EDGAR'pro

iy EDGAR Dnlire”

PEGASYSTEMS INC

FORM 10-K

(Annual Report)

Filed 04/16/99 for the Period Ending 12/31/98

Address ONE ROGERS STREET
CAMBRIDGE, MA 02142-1209
Telephone 6173749600
CIK 0001013857
Symbol PEGA
SIC Code 7374 - Computer Processing and Data Preparation and Processing Services
Industry  Software
Sector Technology
Fiscal Year 12/31

Powere d By ED‘GA;Rbn]ine

http://www.edgar-online.com
© Copyright 2016, EDGAR Online, Inc. All Rights Reserved.
Distribution and use of this document restricted under EDGAR Online, Inc. Terms of Use.


http://www.edgar-online.com

PEGASYSTEMS INC

FORM 10-K

(Annual Report)

Filed 4/16/1999 For Period Ending 12/31/1998

Address 101 MAIN ST
CAMBRIDGE, Massachusetts 02142-1590
Telephone 617-374-9600
CIK 0001013857
Industry Software & Programming
Sector Technology
Fiscal Year 12/31
e oo ecgaroning com EDGAR Customer Senice. 303.852-6665

Corporate Sales: 212-457-8200



SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

[X] Annual Report Pursuant to Section 13 or 15(thhe Securities Exchange
Act of 1934

[ ] Transition Report Pursuant to Section 13 ord) % the Securities Exchange
Act of 1934

For the fiscal year ended December 31, 1998

Commission File No. 1-11859

PEGASYSTEMS INC.

(Exact name of Registrant as specified in its @nart

Massachusetts 0 4-2787865
(State or other jurisdiction of (IRS Employ er Identification No.)
incorporation or organization)

101 Main Street
Cambridge, MA 0 2142-1590
(Address of principal executive offices) ( zip code)

(617) 374-9600
(Registrant's telephone number, inclu ding area code)

SECURITIES REGISTERED PURSUANT TO SECTION 12(b) OF THE ACT: None
SECURITIES REGISTERED PURSUANT TO SECTION 12(g) OF THE ACT:

Common Stock, $.01 par value per share

Indicate by check mark whether the Registrant éE)filed all reports required to be filed by Seeti® or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (ordiech shorter period that the Registrant was redudrdile such reports) and (2) has been
subject to such filing requirements for the pastags.

Yes [X] No

Indicate by check mark if disclosure of delinquiélers pursuant to Item 405 of Regulation S-K i¢ oontained herein, and will not be
contained, to the best of the Registrant's knowdedydefinitive proxy or information statementsadnporated by reference in Part Il of this
Form 10-K or any amendment to this Form 10-K. [X]

As of March 16, 1999, the aggregate market valub®Registrant's voting stock held by non-affdmbf the Registrant was approximately
$34.6 million (without admitting that any personagle shares are not included in determining suakevialan affiliate).

There were 28,714,700 shares of the Registrantisnam stock, $.01 par value per share, outstandingarch 16, 1999.
DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Registrant's Definitive Proxy Staémt for its 1998 Annual Meeting of Stockholderkestuled to be held on June 21, 1999
"1999 Proxy Statement") are incorporated by refeegnto Part Ill of this Form 10-K and portionstbé Registrant's Annual Report to
Stockholders for the Registrant's fiscal year eridedember 31, 1998 (the "1998 Annual Report") aceliporated by reference into Part Il
and Part IV of this Form 10-K. With the exceptidrtite portions of the 1999 Proxy Statement andl®®@8 Annual Report expressly
incorporated into this Form -K by reference, such documents shall not be deditegdas part of this Form -K.



14

TABLE OF CONTENTS

BUSINESS....ccoivieieiiicec e
Properties.........ccoceiiiiieeenninns

Legal Proceedings..........ccoceeeenunns
Submission of Matters to a Vote of Securit
Executive Officers of the Registrant .....

PART Il

Market for Registrant's Common Stock and R
Stockholder Matter..............cccueee...
Comparison of Selected Consolidated Financ
Management's Discussion and Analysis of Fi
and Results of Operations.................
Quantitative and Qualitative Disclosure Ab
Financial Statements and Supplementary Dat
Changes in and Disagreements with Accounta
and Financial Disclosure ................

PART 1lI

Directors and Executive Officers of the Re

Executive Compensation....................

Security Ownership of Certain Beneficial O
Management ..........ccccoeeeveeeerennnnns

Certain Relationships and Related Transact

PART IV

Exhibits, Financial Statement Schedules, a

PART 1

25
25

29
30

30



PART |

Item 1
BUSINESS

Pegasystems develops customer relationship manageofevare to automate customer interactions adrasisaction-intensive enterprises.
Many of the world's largest organizations in thaliag, mutual funds and securities, mortgage sesyicredit card services, insurance,
healthcare management, and telecommunicationsrsaete the Company's solutions to integrate, aumrstandardize, and manage a broad
array of mission-critical customer interactionsc{uding account set-up, record retrieval, corresigmee, disputes, investigations,
adjustments, and sales). The Company's solutionbeaised by thousands of concurrent users to reanegomer interactions, and to
generate billions of dollars a day in resultingiactions. Work processes initiated by the Compgasulutions are driven by a highly
adaptable "rule base" defined by the user-organizdbr its specific needs. The rule base fac#isah high level of consistency in customer
interactions in call centers, over the Internet| ather delivery channels, yet drives differentgesses depending on the customer profile or
the nature of the request. The Company's openij-tieriéd, client/server solutions operate on a treariety of platforms, including UNIX,
Windows/NT, and IBM/MVS. The Company offers conmgt training, and support services to facilitdte tise of its solutions.

Industry Background

Intensifying competition is forcing businessesdduce costs while focusing on customer relationstdgpagement as an important means of
differentiation. Many businesses increasingly reipg customer interactions as a critical opportutttsolidify and expand customer
relationships. Due to the volume and precise naificeistomer transactions, it is especially crltfoa organizations to implement cost-
effective systems that manage customer interactioosrately and efficiently and capitalize on tiné¢raction to cross sell additional prodt
and services.

Providing high-quality, cost-effective customemteénship management is complex. Organizations glithal operations must manage
customer interactions in different languages, thoees, currencies, and regulatory environments.chialenge is magnified as the product
offerings of an organization increase and whenmmgdions are combined. Work processes occasiop@dsingle customer interaction often
involve multiple departments within an organizatitrese departments may have different priorities service standards, and involve a
variety of different computer systems. Customerg pamtact an organization through various meartduidiing telephone, facsimile, the
Internet, or in person. The organization must He tbrespond in a timely, accurate, and considtasttion or risk customer defection.

Historically, in attempting to meet demand for newgtomer management software systems, organizdtaresfaced a choice between
building custom systems or purchasing third-paystems. Building custom systems or modifying thpatty 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, rdtker 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 flexibbalable customer relationship management solutf@iscan be implemented on an
enterprise-wide basis to facilitate consistent{-effective customer relationship management.

The Pegasystems Solution

The Company's solutions integrate, automate, stdimg and manage on an enterprise-wide basisaallaray of mission-critical customer
interactions for organizations, including accousttp, record retrieval, correspondence, disputgsstigations, adjustments, and sales.
Pegasystems' solutions provide an architecturediinags 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 increaseffi@ency of sales and service representatived,emable organizations to address mul
customer needs during a single contact.



Advantages
The Company's customer service management soluffersthe following advantages:

Flexibility and Consistency. The Company's soluiane based on rules defined by the user-orgamizakhe user-defined rules drive various
types of processing depending on such factorseasahtent of the customer request, the profildefdustomer, the organization's policies
procedures, and the authority or qualificationthef customer sales and service representativesddyfying 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 "masasradize"” its services.

Scalability and Robust Functionality. The scaldpitif the Company's multi-tiered client/server aetture allows an organization to add
departments to new or existing servers to builémnise solutions. Organizations currently entthetCompany's systems with the storage
and management of data relating to hundreds ofomdlof financial transactions. The Company's systean be used by several thousand
concurrent users to manage customer interactiath$oaprocess accurately and securely transactiomdving 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 nrggtée protocols and procedures of multiple agpians.

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 microfilmihe 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.

Multi-Platform Server Support. The Company's solusi feature a common software code base whichiditian to facilitating maintenance
and enhancement development efforts, simplifiesthmort of multiple platforms. The Company's dohs 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 tisamply track a customer service
representative's tasks. Variable data elements ¢&atg, amount, customer, account) automaticallyer service requests and invoke system
processes, depending on an organization's rule Bhsefeature allows customer sales and servigesentatives to focus on revenue
enhancing opportunities, such as cross sellingpotimel matters requiring personal attention. Dudar@uistomer interaction, the Company's
solutions provide pertinent, consolidated informiatio guide the service representative. Savingsealezed through reduced talk time, fewer
manual processes, and less rework.

Business Strategy

Pegasystems' objective is to become the leadingd®oof 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@mpany is seeking to expand its business withetbeganizations through sales efforts
focused on marketing the Company's products andcesrto other business operations of these orgtoies.

Penetrate Other Markets. In 1998, Pegasystemsnematito deliver its products to the insurancectatf@munications, and healthcare
management markets. Like the financial serviceastrgt, these markets have customer relationshippgement needs, and the Company's
core technology is adaptable to these marketsnDur®98, the Company hired employees with expeeiémthese other markets.
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Develop Standard Product Templates. The Compamg fitacontinue developing and marketing standasdypst templates that give
organizations an advanced starting point for camfigg their work processes. The Company believastttese templates facilitate more rapid
implementation of the Company's solutions, and bella cost-effective way to address the needs all@norganizations.

Reduce Implementation Time. The Company is comigitd refine its consulting methodology in ordefdoilitate quicker implementation of
the Company's customer relationship managemergragsand continued evolution of such systems byrganization's personnel after initial
implementation. This methodology complements themm@any's standard product templates to reducernieriequired to implement the
Company's systems.

Build Strategic Relationships. The Company has/altideveloped a partner strategy to increase masketration at several levels. It has
developed a PegaCSP (Pegasystems' Certified SwuRimvider) program to recruit systems integradoid enable them to develop active
Pegasystems practices. The Company is continuitigitgistrategy of leveraging dominant playersena&in markets to sell and support its
products. Financial transaction processors suétirasData Resources, for example, provide acaeksyt customers and significant insight
into the product requirements of the credit cardketa The Company also continues to leverage oglaliips with technology companies to
jointly develop and market customer relationshijmagement product

Maintain Technological Leadership Position. Pegesys is continuing to develop and invest in itsdoi offerings. Current development
efforts include the development of tools to faatit the use of its customer management systemgjreability with Internet and intranet
systems, and the support of emerging technicalarliflow standards.

Technology

The Company's technology automates an organizatates and service processes over a variety iwedethannels, including call centers,
branch offices, and the Internet. Pegasystemdisntuhave the following key technological attristt

Information Management. Effective customer resppmsmagement, and retention requires up-to-datenrdtion about the customer
relationship, regardless of how, why, when, or wetite customer contacts the organization. Pegasgsteistomer relationship management
solutions organize core customer information tdlifate global access.

Multi-tiered, Dynamic Distributed Processing. Then@pany's systems are designed to run in an advahicgdy 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 multi-tiereshi¢fierver environment, the application code, the base, and selected data may be
replicated on both the central and satellite ts@rshat processing may occur on either the cesgraker or the distributed satellite servers to
minimize network traffic and enhance performandee Pegasystems rule base determines the optinaidodor processing to occur based
on the nature of the work required and the dataluad.

Inherited Workflow. Pegasystems solutions maintagmnizational 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 organirataften use a variety of computer platforms, Pggfams provides technology
alternatives by supporting a range of mainframesjommputers, 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 (Hypetsdkup 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 an intranet using standard World&WXveb browsers. Pegasystems'
rules dynamically create HTML forms, menus, angldigs, thereby facilitating interaction with thedmet.

Interfacing With Other Systems. Pegasystems' opshitacture 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
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major relational database systems. Pegasysterntossl also integrate with other applications, actmg systems, and imaging products.

Storage Options. Data storage flexibility is impaottto the Company's customers, and the Compaofj¥gase uses an innovative object-
oriented approach that dynamically maps data aouptd 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 arctite and support the following "5 Rs" of customedationship management functions
across call centers, the World Wide Web, and atberice delivery operations:

Receiving. An organization's customer contact gemgeeives requests by telephone, mail, facsirtike Internet, or personal contact.
Customer service representatives and agents may @gthils of incoming requests into PegaREACH Gbmpany's easy-to-use, 32-bit
graphical user interface. Alternatively, electrosérvice requests are received from various nesvorknessaging interfaces such as
MQSeries, the SWIFT network, the Internet, or ti8 A/MasterCard network. The Company's systemsaipport direct electronic access
by customers through PCs and the Internet browaatsyoice response units. In all cases, the sereiguest automatically initiates
appropriate processing based on the user-definedase.

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

Retrieving. The Company's systems determine wher information is needed and how to retrieve infrdatabases or other repositories.
Pegasystems' ruldrven 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 conwations by an organization with its customers bgnbining useidefined templates a
specific customer information to create persondlizerrespondence. When appropriate, service rapedsees may further refine message
content before forwarding, and attaching imagestatements, checks, and other data. Folipveommunications are automatically genere
Sensitive correspondence can be queued for ordiriew before release, and the systems create aapenhaudit trail of customer
communications.

Reporting. Data collected by a Pegasystem enablesganization to analyze service representatifiei@ficy and determine needs for service
representative training or changes to work procesHee systems produce reports, graphical outpdtfeeds to spreadsheets illustrating the
volume and status of customer requests, the privityaif customer service representatives, andisernevels with specific customers.

The Company offers a number of different produdts womponents and features designed to addreisydar 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 Compéfiers product sets and brand identities assediaith each market.

4



Industries
The Company offers industry specific solutionstfoe following industries:

Banking. The Company provides banking solutions siomate customer sales and service initiaticessa varied delivery channels (such
as, Internet self-service, call centers, and bramativorks). These solutions improve the qualitguaacy, and efficiency of customer
interactions, supporting a banking organizationsglpct and service offerings. Pegasystems' solsitoariomate targeted functions within
banking, including customer-contact managementésseampaign management, call center service, aeselarch and adjustments, funds
transfer investigations, and correspondence.

Mutual Funds. The Company services the mutual fumdigstry through an agreement with First Data steeServices Group, Inc. (FDI), a
subsidiary of First Data Corporation. The integilgteoduct -- marketed by FDI under the name IMPRE&S -- offers mutual fund
institutions a comprehensive service solution. Tohenpany also has direct sales to customers inrthiget.

Securities and Investments. The Company's soludat@mate service and sales efforts associatedceitiorate actions, payments and
securities settlement investigations, retail brager and wholesale clearing services.

Credit Card Processing. The Company's producteféeeed to the credit card processing market thnoaigelicensing agreement with First
Data Resources (FDR) -- the largest credit cardge®or in the world. A jointly developed solutimnthines Pegasystems' workflow and
service delivery technology with FDR's servicingdtionality and on-line interfaces. The resultimgquct gives clients a flexible, user-
friendly solution that can be quickly and easilyaptdd to meet evolving business needs withoutycpstigramming. The Company also has
direct customers in this market.

Insurance. The Company's insurance solutions iateglisparate back-end systems to ensure that eallsnletters, or faxes reach
representatives and agents, they have easy aoceésrination they need to handle policyholder esfa. The Company's solutions position
insurance organizations to provide highly persaealicustomer service and enhance cross-selling.

Healthcare. The Company's healthcare solutionslemaalthcare organizations to more efficientlyrcliate care and integrate
administrative operations. This allows health maiaince organizations, healthcare providers, phastsataboratory clinicians, and health
insurers to access integrated patient informatiger a network of previously disconnected systemsséhalized data presentation gives users
easy access to just the information they need itkiyurespond to requests including referrals, iemeerification, and claim status.

Telecommunications. The Company's flexible ruleetsalutions can be configured to automate a telenamications service provider's
interactions with its customers and other providére Company provides workflow management solgtiiat integrate disparate
information systems -- a capability of importaneedlecommunications providers facing increasedpition due to deregulation.

Product Pricing

The Company's systems have historically been le@ibs organizations under agreements requiringniiethly payment of fees over the te

of the agreement. The amount of the monthly licdasés related to various factors, including tenber of concurrent users, the
functionality of the system, the number of sena@ravhich the product is installed, and the scopeusiness usage. Typical recent individual
system licenses have provided for the payment ofthiyp fees of between $10,000 and $100,000 fondial implementation. Some
organizations receive discounts for licensing rpldtsystems. The monthly license payments gendatiyn once a system is installed and is
accepted. Historically, the term of such licensetypically five years, subject to renewal at thgamization's option.

In the future, the Company may allow some salespg#cts to license the Company's software for aanebed, prepaid term for a one-time
license fee, and may also provide existing custertier option to convert to an extended, prepa@hbe term. The conversion of existing t
licenses to extended, prepaid term licenses maycesthe predictability of license revenue.

Consulting Services. The Company supports its custs' reengineering efforts during and after systestallation with the PegaSTAR (the
Pegasystems Structured Technique for Analysis ash&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 customize the systaneshase for the customer. Pegasystems' goakimpower its customers' staffs with the
knowledge and confidence to operate, refine, amdirmaously



evolve their systems. The Company's new PegaCSfegmmoprovides customers with the option of usingithbarty Systems Integrators'
analytical, technical, and managerial expertisasist in Pegasystems' implementation projects.

Training. The Company offers training programsifsicustomers' operations staff and "Workflow Atebts," who are responsible for
evolving the rules that drive the various proceseksted to customer interactions. Pegasystemgdiagg centers in Cambridge, MA; San
Francisco, CA; and Reading, U.K.

Continuous Feedback. Pegasystems organizes anl&egaV/ISION Customer Conference and periodic Aatyi8oard meetings, which
enable its clients to exchange ideas, learn abhwglugt directions, and influence Pegasystems' dewent direction.

Maintenance and Support. Pegasystems provides ebemsive maintenance and support services, whighimolude 24 hours a day, 7 days
a week customer service, periodic preventative tapance, documentation updates, and new softwie@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 rdlibense agreement equal to approximately 18%ehtonthly license fee. Organizations
seeking consulting and support services are genetarged for services at an hourly rate or uradfexed-price arrangement.

Pegasystems Client Services Group, which as ofibeee 31, 1998 consisted of approximately 200 pelggiated in the Company's 14
offices, provides consulting, training, and custosigport.

Customers

Pegasystems provides robust and scalable custefaéonship management solutions that can suppoustnds of concurrent users based in
multiple countries, speaking different languagesl working with different currencies. A list of ti@mpany's major customers and the uses
to which they apply the Company's products follows:

American Home Assurance (AIG) - Insurance custoseevice, policy renewal, new business applications.
Banco Popular de Puerto Rico -- Retail serviceareamitomation, check research, and consumer loptirynand service.

Bank of America -- Retail/check customer servicd esearch, automation of branch support centestitutional 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 moverogstomer service.

Central Vermont Public Services Corp. -- Custonegvise management, providing call center represi@stawith 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, cgpadence, and dispute and chargeback processing.

Colonial Group -- Mutual fund customer service suipg telephony center and correspondence.
Federal Reserve Banks -- Check processing custeaneice, suspense ledger management, researchtradpt, 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.

First Data Corporation - Relicenses the Pegasysseinsion to provide customer service, collecticaars] credit application processing for
card issuers.

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

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

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

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

Sears Roebuck-- Customer service and authorizagiothe Regional Credit Card Operations CenteSeafrs Credit, the consumer credit
division.

Trans Union Corporation -- Credit bureau data-mana@ent customer service for institutional custonaers real estate property appraisal
processing.

In 1998, First Data Resources Corporation accoufatetl7.7% of the Company's consolidated revenud9097, Kaiser Permanente and First
Data Resources Corporation accounted for 13.7%dar@, respectively, of the Company's consolideégdnue. In 1996, Bank of America,
Chase Manhattan Bank, and Fleet Bank accounteth{éfs, 11.4% and 10.5%, respectively, of the Corypgaronsolidated revenue.

Sales and Marketing

The Company markets its software and services pifirtarough a direct sales force. As of Decemhkr®98, the Company's sales force
consisted of approximately 61 salespersons in tiragany's U.S. and foreign offices. To achieve $icgmt revenue growth in the future, it
will be necessary for the Company to increase thdyztivity of its direct sales force.

In 1997, Pegasystems entered into a strategié¢oesdtip with First Data Corporation, which includesagreement with First Data Resources
(FDR) that gives FDR -- the largest credit cardcpssor in the world -- world wide rights to use agdicense Pegasystems' solutions in the
credit card issuing market. The Company has evagaddirect distribution channel by entering irstio agreement with First Data Investor
Services Group, Inc., under which the Company'aBE\RES product is distributed. In addition, theany has established joint
marketing relationships with GeoTel, Genesys Latooies, Sun Microsystems, Hewlett-Packard Compang, Management Data. In the
future, the Company may also market and sell islpets through other value added resellers (VARd)systems integrators. There can be
no assurance, however, that the Company will be &battract and retain VARS, systems integratond, other third parties that will be able
market and sell the Company's products effectively.

To support its sales force, the Company conductketiag programs, such as PegaVISION (annual cust@onference), trade shows,
industry seminars, meetings with industry analygitgct mail, and telemarketing. Sales leads ae @énerated by the Company's consulting
staff, business partners, and other third parties.

In 1998, 1997, and 1996, sales to customers bassitle of the United States represented 22.6%24,6ahd 17.7%, respectively, of the
Company's total consolidated revenue.

The Company's export sales from the United State$998, 1997, and 1996 were as follows:

(in thousands $) 1998 1997 1996
United Kingdom 6,311 3,642 3,698
Europe 4,434 1,715 2,017
Other 2,890 1,973 232

13,635 7,330 5,947



See "Management's Discussion and Analysis of Finhondition and Results of Operation®Results of Operations" incorporated hereit
reference from the 1998 Annual Report. See Nofeof (Notes to Consolidated Financial Statementsainad in the 1998 Annual Report.

Product Development

Since its inception, the Company has made subatamiestments in product development. The Commatigves that its future performance
depends on its ability to maintain and enhancedutsent products and develop new products. The @owlp product development priorities
include (1) creating tools to enable organizatitnsonfigure more easily their customer service agament systems; (2) integrating the
Company's products with the Internet for custone#frservice and with intranet systems for departraleservice; (3) developing standard
application programming interfaces that allow ottlegnt workstation and server applications toroperate with the Company's systems;
(4) enhancing product quality, platform stabiliégase of use, and ease of installation.

In 1998, 1997, and 1996 the Company's researcllevelopment expenses were approximately $23.4amjl15.1 million, and $8.2 millio
respectively.

Competition

The customer service management software markaeissely competitive and subject to rapid cha@mmpetitors vary in size and in the
scope and breadth of the products and servicesedif@he Company encounters competition from irstinformation systems departments
of potential or current customers that developamssoftware. The Company also competes with: (ffjveoe companies that target the
customer interaction or workflow markets such ah8i Systems and Vantive; (2) companies that tamestific service areas (such as DST
Systems and Shared Medical Systems); and (3) iofes services organizations such as Andersenuliontsthat develop custom software
in conjunction with rendering consulting servicksaddition, the Company expects additional contipgtifrom other established and
emerging companies, such as Oracle and SAP AGgeanarket continues to develop and expand. Incdea@®petition may result in price
reductions, less beneficial contract terms, redggeds margins and loss of market share, any afiwtpuld materially and adversely affect
the Company's business, operating results, anddiabcondition.

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 languagesamdards, 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. There ¢@nno assurance that the Company will be ablergpete successfully against current or
future competitors or that the competitive pressdiaeed by the Company will not materially and adely affect its business, operating
results, and financial condition.

Employees

As of December 31, 1998, the Company had approgimétl6 employees, of whom approximately 509 wergeld in the United States, 6
were based in Canada, 89 were based in Europd,2amgre based in Australia. Of the total, approxetyal 75 perform research and
development, 322 perform consulting and customepen, 61 were in sales and marketing, and 58 weaelministration and finance. The
Company's future performance depends in signifipant upon the continued
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service of its key technical, sales and marketmgl senior management personnel and its contirabilidy to attract and retain highly
qualified technical, sales and marketing and maniagsersonnel. Competition for such personnehisrise and there can be no assuranct
the Company will be successful in attracting oairdhg such personnel in the future. None of thenfany's employees is represented by a
labor union or is subject to a collective bargajnagreement. In January 1999, Ira Vishner resigisedice President of Corporate Services,
Treasurer and a Director of the Company. In A@®9, Thomas E. Swithenbank resigned as Executige Fresident of the Company, and
Richard B. Goldman, the Company's Vice Presidera3urer, and Chief Financial Officer, has indidates intention to resign from the
Company within the next several months.

Backlog of License and Maintenance Revenues

As of December 31, 1998, the Company had softweeade and maintenance agreements with custompestexl to result in approximately
$35 million of revenue in 1999, $22 million of whics currently recorded as deferred revenue. Usden agreements, the Company must
fulfill certain conditions prior to recognizing remue thereunder, and there can be no assurantésal@ompany will be able to satisfy all
such conditions in each instance or that the tinoifnghen such conditions may be satisfied is ptedtie. As of December 31, 1997, the
Company estimated its software license and maintmbacklog as being approximately $26 millionemenue for 1998.

Iltem 2
PROPERTIES

Pegasystems' principal administrative, sales, ntiagkesupport, and research and development opegatire located in a 92,762 square foot
leased facility in Cambridge, Massachusetts. Theddor this facility expires in 2003, subjecthie Company's option to extend the term for
up to eight additional years. The Company alsodeapace for its other offices in the United Sta@aada, Australia, France, and the United
Kingdom. These leases expire at various dates ghr8006. The Company believes that additional ter@tive space will be available in the
future on commercially reasonable terms as needed.

Item 3
LEGAL PROCEEDINGS

Chelverus Case. In April 1998, a complaint purpaytio be a class action was filed with the Unitéateés District Court for the District of
Massachusetts (the "Court") alleging that the Cam@nd several of its officers violated sectiont)@if the Securities Exchange Act of
1934, as amended (the "Exchange Act"), Rule 10mBplgated by the Commission thereunder, and se2tga) of the Exchange Act. In
December 1998, the plaintiffs filed their First Antked Consolidated Complaint which names the ComphryCompany's President (Alan
Trefler) and a former officer and director (Ira Kiger) as defendants. The Amended Complaint alldgegshe defendants issued false and
misleading financial statements and press releam®serning the Company's publicly reported earnifige Amended Complaint seeks
certification of a class of persons who purchasedd@ompany's Common Stock between July 2, 199 0ataber 29, 1997, and does not
specify the amount of damages sought. The defeadiavee filed a motion to dismiss this litigationvthich the plaintiffs have replied. The
Company intends to defend this matter vigorously.

Gelfer Case. In December 1998, a complaint alspgsting to be a class action was filed with the €aileging that the Company and Alan
Trefler violated section 10(b)of the Exchange Autle 10b-5 promulgated by the Commission thereyradet that Mr. Trefler also violated
section 20(a) of the Exchange Act. The litigatiomsviiled recently after the Company's announcemeiNovember 24, 1998 that it might be
recording revenue adjustments, on behalf of a ptegalass of persons who purchased the Compaoysn©n Stock between October 29,
1998 through November 24, 1998. The Complaint aa¢specify the amount of damages sought. Plamtifive indicated that they intend to
file an amended complaint. The defendants havgetdiled an answer or other responsive pleadinigaction. The Company intends to
defend this matter vigorously.



Item 4
SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the fourth quarter of fiscal 1998, there &vap matters submitted to a vote of security halder
EXECUTIVE OFFICERS OF THE REGISTRANT

The names of the Company's executive officers ani@io information about them are set forth belewBApril 15, 1999:

Name Age Posi tion(s) and Office(s) Held

Alan Trefler......ocooeiiiee 43 Pres ident, Clerk and Director

Joseph J. Friscia........c.ccvveeeen... 44 Vice President of Sales and Service

Richard B. Goldman...................... 52 Vice President, Chief Financial Officer and Treasurer ( 1)

Executive officers of the Company are elected leyBbard of Directors on an annual basis and semtiktiie next annual meeting of the
Board of Directors and until their successors Haaen duly elected and qualified. There are no fareiationships 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 fundsfeapsoduct for TMI Systems Corporation, a softwanel services company. Mr. Trefler
holds a B.A. degree in economics and computer seiénom Dartmouth College.

Joseph J. Friscia joined the Company in 1984 tabésh its New York office. Mr. Friscia has senesiVice President of Sales and Service
since 1987 and has recently undertaken respomgifuli delivery of consulting and installation sees. Prior to joining the Company, he
worked as a money transfer operations managerBeitikers Trust Company and J. Henry Schroder Badkramst Company. Mr. Friscia
holds a B.A. degree from Long Island University amd\V.B.A. degree from Adelphi University.

Richard B. Goldman joined the Company in Septeri®88 as a Vice President and its Chief Financiéic®f In January 1999, he was also
elected as the Company's Treasurer. From Juneth8@rgh September 1998, he served as Vice Presidbigf Financial Officer, Chief
Accounting Officer, Treasurer, and Secretary ofir&Tel Corp., a developer, manufacturer, markaterservicer of visual communications
solutions. Prior to joining PictureTel, Mr. Goldmbald the position of Senior Vice President, Cliiefancial Officer, Treasurer and Secrel
of Giga Information Group, an Internet-based, tigetheration knowledge provider from April 1996 ted@mber 1996. Mr. Goldman also
served as Vice President, Chief Financial Officed @reasurer for Sequoia Systems, a manufacturautiftolerant computer products from
September 1992 to April 1996. Mr. Goldman has a Begree in Finance from Northeastern University am M.B.A. degree from Boston
University.

(1) Mr. Goldman has indicated his intention to gasirom the Company within the next several months.
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CERTAIN STATEMENTS FOR PURPOSES OF THE "SAFE HARBOR" PROVISIONS OF THE
PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995

The Company, desiring to avalil itself of the "shégbor" 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 fetufd 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 releasgal statements. Words such as "expects,” "mayficipates,” "intends," "seeks",
"would," "will," "plans," "believes," "estimates;'should," and similar words and expressions arenitéd to identify such forward-looking
statements. These statements are based on estiprajestions, beliefs, and assumptions of the Camg@and its management, and are not

guarantees of future performance.

The Company has suffered losses in prior fiscabgsrand faces liquidity and financing risks. Then@hany has experienced losses from
operations during 1997 and 1998 and a significadiiction in its cash position. The Company intelodsike measures to reduce those losses
and cash usage, including implementing various costrols. If cost containment is not achievedesenues are not increased, the Company
may need to further reduce its cost structure edne find additional sources of financing. In diafi, to improve its liquidity position, the
Company intends to augment its credit/collectidiferes, improve its billing system and offer custers an alternative to the established term
license model.

The Company is also considering the securitizatiorertain accounts receivable and may enter intecaiipment sale lease-back transaction.
There can be no assurance that the Company wialblieto consummate either transaction. In additdher or both transactions could cause
the Company to assume debt or other liabilitie® Tompany believes that its cash balances andgatgd future cash flows will be

sufficient to fund operations for the immediatenteiThe Company can make no assurances that messkeasto date or to be taken in the
future will be sufficient to stem losses or thatfe financing will be available to the Companysatisfactory terms. A transition from

existing term licenses to prepaid extended terambes may significantly reduce the predictabilityewenue since historically the Company
has recognized revenue from software license relseaad the change to a prepaid extended termsiEerodel will obviate such renewals.

The Company faces litigation. Negative publicitgutting from its delayed SEC filings and its restaént of prior period financial statements
has made sales more difficult to close. The Compspyesently a defendant in two private securlitegation matters. Although the
Company intends to defend these actions vigorousiyassurance can be given as to the outcomssdisisible that the Company may be
required to pay substantial damages or settlengats evhich could have a material adverse effe¢therCompany's financial position or
results of operation. In addition, regardless efdlatcome of any of these actions, it is likelyt tiie Company will incur substantial defense
costs and that such actions will cause a diversiananagement time and attention. The Companyaydeh SEC filings and adjustments
made to previously published financial statemeatsethresulted in negative publicity for the Compadych events and related publicity have
adversely affected demand for the Company's predarad services.

The Company's stock price has been volatile. Qupntesults have and are likely to fluctuate sigr@iftly. The market price of Pegasystems'
Common Stock has been and may continue to be highdtile. Factors that are difficult to predictich as quarterly revenues and operating
results, statements and ratings by financial atebsd overall market performance, will have aisicgmt effect on the price for shares of
Pegasystems' Common Stock. Revenues and operesialgsrhave varied considerably in the past fronogédo period and are likely to vary
considerably in the future. Product development@thér expenses are planned anticipating futuremew. If revenue falls below
expectations, financial performance is likely todolversely affected because only a small portioexpenses vary with revenue. As a result,
period-to-period comparisons of operating resuksnmt necessarily meaningful and should not hedelpon to predict future performance.

The timing of license revenues is related to thmmetion of implementation services and produceatance by the customer, the timing of
which has been difficult to predict accurately. flehean be no assurance that Pegasystems will fieapte on an annual or quarterly basis or
that earnings or revenues will meet analysts' egpieas. Fluctuations may be particularly pronouhbecause a significant portion of
revenues in any quarter is attributable to prodeceptance or license renewal by a relatively smatiber of customers. Fluctuations also
reflect a policy of recognizing license fee revenpen product acceptance or license renewal imasuat equal to the present value of the
total committed license payment due during the t&@ostomers generally do not accept products thdiend of a lengthy
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sales cycle and an implementation period, typicahging from one to six months but in some caggsfcantly longer. Risks over which
the Company has little or no control, includingtousers' budgets, staffing allocation, and inteeahorization reviews, can significantly
affect the sales and acceptance cycles. Changasadidy customers may delay product implementati@hrevenue recognition. The
Company's business and financial and operatindtsdsas experienced and may continue to experigigeéficant seasonality.

The Company will need to develop new products,\evekisting ones, and adapt to technological chahgehnological developments,
customer requirements, programming languages ahgiry standards change frequently in the Compangikets. As a result, success in
current markets and new markets will depend uperCthmpany's ability to enhance current productdeteelop and introduce new products
that meet customer needs, keep pace with techmalagfianges, respond to competitive products, ahbee market acceptance. Product
development requires substantial investments f@arch, refinement and testing. There can be noass that the Company will have
sufficient resources to make necessary productideveent investments. Pegasystems may experienfogutties that will delay or prevent
the successful development, introduction or impletaigon of new or enhanced products. Inabilityrtisaduce or implement new or enhan
products in a timely manner would adversely affatire financial performance. The Company's proglacé complex and may contain err
Errors in products will require the Company to stiprected products to customers. Errors in pradoetild cause the loss of or delay in
market acceptance or sales and revenue, the dimesEdevelopment resources, injury to the Comargputation, or increased service and
warranty costs which would have an adverse effedtrancial performance.

The Company has historically sold to the finans&ivices market. This market is consolidating rigpiaind faces uncertainty due to many
other factors. The Company has historically derigesignificant portion of its revenue from customigr the financial services market, and its
future growth depends, in part, upon increasedgaléhis market. Competitive pressures, industrysolidation, decreasing operating
margins within this industry, currency fluctuatipggographic expansion and deregulation affecfitfamcial condition of the Company's
customers and their willingness to pay. In additimrstomers' purchasing patterns are somewhatetimeary. As a result, some or all of the
factors listed above may adversely affect the dehigncustomers. The financial services market geogoing intense domestic and
international consolidation. In recent years, salienstomers have been merged or consolidatedrd-mtergers or consolidations may cau
decline in revenues and adversely affect the Cogipduture financial performance.

The Company's growth strategy requires expansimnniew vertical markets. The results of this sggatare uncertain. A critical part of the
Company's growth strategy is to continue sellingdpcts to markets other than financial servicesh &s insurance, telecommunications, and
health care. The Company will need to hire add#igersonnel with expertise in these other marketsotherwise invest in people and
technologies to facilitate this expansion. Deteiimn in economic or market conditions generallyralso adversely affect the demand by
customers in these other markets. There can beswance that the Company will continue to be sssfakin selling products to these other
markets or in continuing to attract and retain penel with the necessary industry expertise. litghiih effectively penetrate these other
markets could have an adverse effect on futurenéiisd performance.

If existing customers do not renew, the Companganicial results may suffer. A significant portiohtotal revenue has been attributable to
license renewals. While historically a substantiajority have been renewed, there can be no aguthat a substantial majority of
customers will continue to renew expiring licenskslecrease in license renewals absent offsetéimgnue from other sources would have a
material adverse effect on future financial perfante. In addition, possible transition to a pregaignded term license may have a material
adverse impact on the amount of license renewalmass in future periods.

The Company depends on certain key personnel, aistllve able to attract and retain qualified perebimthe future. The business is
dependent on a number of key, highly skilled techlhimanagerial, consulting, sales and marketimggmmel, including Mr. Trefler, the
Company's President and Chief Executive Officee Tdss of key personnel could adversely affectrfiia performance. No employee is
party to an employment contract with Pegasystettimugh each is typically subject to a non-disctesand non-competition agreement. The
Company does not have any significant key-maniéerance on any officers or employees and doeplantto put any in place. The
Company's success will depend in large part omhliléy to hire and retain qualified personnel. Thenber of potential employees who have
the extensive knowledge of computer hardware ardading systems needed to develop, sell and maiotai products is limited, and
competition for their services is intense. Compmtifor qualified and effective sales personnéhiense, and there can be no assurance that
the Company will be able to attract and retain quetsonnel. If the Company is unable to do soQbmpany's business, operating results,
and financial condition could be materially and adbely affected.

The market for the Company's offerings is increglsimnd intensely competitive, rapidly changingd daighly fragmented. The market for
customer relationship management software andecktainsulting and training services is intenselppetitive and highly fragmented. The
Company currently encounters significant competifimm internal information
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systems departments of potential or existing custsrthat develop custom software. It also compeittsscompanies that target the customer
interaction and workflow markets and professiomal/iees organizations that develop custom softwao®njunction with rendering

consulting services. Competition for market shane pressure to reduce prices and make sales ciomtesse likely to increase. Many
competitors have far greater resources and maplee@respond more quickly and efficiently to nememerging technologies, programm
languages or standards or to changes in customeireenents or preferences. Competitors may alsableeto devote greater managerial and
financial resources to develop, promote and disteilproducts and provide related consulting anditrg services. There can be no assurance
that the Company will be able to compete succdgsfiglainst current or future competitors or tha tompetitive pressures faced by the
Company will not materially and adversely affestliusiness, operating results, and financial cmdit

The Company must manage increased business coty@exi growth effectively. The business has growsize, geographic scope and
complexity and product offerings and the custonasebhave expanded. This growth and expansion Havedp and are expected to continue
to place, a significant strain on management, dgjpers.and capital needs. Continued growth will iegjthe Company to hire, train and retr
many employees in the United States and abroaticylarly additional sales and financial personiiéle Company will also need to enhance
its financial and managerial controls and reportiggtems. There can be no assurance that the Cgmjilhattract and retain the personnel
necessary to meet our business challenges. Failumanage growth effectively may adversely affetuife financial performance.

The Company will have to attract and retain effexgales personnel. Competition for qualified sprsonnel is intense, and there can be no
assurance that the Company will be able to atiadtretain such personnel. If the Company is unabdgtract and retain effective sales
personnel on a timely basis, the Company's busioggsating results, and financial condition copédmaterially and adversely affected.

"Year 2000" issues may affect the Company's ogmratidemand for its offerings, and future resdlte "Year 2000" problem is pervasive
and complex and is discussed in Management's Gismuand Analysis of Financial Condition and ResoftOperations. Year 2000 issues
could have an adverse effect on Pegasystems imhernof ways. Pegasystems' customers rely on @atgtive operations to calculate
internal data and to service their customers. Tharebe no assurance that the Company's produttsotvcontain errors or defects affecting
Year 2000 problems or that litigation involving Regstems will not arise out of such problems. lditaah, the Company also uses other
companies' products as part of market offeringsfanthternal use; these programs may also be @ffe@s a result of efforts to correct or
patch their current systems, customers may haverfwmds available to purchase the Company's ptedatso, the Y2K issue may divert
current and potential customers' time, attentichrasources away from those projects which typidakd to purchases of the Company's
products or services.

The Company relies on certain third party relatiops. The Company has a number of relationshipis thitd parties that are significant to
sales, marketing and support activities and prodagelopment efforts. The Company relies on refaiadlatabase management system
applications and development tool vendors, softaait hardware vendors, and consultants to proval&eting and sales opportunities for
the direct sales force and to strengthen the Coypanoducts through the use of industry-standaotstand utilities. The Company has also
recently begun establishing relationships withdigarties that will distribute its products. In fi@ular, the Company relies on its relationship
with First Data Corporation for the distributionmoducts to the credit card and mutual fund matkBtere can be no assurance that these
companies, most of which have significantly greéiteancial and marketing resources, will not depeto market products that compete with
those of the Company in the future or will not athise end their relationships with or support af @ompany.

The Company may face product liability and warrasiims. The Company's license agreements typicalfiyain provisions intended to lin
the nature and extent of the Company's risk of gecbtiability and warranty claims. There is a riblat a court might interpret these terms in a
limited way or could hold part or all of these tarto be unenforceable. Also, there is a risk thasé contract terms might not bind a party
other than the direct customer. Furthermore, sdiieeoCompany's licenses with its customers aregwd by non-U.S. law, and there is a
risk that foreign law might give the Company lesslifferent protection. Although the Company has experienced any material product
liability claims to date, a product liability swt action claiming a breach of warranty, whethenarmeritorious, could result in substantial
costs and a diversion of management's attentiotten@ompany's resources.

The EURO's adoption imposes product and markes.ri&lnew currency, the "EURQ", was introduced irtaie Economic and Monetary
Union ("EMU") countries in early 1999. It is expedtthat by 2002 (at the latest) all participatifdUE countries will use the EURO as their
single currency. As a result, software used by n@mgpanies headquartered or maintaining a subgittia participating EMU country is
expected to be EURO-enabled. In less than foursyedir
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companies headquartered or maintaining a subsigiaag EMU country will need to be EURO-enablede3é changes will change
budgetary, accounting and fiscal systems in conggaand public administration, and require the siamaélous handling of parallel currencies
and conversion of legacy data. These requiremants the fact that the final rules and regulaticiesret yet available) may curb market
demand for the Company's products because the tsuaige priorities of our customers and prospeatistomers may change. The Company
is monitoring the rules and regulations as theyhecknown in order to make any changes to its soéwroducts that the Company deems
necessary to comply with such rules and regulatidtiiough the Company believes that its most repesducts address these requirements,
there can be no assurance that, once the fina anle regulations are completed, the Company'wadtwill contain all of the necessary
changes or meet all of the EURO requirements. Aapility to comply with the EURO requirements cohlve an adverse effect on the
Company's business, operating results and finanoiadition.

The Company faces risks from operations and cus®besed outside of the U.S. Sales to customedghbedered outside of the United
States represented approximately 22.6%, 16.5%1an®% of the Company's total revenue in 1998, 186d,1996, respectively. The
Company, in part through its wholly-owned subsigiatbased in the United Kingdom and in Australiarkets products and renders
consulting and training services to customers bas€&ahnada, the United Kingdom, France, Switzerlaredand, Luxembourg, Mexico,
Sweden, Australia, Austria, and Singapore. The Gomifhas established offices in continental Europkia Australia. The Company
believes that its continued growth will necessi@atpanded international operations requiring ardiea of managerial attention and financial
resources. The Company anticipates hiring additipassonnel to accommodate international growtd, the Company may also enter into
agreements with local distributors, representatisesesellers. If the Company is unable to do @nmore of these things in a timely manner,
the Company's growth, if any, in its foreign opemas will be restricted, and the Company's businegsrating results, and financial condit
could be materially and adversely affected.

In addition, there can be no assurance that thep@oynwill be able to maintain or increase intermadl market demand for its products. Most
of the Company's international sales are denontdnat&).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 Comdraycompetitive 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, thésamislocalizing products for local markets and @bymg with local business customs, longer
accounts receivable patterns and difficulties illecting 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 internatiooglerations, potentially adverse tax consequennebifling restrictions on repatriating
earnings and the threat of "double taxation"), eclkd 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 Comijsebusiness, operating results, and financiadlitiom.

The Company faces risks related to intellectuapprty claims or appropriation of its intellectuabperty rights. The Company relies
primarily on a combination of copyright, trademarkd trade secrets laws, as well as confidentiatitgements to protect its proprietary
rights. In October 1998, the Company was grantedtent by the United States Patent and TrademdigeQ€lating to the architecture of the
Company's systems. There can be no assurancaitpatent will not be invalidated or circumventedhat rights granted thereunder or the
description contained therein will provide compegéitadvantages to the Company's competitors or&tMoreover, despite the Company's
efforts to protect its proprietary rights, unauthed parties may attempt to copy aspects of thegamyis products or to obtain the use of
information that the Company regards as proprietargddition, the laws of some foreign countriesndt protect the Company's proprietary
rights to as great an extent as do the laws ofltlieed States. There can be no assurance thatomp&hy's means of protecting its
proprietary rights will be adequate or that the @amny's competitors will not independently develmpilar technology.

The Company is not aware that any of its produtdtinige the proprietary rights of third parties.efb can be no assurance, however, that
parties will not claim infringement by the Compamigh respect to current or future products. The Gany expects that software product
developers will increasingly be subject to infringent claims as the number of products and compgtitahe Company's industry segment
grows and the functionality of products in differémdustry segments overlaps. Any such claims, witlvithout merit, could be time-
consuming, result in costly litigation, cause prodshipment delays, or require the Company to énterroyalty or licensing agreements.
Such royalty or licensing agreements, if requirady not be available on terms acceptable to thepgaosor at all, which could have a
material adverse effect upon the Company's busiogsesating results, and financial condition.
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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 makand 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.

PART Il

Item 5
MARKET FOR REGISTRANT'S COMMON STOCK AND RELATED ST OCKHOLDER MATTERS

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 Nassjampbol PEGA, for 1998 and 1997. As of March 16,9,98e Company had
approximately 72 stockholders of record and appnaxely 5,200 beneficial owners of the Company'sroomstock. On March 16, 1999, the
closing sale price of the common stock was $4.6@ Company has never declared or paid any dividends common stock. The Compe
intends to retain its earnings to finance futu@ngh, and therefore does not anticipate payingdividends in the foreseeable future.

1998 High Low

First Quarter $26.13 $15.38
Second Quarter $31.88 $16.00
Third Quarter $30.63 $14.75
Fourth Quarter $17.63 $ 3.44
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
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Item 6
COMPARISON OF SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated financial data presdvetniv have been derived from the consolidated firrstatements of Pegasystems Inc.
("Pegasystems" or the "Company"). This data maybedhdicative of the Company's future conditiomesults of operations and should be
read in conjunction with the consolidated finansi@tements and related notes included herein.

Years Ended December 31,

(in thousands, except per share data) 1 998 1997 1996 1995 1994
Consolidated Statements of Operations Data:
Total revenue $ 60,406 $44,361 $33,545 $22, 247 $16,263
Income (loss) from operations ( 24,249) (3,388) 10,019 3, 257 2,236
Net income (loss) ( 13,070) 1,085 7,500 2, 878 2,193
*Earnings (loss) per share:
Basic $ (0.46) $0.04 $0.30 $0 12 $0.09
Diluted $ (0.46) $0.04 $0.28 $0 12 $0.09

Weighted average number of common

shares outstanding:
Basic 28,604 28,284 24,802 23, 490 23,407
Diluted 28,604 30,268 26,397 23, 743 23,472

Years Ended December 31,

(in thousands) 1 998 1997 1996 1995 1994
Consolidated Balance Sheet Data:

Cash and cash equivalents $ 24,806 $52,005 $24,201 $ 511 $ 456
Working capital 32,870 62,708 34,364 4, 393 4,441
Long-term license installments, net 49,000 36,403 23,802 13, 399 9,135
Total assets 1 38,098 127,520 66,855 25, 876 20,787
Long-term debt - - - 816 450
Stockholders' equity 1 00,467 112,721 52,385 14, 674 11,872

* Certain of these amounts have been restatedciordance with the adoption of SFAS No. 128, "EagsiRer Share."
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Item 7
MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL C ONDITION AND RESULTS OF OPERATIONS

The Company's revenue is derived from two sous@ibvare license fees and services revenue. Liceeseare generally payable on a
monthly basis under license agreements, which &lgibave a five-year term, and may be extendedeatustomer’s option for an additional
fixed period. Such license agreements are genarafiycancellable, although some may be terminagatidocustomer for a fee prior to the
expiration of the initial term, but after a minimwspecified period. The Company's license agreengarnisrally provide for annual license fee
increases (the "inflation adjustments") based onggized inflation indexes.

License revenue is generally recognized upon theesg and acceptance of the licensed softwaregoalance with the applicable license
agreement. The fair value of all undelivered elets@must be deferred at the time of license reveacegnition. In the case of license
agreement renewals or extensions, revenue is remamhnpon execution of the renewal or the extensite inflation adjustments are
recognized ratably over the periods to which thgglya The amount of software license revenue reizeghis generally equal to the present
value of the license payments due during the mininmitial or renewal term, plus the present valfiary early termination fee.

For the three months ended March 31, 1996, thedigaate for purposes of the present value cdlonlavas 7%; for the nine months ended
December 31, 1996, such discount rate was 6.75%ntmcing with the three months ended March 31, 18@6Company established the
discount rate quarterly as a function of the Corgfgacurrent marginal borrowing rate. In 1997 thecdunt rate for purposes of the present
value calculation was 7% and for the nine montldedrSeptember 30, 1998, the discount rate for pegof the present value calculation
was 7%. Commencing with the three months endedber31, 1998, the Company established the discatmmonthly as a function of
the Company's current marginal borrowing rate, ceduwith respect to licenses which provide folaitibn adjustments, by 1.5%, reflecting
the Company's estimate of future inflation adjusttaaluring the minimum license term. In the fougttarter of 1998, the discount rate for
purposes of the present value calculation wered6.B3October, 6.38% in November and 6.25% in Deambhe imputed interest portion of
the license fees, which is reported as licenseaaténcome in the Company's consolidated statesrafrihcome, is recognized over the term.
To date, a majority of the Company's software lignhave been renewed upon expiration.

The Company's services revenue is comprised offfeésplementation, consulting, maintenance aathing services. Software license
customers are offered the ability to enter intoaantenance contract requiring the customer to paypathly 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 softwamierinentation agreements typically require the Camggo provide a specified level of
implementation services for a specified fee, tylhjoaith additional implementation services availalt an hourly rate. Implementation fees
are often recognized as performed or upon the aetrnient of specified milestones. The Company gelyaedognizes implementation as w

as consulting and training fees as the serviceprargded.

The Company's international revenues have fluctuedasiderably in the past due to the fact thalh saeenues have been largely attributable
to a small number of product acceptances duringengeriod. In 1998, international revenues inseebto 22.6% as a result of renewal of
prior agreements and acceptances of new produaefercustomers. In 1997, international revenuesased to $7.3 million as a result of
new product acceptances and license renewals mpEuCanada and Mexico. In 1996, internationalmaes increased to $5.9 million as a
result of new customers in Europe.

Most of the Company's contracts are denominatédl $hdollars. The Company expects that in the futtioee of its contracts may be
denominated in foreign currencies. The Companynisaexperienced any significant foreign exchangaggar losses, and the Company does
not expect that foreign currency fluctuations witinificantly affect its financial position or rd&ifrom operations. The Company's business
has experienced and is expected to continue tariexge significant seasonality and lack of preditdaevenues. Historically, the Company
has recognized a greater percentage of its reviantsethird and fourth quarters than in its fiestd second quarters due to the Company's
commission structure and the impact of that stmectun the timing of product acceptances and licemsewals by customers. This pattern is
reinforced by the Company's maintenance contradtsh generally entitle customers to, among othergs, a fixed number of free
consulting hours per calendar year. Once the aralisdinent of free consulting hours is exhaustedt@mers pay for additional services on a
hourly basis. The timing of license revenues isdly related to the completion of implementatienvices and acceptance of the licensed
software by the customer, the timing of which hes/pn to be difficult to predict accurately.
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On April 15, 1998, the Company restated its consiéid financial statements for each of the thremidited quarters in the nimeenth perioc
ended September 30, 1997. The restatements reflestenue adjustments as a result of a change itinting of revenue recognition on
certain contracts. Also included in the restatenksotidated financial statements are operating esggrincluding a provision for bad debts
previously recorded by the Company and the recgrdfrcertain other expenses and reserves.

On October 29, 1998, the Company publicly annouritsgoreliminary, unaudited results of operationmsthe three and nine-month periods
ended September 30, 1998. Subsequently, basedosmation that had not previously come to the ditenof the Company or its external
auditors, the Company determined that it may neelacounted properly for certain revenue trangastiAs a result, the Company, with the
assistance of its independent auditors, conductedrgrehensive review of those transactions anersttelating to the three months ended
September 30, 1998 and other periods in 1998 aéd.19

Based on such review, the Company concluded thastnecessary to revise its previously disclosetinpinary, unaudited results of
operations for the three and nine-month periodeeé®@kptember 30, 1998 and to restate its unaudiierim financial statements for the first
and second quarters of each of 1998 and 1997.eMemue changes are principally reversals of licanskeservice revenue arising from the
inability to estimate fair value of undeliveredrelents (implementation services) granted in conanratiith software license and
implementation service arrangements, issues sutiogrthe timing of delivery or acceptance of licedisoftware, certain project milestones
not being completed and improper or delayed biflirithe revenue changes also reflect an increasyémue reserves. In the opinion of
management, all material adjustments necessamyrteat the consolidated financial statements haenlvecorded.

RESULTS OF OPERATIONS

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

Years Ended December 31,

1998 1997 1996

Revenue:

Software license 48.7% 64.6% 66.4%
Services 51.3 35.4 33.6
Total revenue 100.0 100.0 100.0
Cost of revenue:

Cost of software license 2.6 0.6 14
Cost of services 38.9 26.5 20.8
Total cost of revenue 41.5 27.1 22.2
Gross profit 58.5 72.9 77.8
Operating expenses:

Research and development 38.7 34.1 24.5
Selling and marketing 42.7 394 17.9
General and administrative 17.3 7.0 5.5
Total operating expenses 98.7 80.5 47.9
Income (loss) from operations (40.1) (7.6) 29.9
License interest income 4.4 4.0 4.7
Other interest income 3.4 7.5 1.8
Interest expense - - (0.3)
Income (loss) before (benefit) provision

for income taxes (32.3) 3.9 36.1
Benefit provision for income taxes (10.7) 15 13.7
Net income (loss) (21.6)% 2.4% 22.4%



YEAR ENDED DECEMBER 31, 1998 COMPARED TO YEAR ENDED DECEMBER 31, 1997
Revenue

Total revenue for 1998 increased 36.2% to $60.4anifrom $44.4 million for 1997. The increase wasnarily due to an increase in servi
revenue.

Software license revenue for 1998 increased 2.6$2%04 million from $28.7 million for 1997. The irease in software license revenue was
primarily attributable to software license acceptsby new customers and software license agreaermaals and extensions by existing
customers. Significant deferrals of license revememurred to coincide with the timing of customeceptance and the completion of
implementation services. Total deferred revenueegsed by approximately $20.0 million, a majoritymhich related to software license
revenues.

Services revenue for 1998 increased 97.4% to $8ilidn from $15.7 million for 1997. The increaseservices revenue was primarily
attributable to additional consulting services pded to existing customers, increased implementat@vices for new customers, and to a
lesser extent, increased maintenance revenue flanger installed product base. Due to the Comgaatlyility to enter into a larger software
license transactions, the size of correspondingces revenue transactions has increased.

Cost of Revenue

Cost of software license consists of amortizatigpemse related to the stock warrant and purchasfeslsse costs, royalty payments to such
third party software vendors, and costs of prodoetlia, duplication and packaging. Cost of softwi@aense for 1998 increased to $1.6
million from $0.3 million for 1997, and increasesl @ percentage of total revenue to 2.6% for 198& 0.6% for 1997. As a percentage of
software license revenue, cost of software licémseased to 5.4% for 1998 from 0.9% for 1997. éases were primarily due to licensing
third-party software and amortization costs assediavith a stock purchase warrant issued by theg@omin June 1997 which cost is being
amortized through December 31, 2002.

Cost of services consists primarily of the costprofviding implementation, consulting, maintenararg] training services. Cost of services
for 1998 increased 99.0% to $23.4 million from RKlhillion for 1997. Cost of services as a perceatafgtotal revenue increased to 38.9%
1998 from 26.5% for 1997 due to the lack of growmtlicense revenues, and remained constant ascargage of services revenue at 75.6%
for 1998 and 75.0% for 1997. These increases inafagervices were mainly due to increased stafifintipe Company's Client Services group
worldwide.

Operating Expenses

Research and development expenses consist prinoétite cost of personnel and equipment neededriduct the Company's research and
development efforts. Research and development sggdnr 1998 increased 54.8% to $23.4 million f&kB.1 million for 1997. The increa

in research and development expenses was due hirithg of additional development personnel in @@mpany's research and development
group. As a percentage of total revenue, researdliavelopment expenses increased to 38.7% for ft88834.1% for 1997. These increa
were due to the additional investments in integgathe Company's products with the Internet andugts, developing standard application
programming interfaces, and enhancing product tyuatid ease of use.

Selling and marketing expenses for 1998 increa3et?d to $25.8 million from $17.5 million for 199&s a percentage of total revenue,
selling and marketing expenses increased to 420r%998 from 39.4% for 1997 as the Company investdalilding its sales force. Such
increases were attributable to the hiring of addai direct sales and marketing personnel and asee: sales commission payments
attributable to higher sales. During 1998, the Canypcontinued to build its sales and marketingaistitucture in its domestic and
international offices.

General and administrative expenses for 1998 isex234.8% to $10.5 million from $3.1 million f®97 and increased as a percentage of
total revenue to 17.3% for 1998 from 7.0% for 199ich increases were due to increased staffirfgeimt¢counting, computer systems and
facilities management groups needed to suppoi€tmpany's growth; however, a significant portiorihef increase was due to increased
professional fees. Such professional fees wereatiedwas a result of additional interim audit seegiperformed in association with the
financial restatements, the year end annual anditegal costs associated with ongoing class atitigation.
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License Interest Income

License interest income, which is the portion dfieénse fees due and received under softwaradie@agreements that was not recognized
upon product acceptance or license renewal, inete48.8% to $2.7 million for 1998 from $1.8 millifor 1997, reflecting a larger installed
product base and customer payments.

Other Income

Other income, which consists of interest incomeegated on cash and cash equivalents, and markriehtgmins or losses on foreign
denominated accounts receivable, decreased 36.4%xamillion for 1998 from $3.3 million for 199This decrease was due to lower cash
and cash equivalent balances being invested, ihadféset by gains recognized on the mark to madédoreign denominated accounts
receivable.

Provision for Income Taxes

The benefit for federal, state and foreign incomes was $6.4 million for 1998. The provision fedéral, state and foreign taxes was $0.7
million in 1997. The effective tax rates were (3%2and 38.0% for 1998 and 1997, respectively. Atddeber 31, 1998, the Company had
$31.0 million in net operating loss and AMT ande@h and development tax credit carryforwardslalvk to offset future federal taxable
income. See Note 9 of Notes to Consolidated FimduStatements.

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

Total revenue for 1997 increased 32.2% to $44.4anifrom $33.5 million for 1996. The increase wasnarily due to an increase in
software license revenue.

Software license revenue for 1997 increased 280/$28.7 million from $22.3 million for 1996. Thecdirease 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 1997 increased 39.1% to $h8livn from $11.3 million for 1996. The increaseservices revenue was primarily
attributable to increased demand for implementadiath consulting services.

Cost of Revenue

Cost of software license consists of amortizatigpease 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 decreasedaapercentage of total revenue to 0.6% for 199 ft.4% for 1996. As a percentage of
software license revenue, cost of software licetesgeased to 0.9% for 1997 from 2.1% for 1996. Sledneases 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 Deceartie 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 percentigetal revenue increased to 26.6% for
1997 from 20.8% for 1996, and increased as a ptgerof services revenue to 75.0% for 1997 frorB%lfor 1996. 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 sggeor 1997 increased 83.8% to $15.1 million f&8r2 million for 1996. The increase
in research and development expenses was due hirithg of additional development personnel as wslthe depreciation of purchased
capitalized software. As a percentage of total meee research and development expenses increa3ddéb for 1997 from 24.5% for 1996.
The Company has been increasing spending on sademarketing more rapidly than spending in develepnand intends to continue a
strategy of leveraging existing product functiotyably balancing its historical focus on researcti davelopment with an increased emphasis
on sales and marketing.
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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 to 3904%997 from 17.9% for 1996 as the Company investdulilding its sales force. Such
increases were attributable to the hiring of addai direct sales and marketing personnel, inctksales commission payments attributab
higher sales, and increased investment in markstipgort activities and materials. During 1997, @menpany continued to build its sales .
marketing infrastructure in its domestic and ingional 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 reveni
7.0% for 1997 from 5.5% for 1996 due to the Comfmimwestment in infrastructure.

License Interest Income

License interest income represents the portiorl itanse fees due under software license agretswelnich 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 $0.7 million and $4.6 million for 1997 and9869 respectively. The effective tax rates
were 38.0% for 1997 and 38.1% for 1996. At Decen®ier1997, the Company had $9.1 million in net apeg loss and research and
development tax credit carryforwards availableffeat future federal taxable income

LIQUIDITY AND CAPITAL RESOURCES

From inception until the Company's initial publifesing of Common Stock, the Company funded itsrafiens primarily through cash flow
from operations and bank borrowings. In July 1986,Company issued and sold 2.7 million sharesaofii@on Stock in connection with its
initial public offering. Net proceeds to the Compdrom such offering were approximately $29.4 roitli In January 1997, the Company
issued and sold 1.8 million shares of Common Stedonnection with a second public offering. Nedtqaeds to the Company from such
second public offering were approximately $51.9ionl At December 31, 1998, the Company had cashcash equivalents of
approximately $24.8 million and working capitalagproximately $32.9 million.

Net cash used by operating activities for the yeaded December 31, 1998, 1997 and 1996 was $20idhp10.0 million and $2.9 millior
respectively. The increase in cash used in opegratitivities was primarily attributable to a 1998 foss of $19.4 million and a $36.8 million
increase in accounts receivable, partially offseincreases in deferred revenue, and accounts [gagab accrued expenses. The Company's
accounts receivable increased due to larger salage and deterioration in the age of the accorgusivable. The increase of cash used in
operating activities was also attributable to tbsts associated with the significant increase im employees during the year ended Decer
31, 1998, some of whom, especially those in the gaoy's Sales and Client Services groups, requirghmaf training and experience bef
they are able to generate revenue. Additionally,Gompany's method of licensing its software ov@éd anonth period with payments made
monthly installments over the license term resmltsignificant cash utilization during periods afid growth because a substantial portion of
the associated expenses are incurred prior tocimenencement of the license term. The Company igetly taking a number of steps to
reduce the amount of cash used in operating desyiincluding improving billings practices in orde reduce the time between when sen
are performed and when such services are billéehsifying collection efforts on past due accouaiqloring the possible securitization of
license receivables, hiring new employees on a rselective basis and implementing more stringest controls, including reducing
unnecessary personnel. The company has incurredssee committments of approximately $0.3 milliorconnection with the termination

of approximately 60 employees.

Net cash used by investing activities for the yesmded December 31, 1998, 1997 and 1996 was $Wiérm$14.5 million and $2.0 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 supploet éxpansion of certain facilities and
the Company's growing employee base.

Net cash provided by financing activities for theays ended December 31, 1998, 1997 and 1996 wasfilon, $52.6 million and $28.
million, respectively. This cash was provided maiat a result of the Company completing an iniighlic stock offering in 1996, a
secondary public stock offering in 1997 and, tessér extent, the exercise of stock options.
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In addition to cash used for investing activitides Company has operating leases for office spadequipment. At December 31, 1998, the
Company's commitments under non-cancellable opgréases for office space with terms in excesmefyear totaled $4.6 million, $4.2
million and $4.2 million for 1999, 2000 and for 20@espectively. The Company's total expense uswigh leases was $2.6 million, $1.4
million and $1.0 million for 1998, 1997 and 199éspectively. See Note 8 of Notes to Consolidatedriéial Statements.

As of December 31, 1998, the Company had a worgapgtal line of credit, which expires on June 3899, with a bank allowing for
borrowings up to $5.0 million at the bank's primater(7.25% at December 31, 1998). Borrowings abogestito various covenants which call
for a specified level of working capital and netritnp maintenance of certain financial ratios arstrietions on the payments of dividends. As
of December 31, 1998, the Company was in compliaritteall covenants, except for the profitabiliipdncial covenant, for which the
Company received a non-compliance waiver. The Compatends to renegotiate the term and the covereaptirements under the existing
line of credit with the same bank. See Note 5 ofeldo Consolidated Financial Statements.

The Company recorded bad debt expense in the amoti2.2 million, $1.9 million and $0.3 million 998, 1997, and 1996, respectively,
to provide for the risk of non-payment of certa@eeivables, relating primarily to consulting anstailation services rendered by the
Company.

The Company believes that current cash and cadhatents will be sufficient to fund the Companyfseoations for the near term. There can
be no assurance that additional capital which neasefuired to support further revenue growth wolt be required or that any such required
additional capital will be available on reasonaklens, if at all, at such time as required by tleen@any.

Effect of "Year 2000" Issues.

The "Year 2000" problem is pervasive and complexigually every computer operation will be affedtin some way by the rollover of the
two-digit year value to "00." The issue is whetbemputer systems will properly recognize date smesinformation when the year changes
to 2000. Systems that do not properly recognizé snformation (or other date changes) could gerezatoneous data or fail. Pegasystems'
customers rely on date-sensitive operations tautatke internal data and to service their customaraddition, the Company also uses other
companies' products as part of market offeringsfanthternal use; these programs may also be taifidoy the issue.

Year 2000 readiness issues may negatively affegbtinchasing patterns of existing and potentialazners. Many organizations are spending
significant amounts and rededicating personnebtoect or patch their current systems to achievar2€00 readiness. Thus, fewer funds

be available to purchase the Company's products, Athe issue may divert customers' and potenigbmers' time, attention, and resources
away from those projects which typically lead toghases of products or services. The Company datdsefieve that there is any practical
way to ascertain the extent of, and has no plaasidoess problems associated with, any such reduictipurchasing resources of its
customers. Any such reduction could, however, téswd material adverse effect on the Company'tess, operating results and financial
condition.

Pegasystems has designed and tested current \geddiite products to be consistent with use aftear’y2000. However, some customers are
using earlier product versions. In addition the @any's products are generally integrated with yis¢esns and products of its customers
developed by other vendors. Year 2000 problemBdré systems and products might significantly Itivét ability of the Company's
customers to realize the intended benefit offerethb Company's products. The Company may in thedlbe subject to claims based on
Year 2000 problems in others' products or issuisggrfrom the integration of multiple products kit an overall system. Although the
Company has not been involved in any litigatioprceeding to date involving its products or segsicelated to Year 2000 issues, there can
be no assurance that the Company will not in tiheréube required to defend its products or servicds negotiate resolutions of claims be

on Year 2000 issues. The costs of defending arudviag Year 2000-related disputes, and any lidbsiof the Company for Year 2000-
related damages could have a material adverse effiebe Company business, operating results awashdial condition.

The Company also relies on certain computer tedyyoand software that it licenses form third pastiacluding software that is integrated
with the Company's products. These programs maypakssent Year 2000 problems. Although the Comesynot experienced any
significant product claims to date, there can bassurance that unanticipated errors or defectsatiiresult in product liability or other
claims in the future. Failure of thindarty software comprising any part of the Compasysems to operate properly with regard to Ye&0
and thereafter could require the Company to inoanticipated expenses to address associated prabhdrith could have a material adverse
effect on the Company's business, operating reaottdinancial condition.
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The Company has adopted standard industry pradtgeepare for the effect of the upcoming datenglezon internal data and information
technology systems (such as communications, dewwedop accounting, billing, and other systems). Toenpany's Year 2000 internal
readiness program primarily covers: taking inveptafrhardware, software and embedded systems,sisgdsnisiness and customer
satisfaction risks associated with such systenestitiy action plans to address known risks, exeguthd monitoring action plans, and
contingency planning. Pegasystems expects to sulalacomplete Year 2000 readiness preparatignthé end of the second quarter of
1999 with respect to core business systems.

Although the Company does not believe that it imidlur any material costs or experience materiabigtions in its business associated with
preparing its internal systems for the year 2008ret can be no assurances that the Company wilixpatrience serious unanticipated negi
consequences and/or material costs caused by gtetbtrrors or defects in the technology usedsimiernal systems. The most reasonably
likely worst case scenarios would include:

(i) corruption of data contained in internal infation systems, (ii) hardware failure, and (iii) fladure of infrastructure services provided by
government agencies and other third parties (eleciricity, phone service, water transport, Inétigervices, etc.). The Company is in the
process of completing contingency planning for higk areas (such as accounting, payroll, and girgibilling systems) at this time and has
commenced contingency planning relating to otheasir The Company expects contingency plans todaclmong other things, manual
"work-arounds" for software and hardware failu@swell as substitution of systems, if necessary.

INFLATION

Inflation has not had a significant impact on tr@mr@any's operating results to date, and the Comgaeyg not expect it to have a significant
impact in the future. The Company's license anchteaance fees are typically subject to annual asae based on recognized inflation
indexes.

SIGNIFICANT CUSTOMERS

In 1998, the Company had one customer that accadiotel 7.7% of the Company's consolidated revehu#&997, the Company had two
customers that accounted for 13.7% and 10.0%, c&sply, of the Company's consolidated revenuel986, the Company had three
customers that accounted for 14.5%, 11.4% and 10&8pectively, of the Company's consolidated raeen

FORWARD-LOOKING STATEMENTS

Certain statements contained in this Annual Repeart be construed as "forward-looking statementsledimed in the Private Securities
Litigation Reform Act of 1995. These statementime various risks and uncertainties which couldseathe Company's actual results to
differ from those expressed in such forward-lookstatements. These risks and uncertainties inchaleffect of losses from prior periods,
liquidity issues, pending litigation and regulatgmpceedings, recent adverse publicity, seasomalticn of the Company's operations and
fluctuations in the Company's quarterly resultpjddechnological change involving the Companytspicts and those of competitors, delays
in product development and implementation, thenetdgical compatibility of the Company's productshwits customers' systems, the
Company's dependence on customers in the finasmigices market, intense competition in the markatthe Company's products, risk of
non-renewal by current customers, management attimepany's growth, and other risks and uncertanfibese statements are based on
estimates, projections, beliefs, and assumptiotiseo€ompany and its management and are not geasaaf future performance. Further
information regarding those factors that could eahe Company's actual results to differ materiftiyn any forward-looking statements
contained herein is included in the Company's itemoi~orm 10-K for the year ended December 31, 188&h has been filed with the
Securities and Exchange Commission.
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Item 7A
QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKE T RISK

Market risk represents the risk of loss that mdgafthe consolidated financial statements of thenGany due to adverse changes in financial
market prices and rates. The Company's marketripksure is primarily the result of fluctuationganeign exchange rates. The Company
has not entered into derivative or hedging tramsastto manage risk in connection with such fluGtues.

The Company derived approximately 22.6% of itsltetaenue in 1998 from sales to customers basesideuof the United States. Certain of
the Company's international sales are denominatéatéign currencies. The price in dollars of pradusold outside the United States in
foreign currencies will vary as the value of thdlaofluctuates against such foreign currenciesh@lgh the Company's sales denominated in
foreign currencies in 1998 were not material, thezne be no assurance that such sales will not beri@an the future and that there will not
be increases in the value of the dollar againgt sucrencies that will reduce the dollar returthie Company on the sale of its products in
such foreign currencies.

Item 8
FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

Financial statement schedules are set forth in tépYExhibits, Financial Statement Schedules, Ragorts on Form 8-K of this Form 10-K
and are filed herewith.

Item 9
CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL DISCLOSURE

None
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PART llI
Item 10
DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

. Information relating to the executive officerstbé Company is set forth in Part I, immediateljolwing Item 4, of this Report under the
caption "Executive Officers of the Registrant.” Thowing information is furnished with respecteach Director.

Edward A. Maybury, 59, has been a Director of tlhen@any since its organization in 1983. Since J9§11 he has served as a Director, and
from July 1991 through May 1993 was the Presidadt@hief Executive Officer, of Creative Systems,.Jm software and services company.
Prior thereto, Mr. Maybury was the Chief Execut®#icer of Data Architect Systems, Inc., a softwarel services company.

Leonard A. Schlesinger, 46, has been a Directth@fCompany since June 1996. Professor Schlesm@eofessor of Sociology and Public
Policy and Senior Vice President for Developmergratwn University. From 1988 through 1998, he wé&afessor of Business
Administration at the Harvard Business School wherevas chairman of the Service Management Graumterdisciplinary faculty group
that focuses on customer service. Professor Saglesis also a Director of The Limited, Inc., acphy retailer, Borders Group, Inc., a book,
music and video retailer, and GC Companies, Inmpugie exhibition and investments company.

Edward B. Roberts, 63, has been a Director of th@@any since June 1996. Since 1961, he has be®uathé Sarnoff Professor of
Management of Technology at the Massachusettsutestf Technology. He was co-founder and chairnfram 1963 until June 1995, of
Pugh-Roberts Associates, Inc., an internationalagament consulting firm specializing in stratedanping and technology management. In
addition, Dr. Roberts co-founded and is a Directfo¥edical Information Technology, Inc., a providgrhospital information systems. Dr.
Roberts is also a Director of Advanced Magnetigs,,la medical imaging company, Selfcare, Inc. aaufacturer of home medical diagno:
products, and is a general partner of Zero Stagé&laa venture capital firm.

Thomas E. Swithenbank, 54, has been a Directdreo€Company since June 1996. From 1990 to 1998 asePnesident and Chief Executive
Officer of Harte-Hanks Data Technologies, a compsitdtware and servicing company specializing itadase marketing systems. Prior
thereto, Mr. Swithenbank was President of Inteamati Data Corporation, a world-wide computer mankgtonsulting firm. Mr.
Swithenbank has an A.B. from Harvard University andVi.B.A. from the Harvard Business School.

Alan Trefler, 43, a founder of the Company, hasegms President and Clerk and has been a Dirgiotme the Company's organization in
1983. Prior thereto, he managed an electronic ftnagisfer product for TMI Systems Corporation, #vgare and services company. Mr.
Trefler holds a degree in economics and computense from Dartmouth College.

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMRINCE

Section 16(a) of the Securities Exchange Act of41@8e "1934 Act") requires the Company's Directomd executive officers, and persons
who own more than ten percent of the Company's Cam8tock, to file reports with the Securities an@dltange Commission (the "SEC")
disclosing their ownership of stock in the Company changes in such ownership. Copies of suchteep also required to be furnished to
the Company.

To the Company's knowledge, based solely on reuietive copies of the above-mentioned reports fhedsto the Company and written
representations that no other reports were requilathg 1998 all such filing requirements were ptied with in a timely fashion.

Item 11
EXECUTIVE COMPENSATION

DIRECTOR COMPENSATION

Each non-employee Director of the Company recehig800 for every Board or committee meeting attendée Company also reimburses
non-employee Directors for expenses incurred ending Board meetings. In addition, nemployee Directors of the Company are eligib
receive stock options under the 1996 Non-Employieedr Stock Option Plan. No other compensatigpaisl to Directors for attending
Board or committee meetings. Messrs. Maybury, Rsb&chlesinger and Swithenbank are currently tmeemployee Directors of the
Company

EXECUTIVE COMPENSATION

The following table sets forth all compensation eded to, earned by or paid for services rendergdgdompany in all capacities during the
years ended December 31, 1998, 1997 and 1996 the(ompany's Chief Executive Officer ¢
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(i) the four most highly compensated other exemutfficers (collectively, the "Named Executive iO&frs"):
Summary Compensation Table

Annual Compensation (1)

All Other
Name and Principal Positions Year Salary ($) Bonus ($) Compensation ($)
Alan Trefler 1998 $200,000
President 1997 $200,000 - -
1996 188,333 (2) $ 38,759 (3) $ 15,000 (4)
Joseph J. Friscia 1998 $180,000 70,000 -
Vice President of Sales and Marketing 1997 143,333 47,250 (5) 10,786 (4)
1996 125,000 94,730 (6) -
Eugene A. Bonte 1998 $140,000 25,000
Vice President of Market Strategy and Delivery (7) 1997 129,167 21,000 (5)
1996 86,897 31,149 (6)
Michael R. Pyle 1998 $140,000 15,000 -
Vice President of Applications Development 1997 120,000 15,750 (5) 8,587 (4)
1996 111,250 41,285 (8) -
Ira Vishner 1998  $125,000 10,000 10,000 (4)
Vice President, Corporate Services, Treasurer, 1997 120,000 10,500 (5) 19,441 (4)
Chief Financial Officer (9) 1996 110,667 30,169 (8) -

(1) In accordance with the rules of the Securitied Exchange Commission, other compensation ifothe of perquisites and other personal
benefits has been omitted because the aggregatmaoifosuch perquisites and other personal bensditstituted less than the lesser of
$50,000 or 10% of the total of annual salary analises for each of the Named Executive Officerd 898, 1997 and 1996.

(2) Includes $8,333 earned between August and Dieeefr®96 and paid in February 1997.
(3) Represents bonus earned between July 1995ualdl996 and paid in February 1997.
(4) Represents payments in lieu of paid days off.

(5) Represents bonus earned between July 1996 ecehiiber 1997 and paid in 1998.

(6) Represents bonus earned in 1996 and paid in&gh1997.

(7) Mr. Bonte has indicated his intention to resighm the Company on May 21, 1999.

(8) Represents bonus earned between July 1995ualdl996 and paid in 1996.

(9) Mr. Vishner's employment with the Company tarated in January 1999.
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Option Grants

The following table provides certain informatiomeerning grants of options to purchase the Compa@gmmon Stock made during the
fiscal year ending December 31, 1998, to eache@NaAmed Executive Officers:

Option Grants in Fiscal 1998

| ndividual Grants

Pot ential Realizable Value
Number of Perc ent of a t Assumed Annual Rates
Shares Total Options of Stock Price Appreciation
Underlying Gran ted to Exercise or for Option Term (1)
Options Emplo yees In Base Price  Expiration ----- e
Name Granted (#) (2) Fisc al Year ($/Share) Date 5% ($) 10% ($)
Alan Trefler - - - - - -
Joseph J. Friscia 60,000 1.0% $7.75 10/15/08 $292,434 $744,090
Eugene A. Bonte 25,000 0.4 7.75 10/15/08 121,848 308,788
Michael R. Pyle 25,000 0.4 7.75 10/15/08 121,848 308,788
Ira Vishner 20,000 0.3 7.75 10/15/08 97,478 247,030

(1) As required by the rules of the Securities BrRdhange Commission, potential values stated aecban the prescribed assumption tha
Company's common stock will appreciate in valuenftbe date of grant to the end of the option termaes (compounded annually) of 5%
and 10%, respectively, and therefore are not irgdrid forecast possible future appreciation, if,amyhe price of the Company's common
stock.

(2) These options vest over a five year term, witbnty percent of the total grant vesting on thgt fanniversary date of the grant, and
quarterly vests thereafter.

Aggregated Option Exercises and Year-End Option Tale

The following table sets forth certain informatiooncerning options exercised during 1998 and timehmw and value of unexercised stock
options held by each of the Named Executive Officer of December 31, 1998.

Aggregated Option Exercises in Last Fiscal Year anifear-End Option Values

Number of Shares Value of Unexercised
Underlying Unexercised In-the -Money Options
Options at Year-End At Year-End ($)
Shares Value
Acquired on  Realized
Name Exercise (#) %) Exercisable Unexercisable Exercisabl e Unexercisable
Alan Trefler - - - - - -
Joseph J. Friscia - - 267,000 238,000 903,715 206,782
Eugene A. Bonte - - 18,000 154,000 - -
Michael R. Pyle 25,000 $620,583 125,900 143,200 482,109 165,426
Ira Vishner - - 5,000 75,000 - -

27



Compensation Committee Interlocks and Insider Parttipation

Prior to May 1996, decisions concerning compengaifcexecutive officers were made by the Board wé&ors which included Mr. Trefler,
the President of the Company, and Mr. Vishner,@\Aresident and the Chief Financial Officer of@mmpany. In May 1996, the Company
established the Compensation Committee. No exexofficer of the Company has served as a Direatonember of the compensation
committee (or other committee serving an equivaienttion) of any other entity, whose executivaadfs served on the Company's Board of
Directors or Compensation Committee.
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Item 12
SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

PRINCIPAL AND MANAGEMENT STOCKHOLDERS

The following table sets forth certain informatias of February 15, 1999, with respect to the berfdownership of Common Stock of the
Company by

(i) each person known by the Company to be thefim@aleowner of more than 5% of the outstanding @aom Stock of the Company, (ii)
each Director of the Company, (iii) the CEO andfthe other most highly compensated executive ef§and (iv) all executive officers and
Directors of the Company as a group. To the knogéeaf the Company, based on information providedumh owners, all persons listed
below have sole voting and investment power witpeet to their shares of Common Stock except texbtent authority is shared by spouses
under applicable law.

Name of Numbe r of Shares Percentage of Shares
Beneficial Owner Benefic ially Owned (1) Beneficially Owned
Alan Trefler (2) 21,2 37,100 74.0%

Joseph J. Friscia (3) 2 98,000 1.0
Eugene A. Bonte (3) 54,000 *
Michael R. Pyle (3) 2 80,800 *
Ira Vishner 2 24,700 *
Edward A. Maybury (3) 17,600 *
Edward B. Roberts (4) 17,000 *
Leonard A. Schlesinger (3) 12,000 *
Thomas E. Swithenbank (3) 12,000 *

All executive officers and Directors
as a group (11 persons) (5) 22,3 88,200 78.0%

* Represents beneficial ownership of less than 1%eoutstanding Common Stock.

(1) The number of shares of Common Stock deemextamding includes (i) 28,683,100 shares of ComntonkSoutstanding as of February
15, 1999 and

(i) 18,000 shares issuable pursuant to outstanaintigns held by the respective person or grouggkvhire exercisable within 60 days of
February 15, 1999, as set forth below.

(2) Includes 375,000 shares held in trust with eesfpo which Mr. Trefler has voting and dispositp@wver. Mr. Trefler disclaims beneficial
interest.

(3) Consists solely of shares of Common Stock stilbfestock options exercisable within 60 days @bfaary 15, 1999.
(4) Includes 6,000 shares of Common Stock subjestdck options exercisable within 60 days of Fabyid5, 1999.
(5) Includes 680,400 shares of Common Stock subjestiock options exercisable within 60 days ofriaaby 15, 1999.
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Item 13
CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

CERTAIN TRANSACTIONS

Since December 31, 1996 there have been no tramsaatvolving more than $60,000, nor are any psagh between the Company and any
executive officer, Director, 5% beneficial ownertbé Company's Common Stock or equivalents, orirmanyediate family member of any of
the foregoing, in which any such persons or estitiad or will have a direct or indirect materiakiest.

The Company has adopted a policy whereby all funaresactions between the Company and its offiérectors, principal stockholders a
their affiliates will be on terms no less favoratiehe Company than could be obtained from uredl#hird parties and will be approved by a
majority of the disinterested members of the ComgsaBoard of Directors. No such transactions areetily being considered.

PART IV
Item 14
EXHIBITS, FINANCIAL STATEMENT SCHEDULES, AND REPORT S ON FORM 8-K
(@) (1) Financial Statements
The following consolidated financial statementsragired to be filed by Item 8 of this Form 10-Kdaare filed herewith as noted below.
Item
Consolidated Balance Sheets at December 31, 199&1d997

Consolidated Statements of Operations for the yeaded December 31, 1998, 1997, and 1996
Consolidated Statements of Stockholders' Equitytferyears ended December 31, 1998, 1997, and 1996
Consolidated Statements of Cash Flows for the yeraled December 31, 1998, 1997, and 1996

Notes to Consolidated Financial Statements

Reports of Independent Public Accountants
(2) Financial Statement Schedules

All financial statement schedules are omitted bseahe required information is not present or mesent in sufficient amounts to require
submission of the schedule or because the infoomadireflected in the consolidated financial stegats or notes thereto.

(3) Exhibits

The exhibits filed as part of this Report are liste the Exhibit Index immediately following thenfincial statement schedule included in this
Report.
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(b) Reports on Form 8-K

On November 25, 1998, the Company filed a repoffam 8-K with the Commission to announce the dataf its filing on Form 1039 for
the quarter ended September 30, 1998.

On January 8, 1999, the Company filed a report@mP8-K with the Commission to announce that Irahier had resigned from his
positions with the Company, effective January 499
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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, 1999

By: /sl Richard B. Gol dnman

Ri chard B. CGol dman, Vice President,
Chief Financial Oficer and Treasurer

Pursuant to the requirements of the Securities &xgé Act of 1934, this Annual Report on Form 10ds$ been signed below on Aprill5,
1999 by the following persons on behalf of the Reghnt and in the capacities indicated.

sl Alan Trefler

President, C lerk and Director (principal
Alan Trefler executive of ficer)
/s/ Richard B. Goldman
Vice Preside nt, Chief Financial Officer
Richard B. Goldman and Treasure r (principal financial
officer and principal accounting officer)
/sl Edward A. Maybury
Director
Edward A. Maybury
/s/ Edward B. Roberts
Director
Edward B. Roberts
/sl Leonard A. Schlesinger
Director
Leonard A. Schlesinger
/sl Thomas E. Swithenbank
Director

Thomas E. Swithenbank
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS ON SUPPLEM ENTARY SCHEDULE
To the Board of Directors of Pegasystems Inc.:

We have audited the accompanying consolidated balsineets of Pegasystems Inc. as of December 38 ,atfl 1997 and the related
consolidated statements of operations, stockhdldgtsty, and cash flows for each of the two yéarthe period ended December 31, 1998.
These consolidated financial statements are thmnsibility of the Company's management. Our resjtdlity is to express an opinion on
these consolidated financial statements based oaumlits.

We conducted our audits in accordance with geneaaltepted auditing standards. Those standardsedhat 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 digelesn the financial statements. An audit alsoudek assessing the accounting principles
used and significant estimates made by managersemtlhas evaluating the overall financial statetpgesentation. We believe that our
audits provide a reasonable basis for our opinion.

As further discussed in Note 10, two class actawslits have been filed by certain stockholdersnsgéhe Company and certain of its
current and former officers and directors, the onte of which are uncertain at this time. Managerbefieves that it is possible that the
Company may be required to pay substantial damagesttiement costs which could have a materiagéestveffect on the Company's
financial position or results of operations. In didd, regardless of the outcome of any of thegmas, it is likely that the Company will incur
substantial defense costs and that such actiohsause a diversion of management's time and aiterithe Company's delays in SEC filings
and adjustments made to previously published firghstatements have resulted in negative publfoitythe Company. Such events and
related publicity have adversely affected demamdHe Company's products and services and mayhals® an adverse effect on the
Company's financial position or results of openagio

In our opinion. the consolidated financial statetegrferred to above present fairly, in all matenégpects, the consolidated financial posi
of Pegasystems Inc. at December 31, 1998 and #49@he consolidated results of its operationsisnchsh flows for each of the two years
in the period ended December 31, 1998 in conformitil generally accepted accounting principles.

/'s/ Arthur Andersen LLP

Bost on, Massachusetts
April 15, 1999
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Report of Independent Auditors

To the Board of Directors of
Pegasystems Inc.:

We have audited the accompanying consolidatednséatts of operations, stockholders' equity, and dasfs of Pegasystems Inc. for the y
ended December 31, 1996. These consolidated fialasteitements are the responsibility of the Comjsamanagement. Our responsibility is
to express an opinion on these consolidated fimhstatements based on our audit.

We conducted our audit in accordance with generadbepted auditing standards. Those standardsedtyat 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 digelesn 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 statetegeferred to above present fairly, in all matenégpects, the consolidated results of
operations and cash flows of Pegasystems Inch&oyear ended December 31, 1996, in conformity gatherally accepted accounting
principles.

/sl Ernst & Young LLP

Bost on, Massachusetts
February 24, 1997



PEGASYSTEMS INC.

Exhibit Index

Exhibit No. Description
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10.15.+

211

23.1.

23.2.

27.1.

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

Restated Articles of Organization of
Restated By-Laws of the Registrant.
Specimen certificate representing th
Amended and Restated 1994 Long-Term
1996 Non-Employee Director Stock Opt
1996 Employee Stock Purchase Plan.

Loan Agreement dated as of December
Registrant and Fleet Bank of Massach

Loan Modification Agreement dated as
Registrant and Fleet Bank of Massach

Second Loan Modification Agreement d
the Registrant and Fleet National Ba
to Fleet Bank of Massachusetts, N.A.

Promissory Note dated May 15, 1996 i
made by the Registrant to the order

Lease Agreement dated February 26, 1
and Riverside Office Park Joint Vent

Amendment Number 1 to Lease Agreemen

between the Registrant and Riverside
Venture.

Warrant agreement dated June 27, 199
Registrant and First Data Resources

Subsidiaries of the Registrant.
Consent of Arthur Andersen LLP.
Consent of Ernst & Young LLP.

Financial Data Schedule-1998.

incorporated herein by reference to the same exhilohber.

+ Filed as an exhibit to the Registrant's Form 1f»#1997.

35

the Registrant.

e Common Stock.
Incentive Plan.

ion Plan.

16, 1993 between the
usetts, N.A.

of May 5, 1995 between the
usetts, N.A.

ated May 15, 1996 between
nk (successor by merger

).

n the amount of $5,000,000
of Fleet National Bank.

993 between the Registrant
ure.

t dated August 7, 1994
Office Park Joint

7 by and between the
Inc.



PEGASYSTEMS INC.
CONSOLIDATED BALANCE SHEETS
(in thousands, except share-related data)

December 31,

Assets 1998 1 997
Current assets:
Cash and cash equivalents $24,806 $ 52,005
Trade and installment accounts receivable, net of
allowance for doubtful accounts of $2,753 in
1998 and $2,200 in 1997 42,316 20,319
Prepaid expenses and other current assets 2,427 1,514
Total current assets 69,549 73,838
Long-term license installments, net 49,000 36,403
Equipment and improvements, net 10,044 5,578
Purchased software and other, net 9,505 11,701
Total assets $138,098 $1 27,520

Liabilities and Stockholders' Equity
Current liabilities:

Accounts payable and accrued expenses $14,842 $5,398
Deferred revenue 21,714 1,754
Deferred income taxes - 3,978
Current portion of capital lease obligations 123 -
Total current liabilities 36,679 11,130
Commitments and contingencies (Notes 8 and 10)
Deferred income taxes 750 3,669
Capital lease obligations, net of current portion 202 -
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; 28,683,100
shares and 28,545,100 shares issued and outs tanding in 1998
and 1997, respectively 287 285
Additional paid-in capital 87,757 86,841
Deferred compensation (36) (55)
Stock warrant 2,897 2,897
Retained earnings 10,037 23,107
Cumulative foreign currency translation adjustm ent (475) (354)
Total stockholders' equity 100,467 1 12,721
Total liabilities and stockholders' equity $138,098 $1 27,520

The accompanying notes are an integral part oktheasolidated financial statements

37



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

Years Ended December 31, 1998 1997 1 996
Revenue:
Software license $29,409 $28,657 $22 ,258
Services 30,997 15,704 11 ,287
Total revenue 60,406 44,361 33 ,545

Cost of revenue:

Cost of software license 1,598 256 477
Cost of services 23,449 11,782 6 ,975
Total cost of revenue 25,047 12,038 7 452
Gross profit 35,359 32,323 26 ,093
Operating expenses:
Research and development 23,380 15,104 8 ,218
Selling and marketing 25,769 17,483 5 ,999
General and administrative 10,459 3,124 1 ,857
Total operating expenses 59,608 35,711 16 ,074
Income (loss) from operations (24,249) (3,388) 10 ,019
License interest income 2,662 1,789 1 ,565
Other interest income 2,059 3,348 619
Other income (expense), net 47 - (85)

Income (loss) before provision (benefit) for

income taxes (19,481) 1,749 12 ,118
Provision (benefit) for income taxes (6,411) 664 4 ,618
Net income (loss) ($13,070) $1,085 $7 ,500

Earnings (loss) per share:

Basic ($0.46) $0.04 $ 0.30
Diluted ($0.46) $0.04 $ o 3.:2:8::
Weighted average number of common shares outstandin g: - T
Basic 28,604 28,284 24 ,802
Diluted 28,604 30,268 26 o ,_3_9_7__

The accompanying notes are an integral part oktheasolidated financial statements
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PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY
(in thousands)

Cumulative
Common Stock Foreign
Number Additional Deferred Currency Total
of Paid-in  Deferred Stock Retained Translation Stockholders'
Shares Amount Capital Compensation Warrant Earnings Adjustment  Equity

Balance at December 31, 1995 23,490 $235 $106 $(91) $ - $14,522 $(98) $14,674
Issuance of common stock 2,700 27 29,339 29,366
Exercise of stock options 202 2 64 66
Tax benefit from exercise

of stock options 697 697
Foreign currency

translation adjustment 64 64
Amortization of deferred

compensation 18 18
Net income 7,500 7,500
Balance at December 31, 1996 26,392 264 30,206 (73) - 22,022 (34) 52,385
Issuance of common

stock, net of issuance

costs of $485,198 1,837 18 51,925 51,943
Exercise of stock options 316 3 638 641
Tax benefit from exercise

of stock options 4,072 4,072
Foreign currency

translation adjustment (320) (320)
Amortization of deferred

compensation 18 18
Issuance of stock warrant 2,897 2,897
Net income 1,085 1,085
Balance at December 31, 1997 28,545 285 86,841 (55) 2,897 23,107 (354) 112,721
Exercise of stock options 138 2 429 431
Tax benefit from exercise

of stock options 487 487
Foreign currency

translation adjustment (121) (121)
Amortization of deferred

compensation 19 19
Net loss (13,070 (13,070)
Balance at December 31, 1998 28,683 $287 $87,757 ($36) $2,897 $10,037 ($475) $100,46

The accompanying notes are an integral part oktheasolidated financial statements
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Pegasystems Inc.
Consolidated Statements of Cash Flows
(in thousands)

Years Ended December 31,

Cash flows from operating activities:
Net income (loss)
Adjustments to reconcile net income (loss) to ne
operating activities:
Provision (benefit) for deferred income tax
Depreciation and amortization
Provision for doubtful accounts
Change in operating assets and liabilities:
Trade and installment accounts receivab
Prepaid expenses and other current asse
Accounts payable and accrued expenses
Deferred revenue

Net cash used in operating activitie
Cash flows from investing activities:
Purchase of equipment and improvements
Purchased software
Net cash used in investing activitie
Cash flows from financing activities:
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 (decrease) in cash and

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

Equipment acquired under capital lease

t cash used in

es

le
ts

ities

ents

cash equivalents

27,80

1998 1997
$(13,070) $1,08
(6,596) 72
5,595 3,15
2,165 1,93
(36,759) (20,27
(913) (27
9,629 1,97
19,960 1,70
(19,989) (9,97
(7,520) (4,48
- (10,00
(7,520) (14,48
- 51,94
431 64
431 52,58
(121) (32
(27,199)
52,005 24,20
$ 24,806 $52,00
$ 9 $
$ 84 $ 1
- $2,89
$ 325 $

The accompanying notes are an integral part oktheasolidated financial statements.

40

(SR

W~

~

$ 7,500

3,977
1,633

(16,389)
(810)



PEGASYSTEMS INC.

NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1998

1. SIGNIFICANT ACCOUNTING POLICIES
(a) Business

Pegasystems Inc. (the "Company") was incorporatefipyil 21, 1983 and develops customer service mameent software used by large,
transaction-intensive organizations to automateraadage their customer interactions. Customernseo€Company include large banks, credit
card processors, mutual fund companies and majopanies in non-financial service industries. Then@any also offers consulting,
training, and maintenance and support serviceaditithte the installation and use of its solutions

The environment of rapid technological change atehise competition which is characteristic of thitvgare development industry results in
frequent new products and evolving industry statislafhe Company's continued success depends galnility to penetrate vertical
markets, enhance current products and develop nesdugts on a timely basis that keep pace with langes in technology and competitors'
innovations.

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

(b) Management Estimates and Reporting, OperatidgCGontrol Environment

The preparation of financial statements in conftymiith generally accepted accounting principleguiees management to make estimates
and assumptions that affect the reported amourdass#ts and liabilities and disclosure of contihgssets and liabilities at the date of the
financial statements and the reported amountsveimges and expenses during the periods presentashlAesults could differ from those
estimates. Significant assets and liabilities wihorted amounts based on estimates include tradieatallment accounts receivable, long
term license installments and deferred revenue.

Following the December 31, 1997 audit, the Compaagived a management letter from its independdnligpaccountants that identified
material weaknesses in the Company's internal cbatwvironment. The letter included recommendatiorisire an industry competent Chief
Financial Officer, reorganize and upgrade the satek
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contract administration process and upgrade theusts receivable collection process to ensure pn@gyenue recognition and financial
reporting. A new chief financial officer was hiradSeptember 1998. In connection with the prepamadif the Company's financial stateme
for the quarter ended September 30, 1998, infoonatias discovered that lead to a review of cerg@nenue transactions. In January 199¢
Company announced that it had restated its finhatagements for the first and second quarter986%1(which provided for offsetting
adjustments), and each of the first three quackt998 (see Note 2).

The December 31, 1998 audit resulted in materigistithents to the fourth quarter's revenues andresq®e In connection with the completion
of the December 31, 1998 audit, the independenigabtcountants have informed the Company that thahagement letter will again
communicate material weaknesses similar to manlyagfe material weaknesses included in the 1997 geamant letter. In addition to certain
material weaknesses previously included in the I88Magement letter, the independent public accatsteve noted various other internal
control deficiencies. These include inadequaterotsmtaind procedures over the customer service @rijglementation process that has
resulted in the Company's inability to reasonalslyneate the fair value of undelivered elements thedefore, its inability to allocate contract
fees to each element of an arrangement based olorsepecific objective evidence of fair value. Atitohially, the independent public
accountants have noted significant control deficiesover the Company's billing and collection psscand software delivery and acceptance
process. Additionally, in April 1999, the new chfefancial officer indicated his intention to resifom the Company within the next several
months.

(c) Principles of Consolidation

The consolidated financial statements include to®ants of the Company and its wholly-owned subsids, Pegasystems Limited (a United
Kingdom Company), Pegasystems Investment Inc. (sshtzhusetts Securities Corporation), Pegasystemp&ty (a Canadian Company),
Pegasystems Worldwide Inc. (a United States Cotjpoa GDOO (a Swedish Company), and Pegasysteynktét (an Australian

Company). All intercompany accounts and transasttoave been eliminated in consolidation.

(d) Foreign Currency Translation

The translation of assets and liabilities of thenPpany's foreign subsidiaries is made at year-ecHange rates, while revenue and expense
accounts are translated at the average excharegefoatthe respective years ended. The resultimgkation adjustments are excluded fron
income (loss) and are charged or credited to "Catiwa foreign currency translation adjustment” urdgld as part of stockholders' equ



Realized and unrealized exchange gains or lossestfansaction adjustments are reflected in otiere and are not material.
(e) Revenue Recognition

The Company's revenue is derived from two sousefware license fees and service fees. Softweeadie fees are payable on a monthly
basis under license agreements, which generally hdiwve-year term and may be renewed for addititarens at the customer's option.
Software license fee revenue represents the preakrt of future license payments. A portion of ke from each arrangement is initially
deferred and recognized as interest income oveethe of the license agreement. Service fees arerghy recognized as revenue as the
services are performed or as certain implementatibestones are achieved.

During 1996 and 1997, the Company recognized revé@maccordance with Statement of Position (SOP),95oftware Revenue
Recognition”, as issued by the American Institdt€ertified Public Accountants. Specifically, rewenfrom software license arrangements is
generally recognized upon delivery and product piza&e pursuant to non-cancelable license agrespard is based on management's
assessment that the collectability of the long-tkcamse installments is probable. Additionallypupacceptance the Company must have had
no significant remaining vendor obligations regagdihe licensed software.

Effective January 1, 1998, the Company adoptegtbeisions of SOP 97-2, "Software Revenue Recagmiitias issued by the American
Institute of Certified Public Accountants. Begingim 1998, software license fee revenue is recaghigpon customer acceptance of the
software when there is persuasive evidence of mmgement, delivery has occurred, the fee is fixedeterminable and collectability of the
fee is probable. Service fee revenue is recograzetie services are performed. Maintenance revismeeognized ratably over the term of
maintenance arrangement. In arrangements thadiachultiple elements, SOP 97-2 requires the tetaltd be allocated to the various
elements based on vendor-specific objective evigefdcair value. If sufficient vendapecific objective evidence does not exist forctmn
of the fee to the various elements of the arrangénadl revenue from the arrangement is deferrad such vendor-specific objective
evidence exists or all elements have been delivenddaccepted. Deferred revenue at December 38, d@sists primarily of software
license and service fees from arrangements fortwdiceptance of the software license has not e acceptance has occurred but
sufficient vendor-specific objective evidence o fair value of each element as required by SOR. 8@es not yet exist for the allocation of
the contract fee to each element of the arranger@eférred revenue also includes the fair valufred consulting hours committed by the
Company that had not been performed as of Dece81helr998.



In the case of software license agreement reneli@dsse fee revenue is recognized upon execufitimearenewal or extension agreement.
The Company provides for revenue reserves for stimated fair value of warranty obligations or pwotreturns in the period in which
license fee revenue is recognized.

Beginning in the fourth quarter of 1998, the Comphagan using discount rates ranging between 6-36%6. The discount rate used for
year ended December 31, 1997 and the-months ended September 30, 1998 was 7.0%. Theuliscate used in the present value
calculations was 7.0% for the three months endetiMal, 1996 and was 6.75% for the remainder oj&as ended December 31, 1996.

(f) Cash and Cash Equivalents
The Company considers all highly liquid investmenith original maturities of three months or lesde cash and cash equivalents.
(9) Concentration of Credit Risk

Financial instruments that potentially subject @@mpany to a concentration of credit risk considtaxe accounts receivable and long-term
license installments receivable. The Company rectmag-term license installments in accordance wéthevenue recognition policy, which
results in receivables from customers (primarilgéaorganizations with strong credit ratings).

(h) Equipment and Improvements

Equipment and improvements are recorded at cogtid@mtion is computed using the straight-line rodtbver the estimated useful lives of
the assets, which are three years for equipmenparathased software and five years for furniture faxtures. Leasehold improvements are
amortized over the life of the lea:



(i) Software Costs

In compliance with the Statement of Financial Aauting Standards ("SFAS") No. 86, "Accounting foe tBosts of Computer Software to be
Sold, Leased, or Otherwise Marketed", certain safncosts are capitalized by the Company. Capitadiz of software costs begins upon the
establishment of technological feasibility, defingdthe Company as a working model or an operatarsion of the computer software
product that is completed in the same languagésacapable of running on all of the platforms as phoduct to be ultimately marketed. No
costs were capitalized during 1998, 1997, or 1996.

Amortization of capitalized software costs is ird#d in cost of software license revenue. No amatitn expense for capitalized software
costs was charged to cost of software license te@n1998 and 1997. Total amortization expensegebto cost of software license was
$0.5 million during 1996.

() Net Earnings (Loss) Per Share

The Company follows the provisions of SFAS No. 1Harnings Per Share". SFAS No. 128 establisheslatds for computing and
presenting (loss) earnings per share and appliestities with publicly held common stock or potehtommon stock. In accordance with the
Securities and Exchange Commission's Staff AccagrBulletin ("SAB") No. 98, the Company has detared that there were no nominal
issuances of common stock or potential common stottke period prior to the Company's initial pehdiffering ("IPO"). The Company has
applied the provisions of SFAS No. 128 and SAB 8iretroactively to all periods present



For the year ended December 31, 1998, diluted wedbhiverage shares is the same as basic weigteeabawshares as the inclusion of stock
options and warrants would be anti- dilutive. Ctions of basic and diluted net earnings (loss)sbare and potential common share are as
follows:

Years Ended December 31,
1998 1997 1996
(in thousands, except per share data)

Basic:

Net income (loss) $ (13,070) $ 1,085 $ 7 ,500

Weighted average common shares outstanding 28,604 28,284 24 ,802
Basic earnings (loss) per share $ (0.46) $ 0.04 $ 0.30
Diluted:

Net income (loss) $ (13,070) $ 1,085 $ 7 ,500
Weighted average common shares outstanding 28,604 28,284 24 ,802
Effect of assumed exercise of stock options - 1,984 1 ,595
Weighted average common shares outstanding, assumin g 28,604 30,268 26 ,397
dilution ====
Diluted earnings (loss) per share $ (0.46) $ 0.04 $ 0 .28

For the years ended December 31, 1998, 1997 art] 19887,020 options and warrants, 185,481 optmis7,201 options, respectively,
were excluded from the weighted average commoreshautstanding, assuming dilution, as their effesld be an-dilutive.



(k) Comprehensive Income

In June 1997, the Financial Accounting Standardsr@¢'FASB") issued SFAS No. 130, "Reporting Conmgrgsive Income". SFAS No. 130
requires disclosure of all components of compreleriacome on an annual and interim basis. Comprakie income is defined as the
change in equity of a business enterprise duripgrend from transactions and other events and istances from nonowner sources. The
components of the Company's comprehensive incomasafollows:

Year Ended December 31

(in thousands) 1998 1997 1996
Net (loss) income $ (13,070) $ 1,085 $ 7,500
Foreign currency translation, net

of income taxes (81) (198) 39
Comprehensive (loss) income (13,151) 887 7,539

(I) Segment Reporting

During 1998, the Company has adopted SFAS No. "TH$closures About Segments of an Enterprise aridt& Information”. SFAS No.
131 requires certain financial and supplementdigrination to be disclosed on an annual and intéxasis for each reportable operating
segment of an enterprise, as defined. Based otritieia set forth in SFAS No. 131, the Companyently operates in one operating
segment, customer service software.

SFAS No. 131 also requires that certain enterpwisie- disclosures be made related to products amwites, geographic areas and major
customers. The Company derives substantially atsafperating revenue from the sale and suppashefgroup of similar products and
services. Substantially all of the Company's asm&tdocated within the United States. During 19987 and 1996, the Company derived its
operating revenue from the following countriesdgsercentage of total operating reveni



Year End ed

December 31,
1998 1997 1996
United States 7% 84% 82%
United Kingdom 11% 8% 11%
Other 12% 8% 7%
100% 100% 100%

In 1998 one customer accounted for approximately%/of the Company's total revenue. In 1997, twat@mers accounted for
approximately 13.7% and 10% of the Company's taetednue, respectively. In 1996, three customersuatted for approximately 14.5%,
11.4% and 10.5% of the Company's total revenue.

(m) New Accounting Standards

In March 1998, the AICPA issued SOP 98-1, "Accaunfior Costs of Computer Software Developed or Dethfor Internal Use". SOP 9B-
requires computer software costs associated wighrial use software to be expensed as incurretaapitalization criteria are met, as
defined. Adoption of this statement will not havmaterial impact on the Company's consolidatedhfiiad position or results of operations.

During 1998, the Financial Accounting StandardsrBassued SFAS No. 132, Employers' Disclosures ABamsions and Other
Postretirement Benefits. SFAS No. 132 is effectoreyears beginning after December 15, 1998. Mamegé does not expect that the
adoption of this statement will have a material &tipon the Company's consolidated financial statésrtaken as a whole.

In June 1998, the FASB issued SFAS No. 133, "Actingrfor Derivative Instruments and Hedging Actieg". SFAS 133 establishes
accounting and reporting standards for derivatagsither assets or liabilities in the statemeffinaicial position and measure those
instruments at fair value. This statement appbeallitentities for all fiscal quarters beginningeafJune 15, 1999. Initial application of this
statement should be as of the beginning of any&nfiscal quarter. As of December 31, 1998 andhdy



the three year period then ended the Company ditiaid any derivative instruments or have any heggictivities. The Company does not
expect adoption of this statement to have a sicanifiimpact on its financial position or resultpgrations.

(n) Stock Options

The Company grants stock options for a fixed nuntfeshares to employees with an exercise priceléquhbe 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 sa@irgul995, the Company granted stock options filxed number of shares to employees
with an exercise price less than the then fair etavilue of the shares at the date of the gramttHeodifference between the fair market value
and the exercise price, the Company recorded @ef@ompensation in the consolidated statement®okisolders' equity, which is being
expensed over the vesting period.

The Company has adopted only the disclosure prngsof SFAS No. 123, "Accounting for Stock-Basedanpensation,” and will continue to
account for its stock option plans in accordandh #ie provisions of APB Statement No. 25.

2. RESTATEMENTS

On April 15, 1998, the Company restated its conlstdéid financial statements for each of the unadditst three quarterly periods ended
September 30, 1997. The restatements reflecteduevadjustments as a result of a change in thediwi revenue recognition on certain
contracts. Also included in the restated consatiddinancial statements are operating expensdsgding a provision for bad debts not
previously recorded by the Company and the recgrdfrcertain other expenses and reserves.

On October 29, 1998, the Company publicly annouritsgereliminary, unaudited results of operationmisthe three and nine-month periods
ended September 30, 1998. Subsequently, basedosmation that had not previously come to the atbenof the Company or its
independent auditors, the Company determined tinady not have accounted properly for certain reednansactions. As a result, the
Company, with the assistance of its independenta@sdconducted a comprehensive review of thamestctions and others relating to the
three months ended September 30, 1998 and othedpén 1998 and 1997.

Based on such review, the Company concluded thastnecessary to revise its previously discloselinpinary, unaudited results of
operations for the three and nine-month periodeeé®@kptember 30, 1998 and to restate its unaudiierim financial statements for the first

and



second quarters of each of 1998 and 1997. The vevelmanges are principally reversals of licensesandces revenues arising from the
inability to reasonably estimate the fair valuaintielivered elements (implementation servicespimection with software license and
implementation service arrangements, issues sutlingrthe timing and delivery or acceptance of Ismthsoftware, certain project milestones
not being completed and billing errors or delayse Tevenue changes also reflect an increase imnuevweserves. In the opinion of
management, all material adjustments necessaimyrtedat the consolidated financial statements haenlvecorded.

A summary of the impact of such restatement orfittamcial statements for the unaudited nine-momttiqal ended September 30, 1998 is as
follows:

(unaudited)
Nine Months Ended
September 30, 1998
(in thousands)

A s Reported As Restated
Software license revenue $40,750 $27,224
Services revenue 27,436 22,799
Total revenue 68,186 50,023
Income (loss) from operations 13,806 (5,520)
Net income (loss) 10,917 (1,065)
Earnings (loss) per share: Basic $.38 $(.04)
Earnings (loss) per share: Diluted $.37 $(.04)
Total assets $150,596 $147,955

See Note 11 for disclosure of the restated unadidiééected quarterly information for the four qasstended December 31, 1998 and 1



3. EQUIPMENT AND IMPROVEMENTS
The cost and accumulated depreciation of equip@ettimprovements consist of the following:

December 31,
19 98 1997
(in thousands)

Equipment $ 11,987 $ 7,243
Furniture and fixtures 2,721 1,895
Leasehold improvements 2,627 838
Equipment under capital leases 342 -
17,677 9,976
Less: accumulated depreciation and
amortization (7,633) (4,398)
Equipment and improvements, net $ 10,044 $ 5,578

Depreciation and amortization expense was apprdeimn&3.2 million, $2.0 million and $1.2 million fdhe years ended December 31, 1998,
1997 and 1996, respective



4. ACCOUNTS PAYABLE AND ACCRUED EXPENSES

Accounts payable and accrued expenses consist ébitbwing:

December 31,
1 998 1997
(in thousands)

Trade accounts payable $ 2502 $ 863
Employee compensation and benefits 3,317 1,332
Accrued income taxes 161 754
Other accrued expenses 3,792 1,114
Revenue reserve 4,861 961
Accrued consulting costs 209 374

$ 14,842 $ 5,398

5. DEBT

The Company had no outstanding long-term debt aeBwer 31, 1998 and December 31, 1997.

As of December 31, 1998, the Company had a worgapgital line of credit, which will expire on Jun8,3999, with a bank allowing for
borrowings up to $5.0 million at the bank's primaer(7.25% at December 31, 1998). The Company bdmbrrowings outstanding under the
line of credit at December 31, 1998. Borrowingssrbject to various covenants which call for a getlevel of working capital and net
worth, maintenance of certain financial ratios agstrictions on the payments of dividends. As of@sber 31, 1998, the Company was in
compliance with all covenants, except for the padfility financial covenant, for which the Compasybsequently received a non-compliance
waiver. The Company intends to renogotiate the searmd covenant requirements under the existingplireeedit with the same ban



6. STOCKHOLDERS' EQUITY
(a) Recapitalization and Stock Split

On July 10, 1996, the Company increased the nuwniflgrares of common stock authorized from 9.0 aiilio 45.0 million shares. The
Company's Board of Directors approved a three-fag-gtock 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.

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 fixiter ¢he designations, preferences, rights and
any qualifying limitations or restrictions of theages of each such series thereof, including thided 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 detsgrsaof such series.

(b) Long-Term Incentive Plan

In 1994, the Company adopted a Long Term IncerRiae (as amended, the "1994 Plan") to provide eyagls, directors and consultants \
opportunities to purchase stock through incentigeksoptions and non-qualified stock options.

In addition to options, eligible participants undee 1994 Plan may be granted stock appreciatigis; restricted stock and long-term
performance awards. As of December 31, 1998, &ab&8 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 agehaving 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 overyfaars and expire no later than ten years frondate of grant



(c) 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.

The Director Plan is administered by the Compeasafiommittee 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 on the date of grant.

(d) 1996 Employee Stock Purchase Plan

The 1996 Employee Stock Purchase Plan (the "StaothBse Plan™) was adopted by the Board of DireatarMay 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.

The following table presents the combined actifatythe 1994 Plan and the Director Plan for theyemded December 31, 1998, 1997 and
1996:

1998 1997 1996
Number of  Weigh ted Numberof Weighted Number of Weighted
Options Avera ge Options Average Options Average
Exerc ise Exercise Exercise
Pric e Price Price
(in (in (in
thousands) thousands) thousands)
Outstanding options at 309 $ 1 0.40 2,582 $ 5.04 1,924 $ 0.34
beginning of year
Granted 5955 $ 1 2.35 1,214 $ 2279 993 $ 13.19
Exercised (138) $ 3.13 (316) $ 2.03 (202) $ 0.33

Cancelled (3384) $ 1 8.69 (381) $ 20.52 (133) $ 4.94




Outstanding options 5532 $ 7.61 3,099 $ 10.40 2,582 $ 5.04
at end of year ==== —— mmmm—————

Exercisable options 1,065 $ 2.57 822 $ 213 679 $ 0.33

at end of year ==== == =========
Weighted average $ 9.34 $ 11.38 $ 8.84

fair value of —===== —==== ————=—————=— = ===z =====

options granted
during the year

The following table presents weighted average e life information about significant option gpsuoutstanding and exercisable at
December 31, 1998:

Options Outstanding Options Exercisable
Range of Exercise Number Weighted Weighted Number Weighted
Prices Outstanding Average Average  Exercisable Average
Remaining Exercise Exercise
Contractual Price Price
Life (years )
(in thousands) (in thousands)
$0.33-0.39 1,179 6.18 $ 034 863 $ 0.34
$6.00-$7.75 3,303 9.78 $ 7.74 - % -
$8.00-$12.50 434 7.39 $ 9.79 145 $ 9.90
$17.06-$20.56 412 9.00 $ 1751 57 $ 17.67
$22.69-28.09 204 9.41 $ 22.73 - % -



The following are the pro forma net income (los®) @arning s
(loss) per share for 1998, 1997 and 1996, as i€timepensation expense for the option plans had thetemmined based on the fair value a
grant date for grants in 1998, 1997 and 1996, stersi with the provisions of SFAS 123:

1 998 1997 1996
As Pro As Pro As Pro
Reported Forma Reported Forma  Reporte d Forma
Net income (loss) (in thousands) $(13,070) $(15,235) $ 1,085 $ (774) $ 75 00 $ 7122
Basic earnings (loss) per share $ (0.46) $ (0.53) $ 004 $ (0.03) $ O 30 $ 029
Diluted earnings (loss) per share ~ $ (0.46) $ (053) $ 004 $ (0.03) $ O 28 $ 0.26

A range of expected vesting percentages were goveach range of exercise prices. In 1998, fordinge of exercise prices from $0.33 to
$0.39, $6.00 to $7.75, $8.00 to $12.50, $17.0&2F6, and $22.69 to $28.09, it is expected that€dBent, 90 percent, 80 percent, 75
percent and 50 percent of those options will vestpectively. These ranges were based upon the &orspestimates that a more significant
number of lower priced options as compared to highieed options will vest.

The fair value of options at the date of grant wesémated using the Black-Scholes option priciraglet with the following weightedverage
assumptions:

1998 1997 1996
Volatility .97 0.5 0.0-9.9
Expected option life (years) 5.0 5.0 5.0
Interest rate (risk free) 4.23-5.65% 6.13-6.57% 5.38-6.69%
Dividend yield 0.0% 0.0% 0.0%

Volatility for 1998 was calculated on a daily baardd was determined to be .97. Volatility for 1945 calculated on a quarterly basis and
was determined to be 0.5. Volatility for 1996 wafcalated on a monthly basis. For 1996, exclusivene month's data where volatility was
9.9, volatility ranged from 0.0 to 1.4. The Compdmag never declared, nor paid dividends, on aritg @@pital stock and does not expect to in
the foreseeable futur



The effects on 1998, 1997, and 1996 pro formanmme (loss) and earnings (loss) per share of aikpgithe estimated fair value of stock
options and shares are not necessarily representdtthe effects on reporting the results of ofiens for future years as the periods
presented include only two, three, and four yelaption grants under the Company's plan.

7. SOFTWARE LICENSE AND SUPPORT AND WARRANT AGREEMES
On June 27, 1997, the Company entered into Softhiaemse and Support and Warrant Agreements witt Bata Resources, Inc. ("FDR").

The provisions of the Software License and Suppgreement 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 andstheices, FDR is expected to pay the Company afeasef $49.25 million with additional
fees possible based on successful resale of thieigio FDR paid $8.25 million in 1998 and remairiegs are expected to be paid on a
monthly basis over the term of the agreement. gl term of this agreement commenced on Jund 297 and runs through December 31,
2002.

In accordance with the Software License and Suppgmtement, the Company was granted a licensectogss to and use of the designs,
specifications and code of FDR's ESP product. Asiceration for this right, the Company paid FDR $1million. This amount was
recorded as purchased software on the accompahgiagce sheets.

In connection with the Software License and Suppgreement on June 27, 1997, the Company commntiitpdovide a warrant to FDR.
Pursuant to the Warrant Agreement, the Company B\ the right to purchase 284,876 shares of thegamy's common stock at a
purchase price of $28.25 per share which repredeheefair market value of the common stock ondhie of the agreement. The warrant
became exercisable on June 27, 1998 and will expirdune 27, 2002. The warrant was valued at $#li@mand the corresponding deferred
asset was capitalized and included in "purchas@td/@@ and other" on the accompanying balance sheet

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 agreeméntring the year ended December 31, 1998 and thedpsom June 27, 1997 through
December 31, 1997, the Company recognized reveinajgpooximately $8.9 million and $4.6 million, resgpively, related to the Software
License and Support Agreement ¢



recorded amortization expense of approximately $8lBon and $1.2 million, respectively, relatedtte ESP software and warrant.
8. LEASES

The Company leases certain equipment and officeespader non-cancelable capital and operating $e&sgure minimum rental payments
required under the capital and operating leasds naih-cancelable terms in excess of one year atibleer 31, 1998 are as follows:

Year Ended December 31, Capital Leases Operating
Leases
(in thousands) (in thousands)

Future Minimum Payments

1999 $ 123 % 4,634
2000 123 4,159
2001 115 4,159
2002 - 4,159
2003 - 2,075
Thereafter - 1,322

361 $ 20,508

Less--Amounts representing interest 36

$ 325

Total rent expense under operating leases was@apmtely $5.1 million, $3.0 million and $1.4 millg for the years ended December 31,
1998, 1997, and 1996, respectively.

9. INCOME TAXES

Income (loss) before provision (benefit) for incotarges consists of the following:

1998 1997 1996
Domestic $ (15,490) $ 8,599 $ 11,546
Foreign (3,991) (6,850) 572

Total $ (19,481) $ 1,749 $ 12,118




The provision (benefit) for income taxes for thageended December 31, 1998, 1997, and 1996 consitgte following:

1998 1997 1996
( in thousands)
Current:
Federal $ - $ (149 $ 6
State 84 (30) 212
Foreign 101 121 160
Total current 185 (58) 378
Deferred:
Federal (6,380) 688 3,662
State (966) 34 578
Foreign 750 - -
Total deferred (6,596) 722 4,240
$ (6,411) $ 664 $ 4,618

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

1998 1997 1996
Statutory federal income tax rate (35.0)% 34.0% 35.0%
State income taxes, net of federal benefit (3.0)% 3.9% 4.2%
and tax credits
Permanent differences (0.9)% 6.4% 0.3%
Tax credits (0.9)% (8.6)% (0.6)%
Foreign Taxes 6.9% -% -%
Other -% 2.3% (0.8)%

Effective income tax rate (32.9)% 38.0% 38.1%



Deferred income taxes at December 31, 1998 and tEJRCt the net tax effects of net operating lasd tax credit carryforwards and
temporary differences between the carrying amooinéssets and liabilities for financial statememtpmses and the amounts used for tax
purposes. The approximate income tax effect ofxbmmpany's net deferred tax liability as of Decengferli998 and 1997 are as follows:

December 31,
1998 1997
(in thousands)

Software revenue $ (13,980) $ (18,195)
Depreciation (2,934) (76)
Vacation accrual 1,001 184
Receivable and other reserves 3,260 1,198
Net operating loss carryforwards 11,719 8,195
Tax credits 1,081 864
Foreign Taxes (750) -

Other 185 183

Less valuation allowance (332)
Net deferred tax liabilities (750) (7,647)
Less current portion - (3,978)

$ (750) $ (3,669)

A valuation allowance has been provided for a partf the deferred tax asset since it is unceitdire Company will realize the entire
benefit of the deferred tax asset.

At December 31, 1998, the Company had alternativénmam tax ("AMT") and research and development&[R) credit carryforwards of
approximately $1,081, available to offset futurdeial taxable income. The carryforward period fer AMT credit is unlimited. The R&D
credit carryforwards generally expire from 2004264.8.

As of December 31, 1998 the Company also has &laifet operating loss carryforwards of approxinya$29,936 expiring through 2018.
These carryforwards may be used to offset futurerire taxes payable, if any, and are subject t@vebly the Internal Revenue Service.

As of December 31, 1998, approximately $14,02%efrtet operating loss carryforward relates to #oess tax benefit of disqualifying
dispositions and the exercise of non-qualified lstmations. Accordingly, approximately $5,256 of theferred tax asset was recorded in
additional paid in capita



10. LITIGATION AND CONTINGENCIES

In April 1998, a complaint purporting to be a classion was filed with the United States Distriaciutt for the District of Massachusetts (the
"Court") alleging that the Company and severat®bificers violated section 10(b) of the Secusitiexchange Act of 1934, as amended (the
"Exchange Act"), Rule 10b-5 promulgated by the Cadssion thereunder, and section 20(a) of the Exchadg. In December 1998, the
plaintiffs filed their First Amended Consolidated@plaint which hames the Company, the Company'sidret (Alan Trefler) and a former
officer and director (Ira Vishner) as defendantse Rmended Complaint alleges that the defendasiedsfalse and misleading financial
statements and press releases concerning the Cgismipablicly reported earnings. The Amended Complseeks certification of a class of
persons who purchased the Company's Common Stoeledre July 2, 1997 and October 29, 1997, and doespecify the amount of
damages sought. The defendants have filed a mutidismiss this litigation to which the plaintiff@ve replied.

In December 1998, a complaint also purporting taloéass action was filed with the Court allegingttthe Company and Alan Trefler
violated section 10(b) of the Exchange Act, Rulb-Bpromulgated by the Commission thereunder, hatNir. Trefler also violated section
20(a) of the Exchange Act. This litigation was dilafter the Company's announcement on Novemberd88 that it might be recording
revenue adjustments, on behalf of a purported dfpersons who purchased the Company's Commok $tiween October 29, 1998
through November 24, 1998. The Complaint does petify the amount of damages sought. Plaintiffigehiadicated that they intend to file
an amended complaint. The defendants have notlgétan answer or other responsive pleading inghigon.

The Company intends to defend these actions vigbyphut no assurance can be given as to the o@EoManagement believes that is
possible that the Company may be required to phgtantial damages or settlement costs which coave la material adverse effect on the
Company's financial position or results of openagidn addition, regardless of the outcome of drth@se actions, it is likely that the
Company will incur substantial defense costs aatlshich actions will cause a diversion of managénime and attention. The Company's
delay in filing its From 10-Q for the quarter endgeptember 30, 1998 and other regular reportstvlSEC and its announcement that it has
adjusted previously published financial stateméatge resulted in negative publicity for the CompaBych events and related publicity have
adversely affected demand for the Company's precaradl services may also have an adverse effebeo@dmpany's financial position or
results of operation:



(in thousands, except per share data)

Revenue

Loss from operations

Net income (loss)

Earnings (loss) per share-Basic

Earnings (loss) per share- Diluted

(in thousands, except per share data)

Revenue

Income (loss) from operations
Net income (loss)

Earnings (loss) per share-Basic

Earnings (loss) per share- Diluted

@

1

11. SELECTED QUARTERLY INFORMATION (UNAUDITED)

1998
st Quarter 2nd Quarter 3rd Quarter
$14,234 $18,157 $17,631
,743) (395) (3,382)

(350) 500 (1,215)
$(.01) $.02 $(.04)
$(.01) $.02 $(.04)

1997
st Quarter 2nd Quarter 3rd Quarter
$7,958 $5,272 $8,668

(86) (5,421) (4,011)

644 (2,482) (1,620)
$.02 $(.09) $(.06)

$.02 $(.09) $(.06)

4th Quarter
$10,384
(18,843)
(12,005)
$(.43)
$(.43)

4th Quarter

$22,462
6,128
4,543
$.16
$.15

The information above is inclusive of the effectgjoarterly restatements performed by the Comp&eg. Note 2 for further discussion of
these restatemen



12. VALUATION AND QUALIFYING ACCOUNTS

Balan ce Additions
at charged to Charged Balance
beginn ing costs and to other Deduct ions at end
Description (in thousands) of per iod expenses account (c) of period
Allowance for doubtful accounts:
Year ended December 31, 1998 $2,2 00 $2,165 -- ($1,6 12) $2,753
Year ended December 31, 1997 9 39 1,938 (a)285 (9 62) 2,200
Year ended December 31, 1996 4 34 300 (b)205 - 939

(a) Amount relates to service revenue reversedsiwivas previously charged against the allowancddobtful accounts.

(b) Amount reclassified from liabilities during tlyear.
(c) Deductions are related to accounts receivabite-offs.



Subsidiaries of the Registrant Exhibit No. 21.1

Name of Subsidiary Ju risdiction of Organization
Pegasystems Limited England
Pegasystems Party Limited Australia
Pegasystems Worldwide Inc United States
Pegasystems Investment Inc United States
Pegasystems Company Canada

GDOO Sweden



Exhibit 23.1
CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS

As independent public accountants, we hereby cansehe incorporation by reference of our repated April 15, 1999 included in this
annual report on Form 10-K, into the Company's iorgsly filed Registration Statement on Form S-& fio. 333-09305.

/'s/ ARTHUR ANDERSEN LLP

Bost on, Massachusetts
April 15, 1999



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.

/'s/ ERNST & YOUNG LLP

Bost on, Massachusetts
April 15, 1999



ARTICLE 5
CURRENCY: U.S. DOLLARS

PERIOD TYPE 12 MOS
FISCAL YEAR END DEC 31 199
PERIOD START JAN 01 199
PERIOD END DEC 31 199
EXCHANGE RATE 1
CASH 24,80¢
SECURITIES 0
RECEIVABLES 94,06¢
ALLOWANCES 2,75:
INVENTORY 0
CURRENT ASSET¢ 69,54¢
PP&E 17,67
DEPRECIATION 7,63¢
TOTAL ASSETS 138,09t
CURRENT LIABILITIES 36,67¢
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 287
OTHER SE 100,18(
TOTAL LIABILITY AND EQUITY 138,09t
SALES 60,40¢
TOTAL REVENUES 60,40¢
CGS 25,04°
TOTAL COSTS 25,047
OTHER EXPENSE¢ 59,60¢
LOSS PROVISION 0
INTEREST EXPENSE 0
INCOME PRETAX (19,481
INCOME TAX (6,411
INCOME CONTINUING (13,070
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME (13,070
EPS PRIMARY (0.46;
EPS DILUTED (0.46;
End of Filing
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