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PART |
Item 1 BUSINESS

Pegasystems develops customer relationship manageofevare to automate customer interactions adrasisaction-intensive enterprises.
Many of the world's largest organizations in bagkimutual funds and securities, mortgage servicasl services, insurance, healthcare
management, and telecommunications use the Congpswiytions to integrate, automate, standardizt pganage a broad array of mission-
critical customer interactions, including accousttsp, record retrieval, correspondence, dispingsstigations, adjustments, and sales. The
Company's solutions can be used by thousands ctic@mt users to manage customer interactionsagédnerate billions of dollars a day in
resulting transactions. Work processes initiatetheyCompany's solutions are driven by a highlypéalale "rule base" defined by the user-
organization for its specific needs. The rule Hasditates a high level of consistency in custonméeractions in call centers, over the Inter
and other delivery channels, yet drives differenacpsses depending on the customer profile orahee of the request. The Company's o
multi-tiered, client/server solutions operate dir@ad variety of platforms, including UNIX, WindoiT, and IBM/MVS. The Company
offers consulting, training, and support serviaefatilitate the use of its solutions.

Industry Background

Intensifying competition is forcing businessesédduce costs while focusing on customer relationstdgpagement as the most important
means of differentiation. Many types of businessesincreasingly recognizing customer interactiasa critical opportunity to solidify and
expand customer relationships. Due to the voluntepsacise nature of customer transactions, itpe@aslly critical for organizations to
implement cost-effective systems that manage custameractions accurately and efficiently and talzie on that interaction to cross sell
and up sell additional products and services.

Providing high-quality, cost-effective customemtednship management is complex. Organizations glithal operations must be able to
manage customer interactions in different languatijae zones, currencies, and regulatory envirorimadihe challenge is magnified as the
product offerings of an organization increase ahémworganizations are combined. Work processesimoted by a single customer
interaction often involve multiple departments withn organization, which may have different pties and service standards, and may
involve a variety of different computer systemsstmers may contact an organization through vaneeans, including telephone, facsim
the Internet, or in person. The organization mesable to respond in a timely, accurate, and ctargi§ashion or risk customer defection.

Historically, in attempting to meet demand for newgtomer management software systems, organizdtaoresfaced a choice between
building custom systems or purchasing third-paystems. Building custom systems or modifying thpetty systems can be slow and costly
and has often led to isolated, departmentalizegtisols. Traditional third-party systems are oftefteixible, requiring organizations to
conform their work processes to the system, ratieer vice versa. Neither custom nor third-partyisohs have generally accommodated an
organization's need to evolve or expand operatidtiout significant programming effort. Moreovegither has had the high-volume
transaction processing or integration capabiliesessary to support the comprehensive custonegaetton requirements of large
organizations. Today, organizations need flexibtalable customer
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relationship management solutions that can be im@fted on an enterprise-wide basis to facilitatesistent, cost-effective customer
relationship management.

The Pegasystems Solution

The Company's solutions integrate, automate, stdimg and manage on an enterprise-wide basisaallaway of mission-critical customer
interactions for organizations, including accowsttgp, record retrieval, correspondence, dispingsstigations, adjustments, and sales.
Pegasystems' solutions provide an architecturediiats intelligent processing and seamlessly natieg an organization's geographically
dispersed and product specific service operatiodssolated computer systems. By bridging thedarigs of automation" within large
organizations, the Company's solutions increasefficiency of sales and service representativelsearable organizations to address multiple
customer needs during a single contact.

The Company's customer service management solufersthe following advantages:

Flexibility and Consistency. The Company's solwiane based on rules defined by the user-organizathich drive various types of
processing depending on such factors as the cooftéimé customer request, the profile of the custiorithe organization's policies and
procedures, and the authority or qualificationthefcustomer sales and service representativesdsifying its rule base, an organization
evolve its processing to address the competitigairements of its business without costly and tamesuming reprogramming. Significantly,
the rule base feature of the Company's systemsifgeaimorganization to establish consistent statedget interact differently with different
segments of its customer base and thereby "masenaize” its services.

Scalability and Robust Functionality. The scal&pitif the Company's multi-tiered client/server aetture allows an organization to add
departments easily to new or existing servers witlperformance degradation. Organizations currartyust the Company's systems with
the storage and management of data relating toredaaf millions of financial transactions. The Guany's systems can be used by several
thousand concurrent users to manage customerdtitara and to process accurately and securelyacsings involving billions of dollars a
day that result from those interactions.

Ease-of-Use. The Company's client software apjdinatincrease the effectiveness and productivityustomer sales and service
representatives by providing them with a flexibtaghical user interface and processing capabilitiasleverage the power of client/server
desktop computers or the Internet/intranet. The @aomy's solutions allow customer sales and serepeesentatives to focus on delivering
superior customer management, rather than on nvagstée protocols and procedures of multiple agians.

Integration Capabilities. The Company's open agchiire permits its solutions to be integrated withide variety of other applications and
technologies, including industry-standard relatlat@abase management systems, advanced telephoipynent, and diverse storage media
(including magnetic, optical, tape, and microfilfihe Company's solutions also support the messagefs of major financial transaction
networks such as the SWIFT international funds ndtywthe Federal Reserve's Fedwire system, andl®& and MasterCard networks.
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Multi-Platform Server Support. The Company's solusi feature a common software code base whiclditian to facilitating maintenance
and enhancement development efforts, simplifiestimort of multiple platforms. The Company's sohs are designed to run on a broad
range of computer operating systems including IBMN&S/CICS and AIX/UNIX systems, Digital Equipmenbfporation's VMS system,
Microsoft's Windows/NT system, Sun Microsystemdafie UNIX system, and Hewlett-Packard CorporadiP-UX UNIX system.

Improved Efficiency of Customer Management. Pegasys' solutions actually perform work, rather tsanply track a customer
management professional's tasks. Variable dataeglenfe.g., date, amount, customer, account) aditatig route service requests and
invoke system processes, depending on an orgaomzatule base. This feature allows customer saldsservice representatives to focus on
revenue enhancing opportunities, such as crosagedind other matters requiring personal attenfiuring a customer interaction, the
Company's solutions provide pertinent, consolidatéatrmation to guide the service representativavii®ys are realized through reduced talk
time, fewer manual processes, and less rework.

Business Strategy

Pegasystems' objective is to become the leadingdmoof mission-critical client/server customelat®nship management software to
organizations performing a high volume of completeiactions with demanding customers. To achieigedthiective, the Company is
pursuing the following strategies:

Leverage Strength in Financial Services MarketaBgstems provides customer relationship managesoérttons to many of the largest
financial services organizations in the world. T@mmpany is seeking to expand its business withetbeganizations through sales efforts
focused on marketing the Company's products andcesrto other business operations of these orgtois. The Company is also leverag
its relationships and expertise with large finahsetvices organizations to penetrate the mediwadsiinancial services market.

Leverage Early Endorsement in Other Markets. In71#®gasystems successfully penetrated and daliitsrsolutions to the insurance,
telecommunications, healthcare management, andcputbities markets. Like the financial serviceslustry, these markets have customer
relationship management needs, and the Companggexthnology is readily adaptable to these markaising 1997, the Company hired
personnel with expertise in these markets.

Increase Sales and Support Efforts. Pegasystearadimto establish additional sales and supporesfiincrease significantly its domestic
international direct sales forces, and provide anbd service to customers. In addition, the Compdanys to develop further its relationships
with technology partners and consulting firms tongatroduction into significant business opporties.

Develop Standard Product Templates. The Companynasoed licensing standard product templates that@iganizations an advanced
starting point for configuring their work processes
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The Company intends to continue to develop and etatandard product templates. The Company belifatshese templates will facilitate
more rapid implementation of the Company's sol&iand will be a cost-effective way to address #weds of smaller organizations.

Reduce Implementation Time. The Company is comigid refine its PegaSTAR consulting methodologyapproach to the reengineering
of an organization's work processes that faciltab®re rapid implementation of the Company's custamanagement systems and continued
evolution of such systems by an organization'sqrersl after initial implementation. This methodoJjagomplements the Company's standard
product templates in reducing the time requireitplement the Company's systems.

Strategic Relationships. The Company has activelebbped a partner strategy to increase marketagiom at several levels. It has
developed a formal PegaCSP (Pegasystems' Cef@fikdions Provider) program to recruit Systemsdraéors to allow and enable them to
develop active Pegasystems practices. The Compantinuing with its strategy of leveraging dormnplayers in certain markets to sell
and support its products. Financial transactioc@ssors such as First Data Resources, for exapipldde access to key customers and
significant insight into the product requirementshe card market. The Company also continuesversge relationships with technology
companies to jointly bring best-of-breed solutitmsnarket in a timely fashion.

Maintain Technological Leadership Position. Pegesys is continuing to develop and invest in ithtedogy. Current development efforts
include the development of tools to facilitate ttse of its customer management system, the integrat the Company's products with
additional databases, interoperability with Intérmed intranet systems, and support of emergirtgnieal and workflow standards.

Technology

The Company's technology is designed to providéniielogy Enabled Relationship Management (TERM) aveariety of delivery channels
including call centers, branch offices, and theilnét. Pegasystems' solutions have the followinygéehnological attributes:

Information Management. Effective customer respoasgeires up-to-date information about the custorekationship, regardless of how,
why, when, or where the customer contacts the agton. Pegasystems' customer relationship manegesolutions organize core custol
information to facilitate global access.

Multi-tiered, Dynamic Distributed Processing. Then@pany's systems are designed to run in an advahicgdly scalable multi-tiered
environment. In traditional three-tiered clientisarenvironments, the user interface, the appticatbde, and the data are segregated onto
separate tiers. In the Pegasystems three-tieret/dérver environment, the application code, tie base, and selected data are replicated or
both the central and satellite tiers so that preiogsmay occur on either the central server odikibuted satellite servers to minimize
network traffic and enhance performance. The rakeldetermines the optimal location for procestiraccur based on the nature of the v
required and the data involved. Rule base changeplicated across the organization's centrakatllite servers to facilitate consistent
processing by all parts of the organization.
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Inherited Workflow. Pegasystems solutions maintagmanizational consistency while providing the ftelity needed for mass
personalization. The rule base of the Company®sysmay be defined so that certain processetaaréasdized across an organization w
others may be superseded or supplemented by "lndak tailored to the specific requirements ofup®within the organization.

Platform Independence. Recognizing that organirat@ften use a variety of computer platforms, Pggfams provides technology
alternatives by supporting a range of mainframesjoammputers, PC networks, and interface devicesilé\the Company offers an advanced
32-bit Windows-PegaREACH application for the depktihne Company's server applications can also dduenb terminals," allowing
organizations to preserve their investments indggeetworks.

Internet and Intranet Access. Pegasystems' solBégaREACH uses the Internet-based HTML (Hypetadkup Language) to define
display attributes for its graphical user interfdegeraging logic and presentation rules betwesgaReach and Internet/intranet workflows.
With PegaWEB, these workflows can be accessedtbednternet or intranet using standard web brosvadth no change to core application
rules. Pegasystems' rules dynamically create HTofn$§, menus, and displays, thereby facilitatingriaattion with the Internet.

Interfacing With Other Systems. Pegasystems' opahritacture permits integration with a wide variefyother applications and networks,
including relational databases, legacy systemssaecethrough IBM 3270 emulation, and messagingpoté. The Company offers a
Universal Application Programming Interface (AFiat allows an organization's custom software tontegyrated with the Company's
applications without the need to modify the Compaiepre application code. Pegasystems' PegaCONNB@ponents also support
interfaces to IBM's MQSeries, CORBA, 3270-basednfname applications, and major relational datalsgseems. Pegasystems' solutions
also integrate with other applications, accountipgtems, and imaging products

Storage Options. Data storage flexibility is impattto the Company's customers, and the Compaoij¥gase uses an innovative object-
oriented approach that dynamically maps data acuptd the type of workflow. Versions of the Compansystems can store customer
service request data in the Microsoft SQL Serveact®, Informix, and Sybase relational databases.

Functionality

The Company's solutions employ a consistent amtuite and support the following customer relatigpshanagement functions across call
centers and other service delivery operations:

Receiving. An organization's customer contact aengieeives requests by telephone, mail, facsirmil@ersonal contact. Customer service
representatives and agents may enter details oifriimg requests into PegaREACH, the Company's easg4, 32-bit graphical user
interface. Alternatively, electronic service reqseare received from various networks or messaigirggfaces such as MQSeries, the SWIFT
network, the Internet, or the VISA/MasterCard natewd@he Company's systems also support directrel@ictaccess by customers through
PCs, Internet
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browsers, and voice response units. In all cabessdrvice request automatically initiates appedprprocessing based on the rule base.

Routing. As processing steps are completed, thepaagis systems categorize and queue the requegtfoopriate automatic or manual
processing. Productivity-based load leveling andaahyic prioritization ensure high performance argpomsiveness. As work is processed,
each customer representative's "work list" is aatibcally updated in real time. The systems moretch customer request for conformanc
the organization's timeliness standards, autonibticereasing priority and generating warningsdzhsn the service standards of the
organization.

Researching. The Company's systems determine wheminformation is needed and how to retrieveatfrdatabases or other repositories.
Pegasystems' ruldriven processing automatically extracts relevataddirects it to the customer service represestatr customer, links it 1
the work, and keeps it readily accessible. The Goms systems can access information from multpta sources, whether maintained by
the Company's systems or third-party systems.

Responding. The Company's systems facilitate conations by an organization with its customers bgnbining userdefined templates a
specific customer information to create persondlizerrespondence. When appropriate, service repasaes may further refine message
content before forwarding by mail, facsimile, cealonic transmission, and may attach images térsants, checks, and other data. Follow-
up communications are automatically composed, auiged, and sent. Sensitive correspondence candaeeduor online review before
release, and the systems create a permanent i@iidif tustomer communications.

Resolving. Concluding a piece of work involves dgation of the organization's rules for resolvingegquest or stepping the customer service
representative through the process when human jedgisi required. Resolution also includes the @yaaif transactions, transmission to
production systems, management of financial adjests) posting of service charges, updating of gémetlger accounts, and synchroniza

of multiple item requests. Pegasystems' solutiongave efficiency and reduce effort and errors.

Reporting. Data automatically collected by a Pegi@sy enables an organization to analyze servigeseptative efficiency and determine
needs for service representative training or chawtgevork processes. The systems produce repogishigal output, and feeds to spreadst
illustrating the volume and status of customer estsi the productivity of customer service repregares, and service levels with specific
customers.

The Company offers a number of different produdts womponents and features designed to addreisytar business areas while sharing
core technology and adaptable rule-driven procgs3ihe Company intends to continue to develop aarket standard packaged solutions
targeted at traditional and new markets. The Compamoving toward product sets and brand idestiéigsociated with each market.
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The Company offers industry specific solutions for:

Commercial Banking. The Company provides commetmaking solutions that automate payments researchey transfers, and other
"cash management' service functions. These sokuttoprove the quality, accuracy, and efficiencga$tomer interactions, making it easy
commercial banking organizations to support thégrongs a wide variety of services, including fgrtdansfers, account reconciliation, lock-
box services, controlled disbursement accountsaandunt analysis.

Consumer Banking. The Company provides consumekifigusolutions that automate customer sales andcsenitiatives across diverse
delivery channels, such as Internet self-serviakt centers, and branch networks. Targeted funstiithin consumer banking include
customer-contact adjustments, sales-campaign mareageand correspondence.

Securities and Mutual Funds. The Company servioesnutual funds industry through an agreement Riitst Data Investor Services Group,
Inc. (FDI), a subsidiary of First Data Corporatidie integrated product--marketed by FDI undentheme IMPRESS Plus--offers mutual
fund institutions a comprehensive service solution.

Card Processing. The Company's products are offertrge card processing market through a relicgnagreement with First Data Resources
(FDR)--the largest card processor in the worldoifjy developed solution combines Pegasystemskfiaoy and service delivery technology
with First Data's servicing functionality and ondiinterfaces. It gives clients a flexible, uséeffdly solution that can be quickly and easily
adapted to meet evolving business needs withotlyqgum®gramming.

Insurance. The Company's insurance solutions iateglisparate back-end systems to ensure that edilsnletters, or faxes reach
representatives, they have easy access to ahfigriation they need to handle policyholder reguebhe Company's solutions position
insurance organizations to provide highly persaealicustomer service and increase profitabilitpuh cross-selling.

Healthcare. The Company's healthcare solutionslemaalthcare organizations to more efficientlyrdimate care. This allows health
maintenance organizations, healthcare providenpécists, laboratory clinicians, and health insute access integrated patient informa
over a network of previously disconnected systdPessonalized data presentation provides meanirngfuis of a patient's history, giving
users easy access to just the information they treqdickly respond to requests including refefratnefits verification, and claim status.

Telecommunications. The Company's flexible ruleebsalutions can be configured to automate a telenamications service provider's
interactions with its customers and other provid&e Company provides workflow management solgtiwhich integrate disparate
information systems--a capability of importancegi@communications providers facing competition ttuderegulation.

Utilities. The Company offers solutions that urdepartmental or organizational “islands of inforigr@tthat may have evolved over years of
internal systems development. They retrieve custanfiermation from numerous legacy systems, idgrdibss-selling opportunities
personalized to the individual needs of each custpand provide convenient service alternativegs€rsolutions optimize customer service
representative talk time and ensure consistengllg-uality service. They can also be adapted foida variety of plant monitoring,
management, and maintenance functions and cannfigwed to track and document authorizations, tanehforce adherence to regulated
response times.
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Product Pricing

The Company's systems are licensed to organizatiothsr agreements requiring the payment of feegaity in monthly installments, over
the term of the agreement. The amount of the liedes is based on various factors, including thalmr of concurrent users, the functione
of the system, the number of servers on which thdyzt is installed, and the scope of businesseauskypical recent individual system
licenses have provided for the payment of montagsfof between $10,000 and $100,000 for an imitiplementation. Some organizations
receive discounts for licensing multiple systentse Tonthly license payments generally begin oregstem is installed and its capabilities
are accepted. The term of such licenses is typifialt years, subject to automatic renewal at ttganization's option.

Services

Consulting Services. The Company supports its custs' reengineering efforts during and after systestallation with the PegaSTAR (the
Pegasystems Structured Technique for Analysis a®h@ineering) installation methodology. The Compamgourages team building and
transfer of knowledge from its consultants to aganization's staff through an interactive co-praducmethodology. Pegasystems and its
customers work together to design, document atat thie system's rule base to the customer's azgton. Pegasystems' goal is to empower
its customers' staffs with the knowledge and carfad to operate, refine, and evolve their syst@ims.Company's new PegaCSP program
provides customers with the option of using thiedtp Systems Integrators' analytical, technicadl emanagerial expertise to assist in
Pegasystems' implementation projects. Pegasystéarg Services Group, which as of December 31, 883 comprised of approximately
125 people located in the Company's twelve offipegyides consulting, training, and customer suppor

Training. The Company offers training programsifsicustomers' operations staff and "Workflow Atehts," who are responsible for
evolving the rules that drive the various procesekged to customer interactions. Pegasystemaigmizes an annual PegaVISION
Customer Conference and periodic Advisory Boardtmgs, which enable its clients to exchange idkssn about product directions, and
influence Pegasystems' development process. Pegarsykas training centers in Cambridge, MA; Saméisago, CA; and Reading, U.K.

Maintenance and Support. Pegasystems provides ebemsive maintenance and support services, whighimolude 24 hours a day, 7 days
a week customer service, periodic preventative teaamce, documentation updates, and new softwis@ses.

Organizations that license the Company's systenysemizr into a maintenance contract providing fier payment to the Company of a
monthly maintenance fee over the term of the rdlitense agreement generally equal to approxipai&de of the monthly license fee.
Organizations seeking consulting and support sesvigce generally charged an incremental fee rarmgibgeen $70 and $220 per hour.
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Customers

Pegasystems provides robust and scalable cust@mgcesmanagement solutions that can support timgissaf concurrent users based in
multiple countries, speaking different languag®esl working with different currencies. A represemvatist of the Company's major custonr
and the uses to which they apply the Company'systsds shown below:

Banco Popular de Puerto Rico -- Retalil serviceareamitomation, check research, and consumer l@ptirynand service.

Bank of America -- Retail/check customer servicd esearch, automation of branch support centessitutional funds transfer and foreign
exchange customer service for U.S. and Europearatipes. Credit and debit card correspondencedasplite and chargeback service
processing.

Bank of Ireland -Retail/check clearings and research, automatidmarich support centers, and exception/credit i@rew and verificatior
Bangue Nationale de Paris -- Institutional funés$fer service, research, and archive.

Barclays Bank PLC -- Institutional funds transfaddoreign exchange customer service for intermafioperations. Merchant credit card
service including telephony center, correspondeaice, dispute and chargeback processing.

Cedel Bank -- Global custody and securities moveroestomer service.

Central Vermont Public Services Corp. -- Custonggvise management, providing call center represieetawith access to consolidated
customer information.

Citibank -- Global funds transfer and foreign exafp@ customer service. Check-related customer seavid research. Domestic MasterCard
and Visa service including image integration, cgpandence, and dispute and chargeback processing.

Colonial Group -- Mutual fund customer service suipg telephony center and correspondence.

Federal Reserve Banks of Boston and San Francis€leeck processing customer service, suspenserleggegement, research, adjustment,
and archive.

Fidelity Investments -- Mutual fund customer seevatipporting telephony center and correspondence.
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First Chicago NBD -- Retail/check customer senzoe research. Wholesale banking, funds transfeckcttorporate lockbox, and interbank
compensation service for global operations.

Franklin Templeton Group -- Mutual fund customemgm supporting telephony center, correspondesice research.
Homeside Lending -- Escrow analysis and paymertgssing.

Household Credit Services -- Credit card serviotuiting telephony center, correspondence, dispuie,chargeback processing. Private label
customer service for major retailers.

Kaiser Permanente -- Automating healthcare menpadient, provider, and payer interactions.
Marine Midland Bank -- Institutional funds transfarstomer service.

Mellon Bank Corporation -- Retail/check customewase, research, and archive. Wholesale, instihaiocash management, and corporate
lockbox customer service.

Sears -- Customer service and authorizations @Réuggonal Credit Card Operations Centers of Sesedi€C the consumer credit division of
Sears, Roebuck, and Co.

Trans Union Corporation -- Credit bureau data-manaant customer service for institutional custonaerds real estate property appraisal
processing.

In 1995, Chemical Bank accounted for 12.6% of tben@any's consolidated revenue and Citibank and étmid Credit Services accounted
for 16.2% and 14.9%, respectively, of the Compacogissolidated revenue. In 1996, Bank of AmericaagehManhattan Bank, and Fleet B
accounted for 14.5%, 11.4% and 10.5%, respectieélthe Company's consolidated revenue. In 199%df@ermanente and First Data
Resources Corporation accounted for 13.7% and 10@8pectively, of the Company's consolidated reeen

Sales and Marketing

The Company markets its software and services piirtarough a direct sales force. As of Decembkr®97, the Company's sales force
consisted of approximately 40 salespersons in tiragany's domestic and foreign offices. The Compatgnds to continue to increase
substantially the size of its sales force. In addjtthe Company is seeking to enhance the prodtyctf its direct sales force by hiring
additional support personnel to assist with thesaharketing, and technical requirements of thazoy's complex and lengthy sales cycle.
To achieve significant revenue growth in the futitrevill be necessary for the Company both to éase the size and to enhance the
productivity of its direct sales force. Competitifam qualified sales personnel is intense and tbarebe no assurance that the Company will
be able to attract such personnel. If the Compsamyable to hire additional qualified sales pergbon a timely basis, the Company's
business, operating results, and financial conditiould be materially and adversely affected.
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Pegasystems entered into a strategic relationsitiipRirst Data Corporation which includes an agreehwith First Data Resources (FDR)
that gives FDR -- the largest card processor imtbgd -- world wide rights to use and re-licensgRsystems' solutions in the card issuing
market. The Company has evolved its indirect digtion channel by entering into an agreement wiitst Bata Investor Services Group, Ir
under which the Company's PegaSHARES product ishilised by First Data. In addition, the Compang katablished joint marketing
relationships with Sun Microsystems, Hewlett-Padkaompany, Oracle Corporation, Informix, and Syb&szently, the Company entered
into a joint marketing agreement with ManagemenaDahich develops solutions for reconciliation axteption management for financial
transactions. In the future, the Company may aladket and sell its products through value addeellers (VARS) and Systems Integrators.
There can be no assurance, however, that the Cgmyilifbe able to attract and retain VARs, Systdniegrators, and other third parties that
will be able to market and sell the Company's potsleffectively.

To support its sales force, the Company conductketiag programs which include trade shows, putdlations, and seminars. Sales leads
are also generated by the Company's consulting paatners, and other third parties.

In 1995, 1996, and 1997, international sales remtesl 10.5%, 17.7%, and 16.5%, respectively, oCii@pany's total revenue. See
"Management's Discussion and Analysis of Finarn€@idition and Results of Operations--Results ofr@fens” incorporated herein by
reference from the 1997 Annual Report. See NotefNotes to Consolidated Financial Statements ¢oetain the 1997 Annual Report.

Product Development

Since its inception, the Company has made subatamtiestments in product development. The Commatigves that its future performance
depends on its ability to maintain and enhanceutsent products and develop new products. The @owlip product development priorities
include (1) creating tools to enable organizatimnsonfigure more easily their customer service ag@ment systems; (2) integrating the
Company's products with the Internet for custone#frservice and with intranet systems for departaleservice; and

(3) developing standard Application Programmingifaces that allow other client workstation and/eeapplications to interoperate with 1
Company's systems.

In 1995, 1996, and 1997 the Company's researcldevelopment expenses were approximately $7.1 mjl8.2 million, and $15.1 million,
respectively.

Competition

The customer service management software markaeissely competitive and subject to rapid cha@mnpetitors vary in size and in the
scope and breadth of the products and servicesedif@he Company encounters competition primardynfinternal information systems
departments of potential or current customersdbaelop custom software. The Company also compégths(1) software companies that
target the customer interaction or workflow markatsh

Page 1:



as Remedy Corporation, Scopus Technology, Inchebigystems, and The Vantive Corporation; (2) camgsathat target specific service
areas such as DST Systems Inc.; and (3) professienaces organizations such as Andersen Congutiat develop custom software in
conjunction with rendering consulting servicesatttition, the Company expects additional competifiom other established and emerging
companies, including Oracle Corporation and SAP A&the market continues to develop and expanckdsed competition may result in
price reductions, less beneficial contract terraduced gross margins and loss of market sharegfamijich could materially and adversely
affect the Company's business, operating resultsfinancial condition.

The Company believes that the principal competitaators affecting its market include product featusuch as adaptability, scalability,

ability to integrate with other products and tedogés, functionality and ease-of-use, the timadyelopment and introduction of new
products and product enhancements, as well as grogfoutation, quality, performance, price, custossvice and support, and the vendor's
reputation. Although the Company believes thapiitaducts currently compete favorably with regarduoh factors, there can be no assurance
that the Company can maintain its competitive parsiagainst current and potential competitors.

Many of the Company's competitors have greateruress than the Company, and may be able to responel quickly and efficiently to ne

or emerging technologies, programming languagestamdards, or to changes in customer requirememieterences. Many of the
Company's competitors can devote greater managerelancial resources than the Company can teldgy promote and distribute
customer service management software products mwitle related consulting, training, and supportises. There can be no assurance that
the Company's current or future competitors wili develop products or services which may be sup@rione or more respects to the
Company's or which may gain greater market accepté®ome of the Company's competitors have edtablisr may establish cooperative
arrangements or strategic alliances among thensselveith third parties, thus enhancing their dieti to compete with the Company. It is
likely that new competitors will emerge and rapidlyquire market share. There can be no assuraacthéhCompany will be able to compete
successfully against current or future competitarthat the competitive pressures faced by the Goywill not materially and adversely
affect its business, operating results, and fire@rmndition.

Intellectual Property and Licenses

The Company relies primarily on a combination gbyight, trademark and trade secrets laws, asasetionfidentiality agreements to protect
its proprietary rights. The Company also has ortergapplication pending in the United States iegato the architecture of the Company's
systems. While the Company believes that its pengatent application relates to a patentable inwenthere can be no assurance that such
patent application or any future patent applicatiglhbe granted or that any patent relied uporti®y Company in the future will not be
challenged, invalidated or circumvented or thattsggranted thereunder will provide competitiveattages to the Company. Moreover,
despite the Company's efforts to protect its pedpry rights, unauthorized parties may attempbofwyaspects of the Company's products or
to obtain the use of information that the Compaggards as proprietary. In addition, the laws of sdoneign countries do not protect the
Company's proprietary rights to as great an exasmto the laws of the United States. There carolassurance that the Company's means of
protecting its proprietary rights will be adequatehat the Company's competitors will not indeperity develop similar technology.
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The Company is not aware that any of its produdtiniges the proprietary rights of third partietiefe can be no assurance, however, that
third parties will not claim infringement by the @pany with respect to current or future productsee Tompany expects that software
product developers will increasingly be subjednfoingement claims as the number of products andpetitors in the Company's industry
segment grows and the functionality of productdifferent industry segments overlaps. Any suchnesaiwith or without merit, could be
time-consuming, result in costly litigation, caygeduct shipment delays, or require the Compargnter into royalty or licensing
agreements. Such royalty or licensing agreemenisguired, may not be available on terms acceptabthe Company or at all, which could
have a material adverse effect upon the Companginéss, operating results, and financial condition

From time to time, the Company licenses softwasenfthird parties for use with its products. The @amy believes that no such license
agreement to which it is presently a party is maktend that if any such license agreement wetertainate for any reason, the Company
would be able to obtain a license or otherwise segqther comparable technology or software on $eamd on a timetable that would not be
materially adverse to the Company.

Employees

As of December 31, 1997, the Company had approgimd00 employees, of whom approximately 325 wergel in the United States, 65
were based in Europe, and 10 were based in Asifid?&f the total, approximately 100 perform resdgaand development, 160 perform
consulting and customer support, 100 were in saidsmarketing, and 40 were in administration andrfce. The Company's future
performance depends in significant part upon thicoed service of its key technical, sales andketarg, and senior management personnel
and its continuing ability to attract and retaighiy qualified technical, sales and marketing armhagerial personnel. Competition for such
personnel is intense and there can be no assutfzatcthe Company will be successful in attractingetaining such personnel in the future.
None of the Company's employees is representeddiyoa union or is subject to a collective bargagnagreement. The Company has
experienced any work stoppages and considerddtsores with its employees to be good.

Backlog of License and Maintenance

As of December 31, 1997, the Company had softweeade and maintenance agreements with custompestexl to result in approximately
$26 million of revenue in 1998. As of December 8396, the Company had software license and maintenagreements with customers
expected to result in approximately $8.0 milliorre¥enue in 1997.
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Item 2 PROPERTIES

Pegasystems' principal administrative, sales, ntiagkesupport, and research and development opegatire located in a 50,000 square foot
leased facility in Cambridge, Massachusetts. Thsddor this facility expires in March 1999, subjecthe Company's option to extend the
term for up to eight additional years. The Compalsy leases space for its other offices in theddn8tates, Australia, France, and the United
Kingdom. These leases expire at various dates ghr8005. The Company believes that additional teri@htive space will be available in the
future on commercially reasonable terms as needed.

Item 3 LEGAL PROCEEDINGS
Actions Arising under Federal Securities Laws

In November 1997 and in early January 1998, twausdp complaints purporting to be class actiongMitrd with the United States District
Court for the District of Massachusetts allegingttthe Company and several of its officers violatedtion 10(b) of the Securities Exchange
Act of 1934, as amended, Rule 1Blpromulgated by the Commission thereunder, antiose20(a) of the Securities Exchange Act of 198
amended. The two actions were consolidated by arfdtre Court and with the parties' consent, a@basolidated Complaint in the case
captioned Joseph Chalverus, et al. v. Pegasystemset al. was filed in late-March, 1998. The gdaint names the Company itself and Alan
Trefler, Ira Vishner, and Kenneth W. Olson, thréficers of the Company, as defendants.

The Consolidated Complaint alleges that certaithefdefendants made materially false and misleastigments concerning the
Pegasystems-First Data Resources transaction i@dhmpany's filings with the Commission, analysgarts, press releases, media reports,
and in connection with the Company's financial hssior the quarter ended June 30, 1997. The Caleteld Complaint also alleges that one
of the defendants sold shares of the Company stachkg the period between the date the transaetemfirst publicly announced and the
date the Company announced that it and its forredifging auditor disagreed on the accounting treatt of the transaction. The
Consolidated Complaint seeks certification of a€laf persons who purchased Pegasystems' Commahigtioveen July 2, 1997 through
October 29, 1997, and does not specify the amdutdmages sought.

The defendants have not filed any answers, motmdsmiss or other responsive pleadings in thigation, but anticipate filing a motion to
dismiss in the near future. The Company intendtefend this matter vigorously.

Item 4 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
During the fourth quarter of fiscal 1997 there weoematters submitted to a vote of security holders
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EXECUTIVE OFFICERS OF THE REGISTRANT

The names of the Company's executive officers ani@io information about them are set forth belemBDecember 31, 1997:

Name Age Position(s) and Office(s) Held

Alan Trefler ... 41 President, Clerk and Director

Eugene A. Bonte .......ccccooviiieeiiins 47 Vice President of Market Strategy and
Delivery

Joseph J. Friscia .....vevveveviieeenennnnnn. 42 Vice President of Sales and Marketing

Kenneth W. OIson ..........ccccvvvviiinnens 47 Vice President of Technical Development

Michael R. Pyle .......ccoocoieiiiiiinnenn. 43 Vice President of Applications
Development

Ira Vishner ......ccccocvevevinnninnnnnnn. 44 Vice President, Corporate Services,

Treasurer, Chief Financial Officer
and Director

Executive officers of the Company are elected leyRBbard of Directors on an annual basis and semtiktiie next annual meeting of the
Board of Directors and until their successors Hasen duly elected and qualified. There are no fameiationships among any of the
executive officers or directors of the Company.

Alan Trefler, a founder of the Company, has sea®&resident and Clerk and has been a directa giecCompany's organization in 1983.
Prior thereto, he managed an electronic funds feapsoduct for TMI Systems Corporation, a softwane services company. Mr. Trefler
holds a degree in economics and computer scienne rartmouth College.

Eugene A. Bonte joined the Company in April 1996/as President of Market Strategy and Delivery.w#es a founder of Object Design,
Inc., a developer of object database managemeteinsgsand tools, where he served as Vice PresidentAugust 1988 through September
1995 and was responsible, at different times, farketing, corporate development and product managerivr. Bonte holds a B.A. from T
Johns Hopkins University and an M.B.A. from the ad Business School.

Joseph J. Friscia joined the Company in 1984 tbésh its New York office. Mr. Fiscia has servesh\dce President of Sales and Marketing
since 1987 and has recently undertaken respomgituili delivery of consulting and installation sems. Prior to joining the Company, he
worked as a money transfer operations managerBuaitikers Trust Company and J. Henry Schroder Badkramst Company. Mr. Friscia
holds a B.A. from Long Island University and an MABfrom Adelphi University.

Kenneth W. Olson, a founder of the Company, hageskas Vice President of Technical Developmentest883. Prior thereto, he managed
the development of specialized computer systemkfge-volume transaction processing for TMI Syst&@orporation. Mr. Olson holds an
S.B. in Humanities and Sciences from the Massadtsusestitute of Technology.

Michael R. Pyle joined the Company in 1985 as aliegtion development manager and has been Vicgdenat of Applications
Development since 1990. Mr. Pyle holds a B.C.Snftbe CS College in London. Prior to joining then@any, Mr. Pyle worked in Europe
and the United States
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developing and deploying large-scale communicatgyssems for the financial and commercial sectors.

Ira Vishner, a founder of the Company, has sergediee President of Corporate Services, Treasarat,Chief Financial Officer of the
Company since 1983 and has been a director sirixe Poior to 1983, he worked in the executive effiof TMI Systems Corporation where
he was responsible for corporate planning, findrazialysis, and product marketing. Mr. Vishner Isadeh S.B. in Mathematics from the
Massachusetts Institute of Technology.

CERTAIN STATEMENTS FOR PURPOSES OF THE "SAFE HARBOR" PROVISIONS OF
THE PRIVATE SECURITIES LITIGATION REFORM ACT OF 199 5

The Company, desiring to avail itself of the "sh&bor" provisions of the Private Securities Litiga Reform Act of 1995, wishes to caution
readers that the following important factors, amotiters, in some cases have caused and in the feoutd cause the Company's actual
results to differ materially from those expressefbrward-looking statements made by or on behalfi@ Company in filings with the
Securities and Exchange Commission, press releasksral statements.

Words such as "expects,” "anticipates,” "intentjgldns,"” "believes," "estimates," "should," and éédmwords and expressions are intended to
identify the forward-looking statements containedhis Form 10-K Report. These statements are basedtimates, projections, beliefs, and
assumptions of the Company and its managementrambaguarantees of future performance.

Potential Fluctuations in Quarterly Results; Seasoality

The Company's revenue and operating results haiedveonsiderably in the past, and are likely toja@nsiderably in the future. Such
fluctuations may be particularly pronounced becausgnificant portion of the Company's revenuany quarter is attributable to product
acceptances or license renewals by a relativelyl smaber of customers, and reflecting the Compapwglicy of recognizing license fee
revenue upon product acceptance or license rerievaal amount equal to the present value of the toramitted license payments due du
the initial license term or renewal period, as¢hse may be. Product acceptance is generally predndan implementation period, typically
ranging from one to six months but in some caggsfeiantly longer, and by a lengthy sales cyclee Tompany's sales cycle is subject to a
number of significant risks over which the Compéiag little or no control, including customers' betiigg constraints and internal
authorization reviews. Product implementation meaydblayed for a variety of reasons including urdees technical problems and changes
dictated by the customer in the scope or scheduleedmplementation. Other factors contributindltatuations in the Company's revenue
and operating results include changes in the lefveperating expenses, demand for the Companytupts and services, the introduction of
new products and product enhancements by the Congathits competitors, competitive conditions ia thdustry, and general economic
conditions. The Company budgets its product devetg and other expenses anticipating future revdhuevenue falls below expectations,
the Company's business, operating results, anddiabcondition are likely to be materially and adsely affected because only a small
portion of the Company's expenses vary with itenexe. As a result, the Company believes that padgabriod comparisons of its operating
results are not necessarily meaningful and shootidbe relied upon to predict future performancezréhcan be no assurance that the
Company will be able to maintain profitability on annual or quarterly basis.
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The Company's business has experienced and mapuwamnd experience significant seasonality. In iegears the Company has recognized
a greater percentage of its revenue in its thidifaarth quarters than in the first and second tgusudue to the Company's sales commission
structure and the impact of that structure onithég of product acceptances and license renewatsistomers. This pattern has been
reinforced by the Company's maintenance contraoteg of which entitle customers to, among othergshi a fixed number of hours of
service per calendar year. Once the annual alldtofeservice hours is exhausted, customers pagdditional services on an hourly basis,
typically resulting in higher services revenuehia Company's second, third, and fourth quarters.

Due to the foregoing factors, it is possible timas@ome future quarters the Company's operatindtsesill fall below the expectations of the
Company, market analysts, and investors. In suehtethe price of the Company's Common Stock wbkddy be materially and adversely
affected.

Dependence on New Products; Rapid Technologicah@haProduct Development and Implementation Risks

The market for customer relationship managememivaoé and related consulting and training servisesibject to rapid technological
change, changing customer needs and preferenegagfit new product introductions, and evolving pogming languages and industry
standards that may render existing products andcesrobsolete. The Company's position in its eurnearket or other markets that it may
enter could be eroded rapidly by product advanithks.life cycles of the Company's products aredilfito estimate, and the Company's
growth and future performance will depend in pgmuits ability to enhance existing products, andévelop and introduce new products
that keep pace with technological advancementst afegging customer requirements, respond to cativegproducts, and achieve market
acceptance. The Company's product development&figuire, and are expected to continue to regsitestantial investments by the
Company for research, refinement, and testing th@a can be no assurance that the Company will trevresources sufficient to make such
investments. The Company has in the past expedeti@eclopmental delays, and there can be no assuthat the Company will not
experience difficulties which would delay or prevéme successful development, introduction or im@atation of new or enhanced produ

In addition, there can be no assurance that sumtupts will meet the requirements of the markeplaed achieve market acceptance, or that
the Company's current or future products will confdo changing industry requirements. If the Conypigrunable for technological or other
reasons to develop, introduce or implement newnbaeced products in a timely and effective mantherCompany's business, operating
results, and financial condition could be mateyialhd adversely affected.

Products as complex as the Company's may contairsghat may be detected at any point in the pidiife cycles. In the past, the
Company has discovered certain errors in its prisdaied has experienced shipping delays while surolnsewere corrected. Such errors have
also required the Company to ship corrected pradiacéxisting customers. There can be no assuthaterrors will not be found in the
future resulting in the loss of, or delay in, madraeceptance and/or sales and revenue, diversidevaiopment resources, injury to the
Company's reputation, or increased service andangricosts, any of which could have a material esbseffect on the Company's business,
operating results, and financial condition.
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Computing Platform Shift; Compatibility with Third- Party Relational Databases

The Company commenced efforts in 1992 to evolvsigas of its products to use the C++ programminglage and run on a variety of
open platforms. In December 1995, for the firstetiome of the new C++ versions of the Company'symisdwvas used in production by a
customer of the Company. The Company has sincgatiipew C++ versions of its products for use or6B@/AIX, Digital OpenVMS, Sun
Solaris, Hewlett-Packard, and Windows/NT platforifise Company is actively working with customerbtimg additional installations of
these products into production. There can be norasse that the new versions of the Company's pitedull meet the requirements of the
marketplace and achieve market acceptance, oothanizations will not migrate to other computirigtforms not supported by the
Company. Moreover, there can be no assurancenibistjthstanding the benefits of the new versionthefCompany's products, some of the
Company's existing customers may choose not toat@dgo UNIX and Windows/NT systems. In such evthdg,Company may be required to
support both the old and new versions of its pré&juehich could have a material adverse effect®business, operating results, and
financial condition.

The Company believes that the compatibility of oustr relationship management software systemspwiphular relational databases is an
important factor in the purchase decision of mamanizations. Consequently, the Company recentigldped and shipped versions of its
software capable of storing work items in Oraadoimix, Sybase, and Microsoft SQL Server relatlatetabases. However, the Company's
existing and potential customers may demand tlaCibmpany's systems be compatible with other oglatidatabases and there can be no
assurance that the Company will not experiencécdiffes which would delay or prevent the successéwelopment or introduction of these
additional capabilities. Any such difficulty coutdive a material and adverse effect on the Comphnglsess, operating results, and financial
condition.

Dependence on the Financial Services Market; Indust Consolidation

The Company has derived a significant portion ®févenue to date from customers in the finaneialises market, and the Company's fu
growth depends, in part, upon increased salesgartarket. The financial condition of the Comparggistomers and their willingness to pay
for the Company's products and services are affdntecompetitive pressures, decreasing operatinginswithin the industry, currency
fluctuations, active geographic expansion, andgldagion. The Company believes that its custonpnsthasing patterns are somewhat
discretionary. As a result, demand for the Compapsoducts and services could be affected by thdition of the markets the Company
serves or a deterioration in economic or marketlitmms generally.

The financial services market is undergoing inteslm®estic and international consolidation. In régears, several customers of the
Company have been merged or consolidated out eprdent existence, and there is no assuranct¢éh@ompany will not experience
declines in revenue occasioned, in whole or in, frfuture mergers or consolidations. Any decliméhe demand for the Company's prod
would have a material, adverse effect on the Coipdiusiness, operating results, and financial itimmd
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Uncertainty of Growth into other Markets

As part of its growth strategy the Company beliethes it is critical to continue selling its prodsi¢o markets other than financial services,
such as insurance, telecommunications, healthpaldic utilities, and retail. The Company believleat in connection with such efforts it w

be necessary for the Company to continue to hiditiadal personnel with expertise in these otherkags. There can be no assurance that the
Company will continue to be successful in sellitggproducts to these other markets or in contintonagtract and retain personnel with the
necessary industry expertise. The inability of @mmpany to succeed in its penetration of theser otlagkets could have a material adverse
effect on its business, operating results, anchfira condition.

Risks of Customer License Non-Renewal

Revenue attributable to license renewals has isityr accounted for a significant portion of ther@pany's total revenue. While historically

a substantial number have been renewed, thereecan bssurance that a substantial majority of tragany's customers will continue to
renew expiring licenses, and any such non-renewaldwequire the Company to obtain revenue froneoiources in order to achieve its
revenue targets. A decrease in the Company's koemewal rate without offsetting revenue from omurces would have a material adverse
effect on the Company's business, results of opasgtand financial condition.

Dependence on Key Personnel

The Company's future success depends to a sigmtident on Mr. Trefler, its other executive offis, and certain technical, managerial,
consulting, and sales and marketing personnel @$gdf the services of any of these individualgroup of individuals could have a material
adverse effect on the Company's business, openasulfs, and financial condition. None of the Camys executive officers has entered
an employment contract with the Company, althouagthds subject to a non-disclosure and non-conigetitgreement with the Company.
The Company does not have, and is not contemplagngring, any significant amount of key-man lifsirance on any of its executive
officers or other key employees. The Company beBehat its future success also will depend sicgifily upon its ability to attract, motiva
and retain additional highly skilled technical, ragerial, consulting, and sales and marketing peedom particular, delays in hiring and
training qualified sales personnel would adversélgct the Company's operating results due to thstantial time period between the
identification of new customers and the succedsiplementation and acceptance of the Company'suptedy those customers. Because
developing, selling, and maintaining the Compapyslucts requires extensive knowledge of compuedare and operating systems,
programming languages, and application softwaeentimber of qualified potential employees is limit®oreover, competition for such
personnel is intense, and there can be no assuttzatathe Company will be successful in attracing retaining the personnel it requires to
continue to grow and operate profitably.

Intense Competition
The market for customer relationship managemeivaoé and related consulting and training
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services is relatively new, intensely competitinel &ighly fragmented. The Company encounters sagnif competition from internal
information systems departments of potential osting customers that develop custom software. Tdragany also competes with compal
that target the customer interaction or workflowrkeds, and professional services organizationsdeatlop custom software in conjunction
with rendering consulting services. Such competit@ry in size and in the scope and breadth ofymtsdand services offered. The Company
anticipates increased competition for market shackpressure to reduce prices and make sales strt®swhich could materially and
adversely affect the Company's business, operegsgts, and financial condition.

Many of the Company's competitors have greateruress than the Company, and may be able to responel quickly and efficiently to ne

or emerging technologies, programming languagesamdards, or to changes in customer requirememieterences. Many of the
Company's competitors can devote greater manageralancial resources than the Company can teldgy promote, and distribute
customer service management software products mwvitle related consulting and training servicesréhcan be no assurance that the
Company's current or future competitors will novelep products or services which may be superi@ni@ or more respects to the Compa

or which may gain greater market acceptance. SdrifeedCompany's competitors have established orestablish cooperative arrangements
or strategic alliances among themselves or wittd tharties, thus enhancing their abilities to corapeith the Company. It is likely that new
competitors will emerge and rapidly acquire masdtetre. There can be no assurance that the Compkubg &ble to compete successfully
against current or future competitors or that thepetitive pressures faced by the Company willmaterially and adversely affect its
business, operating results, and financial cormlitio

Management of Growth

The growth in the size, geographic scope and coxitplef the Company's business and the expansidts pfoduct offerings and customer
base have placed, and are expected to contindade, @ significant strain on the Company's managénoperations, and capital needs. The
Company's continued growth, if any, will requirgdthire, train, and retain many employees bottnénUnited States and abroad, particularly
additional sales and financial personnel, and aldlb require the Company to enhance its financidlmmanagerial controls and reporting
systems. There is no assurance that the Companyaaage its growth effectively or that the Compuaiili/be able to attract and retain the
necessary personnel to meet its business challelfigies Company is unable to manage its growtbaibely, the Company's business,
operating results, and financial condition couldegerially and adversely affected.

Risks Associated with International Operations; Curency and Other Risks

Sales to customers headquartered outside of thedJ8tates represented approximately 17.7% anddl6f3he Company's total revenue in
1996 and 1997, respectively. The Company, in paough its wholly-owned subsidiary based in thetethiKingdom, markets products and
renders consulting and training services to custerbased in Canada, the United Kingdom, Francetz8uand, Ireland, Luxembourg,
Mexico, and Sweden and is in negotiations with piig¢ customers based in other foreign countriée TCompany established additional
offices in continental Europe and the Pacific Rithe Company believes that its continued growth méltessitate expanded international
operations requiring a diversion of managerialrite and financial resources. The Company antiegphiring additional personnel to
accommodate international growth, and the
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Company may also enter into agreements with los#lildutors, representatives, or resellers. If@mmpany is unable to do one or more of
these things in a timely manner, the Company's tiroifvany, in its foreign operations will be rasted, and the Company's business,
operating results, and financial condition couldegterially and adversely affected.

In addition, there can be no assurance that thep@oynwill be able to maintain or increase intermal market demand for its products. Most
of the Company's international sales are denondriate).S. dollars. Accordingly, any appreciatiortloé value of the U.S. dollar relative to
the currencies of those countries in which the Camyistributes its products may place the Comgdraycompetitive disadvantage by
effectively making its products more expensive @®jgared to those of its competitors.

Additional risks inherent in the Company's inteioiaél business activities generally include unexgegchanges in regulatory requirements,
increased tariffs and other trade barriers, thésoofSlocalizing products for local markets and @bying with local business customs, longer
accounts receivable patterns and difficulties itecting foreign accounts receivable, difficultiesenforcing contractual and intellectual
property rights, heightened risks of political am@mbnomic instability, the possibility of nationaltion or expropriation of industries or
properties, difficulties in managing internationglerations, potentially adverse tax consequennehi¢ling restrictions on repatriating
earnings and the threat of "double taxation"), eskd accounting and internal control expensestlaturden of complying with a wide
variety of foreign laws. There can be no assuraimaeone or more of these factors will not haveatemal adverse effect on the Company's
foreign operations, and, consequentially, the Comjgebusiness, operating results, and financiadlitiom.

Impact of Year 2000 Issue

The "Year 2000 Issue" refers to the problems aasetiwith computer programs having been writtengisivo digits rather than four to
define the applicable year. The Company has peddram assessment of the software it uses interaadiythe software it licenses to
customers and such assessment has not revealatbgoyoutstanding problems in this regard. Therelmano assurance that such problems
will not develop or be revealed in the future whaduld materially and adversely affect the Compmabysiness, operating results, and
financial condition.

Reliance on Certain Relationships

The Company has a number of third party relatigsthat are significant to its sales, marketing sungbort activities and product
development efforts. The Company relies upon i@tati database management systems applicationseaetbgment tool vendors, software
and hardware vendors, and consultants to provid&etiag and sales opportunities for the Companyectsales force, and strengthen its
product offerings through the use of industry-staddools and utilities. The Company has also régdegun establishing relationships with
third parties that will distribute the Company'sgucts. In particular, the Company's relationshih Wirst Data Corporation is central to its
distribution of products to several markets. Thenpany's strategy in entering into these relatiqusis to keep pace with the technological
and marketing developments of major software vesdoracquire technical assistance for the Compamgduct development efforts, and to
leverage the Company's sales and marketing cajpesilihere can be no assurance that these comsparost of which have significantly
greater financial and marketing resources than the
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Company, will not develop or market software pradwehich compete with the Company's products irfatiere or will not otherwise
discontinue their relationships with or supportted Company. The failure of the Company to mainitsiexisting relationships, or to estab
new relationships in the future, because of a deece of interests, acquisition of one or moreéhese third parties, or for any other reason,
could have a material adverse effect on the Conlpdmusiness, results of operations, and financiadiition.

PART Il
Item 5 MARKET FOR REGISTRANT'S COMMON STOCK AND REL ATED STOCKHOLDER MATTERS

The information required by this item may be foumdhe section entitled "Stock Price History andaRed Stockholder Matters," in the
Company's 1997 Annual Report to Stockholders amtizrporated herein by reference.

Initial Public Offering Proceeds

The Company completed an initial public offering3o4 million shares of its common stock on July P296 at a price to the public of $12.00
per share, pursuant to a registration statemefbom S-1 (SEC File No 3313-3807) declared effedbyé¢he Securities and Exchange
Commission on July 18, 1996. The managing undegveriior the offering were Goldman Sachs & Co., Qoaed Company, and
Montgomery Securities. Of the 3.4 million shareg@imon stock sold in the offering, 2.7 million wesold by the Company and 0.7 million
were sold by stockholders of the Company, resuitinget proceeds to the Company and selling stddighe of $29.4 million and $7.8

million, respectively. None of the expenses incditog the Company in connection with the offerindnigh expenses including the
underwriting discount totaled approximately $3.3liom) were paid, directly or indirectly, to direns or officers of the Company or their
associates, to persons owning 10% or more of aagsaf equity securities of the Company or toiates of the Company. The proceeds t
been used to fund the Company's working capitaleessét purchase requirements as shown in the Coteaonsolidated Statement of Cash
Flows for 1996 and 1997 contained in the 1997 AhRagort to Stockholders.

Item 6 FIVE YEAR COMPARISON OF SELECTED CONSOLIDATE D FINANCIAL DATA

The information required by this item may be foumdhe section entitled "Five Year Comparison ofeged Consolidated Financial Data,’
the Company's 1997 Annual Report to Stockholdedgsisimcorporated herein by reference.

Item 7 MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINA NCIAL CONDITION AND RESULTS OF OPERATIONS
Item 7A QUANTITATIVE AND QUALITATIVE DISCLOSURE ABO UT MARKET RISK
Not Applicable

The information required by this item may be foumdhe section entitled "Management's Discussiah/nalysis of Financial Condition and
Results of Operations," in the Company's 1997 AhRegort to Stockholders and is incorporated helbogineference.
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Item 8 FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The Company's consolidated financial statementsapglementary data appear in the Company's 198uarReport to Stockholders and is
incorporated herein by reference. Financial statereehedules are set forth in Item 14, "ExhibitsaRcial Statement Schedules, and Reports
on Form 8-K" of this Form 10-K and are filed herdwi

Item 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANT S ON ACCOUNTING AND FINANCIAL DISCLOSURE

Reference is made to the Company's report on Feiknfil@éd with the Securities and Exchange Commiggihe "Commission") on
November 6, 1997 (as amended by the Company'strepdiorm -K/A filed with the Commission on November 18, 19@nd to the
Company's report on Form 8-K filed with the Comrigason December 16, 1997.

PART IlI
Item 10 DIRECTORS AND EXECUTIVE OFFICERS OF THE REG ISTRANT

Information relating to the Directors of the Compasset forth in the section entitled "ElectionRifectors” in the 1998 Proxy Statement,
which section is incorporated herein by refereht®rmation relating to the executive officers bétCompany is set forth in Part |,
immediately following Item 4, of this Report undbe caption "Executive Officers of the Registraimformation relating to compliance with
Section 16(a) of the Securities Exchange Act o#41i83et forth in the section entitled "Sectiona)@eneficial Ownership Reporting
Compliance" in the 1998 Proxy Statement, whichieads incorporated herein by reference.

Item 11 EXECUTIVE COMPENSATION

Information relating to executive compensationesfsrth in the sections entitled "Director Compagian,” "Executive Compensation,”
"Option Grants," "Aggregated Option Exercises amd¥End Option Table," and "Compensation Committéerlocks and Insider
Participation” in the 1998 Proxy Statement, whiebt®ns are incorporated herein by reference.

Item 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OW NERS AND MANAGEMENT

Information relating to ownership of equity seciestof the Company by certain beneficial ownersmatiagement is set forth in the section
entitled "Principal and Management Stockholderghz 1998 Proxy Statement, which section is incaiaal herein by reference.

Item 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTI ONS

Information relating to certain relationships aethted transactions is set forth in the sectioitledt'Certain Transactions" in the 1998 Proxy
Statement, which section is incorporated hereireligrence.
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PART IV
Item 14 EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AN D REPORTS ON FORM 8-K
(@) (1) Financial Statements

The following consolidated financial statementsuiegd by Item 8 of this Form 10-K are incorporabgdreference from the 1997 Annual
Report.

Location in 1997
Item Annual Report

Consolidated Balance Sheets at

December 31, 1996 and 1997 Page 23
Consolidated Statements of Income for the years ended

December 31, 1995, 1996, and 1997 Page 24
Consolidated Statements of Stockholders' Equity for the

years ended December 31, 1995, 1996, and 1997 Page 25
Consolidated Statements of Cash Flows for the

years ended December 31, 1995, 1996, and 1997 Page 26
Notes to Consolidated Financial Statements Page 27 - 36
Reports of Independent Public Accountants Page 37 - 38

(2) Financial Statement Schedules

The following financial statement schedule as of&eber 31, 1996 and 1997 and for the years endeeniler 31, 1995, 1996, and 1997 is
required to be filed by Item 8 of this Form 10-Kgdais filed herewith as noted below. The finansiatement schedule should be read in
conjunction with the consolidated financial statetseof the Company.

Schedule Il - Valuation and Qualifying Accounts Pag 30

All other schedules are omitted because the redjinffermation is not present or not present inisight amounts to require submission of
schedule or because the information is reflectdtiénconsolidated financial statements or noteetbe

(3) Exhibits

The exhibits filed as part of this Report are liste the Exhibit Index immediately following thenfincial statement schedule included in this
Report.

(b) Reports on Form 8-K

On November 6, 1997, the Company filed a repoifform 8-K with the Commission (which was amended lvgport on Form 8J/A filed by
the Company on November 18, 1997) in connection
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with the termination of the relationship with ther@pany's independent public accountants. On Deceb@d 997, the Company filed a
report on Form 8-K with the Commission in connettvath its appointment of the successor indepengehlic accountants.
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SIGNATURES

Pursuant to the requirements to Section 13 or 1df(the Securities Exchange Act of 1934, the Reggisthas duly caused this Annual Report
on Form 10-K to be signed on its behalf by the usigeed, thereunto duly authorized.

PEGASYSTEMS INC.

Date: April 15, 1998

/sl lra Vishner

By: -
Ira Vishner, Vice President, Corporate
Services, Treasurer, Chief Financial
O ficer and Director

Pursuant to the requirements of the Securities &xga Act of 1934, this Annual Report on Form 10&s¢ been signed below on April 14,
1998 by the following persons on behalf of the Reght and in the capacities indicated.

/sl Alan Trefler

Al an Trefler President, Cerk and Director (principal
executive officer)

/sl lra Vishner

Ira Vishner Vi ce President, Corporate Services, Treasurer,
Chief Financial O ficer and Director (principal
financial and accounting officer)

/sl Edward A. Maybury

Edward A. Maybury Di rector

/'s/ Edward B. Roberts

Edward B. Roberts Director

/sl Leonard A. Schl esinger

Leonard A. Schl esi nger Director

/sl Thomas E. Swi t henbank

Thomas E. Swi t henbank Di rector
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS ON SUPPLEM ENTARY SCHEDULE
To Pegasystems Inc.:

We have audited, in accordance with generally aecepuditing standards, the consolidated statenoéftegasystems Inc. and have issued
our report thereon dated April 2, 1998. Our audiswnade for the purpose of forming an opinion aséhconsolidated financial statements
taken as a whole. The schedule listed in the filstatement schedule index is the responsibilitthe Company's management and is
presented for the purposes of complying with theusistes and Exchange Commission's rules and isupatrt of the basic consolidated
financial statements. This schedule has been selj¢a auditing procedures applied in the audthefbasic consolidated financial statements
and, in our opinion, fairly states, in all materiespects, the financial data required to be s#t therein in relation to the basic consolidated
financial statements taken as a whole.

Boston, Massachusetts
April 2, 1998

Arthur Andersen LLP
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SCHEDULE I

PEGASYSTEMS INC. AND SUBSIDIARIES
VALUATION AND QUALIFYING ACCOUNTS
Three Years Ended December 31, 1997

Balanc e Additions

at charged to Charged Balance

beginni ng costs and to other Deducti ons atend

Description of peri od expenses account (c) of period

Allowance for doubtful accounts:

Year ended December 31, 1995 $ -- $ 793,310 $ - $359,4 23 $ 433,887

Year ended December 31, 1996 433,8 87 300,000 204,685(a) -- 938,572
Year ended December 31, 1997 938,5 72 1,938,148 284,781(b) 961,7 20 2,199,781

(a) Amount reclassified from liabilities during thear.

(b) Amount relates to service revenue reversedghwvias previously charged against the allowanceddobtful accounts.
(c) Deductions are related to accounts receivabikeoffs.
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Exhibit No. Description

PEGASYSTEMS INC.

Exhibit Index

3.3.* Restated Articles of Organization of the Registrant.

3.4.* Restated By-Laws of the Registrant.

4.1* Specimen certificate representing the Common Stock.

10.1.* Amended and Restated 1994 Long-Term | ncentive Plan.

10.2.* 1996 Non-Employee Director Stock Opti on Plan.

10.3.* 1996 Employee Stock Purchase Plan.

10.4.* Loan Agreement dated as of December 1 6, 1993 between the Registrant and Fleet
Bank of Massachusetts, N.A.

10.5.* Loan Modification Agreement dated as of May 5, 1995 between the Registrant and
Fleet Bank of Massachusetts, N.A.

10.6.* Second Loan Modification Agreement dated May 15, 1996
between the Registrant and Fleet Na tional Bank (successor by
merger to Fleet Bank of Massachuset ts, N.A)).

10.11.* Promissory Note dated May 15, 1996 in the amount of $5,000,000 made by the
Registrant to the order of Fleet Na tional Bank.

10.13.* Lease Agreement dated February 26, 19 93 between the Registrant and Riverside
Office Park Joint Venture.

10.14.* Amendment Number 1 to Lease Agreement dated August 7, 1994 between the
Registrant and Riverside Office Par k Joint Venture.

10.15. Warrant agreement dated June 27, 1997 by and between the Registrant and First Data
Resources Inc.

13.1. Portions of the 1997 Annual Report to Stockholders incorporated by reference
into this Report.

16.1.+ Letter of Ernst & Young LLP dated Nov ember 18,1997 to the Securities and Exchange Commis sion.

21.1.* Subsidiaries of the Registrant.

23.1. Consent of Arthur Andersen LLP.

23.2. Consent of Ernst & Young LLP.

27.1. Financial Data Schedule-1997.

27.2. Financial Data Schedule-1996.

* Filed as an exhibit to the Registrant's RegigtraStatement on Form S-1 (Registration No. 333003&r an amendment thereto and
incorporated herein by reference to the same exhilohber.

+ Filed as an exhibit to the Registrant's reporForm 8-K/A filed with the Securities and Exchar@gemmission on November 18, 1997 and
incorporated herein by reference.
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WARRANT AGREEMENT
dated June 27, 1997
by and between
PEGASYSTEMS INC.
and
FIRST DATA RESOURCES INC.
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WARRANT AGREEMENT

This Warrant Agreement (this "Warrant Agreemerg"gntered into as of June 27, 1997, by and betRESASYSTEMS INC., a
Massachusetts corporation with its principal platbusiness at 101 Main Street, Cambridge, Massattau02142590 ("Pegasystems"), a
FIRST DATA RESOURCES INC., a Delaware corporatidthiits principal place of business at 7302 Pacfireet, Omaha, Nebraska 68114
("FDR").

WHEREAS, Pegasystems is in the business of inteidalveloping, marketing, licensing, and installougtomer service management
software to automate customer interactions, indgdhe Software (as hereafter defined); and

WHEREAS, FDR and its Affiliates are in the businesgroviding information processing products ardvges to a broad range of financial
institutions and other commercial enterprises;

WHEREAS, contemporaneous with the signing of thisrk&int Agreement, Pegasystems and FDR have ernite¢oeal Software License and
Support Agreement (the "Agreement”) pursuant tachviitegasystems has granted to FDR and its Affilie¢etain rights in and to the
Software; and

WHEREAS, as part of the consideration for and esralition precedent to the Agreement, each pamgesgto enter into this Warrant
Agreement;

NOW THEREFORE, in consideration of the premisesgoants, representations, and warranties cont&ierzin, and for other good a
valuable consideration, the receipt and sufficieoicyhich are hereby acknowledged, Pegasystem&BRiagree as follows:

DEFINITIONS

Unless the context shall otherwise require, thétaliged terms used herein shall have the respeatiganings set forth in the Agreement.
Each definition includes the singular and the pluaad reference to the neuter gender includesntieculine and feminine where appropriate.
The headings to the Articles and Sections hereof@rconvenience of reference and shall not affezimeaning or interpretation of this
Warrant Agreement. Except as otherwise statedraeée to Articles, Sections, and Exhibits meanAtieles, Sections, and Exhibits of this
Warrant Agreement. Any Exhibits are hereby incoaped by reference into and shall be deemed a pHrisoVarrant Agreement. Unless the
context clearly indicates otherwise, the word "ugthg" means “including but not limited to."
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ARTICLE 1
WARRANT

1.1. Warrant As soon as practicable after the ei@tof this Warrant Agreement, Pegasystems sladiNer to FDR a warrant in the form
attached hereto as Exhibit A.

ARTICLE 2
INCORPORATION BY REFERENCE

2.1. Incorporation by Reference. Articles 8, 9,10, 12, and 15 of the Agreement are hereby ingatpd by reference into and shall be
deemed a part of this Warrant Agreement.
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IN WITNESS WHEREOF, the parties hereto have exettlis Warrant Agreement as of the date first emitabove.

PEGASYSTEMS | NC FI RST DATA RESOURCES | NC.
By: /s/ Alan Trefler By: /s/ Donna M WAl sh
" Aan Trefler " Donna M valsh
Presi dent Vice President, Card Services Goup
Dat ed June 27, 1997 Dat ed June 27, 1997
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EXHIBIT A
FORM OF WARRANT

See attached.
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WARRANT
Issued by

PEGASYSTEMS INC.

Warrant No. A-1
Original Issue

Date: , 19¢



NEITHER THIS WARRANT NOR ANY OF THE SECURITIES PURASABLE UPON EXERCISE HEREOF HAVE BEE
REGISTERED UNDER THE SECURITIES ACT OF 1933, AS AMEED (THE "ACT"), OR ANY STATE SECURITIES LAW. NO
TRANSFER OF THIS WARRANT OR OF THE SECURITIES PURSSABLE UPON EXERCISE HEREOF SHALL BE VALID OR
EFFECTIVE UNLESS SUCH TRANSFER IS MADE PURSUANT TN EFFECTIVE REGISTRATION STATEMENT UNDER THE
ACT OR AN EXEMPTION FROM THE REGISTRATION REQUIREM¥TS OF THE ACT AND IN ACCORDANCE WITH THE
APPLICABLE PROVISIONS OF THIS WARRANT.

Warrant No. A-1

WARRANT
Issued by
PEGASYSTEMS INC.

THIS IS TO CERTIFY THAT FIRST DATA RESOURCES INCHDR"), or registered assigns, is entitled, at ame during the Exercise
Period, defined below, to purchase from PEGASYSTHNMG., a Massachusetts corporation ("Pegasystemal), hundred eighty-four
thousand, eight hundred seventy-six (284,876) sh@ueject to adjustment as provided herein) ofdbmmon Stock defined below, of
Pegasystems, at a purchase price of Tweight and twenty five cents ($28.25) per shareiitil "Exercise Price", subject to adjustmen
provided herein), all on the terms and conditiomd pursuant to the provisions hereinafter set forth

1. DEFINITIONS
As used in this Warrant, the following terms have tespective meanings set forth below:

"Affiliate" shall mean, with respect to any Periady other Person that directly or indirectly cotgyor is under common control with, or is
controlled by, such Person. As used in this dédinjt"control” (including, with its correlative meigs, "controlled by" and "under common
control with") shall mean possession directly aiiactly, of the power to direct or cause the dimtof management or policies (whether
through ownership of securities or partnershiptbeoownership interests, by contract or otherwili®fwithstanding the foregoing, (i) no
individual shall be deemed to be an Affiliate afaporation solely by reason of being an officedimector of such corporation and (ii) neit
Pegasystems nor any Affiliate of Pegasystems biealleemed to be an Affiliate of FDR or of any Affie of FDR.

"Business Day" shall mean any day that is not ar8ay or Sunday or a day on which banks are redjairgoermitted to be closed in New
York City.



"Call Notice" shall have the meaning set forth acton 8.
"Call Price" shall have the meaning set forth ictém 8.
"Call Right" shall have the meaning set forth irct8m 8.

"Cashless Exercise Option" shall have the meargnépsth in Section
2.1(c).

"Cash Out Merger Event" shall mean any transfenofe than fifty percent (50%) of the voting stockassets of Pegasystems to one or a
related group of Persons pursuant to a mergerptidation exchange offer, tender offer or othenfasf business combination other than a
business combination in which the shareholdersegbBystems prior to the consummation of such tcsiosaend up owning a majority of the
voting stock of the surviving entity in such tracsan.

"Commission" shall mean the Securities and Exch&mamission or any other federal agency then adteiring the Securities Act and ot
federal securities laws.

"Common Stock" shall mean (except where the corithd@rwise indicates) the Common Stock of Pegasystpar value $0.01 per share, as
constituted on the Original Issue Date, and anytabstock into which such Common Stock may theesdie changed or that may be issued
in respect of, in exchange for or in substitutionguch Common Stock by reason of any stock spétdassifications, stock dividends or
distributions, and shall also include shares of mmm stock of any successor or acquiring corporagarived by or distributed to the holders
of Common Stock of Pegasystems in the circumstacmetemplated by Section 3.4.

"Continuously Effective", with respect to a speaifiregistration statement, shall mean that it stalcease to be effective and available for
Transfers of Registrable Securities thereundeloioger than either (i) any three (3) consecutivsifess days, or (ii) an aggregate of six (6)
business days during the period specified in thevaat provision of this Agreement.

"Convertible Securities" shall mean evidences débtedness, shares of stock or other securitiesuteaonvertible into or exchangeable for,
with or without payment of additional consideratiarcash or property, shares of Non-Preferred Sgditler immediately or upon the
occurrence of a specified date or a specified event

"Current Market Price" shall mean as of any spedifiate with respect to a specified class of NafdPred Stock the average of the daily
market prices of such class of Non-Preferred Stddkegasystems for the twenty (20) consecutivarnigadays immediately preceding such
date; provided that for the purpose of determiriiregCall Price under Article 8 below, "Current Merlerice" shall mean the greater of (A)
the average of the daily market prices of the Com®twck of Pegasystems during the twenty (20) carnse trading days commencing on
the date of the related Demand Request (or if siatd is not a trading day, commencing on the maging day) and (B) the average of the
daily market prices of the Common Stock of Pegasystduring the twenty (20)
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consecutive trading days commencing on the datieeofelated Call Notice (or if such date is notaaling day, commencing on the next
trading day). The "daily market price" of a spezificlass of Non-Preferred Stock for each suchnigaday shall be: (i) if such Non-Preferred
Stock is then listed on a national securities ergkeor is listed on NASDAQ and is designated astioNal Market System security, the last
sale price, regular way, on such day on the pral@pck exchange or market system on which suadsaf NorPreferred Stock is then list
or admitted to trading, or, if no such sale takes@on such day, the average of the closing hidaaked prices for such class of Non-
Preferred Stock on such day as reported on suck stahange or market system or (ii) if such clasidon-Preferred Stock is not then listed
or admitted to trading on any national securitieshange or designated as a National Market Syséenritsy on NASDAQ but is traded over-
the-counter, the average of the closing bid ane@dsgkices for such class of Non-Preferred Stodlepsrted on NASDAQ or the Electronic
Bulletin Board or in the National Daily Quotatioh&ets, as applicable.

"Demanding Holders" shall have the meaning sehfortSection 7.1(a).
"Demand Registration” shall have the meaning s fio Section 7.1(a).
"Demand Request" shall have the meaning set far§ection 7.I(a).
"Designated Office" shall have the meaning setfartSection 10.

"Effective Date" shall mean, with respect to a C@sit Merger Event, the date and time of consummaifdhe transaction constituting such
Cash Out Merger Event.

"Exercise Date" shall have the meaning set fortBention 2.1(a).
"Exercise Notice" shall have the meaning set fortS8ection 2.1(a).

"Exercise Period" shall mean the period commenair@00 A.M. Eastern Time on the first annual aeréary of the Original Issue Date and
ending at 5:00 P.M. Eastern Time on the fifth ahauaiversary of the Original Issue Date; provid@gdthat if the scheduled expiration date
of the Exercise Period is not a Business Day, tterdise Period shall be automatically extended thmi next succeeding Business Day; (ii)
that upon the occurrence of a Cash Out Merger EtemtExercise Period shall commence on the Effedate of such Cash Out Merger
Event and (iii) that the Exercise Period shall teate if the License Agreement is terminated punstm Section 11.3 thereof.
Notwithstanding the foregoing, the Exercise Pegbdll be subject to automatic extension to thergsovided in Section 7.1(c

"Exercise Price" shall mean, in respect of a sh&@ommon Stock at any date herein specified, ifi@i Exercise Price set forth in the
preamble of this Warrant as adjusted from timeéne tpursuant to Section 3.
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"Expert's Determination" shall have the meaningath in Section 13.8.

"Fair Distribution Value" of any evidences of indetiness or other assets distributed to holdersofr@on Stock in a distribution subject to
Section 3.2(a), shall mean the aggregate fair madae of such evidences of indebtedness or atbsgts as determined in good faith by the
Board of Directors, if the Board of Directors haade such a determination, and otherwise as detednhiy the Chief Financial Offlcer of
Pegasystems, subject to the right of the Majorityddrs to challenge such valuation pursuant to

Section 13.8.

"Fair Value" per share of Common Stock or othesglaf Non-Preferred Stock as of any specified gl mean (i) if the Common Stock or
such class of Non-Preferred Stock is publicly tchde such date, the Current Market Price per shia(@ if the Common Stock or such Non-
Preferred Stock is not publicly traded on such déte fair market value per share as determineggbad faith by the Board of Directors, if the
Board of Directors has made such a determinatioth atherwise as determined by the Chief Financfit€ of Pegasystems and set forth in
a written notice to each Holder, subject to thétrigf the Majority Holders to challenge such valoatpursuant to Section

13.8. The "fair market value" per share of CommumtKor Non-Preferred Stock for such purposes dimbbased on the fair market value of
100% of Pegasystems and its Subsidiaries as ifaso&lgoing concern and assuming full conversixercése and exchange of all Warrants,
Convertible Securities and Stock Purchase Rigktseal as any transfer restrictions, forfeiture ditions or other relevant factors relevant to
the determination of the fair market value of tt@r@non Stock or Non-Preferred Stock in question.

"FDR" shall mean First Data Resources Inc., a Dataveorporation, and any successor corporation.

"Fully Diluted Outstanding" shall mean, when usdthweference to Common Stock or Non-Preferred lgtatany date as of which the
number of shares thereof is to be determinedil(i@sued and outstanding shares of Common Sto®oorPreferred Stock (as the case may
be), (ii) all shares of Common Stock or Non-PrefdrEtock (as the case may be) issuable upon theigxef any issued and outstanding
Convertible Securities and (iii) all shares of Coom&tock or Non-Preferred Stock (as the case mpglitertly or indirectly issuable upon
the exercise of any issued and outstanding Stookh@se Rights, except in each such case any sachssbf Common Stock or Non-
Preferred Stock Convertible Securities or StoclkcRase Rights then owned or held by or for the aticotiany subsidiary of Pegasystems,
and shall include all shares of Common Stock or-Rogferred Stock (as the case may be) issuab&spect of outstanding scrip or any
certificates representing fractional interestshiares of Common Stock or Non-Preferred Stock, asdéise may be.

"Holder" or "Holders" shall mean any Person whthis registered holder of a Warrant or of any Com@tmtk issued upon exercise of a
Warrant.



"Holders' Determination” shall have the meaningfegh in Section 13.8.

"Independent Financial Expert" shall mean an inwesit banking firm or other Person jointly seledigdPegasystems and the relevant
Majority Holders; provided that, if Pegasystems andh Majority Holders are unable to so agree, i}l each select a nationally
recognized investment banking firm and the two $irso selected shall jointly select a third investhimnking firm or appraiser to act as an
Independent Financial Expert. Unless otherwiseejlyy Pegasystems and the Majority Holders, nooResisall be selected as an
Independent Financial Expert: (i) if such Persanafoy of its Affiliates) has a direct or indire@dncial interest in Pegasystems or any of the
Holders (other than in its trading accounts),ifigny of the senior officers, directors, principalr partners of such Person (or any of its
Affiliates) has acted as a promoter, director migeofficer of Pegasystems or any Holder (or ahtheir respective Affiliates) during the
twenty-four month period immediately preceding dla¢e such Person is called upon to serve as apéndent Financial Expert hereunder,
(iii) if such Person (or any of its Affiliates) hasted as an underwriter with respect to any obk#wirities of Pegasystems or any Holder (or
any of their respective Affiliates) during the tvifiour month period immediately preceding the dathdRerson is called upon to serve a
Independent Financial Expert hereunder or (ivudtsPerson (or any of its Affiliates) has provided advice or opinions to Pegasystems or
any Holder during the twenty-four month period intia¢ely preceding the date such Person is called tp serve as an Independent
Financial Expert hereunder. In the event that #rtigs are unable to agree on an Independent Raldixpert, Pegasystems and the relevant
Majority Holders shall each be responsible forfdées and expenses of the investment banking fispeetively appointed by them for the
purpose of selecting an Independent Financial Expee fees and expenses of the Independent Faddexgpert shall be borne in accordance
with Section 13.8.

"License Agreement” shall mean the Software Licers® Support Agreement, dated as of June 27, 1@®®een Pegasystems and FDR, as
the same may be amended from time to time.

"Lock-Up Period" with respect to an underwrittegistered offering shall mean the period, if anyiofeing the effective date of the
registration statement filed with the Commissioramnection with such offering during which the andgriters require (i) that the Holders of
Registrable Securities refrain from selling share€ommon Stock in the market or (ii) that Pegamyst refrain from selling shares of
Common Stock or filing a registration statementwite Commission with respect to sales of CommogiSt

"Majority Holders", with respect to a given detemaiion, shall mean the Holders of Warrants andan@on Stock issued upon the exercise
of Warrants representing more than fifty perce@84) of the Common Stock issued or issuable uporceseeof the Warrants (with any such
Warrants being deemed to represent, for the puspaisguch calculation, the shares of Common Stoek tssuable upon exercise thereof)
directly affected by such determination.

"Majority Selling Holders" shall mean, with respéata Demand Registration, Selling Holders repriéisgra majority of the Registrable
Securities to be included in such Demand Registmati



"NASDAQ" shall mean the NASDAQ quotation systemaay successor reporting system.

"Non-Preferred Stock" shall mean the Common Stockany other class of capital stock of Pegasys{eagardless of how denominated)
unless such class is limited in respect of thetrigiparticipate in dividends or distributions t® @mount that is (i) fixed or (ii) set by formula,
auction or similar mechanism without referencen®amount of Pegasystems earnings or surplus fg.geference to a floating interest rate).

"Non-Registered Distribution” shall have the meagrset forth in Section
7.1(a).

"Original Issue Date" shall mean the date on witehOriginal Warrant was issued, as set forth erctiver page of this Warrant.
"Original Warrant" shall mean the Warrant origigasued by Pegasystems on the Original Issue iD&B®R.

"Pegasystems"” shall mean Pegasystems Inc., a Massdts corporation, and any successor corporation

"Pegasystems Determination” shall have the measehfprth in Section 13.8.

"Person” shall mean any individual, sole proprighgu, partnership, limited liability company, joménture, trust, incorporated organization,
association, corporation, institution, public beénhebrporation, entity or government (whether fedgestate, county, city, municipal or
otherwise, including, without limitation, any instnentality, division, agency, body or departmestd¢iof).

"Piggyback Registration" shall have the meaningah in Section 7.2.

"Register", "registered" and "registration” shafilar to a registration effected by preparing atidgia registration statement or similar
document in compliance with the Securities Act, #raldeclaration or ordering by the Commissionftgfativeness of such registration
statement or document.

"Registrable Securities" shall mean (i) any shafdRestricted Stock issued or issuable to the Heldpon the exercise of the Warrants and
(i) any securities issued to the Holders in substin or exchange for, or upon the transfer ofstReted Stock which immediately prior to
such substitution, exchange or transfer constitReglistrable Securities. As to any particular Reglide Securities, once issued, such
Registrable Securities shall cease to be Regist@bturities when (A) a registration statement wapect to the sale of such Registrable
Securities shall have become effective under tloai@ees Act and such Registrable Securities dielle been disposed of in accordance with
such registration statement, (B) they shall hawnlgbistributed to the public pursuant to Rule ¥@},Pegasystems shall have delivered to the
Holders new certificates or other evidences of aaimie for such securities not bearing any legetatirg to restrictions on transfer
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and such shares may be resold without subsequgistregion under the Securities Act and any appleatate securities laws then in effec
(D) such securities are no longer outstanding ehatd by Pegasystems or any Affiliate of Pegagystén addition, for the purposes of
determining whether the Holders of any requisitdipo of Registrable Securities have taken anyoaationtemplated by this Agreement, (;
Person shall be deemed to hold Registrable Sezzriisuable upon conversion of any Warrants or €uifle Securities owned by it or whi
it has the right to acquire, and (y) any Regista®dcurities owned by Pegasystems or any Affibdfeegasystems shall not be deemed
outstanding.

"Registration Expenses" shall have the meaningifipeén Section 7.4.

"Restricted Stock” shall mean shares of CommonkSgstied upon exercise of any Warrant that havdeen registered under the Securities
Act.

"Rule 144" shall mean Rule 144 under the Securigisor any successor provision.

"Securities Act" shall mean the Securities Act 883, as amended, or any similar federal statutktlarules and regulations of the
Commission thereunder, all as the same shall b&eat at the time.

"Selling Holders" shall mean, collectively, any tieis of Registrable Securities whose Registrabder8s are included in any Demand
Registration or Piggyback Registration.

"Selling Holders' Counsel Fees" shall mean theamasle fees and expenses of (i) one primary couapetsenting all Selling Holders in a
Demand Registration (as selected by the MajoritlirigeHolders) and (ii) any additional local couhseasonably required to assist such
primary counsel, but excluding any such fees (lmtitexpenses) that exceed $25,000. To the extenatiyassuch excess fees are attributable to
the exercise by Pegasystems of its registratiotppaement rights under Section 7.1(c) or the oetwe of a stop order, non-routine post-
effective amendment or other deviation from thenmadrcourse of a registered offering of securitisshsexcess fees shall be additional to ¢
aforementioned $25,000 and shall be borne by Petang.

"Stock Purchase Rights" shall mean any optionstamés or other securities or rights to subscribertexercisable for the purchase of shares
of Non-Preferred Stock or Convertible Securitiebgther or not immediately exercisable.

"Subsidiary” shall mean, with respect to any Persoly corporation or other entity of which at 1€88% of the outstanding securities or other
ownership interests having by the terms thereoharg voting power to elect a majority of the boafdlirectors or other Persons performing
similar functions (regardless of whether at theetstock of any other class or classes of such catipa or entity shall have or might have
voting power by reason of the happening of anyiogency) is at the time directly or indirectly oveher controlled by such Person or one or
more of its Subsidiaries unless another Persondtes or controls an equal or greater percentageaf
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outstanding securities or other ownership interég#holly Owned Subsidiary" means any such corponadr other entity of which all of
such securities or other ownership interests, dtfeer director's qualifying shares, are so ownecbatrolled.

"Substitute Property" shall have the meaning sghfim Section 3.4.

"Transfer" shall mean any disposition of any Watr@nRestricted Stock or of any interest in eittiereof, which would constitute a "sale"
thereof within the meaning of the Securities Act.

"Warrant Price" shall mean an amount equal tch@)riumber of shares of Common Stock being purchasexd exercise of this Warrant
pursuant to Section 2.1, multiplied by (ii) the Ecise Price as of the date of such exercise.

"Warrants" shall mean the Original Warrant and waayrant issued upon permitted transfer, divisioo@anbination of, or in substitution for,
such Original Warrant or any other such Warrant\WWrrants shall at all times be identical as toneand conditions and date except for the
number of shares of Common Stock for which they tmagxercised.

2. EXERCISE OF WARRANT

2.1. Manner of Exercise. (a) From time to time dgrihe Exercise Period, a Holder may exercise\dsrant, on any Business Day, for all or
any part of the number of shares of Common Stoc&hasable hereunder (subject to Section 2.2 betal\peovided that no exercise shall be
for fewer than 10,000 shares of Common Stock) réfento exercise this Warrant, in whole or in parHolder shall (i) deliver to Pegasyste
(at the notice address provided for in Section J18 @ritten notice of the Holder's election to exse this Warrant (an "Exercise Notice"),
which Exercise Notice shall be irrevocable and gpdiase number of shares of Common Stock to be lpased, together with this Warrant ¢

(i) pay to Pegasystems the Warrant Price as peavid Section 2.I(c) below (the date on which ksihh delivery and payment shall have
first taken place being hereinafter sometimes reteto as the "Exercise Date"). Such Exercise Mdalall be in the form of the subscription
form appearing at the end of this Warrant as Anfaeauly executed by the Holder or its duly authedzagent or attorney.

(b) Upon receipt of such Exercise Notice, Warrartt payment, Pegasystems shall, as promptly asigahlet, and in any event within five (
Business Days thereafter, cause to be executedeaivéred to the Holder a certificate or certifestepresenting the aggregate number o
shares of Common Stock purchasable upon such egetogether with cash in lieu of any fraction ahare (as provided in Section 2.2). The
stock certificate or certificates so delivered Ehal to the extent possible, in such denominatiodenominations as the exercising Holder
shall reasonably request in the Exercise Noticestuadl be registered in the name of the Holdeuchsther name as shall be designated in
the Exercise Notice. This Warrant shall be deemdthtze been exercised and such certificate officatés shall be deemed to have been
issued, and the Holder or any other Person so nkgid to be named therein shall be deemed to @ ie a holder of
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record of such shares for all purposes, as of ¥eediSe Date. If this Warrant shall have been dgedcin part, Pegasystems shall, at the time
of delivery of the certificate or certificates repenting the shares of Common Stock being isswigedto the Holder a new Warrant
evidencing the rights of the Holder to purchaseuhgurchased shares of Common Stock called fohisywWarrant. Such new Warrant shal
all other respects be identical with this Warrant.

(c) Payment of the Warrant Price shall be madkebption of the Holder either (i) by delivery otertified or official bank check or by wire
transfer to an account designated by Pegasystarmagher case in immediately available funds inah®unt of such Warrant Price, or (ii) by
instructing Pegasystems to withhold a number ofeshaf Common Stock then purchasable upon exeotiges Warrant with an aggregate
Fair Value equal to such Warrant Price (the "Cashlexercise Option"). In the event of any such méting of Common Stock purchasable
upon exercise of this Warrant where the numbehafes whose Fair Value is equal to the WarraneRsiiot a whole number, the number of
shares withheld by Pegasystems shall be roundé¢al tiye nearest whole share and Pegasystems shadlanzash payment to the Holder
based on the incremental fraction of a share b&ingithheld by Pegasystems in an amount deternimadcordance with Section 2.2.

2.2. Fractional Shares. Pegasystems shall notuéreel to deliver any fractional shares of Commuwack upon exercise of this Warrant. As
to any fraction of a share that the Holder of ihMarrant would otherwise be entitled to purchasenugnay such exercise, Pegasystems shall
pay a cash adjustment in respect of such fracti@niamount equal to the same fraction of the Valme of one share of Common Stock a
the Exercise Date.

2.3. Continued Validity and Application. A Holdef shares of Common Stock (or any Substitute Prgp&sued upon the exercise of this
Warrant, in whole or in part, including any transfe of such shares (or such Substitute Propettg), sontinue, with respect to such shares
(or such Substitute Property), to be entitled taights and to be subject to all obligations thed applicable to such Holder by the terms of
this Warrant (all of which rights and obligatiortsa#i survive the exercise of this Warrant), inchgliwithout limitation the provisions of
Section 7. Pegasystems shall, at the time of aaycese of this Warrant or any transfer of such Cami8tock (or Substitute Property), upon
the request of such Holder, acknowledge in writingdprm and substance reasonably satisfactoruc¢a slolder, their continuing obligations
to afford to such Holder such rights referred tohis Section 2.3; provided, however, that if sttider shall fail to make any such request,
such failure shall not affect the continuing obliga of Pegasystems to afford to such Holder athstights.

3. ANTIDILUTION PROVISIONS

The number of shares of Common Stock for whichW&rant is exercisable, and the price at whicthhslares may be purchased upon
exercise of this Warrant, shall be adjusted franetio



time as set forth in this Section 3.
3.1. Stock Dividends, Subdivisions and Combinatidihat any time after the Original Issue Date Psgtems shall:

(i) take a record of the holders of its Common 8time the purpose of entitling them to receive @dknd payable in, or other distribution of,
additional shares of Common Stock

(i) subdivide its outstanding shares of Commorcktoto a larger number of shares of such CommonkSor
(iii) combine its outstanding shares of Common Btioto a smaller number of shares of such CommonkSt

then the Exercise Price shall be adjusted to eyegbroduct of the Exercise Price in effect immgsiaprior to such event multiplied by a
fraction, the numerator of which is equal to thenher of shares of Fully Diluted Outstanding Comreack immediately prior to the
adjustment and the denominator of which is equétéanumber of shares of Fully Diluted Outstandd@mmon Stock immediately after such
adjustment. The adjustments described in this @e&il shall be made whenever any of the evenferdbtherein occurs and shall become
effective immediately after the effective date nfauch event, retroactive to the record date fbewmith respect to any exercise of this
Warrant after such record date.

3.2. Distributions of Evidences of Indebtednes®tirer Assets. (a) If at any time after the Origilsslie Date Pegasystems shall issue or
transfer as a dividend or distribution to the haddaf the Common Stock evidences of its indebteslnesther assets (including securities of
Pegasystems or any other issuer but excludingn{i}dévidend paid in cash out of earnings or ouaiy surplus legally available for dividends
under the laws of the jurisdiction in which Pegasyss is incorporated at the time of such dividesttdr than an extraordinary or special
dividend) and (ii) any dividend or distribution gett to Section 3.1), then the Exercise Price dhathdjusted to equal the product of the
Exercise Price in effect immediately prior to sulistribution multiplied by a fraction, the numenatd which is equal to the Fair Value per
share of the Common Stock as of the record datsufch distribution less the Fair Distribution Vajuer share of Common Stock of the
evidences of indebtedness or other assets digtdlarnd the denominator of which is equal to the ¥alue per share of the Common Stoc
of such record date.

(b) If at any time after the Original Issue Datgy®&ystems shall issue or transfer as a dividewnlisotbution to the holders of any class of
Non-Preferred Stock other than Common Stock evideaté#s indebtedness or other assets (includingriésiof Pegasystems or any other
issuer but excluding (i) any dividend paid in casth of earnings or out of any surplus legally aaslé for dividends under the laws of the
jurisdiction in which Pegasystems is incorporatethe time of such dividend (other than an extramng/ or special dividend) and (ii) al
dividend or distribution subject
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to Section 3.1), then the Exercise Price shalldjested to equal the product of the Exercise Rricdfect immediately prior to such
distribution multiplied by a fraction, the numenatsd which is equal to the Fair Value per sharéhef Common Stock as of the "ex-dividend"
date for such dividend or distribution and the demator of which is equal to the Fair Value perrshaf the Common Stock immediately
prior to such "ex-dividend" date.

(c) The adjustments described in this Section sfethade whenever any of the events set forthmerziurs and shall become effective
immediately after the effective date of any sucargyretroactive to the record date therefor watbpect to any exercise of this Warrant after
such record date.

3.3. Adjustment of Number of Shares Purchasablenmy adjustment of the Exercise Price as provid&gction 3.1 or 3.2, the Holder
shall thereafter be entitled to purchase upon tleecése of this Warrant, at the Exercise Priceltggufrom such adjustment, the number of
shares of Common Stock (calculated to the nearl€30Dth of a share) obtained by multiplying the Ebise Price in effect immediately prior
to such adjustment by the number of shares of Camfatock purchasable on the exercise hereof imnedgiptior to such adjustment and
dividing the product thereof by the Exercise Priggsulting from such adjustment.

3.4. Reorganization, Reclassification, Merger, @tidation or Disposition of Assets. If at any tiratter the Original Issue Date Pegasystems
shall reorganize its capital, reclassify its cdtack consolidate or merge with or into anothenporation (where Pegasystems is not the
surviving entity or where there is any change wbaisr in, or distribution with respect to, the ¢atsling Common Stock of Pegasystems
sell, transfer or otherwise dispose of all or sabsally all of its property, assets or businesanother Person and, pursuant to the terms of
such reorganization, reclassification, merger, obdation or disposition of assets, shares of @hgiiock of the successor or acquiring entity
or of Pegasystems (if it is the surviving entity)amy cash or other securities or property of aatyire whatsoever (including warrants or other
subscription or purchase rights) ("Substitute Priggfeare to be received by or distributed to tlnédiers of Common Stock of Pegasystems
who are holders immediately prior to such transacthen the Holder of this Warrant shall have tghtrthereafter to receive, upon exercis
this Warrant in accordance with Section 2, the amofi Substitute Property receivable as a resusuch reorganization, reclassification,
merger, consolidation or disposition of assets bglder of the number of shares of Common Stockvuch this Warrant is exercisable
immediately prior to such event. In such event,abgregate Exercise Price payable for the shar€swimon Stock purchasable upon
exercise of this Warrant immediately prior to seelent (as it may be adjusted) shall be allocateangnthe items of Substitute Property
receivable as a result of such reorganizationassification, merger, consolidation or dispositidrassets (and, to the extent still applicable,
the shares of Common Stock for which this Warraas @xercisable immediately prior to such transagiio proportion to the respective fair
market values of such items of Substitute Propy such shares of Common Stock) as determingddd faith by the Board of Directors

or Chief Financial Officer of Pegasystems, subjec¢he right of the Majority Holders to challengech allocation under Section 13.8. In case
of any such reorganization, reclassification, mergensolidation or disposition of
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assets, the successor or acquiring entity (if otiem Pegasystems) shall expressly assume thendysuactual observance and performance
of each and every covenant and condition of thisréva to be performed and observed by Pegasystechalbthe obligations and liabilities
hereunder (including, without limitation, its obditions under Section 7), subject to such modificetias may be reasonably agreed upon by
Pegasystems (or the successor or acquiring eatityhe Majority Holders in order to provide fopappriate antidilution adjustments with
respect to any equity securities included in sughs8tute Property, which modifications shall besgsivalent as practicable to the
adjustments provided for in this Section 3. Altaivily, upon the request of the Holder of this Véatraccompanied by the surrender of this
Warrant, such successor or acquiring entity skallé in its own name a new Warrant reflecting snctifications. The foregoing provisions
of this

Section shall similarly apply to successive reoigations, reclassification, mergers, consolidationdisposition of assets.

3.5. Other Dilutive Events. In case any event sbedur as to which the other provisions of thistlBec3 are not strictly applicable but as to
which the failure to make any adjustment would fagty protect the purchase rights representechiz/\Warrant in accordance with the
essential intent and principles hereof, then, upenwritten request of the Majority Holders, Pegsgns shall determine what adjustments, if
any, are required to be made to the Exercise Rridéor the number of shares of Common Stock issugtibn exercise of this Warrant on a
basis consistent with the essential intent anccjpies established herein as a result of such emerter to preserve the purchase rights
represented by this Warrant, which determinaticall $fe made by the Board of Directors or Chief Ririal Officer of Pegasystems.
Pegasystems shall give the Holders written noticioch determination within thirty (30) days afteceipt of the request of the Majority
Holders, which Majority Holders shall have the tigh challenge such determination pursuant to 8ecti

13.8. Pegasystems shall promptly take any actiensssary to implement the adjustments providethfits determination or, in the event ¢
challenge to such determination by the Majority d¢o§, the determination agreed to by Pegasystedhsuat Majority Holders or the
determination of the Independent Financial Exgeat tesults from the procedures contemplated itiGGet3.8.

3.6. Other Provisions Applicable to Adjustments eintthis Section. The following provisions shalldgplicable to the adjustments provided
for pursuant to this Section 3:

() When Adjustment to Be Made. The adjustmentsired by this
Section 3 shall be made whenever and as oftenyaspatified event requiring an adjustment shallocEor the purpose of any adjustment,
any specified event shall be deemed to have oatatrthe close of business on the date of its oenae.

(b) Fractional Interests. In computing adjustmemtder this Section 3, fractional interests in ComrBtock shall be taken into account to the
nearest 1/I00th of a share.

(c) When Adjustment Not Required. If Pegasystenadl sake a record of the holders of its Common Btioc the purpose of entitling them to
receive a dividend or distribution and shall, tladter and before the distribution to stock-holdéeseof, legally
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abandon its plan to pay or deliver such dividendistribution, then thereafter no adjustment shaltequired by reason of the taking of such
record and any such adjustment previously madespact thereof shall be rescinded and annulled.

(d) Certain Limitations. Notwithstanding anythingriin to the contrary, Pegasystems agrees notdo iato any transaction that, by reaso
any adjustment under this Section 3, would causéttercise Price to be less than the par valueso€bmmon Stock if any, unless
Pegasystems first reduces the par value of the Gom8tock to be less than the Exercise Price thatdu@sult from such transaction.

(e) Notice of Adjustments. Whenever the numberhaires of Common Stock for which this Warrant isreisable or the Exercise Price shall
be adjusted pursuant to this Section 3, Pegasysthatisforthwith prepare a certificate to be exeduby the Chief Financial Officer or

General Counsel of Pegasystems setting forth a@samable detail, the event requiring the adjustrapdtthe method by which such
adjustment was calculated, specifying the numbehafes of Common Stock for which this Warraniisreisable and (if such adjustment
was made pursuant to Section 3.6) describing tha&beuand kind of any other shares of stock or SulstProperty for which this Warrant is
exercisable, and any related change in the ExeReise, after giving effect to such adjustmentloarege. Pegasystems shall promptly cause a
signed copy of such certificate to be delivereddaoh Holder in accordance with Section 13.2.

(f) Record Date. In case Pegasystems shall takeaad of the holders of its Common Stock for theppse of entitling them (i) to receive a
dividend or other distribution payable in Non-Predel Stock Convertible Securities or Stock PurcliRights or (ii) to subscribe for or
purchase Non-Preferred Stock Convertible Secuniti€dtock Purchase Rights, then all referencelsisnSection 3 to the date of the issuance
or sale of such shares of Non-Preferred Stock Qtiblee Securities or Stock Purchase Rights shatléeemed to be references to such record
date.

(9) Maximum Exercise Price. Except as providedaet®n 3.1 above, at no time shall the ExerciseeRper share of Common Stock exceed
the amount set forth in the first paragraph ofgheamble of this Warrant.

4. NO IMPAIRMENT

Pegasystems shall not, by any action, includinghaut limitation, amending its charter documentshoough any reorganization,
reclassification, transfer of assets, consolidatmearger, dissolution, issue or sale of securdieany other similar voluntary action, avoid or
seek to avoid the observance or performance obéthe terms of this Warrant, but shall at all térie good faith assist in the carrying out of
all such terms and in the taking of all such actiaa may be necessary or appropriate to protecigis of the Holder hereunder against
impairment. Without limiting the
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generality of the foregoing, Pegasystems shall &lksuch action as may be necessary or appropniateler that it may validly and legally
deliver fully paid and nonassessable shares of Gamfatock to the Holder upon the exercise of thisréfd, free and clear of all liens and
encumbrances.

5. RESERVATION AND AUTHORIZATION OF COMMON STOCK

From and after the Original Issue Date, Pegasysstail$ at all times reserve and keep availablésfrance to the Holder pursuant to such
exercise such number of its authorized but unisshades of Common Stock as will be sufficient toethe exercise in full of this Warrant.
All shares of Common Stock purchasable pursuatitederms hereof, when delivered to the Holder uparcise of this Warrant with
payment therefor in accordance with the terms Hesball be duly and validly issued and fully paitd nonassessable, not subject to
preemptive rights and shall be free and clearldiess and encumbrances.

6. TRANSFERS OF WARRANT AND RESTRICTED STOCK; DIMSN OR COMBINATION OF WARRANTS

6.1. Warrant Transfer Procedures. Subject to canpé with this Section 6, the Holder of this Watiglmall be entitled to transfer or assigr
interest in this Warrant in whole or in part to afyits Affiliates. Each transfer of this Warramtdaall rights hereunder shall be registered on
the books to be maintained by or on behalf of Pegams for such purpose, upon surrender of thig&daat the Designated Office, together
with a written assignment of this Warrant in thenicof Annex B hereto duly executed by the Holdeit®agent or attorney. Upon such
surrender and delivery, Pegasystems shall, sutgje®tction 6.3, execute and deliver a new Warrak¢arrants in the name of the assigne
assignees and in the denominations specified in mistrument of assignment, and shall issue t@a#isggnor a new Warrant evidencing the
portion of this Warrant not so assigned and thisrérfd shall promptly be canceled. A Warrant, ifgedy assigned in compliance with
Section 6.3, may be exercised by the new Holdethi@purchase of shares of Common Stock withounlgeewv new Warrant issued in its
name.

6.2. Division and Combination. Subject to compliamdth the applicable provisions of this WarrahtstWarrant may be divided or combir
with other Warrants without cost to the Holder #wfrupon presentation of this Warrant at the Desiggh Office, together with a written
notice specifying the names and denominations iichwhew Warrants are to be issued, signed by tHdddor its agent or attorney. Subject
to compliance with the applicable provisions otWWarrant as to any transfer which may be invoiveslich division or combination,
Pegasystems shall execute and deliver a new Wawrdlarrants in exchange for the Warrant or Wasamte divided or combined in
accordance with such notice.

6.3. Restrictions on Transfer. (a) Prior to the omncement of the Exercise Period, this Warrant nye assigned, pledged or Transferred
by any Holder to any Person other than an Affilieft€DR (or its or their successors).
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(b) Whether prior to the commencement of or duthgyExercise Period, neither this Warrant nor drares of Restricted Stock issued upon
the exercise hereof shall be Transferred other piasuant to an effective registration statemendieuthe Securities Act or an exemption fr
the registration provisions thereof and in comp@with any applicable state securities laws. Nan$fer of this Warrant or any such shares
of Restricted Stock to any Person (other than Tijamsfer pursuant to such an effective registnasimtement under the Securities Act or (ii) a
Transfer to an Affiliate of the transferring Hold&rsuch securities in compliance with the requigats set forth below) shall be valid or
effective unless such Holder shall have first dadd to Pegasystems a legal opinion reasonabgfaatry to Pegasystems (which opinion
may be given by either in-house or outside couwdtll expertise in such securities laws) to theaffhat the proposed Transfer is exempt
from the registration requirements of the Secigifiet and that any state securities laws requirésnegpplicable to such Transfer are being
complied with. A Transfer of this Warrant or sudtases of Restricted Stock may be made by any Hdahdgeof to an Affiliate of such Hold
without delivery of such a legal opinion if suchfii&te shall first have delivered to Pegasystem®fiicer's certificate signed by a senior
officer of such Affiliate to the effect that sucHfiliate is acquiring such securities for investrhenly and not with a view to distribution
thereof (excluding a possible Transfer pursuamatvalable exemptions under applicable federal aaid Securities laws); provided that if
within five (5) Business Days after the receipsoth certificate Pegasystems notifies the tranafgiolder that Pegasystems has reasonably
determined in good faith, after consultation wittunsel with expertise in the applicable securiéegs, that a substantial uncertainty exists as
to whether the proposed Transfer of such secutiissich Affiliate is exempt from the registrati@guirements of the Securities Act or
complies with any applicable state securities latws transferring Holder may not complete the psggbTransfer to such Affiliate unless s
Holder first delivers to Pegasystems a legal opimaasonably satisfactory to Pegasystems (whialia@pimay be given by either in-house or
outside counsel expert in such securities lawf)daeffect that the proposed Transfer is exempn fitee registration requirements of the
Securities Act and that any applicable state stestiaws requirements are being complied with hezartificate, if any, evidencing such
shares of Restricted Stock issued upon any suatsfina other than in a public offering pursuanamoeffective registration statement, shall
bear the restrictive legend set forth in Sectiet{&@.below, and each Warrant issued upon such fenasisall bear the restrictive legend set
forth in Section 6.4(b), unless the Holder delivier®egasystems a legal opinion (which opinion bagiven by either in-house or outside
counsel with expertise in such securities laws3wsaably satisfactory to Pegasystems to the effittstuch legend is not required for the
purposes of compliance with the Securities Act amgl applicable state securities laws. Holders\Waarant or the Restricted Stock, as the
case may be, shall not be entitled to Transfer $atrant or such Restricted Stock except in acewreavith this Section 6.3(b).

6.4. Restrictive Legends. (a) Except as otherwisgiged in this Section 6, each certificate for fReted Stock initially issued upon the
exercise of this Warrant, and each certificateRestricted Stock issued to any subsequent trarstdrany such certificate, shall be stamped
or otherwise imprinted with a legend in substahtitiie following form:
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"THE SHARES REPRESENTED BY THIS CERTIFICATE HAVE NGBEEN REGISTERED UNDER THE SECURITIES ACT OF 1933,
AS AMENDED (THE "ACT"), OR ANY STATE SECURITIES LAWNO TRANSFER OF THE SHARES REPRESENTED BY THIS
CERTIFICATE SHALL BE VALID OR EFFECTIVE UNLESS SUCHRANSFER IS MADE PURSUANT TO AN EFFECTIVE
REGISTRATION STATEMENT UNDER THE ACT OR AN EXEMPTI® FROM THE REGISTRATION REQUIREMENTS OF THE
ACT AND IN ACCORDANCE WITH THE APPLICABLE PROVISIOS OF THE WANT UNDER WHICH SUCH SHARES WERE
ISSUED."

(b) Except as otherwise provided in this Sectioag&h Warrant shall be stamped or otherwise ingtiatith a legend in substantially the
following form:

"NEITHER THIS WARRANT NOR ANY OF THE SECURITIES PURHASABLE UPON EXERCISE HEREOF HAVE BEEN
REGISTERED UNDER THE SECURITIES ACT OF 1933, AS AMEED (THE "ACT"), OR ANY STATE SECURITIES LAW. NO
TRANSFER OF THIS WARRANT SHALL BE VALID OR EFFECTIE UNLESS SUCH TRANSFER IS MADE PURSUANT TO AN
EFFECTIVE REGISTRATION STATEMENT UNDER THE ACT ORMEXEMPTION FROM THE REGISTRATION REQUIREMENTS
OF THE ACT AND IN ACCORDANCE WITH THE APPLICABLE PRVISIONS OF THIS WARRANT."

6.5. Termination of Securities Law Restrictions ththstanding the foregoing provisions of this $&ti6, the restrictions imposed by Sec
6.3(b) on the transferability of this Warrant anesRicted Stock and the legend requirements ofi@e6t4 shall terminate as to any particular
Warrant or shares of Restricted Stock when Pegamgsshall have received from the Holder thereefjall opinion reasonably satisfactory to
the Pegasystems to the effect that such legenat iequired in order to ensure compliance withSkeurities Act or any applicable state
securities laws. Whenever the restrictions impdse8ections 6.3(b) shall terminate as to this Wrras hereinabove provided, the Holder
hereof shall be entitled to receive a new Warraatring the following legend in place of the resivie legend set forth hereon:

"THE RESTRICTIONS ON TRANSFERABILITY OF THE WITHINVARRANT CONTAINED IN SECTIONS 6.3(b) AND 6.4
TERMINATED ON , , AND ARE @B FURTHER FORCE AND EFFECT."

Each Warrant issued upon registration of transfany Warrant entitled to bear such legend shalktesimilar legend endorsed thereon.
Wherever the restrictions imposed by this Sectlmil derminate as to any share of Restricted S&sckereinabove provided, the Holder
thereof shall be entitled to receive a new cegticaepresenting such Common Stock not bearingettdctive legend set forth in Section 6.4

(@).
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6.6. Maintenance of Books. Pegasystems agreesittaima at the Designated Office, books for thes&gtion and transfer of this Warrant.

6.7. Rule 144 Current Information. Pegasystemd skalits best efforts to at all times make pulviformation available and to take such
other actions as the Holders of this Warrant oreshaf Restricted Stock may reasonably requess $o afford such Holders the benefits of
Rule 144 in connection with resales.

7. REGISTRATION RIGHTS
7.1. Demand Registration Rights.

(a) Demand Registration. At any time during therfiéise Period, the Holders of all of the outstandRagistrable Securities ("Demanding
Holders") may give Pegasystems written notice shiah Demanding Holders desire to sell Registrabtaifties in a transaction involving a
public distribution. Promptly after receipt of suahtice, Pegasystems and the Demanding Holderkdibaliss the feasibility of arranging for
a sale of such Registrable Securities pursuanute 44 that would enable such Demanding Holdedisjpose of such Registrable Securities
within a single thirty-day distribution period corencing not later than thirty (30) days after theedz such written notice and with respect to
which the Demanding Holders would not be requiretegister and would be permitted to freely setlsReqgistrable Securities under any
applicable state securities laws (a "Non-Regist&isttibution™). If required as a condition to theailability of Rule 144 for such a Non-
Registered Distribution, the Holders shall utilthe Cashless Exercise Option in acquiring the Redike Securities to be sold in such Non-
Registered Distribution. However, the Demandingdéos may at any time following the initiation ofcbudiscussions request in writing (a
"Demand Request") that Pegasystems file with tha@ission a registration statement under the Séesidtct for a public offering of such
Registrable Securities (a "Demand Registrationt) Bagasystems shall be obligated to prepare anduidh registration statement on the
terms and conditions set forth below unless, withim(10) days after the receipt of such DemandiBgly Pegasystems either (i) (A) delivers
to the Demanding Holders an unqualified opinioffoirm and substance reasonably satisfactory to #radhding Holders of nationally
recognized counsel reasonably satisfactory to grmdhding Holders and with expertise in securiti@ssl concluding that the Demanding
Holders may sell the Registrable Securities sultfettie Demand Request in a Non-Registered Digtabwvithout violating and in
accordance with applicable securities laws anda@@ges to indemnify such Demanding Holders agaimgtDamages suffered or incurred by
such Demanding Holders directly or indirectly réisig from such opinion proving to be incorrect ihale or in part or (ii) elects to exercise
its Call Right with respect to such Registrableuiies. If the conditions described in either daui) or (ii) of the preceding sentence are
met, Pegasystems shall have no obligation to taidwather action under this

Section 7 with respect to such Demand Request. iN@ianding any provision to the contrary contaihedein, Pegasystems shall have no
obligation to effect a Demand Registration unldsReagistrable Securities are included therein.
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(b) Notice of Request for Registration. Within {@0) days after delivery of a Demand Request, Batass shall give notice of such
Demand Request to all Holders of Registrable Seesrand shall include in such Demand RegistragibRegistrable Securities with respect
to which Pegasystems has received written reqérestssuch Holders for inclusion within fifteen (1Business Days after such notice is
given. All requests for inclusion of Registrablec@eties pursuant to this Section 7.1 (b), as waslthe initial Demand Request, shall specify
the aggregate number of the Registrable Secudfieach Holder to be registered and also shalligpie intended methods of disposition
thereof (including without limitation whether suoffering is to be an underwritten offering).

(c) Pegasystem's Right to Postpone Registratiotindevent that Pegasystems receives a Demand Retyuiang the Lock-Up Period
applicable to any underwritten registered offefigommon Stock Convertible Securities or StockcRase Rights (so long as Pegasystems
has complied with its obligations under Sectionii.Bespect of such offering), Pegasystems shak tize right to postpone the Demand
Registration until the expiration of such Lock-Ueridd. In addition Pegasystems shall have the tigpbstpone the filing of any Demand
Registration for a reasonable period not to exdg#ddays if at any time prior to such filing (A)desystems has decided to effect a public
offering of Non-Preferred Stock Convertible Sedasitor Stock Purchase Rights or (B) if PegasysteBrsard of Directors or Chief Financial
Officer has reasonably determined in good faith tha disclosures required to be made in such DdrRamistration or the sale of the
Registrable Securities pursuant thereto would piegiin any significant respect any significantficing, acquisition or other transaction t
pending or planned by Pegasystems or any of itsiBialties. Pegasystems shall give the Demandindéti®written notice of any such
postponement, which notice shall be accompaniedl ¢Brtificate signed by the Chief Financial OfficeitGeneral Counsel of Pegasystems
certifying as to the existence of the prerequidibesuch postponement. The Demanding Holders nithdvaw their Demand Request at any
time between the date of such notice and the etitecdipplicable postponement period, in which cesBemand Registration shall be
deemed to have occurred pursuant to such DemangeREfpr the purposes of paragraph (d) below.df@lemand Request is not so
withdrawn upon expiration of the applicable posgoent period, Pegasystems shall proceed with theested Demand Registration on the
terms and conditions set forth below. Pegasystemseaxrercise its postponement right under this papg(c) only once with respect to any
Demand Request. If Pegasystems postpones a Denegistr&tion with respect to which a Demand Requweastgiven prior to the expiration
of the Exercise Period and such Demand Request isithdrawn by the Demanding Holders, the ExerEiseiod shall be extended
automatically until the expiration of the regisioat period provided for below or, if greater, bp@mber of days equal to the number of days
in the postponement period.

(d) Holders Limited to One Demand Registration.d8ygtems shall be obligated to effect no more tinenDemand Registration in total. For
purposes of the preceding sentence, registratiaih st be deemed to have been effected (i) urdasgistration statement with respect
thereto has become effective, (i) if after sudaistration statement has become effective, suditragon or the related offer, sale or
distribution of Registrable Securities thereundenterfered with by any stop order, injunctionotiner order or requirement of the
Commission or other governmental agency or
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court for any reason not attributable to the Sgllolders and such interference is not thereafiiireated or (iii) if the conditions to closing
specified in the underwriting agreement, if anyteead into in connection with such registration raoé satisfied or waived, other than by
reason of a failure on the part of the Selling Hotd Subject to the foregoing, if Pegasystems $laakk complied with its obligations under
this Section 7, a right to demand a registratiorspant to this Section 7.1 shall be deemed to baee satisfied upon the earlier of (x) the
date as of which all of the Registrable Securitietuded therein shall have been disposed of patdoahe registration statement and (y) the
date as of which such Demand Registration shak leeen Continuously Effective for a period of 69gjarovided that if any Registrable
Securities remain unsold as of the end of sucha&30peériod for reasons beyond the reasonable caittbe Selling Holders, such Selling
Holders may by written notice to Pegasystems alrmsdoh Demand Registration, in which case the HsldERegistrable Securities shall be
entitled to one additional Demand Registration urldis Section 7.1 (but in no event shall Pegasystbe required to effect more than one
such additional Demand Registration) but only rs@elling Holders first agree in writing to protypteimburse Pegasystems for all
Registration Expenses incurred by Pegasystemsiinemion with such additional Demand Registration.

(e) Effective Registration Expenses. Subject topferiso in the last sentence of paragraph (d) ebiovany registration initiated as a Demi
Registration, Pegasystems will pay all RegistraBapenses whether or not the registration has becedfactive.

(f) Priority on Demand Registrations. If the mamagunderwriters of a Demand Registration, in gaothf advise Pegasystems in writing that
in their opinion the number of securities propotede sold in such Demand Registration exceedauh#er that can be sold in such offering
or that such number of securities could only be &ahe selling price anticipated to be receivgdte Selling Holders would have to be
reduced, Pegasystems will include in such DemargisRation (i) first, the Registrable Securitiestloé Holders, pro rata among the Holders
on the basis of the number of shares of Registiabtririties then owned by them, after assumingxieecise of the outstanding Warrants;
second, any securities to be issued and sold bgdystgms and

(iii) last, any securities held by all other Persgoro rata among such Persons on the basis ofitheer of shares proposed to be so regis

by them.

(g9) Limitations on Right of Pegasystems or OthesBes to Piggyback on Demand Registrations. NeRegasystems nor any Person ow!
any of its securities (other than the Holders ofri&tats and Common Stock purchasable upon exertibe &Varrants) shall have the right to
include any of Pegasystems's securities in a ragigh statement initiated as a Demand Registratiater this Section 7.1, unless (i) such
securities are of the same class as the RegistBaiularities being registered and (i) if such DechRegistration is an underwritten offering,
Pegasystems or such Persons, as applicable, agreiing to sell their securities on the same t®and conditions as apply to the Registr:
Securities being sold. If any Persons owning séearof Pegasystems (other than the Holders ofdRadjle Securities in such capacity)
register securities of Pegasystems in a Demandsiatijdn, such Persons shall pay the fees and sgperf counsel to such Persons and their
pro rata share of the Registration Expenses iRibgistration Expenses are
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not paid by Pegasystems for any reason. Pegasysterasants that it shall not grant any registratights to any Person which rights would
conflict or be inconsistent with the provisionstiis Section 7.1(Qg).

(h) Selection of Underwriters and Counsel, Et@a Demand Registration involves an underwrittenrafte (i) the Majority Selling Holders
shall be entitled to select the managing undermwrit@dminister the offering, subject to the apalaf Pegasystems (which approval shall
be unreasonably withheld) and (ii) the Majority el Holders shall have the right to select thers®i to represent the Selling Holders. The
underwriting agreements for any Registration inimajvan underwritten offering shall require that threlerwriters purchase all Warrants
properly included by the Selling Holders in a Dech&egistration at the closing of the public offgriat a purchase price equal to the
aggregate public offering price for the Registra®eurities covered by such Warrants less the ggtgd=xercise Price therefor and less
applicable underwriters' discounts and commissions.

7.2. Piggyback Registration. If Pegasystems praposés required to file a registration statemearder the Securities Act with respect to an
offering by Pegasystems for its own account anfifothe account of others of any class of equitusigy (including any Convertible
Securities or Stock Purchase Rights), other thagatration statement on Form S4 or For@ & any successor form) or filed in connect
with any exchange offer or an offering of secusitidlely to Pegasystems existing stockholdersregiatration statement filed pursuant to
Section 7.1, then Pegasystems shall in each casgpfly give notice of such proposed filing to alblders at least 10 Business Days before
the anticipated filing date, and such notice sbiér such Holders the opportunity to register snamber of shares of Registrable Securities
held by such Holders as such Holders may requestritien notice given to Pegasystems within 10 d&fyer receipt of such notice (a
"Piggyback Registration"); provided that Pegasystemay at any time withdraw or cease proceeding anthPiggyback Registration
described in this Section 7.2 if it shall at theneaime withdraw or cease proceeding with the tesfisn of such other securities originally
proposed to be registered. Pegasystems shallsussagonable best efforts to cause the undenwefigeproposed underwritten offering to
permit such Holders to include the specified Regide Securities of such Holders in such offeringlee same terms and conditions as any
similar securities of Pegasystems included theidtwithstanding the foregoing, if the underwritérsuch offering delivers a written opinis

to the Holders that the number of securities wisieth Holders, Pegasystems and any other Persemnsl ittt include in such offering exceeds
the number that can be sold in such offering or $hah number of securities could only be solthéf $elling price anticipated to be received
would have to be reduced then the amount to beeaffehall be reduced, first, pro rata among theletsl and any other Persons proposing to
register securities (other than a Person for whegeBystems is making a required registration) erb#sis of the number of shares proposed
to be registered by them and, second, out of tbergies proposed to be registered by PegasystemsyoPersons for whom Pegasystems is
making a required registration, to the extent neagsto reduce the total amount of securities tmbleided in such offering to the amount
recommended by such managing underwriter.
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7.3. Registration Procedures. If and whenever Bstems is required by the provisions of this Sectido effect or cause the registration of
any Registrable Securities under the Securities Petjasystems will use its best efforts to effeetregistration and the sale of such
Registrable Securities in accordance with the ihéenmethod of disposition thereof as quickly agticable; provided, that Pegasystems <
not be required to honor any request for registmatinder Section 7.2 if such request is receiveBdryasystems later than 30 Business Days
after the date Pegasystems first notifies the Heldésuch registration. In connection with anytsuegistration Pegasystems will:

(a) within a reasonable time, prepare and file whith Commission a registration statement with ressigesuch Registrable Securities and use
its best efforts to cause such registration stat¢meebecome effective; and prepare and file with €Commission such amendments and
supplements to such registration statement angbeotiss used in connection therewith as may be sapet keep such registration staten
effective for a period of not less than 60 dayssuarth shorter period as may be required if all Regjdle Securities covered by such
registration statement are sold prior to the exioneof said 60day period; and comply with the provisions of thee&ities Act with respect
the disposition of all securities covered by susgistration statement during such period in acawdavith the intended methods of
disposition by the sellers thereof set forth inhstegistration statement;

(b) prior to filing a registration statement, fushito each Selling Holder, managing underwritemgent, copies of such registration statement
as proposed to be filed, and thereafter such nuofbepies of such registration statement, eachndment and supplement thereto (in each
case including all exhibits thereto), the prospedteluded in the registration statement (includéagh preliminary prospectus) and such ¢
documents as such Selling Holder, managing undemoi agent may reasonably request, and will ird the managing underwriter, for
each underwriter participating in an underwrittéi@iing, one conformed copy of such registraticatesnent as originally filed and each
amendment thereto (including documents incorporayekference into the related prospectus);

(c) deliver to each Selling Holder and each undigewor agent participating in such offering, with@harge, as many copies of each
preliminary prospectus as such Selling Holder ateuwriter or agent may reasonably request, andetaris the use of such copies for
purposes permitted by the Securities Act; delivezdch such Selling Holder and underwriter and tag@rticipating in such offering, without
charge, from time to time during the period whepr@spectus is required to be delivered under tleeir8es Act, such number of copies of
the prospectus (as supplemented or amended) a$siioty Holder or such underwriter or agent masmnably request;

(d) use its best efforts promptly to register oalify such Registrable Securities under such ogleeurities or blue sky laws of such
jurisdictions as any Selling Holder reasonably esis and do any and all other acts and things whahbe reasonably necessan
advisable to enable such Selling Holder to consutartiee disposition in such jurisdictions of the Re&gble Securities
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owned by such Selling Holder; provided, that foy anch purpose Pegasystems will not be requir€dl tualify generally to do business in
any jurisdiction where it would not otherwise bguied to qualify but for this Section 7.3(d),
(i) subject itself to taxation in any such juristion or (iii) consent to general service of pracesany such jurisdiction;

(e) use its best efforts promptly to cause the egfile Securities covered by such registratioteistant to be registered with or approved by
such other governmental agencies or authoritiesasbe necessary by virtue of the business andtipes of Pegasystems to enable the
Selling Holders thereof to consummate the dispmsitif such Registrable Securities;

(f) immediately notify the Selling Holders and ttmanaging underwriter or agent, and confirm theasoith writing, (i) when a registration
statement, or any post-effective amendment to semistration statement shall have become effectivany supplement to the related
prospectus or any amended prospectus shall hawefites (ii) of the receipt of any comments frohetCommission,

(iii) of any request by the Commission to amendrdggstration statement or amend or supplemenprbgpectus or for additional

information, (iv) of the issuance by the Commissidrany stop order suspending the effectivenesBenfegistration statement or of any order
preventing or suspending the use of any prelimipaogpectus, or of the suspension of the qualiioadf the registered securities for offer

or sale in any jurisdiction, or of the institutionthreatening of any proceedings for any of sustppses and (v) if at any time when a
prospectus is required by the Securities Act tdddevered in connection with sales of the regigtesecurities any representation and warranty
of Pegasystems contemplated by Section 7.3(g) séade true and correct;

(g) if at any time when a prospectus is requiredheySecurities Act to be delivered in connectidthwales of the Warrants and Registrable
Securities any event shall occur or condition exsst result of which it is necessary, in the apirof counsel for the Selling Holders, counsel
for the underwriters or agents or counsel for Pggtams, to amend the registration statement caystich Registrable Securities or amen
supplement the related prospectus in order thdit praspectus will not include an untrue statemémat material fact or omit to state a mate
fact necessary in order to make the statementsitheot misleading in the light of the circumstamegisting at the time it is delivered to a
purchaser, or if it shall be necessary, in the iopilof any of such counsel, at any such time toradrsaich registration statement or amend or
supplement the related prospectus in order to cpmiph the requirements of the Securities Act, ppoisnprepare and file such amendmen
supplement as may be necessary to correct sualeustatement or omission or to make such registratiatement or the related prospectus
comply with such requirements;

(h) use every reasonable effort to prevent theaisse of any stop order suspending the effectivenfessegistration statement or of any order
preventing or suspending the use of any prelimipaogpectus and, if any such order is issued, taimkhe lifting thereof at the earliest
possible time;
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(i) not at any time file or make any amendment tegistration statement, or any amendment of oplempent to a related prospectus
(including amendments of the documents incorporhyexkference into such prospectus), of which teléir§ Holders or the managing
underwriter or agent shall not have been previoadlsised and furnished a copy, or to which suchrgeHolders, the managing underwriter
or agent or counsel for any of the foregoing stedkonably object;

(j) enter into customary agreements (including adenwriting agreement in customary form) and takehsother actions (including without
limitation making such representations and waresntd the Selling Holders, the underwriters anahtsgéf any, in form, substance and scope
as are customarily made by issuers to underwritedsagents in primary underwritten public offerings are reasonably required in order to
expedite or facilitate the disposition of such Rémgible Securities, and shall use its best effortmuse such underwriters to agree in such
customary agreements to purchase from any Holdersshrequests its Warrants in connection with sueterwritten public offering (withot
requiring any such Holder to exercise its WarrantGommon Stock purchasable upon exercise of theais);

(k) make available for inspection by any Sellingldtw, any managing underwriter or agent particigath any disposition pursuant to such
registration statement, and any attorney, accouotanther agent retained by any such Selling Holdederwriter or agent (collectively, the
"Inspectors"), all financial and other records,tipent corporate documents and properties of Pagass (collectively, the "Records") as
shall be reasonably necessary to enable them toisaeheir due diligence responsibility, and caBsgasystems's officers, directors and
employees to supply all information reasonably esged by any such Inspectors in connection with segistration statement, provided that
Pegasystems shall not be required to disclosewtyRecords to any Inspector that has not exeeutethfidentiality agreement in
substantially the form attached as Annex C;

() on the effective day of a registration statetm@mnin the case of an underwritten offering, ba tlate of delivery of the Registrable
Securities sold pursuant thereto, cause to beatelivto the Selling Holders and the underwriteragaemts, if any, opinions of counsel for
Pegasystems, which counsel, and opinions (in feoope and substance) shall be reasonably satigfaotoounsel for the Selling Holders,
covering the matters customarily covered in opisigiven to underwriters in primary underwritten fpuibfferings; immediately prior to the
effectiveness of a registration statement or, éndfise of an underwritten offering, at the timdelfvery of any Registrable Securities sold
pursuant thereto, cause to be delivered to thin§dflolders and the underwriters or agents, if detyers from Pegasystems's independent
public accountants stating that such accountastsdependent public accountants with respect gafestems within the meaning of the
Securities Act, and otherwise in customary form emeering such financial and accounting matterarascustomarily covered by letters of
independent public accountants delivered in conmeetith primary underwritten public offerings;

(m) Each Selling Holder agrees that, upon recdiphg notice from Pegasystems of the
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happening of any event of the kind described ini6e&.3(g), such Selling Holder will forthwith disntinue disposition of Registrable
Securities pursuant to the registration statemewering such Registrable Securities until such difdreceipt of the copies of the
supplemented or amended prospectus contemplat8ddiion 7.3(g), and, if so directed by Pegasysteow) Selling Holder will deliver to
Pegasystems all copies, other than permanentdiles then in such Selling Holder's possessiotheprospectus covering such Registrable
Securities current at the time of receipt of suatice. In the event Pegasystems shall give any satibe, Pegasystems shall extend the pi
during which such registration statement shall laégntained effective pursuant to this Agreementhisyriumber of days during the period
from and including the date of the giving of sudiice pursuant to Section 7.3(g) to and includimg date when each Selling Holder shall
have received the copies of the supplemented ond@éaeprospectus contemplated by Section 7.3(g).

7.4. Registration Expenses. All reasonable expansa&tent to Pegasystems's performance of comm@diarnith Sections 7.1 through 7.4,
including without limitation, all registration arfiling fees, fees and expenses of compliance wattusties or blue sky laws (including
reasonable fees and disbursements of counsel irectian with blue sky qualifications of the Regadtie Securities), rating agency fees,
printing expenses (including without limitation,p@nses of printing prospectuses), messenger aiveéigegéxpenses, internal expenses
(including, without limitation, all salaries andpenses of its officers and employees performingllegaccounting duties), the fees and
expenses incurred in connection with the listinghef securities to be registered on each secuekelsange on which this Agreement requires
such securities to be listed, and fees and disimests of counsel for Pegasystems and its indepéwdeified public accountants (including
without limitation the expenses of any special tadi'cold comfort” letters required by or incideatsuch performance), securities acts
liability insurance (in the event Pegasystems slaxbbtain such insurance), the reasonable faks)@enses of any special experts retained
by Pegasystems in connection with such registrateasonable fees and expenses of other Persairseeby Pegasystems and any Selling
Holders' Counsel Fees incurred in connection wéitheregistration hereunder (but not including anglarwriting discounts or commissions
attributable to the sale of Registrable Securitjgh)such expenses collectively the "Registraiixpenses”) will be borne by Pegasystems;
provided that in the event that (i) Pegasystemsamis the Selling Holders in any Demand Registmatiith a list of at least three nationally
recognized underwriters that have participatedceusties offerings by Pegasystems within two ygaiwsr to the date of the related Demand
Request or who have undertaken due diligence wihact to Pegasystems during such period in cdonegith a merger, acquisition or
other type of transaction, together with an estinwdtthe due diligence expenses of each underwatet its counsel) for the contemplated
underwriting, (ii) such underwriters are ready,lwg and able to effect the underwriting of the Régble Securities at the time contemplated
by the Selling Holders and (iii) the Majority Sellj Holders select a managing underwriter purswa8ection 7.1(h) that is not on such list,
then the Selling Holders shall be required to pesyihcremental due diligence expenses of the unttere&zand their counsel resulting from
such selection.

7.5. Indemnification: Contribution.
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(a) Indemnification by Pegasystems. Pegasysteneeadgo indemnify, to the full extent permitted by| each Selling Holder, its officers,
directors and agents and each Person who contrafskolder (within the meaning of the Securities)Aand any investment advisor thereof
or agent therefor, against all losses, claims, [tesadamages, liabilities and expenses (colletfiv'Damages") caused by any untrue or
alleged untrue statement of a material fact coethin any registration statement, prospectus dingir@ry prospectus or any omission or
alleged omission to state therein a material fegtired to be stated therein or necessary to niekstatements made therein (in the case of a
prospectus, in the light of the circumstances umdéch they were made) not misleading, except musa$ the same are caused by or
contained in any information with respect to suelligg Holder furnished in writing to Pegasystenyssoch Selling Holder expressly for use
therein or by such Selling Holder's failure to detia copy of the registration statement or progfgsesr any amendments or supplements
thereto after Pegasystems has furnished or madlalaleao such Selling Holder a sufficient numbécopies of the same. Pegasystems will
also indemnify the underwriters of the Registrebdeurities, their officers and directors and eaets® who controls such underwriters
(within the meaning of the Securities Act) to tlaene extent as provided above with respect to tthenmmification of the Selling Holders.
Pegasystems's indemnity set forth in the precestimgences of this Section 7.5(a) is subject tatimglition that, insofar as such indemnity
relates to any untrue statement or omission oratleged untrue statement or omission made in @npredry prospectus but eliminated or
remedied in a final prospectus, it shall not iniréhe benefit of any Selling Holder, its officedsrectors and agents or any Person who
controls such Selling Holder, if a copy of the fipeospectus was not delivered by the Selling Hotdex Person purchasing from such Sel
Holder and asserting the claim at or prior to theetrequired by the Securities Act, sufficient aspof such final prospectus were furnished or
made available to such Selling Holder and the dejithereof to such Person would have constitutgefanse to the claim asserted by such
Person.

(b) Indemnification by Selling Holders. In connectiwith any registration statement in which a &gllHolder is participating, each such
Person hereby indemnifies, to the full extent p&ediby law, Pegasystems, its directors, officeid agents and each Person who controls
Pegasystems (within the meaning of the Securitie} #gainst any Damages resulting from any untrusleged untrue statement of a
material fact or any omission or alleged omissiba material fact required to be stated in thegigtion statement or prospectus or any
amendment thereof or supplement thereto or negetssarake the statements therein (in the casepodspectus, in the light of the
circumstances under which they were made) not adshg, to the extent, but only to the extent, thath untrue statement or omission is
contained in any information or affidavit with resp to such Selling Holder furnished in writing $iych Selling Holder expressly for
inclusion in such registration statement or protsec

(c) Conduct of Indemnification Proceedings. Anydeerentitled to indemnification under this Sectiob agrees to give prompt written notice
to the indemnifying party after the receipt by s&grson of any notice of the commencement of atigrgcsuit, proceeding or investigatior
threat thereof made in writing for which such Paradll claim indemnification or contribution pursofto this Section 7.5 and, unless in the
reasonable judgment of the indemnified party a lodinf
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of interest may exist between such indemnifiedyparntd the indemnifying party with respect to suleing, permit the indemnifying party to
assume defense of such claim with counsel reaspsahbfactory to the indemnified party; providéuht the failure to so notify such
indemnifying party shall not relieve such partyrfrany liability which it may have to such indemadiparty except to the extent that the
failure to give notice is prejudicial to such indaifging party. If the indemnifying party is not éed to, or elects not to, assume the defense
of a claim, it will not be obligated to pay the $end expenses of more than one counsel (pluseguyred local counsel) with respect to such
claim, unless in the reasonable judgment of sudarimified party a conflict of interest may existween such indemnified party and any
other indemnified parties represented by such ecdwwish respect to such claim, in which event theéeimnifying party shall be obligated to
pay the fees and disbursements of one additionadsss (and any required local counsel) for the imaiéied party subject to such conflict of
interest. The indemnifying party will not be sulijez any liability for any settlement made withdtstconsent, which consent shall not be
unreasonably withheld.

(d) Contribution. If the indemnification providedrfin this Section 7.5 from the indemnifying paigyunavailable to an indemnified party
hereunder (other than by reason of exception peavid Section 7.5(a) or (b)) in respect of any Dgesareferred to therein, then the
indemnifying party, in lieu of indemnifying suchdemnified party, shall contribute to the amountpai payable by such indemnified party

a result of such Damages in such proportion agpsogriate to reflect the relative fault of the émanifying party and the indemnified party in
connection with the actions which resulted in sDamages, as well as any other relevant equitalvisiderations. The relative fault of such
indemnifying party and indemnified party shall ketetmined by reference to, among other things, ldredny action in question, including
any untrue or alleged untrue statement of a mafacaor omission or alleged omission to stateadeamal fact, has been made by, or relate
information supplied by, such indemnifying partyimdemnified parties, and the parties' relativerimt knowledge, access to information and
opportunity to correct or prevent such statememroission. The amount paid or payable by a party @sult of the Damages referred to
above shall be deemed to include, subject to thigdiions set forth in Section 7.5(c), any legabtirer fees and expenses reasonably incurrec
by such party in connection with any investigatimrproceeding. The parties hereto agree that ifdvoot be just and equitable if contributi
pursuant to this Section 7.5(d) were determinegrbyrata allocation or by any other method of altaan which does not take account of the
equitable considerations referred to in the imntetiigoreceding paragraph. No Person guilty of frdedt misrepresentation (within the
meaning of Section 11(f) of the Securities Act)lsha entitled to contribution from any Person whkas not guilty of such fraudulent
misrepresentation. If indemnification is availablaler this Section 7.5, the indemnifying partieslishdemnify each indemnified party to the
full extent provided in Section 7.5(a) and (b) witih regard to the relative fault of said indemnifyiparty or indemnified party or any other
equitable consideration provided for in this Secffo5(d).

7.6. Participation in Underwritten Registration® Rerson may participate in any underwritten regjistn hereunder unless such Person (a)
agrees to sell such Person's securities on the pasiided in any underwriting arrangements appitduethe Persons entitled hereunder to
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approve such arrangements and (b) completes ardtesell powers of attorney, underwriting agreetdand other documents reasonably
required under the terms of such underwriting ayeaments. Each Selling Holder participating in asyistration under this Section 7 agrees
not to use any materials in connection with the sélRegistrable Securities pursuant to such megish other than materials filed by
Pegasystems with the Commission or, after suclstragion becomes effective, otherwise publicly alde.

8. CALL RIGHT

At any time between the receipt by Pegasystemsdsraand Request and the effective date of thealagistration statement, Pegasystems
shall have the right (the "Call Right") to purchaise Registrable Securities sought to be includethé Selling Holders (or, if the Call Right
is exercised within 10 days of such Demand ReqtlestDemanding Holders) in a Demand Registratioth® Warrants under which such
Registrable Securities are issuable (as applicéiMe) purchase price (the "Call Price") equahte Fair Value of such Registrable Securities,
in each such case determined (i) if the CommonkStpublicly traded at the time, in accordancehwiite definition of "Current Market

Price" and (ii) otherwise as of the date of theligpple Call Notice; provided that to the exterdattany such Warrants are to be repurchased,
the applicable Call Price shall be reduced by theunt of the Exercise Price then in effect. Pegasys may exercise such Call Right by
giving written notice of such exercise (a "Call Met) to the applicable Holders at any time witthie time period specified above. The Call
Price shall be paid by Pegasystems to the appéiddblders within five (5) Business Days after tpplicable Call Price is determined by w
transfer to such accounts as shall be designateddiyHolders, and shall be accompanied by a icatéfsetting forth Pegasystems's
calculation of the Call Price.

9. LOSS OR MUTILATION

Upon receipt by Pegasystems from any Holder ofendd reasonably satisfactory to it of the ownershignd the loss, theft, destruction or
mutilation of this Warrant and an indemnity readainaatisfactory to Pegasystems and, in case ofatiah upon surrender and cancellation
of this Warrant, Pegasystems will execute and deliv lieu hereof a new Warrant of like tenor talstdolder; provided, however, in the case
of mutilation no indemnity shall be required ifsAvarrant in identifiable form is surrendered tg&®/stems for cancellation.

10. DESIGNATED OFFICE

As long as this Warrant remains outstanding, Pesjasys shall maintain an office or agency (the "Beasied Office™), where this Warrant
may be presented for exercise or registrationasfsfer as provided in this Warrant. Such Design@tiide shall initially be the office of
Pegasystems at ADDRESS, Attention: TITLE. Pegasyst@ay from time to time change the Designatedcoffi
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to another office within the United States by netifven to the registered holder of this Warrari¢ast ten (10) Business Days prior to the
effective date of such change.

11. SHAREHOLDER INFORMATION

Until the earlier of the expiration of the ExercReriod or the Exercise Date, Pegasystems shalkedéb the Holder of this Warrant one copy
of each annual report, proxy statement and eadr dibcument distributed by Pegasystems generathetholders of its Common Stock
concurrently with the delivery thereof to such gfenlders. In addition, Pegasystems shall deliveutd Holder copies of any report on Form
10-K, Form 10-Q or Form 8-K filed by Pegasystemthwiie Commission promptly after such filing.

12. REPRESENTATIONS AND WARRANTIES
Pegasystems represents and warrants to each ldbttiers that, as of the Original Issue Date:

12.1. Subscriptions, Options, Etc. As of the Ordjilssue Date, no subscription, warrant, optiontber right to purchase or acquire any
shares of any class of capital stock of Pegasysterasy security convertible into or exchangeableahy such shares, in each case issued by
or binding upon Pegasystems, is outstanding ex¢@pie Original Warrant, and (ii) options and etlawards outstanding under Pegasyst
employee benefit plans.

12.2. Authority to Execute and Perform Agreemeritak all necessary corporate power and authariégxecute, deliver and perform its
obligations under this Warrant and to issue ordfenthe Common Stock purchasable upon exercig@soWarrant; the execution, delivery
and performance by it of this Warrant have been duthorized by all necessary corporate actiortopart; and this Warrant has been duly
executed and delivered by and constitutes the,lgghtl and binding obligation of it, enforceablgaist it in accordance with its terms,
except as such enforceability may be limited byb@)kruptcy, reorganization, insolvency and siméavs of general application relating tc
affecting the enforcement of creditors' rights gatig or (b) the principles governing the availéyiof equitable remedies.

12.3. Authorized Capital Stock. The authorized d@itock of Pegasystems as of the Original Issate Ponsists of 45,000,000 shares of
Common Stock of which 28,487,600 shares are isanddutstanding and none are reserved for issugaethe exercise of outstanding
Stock Purchase Rights and Convertible Securitiedi{ding the shares reserved for issuance uportieeenf the Original Warrant and shares
issuable under Pegasystems stock plans). The CorBtock has the rights and preferences set fortherCertificate of Incorporation of
Pegasystems, a true, correct and complete cophichwogether with the Bylaws of Pegasystemsairthecase with all amendments through
the Original Issue Date, have been delivered t@fesiems.
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12.4. No Breach; No Contractual Restriction on Repase. Neither the execution and delivery of Wi&rant, the consummation of the
transactions contemplated hereby (including witHimoitation the issuance of Common Stock upon tker@se hereof), nor compliance with
the terms and provisions hereof will: (a) confligth or result in a breach of, or require any coisender,

(i) the Certificate of Incorporation or bylaws ofdasystems, (ii) any applicable law or regulatiofii) any order, writ, injunction or decree
of any court or governmental authority or agencgligpble to Pegasystems, or any agreement or imsintito which Pegasystems is a pari
by which Pegasystems is bound or to which Pegasgsi® subject or (b) constitute a default undersumgh agreement or instrument, or re
in the creation or imposition of any lien upon afythe revenues or assets of Pegasystems pursudug terms of any such agreement or
instrument.

12.5. Approvals. No authorizations, approvals arsemts of, and no filings or registrations withy governmental or regulatory authority or
agency on or prior to the Original Issue Date, WwHhiave not already been made or obtained, are swye®r the execution, delivery or
performance by Pegasystems of this Warrant, theusomation of the transactions herein contemplatdédrahe validity or enforceability
thereof.

13. MISCELLANEOUS

13.1. Nonwaiver. No course of dealing or any deafailure to exercise any right hereunder on the pf Pegasystems or any Holder shall
operate as a waiver of such right or otherwiseuglieg the rights, powers or remedies of such Person

13.2. Notices. Any notice, demand, request, consgmiroval, declaration, delivery or communicati@meunder to be made pursuant to the
provisions of this Warrant shall be sufficientlywgn or made if in writing and either delivered &rgon with receipt acknowledged or sent by
registered or certified mail, return receipt reqedspostage prepaid, addressed as follows:

(i) if to any Holder of this Warrant or holder oERtricted Stock issued upon the exercise hered§ kst known address appearing on the
books of Pegasystems maintained for such purpose;

(ii) if to Pegasystems, at ADDRESS, Attention: THL

or at such other address as may be substitutedtimergiven as herein provided. The giving of anyige required hereunder may be waived
in writing by the party entitled to receive suchioe. Every notice, demand, request, consent, &pprdeclaration, delivery or other
communication hereunder shall be deemed to have didg given or served on the date on which perdpdalivered, with receipt
acknowledged, or three (3) Business Days aftesdinee shall have been deposited in the United Staésor one (1) Business Day after the
same shall have been delivered to Federal Expremsother overnight courier service.
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13.3. Limitation of Liability. No provision hereoif) the absence of affirmative action by the Holothis Warrant to purchase shares of
Common Stock, and no enumeration herein of thegighprivileges of the Holder hereof, shall giigerto any liability of such Holder to pay
the Exercise Price for any Common Stock other thasuant to an exercise of this Warrant or anyilitgtas a stockholder of Pegasystems,
whether such liability is asserted by Pegasystenhy @areditors of Pegasystems.

13.4. Remedies. Each Holder of this Warrant, intasidto being entitled to exercise its rights geahby law, including recovery of damages,
shall be entitled to specific performance of itghts provided under this Warrant. Pegasystems agine¢é monetary damages would not be
adequate compensation for any loss incurred byreaka breach by it of the provisions of this Véatrand hereby agree, in an action for
specific performance, to waive the defense that@edy at law would be adequate.

13.5. Successors and Assigns. Subject to the poogi®f Section 6, this Warrant and the rights ericed hereby shall inure to the benefit of
and be binding upon the successors of Pegasystahth@successors and permitted assigns of theeHb&teof. The provisions of this
Warrant are intended to be for the benefit of alldérs from time to time of this Warrant, and slue&lenforceable by any current Holder. In
addition, the provisions of Section 7 and any offterisions hereof that by their terms apply todéss of Common Stock issued upon
exercise hereof shall survive any exercise ofWigrant and inure to the benefit of and be bindipgn such Holders and any transferees of
such Common Stock. Notwithstanding the foregoinith wespect to the transfer of this Warrant or ekaf Common Stock received upon
exercise of this Warrant other than to an Affiliafed=DR, the registration rights granted under Wiarrant shall be transferable only to
Persons receiving under such transfer at leasb@0Ghares of Common Stock or the right to rec&d@000 shares of Common Stock upon
exercise of this Warrant.

13.6. Severability. Wherever possible, each prowigif this Warrant shall be interpreted in such neairas to be effective and valid under
applicable law, but if any provision of this Wartahall be prohibited by or invalid under appliGakdw, such provision shall be ineffective to
the extent of such prohibition or invalidity, witlibinvalidating the remainder of such provisiortloe remaining provisions of this Warrant.

13.7. Headings. The headings used in this Warranfioa the convenience of reference only and st@tll for any purpose, be deemed a pa
this Warrant.

13.8. Right of Holders to Challenge Certain Detaatibns of Pegasystems. The following provisioralsipply to any determination by the
Board of Directors or Chief Financial Officer ofg@systems (the "Pegasystems Determination”) dfiéi¥air Value of any Non-Preferred
Stock (i) the Fair Distribution Value of any diedd or distribution to the holders of any clasdlohPreferred Stock radii) the fair market
value or allocation of any consideration for theumnce of Non-Preferred Stock and (iv) any oth&rateon, allocation or adjustment
hereunder that is stated to be subject to the afjtite Majority Holders to challenge such detemtion pursuant to this Section
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13.8. Upon the request of the Majority Holders, 8gtems shall make available to the Majority Hddrich material information as the
Majority Holders may reasonably request relevarh&issue addressed by such Pegasystems Detéomjnabvided that Pegasystems shall
not be required to disclose any confidential infation to any Holder that has not executed and ey a confidentiality agreement
substantially in the form of Annex C hereto or thisclosure of which would violate any contractuabther legally binding confidentiality
restriction applicable to Pegasystems. If the Mgjdiolders at any time believe that the PegasystBetermination is inaccurate in a way
that disadvantages the Holders, they may proposdtemative valuation or allocation (the "Holddd€termination") by written notice to
Pegasystems setting forth the basis for such Hsll@stermination. Upon delivery of such notice, #agtems and the Majority Holders shall
negotiate in good faith for a period of thirty (3f3ys in an effort to resolve the differences iluation or allocation represented by the
Pegasystems Determination and the Holders' Detatiom If such differences are not resolved by agrent of Pegasystems and the Majc
Holders by the end of such thirty-day period, thajdvity Holders will have the right, exercisable Wsitten notice to Pegasystems, to require
that such dispute be resolved by an IndependeanEial Expert, who shall be instructed to makevts independent determination of the
valuation or allocation in question (the "ExpeR&termination”), which Expert's Determination shradt be less favorable to the Holders than
Pegasystems's Determination nor more favorableetdiblders than the Holders' Determination. Theetxghall be instructed to make its
determination within sixty (60) days, and its detaration shall be final and binding on Pegasystantsall Holders or Warrants and Comr
Stock. The reasonable fees and expenses of thpdndent Financial Expert shall be paid by Pegasysiethe Expert's Determination is
more than five percent (5%) closer to the Holdeetermination than to Pegasystems's Determinadiaed] be paid by the Majority Holders if
the Expert's Determination is more than five per¢b%) closer to Pegasystems's Determination thahet Holders' Determination, but shall
be shared equally by Pegasystems and the Majoalgets if the Expert's Determination does not vaoyn the mean between Pegasystems's
Determination and the Holders' Determination by erthian five percent (5%) of such mean. Pending fasolution of the dispute by
negotiation or by submission of the dispute toradependent Financial Expert, Pegasystems's Detationirnshall be used for the purpose of
making any payment hereunder to the Holders, fdiimgagany adjustment to the Exercise Price hereundéosr any other purpose hereunder.
If the resolution of such dispute is more favorabléhe Holders than Pegasystems's Determinatiegasystems shall make such additional
payments and shall take such other additional a€t#s are necessary to place the Holders in the pasition as they would have been in if
the Expert's Determination had been used for thegse of making such payment or adjustment to ttexdise Price or for such other purp

at the time of taking such original action.

13.9. Waiver or Amendment. This Warrant and aleotWarrants may be modified or amended or the piows hereof waived only with the
written consent of Pegasystems and the MajorityravarHolders, provided that no such Warrant magnbdified or amended to reduce the
number of shares of Common Stock for which suchrédiis exercisable or to increase the price atlwhuch shares may be purchased
exercise of such Warrant (before giving effectrig adjustment as provided therein) without the temitconsent of the Holder thereof.

31



13.10. GOVERNING LAW. THE PARTIES HEREBY ACKNOWLEDE&SAND AGREE THAT, IN ALL RESPECTS, INCLUDING ALL
MATTERS OF CONSTRUCTION, VALIDITY AND PERFORMANCETHIS WARRANT AND THE OBLIGATIONS ARISING
HEREUNDER SHALL BE GOVERNED BY, AND CONSTRUED ANDNFFORCED IN ACCORDANCE WITH, THE LAWS OF THE
STATE OF DELAWARE APPLICABLE TO CONTRACTS MADE ANIPERFORMED IN SUCH STATE WITHOUT REFERENCE TO

ANY CONFLICTS OF LAWS PRINCIPLES.
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IN WITNESS WHEREOF, Pegasystems has caused thisaeao be duly executed by their duly authoriz&tters.
PEGASYSTEMS INC.

By:

Name:

Title:

ACKNOWLEDGED AND AGREED TO
BY FIRST DATA RESOURCES INC.

By:
Name:
Title:
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ANNEX A
SUBSCRIPTION FORM

[To be executed only upon exercise of Warrant]

The undersigned registered owner of this Warraavacably exercises this Warrant for the purchdssmaggregate of shares
Common Stock of PEGASYSTEMS INC. and herewith maiesment therefor, all at the price and on the $eamd conditions specified in
this Warrant and requests that certificates forinkde&cated number of shares of Common Stock hepebbghased (and any securities or other
property purchasable upon such exercise) be idaube name of and delivered to:

Name Address Number of Shares

[Replicate additional delivery
instruction blocks as necessary]

Dated:

(Name of Registered Owner)



(Signature of Registered Owner)

(Street Address)

(City) (State) (Zip Code



ANNEX B
ASSIGNMENT FORM

FOR VALUE RECEIVED the undersigned registered ownfathis Warrant hereby sells, assigns and tragsfato the Assignee(s) named
below all of the rights of the undersigned undés Warrant, with respect to the number of shareSafimon Stock set forth below:

Name Address Number of Shares

[Replicate additional assignment
blocks as necessary]

and does hereby irrevocably constitute and appoint attorney-in-fact to regsich transfer onto the books of
Pegasystems Inc. maintained for the purpose, witipdwer of substitution in the premises.

Dated:

(Name of Registered Owner)



(Signature of Registered Owner)

(Street Address)

(City) (State) (Zip Code



ANNEX C
FORM OF CONFIDENTIALITY AGREEMENT
CONFIDENTIALITY AGREEMENT

THIS CONFIDENTIALITY AGREEMENT (this "Agreement"sientered into as of the __ day of , by and
between PEGASYSTEMS INC., a Massachusetts corporétPegasystems"), and a STATE corporation
("Recipient”).

WHEREAS, Recipient is the holder of a Warrant (tAéarrant") issued by Pegasystems or of shares gd$3stems Common Stock issued
upon exercise of such a Warrant and, pursuantdtddel3.8 of such applicable Warrant, has requettat Pegasystems disclose to the
Recipient certain Confidential Information (as defil below);

WHEREAS, it is a condition to Pegasystems's olligatinder Section 7.3(k) or Section 13.8 of the Mfatrto disclose such Confidential
Information that Recipient agree to abide by cartainfidentiality restrictions with respect to suoformation, as more fully set forth below:

NOW, THEREFORE, in consideration of these premésasfor other good and valuable considerationreéleipt and sufficiency of whic
are hereby acknowledge, Pegasystems and Recigierd as follows:

1. Confidential Information Defined. For the purps®f this Agreement, "Confidential Information"égasystems or any Affiliate
(collectively, the "Disclosing Party") will includall oral and written information and material témgible or intangible form (including,
without limitation, technical, operating, businesgrketing and financial information), which sucts&osing Party furnishes, directly or
indirectly, to the Recipient or any of its Affilies (collectively, the "Receiving Party") pursuamBection 7.3(k) or

Section 13.8 of the Warrant and which is specifjciaentified in writing as being confidential. Sudentification of Confidential Informatic
may be made by the Disclosing Party before or duittie disclosure of such information or by writtestice delivered following such
disclosure confirming that such disclosure conwdiuConfidential Information; provided that in teent that any such Confidential
Information is identified by a written notice dedred to the Recipient following such disclosureph@visions of this Agreement shall not be
deemed to apply to such Confidential Informationtéoany disclosure thereof by the Recipient) ptiothe giving of such notice. However,
none of the following will be considered Confidetinformation:

() information that was already known to the Reagj Party (and not otherwise subject to an obiaabf confidentiality to the Disclosing
Party) prior to disclosure of such information he RReceiving Party by the Disclosing Party;

(i) information that is disclosed to the ReceiviRgrty by a third party which, to the knowledgetef Receiving Party, is not under any
obligation of confidentiality to th



Disclosing Party with respect to such information;
(iii) information that is in the public domain oeteafter enters the public domain through no fafulhe Receiving Party;

(iv) information that is independently developeddmployees, consultants or agents of the ReceRarty without reference to Confidential
Information of the Disclosing Party.

2. Obligation to Maintain Confidentiality. Each Régng Party shall: (1) keep all Confidential Infieation disclosed to it by the Disclosing
Party in strict confidence; (2) protect such Coefital Information with the same degree of carthasReceiving Party treats its own
confidential information;

(3) not, without the prior written consent of thes@losing Party, disclose or permit any such Canitéal Information to be disclosed to
anyone other than the Receiving Party's directdfigers, employees, agents or consultants who hdegitimate need to know the
Confidential Information in connection with mattemntemplated in Section 7.3(k) or Section 13.thefWarrant or, if the Recipient is a
"Holder" within the meaning of the Warrant, in cestion with such Holder's exercise of any of ights under the Warrant or other pending
business matters between such Holder and Pegasystath(4) not use, and not permit its directoifi;ers, employees, agents or consultants
to use, any such Confidential Information for aegigon other than as contemplated in

Section 7.3(k) or Section 13.8 of the Warrant othé Recipient is a "Holder" within the meaningtioé Warrant, in connection with such
Holder's exercise of any of its rights under theritat or other pending business matters betwedmldotder and Pegasystems].

3. Obligations of Permitted Disclosees. Each RéegifParty shall advise all directors, officers amdployees to whom any Confidential
Information is disclosed of the confidentiality waltions of such directors, officers and officensler this Agreement with respect to such
information, and such Receiving Party shall reqalt@gents, consultants and other third partiesttom Confidential Information is
disclosed pursuant to paragraph 2 above to agmeeting to be bound by the confidentiality obligats set forth in this Agreement.

4. Required Disclosures. In the event any ReceiRiady is required by any court or legislative dménistrative body (by oral questions,
interrogatories, requests for information or docatagsubpoena, civil investigation, demand or simirocess) to disclose any Confidential
Information, the Receiving Party shall provide Bisclosing Party with prompt notice of such reqoient in order to afford the Disclosing
Party an opportunity to seek an appropriate prvectrder. However, if the Disclosing Party is uleato obtain or does not seek such
protective order and the Receiving Party is conageib disclose such Confidential Information ungiein of liability for contempt or other
censure or penalty, disclosure of such informati@y be made without liability.

5. Equitable Relief. Each Receiving Party agreasttie Disclosing Party would suffer irreparablenm@and that damages caused by a breach
of this Agreement may be impossible to calculatd rmay, therefore, be an inadequate remedy. Accgisdieach Receiving Party agrees that
the Disclosing Party shall be entitled to tempow@mg permanent injunctive relief against



Receiving Party and/or its agents for any threatemeactual breach hereof.

6. Notices. Any notice, demand, request, cons@msoval, declaration, delivery or communicationengrder to be made pursuant to this
Agreement shall be sufficiently given or made ifairiting and either delivered in person with re¢gipknowledged or sent by registered or
certified mail, return receipt requested, postagpaid, addressed as follows:

(a) if to the Recipient, at its last known addragpearing on the stock or Warrant transfer recofd®egasystems;
(b) if to Pegasystems, at ADDRESS, Attention: TITLE

or at such other address as may be substitutedtimergiven as herein provided. The giving of anyige required hereunder may be waived
in writing by the party entitled to receive sucttice. Every notice, demand, request, consent, apprdeclaration, delivery or other
communication hereunder shall be deemed to have didg given or served on the date on which perdépdalivered, with receipt
acknowledged, or three (3) business days aftesah®e shall have been deposited in the United Ste#dsor one (1) business day after the
same shall have been delivered to Federal Expremsother overnight courier service.

7. Successors and Assigns. This Agreement shai# itauthe benefit of and be binding upon the susmmsand assigns of Pegasystems and
Recipient.

8. Severability. Wherever possible, each provisibthis Agreement shall be interpreted in such neamas to be effective and valid under
applicable law, but if any provision of this Agreemt shall be prohibited by or invalid under apgiealaw, such provision shall be ineffect
to the extent of such prohibition or invalidity,thvout invalidating the remainder of such provismrthe remaining provisions of this
Agreement.

9. Headings. The headings used in this Agreemerfioathe convenience of reference only and slad|lfor any purpose, be deemed a part of
this Agreement.

10. GOVERNING LAW. THE PARTIES HEREBY ACKNOWLEDGEMD AGREE THAT, IN ALL RESPECTS, INCLUDING ALL
MATTERS OF CONSTRUCTION, VALIDITY AND PERFORMANCETHIS WARRANT AND THE OBLIGATIONS ARISING
HEREUNDER SHALL BE GOVERNED BY, AND CONSTRUED ANDNFFORCED IN ACCORDANCE WITH, THE LAWS OF THE
STATE OF DELAWARE APPLICABLE TO CONTRACTS MADE ANIPERFORMED IN SUCH STATE WITHOUT REFERENCE TO
ANY CONFLICTS OF LAWS PRINCIPLES.

IN WITNESS WHEREOF, the parties have caused thiseAment to be executed &



delivered by their duly authorized officers aslué tlay and year first above written.

PEGASYSTEMS INC.

By:
Name:
Title:
[Recipient]
By:
Name:

Title:
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Exhibit 13.1

STOCK PRICE HISTORY AND RELATED STOCKHOLDER MATTERS (unaudited)

The following table sets forth the range of higld émw sales prices on the National AssociationefBity Dealers Automatic Quotation
("Nasdaq") National Market System under the Nasjambol PEGA, for 1996 and 1997. The Company's comstack has been traded on
the Nasdaq National Market System since its inftighlic offering in July 1996. Prior to that datieere was no public market for the
Company's common stock. As of February 6, 1998Cimpany had approximately 39 stockholders of kamd approximately 2,600
beneficial owners of the Company's common stockF8&pruary 25, 1998, the closing sale price of ttraraon stock was $22.00. The

Company has never declared or paid any dividendss@ommon stock. The Company intends to retaiedrnings to finance future growth,
and therefore does not anticipate paying any didden the foreseeable future.

1997 High Low

First Quarter $39.13 $19.38
Second Quarter $ 32.06 $16.75
Third Quarter $ 38.50 $26.81
Fourth Quarter $ 33.88 $15.13
1996 High Low

Third Quarter (beginning July 19, 1996) $27.00 $10.00
Fourth Quarter $37.00 $26.13
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The selected consolidated financial data presdratmv at December 31, 1993, 1994, 1995, 1996 aAd hve been derived from the
consolidated financial statements of Pegasystemq'lRegasystems"” or the "Company"). This data n@ybe indicative of the Company's
future condition or results of operations and stidag read in conjunction with the consolidatedriicial statements and related notes inclt

herein.

(in thousands, except per share data)
Consolidated Statement of Income Data:
Total revenue $
Income (loss) from operations

License interest income

Net income

*Earnings per share:
Basic $
Diluted $
Weighted average number of
common shares outstanding:
Basic
Diluted

(in thousands) 1

Consolidated Balance Sheet Data:
Cash and cash equivalents
Working capital

Long-term license installments, net
Total assets

Long-term debt

Stockholders' equity

PEGASYSTEMS INC.
FIVE YEAR COMPARISON OF SELECTED CONSOLIDATED FINAN CIAL DATA

Years Ended December 31,

$33

993 1994 1995 1996
10,212 $16,263 $22,247

793 2,236 3,257 10
1,305 1,457 1,486 1
1,233 2,193 2,878 7
0.05 $ 0.09 $ 0.12 $
0.05 $ 0.09 $ 0.12 $
22,501 23,407 23,490 24
23,437 23,472 23,743 26

December 31,

993 1994 1995 1996
435 $ 456 $ 511 $24
4,231 4,441 4,393 34
6,782 9,135 13,399 23
17,057 20,787 25,876 66
458 450 816

9,676 11,872 14,674 52

019 (3,388)
565 1,789
500

1,085

0.30 $ 0.04

,802 28,284
,397 30,268
1997

,385 108,649

Certain of these amounts have been restated imdsstee with the adoption of SFAS No. 128, "EarniRgs Share."
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Overview

The Company was founded in April 1983 to developrkat and support customer management softwaréaudifor financial services
organizations. Product development began immegtiatad by the end of the year the Company had sedtsréirst customer.

The Company's revenue is derived from two sousmeftware license fees and services revenue. Liderese which have historically
represented the majority of the Company's totadmere, are generally payable on a monthly basisrditgase agreements which typically
have a five-year term and may be extended at thimicier's option for an additional fixed period. Blicense agreements are generally non-
cancellable, although some may be terminated blidbrsee for a fee prior to the expiration of itiéal term but after a minimum specified
period. The Company's licenses generally providewfmual license fee increases (the "inflation staljients") based on recognized inflation
indexes (sometimes subject to maximums). The Cognpalieves that both it and its customers derivestantial benefits from the recurring
fee model because it encourages the Company tespenmsive to customer needs and provides the Comptnadditional revenue
opportunities through license renewals.

License revenue is generally recognized upon ptoglteptance. In the case of license agreemenvedmer extensions, revenue is
recognized upon execution of the renewal or theresibn. The inflation adjustments are recognizéabig over the periods to which they
apply. The amount of software license revenue neizeg upon product acceptance or license renevegjual to the present value of the
payments due during the minimum initial or reneteain, as the case may be, plus the present valaeyoéarly termination fee. In 1995, and
the three months ended March 31, 1996, the disaatmtfor purposes of the present value calculatias 7%; for the nine months ended
December 31, 1996, such discount rate was 6.75%n@mcing with the three months ended March 31, 18@6Company established and
intends to continue to establish the discountqataterly as a function of the Company's currentgnal borrowing rate. In 1997, the
discount rate for purposes of the present valusution was 7%. The imputed interest portion ef libense fees, which is reported as lice
interest income in the Company's consolidated stamés of income, is recognized over the minimurtiahor the renewal term, as the case
may be. To date, a substantial majority of the Camyfs software licenses have been renewed upora&rpi The fact that a portion of the
Company's revenue is derived from the renewalehise agreements with fixed expiration dates agsistCompany in anticipating future
revenue.

The Company's services revenue is comprised offfeésplementation, consulting, maintenance aadhing services. Software license
customers are offered the ability to enter intoaantenance contract requiring the customer to papathly maintenance fee over the term of
the related license agreement typically equal fw@gmately 18% of the license fee. Maintenance fe® recognized ratably over the term of
the maintenance agreement. The Company's softwamerinentation agreements typically require the Camggo provide a specified level of
implementation services for a fixed fee, typicailgh additional implementation services availatii@m hourly rate. Implementation fees are
payable upon the achievement of specified milestohlee Company generally recognizes implementasowell as consulting and training
fees as the services are provided.

The Company's export revenue has fluctuated coraditlein the past due to the fact that such revdrasebeen largely attributable to a small
number of product acceptances during a given peEgdort revenue declined from $3.9 million to $ghlion in 1995 due to the lack of
large product acceptances during the year. In 1898ort revenue increased to $5.9 million, as alte$ new customers in the European
marketplace. In 1997, export revenue increased 18 ®illion as a result of new product acceptaraeslicense renewals in Europe, Canada
and Mexico.

Most of the Company's contracts are denominatédl $1 dollars, although several are denominatedharacurrencies, primarily British
pounds sterling. The Company expects that in thedumore of its contracts will be denominateddrefgn currencies. The Company has not
experienced any significant foreign exchange gairlssses, and the Company does not expect theigfocurrency fluctuations will
significantly affect either its revenue or costshe near term.
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The Company's business has experienced and isteggeccontinue to experience significant seastndfiistorically, the Company has
recognized a greater percentage of its revenus third and fourth quarters than in its first @ettond quarters due to the Company's sales
commission structure and the impact of that stmgctun the timing of product acceptances and licesisewals by customers. This pattern is
reinforced by the Company's maintenance contradtsh generally entitle customers to, among othergs, a fixed number of hours of
service per calendar year. Once the annual alldtofeservice hours is exhausted, customers pagdditional services on an hourly basis,
typically resulting in higher services revenuehia Company's second, third, and fourth quarters.

RESULTS OF OPERATIONS

The following table sets forth for the years indézhthe percentage of total revenue representegigin items reflected in the Statements of
Income of the Company:

Years Ended December 31,

19 95 1996 1997
(as a percentage of total revenue)
Revenue:
Software license 6 0.8% 66.4% 64.6%
Services 3 9.2 33.6 35.4
Total revenue 10 0.0 100.0 100.0
Cost of revenue:
Cost of software license 2.9 1.4 0.6
Cost of services 2 7.7 20.8 26.5
Total cost of revenue 3 0.6 22.2 27.1
Gross profit 6 9.4 77.8 72.9

Operating expenses:

Research and development 3 1.7 24.5 34.1
Selling and marketing 1 6.1 17.9 39.4
General and administrative 6.9 55 7.0
Total operating expenses 5 4.7 47.9 80.5
Income (loss) from operations 1 4.7 29.9 (7.6)
License interest income 6.7 4.7 4.0
Other interest income 0.1 1.8 7.5
Interest expense ( 0.5) (0.3) --
Income before provision for income taxes 2 1.0 36.1 3.9
Provision for income taxes 7.9 13.7 15
Net income 1 3.1% 22.4% 2.4%




YEAR ENDED DECEMBER 31, 1997 COMPARED TO YEAR ENDED DECEMBER 31, 1996

The Company restated its consolidated financia¢stants for the unaudited quarters ended MarcA®7, June 30, 1997, and September
30, 1997. The restatements reflect changes irirthieg of revenue recognition and expense on cedantracts and increased reserves for
revenue and doubtful accounts. In the opinion ofiage@ment, all material adjustments necessary teadhe financial statements have been
made.

Revenue

Total revenue for 1997 increased 32.2% to $44.#ianifrom $33.5 million for 1996. The increase wasnarily due to an increase in
software license revenue.

Software license revenue for 1997 increased 2807$28.7 million from $22.3 million for 1996. Thedirease in software license revenue was
primarily attributable to software license acceptsby new customers, software license agreemeeiveds, expanded software usage by
existing customers, the licensing of standard pcotemplates, and inflation-based increases in higtitense fees.

Services revenue for 1997 increased 39.1% to $th8lion from $11.3 million for 1996. The increaseservices revenue was primarily
attributable to increased demand for implementadiah consulting services.

Cost of Revenue

Cost of software license consists of amortizatigpesse related to stock warrant and capitalizetiveoé costs, royalty payments to third
party software vendors, and costs of product mefiiplication and packaging. Cost of software lieefts 1997 decreased 46.4% to $0.3
million from $0.5 million for 1996, and decreasedlaapercentage of total revenue from 1.4% for 16966% for 1997. As a percentage of
software license revenue, cost of software licalesgeased from 2.1% for 1996 to 0.9% for 1997. SUsdreases were due to decreased
amortization of purchased software costs partiafiiget by the costs associated with a stock puechasrant issued by the Company in June
1997, which cost is being amortized through Decertie 2002.

Cost of services consists primarily of the costprofviding implementation, consulting, maintenararg] training services. Cost of services
for 1997 increased 68.9% to $11.8 million from $@illion for 1996. Cost of services as a percent@igetal revenue increased from 20.8%
for 1996 to 26.6% for 1997, and increased as aep#gige of services revenue from 61.8% for 1996t06% for 1997. These increases in cost
of services were mainly due to increased staffinthe Company's Client Services group worldwide.

Operating Expenses

Research and development expenses consist priméatihe cost of personnel and equipment neededrtduct the Company's research and
development efforts. Research and development sggdnr 1997 increased 83.8% to $15.1 million f&8® million for 1996. The increase
in research and development expenses was due hirithg of additional development personnel as \aslthe depreciation of purchased
capitalized software. As a percentage of total meee research and development expenses increase@#4.5% for 1996 to 34.0% for 1997.
The Company has been increasing spending on sademarketing more rapidly then increases in devakt and intends to continue a
strategy of leveraging existing product functiotyally balancing its historical focus on researcti development with an increased emphasis
on sales and marketing.

Selling and marketing expenses for 1997 increa8&d4% to $17.5 million from $6.0 million for 1998s a percentage of total revenue,
selling and marketing expenses increased from 1T0®@%996 to 39.4% for 1997 as the Company investduiilding its sales force. Such
increases were attributable to the hiring of adddi direct sales and marketing personnel, incteaakes commission payments attributab
higher sales, and increased investment
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in marketing support activities and materials. Dgri997, the Company continued to build its satesraarketing infrastructure in its
domestic and international offices.

General and administrative expenses consist piliynafrthe salaries of the Company's executive, adstriative and financial personnel, and
associated expenses. General and administrativenegp for 1997 increased 68.2% to $3.1 million f&in® million for 1996 due to
increased investment in the infrastructure neededipport the Company's growth. Such expensesasedeas a percentage of total revenue
from 5.5% for 1996 to 7.0% for 1997 due to the Camys investment in infrastructure.

License Interest Income

License interest income represents the portionl éitanse fees due under software license agretswenich was not recognized upon prot
acceptance or license renewal. License interestiedor 1997 increased 14.3% to $1.8 million from6$million for 1996 reflecting a larger
installed product base.

Provision for Income Taxes

The provisions for federal, state and foreign taxese $4.6 million and $0.7 million for 1996 and®¥9respectively. The effective tax rates
were 38.1% for 1996 and 38.0% for 1997. At Decen®ier1997, the Company had $9.1 million in net apeg loss and research and
development tax credit carryforwards availableffead future federal taxable income. See Note Rates to Consolidated Financial
Statements.

YEAR ENDED DECEMBER 31, 1996 COMPARED TO YEAR ENDED DECEMBER 31, 1995
Revenue

Total revenue for 1996 increased 50.8% to $33.5anifrom $22.2 million for 1995. The increase wasnarily due to an increase in
software license revenue.

Software license revenue for 1996 increased 64$22.3 million from $13.5 million in 1995. The mase in software license revenue was
primarily attributable to software license acceptsby new customers, software license agreemeeiveds, expanded software usage by
existing customers, the licensing of standard pcotkmplates, and inflation-based increases in higtitense fees.

Services revenue for 1996 increased 29.5% to $hillidn from $8.7 million for 1995. The increasesarvices revenue was primarily
attributable to increased demand for consultingiamglementation services, and to a lesser exteateased maintenance revenue from a
larger installed product base.

Cost of Revenue

Cost of software license for 1996 decreased 24®%$015 million from $0.6 million for 1995, and deased as a percentage of total revenue
from 2.9% for 1995 to 1.4% for 1996. As a perceatafjsoftware license revenue, cost of softwaenke decreased from 4.7% for 1995 to
2.1% for 1996. Such decreases were due to decraasadization expense related to capitalized sofivaevelopment costs. No software
development costs were capitalized in 1995 or 1996.

Cost of services for 1996 increased 13.2% to $ill®mfrom $6.2 million for 1995, mainly due tocdreased staffing in the Company's
Reengineering and Client Services group in theddniKingdom and in the Company's domestic regioffales to meet growing client
commitments. Cost of services as a percentagealfrivenue declined from 27.7% for 1995 to 20.8%10996, and declined as a percentage
of services revenue from 70.7% for 1995 to 61.8%4.f96, in both cases due to the growth in the Gomwis total revenue and increased
utilization of service personnel.
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Operating Expenses

Research and development expenses for 1996 indré&s#% to $8.2 million from $7.1 million for 199%5he increase in research and
development expenses was due to the hiring ofiadditdevelopment personnel. As a percentage af tevenue, research and development
expenses declined from 31.7% for 1995 to 24.5%1 €96, reflecting the Company's strategy of leverggixisting product functionality by
balancing its historical focus on research and ldgweent with an increased emphasis on sales ankietitag. In addition, research and
development expenses declined as a percentagebfdeenue due to the growth in the Company's tetenue.

Selling and marketing expenses for 1996 increa3e@l6 to $6.0 million from $3.6 million for 1995. Aspercentage of total revenue, selling
and marketing expenses increased from 16.1% fdb 19®97.9% for 1996. Such increases were attribeitimbthe hiring of additional direct
sales and marketing personnel, increased sales issiompayments attributable to higher sales, anceased investment in marketing
support activities and materials.

General and administrative expenses for 1996 isex20.5% to $1.9 million from $1.5 million for ®8ue to increased investment in the
infrastructure needed to support the Company's trdBuch expenses declined as a percentage oféotaiue from 6.9% for 1995 to 5.5%
for 1996 due to the growth in the Company's teaknue.

License Interest Income
License interest income for 1996 increased 5.3%dt6 million from $1.5 million for 1995, reflecting larger installed product base.
Provision for Income Taxes

The provisions for federal, state and foreign taxese $1.8 million and $4.6 million for 1995 and9869 respectively. The effective tax rates
were 38.0% for 1995 and 38.1% for 1996. At Decen®derl996, the Company had $0.8 million in researwth development tax credit
carryforwards available to offset future federakatale income. See Note 8 of Notes to Consolidatedrfeial Statements.
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LIQUIDITY AND CAPITAL RESOURCES

Since its inception, the Company had funded itsammns primarily through cash flow from operaticarsl bank borrowings. In July 1996,
Company issued and sold 2.7 million shares of Com8tock in connection with its initial public offag. Net proceeds to the Company fr
such offering were approximately $29.4 million.January 1997, the Company issued and sold 1.8&m#hares of Common Stock in
connection with a second public offering. Net pext®to the Company from such second public offeriage approximately $51.9 million.
At December 31, 1997, the Company had cash andezpstalents of approximately $52.0 million and king capital of approximately
$62.7 million. The Company's approach of chargiogrise fees payable in installments over the tdrits icenses has historically deferred
the receipt of cash and, prior to its initial peliffering, had limited the availability of workirgapital.

Net cash provided by operating activities for tearyended December 31, 1995 was $0.8 million. Bt cised in operating activities for
years ended December 31, 1996 and 1997 was $2i@maihd $10.0 million, respectively. The incre@seash used in operating activiti
was primarily due to a reduction in net income, andncrease in accounts receivable, prepaid ergensd other assets.

Net cash used by investing activities for the yesmded December 31, 1995, 1996 and 1997 was $llidm$2.0 million and $14.5 millior
respectively. This cash was used mainly to supgperpurchase of development software, in additioié purchase of property and
equipment consisting mainly of computer hardware software and furniture and fixtures to suppoet@ompany's growing employee base.
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Net cash provided by financing activities for theays ended December 31, 1995, 1996 and 1997 wasfilon, $28.5 million and $52.
million, respectively. This cash was provided mpaiat a result of the Company completing an infiighlic stock offering in 1996 and a
second public stock offering in 1997.

The Company's capital commitments consist primarflgperating leases for office space and equipnfgribecember 31, 1997, the
Company's commitments under non-cancellable opgréiases for office space with terms in excesmefyear totaled $1.6 million, $0.8
million and $0.3 million for 1998, 1999 and 2008spectively. The Company's total payments undér Rases was $1.1 million, $1.4
million and $3.0 million for 1995, 1996 and 199&spectively. See Note 7 of Notes to Consolidatedrttial Statements.

The Company's $5.0 million revolving credit linehiah expired on June 30, 1997, was renewed witlséinee bank and has a maturity date of
June 30, 1999. At December 31, 1997, the Compadynb@orrowings under such facility. The Compay&lit agreement prohibits the
payment of dividends, has profitability requirengeand requires maintenance of specified levelargjible net worth and certain financial
ratios. The Company intends to renegotiate the sarchthe covenant requirements under the existiegolf credit with the same bank. See
Note 4 of Notes to Consolidated Financial States

The Company recorded bad debt expense in the amofi0.8 million, $0.3 million and $1.9 million 995, 1996, and 1997, respectively,
as a result of indications that certain receivabdsting primarily to consulting and installatisarvices rendered by the Company would not
be collected in full.

The Company believes that the net proceeds fromittal public offering in July of 1996, and itesond public offering which was comple
in January of 1997, together with cash generatespgyations and availability under its bank créaliflity will be sufficient to fund the
Company's operations for at least the next yeawdver, there can be no assurance that additiopébtheyond the amounts currently
forecasted by the Company will not be requirechat ainy such required additional capital will baitable on reasonable terms, if at all, at
such time as required by the Company.

INFLATION

Inflation has not had a significant impact on tran@any's operating results to date, nor does tmepa@ny expect it to have a significant
impact in the future due to the fact that the Comyfmlicense and maintenance fees are typicalljestito annual increases based on
recognized inflation indexes.

SIGNIFICANT CUSTOMERS

In 1995, the Company had three customers that ateddor 16.2%, 14.9% and 12.6%, respectivelyhef@ompany's consolidated revenue.
In 1996, the Company had three customers that ateddor 14.5%, 11.4% and 10.5%, respectivelyhef@ompany's consolidated revenue.
In 1997, the Company had two customers that aceduior 13.7% and 10.0%, respectively, of the Corgjsaconsolidated revenue.

FORWARD-LOOKING STATEMENTS

Certain statements contained in this Annual Regart'forward-looking statements" as defined inPhiszate Securities Litigation Reform Act
of 1995. These statements involve various risksuareertainties which could cause the Company'ssaodsults to differ from those
expressed in such forward-looking statements. ThHiskg and uncertainties include the seasonal tvami@f the Company's operations and
fluctuations in the Company's quarterly resultpjddechnological change involving the Companytsdpicts, delays in product development
and implementation, the technological compatibiifthe Company's products with its customers'esyst the Company's dependence on
customers in the financial services market, intexmsepetition in the markets for the Company's potsiurisk of non-renewal by current
customers, management of the Company's growthoted risks and uncertainties. Words such as "d¢gpé@nticipates,” "intends," "plans,"
"believes," "estimates,"” and "should" and similarrds and expressions are intended to identify dhedrd-looking statements contained in
this Annual Report. These statements are basedtimnages, projections, beliefs, and assumptioritk®@Company and its management ant
not guarantees of future performance. Further médion regarding those factors which could causedbmpany'’s actual results to differ
materially from any forward-looking statements @néd herein is included in the Company's repoffeiam 10-K for the year ended
December 31, 1997, which has been filed with theuSttes and Exchange Commission.
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PEGASYSTEMS INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share-related data)

December 31,

Assets 1996 1997
Current assets:
Cash and cash equivalents $24,201 $ 52,005
Trade and installment accounts receivable, net of
allowance for doubtful accounts of $939 in
1996 and $2,200 in 1997 14,582 20,319
Prepaid expenses and other current assets 1,235 1,514
Total current assets 40,018 73,838
Long-term license installments, net 23,802 36,403
Equipment and improvements, net 3,035 5,578
Purchased software and other, net - 11,701
Total assets $66,855 $127,520
Liabilities and Stockholders' Equity
Current liabilities:
Accounts payable and accrued expenses $ 2,697 $ 5,398
Deferred revenue 53 1,754
Deferred income taxes 2,904 3,978
Total current liabilities 5,654 11,130
Deferred income taxes 8,816 3,669
Commitments (Note 7)
Stockholders' equity:
Preferred stock, $.01 par value, 1,000,000 shar es
authorized; no shares issued and outstanding - -
Common stock, $.01 par value, 45,000,000 shares
authorized; 26,392,200 shares and 28,545,100
shares issued and outstanding in 1996
and 1997, respectively 264 285
Additional paid-in capital 30,206 86,841
Deferred compensation (73) (55)
Stock warrant - 2,897
Retained earnings 22,022 23,107
Cumulative foreign currency translation adjustm ent (34) (354)
Total stockholders' equity 52,385 112,721
Total liabilities and stockholders' equity $66,855 $127,520

The accompanying notes are an integral part oktheasolidated financial statements

Page 41



PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF INCOME
(in thousands, except per share amounts)

Years Ended December 31, 1995 1996
Revenue:
Software license $13,528 $22
Services 8,719 11
Total revenue 22,247 33

Cost of revenue:

Cost of software license 635
Cost of services 6,161 6
Total cost of revenue 6,796 7
Gross profit 15,451 26
Operating expenses:
Research and development 7,061 8
Selling and marketing 3,592 5
General and administrative 1,541 1
Total operating expenses 12,194 16
Income (loss) from operations 3,257 10
License interest income 1,486 1
Other interest income 16
Interest expense (118)

Income before provision for

income taxes 4,641 12
Provision for income taxes 1,763 4
Net income $2,878 $7

Earnings per share:

Basic $ 0.12 $

Diluted $ 0.12 $
Weighted average number of common shares outstandin g

Basic 23,490 24

Diluted 23,743 26

The accompanying notes are an integral part oktheasolidated financial statements
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258 $28,657
287 15,704
545 44,361
477 256
975 11,782
452 12,038
,003 32,323
218 15,104
,999 17,483
857 3,124
074 35,711
,019 (3,388)
565 1,789
619 3,348
(85) -
118 1,749
618 664
,500 $1,085
0.30 $ 0.04
0.28 $ 0.04
802 28,284
397 30,268




PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

(in thousands)

Common

Balance at December 31, 1994

Foreign currency

translation adjustment
Issuance of stock options
Net income

Balance at December 31, 1995
Issuance of common
stock, net of issuance costs
Exercise of stock options
Tax benefit from exercise
of stock options
Foreign currency
translation adjustment
Amortization of deferred
compensation
Net income
Balance at December 31, 1996
Issuance of common
stock, net of issuance costs
Exercise of stock options
Tax benefit from exercise
of stock options
Foreign currency
translation adjustment
Amortization of deferred
compensation
Issuance of stock warrant
Net income

Additional
Paid-in

Deferred

Amount

Capital

Compensation

23.490

$235

$15 $-

23,490

2,700
202

26,392

1,837
316

30,206 @

51,925 -
638 -

4,072 -

($5

Stock
Warrant

Retained
Earnings

Balance at December 31, 1994

Foreign currency

translation adjustment
Issuance of stock options
Net income

Balance at December 31, 1995
Issuance of common
stock, net of issuance costs
Exercise of stock options
Tax benefit from exercise
of stock options
Foreign currency
translation adjustment
Amortization of deferred
compensation
Net income

Balance at December 31, 1996

Issuance of common
stock, net of issuance costs
Exercise of stock options
Tax benefit from exercise
of stock options
Foreign currency
translation adjustment
Amortization of deferred
compensation
Issuance of stock warrant

$11,644

Cumulative

Foreign
Currency

Translation
Adjustment

Total
Stockholders'
Equity

($22)

(76)

$11,872

(76)
0

2,878

14,674

29,366
66

697
64

18
7,500

52,385
51,943
641
4,072
(320)

18
2,897



Net income 1,085 - 1,085

Balance at December 31, 1997 $23,107 ($354) $112,721
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PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Years Ended December 31,

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash
provided by (used in) operating activities:
Provision for deferred income taxes
Depreciation and amortization
Provision for doubtful accounts
Change in operating assets and liabilities
Trade and installment
accounts receivable
Prepaid expenses and
other current assets
Accounts payable and
accrued expenses
Deferred revenue

Net cash provided by (used in) opera

activities

Cash flows from investing activities:
Purchase of equipment and improvements
Purchased software

Net cash used in investing activitie
Cash flows from financing activities:
Repayment of note payable to stockholder
Proceeds from issuance of long-term debt
Repayments of long-term debt
Issuance of common stock, net
Exercise of stock options
Tax benefit from exercise of stock options
Net cash provided by financing activ
Effect of exchange rate on cash and cash equival
Net increase in cash and cash equivalents
Cash and cash equivalents, at beginning of year
Cash and cash equivalents, at end of year
Supplemental disclosures of cash flow information:
Cash paid during period:
Interest

Income Taxes

Non-cash financing activity:
Issuance of stock warrant

ting

ities

ents

1995 1996
$ 2,878 $ 7,500
1,836 3,977
1,455 1,633
793 300
(5,638) (16,389)
(221) (810)
(244) 950
(25) (61)
834 (2,900)
(1,423) (2,005)
(1,423) (2,005)
(50) -
1,345 -
(575) (1,598)
- 29,366
- 66
- 697
720 28,531
(76) 64
55 23,690
456 511
$ 511 $ 24,201
$ 119 $ 86
$ 315 $ 90

The accompanying notes are an integral part oktheasolidated financial statements.
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3,159
1,938

(20,276)

(279)
1,978
1,701



PEGASYSTEMS INC. - NOTES TO CONSOLIDATED FINANCIAL STATEMENTS -
December 31, 1997

1. SIGNIFICANT ACCOUNTING POLICIES
(a.) Business

Pegasystems Inc. (the "Company") was incorporatefimil 21, 1983 and develops customer service mameent software used by large,
transaction-intensive organizations to automateraadage their customer interactions. Customernseo€Company include large banks and
credit card processors and mutual fund companiésrame recently major companies in non-financiavise industries. The Company also
offers consulting, training, and maintenance ampsett services to facilitate the installation arse wf its solutions.

The environment of rapid technological change aehise competition which is characteristic of thtveare development industry results in
frequent new products and evolving industry statlslafhe Company's continued success depends galility to penetrate vertical
markets, enhance current products and develop negdugts on a timely basis that keep pace with Hanges in technology and competitors'
innovations.

International revenue is subject to various rigksluding imposition of government controls, explarénse requirements, political and
economic conditions and instability, trade resimits, currency fluctuations, changes in taxesidatiffies in staffing and managing
international operations, and high local wage scafed other operating costs and expenses.

(b.) Principles of Consolidation

The consolidated financial statements include te®ants of the Company and its wholly-owned subsies, Pegasystems Limited,
Pegasystems Investment Inc., Pegasystems Worldnédeand Pegasystems Pty Ltd. All intercompanyants and transactions have been
eliminated in consolidation.

(c.) Foreign Currency Translation

The translation of assets and liabilities of thenpany's foreign subsidiaries is made at year-eted ief exchange, while revenue and expense
accounts are recorded at the average rates of eyeh@he resulting translation adjustments areueber] from net income and are charged or
credited to "Cumulative foreign currency translatadjustment"” included as part of stockholdersltggRealized and unrealized exchange
gains or losses from transaction adjustments élexted in operations and are not material.

(d.) Revenue Recognition

The Company recognizes revenue in accordance water8ent of Position (SOP) 91-1, "Software ReveReeognition,” issued by the
American Institute of Certified Public AccountanBpecifically, revenue from software licenses isegally recognized upon product
acceptance pursuant to non-cancellable licenseagmts and is based on management's assessmehetbaliectibility on the long-term
license installments is probable. Upon acceptaheeCompany has no significant vendor obligatidie Company accrues the estimated
cost of warranty and product returns in the penogthich product revenue is recognized; historictlese amounts have not been materic
the case of license agreement renewals or extensiewvenue is recognized upon execution of thewaher the extension. Maintenance fees
are recognized ratably over the term of the maantea agreement. The Company recognizes implemamisiwell as consulting and train
fees as the services are provided.
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Beginning in 1998, the Company will be requirectimpt the provisions of SOP 97-2, "Software RevdReeognition.” The adoption of the
statement is not estimated to have a significapeithon the Company. Software license revenue septs the present value of future
payments under non-cancellable license agreemdnth\provide for payment in installments, typicatiyer a five-year period. A portion of
the revenue from each agreement is recognizedexr®at income over the term of the agreement.

The discount rate in effect for 1995 and the thmeaths ended March 31, 1996 was 7%. The discotmfeathe nine-month period ended
December 31, 1996 was 6.75%. In 1997, the discatatfor purposes of the present value calculatias 7%. The trade and installment
accounts receivable recorded on the balance steeattof $5.1 million and $6.8 million as of Dedmn 31, 1996 and 1997, respectively,
which represents the imputed interest portion afris payments due under the Company's licensemgrés. Deferred revenue represents
payments from customers, primarily for maintenaseevices, which are recognized as revenue as ldtedeservices are performed.

(e.) Cash and Cash Equivalents

Cash and cash equivalents are stated at cost, @hioximates market, and consist of short-terghliiliquid investments with original
maturities of three months or less.

(f.) Concentration of Credit Risk

Financial instruments that potentially subject @@npany to a concentration of credit risk consigtubstantially all of the trade accounts
receivable and long-term license installments rad#e. The Company records long-term license ims#its in accordance with its revenue
recognition policy, which results in receivablesnfr customers (primarily large financial serviceanizations with strong credit ratings).

(9.) Equipment and Improvements

Equipment and improvements are recorded at cogtidamtion is computed using the straight-line rodtbver the estimated useful lives of
the assets, which are three years for equipmentiamgears for furniture and fixtures. Leasehattbrovements are amortized over the life of
the lease.

(h.) Software Costs

In compliance with Statement of Financial AccougtBtandards (SFAS) No. 86, "Accounting for the €aétComputer Software to be Sold,
Leased, or Otherwise Marketed," certain softwasgsare capitalized in the accompanying consolkitlbgdance sheets. Capitalization of
software costs begins upon the establishment bhtdogical feasibility, defined by the Company asaking model or an operative version
of the computer software product that is complétettie same language and is capable of runnindl arf the platforms as the product to be
ultimately marketed. No costs were capitalized miyi995, 1996, or 1997.

Amortization of capitalized software costs are uigiedld in cost of software license revenue. Totalréizadion expense charged to cost of
software was $0.6 million and $0.5 million durin@9b and 1996, respectively. No amortization expéoseapitalized software costs was
charged to software license revenue in 1997.
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(i.) Net Income Per Share

The Company adopted SFAS No. 128, "Earnings PereShetfective December 15, 1997. SFAS No. 128htistaes standards for computing
and presenting earnings per share and appliedit@envith publicly held common stock or potenti@mimmon stock. In accordance with the
Securities and Exchange Commission's Staff AccagrBiulletin (SAB) No. 98, the Company has deterrditiet there were no nominal
issuances of common stock or potential common stothke period prior to the Company's initial pehtiffering (IPO). The Company has
applied the provisions of SFAS No. 128 and SAB 8&retroactively to all periods presented. Caldoie of basic and diluted net income
share and potential common share are as follows:

Years Ended December 31, 1995 1996 1997

(in thousands, except per share data)

Basic

Net income $2,878 $7,500 $1,085
Weighted average common shares outstanding 23,490 24,802 28,284
Basic earnings per share $ 0.12 $0.30 $0.04
Diluted

Net income $2,878 $7,500 $1,085
Weighted average common shares outstanding 23,490 24,802 28,284
Effect of:

Assumed exercise of stock options 253 1,595 1,984

Weighted average common shares outstanding,
assuming dilution 23,743 26,397 30,268

Diluted earnings per share $ 0.12 $028 $ 0.04

As of December 31, 1995, no outstanding optiongweercluded from the weighted average common slwartstanding, assuming dilution.
of December 31, 1996 and 1997, 7,201 options aB#8& options, respectively, were excluded fromvilegghted average common shares
outstanding, assuming dilution, as their effect lddae anti-dilutive.

(j.) New Accounting Standards

In June 1997, the Financial Accounting Standardsr@¢FASB) issued SFAS No. 130, "Reporting Compnshe Income." SFAS No. 130
requires disclosure of all components of compreleriacome on an annual and interim basis. Comprgikie income is defined as the
change in equity of a business enterprise duripgrind from transactions and other events and iwistances from nonowner sources. SFAS
No. 130 is effective for fiscal years beginningeafbecember 15, 199

In June 1997, the FASB issued SFAS No. 131, "D&aies About Segments of an Enterprise and Relafednation.” SFAS No. 131
requires certain financial and supplemental infdiomato be disclosed on an annual and interim Hasisach reportable segment of an
enterprise. SFAS No. 131 is effective for fiscahgebeginning after December 15, 1997.
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(k.) Stock Options

The Company grants stock options for a fixed nuntbehares to employees with an exercise pricelgquhe fair market value of the shares
at the date of the grant. The Company accountstémk option grants in accordance with APB Opiridmn 25, "Accounting for Stock Issued
to Employees,” and intends to continue to do sairlgul995, the Company granted stock options fiixedd number of shares to employees
with an exercise price less than the then fair etavklue of the shares at the date of the gramttheodifference between the fair market value
and the exercise price, the Company recorded @efeompensation in the consolidated statement®okisolders' equity, which is being
expensed over the vesting period.

The Company has adopted the disclosure provisinlysad SFAS No. 123, "Accounting for Stock-Basedn@xensation,” and will continue to
account for its stock option plans in accordandé #ie provisions of Accounting Principles Board®@) Statement No. 25, "Accounting for
Stock Issued to Employees."

(I.) Use of Estimates

The preparation of the financial statements in confty with generally accepted accounting princplequires management to make
estimates and assumptions that affect the repartemints of assets and liabilities at the date efittancial statements and the reported
amounts of revenue and expenses during the regqoéinod. Actual results could differ from thoséiraates.

2. EQUIPMENT AND IMPROVEMENTS

The cost and accumulated depreciation of equip@ettimprovements consist of the following:

(in thousands) Decembe r31,

1996 1997
Equipment $3,956 $7,243
Furniture and fixtures 1,005 1,895
Leasehold improvements 527 838

5,488 9,976
Less: accumulated depreciation (2,453) (4,398)
Equipment and improvements, net  $3,035 $5,578

Depreciation expense was approximately $0.8 millgin2 million and $2.0 million for the years endeecember 31, 1995, 1996 and 1997,
respectively.
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3. ACCOUNTS PAYABLE AND ACCRUED EXPENSES
Accounts payable and accrued expenses consist ébitbwing:

December 31,

(in thousands) 1996 1997
Trade accounts payable $ 692 $ 863
Employee compensation and benefits 1, 257 1,332
Accrued income taxes 160 754
Other accrued expenses 588 1,114
Sales return reserve - 961
Accrued consulting costs -- 374
$2, 697 $5,398

4. DEBT
The Company had no outstanding long-term debt aeBwer 31, 1996 and December 31, 1997.

As of December 31, 1997, the Company had a lirgexfit with a bank allowing for borrowings up to.@3nillion at the prime rate which w

expire on June 30, 1999. The Company had no bangswoutstanding under the line of credit at Decer8the 1997. Borrowings are subject
to various covenants which call for a specifiecelesf working capital and net worth, maintenanceeatain financial ratios and restrictions

the payments of dividends. As of December 31, 189¥ Company was in compliance with all covenaewsept for the profitability financial
covenant, for which the Company received a non-diamge waiver.

5. STOCKHOLDERS' EQUITY
(a.) Secondary Public Offering

On January 28, 1997, the Company issued and s®lehillion shares of common stock in connection vitishisecond public offering. Net
proceeds to the Company from this offering wereraxmately $51.9 million.

(b.) Recapitalization and Stock Split

On July 10, 1996, the Company increased the nuwoiftgrares of common stock authorized from 9.0 aiilio 45.0 million shares. The
Company's Board of Directors approved a three-far-stock split in the form of a stock dividend effee on July 10, 1996. The financial
statements give effect to the stock split for allipds presented.

Page 4¢



The Board of Directors is authorized, subject tdaig limitations prescribed by law, without furth&@ockholder approval, to issue from time
to time up to an aggregate 1.0 million shares efgyred stock in one or more series and to fixlter ¢he designations, preferences, rights and
any qualifying limitations or restrictions of theages of each such series thereof, including thidetd rights, dividend rates, conversion
rights, voting rights, terms of redemptions (inéhglsinking fund provisions), redemption price oicps, liquidation preferences and the
number of shares constituting any shares or detsigrsaof such series.

(c.) Long-Term Incentive Plan

In 1994, the Company adopted a Long-Term IncerRia@ (the "1994 Plan") to provide employees, doextnd consultants with
opportunities to purchase stock through incentivelsoptions and through options that do not qyald incentive stock options.

In addition to options, eligible participants undee 1994 Plan may be granted stock appreciatigtig; restricted stock and long-term
performance awards. As of December 31, 1997, &ab&0 million shares of common stock were reedrfor issuance under the 1994 Plan.

The option price per share is determined at the digrant. For incentive stock options, the oppoice may not be less than 100% of the fair
market value of the Company's common stock at taetglate. Incentive stock options granted to agrehaving greater than 10% of the
voting power of all classes of stock must havearase price of at least 110% of fair market vadfithe Company's common stock. Options
granted under the 1994 Plan generally vest ovenyfaars and expire no later than ten years fronddite of grant.

(d.) 1996 Non-Employee Director Stock Option Plan

The 1996 Non-Employee Director Stock Option Plée (Director Plan") was adopted by the Board oEBiors on May 13, 1996 and
approved by the stockholders on June 26, 1996 Ditteetor Plan provides for the grant of optionstloe purchase of up to 250,000 shares of
common stock of the Company. As of December 31716ptions to purchase 90,000 shares were outsiguutider the Director Plan but no
shares had been issued under the plan.

The Director Plan is administered by the Compeasdfiommittee and provides that each person whorbesa director of the Company
after May 13, 1996, and who is not also an empla@fébe Company, will receive upon initial electitmthe Board of Directors an option to
purchase 30,000 shares of common stock vestingual@nnual installments over five years. The @serprice for all options granted under
the Director Plan is equal to the market pricehef common stock as of the date of grant.

(e.) 1996 Employee Stock Purchase Plan

The 1996 Employee Stock Purchase Plan (the "StaothBse Plan™") was adopted by the Board of DiresatarMay 13, 1996 and approvec
the stockholders on June 26, 1996. An aggregai@@D00 shares of common stock are reserved foanse pursuant to this plan. To date,
there have been no offerings under the Stock PsecRi&n and no shares of common stock have beerdifisereunder.
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The following table presents the combined activityhe two option plans from which options haverbgeanted during the years ended

December 31, 1995, 1996 and 1997:

1995
Number W
of
Options E

Outstanding options

at beginning of year 1,672
Granted 335
Exercised -
Cancelled (83)

Outstanding options at
end of year 1,924

Exercisable options at
end of year 606

Weighted average fair
value of options granted
during the year

1996 1997

eighted Number Weighted Numb er Weighted
Average of Average of Average
xercise Options Exercise Opti ons Exercise
Price (in thousands) Price (in thou sands) Price
$0.33 1,924 $0.34 $2,5 82 $5.04
$0.39 993 $13.19 1,2 14 $22.79
$ - (202) $0.33 3 16) $2.03
$0.48 (133) $4.94 3 81) $20.52
$0.34 2,582 $5.04 3,0 99 $10.40
$0.33 679 $0.33 8 22 $2.13
$0.09 $8.84 $11.38

In December 1995, the Company granted options tchase 335,250 shares of common stock at an ezgmice of $.39 per share. The
Company recorded an increase to additional pa@mtal and a corresponding charge to deferred eosgtion in the amount of $91,000 to
recognize the aggregate difference between the e éair value for accounting purposes of the stoutions at the date of grant and the
exercise price. The deferred compensation willrhersized over the option vesting period of five rgea

The following table presents weighted average paie life information about significant option gpsuoutstanding at December 31, 1997:

Options Out

Number

Remai

Outstanding Contra

(in thousands) Life (

Range of exercise prices

$0.33 -$0.39 1,303
$6.00 - $10.00 615
$12.50 - $18.25 549
$20.56 - $31.88 632
3,099

standing Options Exercisable
ted

age  Weighted Weighted
ning Average Number Average

Exercisable Exercise
(in thousands) Price

ctual Exercise
years) Price

18 $0.34 698 $0.33

37 $9.64 78 $10.00

.06 $17.37 46 $16.17

.51 $25.83 - --
822
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Pursuant to the requirements of SFAS 123, theiatig are the pro forma net income and net incomespare for 1995, 1996 and 1997, as if
the compensation expense for the option plans bad tetermined based on the fair value at the datatfor grants in 1995, 1996 and 1997,
consistent with the provisions of SFAS 123:

1995 1996 1997
As Pro As Pro As Pro
Reporte d Forma Reported Forma Reported Forma
Net income (loss) (in thousands) $2,878 $2,878 $7,500 $7,122 $1,085 $(774)
Basic net income (loss) per share $0.12 $0.12 $0.30 $0.29 $ .04 $(0.03)
Diluted net income (loss) per share $0.12 $0.12 $0.28 $0.26 $ .04 $(0.03)

A range of expected vesting percentages were diveach range of exercise prices. In 1997, thegafgxercise prices from $0.33 to $0.39,
$6.00 to $10.00, $12.50 to $18.25and $20.56 to8B3 1t is expected that 95 percent, 90 percenpefbent and 50 percent of those options
will vest, respectively. These ranges were based tipe Company's estimates that a more significamtber of lower priced options as
compared to higher priced options will vest.

The fair value of options at the date of grant wesémated using the Black-Scholes model with dtlewing weighted-average assumptions:

Option
1 995 1996 1997
Volatility 0.0 0.0-9.9 0.5
Expected option life (years) 5.0 5.0 5.0
Interest rate (risk free) 5.51% 5.38-6.69% 6.13-6.57%
Dividend yield 0.0% 0.0% 0.0%

Volatility for 1997 was calculated on a quarterhsks and was determined to be
0.5. Volatility for 1996 was calculated on a momgthhsis. For 1996, exclusive of one month's datarevrolatility was 9.9, volatility ranged
from 0.0 to 1.4. The Company has never declaregaiar dividends on any of its capital stock andsdoet expect to in the foreseeable fut

The effects on 1995, 1996, and 1997 pro formantatme (loss) and net income

(loss) per share of expensing the estimated féirevaf stock options and shares are not necessaphgsentative of the effects on reporting
the results of operations for future years as #reds presented include only one, two and threesyef option grants under the Company's
plan.

(6) Software License and Support and Warrant Agesgm
On June 27, 1997, the Company entered into Softhiaemse and Support and Warrant Agreements witst Biata Resources, Inc. (FDR).

The provisions of the Software License and Supfagreement give FDR the right to use the Comparoftsvare in connection with new
products and also the exclusive right to markestrithiute and sublicense the Company's softwarenandproducts to FDR customers and
prospects. In addition to the granting of a licettsese its software, the Company will also prowddevices to FDR in connection with the
new products. For the right to the license andsthices, FDR is expected to pay the Company afeasaf $49.25 million. FDR paid $5.0
million in 1997 and remaining fees are expectedeaid on a monthly basis over the term of theagent. The initial term of this
agreement commences on June 27, 1997 and rungthiecember 31, 2002.

In accordance with the Software License and Suppgmtement, the Company was granted a licensectigss to and use of the designs,
specifications and code of FDR's ESP Product. Asideration for this right, the Company paid FDR $1million. This amount was
recorded as purchased software on the accompaogimplidated balance sheet.

In connection with the Software License and Suppgreement on June 27, 1997, the Company comntiitedovide a Warrant to FDR.
Pursuant to the Warrant Agreement, the Company &\ the right to purchase 284,876 shares of thagamy's Common Stock at a
purchase price of $28.25 per share which repredeheefair market value of the common stock ondhte of the agreement The warrant will
become exercisable on June 27, 1998 and will exyirdune 27, 2002. The warrant was valued at $#li@mrand the corresponding deferred
asset was capitalized and included in "purchas@td/a@ and other" on the accompanying consolidhtddnce sheet.
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The Company will recognize the base fee revenueatsmlamortize the value of the purchased soft@adethe warrant on a pro rata basis
over the initial 5-1/2 year term of the agreemeéniring the period from June 27, 1997 through Decm®i, 1997, the Company recognized
revenue of approximately $4.6 million related te Software License and Support Agreement and redaachortization expense of
approximately $1.2 million related to the ESP seftevand warrant.

7. LEASES

The Company leases certain equipment and officeespader non-cancellable operating leases. Futimenum rental payments required
under the operating leases with non-cancellabteden excess of one year at December 31, 1997sdm@laws:

Year ended December 31, (in tho usands)
1998 $1 ,594
1999 797
2000 329
2001 329
2002 329
Thereafter 987
Total $4 ,365

Total rent expense under operating leases wasx@apmtely $1.1 million, $1.4 million and $3.0 milliofor the years ended December 31,
1995, 1996 and 1997, respectively.

8. INCOME TAXES
Income before income taxes consists of the follgwin

(in thousands)

1995 1 996 1997
Domestic $4,318 $1 1,546 $1,392
Foreign 323 572 357
Total $4,641 $1 2,118 $1,749
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The provision (benefit) for income taxes for th@yeended December 31, 1995, 1996 and 1997 cahsitee following:

(in thousands)

1995 19 96 1997
Current:
Federal $(107) $6 $(149)
State (39) 212 (30)
Foreign 73 160 121
Total current (73) 378 (58)
Deferred:
Federal 1,563 3, 662 688
State 273 578 34
Total deferred 1,836 4, 240 722
$1,763 $4, 618 $664

The effective income tax rate differed from thegiary federal income tax rate due to the following

1995 1996 1997

Statutory federal income tax rate 34.0% 35.0% 34.0%
State income taxes, net of federal

benefit and tax credits 5.8% 4.2% 3.9%
Permanent differences 0.7% 0.3% 6.4%
Tax credits (2.5)% (0.6)% (8.6)%
Other - (0.8)% 2.3%
Effective income tax rate 38.0% 38.1% 38.0%

Deferred income taxes at December 31, 1996 and tEJRCt the net tax effects of net operating lasd tax credit carryforwards and
temporary differences between the carrying amooiéssets and liabilities for financial statememtgmses and the amounts used for tax
purposes. The approximate income tax effect ofxbmmpany's net deferred tax liability as of Decengfer1i996 and 1997 are as follows:

(in thousands) December 31,
1996 1997
Software revenue $ (14,103) $(18,195)
Depreciation (215) (76)
Deferred state taxes 836 -
Vacation accrual 380 184
Receivable and other reserves 367 1,198
Net operating loss carryforwards -- 8,195
Tax credits 798 864
Other 217 183
Net deferred tax liabilities (11,720) (7,647)
Less current portion (2,904) (3,978)

$(8,816) $(3,669)
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At December 31, 1997, the Company had alternativénmum tax (AMT) and research and development (R&Edit carryforwards of
approximately $864,000, available to offset futfeaderal taxable income. The carryforward periodtfer AMT credit is unlimited. The R&D
credit carryforwards generally expire from 200£2698.

As of December 31, 1997 the Company also has &laifet operating loss carryforwards of approxinya$20,932,000 expiring through
2012. These carryforwards may be used to offsatéuncome taxes payable, if any, and are subje@view by the Internal Revenue
Service.

The Company has recorded a deferred tax assdtda@ftect of its net operating loss carryforwardremagement has concluded that it is

likely than not that the tax benefit will be re&lidz However, approximately $12,251,000 of the pefrating loss carryforward relates to the
excess tax benefit of disqualifying dispositionsl #ime exercise of non-qualified stock options. Adaugly, approximately $4,769,000 of the
deferred tax asset was recorded in additional ipasepital.

9. LITIGATION

The Company is a defendant in two purported clagsrasuits which have been consolidated and irclwtiie Company and several of its
officers are alleged to have violated Section 10flihe Securities Exchange Act of 1934, as ameffttied'1934 Act"), Rule 10(b) (5)
promulgated thereunder and Section 20(a) of thé 223. The consolidated complaint does not spetiéyamount of the damages sought.
Accordingly, the Company is unable to determinestimate the outcome at this time. The Companybaget filed any responsive
pleadings in this litigation, but intends to defeéhd matter vigorously.

10. SIGNIFICANT CUSTOMERS

In 1995, the Company had three customers that ateddor 16.2%, 14.9% and 12.6%, respectivelyhef@ompany's consolidated revenue.
In 1996, the Company had three customers that ateddor 14.5%, 11.4% and 10.5%, respectivelyhef@ompany's consolidated revenue.
In 1997, the Company had two customers that aceduior 13.7% and 10.0%, respectively, of the Corgjsaconsolidated revenue.

11. INTERNATIONAL OPERATIONS

The Company's export sales from the United State$995, 1996 and 1997 are as follows:

(in thousands) 1995 1996 1997
United Kingdom $1,343 $3,698 $3,642
Europe 877 2,017 1,715
Other 114 232 1,973
Total $2,334 $5,947 $7,330
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REPORT OF INDEPENDENT AUDITORS

To the Board of Directors of
Pegasystems Inc.:

We have audited the accompanying consolidated balsineet of Pegasystems Inc. as of December 37 ,af#bthe related consolidated
statements of income, stockholders' equity, antl laws for the year then ended. These financatkeshents are the responsibility of the
Company's management. Our responsibility is to@sgpan opinion on these financial statements basedr audit.

We conducted our audit in accordance with generadbepted auditing standards. Those standardsedtyat we plan and perform the audit
to obtain reasonable assurance about whethemthedial statements are free of material misstaterdenaudit includes examining, on a test
basis, evidence supporting the amounts and digeesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managememtell as evaluating the overall financial statetpeesentation. We believe that our
audit provides a reasonable basis for our opinion.

In our opinion, the consolidated financial stateteeaferred to above present fairly, in all matenégpects, the consolidated financial posi
of Pegasystems Inc. at December 31, 1997, andtisolidated results of its operations and its ¢sts for the year then ended, in
conformity with generally accepted accounting piples.

Arthur Andersen LLP

Boston, Massachusetts
April 2, 1998
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The Board of Directors
Pegasystems Inc.

We have audited the accompanying consolidated balsimeet of Pegasystems Inc. as of December 3@,a#bthe related consolidated
statements of income, stockholders' equity, ant lawss for each of the two years in the periodezsh@®ecember 31, 1996. These financial
statements are the responsibility of the Compangisagement. Our responsibility is to express aniopion these financial statements based
on our audits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardgeedbhat we plan and perform the audit
to obtain reasonable assurance about whethenthedial statements are free of material misstaterdenaudit includes examining, on a test
basis, evidence supporting the amounts and dis@lssn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by manageemiell as evaluating the overall financial statetpeesentation. We believe that our
audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenégpects, the consolidated financial posi
of Pegasystems Inc. at December 31,1996, and tieolidated results of its operations and its cshis for each of the two years in the
period ended December 31, 1996, in conformity weherally accepted accounting principles.

Ernst & Young LLP

Boston, Massachusetts
February 24, 1997
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Exhibit 23.1
CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS

As independent public accountants, we hereby cansehe incorporation by reference of our reparted April 2, 1998 included in this
annual report on Form 10-K, into the Company's imesly filed Registration Statement No. 333-09305.

Arthur Andersen LLP

Boston, Massachusetts
April 14, 1998



Exhibit 23.2
CONSENT OF ERNST & YOUNG LLP, INDEPENDENT AUDITORS

We consent to the incorporation by reference is #ninual Report (Form 10-K) of Pegasystems Inawfreport dated February 24, 1997,
included in the 1997 Annual Report to Stockholdd#rBegasystems Inc.

Our audits also included the financial statemehesdle of Pegasystems Inc. for the years endedniieae31, 1996 and 1995, listed in Item
14(a). This schedule is the responsibility of thmrpany's management. Our responsibility is to esgpeg opinion based on our audits. In our
opinion, the financial statement schedule refetoegbove, when considered in relation to the bfasémcial statements taken as a whole,
presents fairly in all material respects the 198@ 8995 information set forth therein.

We also consent to the incorporation by referendbe Registration Statement (Form S-8 No. 333-89gertaining to the Amended and
Restated 1994 Long-Term Incentive Plan, the 19961&yee Stock Purchase Plan, and the 1996 Elmployee Director Stock Option Plan
Pegasystems Inc. of our report dated February23%,iwith respect to the consolidated financiaiesteents and schedule of Pegasystems Inc.
as of December 31, 1996 and for each of the twesyieahe period ended December 31, 1996, includedcorporated by reference in the
Annual Report (Form 10-K) for the year ended Decendi, 1997.

ERNST & YOUNG LLP

Boston, Massachusetts
April 14, 1998



ARTICLE 5

MULTIPLIER: 1,000
CURRENCY: U.S. DOLLAR!

PERIOD TYPE

FISCAL YEAR END
PERIOD START
PERIOD END
EXCHANGE RATE
CASH

SECURITIES
RECEIVABLES
ALLOWANCES
INVENTORY
CURRENT ASSET¢
PP&E

DEPRECIATION
TOTAL ASSETS
CURRENT LIABILITIES
BONDS

PREFERRED MANDATORY
PREFERREL
COMMON

OTHER SE

TOTAL LIABILITY AND EQUITY
SALES

TOTAL REVENUES
CGS

TOTAL COSTS
OTHER EXPENSES
LOSS PROVISION
INTEREST EXPENSE
INCOME PRETAX
INCOME TAX

INCOME CONTINUING
DISCONTINUED
EXTRAORDINARY
CHANGES

NET INCOME

EPS PRIMARY

EPS DILUTED

12 MOS
DEC 31 199
JAN 01 199
DEC 31 199

1
52,00¢
0
20,31¢
0

0
73,83¢
9,97¢
4,39¢

127,52

11,13(
0

0

0

28t
86,84:
127,52
44,36!
44,36!
12,03¢
12,03¢
35,71

1,74¢



ARTICLE 5

MULTIPLIER: 1,000
CURRENCY: U.S. DOLLAR!

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END DEC 31 199
EXCHANGE RATE 1
CASH $24,20:
SECURITIES 0
RECEIVABLES 14,58
ALLOWANCES 0
INVENTORY 0
CURRENT ASSET¢ 40,01¢
PP&E 5,48¢
DEPRECIATION 2,45¢
TOTAL ASSETS 66,85¢
CURRENT LIABILITIES 5,654
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 264
OTHER SE 30,20¢
TOTAL LIABILITY AND EQUITY 66,85¢
SALES 33,54¢
TOTAL REVENUES 33,54¢
CGS 7,452
TOTAL COSTS 7,452
OTHER EXPENSE! 16,07
LOSS PROVISION 0
INTEREST EXPENSE 0
INCOME PRETAX 12,11¢
INCOME TAX 4,61¢
INCOME CONTINUING 0
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME $7,50(
EPS PRIMARY 0.3C
EPS DILUTED 0.2¢
End of Filing
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