table sets forth a brief summary of our
stock-based compensation expense for the years ended December 31, 2007 and 2006 and the related impact on
net income per share (in thousands, except per share amounts):

! Years Ended December 31,

: 2007 2006
Total stock-based compensation expensé $ 3,126 § 2,147
Effect of stock-based compensation expense on net income per share:
BaSIC..uoeeeeeeeeee et e e SRR $ (0.18) § (0.13)
DilUted ... (0.16) (0.12)

In 2008, we believe that our year-over-year revenue growth will continue and our costs of product and
other expenses will increase. We anticipate staffing increases in 2008, which will result in expense increases
across all areas of the company. We currently estimate that the stock option expense related to SFAS 123R will
be approximately $3.1 million in 2008.

We had $46.3 million of cash and short-term investments as of December 31, 2007, an increase of $19.2
million or 71% over our cash and short-term investments of $27.1 million as of December 31, 2006. We believe
that if we remain profitable, we will increase our liquidity and our equity positions. If our projected revenue
growth slows or decreases, if we incur net losses or if we are not able to effectively collect on our outstanding
accounts receivable, our liquidity position may weaken, which may result in the need to raise capital.
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Historical Results of Operations

The following table sets forth, for the periods indicated, our consolidated financial information expressed
as a percentage of total revenues:

Years Ended December 31,

2007 2006 2005
Revenues:
PIOQUEE o b 52% 52% 53%
Services ..ooovvevenn. e eeh et e —— e e —e e e e — e e e e e eaeeeanteerianeranann 48 48 47
Total revenues ... 100 100 100
Cost of revenues:
Product .o e e e 13 11 7
SEIVICES .oeeeriirnreitieieee e re e ee e e teeeressressavsnesanesnseaseennanns 19 18 18
Total cost Of TEVENUES. ...c...cooiiinciieiin it 32 29 25
GTOSS PIOfTluiviiiieeircrceeeeceeeei et eteeiet v enrere et st bbb e sbansemersessenes 68 71 75
Operating expenses:
Sales and marketing.........oooveiiniiniiin e 33 36 38
Research and development ...........oc.cooooivvviiiceninnsseereeneenens 16 16 20
General and adminiStraliVe.............coevviviesiree e e e 12 13 13
Total Operating eXpenses ...l eeiroreereereeceresersasesas 61 65 71
OPErating INCOMIE ...vivececcreccciccnieieteresiissesnsrrs s s ses st e eeeeas 7 6 4
Other income (expense):
INterest iINCOME, ML ..o eecee st rrsre s nsenes 2 1 -
OHhEr EXPENSE ..ot -- -- (1)
Total other INcOME (EXPENSE) ...eovviriirirree e er e e 2 1 (1)
Income before INCOME TAXES ...ovovveviieie e e ‘ 9 7 3
Income tax benefit (EXPENSE).....coiirvriiiiiieceeeee s 7 5 --
INEEINCOME. ..veviciirereenirr et e e se et e srerse e st ssssbs i s srnenresbees 16% 12% 3%

Comparison of Years Ended December 31, 2007, 2006 and 2005
Revenues
Primary Sources of Revenues

We generate revenues from (i) licensing the right to use our software applications and, in certain instances,
providing hardware as a component of our solution and (ji) annual support fees, annual renewal fees,
professional services and educational services. Product revenues related to CIC represented approximately 47%,
42% and 46% of our total revenues for 2007, 2006 and 2005, respectively. Services revenues are primarily
recognized for renewal fees and support related to annually renewable license agreements and support fees for
perpetual license agreements. Revenues related to our renewal and support fees represented approximately 36%,
39% and 39% of our total revenues for 2007, 2006 and 2005, respectively.

Product Revenues Years Ended December 33,
2007 2006 2005
($ in thousands)
Product revenues ................ s $ 57673 % 43021 § 33,296
Change from prior year period ........cccoeeieeenercecnceceev e 34% 29% 18%
Percentage of total FEVENUES ... 52% 52% 53%

Product revenues, which include software and hardware, increased in 2007, 2006 and 2005 compared to the
previous years. The increase in 2007, compared 10 2006, was principally due to a 27% increase in orders for
our software across all regions. We also received an increase in hardware orders of 116% to over $6.6 million,
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which was primarily due to a higher demand for our media server and gateway appliances which have added to
the scalability and functionality of our solutions. In 2007, we received five orders over $1.0 million and 48
orders between $250,000 and $1.0 million'compared to four orders over $1.0 million and 30 orders between
$250,000 and $1.0 million in 2006.

The increase in 2006, compared to 2005, was the resuit of product revenues related to Vonexus EIC of §5.2
million, a 14% increase in orders from existing customers purchasing additional licenses and products from
2005 to 2006, and a 50% increase in product revenues generated from our European customers and partners.

Product revenues can fluctuate from quarter to quarter depending on several factors including the mix of
orders between perpetual licenses and annually renewable licenses. If other revenue recognition criteria are
satisfied, we recognize license revenue upfront for perpetual licenses, and we recognize revenue for annually
renewable licenses ratably over the term. The impact of the mix of contracts on our product revenues oceurs
only in the initial year of an order; subsequent renewal fees received for the annually renewable licenses and the
renewal support fees for perpetual contracts are all allocated entirely to services revenues.

The amount of orders we receive, while impacting products revenues, does not have an exact correlation to
revenues because the terms in the contracts, collection history with the customer or partner, and any other
contractual conditions affect whether we can recognize the order during the quarter or in subsequent
quarters. Consequently, product revenues for any particular quarter are impacted not only by orders received in
the current quarter but also by orders received in previous quarters that are being recognized in the current

quarter.
{

Services Revenues ‘ Years Ended December 31,
2007 2006 1005
) (% in thousands)
SEIVICES TEVEIIUES 1eevvnrereriieeeseeeeeetesneesesseeesssassssbestessesseasseeessassens $ 52,228 0§ 40,023 § 29,641
Change from prior year period ... 30% 35% 10%
Percentage of total reVenUES ........ccovvvviiviiiiciiirceee e 48% 48% 47%

Services revenues include the portion of the initial license arrangement allocated from annually renewable
and perpetual contracts, license renewals of annually renewable contracts, and support fees for perpetual
contracts, as well as professional services (16% of total services revenues in 2007), education (5% of
total services revenues in 2007} and other miscellaneous revenues.

The increase in services revenues in 2007, 2006 and 2005 was due to increases in our growing installed
base of customers and related payments of annual license renewal fees and support fees for perpetual licenses.
License renewal and support revenues increased $7.3 million in 2007, compared to 2006, and $8.2 million in
2006 compared to 2005. As we sign contracts and install our solutions with new customers and pariners, we
expect that our services revenues will coritinue to increase as customers and partners renew licenses and pay for
support on our software applications. The actual percentage fee charged for renewal of annually rencwable
licenses and perpetual support agreements as compared to the initial annually renewable license fee and
perpelual license, respectively, is comparable on a relative percentage basts, and therefore, the mix of these
types of contracts in the future is not expécted to impact our future services revenues.

In April 2007, we acquired the professional services division of Alliance, which added 13 engineers to our
professional services group and increased our resources to serve our customers and partners which resulted in
our professional services revenues increasing $4.3 million, or 117%, during 2007 compared to 2006.
Professional services revenues increased 68% in 2006, compared to 2005, primarily due to more customers and
partners attending our educational classes and more customers and partners using our professional services.
These services revenues have and will fluctuate based on the number of customers and partners that attend our
educational classes and the amount of assistance our customers and partners need for implementation and
installation. We anticipate these services revenues will continue to increase in the future if the number of our
customers continues 1o grow.
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Cost of Revenues Years Ended December 31,
‘ ' 2007 2006 2005

Costs of revenues: (8 in thousands)}

Product ..., § 14159 § 9318 § 4,661

SBIVICES ..o ceeesaeesa e s s e taente st e emesntenessmeeatesnessnrsanees 21,094 14,676 10,902

Total CoSt OF TEVENUES ...vvvieeerie ettt eee e e ee $ 35253 § 23994 % 15,563

Change from prior year period ... 47% 54% 18%
Product costs as a % of product revenues..... ... vvesesninienen 25% 22% 14%
Services costs as a % of SErvICes revVenues ......ooveeveeieeeencinveennn, 40% 37% 37%

Costs of product consist of hardware costs, principally for media server and gateway appliances which we
have developed, telephone handsets, royalties for third party software and other technologies included in our
solutions and, to a lesser extent, software packaging costs, which include product media, duplication and
documentation. Costs of product can fluctuate depending on which software applications are licensed to our
customers and partners, third party software, if any, which is licensed by the end user from us as part of our
software applications and the dollar amount of orders for hardware.

Cost of product for 2007 increased $4.8 million compared to 2006, Hardware costs incurred in 2007
represented $2.5 million of the increase as we continue to sell servers, gateways and telephone handsets with
our CIC and Vonexus EIC solutions. Royalties paid to third parties increased $1.8 million during 2007
compared to 2006 as we continue our use of technologies licensed from third parties. We also increased staffing
in our distribution center which resulted in a $388,000 increase in total compensation costs. Costs of product for
2006, compared to 2003, included an increase of $3.5 million for hardware costs related to our products and an
increase of $117,000 in our shipping and software packaging costs. In addition, royalties increased $854,000 as
we increased our use of technologies licensed from third parties and integrated them into our software
applications. We also increased staffing in our distribution center which resulted in a $99,000 increase in total
compensation costs,

Costs of services consist primarily of compensation expenses for technical support, educational and
professional services personnel and other costs associated with supporting our customers and partners. These
expenses increased in 2007, as compared to 2006, primarily due to a $5.0 millton increase in compensation
expense for our costs of services personnel, which resulted from to a 28% increase in staffing during this period
principally as a result of our April 2007 acquisition of the professional services division of Alliance. We
incurred $360,000 of additional travei-related expenses during 2007 principally due to an increase in the
demand for our professional services personnel to install our applications at the customers’ sites. The increase
in cost of services from 2005 to 2006 was mainly due to a $2.3 million increase in compensation expense,
$751,000 related to contracting outsourced professionals and $545,000 for travel-related expenses.

We anticipate these costs will continue to increase if the number of our customers continues to grow.

Gross Profit Years Ended December 31,
2007 2006 2005
(5 in thousands)
GOSS PIOfIl..cvcveieirier e ee oot en st em b r b s $§ 74648 § 59050 § 47,374
Change from prior year period .........ccccovvvvvivinreirerrneresssnnens 26% 25% 13%
Percentage of total revenues .........c.oevvv e 68% 1% 75%

Gross profit as a percentage of total revenues decreased during 2007, compared to 2006 and 2005, primarily
due to addittonal costs of product and services as discussed previously. The gross margin on our hardware sales is
less than the gross margin on our software licenses; therefore, as we continue to setl more hardware (i.e. gateways,
media servers and telephone handsets), our total gross margin percentage may decrease compared to historical
margins. Our services margin decreased during 2007, compared to 2006, principally due to the increase in
compensation costs as a result of additional services personnel. Gross margin in any particular quarter is dependent
upon revenues recognized versus costs of product and costs of services incurred and is expected to vary,
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Operating Expenses

Sales and Marketing Years Ended December 31,
2007 2006 2005
($ in thousands)
Sales and marketing eXpenses ..o § 36,308 $ 29,503 $§ 24272
Change from prior year period ... veeeiie e e 23% 2% 18%
Percentage of total revenues ..o eecceec e 33% 36% 39%
Percentage of net product reVeNUES ......ocvevvveveemvmcrcrvnesininrecenieneas 84% 8% 85%

Sales and marketing expenses are comprised primarily of compensation expenses, travel and entertainment
expenses and promotional costs related to our sales, marketing and channel management operations. These
expenses increased in 2007, as compared to 2006, primarily due to a $4.0 million increase in compensation
expense for our sales and marketing personnel, which resulted from a 14% increase in staffing during the
period. We also increased our corporate marketing efforts during 2007, which included increased advertising
and brand promotions, seminars, web seminars, tradeshows and special events such as our global user forum
and partner conferences resulting in an increase of $1.4 million. Travel-related expenses also increased in 2007
by $352,000. During the year ended December 31, 2006, we enhanced our partner program by establishing a
Channels Management group to assist with partner relations, grow our pariner network and encourage further
training on our products. The increase in 2006, as compared to 2005, was primarily related to addmona]
compensation expense and increased corporate marketing efforts.

We expect sales and marketing costs to continue to increase primarily due to additional personnel and
expansion of our marketing and channels efforts to increase our brand awareness and distribution.

Research and Development Years Ended December 31,
, 2007 2006 005
($ in thousands)
Research and development expenses.......c.cccoovvvcivineecciinniccc, $ 17,040 § 13,578 § 12,383
Change from prior year petiod ............o.c.. ettt 25% 10% (9%
Percentage of total revenues ... ettt 16% 16% 20%

Research and development expenses are comprised primarily of compensation and depreciation
expenses. During 2007, as compared to 2006, these expenses increased primarily due to $3.0 million in
compensation expense, which resulted from a 15% increase in staffing. During 2006, as compared to 2005,
depreciation expense decreased by $356,000 as certain assets became fully depreciated. This decrease was
offset by a $1.2 million increase in compensation expense for our research and development persennel, which
resulted from a 13% increase in staffing during this period.

We continue to believe that investment in research and development is critical to our future growth and
competitive position in the marketplace and is directly related to timely development of new and enhanced
solutions that are central to our business. As a result, we expect research and development expenses will
increase in future periods. In the short term, we expect research and development expenses to remain a
relatively constant percentage of revenues.

General and Administrative Years Ended December 31,
2007 2006 2005
) (5 in thousands)
General and administrative CXpenses. ... .. . recoreseermcereeeeenenennas $ 13246 % 10,992 $ 8,327

Change from prior year period ..o 21% 32% 11%
Percentage of total reVENUES .....ccceevvricrerieierrce s 12% 13% 13%

General and administrative expenses are comprised of compensation expense and general corporate

expenses that are not allocable to other departments including legal and other professional fees and bad debt
expense. General and administrative expenses increased in 2007 compared to 2006 principally due to a $1.2
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million increase in compensation expense, which resulted from an 18% increase in staffing. Bad debt expense
also increased $225,000 during 2007, compared to 2006, due to one of our large partners filing for
bankruptcy. Professional consulting and outsourced services expenses increased $2 14,000 during 2007,
principally due to increased accounting, legal and tax fees.

The increase in 2006, as compared to 2005, was primarily due to a $1.9 million increase in compensation
expense, which resulted from a 39% increase in staffing. General and administrative expenses also increased in
2006, as compared to 2005, due to a $354,000 increase in professional services, which were primarily related to
compliance with Section 404 of the Sarbanes-Oxley Act, an increase of $109,000 in recruiting expenses and
other minor increases in miscellaneous expenses.

We expect general and administrative expenses will continue to increase due to compensation costs related
to additional staffing and increases in supplies and depreciation expense of leasehold improvements and other
assets as we continue to expand.

Other Income (Expense)
Interest Income, Net
Interest income, net primarily consists of interest earned from investments and interest-bearing cash

accounts. Interest expense and fees, which are not material for any years reported, are also included in interest
income, net. The following table details the return on investment that we have received over the last three years,

! Years Ended December 31,

2007 2006 2005
(% in thousands)
Cash, cash equivalents and short-term investments average .......... $ 36707 % 20,107 $ 14,865
INterest INCOME, GIOSS ..vevieereertiiieaereeerneereeseeseesreaessenesserrssreeseenen 1,729 744 283
Return on iNVESHMENLS ...vviviiieeieeeeeeeeeeteeeeeee e eeeeee s s srats s eeseeeen 5.0% 4.0% 2,0%

Interest earned on investments during 2007 and 2006 improved partially due to increasing cash and
investment balances and increasing interest rates. In addition, we continue to monitor the allocation of funds in
which we have invested to increase our return on investment. These new investinents have higher interest rates
and lower fees. Interest income increased during 2006, as compared to 2003, primarily due to an increasing cash
and investment balance and an increase in the rate that we earned on our interest-bearing accounts. We had
short-term investments of $17.1 million, $13.6 million and $3.6 million at December 31, 2007, 2006 and 2005,
respectively. These short-term investments typically earn a higher yield than our cash accounts. We do not have
any investments in subprime assets.

Other Income (Expense), Net Years Ended December 31,
2007 2006 2005
($ in thousands)
Other income (EXPense), NEL.....o.oooiiieee s s b3 (96) % ©4) § (288)

Other income (expense), net includes foreign currency transaction gains and losses, as well as foreign tax
withholdings. These amounts depend on the amount of revenue that is generated in certain international currencies,
particularly the Euro, and the exchange gain or loss that results from foreign currency disbursements and
receipts. The expense for 2007 consisted of $233,000 of foreign tax withholdings, offset by $138,000 of gains related
to foreign currency transactions. The expense for 2006 consisted of $160,000 of foreign tax withholdings, offset by
$66,000 of gains refated to foreign currency transactions. The expense in 2005 was due to a loss of $122,000 on
foreign currency transactions related to foreign currency transactions and foreign withholding taxes of $166,000.

Income Tax Benefit (Expense) Years Ended December 31,
2007 2006 2005
($ in thonsands) :
Income tax benefit (EXPENSE)...couiciiiiririieceeeieee e eeieee e ebi s $ 7837 § 4,671 $ (265)




We had over $45.5 million of tax net operating loss carryforwards and $1.6 million in tax credit
carryforwards at December 31, 2007. During the fourth quarter of 2007 and third quarter of 2006, we recorded
an income tax benefit of $8.1 million and $5.0 million, respectively, to reduce the valuation allowance for our
deferred tax assets, There was no vaiuation allowance at December 31, 2007, Since we have recognized the
deferred tax assets, we will record income tax expense beginning in the first quarter of 2008. However, due to
the tax net operating loss carryforwards, the tax credit carryforwards and stock option compensation deductions,
we do not expect to have a significant cash outlay to pay income taxes until after the year 2010,

Included in the net operating loss carryforwards at December 31, 2007 was $23.1 million of operating
losses that were generated as a result of excess tax benefits for stock options. In accordance with SFAS 123R,
these have not been recognized for financial reporting purposes because they have not yet reduced taxes
payable. The tax benefit of these deductions wili be primarily recorded as a credit to additional paid-in capital.

Liquidity and Capital Resources

We generate cash from the collections we receive related to licensing our contact center and IP-PBX
applications and from annual license renewals, maintenance and support and other services revenues. During
2007, we also received $3.5 million in cash from employees exercising stock options. We had an unused $3.0
million line of credit, which expired on October 31, 2007, We did not renew this line of credit. We use cash
primarily for paying our employees (including salaries, commissions and benefits), leasing office space, paying
travel expenses and marketing activities, paying vendors for hardware, other services and supplies and
purchasing property and equipment. We continue to be debt free.

We determine liquidity by combining cash and cash equivalents and short-term investments as shown in the
table below. Our total liquidity position as of December 31, 2007 improved compared to our position at
December 31, 2006, primarily due to increases in net income {excluding the non-cash tax benefit of $8.1 million
recorded in 2007 and $5.0 million recorded in 2006) and deferred services revenues which were partially offset
by an increase in accounts receivable balances. Based on our recent performance and current expectations, we
believe that our current liquidity positien, when combined with our anticipated cash flows from operations, will
be sufficient to satisfy our working capital needs, capital expenditures, investment requirements, contractual
obligations, commitments and other liquidity requirements associated with our operations over the next 12
months. [f cash flows from operations are less than anticipated or we have additional cash needs (such as an
unfavorable outcome in legal proceedings), our liquidity may not be sufficient to cover our needs. In this case,
we may be forced to raise additional capital, either through the capital markets or debt financings. In doing so,
we may not be able to receive favorable terms in raising this capital.

On October 17, 2007, October 23, 2007, and October 26, 2007, we filed separately with the SEC the first,
second and third amendments, respectively, to the registration statement on Form $-3 utilizing the *shelf”
registration process, which was originally filed on October 19, 2006. This registration statement, as amended,
was declared effective by the SEC on October 31, 2007 and will allow us to offer and sell up to 3,000,000
shares of our common stock from time to time in one or more transactions. In addition, under this shelf
registration statement, as amended, Dr. Donald E, Brown, our Chairman of the Board, President and CEQ,
registered 1,000,000 shares of our common stock that he owns for sale from time to time. Although the shelf
registration statement, as amended, will permit us to offer and sell up to 3,000,000 shares of our common stock,
doing so remains at the discretion of our Board of Directors, and there is no assurance that we would be able to
complete any such offering of our common stock,

December 31,
2007 2006
; ($ in thousands)
Cash and cash eqUIVAlENES .....ccccveviiie et $ 29270 § 13,531
Short-term InvestMents..........cccevrereee. ettt et eerae s 17,057 13,555
Total BQUidity .........oooeeer e ee e, 3 46327 § 27,086
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Our operating activities resulted in net cash provided of $20.2 million, $10.6 million and $5.0 million in
2007, 2006 and 2005, respectively. The net inflows of cash were the result of increased net income and
increased deferred services revenues offset in part by increases in accounts receivable and prepaid
expenses. Depreciation was $2.7 million, $1.8 million and $2.1 million in 2007, 2006 and 2005, respectively.
Stock-based compensation expense related to stock options was $3.1 million and $2.1 million in 2007 and 2006,
respectively. Total deferred revenues increased in 2007, 2006 and 2005 primarily due to an increase in deferred
services revenues as our customer base continues to expand.

The amount that we report as cash and cash equivalents or as short-term investments fluctuates depending
on investing decisions in each period. Purchases of short-term investments are reported as a use of cash and the
related receipt of proceeds upon maturity of the investment is reported as a source of cash. Qur net purchases of
available-for-sale investments in 2007, 2006 and 2005 were $3.1 million, $10.1 million and $3.6 million,
respectively.

We purchased property and equipment with a cost of $4.1 million, $3.3 millicn and $2.0 million in 2007,
2006 and 2005, respectively. These purchases related mainly to computer hardware and leaschold
improvements for our world headquarters and new regional headquarters offices, As staffing increases, as our
property and equipment becomes obsolete and as our operations continue to increase, we anticipate that our
purchases of property and equipment will continue to increase in future periods.

Net cash provided by financing activities was $3.8 million and $4.6 million in 2007 and 2006, respectively,
and net cash used by financing activities was $2.4 million in 2005. The increase in cash provided in 2007 and
2006 was mainly due to proceeds of $3.5 million and $4.4 million from stock options that were exercised during
the respective periods. The decrease in cash used in 2005 was primarily related to the repayment of $3.0 million
on our previous line of credit as disclosed in Note 5 of Notes to Consolidated Financial Statements.

As set forth in the following Contractual Obligations table, we have operating lease obligations and
purchase obligations that are not recorded in our consolidated financial statements. The operating lease
obligations represent future payments on leases classified as operating leases and disclosed pursuant to SFAS
No. 13, Accounting for Leases. These obligations include the amended operating lease of our world
headquarters, and the leases of several other buildings for our offices in the United States as well as eight other
countries and equipment leases. See Note 7 of Notes to Consohdated Financial Statements for further
discussion on our lease commitments.

In addition, we have signed obligations securing accommodations and related expenses for a future sales
incentive trip, global user forum and partner conferences as well as several other commitments, which are
included in our purchase obligations, Finally, other obligations include amounts regarding our tax liabilities and
uncertain tax positions related to Financia! Accounting Standards Board ( “FASB™) Interpretation No. 48,
Accounting for Uncertainty in Income Taxes - an interpretation of FASB Statement No. 109. See Note 10 of
Notes to Consolidated Financial Statements for further discussion on our uncertain tax positions. The amounts
set forth in the following table are as of December 31, 2007 (in thousands).

Payments Due by Period

Less than More than
Total 1 Year 1-3 Years 3-5 Years S Years
Contractual Obligations
Operating lease obligations.......c.ocevvieencinrereneen $ 45552 % 4,055 § 9,282 % 9245 § 22870
Purchase obligations........c.cocvrvvererirnrereasererenas 8,355 4,523 3,832 -- --
Other obligations reflected on the consolidated
balance sheet under GAAP......ocoovciieeniinnas 328 93 - 235 --
l 0| VS PUOUOOONt $ 54235 $ 8771 § 13,114 § 9480 § 22870

In addition to the amounts set forth in the table above, we have contractual obligations with ceitain third
party technology companies to pay royalties to them based upon future licensing of their products and patented

- 46 -




technologies. We cannot estimate what these future amounts will be; however, we expect them to increase as
our revenues continue to grow.

Off-Balance Sheet Arrangements

Except as set forth above in the Contractual Obligations table, we have no off-balance sheet arrangements
that have or are reasonably likely to have a current or future impact on our financial condition, changes in
financial condition, results of operations, liquidity, capital expenditures or capital resources as of December 31,
2007. ‘

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

We develop software application products in the United States and license our products worldwide. As a
result, our financial results could be affected by various factors, including changes in foreign currency exchange
rates or weak economic conditions in certain markets. We transact business in certain foreign currencies
including the British pound and the Euro. However, as a majority of the orders we receive are denominated in
United States dollars, a strengthening of the dollar could make our products more expensive and less
competitive in foreign markets. We have not historically used foreign currency options or forward contracts to
hedge our currency exposures because of variability in the timing of cash flows associated with our larger
contracts. We did not have any such hedge instruments in place at December 31, 2007. Rather, we attempt to
mitigate our foreign currency risk by generally transacting business and paying saiaries in the functional
currency of each of the major countries m which we do business, thus creatmg natural hedges. Additionally, as
our business matures in foreign markets, we may offer our products and services in certain other local
currencies. As a result, foreign currency fluctuations would have a greater impact on our company and may
have an adverse effect on our results of operations. Historically, our gains or losses on foreign currency
exchange translations have been immatertal to our consolidated financial statements. For the year ended
December 31, 2007, approximately 9% of our revenues and 16% of our expenses were denominated in a foreign
currency, resulting in a loss of less than $50,000 from foreign currency exchange transactions.

We invest cash balances in excess of operating requirements in short-term securities that generally have
maturities of one year or less. The carrying value of these securities approx1mates market value, and there is no
long-term interest rate risk associated with these investments.
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.
Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholders of
Interactive Intelligence, Inc.:

We have audited the accompanying consolidated balance sheets of Interactive Intelligence, Inc. and
subsidiaries (the “Company™) as of December 31, 2007 and 2006 and the related consolidated statements of
income, shareholders’ equity, and cash flows for each of the years in the three-year period ended December 31,
2007. In connection with our audits of the consolidated financial statements, we have also audited the
consolidated financial statement Schedule II-Valuation and Qualifying Accounts. We also have audited the
Company’s internal control over financizal reporting as of December 31, 2007, based on criteria established in
Internal Control - Integrared Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission (COSO). The Company’s management is responsible for these consolidated financial
staternents and financial statement schedule, for maintaining effective internal control over financial reporting,
and for its assessment of the effectiveness of internal control over financial reporting, included in the
accompanying Management’s Report on Internal Control over Financial Reporting. Our responsibility is to
express an opinion on these consolidated financial statements and financial statement schedule and an opinion
on the Company’s internal control over financial reporting based on our audits,

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement and whether effective
internal control over financial reporting was maintained in all material respects. Our audits of the consolidated
financial statements included examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements, assessing the accounting principles used and significant estimates made by management,
and evaluating the overall financial statement presentation. Our audit of intemal control over financial reporting
included obtaining an understanding of internal control over financial reporting, assessing the risk that a
material weakness exists, and testing and evaluating the design and operating effectiveness of internal control
based on the assessed risk. Qur audits also included performing such other procedures as we considered
necessary in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes
in accordance with generally accepted accounting principles. A company's internal control over financial
reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; (2)
provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of
the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized
acquisition, use, or disposition of the company's assets that could have a material effect on the financial
statements.

Because of 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 because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Interactive Intelligence, Inc. and subsidiaries as of December 31, 2007 and
2006, and the results of their operations and their cash flows for each of the years in the three-year period ended
December 31, 2007, in conformity with accounting principles generally accepted in the United States of
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America. Also, in our opinion, the related consolidated financial statement schedule, when considered in
relation to the basic consolidated financial statements taken as a whole, presents fairly, in all material respects,
the information set forth therein. Also, in our opinion, Interactive Intelligence, Inc. and subsidiaries maintained,
in all material respects, effective internal control over financial reporting as of December 31, 2007, based on
criteria established in Internal Control - Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission.

As discussed in Note 10 to the consolidated financial statements, effective January 1, 2007, the Company
adopted the provisions of Financial Accounting Standards Board Interpretation No. 48, Accounting for
Uncertainty in Income Taxes, an interpretation of FASB Statement No. 109. As discussed in Note 2 to the
consolidated financial statements, effective January 1, 2006, the Company adopted the provisions of Statement
of Financial Accounting Standards No. 123(R), Share-Based Paymenr and Securities and Exchange
Commission Staff Accounting Bulletin No. 108, Considering the Effects of Prior Year Misstatements when
Quantifving Misstatements in the Curreni Year Financial Statements.

/sf KPMG LLP

Indianapolis, Indiana
March 17, 2008 '
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Interactive Intetligence, Inc.

Consolidated Balance Sheets
As of December 31, 2007 and 2006
(in thousands, except share and per share amounts)
‘December 31,
2007 2006

Assets
Current assets:

Cash and cash eqUIVAIENTS .........c.ccoveierieeeisiessreirerenssesereaser s s sesrasssesescessrencasenceses 9 29,270 $ 13,531

Short-term investments .. 17,057 13,555

Accounts receivable, net of allowance for doubtful accounts

of $1,076 in 2007 and $596 in 2006... 27,527 21,370
Deferred tax assets, net .. 5,833 1,314
Prepaid EXPeISES. ..cociiviiimiinir ittt et 6,083 5,358
T CUITEIIE BSSEES v erreeeeeeeeereeereesttti st sebestntsstasstsbeasbasrabe s batanbsnsbrssasarssrssrnnrassnssarares 1,414 1,818

TOLA] CUITENT ASSEES 1ovvverrrereesseeeeeieeieeiireesieeesteeeteeesreesseesrneasaeeessbeessrasreessaesnes 87,184 56,946
Property and €QUIPMENT, MEL.......ccocimririirireeea e s et rer st e s st sn st naensanens 6,932 5,469
DETRITEd 1aX GSSELS, TEL....iioeieeieeerieite e iae bt cte s i bresae e eaeabb s e taesbessabeasteesarensmrerserarberatrassans 7,520 3.686
ORET BS5EL8, TIEL 1ovvieiieirecrceiieiee st cctesree st esterse s e enssree e e smrrasaessesras maeesseans sae e st eeamesaeeesnoraernens 1,802 674
TOLAL ASSEIS v.vvvivestessearriverearissensvarsastesssrssensessenssssreessrssensasssmresssesensenensssmsesereraesnesesentsssssses $ 103438 § 66,775
Liabilities and Shareholders’ Equity
Current liabilities:
Accounts payable and accrued Habilities ... e e 3 9,594 § 7,885
Accrued compensation and related eXpenses. ... 4,381 3,825
Deferred product TEVENUES .......ccuoveviiveiiiiiiic st er e sa s s ens s 6,843 5,910
DeferTed SEIVICES FEVEIIUES 1vvvrvieierreiieeesteesteeeseeenreetesansessereastesasessrseessnsstssessssnsnseessarans 34,001 24,877
Total current Habilities.........cooooiiiiiiiiie