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Dear Shareholders,

I’'m pleased to report to you that 2012 was a strong year for our company. We
grew the overall business nicely, posting total order growth of 48 percent, with our
cloud-based communications segment leading the way with an order growth rate
of 123 percent. Revenue was up 13 percent, including recurring revenues, which
were up 27 percent. We signed 302 new customers during the year. We remained
profitable. Cash and investments ended the year at $80.6 million and we
generated operating cash of $20.0 million, while remaining debt free.

We are successfully executing on our two primary strategies — moving up market
in the contact center space, and selling more of our cloud-based Communications
as a Service offering. Our shift to the cloud has been deliberate and aggressive. We
see a unique opportunity and intend to capitalize on it. We recognized early-on
the benefits the cloud affords our customers — increased flexibility, faster
deployment times, lower upfront capital costs, and reduced IT requirements. At
the same time, we’ve found the market to be very receptive to the added
differentiation we offer — a cloud-based solution from a trusted vendor, who can
assure a highly reliable and scalable product, with the breadth of functionality that
we believe is unmatched in the marketplace.

During the year, we completed three acquisitions. The first was our acquisition of
certain assets from ATIO Corporation (Pty). Ltd., a South African-based distribution
partner. The second was our acquisition of Netherlands-based Brightware B.V.,
also a distribution partner. Then in August we acquired Bay Bridge Decision
Technologies, Inc., a leading U.S. supplier of contact center forecasting, capacity
planning, and strategic analysis technology. We see this latest acquisition as a
strategic component of our ongoing success in the high-end of the market.

In 2012 we made a bit of a clean sweep relative to third party vendor comparisons
done by leading analyst firms and media outlets. Gartner once again placed us in
their “Leader’s Quadrant” in its “Magic Quadrant for Contact Center
Infrastructure, Worldwide” report. Frost and Sullivan named us the contact center
systems company of the year, North America, for the third consecutive year.
Nemertes Research selected us as the IP Contact Center Market Challenger
PilotHouse award winner. And CRM Magazine awarded us the service leader in the
contact center infrastructure category.

Looking forward we see a bright future for the company. We are investing in the
business with a target to grow orders at a rate of 20 percent, while maintaining
profitability. We see a strong opportunity to expand our leadership in the contact
center market, especially as it relates to delivering cloud-based solutions. As we
have done in the past, we have near-term plans to extend our core offering into
other market segments, geographies, and customer sizes. In May 2013, we’ll
welcome 2,000 attendees to Interactions 2013 — our annual conference, which
this year goes global for the very first time. Finally, we also look forward to several
exciting new products that will be released by year’s end.

Our focus continues to be the delivery of the most innovative solutions that allow
our customers to provide exceptional service experiences to their customers. We

view this primary objective as the route to increasing sustainable shareholder value.

Don Brown
Chairman and Chief Executive Officer

2012 HIGHLIGHTS

FINANCIAL PERFORMANCE

Ninth consecutive year of positive
operating results

o $237.4 million total revenues
o $88.6 million, product
o $118.4 million, recurring
o $30.4 million, services

o Total revenues up 13 percent from
$209.5 million in 2011

¢ $906,000 in net income
o Diluted EPS of $0.04

e $80.6 million in cash and investments
as of December 31, 2012

e Acquired three companies in 2012
e 19 percent of revenue spent on R&D

GROWTH UP-MARKET

e 158 orders $250,000+
o Up from 113 in 2011

e 102 orders over $250,000 from new
customers
o Up from 71 in 2011

NEW SOLUTION RELEASES
Interaction Mobilizer™
Interaction Analyzer™
Interaction Edge™

Bay Bridge Decisions™

INDUSTRY RECOGNITION

Gartner, Inc., Leader’'s Quadrant, 2012
“Magic Quadrant for Contact Center
Infrastructure, Worldwide” report, the
most recent report

Number 208 in the Top 500 Global
Software & Services Companies list,
Software Magazine (twelfth consecutive
year listed)

2012 Company of the Year, Contact
Center Systems North America, Frost &
Sullivan (third consecutive year)

2012 IP Contact Center Market
Challenger PilotHouse award, Nemertes
Research

2012 IP Contact Center Infrastructure
Service Leader winner, CRM Magazine
(second consecutive year)

2012 Cloud Computing Excellence
Award, Cloud Computing Magazine
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PART 1.

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 (the “Exchange Act’)) that
involves risks and uncertainties which may cause actual results to differ materially from those predicted in the
forward-looking statements. Forward-looking statements can often be identified by their use of such verbs as
“expects”’, “anticipates”, “believes”, “intend”’, “plan”, “may”, “should”, “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.

Overview

LR I3

Interactive Intelligence Group, Inc. (“Interactive Intelligence™, “we”, “us”, or “our”) is a leading
provider of business communications solutions. Our principal product is a suite of applications that provides
customers with a cloud-based or on-premises multichannel communications platform. We are a recognized
leader in the worldwide contact center market, where our software applications provide a range of
pre-integrated inbound and outbound communications functionality. We use this same platform to offer our
solutions for unified communications and business process automation. Our solutions are broadly applicable,
and are used by businesses and organizations in a wide range of industries, including teleservices, insurance,
banking, accounts receivable management, utilities, healthcare, retail, technology, government and
business services.

Our software has been licensed by customers since 1997. We market and distribute solutions around the
globe, directly to customers and through a channel of approximately 350 partners of various types. Our
software applications are available in 23 languages and our solutions have been installed in more than
100 different countries.

Our partners and certain customers become certified through our professional education curriculum.
Customers are supported by our global support network of company technical professionals and
implementation partners.

Recent company recognitions include the following:

*  Gartner, Inc., Leader’s Quadrant, 2012 “Magic Quadrant for Contact Center Infrastructure,
Worldwide™ report, the most recent report;

e Number 208 in the Top 500 Global Software & Services Companies list (twelfth consecutive year
listed), Software Magazine;

* 2012 Company of the Year, Contact Center Systems North America, Frost & Sullivan (third
consecutive year);

. 2012 TP Contact Center Market Challenger PilotHouse award, Nemertes Research;

. 2012 IP Contact Center Infrastructure Service Leader winner, CRM Magazine (second consecutive
year); and

e 2012 Cloud Computing Excellence Award, Cloud Computing Magazine.



Industry Overview and Current Developments

The increased use of voice over internet protocol (“VoIP’), cloud-based services, eServices, content
management, business process automation and various media types such as social media and Short Message
Service (““SMS”) text messaging continue to cause a major shift in business communications technologies.
Organizations in many industries continue moving from one-dimensional, hardware-based private branch
exchange (“PBX”") phone systems to multichannel software platforms that support a broad list of applications,
and are deploying these platforms via a choice of cloud-based as well as on-premises solution offerings. Such
platforms incorporate internet protocol (“IP”") telephony and a unified communications approach to bring
networks, information and voice and data applications together. This enables organizations to automate
processes to improve organizational effectiveness and reduce communications equipment costs.

IP technologies have allowed many businesses to transfer 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. One result of this transition is that traditional PBX phone system hardware,
which many established PBX vendors are slowly phasing out of their product lineups, is being replaced by
software-based IP PBX and IP contact center solutions. This transition to IP-based products is a key driver in
the sales process, as are increasingly available cloud-based, on-premises and hybrid cloud-based/on-premises
options to deploy and implement IP-based solutions.

Cloud-based offerings have service providers maintaining the core communications system in data centers
and extending system functionality to customer sites. The cloud-based model, commonly referred to as
“cloud-based services,” “hosted services,” ‘“‘on-demand services” or ‘“‘cloud computing,” provides increased
flexibility to address an organization’s mission-critical requirements for scalability, predictability, security and
control. Additionally, the cloud-based model offers faster deployment times, requires minimal capital
expenditures for on-premises equipment at the customer location, and reduces information technology (“IT”")
requirements for system administration and maintenance compared to on-premises communications
infrastructures. Organizations further benefit as service providers implement enhanced solutions and deploy
new services, monitor network security, and provide disaster recovery support as part of their overall
service offerings.

According to industry analysts at Gartner, Inc., unified communications are the ‘“direct result of
convergence in communication networks and applications.” Microsoft Corporation (‘“Microsoft’”) has 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.”” The term ‘“‘unified
communications” has also been defined in other ways, primarily by vendors that package collections of
products for voice, data, conferencing, video and mobility into single offerings. The convergence of voice and
data communications, typically on IP networks leveraging open standards software platforms and integrated
application suites, is a standard for people, groups and organizations to communicate. Unified communications
products based on software solutions and equipment such as servers, gateways, and IP-based phones and
end-user devices are proving to reduce administration costs over their proprietary hardware counterparts, while
at the same time enabling organizations to facilitate the integration and use of enterprise communication and
collaboration methods such as presence management, conferencing, video conferencing, messaging, and other
“unified” features in addition to voice.

Businesses and their customers have long utilized voice communications media such as the telephone,
voice mail and the fax machine to interact. The Internet has expanded communications media to include
additional channels for email, web chat sessions, web callback requests, VoIP calls, text messages, videos, and
social media. With improved customer service as an ongoing objective, many companies are deploying
web-oriented applications for email management, knowledge management and web auto response for customer
inquiries and frequently asked questions (‘“FAQs’’), and web collaboration and other online services to raise
service levels. Tools to monitor and respond to customer comments on social media networks are also now
generally available to support customer service initiatives. Though many online services are unified in an
applications approach, most companies still support online media channels using separate email platforms,
web servers, chat servers and other disjointed equipment that can lead to inconsistencies and inefficiencies
across customer touch points.



Conventional call centers consist of phone banks and users handling inbound and outbound calls. While
managing only a single communications channel, these *“call-only’” centers still require multipoint systems
consisting of a PBX, an automatic call distributor (“‘ACD”’), and an automated attendant to handle
voice-based interactions, along with optional systems such as an interactive voice response (“IVR”’) system, a
predictive outbound dialer and a call logger. Many call centers spend time and money to integrate these and
other disparate phone system devices. Today, many conventional call centers continue the transformation from
call-only centers to multichannel “contact centers” by incorporating all-in-one communications technologies.
Such technologies present email, web interaction, messaging capabilities, SMS texting, and social media
alongside phone calls to offer customers a wider range of contact options and service and support channels.
Given the growing availability and use of cloud-based services, some call centers are finding it more
cost-effective to make the transition to multichannel contact center functionality via the cloud, since
on-premises equipment and integrations are seldom required and capital costs are minimized or eliminated.

An increasingly prominent and still growing segment of business communications and customer service
are “‘mobile customers,” who choose to interact with businesses and perform transactions using cell phones,
smartphones and tablet devices. This customer segment is the result of cloud-based services becoming more
globally available, combined with significant numbers of mobile subscriptions and devices in use worldwide.
In statistics from its 2001-2011 ITU World Telecommunication/ICT Indicators database released in June 2012,
the International Telecommunication Union estimated that 6 billion mobile user subscriptions had been issued
worldwide at the end of 2011, equivalent to 87% of the world population. A February 2012 report from
Gartner, Inc. further showed that 1.8 billion new mobile handsets and smartphones were sold in 2011 alone,
up 11.1% from 2010. As a consumer demographic, mobile customers have prompted an up-and-coming shift
in the way service is delivered, and organizations have begun addressing their mobile initiatives from a
strategic customer service point of view.

Content management has grown increasingly important for organizations in such industries as insurance,
financial services, and healthcare that circulate large amounts of information internally and externally.
Government agencies and other organizations tasked with managing confidential data are also putting greater
emphasis on content management as they continue to archive information in larger volumes. Much like newer
software-based solutions for converged voice and data communications and business process automation,
many contemporary solutions for content management are server-based applications. End-users of content
management systems can typically range from enterprise business users to contact center users, insurance
agents and claims adjusters, banking loan officers, healthcare professionals, human resources personnel and
similar users who routinely must access documents and information in the office or remotely outside the
office. To meet the diverse needs of these end-users, the “virtual file cabinet™ approach of a content
management solution allows organizations to easily define file management structures and retrieval processes
specific to their business, user and customer requirements.

Our Solutions
Overview

Our innovative standards-based software products and services are developed for contact center
automation, unified communications, and business process automation, as well as for content management,
workforce optimization, and vertical applications including teleservices, insurance, banking, accounts
receivable management, utilities, healthcare, retail, technology, government and business services. Our
solutions can be deployed via our cloud-based model using a data center, on-premises at the customer’s site,
as hybrid cloud-based/on-premises solutions, or as a managed service in which we manage the
communications solution for the customer.

All-in-one Solution for Communication Applications

Our Customer Interaction Center® (“CIC”) software was developed to run on the Microsoft® Windows®
operating system, and our various applications are designed expressly to work with one another as a
fully-integrated all-in-one solution that does not require multipoint hardware, integrations to third-party
products, or computer telephony integration (““CTI”’) middleware. As a true all-in-one solution for voice, data
and process automation, our solution does not require separate systems or integration. For communications,
the CIC solution is capable of processing thousands of interactions per hour. CIC’s all-in-one multichannel



approach further allows contact centers and enterprises to process communications consistently across various
media channels: telephone calls, emails, faxes, voice mail messages, Internet chat sessions, IP telephony calls,
SMS text messages, social media, and generic media such as trouble tickets. Organizations can apply business
rules across media channels and various media types for uniform customer service processes, and for
end-to-end tracking and reporting that improves workforce performance and service quality. Whereas many of
our competitors’ unified communications offerings are stand-alone products, or part of a portfolio of integrated
applications and platforms from multiple vendors, our all-in-one CIC application suite has unified multiple
communications channels inherently since its original development.

On-Premises Offerings

As an on-premises server-based solution designed for IP networks, the CIC application suite eliminates
multiple hardware “boxes” to reduce equipment costs and complexity, and provides a single point of system
management to simplify administration and maintenance. For voice communications, the CIC solution is
flexibly deployed as a PBX/IP PBX or with an organization’s existing PBX/IP PBX. For VoIP, the CIC
software leverages the Session Initiation Protocol (“SIP””) global communications standard and incorporates a
full-featured media server, media gateways, SIP proxy, and SIP station voice device. The CIC solution
additionally has established integration with many popular business applications for collaboration, customer
relationship management (‘““CRM™), enterprise resource planning (‘“ERP”’), and other processes, enabling
customers to fully integrate and automate their specific business rules with minimal customization. Similarly,
CIC supports integration with applications designed to monitor social media networks and the comments of
users regarding a business’ products, services and brands.

Cloud-based Offerings

Interaction management functionality in the contact center, and for certain business communications
capabilities such as call control and unified messaging in the enterprise, can be delivered via our cloud-based
Communications as a Service (‘“CaaS”’) offerings, which are based on the CIC application suite and are
invoiced monthly. Our CaaS offerings include CaaS Contact Center for larger contact center operations and
CaaS Small Center for operations that include a smaller number of agents. Contact centers can deploy our
cloud-based CaaS Contact Center services via a local control VoIP model that keeps their current
telecommunications circuits, all voice traffic and critical data at their site; or as a remote control VoIP model
that routes calls over telecommunications circuits terminated at one of our cloud-based data centers. Our CaaS
Small Center offering can be deployed using the remote control VoIP model only. With our Quick SpinTM
cloud-based CaaS trial program, released in the first quarter of 2012, any contact center can have a risk-free
introduction to our cloud-based applications with set-up time in minutes. After a customer has implemented
our cloud-based CaaS solution, at any time and in one step, they can migrate their services (i.e., CIC server
and applications) from a cloud-based solution to an on-premises system at their site. We additionally offer a
fully managed cloud-based CaaS option in which we manage all cloud-based and on-premises services for the
customer. Our cloud-based CaaS solution offers service that is secure and reliable; broad functionality through
a deep set of communications applications; and a high degree of flexibility in terms of the ability to adapt
easily to changes in business needs. Additionally, our CaaS offerings increase flexibility for critical
requirements such as scalability, security and control, provide faster deployment times, require minimal capital
expenditures for on-premises equipment at the customer location, and reduce IT requirements for system
administration and maintenance.

Process Automation

Our Interaction Process Automation™ (“IPA”) solution, leveraging our CIC platform, can receive the
data entered via a web service, or can monitor an email inbox to pick up the complaint. Using a customer
complaint as an example, a customer can submit their complaint via a web form or email. Using ACD-type
technology, IPA initiates a business process and routes the initial work item, or task, to the appropriately
skilled, available employee empowered to resolve the customer’s issue. IPA’s ability to present a
context-sensitive user interface means that it can guide the employee based on best practices on how to follow
up and resolve the complaint, including which subject matter experts to involve if necessary. To ensure service
level guarantees, if the work is not picked up by an employee within a specified period of time, IPA
automatically assigns it to a different, available co-worker. To ensure routing to the “‘right representative,”



organizations can assign user skills to different types of complaint scenarios, and supervisors can track the
handling of work using the same graphical interface they use to view the performance of contact center users
and operations overall. Configurable business rules can automate prioritization and escalation.

We believe very few other vendors offer the extensive functionality of our approach when leveraging the
CIC platform for business process automation. IPA’s integration to CIC allows organizations to not only
manage the business process, but also keep their customer informed of every step, reducing frustration and the
need for callbacks to get status information. In addition, with CIC’s open standards approach to support
broader integration to business and data systems, integrating IPA to back office applications is much less
complex than with older, more proprietary systems.

Contact Center Automation

With the CIC solution for contact center automation, we remain an industry leader in helping contact
centers move from traditional time division multiplex phone equipment, multipoint call center technology and
CTI to pre-integrated application solutions for multichannel contact management. The CIC software is also
inherently developed on open standards, enabling contact centers to straightforwardly migrate to VoIP. On the
strength of these factors, we were listed in the Gartner, Inc. Leader’s Quadrant for the fifth consecutive year
in the 2012 “Magic Quadrant for Contact Center Infrastructure, Worldwide™ report, the most recent
report issued.

Our scalable all-in-one CIC contact center application suite enables contact centers to intelligently
automate, route, monitor, record, track and report on phone calls as well as fax, email, web interactions, SMS
and social media, whether in a single location or across multi-site operations. Contact centers can leverage the
CIC solution to support thousands of users, including remote ‘“‘work-at-home” users, and can handle inbound,
outbound and ‘““blended’” inbound/outbound interactions. As an organization-wide solution, CIC gives contact
centers and enterprises a single software platform and pre-integrated all-in-one application suite for IP
telephony, highlighted by multichannel ACD to uniformly manage all different types of voice and data
interactions. CIC’s inherent PBX/IP PBX call processing, voice mail, fax server and unified messaging further
enhance performance and customer service for contact center users and supervisors, as well as for business
users. The SIP-architected CIC provides an inherent migration path for VoIP, making it particularly well suited
for contact center operations that employ remote users. Again, organizations can deploy CIC as an
on-premises product or through our cloud-based deployment model.

Some of our other solutions that work with our CIC platform and provide additional
functionality include:

* Interaction Dialer®, a predictive dialer application that provides call scripting and other call
functionality;

e Interaction Director®, which routes calls to locations that are capable of handling calls at that time;
*  Interaction Optimizer®, which supports workforce management and scheduling capabilities;

. ™ . . . . .
*  Interaction Analyzer , which provides real-time speech analytics and key word/phrase spotting to
assess customer sentiment during an interaction;

. oy ™ . . . . . . . . .
*  Interaction Mobilizer , which allows organizations to write their own mobile applications and link
mobile customers to the contact center; and

. ™ . . . . . .
e Interaction Web Portal , which gives stakeholders within and outside the contact center a single
Portal environment to monitor contact center activities from anywhere via secure web access.

Some of our most requested pre-integrated add-on modules include:

. . ™ . . . . . . .
e Interaction Supervisor , which provides real-time interfacing for monitoring CIC user and
system activities;

* Interaction Tracker®, a contact history management application; and

* Interaction Recorder®, which offers quality assessment control for user training and compliance.



Additionally, we continue to gain recognition within the industry for our cloud-based contact center
solution and its VoIP deployment models, which are based on the CIC software. As on-demand cloud-based
offerings continue to take hold in the contact center market, our CIC application suite is soundly positioned to
deliver cloud-based CaaS functionality for ACD, IVR, multichannel queuing, recording, real-time supervisory
monitoring, workforce management/workforce optimization, and other critical services over a VoIP network,
with local control by the customer for services implementation, administration and voice and data security.

For self-service automation in the contact center environment, including speech-enabled IVR and email
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. One self-service
application our customers have implemented is e-FAQ®, our knowledge management solution for FAQ auto
response via email. For monitoring social media networks, the CIC software integrates with many available
network monitoring and reporting tools, and adds the ability to route notification alerts to contact center users
for response to relevant customer comments detected on social media sites. Our current release of the CIC
software is version 4.0, which was released in November 2011.

Our Bay Bridge Decisions (““BBD”’) solution is an agent capacity planning and analysis platform for
broader workforce optimization in contact centers. The BBD solution is based on analytic capability that
assists contact centers in planning and optimizing resources, and determining the right number of agents for
customer service.

Unified Communications

Leveraging our strength in the contact center sector has enabled us to offer IP telephony-based unified
communications both to mid-sized business enterprises and to larger enterprises. In positioning our contact
center solution for enterprise unified communications requirements, we target organizations from 50 to
thousands of users that wish to implement our single platform solution, which includes the ability to scale
user counts up or down as needed. This unified communications solution approach can be implemented for IP
PBX, ACD, IVR, multichannel queuing, messaging, business process automation, content management, mobile
access, presence management and collaboration, and other capabilities that meet the needs of enterprise
business users and workgroups as well as contact center users.

With our Interactive Intelligence Customer Interaction Center® for Unified Communications (“CIC for
Unified Communications’) we offer a single, highly-scalable, multichannel IP telephony and messaging
platform that allows organizations to route live communications to various devices. For VoIP, our platform’s
open, inherent SIP architecture paves a clear migration path to VoIP for organizations looking to make the
move to IP telephony, or who choose to integrate our platform to an existing PBX phone system and move to
VoIP at a later time. In addition, our solution offers a practical replacement option for certain existing voice
mail systems. The CIC for Unified Communications software additionally offers features including
conferencing, real-time presence management and remote access, with pre-integrated unified messaging, IVR,
and the Interaction Client® user interface. Also optionally available are advanced ‘“‘contact center”-style
features such as workforce management and customer satisfaction surveys. By providing flexible
choose-by-function deployment and licensing options for features as well as users, organizations can configure
and centrally administer the precise IP telephony, messaging and unified communications environment needed
by department, or enterprise-wide. This solution has been successfully deployed by enterprises and
organizations such as banks, insurance companies, healthcare providers, service providers and other customer
service-oriented companies, along with organizations that maintain mobile and remote workforces and/or
thousands of messaging users.

Business Process Automation

From its inception, our core CIC software platform was developed as a process automation platform to
automate and unify phone calls, faxes, emails and web interactions and to manage all of these media types
with features including multichannel queuing, skills-based routing, speech-enabled IVR and auto attendant
processes structured according to an organization’s business rules. As an outgrowth of our CIC platform’s
automation capability, IPA inherently extends our communications automation practices to the automation of
formal business processes, such as employees of an insurance company processing a claim or a banking loan
officer reviewing and approving a customer’s online application for a new car loan. We are leveraging our



CIC platform technology to provide a business process automation product solution for contact centers and
enterprises in virtually any industry looking to automate key business and interaction processes.

Our IPA solution integrates with and leverages the CIC platform to automate business processes based on
CIC’s multichannel communications, queuing and routing capabilities. IPA allows an organization to capture,
prioritize, route, escalate and track each step in a work process, including progress, people, user skills and
qualifications, availability, and resources. The IPA solution is designed to improve process efficiency and
consistency by minimizing the latency and human error common in processes that are executed manually. IPA
can be applied to horizontal processes such as approving time-off requests by a human resources group, or to
vertical processes such as processing a loan application at a bank or credit union. As an ““intelligent”
application, the principles of IPA stem from technology proven in contact centers, including presence to
determine an employee’s qualifications and availability to receive a new work assignment regardless of
location, and routing and queuing to route work more precisely through each step of the defined process, all
while maintaining full integration with each associated communication activity.

Content Management

Content management is a related component of our positioning in the business process automation
market. A primary benefit of our CIC platform’s open architecture has always been the ability it gives
organizations to integrate databases, information systems, business systems, CRM packages, ERP solutions,
and other data repositories to manage information critical to their business operations. Additionally, our
integrated module for knowledge management and email auto response has continued to provide an intuitive
solution for automating information management process and FAQ auto responses, allowing users in contact
centers and service-oriented enterprises to effectively offload the manual, time-consuming task of answering
customer inquiries.

As a result of our acquisition of AcroSoft Corporation (“‘AcroSoft”) in May 2009, we offer an
established application product suite for creating, managing, distributing and delivering business-critical
content across an enterprise. In conjunction with the AcroSoft automated processes, AcroSoft applications
work in unison for content management, workflow processing, work management and reporting. AcroSoft
Documents, our product for document and information management, is a client-server component that
provides a view of various electronic file formats in a user-defined ““‘virtual cabinet.”” Users can manipulate
and manage document and folder views using an assortment of functions accessible from the AcroSoft
Documents application. The AcroSoft Documents application complements an organization’s data and business
processing practices as a stand-alone application, working in tandem with other systems, or can be interfaced
into a processing application. AcroSoft AnyWhere is our web-based document management solution that offers
many of the same functions as AcroSoft Documents, including the ability to organize files, upload documents,
annotate images, view multiple file types and implement overall security, all within a web-based interface
accessible from anywhere that an Internet connection is available.

By integrating these capabilities with our CIC platform’s IPA business process automation features, this
“whole solution” will extend greater content management functionality to our existing customers in the
contact center market, and to our customers in the insurance industry and similar vertical markets in which
document management is becoming increasingly critical.

. . ™ N .
During 2013, we expect to release Interaction Content Management (“ICM”), our next-generation
document management product based on a new object-oriented, cloud-based architecture for document
management solutions.

Accounts Receivable Management

Accounts receivable management (‘“ARM”) products provide a set of software solutions to collection
agencies, credit departments, debt buyers, creditors, and attorneys to manage all aspects of the debt collection
and recovery process.

As a result of our acquisition of Global Software Services, Inc., doing business as Latitude Software
(“Latitude’) in October 2010, our suite of solutions includes Latitude’s accounts receivable management
products, which provide all of the features necessary to perform sophisticated debt collection operations.
Because Latitude products are standards-based, they easily integrate with our CIC platform and Interaction



Dialer predictive dialing product, but also work with third-party contact center and dialer products from other
vendors. This approach currently allows Latitude’s solutions to be positioned both as an integrated solution on
our platform and as integrated solutions for other dialer platforms. Latitude offers its solutions as on-premises
or as a cloud-based service.

During 2013, we plan to create tighter integration between Latitude’s applications and our core CIC
solution, continue to drive Latitude’s solutions as a cloud-based offering, and enhance Latitude’s first-party
debt collection application.

We believe Latitude’s integration capabilities and cloud-based options for its application offerings will
more effectively position us against, and differentiate us from, our competitors within the vertical market for
accounts receivable management.

Hardware

Some customers who license our CIC software also purchase certain hardware from us, such as servers,
gateways and telephone handsets, and occasionally netwoerMing hardware, as part of the CIC solution. In
addition, we have developed our Interaction Media Server , Interaction Edge , Interaction Gateway® and
Interaction SIP Station appliances as a combination of hardware and our software.

Business Strategy

Innovation remains at the core of our business strategy: innovation in our product offerings, as well as
innovation in our approach to the market and our ability to solve customers’ business communication
problems. Our strategy for achieving success includes multiple key objectives, described as follows:

e Continue to Go Up-Market in the Contact Center Space, with an Emphasis on Increasing our Cloud-
Based Sales and Expanding in Key Geographic Markets. In our ongoing efforts to win larger contact
center opportunities, part of our strategy is to continue to move up-market, filling the needs of some of
the largest businesses and contact centers in the world. We are making a noticeable penetration into
larger businesses around the world, in particular with our cloud-based contact center services. Building
increased scalability, functionality and reliability into our core products is an important key in this
strategy. Equally important is our sales strategy targeted to larger opportunities, our work with
consultants and analysts, and the methods in which we go to market.

During 2013, we expect to continue our push into opportunities with larger contact centers and
businesses, particularly in the global markets for cloud-based communications services. These “cloud”
markets have shown sustained growth since 2009, with industry analysts expecting the growth trend to
continue. According to the 2012-2013 Cloud-Based Contact Center Infrastructure Market Report from
DMG Consulting LLC (report# DMGHCCRS5001, September 2012), the number of seats in cloud-based
contact centers grew by 80.2% in 2011, following a 42.4% increase in 2010, and a 26.4% increase in
2009. By actual number of seats, DMG estimates that the numbers of such seats will have increased
from 339,850 seats in 2009 to more than 3.3 million seats by the end of 2015, representing 18.1%, at a
minimum, of all contact center seats worldwide. Also previously stated in its International Data
Corporation (“IDC”) Predictions 2011 IT industry report, (IDC #225878, Volume: 1), research firm IDC
estimated that worldwide spending on public IT cloud services will increase from $29 billion in 2011
(up 30% from 2010) to $55 billion by 2014. The IDC analysts predict that cloud technology will drive
15% of total IT spending during the 2011 to 2014 period, with growth rates predicted at four to five
times the rate of the overall IT market as cloud services continue moving from early adopter status to an
accepted and viable technology. We believe we can take advantage of this growth in the cloud-based
market to complement our established on-premises solution offerings and position us more favorably for
larger-scale contact center and vertical market opportunities globally. During 2012, our cloud-based
orders for the full year increased 123% from 2011 and represented 35% of our 2012 total order mix.
Our 2013 financial outlook is based on a deployment mix in which our cloud-based offerings constitute
50% of our total orders.

*  Market Our New Cloud-Based Communications Offering to Address the Small Contact Center
Market. Along with our ongoing efforts to win larger contact center opportunities, we will also

. ™ . . . . .
focus on marketing our CaaS Small Center cloud-based services to organizations that maintain



from 10 to 50 contact centers seats, and up to 100 enterprise seats for business users. The CaaS
Small Center offering provides a streamlined set of capabilities allowing the ability to manage calls,
email and text chat, and includes our Interaction Analyzer, Interaction Feedback, and Interaction
Recorder products as standard integrated applications for real-time speech analytics, customer
feedback management, and call and interaction recording, respectively.

Upgrade Our Installed Base to CIC Version 4.0 via CIC Version 4.0’s Enhanced Product
Functionality and Scalability, and Increase Our Sales of CIC Add-on Products. We have
continually added scalability and functionality to our CIC solution and expect to do so again
throughout 2013. With our latest major version, version 4.0, which we released in November 2011,
we introduced new advanced functionality including speech analytics, Web portal access, and a
private cloud-based deployment model. During 2013, we will offer numerous other improvements to
products such as Interaction Dialer, Interaction Recorder and IPA, and plan to release ICM, our next
generation object-oriented content management solution. We will continue to release upgrade
programs for CIC version 4.0, and continue improving CIC version 4.0’s capabilities for quality
monitoring, intelligent interaction routing, and the ability to offer services leveraging mobile devices
and social media networks. Also, we will continue to integrate and begin internationalizing
Latitude’s suite of products for accounts receivable management and enhance its integration with the
CIC solution. Along with our CIC version 4.0 upgrade initiatives to our installed customer base, we
will focus on increasing sales of CIC add-on products including Interaction Recorder, Interaction
Feedback, Interaction Dialer, Interaction Optimizer, Interaction Web Portal, our new Interaction
Mobilizer and Bay Bridge Decisions solutions, and IPA.

Significantly Grow our Business Process Automation Sales. 1In 2012 we deployed IPA at a number
of existing customers’ sites and developed opportunities with prospective customers who had
expressed interest in the IPA solution. During 2013 we will continue this focus particularly with
existing CIC customers. Also by continuing to integrate IPA’s business process automation features
with the content management functionality of our AcroSoft products and forthcoming ICM content
management solution, we expect to position IPA more broadly to existing customers in the contact
center market, and in the insurance industry and similar vertical markets in which document
management is increasingly critical to the business process.

Increase Sales in Our Primary Vertical Markets. These markets include our established markets for
accounts receivable management, insurance, utilities, banks/credit unions, outsourcers, healthcare,
and government. Along with CIC version 4.0’s increased scalability, advanced functionality such as
the Interaction Web Portal for outsourcers, and “whole system’ integrations for accounts receivable
management and content management, we believe we will be strongly positioned to provide
solutions to larger companies in these vertical markets. We further believe our ability to offer our
solutions via cloud-based as well as on-premises models, including the Latitude solutions for
accounts receivable management, will differentiate us from competitors in these markets.

Develop Our Global Services Capabilities. We continue to explore potential acquisitions that
strengthen our distribution and services capabilities globally and that expand our application breadth
in certain key industry verticals. On the distribution side, we are focused on international markets
where we can accelerate our current business growth. Our January 2012 purchase of select
Interactive Intelligence-related contact center assets from South African-based reseller, ATIO
Corporation (Pty). Ltd. and our April 2012 acquisition of Brightware B.V., a Netherlands-based
reseller, are examples of the type of enhancements to our distribution channel that we are targeting.
These 2012 acquisitions followed those we made in 2011, including the March 2011 purchase of
Agori Communications GmbH in Germany and our July 2011 acquisition of CallTime Solutions
Ltd., which operates from offices in Sydney, Melbourne, and Auckland. On the application side, we
continue to look at vertical applications that leverage our CIC platform, consistent with our prior
acquisitions in the insurance, document management and accounts receivable management verticals.
Our August 2012 acquisition of Bay Bridge Decision Technologies, Inc. is another example of this
expansion into the workforce optimization vertical. Such vertical applications can often generate
associated professional services opportunities for planning, implementation, and ongoing



maintenance. In addition, we are exploring ways to expand our business into other verticals through
acquisitions and/or product line extensions, including extending our cloud-based offerings more fully
into markets for insurance and other verticals. We believe building a comprehensive offering will
continue to differentiate us from, and more effectively position us against, our competitors within
these other verticals.

*  Further Develop Key Strategic Business Partnerships. We currently have strong strategic business
relationships with Oracle Corporation (“Oracle”), Salesforce.com, Inc., Microsoft, International Business
Machines Corporation (“IBM”’), Polycom, Inc. (“Polycom’), AudioCodes Ltd. (““AudioCodes”), and
other key vendors. Each of these relationships is unique, and they each bring key benefits. During 2013,
we intend to work with these partners to create new sales opportunities. Along with the name and brand
recognition of these partners, we intend to leverage their marketing capabilities to bring greater
recognition to our brand. We believe that working in conjunction with companies such as these will
provide us with larger and more numerous opportunities worldwide. In addition to these strategic
business relationships, we have over 350 partners in our existing network that are focused on our
markets for the contact center, unified communications, and business process automation, which we
intend to work closely with during 2013. The majority of our revenue comes through our reseller
channel, and this channel gives us a competitive advantage against smaller, start-up competitors that
may sell directly to the customer. We also plan to aggressively seek new partners, particularly cloud
providers, who can provide enhanced, combined value to our customers and prospects.

Global Distribution and Sales

We distribute our products through reseller partners and directly to customers. In 2012 and 2011, 47%
and 66%, respectively, of product orders were sold through partners while most of our cloud-based orders
were done directly.

Our Territory Managers manage our partners and sell directly to customer. As of December 31, 2012, we
had 110 Territory Managers, maintained a global channel network of approximately 350 partners and installed
our solutions in over 100 different countries.

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

Marketing
Our marketing team consists of the following four groups:

*  Public Relations/Analyst Relations, which manages media relations, key messaging, and creating and
managing relationships with industry analysts;

*  Solutions Marketing, which markets and promotes our solutions to customers, prospective customers
and partners as well as to industry analysts;

. Lead Management, which drives all lead-generation activities resulting from tradeshows, seminars,
and web-based marketing programs, utilizes purchased lists of prospective customers and leverages
joint marketing activities with strategic partners to generate qualified leads for partners as well as
Territory Managers; and

e Marketing Services, which prepares all print collateral and associated materials for tradeshows,
marketing seminars, promotions, advertising, brand awareness, customer and partner relations, and
other company functions.

Customer Support and Services

We recognize the importance of offering quality service and support to our partners and customers. We
provide a wide range of services and support both to partners and customers via our Worldwide Services teams,
including Client Success, Professional Services, Support Services, Managed Services and Education Services.

Client Success Team

Our Client Success Team is responsible for measuring the value our customers achieve with our solutions
and services. Team members, known as Success Program Leaders, are aligned directly with a customer’s
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organization to help the customer realize business value using our solutions and services. Success Program
Leaders coordinate customer on-boarding, participate in account strategy, engage the appropriate Interactive
Intelligence and partner resources to ensure success, and provide proactive escalation warnings when needed.
The Success Program Leader additionally identifies expansion opportunities for the customer. To collect and
assess customer feedback, the Client Success Team utilizes survey results from new and existing customers, in
conjunction with the Net Promoter Scoring® methodology, which provides a metric that indicates customer
satisfaction. The collective results of customer surveys, along with those of internal departmental surveys,
allow the Client Success Team to identify areas of opportunity, develop plans to address them, and generally
work to satisfy each customer organization.

Professional Services

Our Professional Services team implements and enhances partner expertise on advanced offerings such as
predictive dialing, speech recognition and third-party CRM integrations. Our Professional Services team can
also, among other things, help integrate our products into applications such as Salesforce.com, and embed call
control into in-house applications and speech-enable IVR applications. The system configuration services and
ad-hoc consulting services from our Professional Services team work to ensure that the customer has the
appropriate solution for its business. The Professional Services team works closely with new partners as they
implement our products at their sites, and is often involved with the early release of our products to assist in
new release implementations. We are continuing to invest in this team as we provide more consulting and
implementation services for strategic customers globally.

Support Services

Our Support Services team offers global technical support for our partners and customers 24 hours a day,
7 days a week by phone, fax, email, web chat and from our website. We have support centers at our world
headquarters in Indianapolis, Indiana, the United Kingdom and Malaysia. We have secondary support
employees available in California in the United States, and in the Netherlands, Germany, Australia and Japan.
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 Support Services team
members 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. This enables us to do skills-based routing that directs the customer
to the best engineer based on their domain, thus reducing the time to resolve the problem. We use our
Interaction Director® product to route incidents globally in a “follow-the-sun” manner.

Managed Services

With our growing base of strategic partners, we now offer a Managed Care Program in which an
assignedT Nl{\/[anaged Services team provides support to customers, either on-site or off-site. We use Interaction
Monitor to enable our engineers to have a constant view of the health of the customer system. Our goal is to
provide optimal system performance through proactive system management.

Education Services

Our Education Services team is also divided into regions that 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 Services resources on
the CIC software. This enables our partners and our end customers to build a deeper understanding of our
networking infrastructure and telephony technology.
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Customers and Geographic Areas of Operations

Through December 31, 2012, we have licensed our products to more than 4,500 customers in the
Americas, Europe, Middle East and Africa (“EMEA”) and Asia/Pacific (““APAC”’). No customer or partner
accounted for 10% or more of our revenues in 2012, 2011 or 2010 or for 10% or more of our accounts
receivable as of December 31, 2012 or 2011, therefore, the loss of any one customer or partner would not
have a material adverse effect on our operations.

No individual country accounted for more than 10% of our revenues, with the exception of the
United States, for the years ended December 31, 2012, 2011 and 2010. See Note 10 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.

Business Seasonality and Geographic Fluctuations

Our revenues are comprised of product revenues, recurring revenues and services revenues. Product
revenues in the first quarter of each calendar year are typically lower than in the fourth quarter of the prior
year, with sequential quarterly increases thereafter, although sometimes the third quarter is flat. Recurring and
services revenues typically increase sequentially quarter-to-quarter as our business continues to expand. These
patterns are experienced by many enterprise software companies and reflect the customer spending patterns.

To the extent that product revenues fluctuate from quarter-to-quarter due to the seasonality of our
business described above, our gross profit on products may also fluctuate. Our operating expenses generally
increase sequentially in a given year. The gross profit and increasing operating expenses have a corresponding
impact on our operating income. Operating income historically has been lower in the first quarter of a
calendar year than in the fourth quarter of the prior year, increases in the second quarter, can be up or down
in the third quarter compared to the second quarter and is highest in the fourth quarter of the year.

As stated above, we operate our business in three geographic regions — the Americas, EMEA and APAC.
We have historically experienced quarterly fluctuations in our orders and revenues in the various geographies.
These quarterly fluctuations have been due, in part, to the seasonality of our business generally, as described
above, but have also been impacted by the size and number of orders received in a particular quarter in the
geographic region compared to the orders received in the prior year period.

Supplier Relationships

We rely on third parties for several components in the delivery of our complete solution, including
general purpose servers, third-party software, third-party hardware appliances, telephone end-points and
integration to various vendors’ hardware and software systems. Our reliance upon these third parties comes
with some amount of risk, primarily due to the possibility of these suppliers being acquired or discontinuing a
product we rely on, or failure to renew terms of contracts with these suppliers. In addition, some of the third-
party software is licensed from our competitors or suppliers which could become our competitors in the
future, which may complicate our relationships with these suppliers. In many cases, however, we maintain
relationships with several different suppliers and therefore believe alternatives could be available if a supplier
would cease doing business with us. We feel that the risks are further mitigated by the revenue that we
generate for these third-party suppliers and the length of notice that we would most likely receive from the
suppliers if any of the products were discontinued.

Competition

The markets for our solutions are highly competitive. Competition is typically based on various factors,
including the breadth and depth of functionality of the product line, price, deployment methods and options,
ease of installation, ease of use, product roadmap, total cost of ownership, return on investment, integration
with other applications, security, reliability and scalability. We differentiate ourselves from our competitors by
enabling customers to choose to deploy many of our solutions on-premises or as a cloud-based solution,
offering an all-in-one platform, adhering to industry standards and providing a broad set of applications for the
business enterprise. Also contributing to 0u¥Mcompetitive strengths are our growing installed TIi)dase of customers,
new pr%flucts such as InteractionTMobilizer , Interaction Analyzer , Interaction Web Portal , Interaction SIP
Station , Interaction Conference , and IPA, as well as enhancements to our Interaction Recorder®,
Interaction Optimizer®, Interaction Dialer®, Interaction Director® and Interaction Feedback® offerings.
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Our competitive position varies in each of our primary markets. In the contact center market, we are
considered a leader by third-party analyst firms based on the breadth of our product line, the completeness of
our vision and our ability to execute. We compete successfully with our contact center competitors, including
those companies that are considerably larger in size. In the cloud-based contact center market, we have
different competitors than those seen for our on-premises offerings, including in Contact, Inc., Five9, Inc., and
Echopass Corporation. In the on-premises contact center market, our primary competitors are Aspect Software,
Inc. (““Aspect”), Avaya Inc. (““Avaya’), Genesys Telecommunications Laboratories, Inc. (“Genesys’”) and
Cisco Systems, Inc. (“‘Cisco”).

In the unified communications market, we have a small market share in the pure IP PBX market
segment. However, when our IP PBX product is sold in conjunction with our other solutions such as our
contact center solution, resulting in a unified communications offering, our competitive position is stronger.
Our primary competitors in the contact center and unified communications markets have a great deal of
overlap, with a small number of competitors being exclusive to either one or the other of the two markets.
Significant unified communications competitors include Alcatel-Lucent, Avaya, Cisco, Siemens AG, and
ShoreTel, Inc.

The business process automation market can be divided into two submarkets: process automation and
content management. We are new to the process automation market and compete both with traditional
telecommunications vendors such as Avaya and Genesys and, to a lesser extent, with traditional business
process management suite vendors such as IBM, Lombardi Software, Inc., Pegasystems Inc., and Oracle. We
entered the content management market in part through our 2009 acquisition of AcroSoft, which added
insurance industry domain expertise as well as an installed base of customers.

While we are not new to the market for accounts receivable management, or collections, we reinforced
our market position with our 2010 acquisition of Latitude, which added industry domain expertise and a larger
installed base of collections customers. In the accounts receivable management market, vendors that compete
against our products and those of Latitude include Ontario Systems, Columbia Ultimate, CR Software, LLC,
The Computer Manager, Inc.’s Debt$Net Collection Software and Fair Isaac Corporation.

Research and Development

Leveraging technology is part of our strategic position, and we continue to invest a substantial percentage
of our revenue in research and development (“R&D”’). Our R&D group is comprised of professionals with
backgrounds in telecommunications, software and hardware. This combination of diverse technical and
communications expertise contributes to our competitive advantage with a differentiated technology approach.
A series of packaged customer solutions are available from this group, such as integration to SAP
Corporation, Oracle’s Siebel, Inc. and Microsoft Dynamics CRM. These solutions allow partners to quickly
install sophisticated applications for customers.

Within the R&D process, 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, release scheduling and beta test coordination. The Product
Management team oversees the product management process from product concept through the end of the beta
test cycle.

We are 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 quicker
that effectively integrate with Microsoft products. We additionally are a Cisco development partner, and since
2000 have continued to develop interoperability that allows our contact center products to integrate and
interoperate with those from Cisco.

R&D expenses were $45.7 million, $35.6 million and $28.3 million in 2012, 2011 and 2010, respectively.
Our R&D group is structured into technical teams, each of which follows formal processes for enhancements,
release management and technical reviews. R&D expenses include a testing department that utilizes automated
techniques to stress test our core software. We continue to make R&D a priority in our business in order to
remain on the forefront of innovation.
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The R&D groups of companies we have acquired through acquisitions are integrated into our R&D group
and follow the same structure and processes detailed above.

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

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

As of December 31, 2012, we and our subsidiaries held 16 patents, which expire between 2020 and
2031, and have filed other patent applications relating to technology embodied in our software products. In
addition, we and our subsidiaries hold 24 United States and 16 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 19 registered copyrights and have numerous other
applications pending.

While we currently hold patents and have filed other patent applications relating to certain technology
which we have developed, we do not believe that we are significantly dependent on any one of these patents.
We hold trademark and copyright registrations domestically and worldwide and have numerous other
applications pending worldwide for the name “Interactive Intelligence” and several of the names used for our
products. We consider the trademark for the “Interactive Intelligence”” name the most significant trademark or
copyright held because of the impact the “Interactive Intelligence”” name has on the market’s awareness of,
and identification with, us. The “Interactive Intelligence” trademark registration expires in 2017 in the
United States and can be renewed beyond that date. In addition, we have entered into a license arrangement
for certain technologies that we utilize in our solutions. Without this license arrangement in place, we may be
subject to litigation that could result in significant expense to us resulting from our use of these technologies.
This license arrangement extends through 2026.

Environmental

Compliance with federal, state and local provisions regulating the discharge of material into the
environment or otherwise relating to the protection of the environment has not had a material effect upon our
capital expenditures, earnings or competitive position. We believe the nature of our operations have little
environmental impact. We therefore anticipate no material capital expenditures for environmental control
facilities for our current fiscal year or for the foreseeable future.

Employees

As of February 28, 2013, we had 1,437 employees worldwide, including 390 in research and
development, 250 in recurring services, 219 in client services, 386 in sales and marketing and 192 in
administration. Our future performance depends in 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 such personnel is intense and we may not be successful in attracting or
retaining these individuals 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. Certain
key employees have been granted stock options and/or restricted stock units. We do not have any employees
represented by a labor union. We have not experienced any work stoppages. We consider our relations with
our current employees to be good.

Company Information

Interactive Intelligence Group, Inc. was incorporated in Indiana in April 2011 and was a wholly-owned
subsidiary of Interactive Intelligence, Inc., an Indiana corporation incorporated in 1994 (“ININ Inc.”).
Effective July 1, 2011, Interactive Intelligence Group, Inc. became the successor reporting company to

14



Interactive Intelligence, Inc. pursuant to a corporate reorganization. We maintain our world headquarters and
executive offices at 7601 Interactive Way, Indianapolis, IN 46278. Our telephone number is (317) 872-3000.
We are located on the web at http.//www.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 Exchange Act. These periodic and current reports and all amendments to those reports are available
free of charge on the investor relations page of our website at http://investors.inin.com/sec.cfm. We have
included our website address throughout this filing as textual references only. The information contained on
our website is not incorporated into this Annual Report on Form 10-K.

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 may have a material adverse effect on our business, financial
condition, and results of operations and you should carefully consider them. Additional risk and uncertainties
not presently known to us or which are currently not believed to be material may also affect our actual
results. Because of these and other factors, past performance should not be considered an indication of
future performance.

The Overall Economic Climate Could Result in Decreased Demand for Our Products and Services

Our products typically represent substantial capital commitments by customers and involve a potentially
long sales cycle. As a result, our operations and performance depend significantly on worldwide economic
conditions and their impact on customer purchasing decisions. Given the current economic conditions, current
and potential customers are more cognizant of their budgets for communication software, services and
systems, which may result in our current or prospective customers delaying and/or reducing their capital
spending related to information systems. Some of the factors that could influence the levels of spending by
our current or prospective customers include availability of credit, labor and healthcare costs, consumer
confidence and other factors affecting spending behavior. These and other economic factors could have a
material adverse effect on demand for our products and services and on our financial condition and
operating results.

Our Quarterly Operating Results Have Varied Significantly

Our operating results may vary significantly from quarter to quarter and depend 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 should not be relied on as an indication of our future
performance. In addition, our operating results in a future quarter or quarters may fall below expectations of
securities analysts or investors and, as a result, the price of our common stock may fluctuate.

Our quarterly revenues and operating results depend on many factors, including whether the deployment
is on-premises or as a cloud-based offering, 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. Because we do not know if or when our partners and current or potential
customers will place orders and finalize license agreements, we cannot accurately forecast our licensing
activity, our revenues and our operating results for future quarters. We have generally experienced a lengthy
initial sales cycle, which can last six to nine months and sometimes longer. 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 may in turn affect the market price of our common
stock. 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.
As a result, sales cycles for customer orders vary substantially from customer to customer. 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:

*  acustomer’s budgetary constraints;

e the timing of a customer’s budget cycle;
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e concerns by customers about the introduction of new products by us or our competitors; and

e downturns in general economic conditions, including reductions in demand for contact
center services.

Our limited number of products, changes in pricing policies, the timing of development completion,
announcement and sale of new or upgraded versions of our products and the effect of cloud-based
deployments on recognizing revenues are some of the additional factors that could cause our revenues and
operating results to vary significantly from period to period.

We recognize revenues from different licenses over different periods depending on the satisfaction of the
requirements of relevant accounting literature, including Financial Accounting Standards Board (‘““FASB”’)
Accounting Standards Codification (““ASC’”) Topic 985, Software (“FASB ASC 985”), and ASC Topic 605,
Revenue Recognition (“FASB ASC 605”).

A large portion of our operating expenses, including salaries and rent, is fixed and difficult to reduce or
modify in a short time period. As a result, our financial condition or results of operations could be materially
adversely affected if revenues do not meet our expectations.

We Have Made Acquisitions and May Pursue Acquisitions That Present Risks and May Not
be Successful

We have acquired companies and in the future we may pursue acquisitions to diversify our product
offerings and customer base, to strengthen our distribution channel or for other strategic purposes. We cannot
provide assurance that our recent or 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:

*  Our acquired businesses may not 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 costs and
delays or other operational, technical or financial problems.

e 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 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.

*  We may not generate sufficient cash from operations and our growth could be limited unless we are
able to obtain capital through additional debt or equity financings. These financings may not be
available as required for acquisitions or other needs, and even if financing is available, it may not be
on terms that are favorable to us or sufficient for our needs. In addition, if we finance future
acquisitions by issuing common stock for some or all of the purchase price, this could dilute the
ownership interest of our shareholders. We may also be required to recognize expense related to
intangible assets recorded in future acquisitions.

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 software
applications will have to continue to achieve market acceptance, maintain technological competitiveness and meet
an expanding range of customer requirements. As a result 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
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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.

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 effect 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 certain 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 solutions are developed to run on the Microsoft® Windows® operating system and use one
or more media servers for voice (telephone call) processing and recording. Our server software also operates
in a network environment with database servers, email servers, and third-party systems such as CRM
applications and Microsoft® Lync® Server 2010. As a cloud-based solution, our software solutions can be
deployed as a CaaS offering via wide area networks. 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, some of which currently do not have back-up systems, could affect demand
for our products or give rise to claims against us.

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 attracting,
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 will depend on the effectiveness of our marketing and advertising efforts and on our success in
providing high-quality products and related services, including installation, training and maintenance, none of
which can be assured. If our customers do not perceive our products or related services to 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.

We Face Competitive Pressures, Which May Affect Us Adversely

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. Additionally, alternative deployment
strategies, such as software as a service, are offered by certain companies. We cannot provide assurance that
we will be able to compete effectively against current and future competitors in these market segments, or in

17



new market segments with new types of 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, financial 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. Competitors may be
able to respond to new or emerging technologies and changes in customer requirements more effectively than
we can, or 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 Cloud-Based Applications Present Execution and Competitive Risks

We are devoting significant resources to extend our cloud-based alternative to our traditional, on-premises
offerings. Certain competitors offer alternative cloud-based services for consumers and business customers.
While we believe our expertise, investments in infrastructure, and the breadth of our cloud-based services
provide us with a solid foundation to compete, it is uncertain whether our strategies will attract the users or
generate the revenue required to be successful. In addition to certain software development costs, we are
incurring costs to build and maintain infrastructure to support cloud computing services. These costs have
negatively impacted, and may continue to negatively impact our operating margins. Whether we are successful
in this new business model depends on our execution in a number of areas, including:

e continuing to innovate and bring to market compelling cloud-based experiences that generate
increasing traffic,

*  improving the performance of our cloud-based services, and

e continuing to enhance the attractiveness of our cloud-based platforms to partners.

Our Inability to Successfully Manage our Increasingly Complex Supplier and Other Third-Party
Relationships Could Adversely Affect Us

As the complexity of our product technology and our supplier 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 offer a whole product solution, this has added complexity to our supplier
relationships. 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 either 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. As a result, our inability to successfully manage these
relationships or negotiate sufficient contractual terms could have a material adverse effect on us.

For certain of our orders, we supply hardware to support the implementation of our software. We are
dependent on third parties for the supply of hardware components to our customers. If these hardware
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:

e cancellations of orders or delays in delivering orders due to unavailability of hardware;

e increased hardware prices, which may reduce our gross profit or make our products less
price competitive;
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*  additional development expense to modify our products to work with new hardware
configurations; and

e performance issues resulting from product changes by our hardware suppliers.

We cannot assure you that we would be able to locate alternative technology or 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 technology or
hardware components may malfunction or interact with existing components in unexpected ways. The use of new
suppliers and the modification of our products to function with new systems would require testing and may
require further modifications 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.

Existing and New Reseller Partners are Critical to Continued Growth

Our ability to achieve revenue growth in the future will depend in part on our success in maintaining
productive relationships with our existing and future reseller partners and in recruiting and training additional
reseller partners. We rely primarily on these partners to market and support our products and plan on
continuing to rely heavily on such partners in the future. We continue to expand our partner and distribution
networks and may be unable to 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. In addition, due to the current
economic conditions, the risk of failure of a specific partner or a significant number of partners is increased,
which failure could also materially adversely affect our business, financial condition or results of operations.

If We Are Unable to Maintain the Compatibility of Our 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
telephone 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 Products Require Wide Area Networks, and We May be Unable to Sell Our Products Where
Networks Do Not Perform Adequately

Our products also depend on the reliable performance of the wide area networks of businesses and
organizations, including those that employ remote and mobile workers. If enterprise customers experience
inadequate performance with their wide area networks, whether due to outages, component failures, or
otherwise, our product performance would be adversely affected. As a result, when these types of problems
occur with these networks, our enterprise customers may not be able to immediately identify the source of the
problem, and may conclude that the problem is related to our products. This could harm our relationships with
our current enterprise customers and make it more difficult to attract new enterprise customers, which could
negatively affect our business.

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
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rights. It 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.

Specific, Negotiated Provisions in Agreements May Expose Us to Liability 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 but are generally limited by various pre-conditions to coverage. We could be subject to
additional liability and our business, financial condition and results of operations could be materially and adversely
affected if those seeking to enforce these contract provisions are successful in their assertions.

Infringement Claims Could Adversely 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.

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 Must Retain and Recruit Skilled Personnel, for Which Competition
Is Intense

Our success depends in large part on the continued service of our key personnel, particularly Dr. Donald
E. Brown, our Chief Executive Officer and largest shareholder. 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.

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 30%, 31% and 27% of our total revenues for each of the years ended December 31, 2012,
2011 and 2010. 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. Risks inherent in our international business activities may include the following:

e economic and political instability;
* unexpected changes in foreign regulatory requirements and laws;
. tariffs and other trade barriers;

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

*  lack of acceptance of our products in foreign countries;
* longer sales cycles and accounts receivable payment cycles;
*  potentially adverse tax consequences;

*  restrictions on the repatriation of funds;
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J acts of terrorism; and

e increased government regulations related to increasing or reducing business activity in
various countries.

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 and net income. We maintain a currency hedging program to help mitigate future effects of
fluctuations in the foreign exchange rates on cash and receivables. These hedging techniques 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.

Malicious Human Actions or Catastrophic Events May Disrupt Our Operations and Affect Our
Operating Results

The continued threat of terrorism and heightened security and military action in response to this threat, or
any future acts of terrorism, may cause further disruptions to the economies of the United States and other
countries and create further uncertainties or otherwise materially harm our business, operating results, and
financial condition. Likewise, events such as widespread blackouts could have similar negative impacts. To the
extent that such disruptions or uncertainties result in delays or cancellations of customer orders or the
manufacture or shipment of our products, our business, operating results and financial condition could be
materially and adversely affected.

A disruption or failure of our systems or operations in the event of a major earthquake, weather event,
terrorist attack, or other catastrophic event could cause delays in completing sales, providing services or
performing other mission-critical functions. A catastrophic event that results in the destruction or disruption of
any of our critical business or information technology systems could harm our ability to conduct normal
business operations and our operating results.

A Failure or Compromise of Our Information Security Measures Could Result in Substantial Harm to
Our Reputation, Daily Operations, or Profitability

We utilize web-based systems and applications to process new orders, to provide support services to our
customers and partners, and to communicate information to the public. Because these systems are
Internet-facing, they have been, and likely will continue to be, subject to a variety of cyber-attacks, which, if
successful, could disrupt our ability to process new orders and provide support services effectively.
Additionally, we house corporate intellectual property and varying amounts of sensitive customer information
on our private network and within our cloud-based services environment.

We have implemented technical and administrative controls designed to protect the confidentiality,
integrity, and availability of these systems and the data they house. We have also implemented commercially
available products and system tools designed to monitor, detect and/or prevent cyber-attacks and other
malicious activity that may occur on our systems. Additionally, we have developed and implemented processes
to respond to and mitigate identified issues quickly and effectively.

If these security measures fail or are compromised or we fail to detect and mitigate any such compromise
promptly, it could result in the loss of intellectual property, the breach of sensitive customer information entrusted
to our care, damage to our reputation, disruption of routine operations, and/or material financial expense related to
the mitigation or response to, or litigation arising from, any particular issue. Although we maintain cyber liability
insurance, such insurance may not adequately or timely compensate us for all losses we may incur.

In 2012, we did not experience any such events, either individually or in aggregate, that resulted in any
material financial impact or any material loss or exposure of sensitive data.

Changes in Corporate Taxes or Adverse Outcomes Resulting from Examination of Our Income Tax
Returns Could Adversely Affect Our Results

Our provision for income taxes could be adversely affected by changes in the valuation of our deferred
tax assets and liabilities; by earnings being lower than anticipated in countries that have lower tax rates and

21



higher than anticipated in countries that have higher tax rates; by expiration of or lapses in the research and
development tax credit laws; by transfer pricing adjustments including the post-acquisition integration of
purchased intangible assets from certain acquisitions into our intercompany research and development cost
sharing arrangement; by tax effects of nondeductible stock option expense; by tax costs related to
intercompany realignments; by foreign losses not being utilized to offset future taxable income; or by changes
in tax laws, regulations and accounting principles, including accounting for uncertain tax positions or
interpretations thereof. If amounts included in tax returns are reduced or disallowed, it would reduce our loss
carryforwards and tax credits and the amount of expected future non-cash income tax expense used by
management and investors. Judgment is required to determine the recognition and measurement attributes
prescribed in FASB ASC Topic 740, Income Taxes (“FASB ASC 740”). In addition, FASB ASC 740 applies
to all income tax positions, including the potential recovery of previously paid taxes, which if settled
unfavorably could adversely impact our provision for income taxes or additional paid-in capital. Further, as a
result of certain of our ongoing employment and capital investment actions and commitments, our income in
certain tax jurisdictions is subject to reduced tax rates and in some cases is wholly exempt from tax. Our
failure to meet these commitments could adversely impact our provision for income taxes. In addition, we are
subject to the examination of our income tax returns by the U.S. Internal Revenue Service and other tax
authorities. We have also recorded state and local income tax incentives as a reduction of certain operating
expenses and if those incentives were to be disallowed we may be required to record additional expense. We
regularly assess the likelihood of adverse outcomes resulting from these examinations to determine the
adequacy of our provision for income taxes. There can be no assurance that the outcomes from these
continuous examinations will not have an adverse effect on our operating results and financial condition.

As a Holding Company, Interactive Intelligence Depends in Large Part on Dividends from Its Operating
Subsidiaries to Satisfy Its Obligations

Interactive Intelligence is a holding company with no business operations of its own. Its only significant
assets are the outstanding shares of capital stock of its subsidiaries. As a result, it relies on funds from its
current subsidiaries and any subsidiaries that it may form in the future to meet its obligations.

Although We Expect that the Distribution of Latitude Stock and the Transfer of Assets to Subsidiaries of
Interactive Intelligence by Its Subsidiary ININ Inc. Will Not Result in Any Immediate Federal Income Tax
Liability to Interactive Intelligence or ININ Inc., the Internal Revenue Service May Disagree

After the consummation of the corporate reorganization, ININ Inc. distributed the stock of Latitude to its
parent Interactive Intelligence, transferred certain assets to newly created subsidiaries and spun off one of
these newly created subsidiaries to Interactive Intelligence. We do not believe that these actions resulted in
any immediate federal income tax liability to Interactive Intelligence or ININ Inc. However, neither Interactive
Intelligence nor ININ Inc. has requested nor will request a private letter ruling from the Internal Revenue
Service as to the tax consequences of these actions. As a result, the Internal Revenue Service could take the
position that these actions do not constitute tax-free transactions. In such case, ININ Inc. may be treated as
having instead made a taxable distribution(s), which could result in material tax liability to Interactive
Intelligence or ININ Inc. In addition, Interactive Intelligence may incur state income tax as a result of these
actions, but we do not believe that these taxes will be material.

We Are Exposed to Fluctuations in the Market Value of Our Money Market Funds and Investments.

The Financial Pressure on Investment Institutions Managing Our Investments or the Failure of Such

Entities May Lead to Restrictions on Access to Our Investments Which Could Negatively Impact Our
Balance of Cash and Cash Equivalents, thus Affecting Our Overall Financial Condition

We maintain an investment portfolio of various holdings and maturities of up to three years. These
securities are recorded on our consolidated balance sheets at fair value. This portfolio includes money market
funds, notes, bonds and commercial paper of various issuers. If the debt of these issuers is downgraded, the
carrying value of these investments could be impaired. In addition, we could also face default risk from some
of these issuers, which could cause the carrying value to be impaired. Financial institutions have been under
significant pressure over the past several quarters. Should one or more of the financial institutions managing
our invested funds experience increased financial pressure resulting in bankruptcy, or the threat of bankruptcy,
access to our funds may be restricted for a period of time and may also result in losses on those funds.
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Our cash and cash equivalents are highly liquid investments with original maturities of three months or
less at the time of purchase. We maintain the cash and cash equivalents with reputable major financial
institutions. Deposits with these banks exceed the Federal Deposit Insurance Corporation insurance limits or
similar limits in foreign jurisdictions. While we monitor daily the cash balances in the operating accounts and
adjust the balances as appropriate, these balances could be impacted if one or more of the financial institutions
with which we deposit fails or is subject to other adverse conditions in the financial or credit markets. To date
we have experienced no loss or lack of access to our invested cash or cash equivalents; however, we can
provide no assurance that access to our invested cash and cash equivalents will not be impacted by adverse
conditions in the financial and credit markets.

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:
e actual or anticipated fluctuations in our operating results;
. 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;

. 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 is susceptible to the introduction of new competing technologies or competitors.

In addition, the stock market has experienced significant price and volume fluctuations in the recent past
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.

Changes Made to Generally Accepted Accounting Principles and Other Legislative Changes 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.

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 Our Business, Operating Results and Stock Price

The Sarbanes-Oxley Act of 2002 (*“‘Sarbanes-Oxley Act”’) imposes certain duties on us and our
executives and directors. We are also required to comply with the internal control 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 conclude that we have
effective internal control over financial reporting. Failure to maintain effective internal control over financial
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reporting could result in a material misstatement or an investigation 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 Our Stock

Our 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:

*  the division of our board of directors into three classes serving staggered three-year terms;
*  removal of directors only for cause and only upon a 66 2/3% shareholder vote;
e prohibiting shareholders from calling a special meeting of shareholders;

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

e advance notice requirements for raising business or making nominations at shareholders’ meetings.

The Indiana Business Corporation Law (“IBCL”) 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 IBCL also contains control share acquisition provisions that limit the ability of certain shareholders to
vote their shares unless their control share acquisition is approved.

ITEM 1B. UNRESOLVED STAFF COMMENTS.

None.

ITEM 2. PROPERTIES.

Our world headquarters are located in approximately 250,000 square feet of space in three office
buildings in Indianapolis, Indiana. We lease the space under an operating lease agreement and amendments
which expire on March 31, 2018. We also occupy a product distribution center in Indianapolis, Indiana and
five regional offices in the United States which are located in Annapolis, Maryland; Herndon, Virginia; Irvine,
California; Columbia, South Carolina; and Jacksonville, Florida. Additionally, we lease offices for each of our
Canada, EMEA and APAC operations in Montreal, Quebec; Berkshire, United Kingdom; and Kuala Lumpur,
Malaysia, respectively, and have several other office leases throughout the United States and in 20 other
countries. We rent office space for sales, services, development and international offices under long-term and
month-to-month leases. In accordance with FASB ASC Topic 840, Leases, rental expense is recognized ratably
over the lease period, including those leases containing escalation clauses.

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

ITEM 3. LEGAL PROCEEDINGS.

The information set forth under “Legal Proceedings™ in Note 11 of Notes to Consolidated Financial
Statements included in Item 8 of this Annual Report on Form 10-K is incorporated herein by reference.

ITEM 4. MINE SAFETY DISCLOSURES
Not applicable
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PART II.

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

Market Information

Our common stock is traded on The NASDAQ Global Select 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 Select Market:

2012 2011
Quarter Ended: High Low High Low
March 31 . ... ... . . $31.60 $22.56 $39.00 $25.90
June 30 . . .. 32.34 24.52 41.97 31.23
September 30 . . .. ... ... 31.44 24.35 40.92 26.76
December 31 ... ... .. .. .. ... 34.92 28.52 34.34 20.76

As of February 28, 2013, there were 90 registered holders of record of our common stock.

We have never declared or paid cash dividends on our common stock. 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.

Performance Graph

The following graph compares the cumulative total return to shareholders of our common stock from
December 31, 2007 through December 31, 2012 with the cumulative total return over such period of (i) the
Standard & Poor’s 500 Stock Index (the S&P 500 Index) and (ii) the Research Data Group Software
Composite Index (the RDG Software Composite Index). The graph assumes an investment of $100 on
December 31, 2007 in each of our common stock, the S&P 500 Index and the RDG Software Composite
Index (and the reinvestment of all dividends). The performance shown is not necessarily indicative of future
performance. The comparisons shown in the graph below are based on historical data and we caution that the
stock price performance shown is not indicative of, and is not intended to forecast, the potential future
performance of our common stock. Information used in the graph was obtained from Research Data Group, a
source believed to be reliable, but we are not responsible for any errors or omissions in such information.

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN

Among Interactive Intelligence Group, Inc., the S&P 500 Index, and the RDG Software Composite Index
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Cumulative Total Return
Years Ended December 31,

2007 2008 2009 2010 2011 2012
Interactive Intelligence Group, Inc. . . . $100.00 $24.33 $70.02 $99.28 $86.98 $127.29
S&P500 . ... ... 100.00 63.00 79.67 79.67 93.61 108.59
RDG Software Composite . ........ 100.00 59.33 90.36 90.36 93.66 107.39

The preceding Performance Graph and related information shall not be deemed ‘‘soliciting material,” or
to be “filed” with the SEC, nor shall such information be incorporated by reference in any filing of
Interactive Intelligence Group, Inc. under the Exchange Act or the Securities Act of 1933 whether made
before or after the date hereof and irrespective of any general incorporation language in any such filing.

The remaining information re