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ITEM 1:
BUSINESS
OVERVIEW

Pegasystems Inc. (the "Company") is a leading genof Customer Relationship Management (CRM) safénthat enables transaction-
intensive organizations to manage a broad arraystiomer interactions. Our customers representla veinge of industries, including
banking and financial services, insurance, healthosnagement, and telecommunications.

As businesses continue to focus on understandidgreamaging relationships with their customers, theyincreasingly seeking to apply new
technologies more effectively and on an enterprigke basis. As a result, the traditional thinkirtmgpat Customer Relationship Management
(CRM) has evolved towards a broader vision of eCR#Mhere the “e’ reflects electronic media (not paaterprise-wide solutions that
integrate multi-product customer contact with firfient, and extended-facilities that move beyontdgmise walls through communications
technologies, including the Internet. We believat thie are well positioned to capitalize on the opputies presented by this evolution with
our Web technology, data connectivity, multi-chdningegration and process automation expertise.

Our software enables organizations to deliver tjghlity, consistent customer service across togagferred interaction channels, from the
traditional call center environment to Internef-sarvice. This software can be used by thousahdserurrent users to generate billions of
dollars per day in resulting transactions. Workcgsses initiated by our solutions are driven bighli adaptive "rules base", designed by the
user-organization for its specific needs. The rblese facilitates a high level of consistency istomer interactions, yet drives different
processes depending on the customer profile anahge of the request.

We provide implementation, consulting, traininggdaupport services, and a set of applicationsdilitite the implementation and use of our
eCRM software. We also have alliances with thirdipa who offer integration services as well ahitedogy and selected vertical industry
applications that complement or incorporate outveafe.

INDUSTRY BACKGROUND

With the Internet as a powerful driving force, ewxha most established "bricks-and-mortar" compaaiesnow facing intensifying

competition from companies that, until recentlyrgvaot considered to be players in their marketslay/'s eBusiness marketplace has
spawned opportunistic companies that have evolad fifferent backgrounds, industries and busimesdels. These companies also offer a
variety of cost structures, delivery processesdisiibution channels that pose a challenge tattesdl firms.

Such growing competition has increased the needdmpanies to differentiate themselves, and oneitapt way they can do so is the
manner in which they manage customer relationsfipse successful, organizations must be ableridieaheir customer interactions
consistently--across multiple channels and funsticand be efficient in their business processedild loyal, profitable customer
relationships, companies need to synchronize thetomer-facing applications and adopt a custoraetric approach to information. As
many of today's eBusiness leaders have done, coegpaave sought to implement rules-based, Intaaradtitected solutions that will extend
that information to employees, strategic partned @stomers through end-¢md integration. The Internet also provides a umigpportunity
to achieve dramatic improvements in customer satigfn through self-service options.
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THE PEGASYSTEMS SOLUTION

The Company's Internet-architected eCRM softwap@iges transactiomtensive organizations with a wide range of calitéds that enhanc
customer interactions across multiple channels.glurtions offer the following advantages:

- FLEXIBILITY AND CONSISTENCY. Our eCRM software isased on rules that are user-defined; as sucte ties drive customer
interactions across the enterprise. Without castly timeeonsuming reprogramming, an organization is ablevtive its processes to addr
its changing business requirements--and extencttlukition across today's preferred channels efaation. Customers often modify the
rules base on a weekly basis, offering flexibilityd responsiveness. Whether via the Web or in & tnaditional call center environment,
rules also enable organizations to establish ctamdistandards--yet interact differently with eacistomer--and thereby offer one-to-one
personalization of its service, sales, marketingjitess and eBusiness activities.

- IMPROVED EFFICIENCY OF CUSTOMER RELATIONSHIP MANBEMENT. By automating the best-practice businessgsses of an
organization's customer service representative®&,3he Company's software actually performs waather than tracks tasks) and provides
guidance to CSRs or self-service customers asgtayress through interactions. Using our softw@®Rs are able to focus on revenue-
enhancing opportunities or other matters requipiegsonal attention. Cost savings are realized firquicker resolution rates, fewer manual
processes, and less rework.

- SCALABILITY AND ROBUST FUNCTIONALITY. The Compan'g rules-based Internet architecture provides ¢atability appropriate
for enterprise solutions. Our eCRM software is usgthousands of concurrent users to generatetmllof dollars per day in resulting
transactions. The rules architecture also enalgan@zations to evolve their eCRM solutions to mgpto changing market dynamics and
capitalize on new business opportunities.

- CUSTOMER-CENTRIC APPROACH. Our eCRM software pd®s organizations with a customer-centric appraaghformation,

enabling CSRs to view, access and disseminate erapsive information about their customers fronesgwantage points. With this
approach, CSRs are able to focus on deliveringboust service, rather than on protocols and proesdDetailed information about previous
interactions is provided, as well as informatiooattcross-selling and up-selling opportunities Ede to a specific customer.

- INTEGRATION CAPABILITIES. Our software is desigth¢o be readily integrated with our customers'taxgsdatabases and back-office
legacy systems, and with a wide variety of thirdipapplications and technologies. Our software algpports vertical-specific message
formats utilized in the financial services, insuwrenphealthcare management and telecommunicatiorietma

- MULTI-PLATFORM SERVER AND DATABASE SUPPORT. Ouphitions support multiple hardware platforms. Weéanplemented
our solutions on IBM's MVS/CICS and AIX/UNIX systenSun Microsystems' Solaris UNIX system, Hewlettfard Corporation's HP-UX
UNIX system, and Microsoft's Windows/NT system. Aatahally, customers have utilized several datalsystems to support our
applications, including Oracle, Sybase, Informixl &ticrosoft SQL Server.

- TEMPLATES. We offer an eCRM Foundation Templatd a&ndustry-specific product templates that giverugganizations an advanced
starting point for configuring their work process€éhe eCRM Foundation Template consists of rulesetbped by the Company based on its
experience in automating the workflows of somehefworld's leading customer service organizatitives, allow organizations to integrate
their customer service, sales, marketing and eBasimitiatives. The eCRM Foundation Template atstsists of data models and user
interfaces that are pre- configured for managingréety of Internet, intranet and call center co®to interactions. Our industry-specific
templates provide a comprehensive set of pre-cordijbusiness processes and are customizable tdhmamique needs of each customer.
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BUSINESS STRATEGY

Pegasystems' objective is to provide technologyftwlitates the creation of eCRM solutions tafldrto its customers' changing business
needs. As the Internet causes forward-looking dzgdinons to rethink the fundamentals of their I'pagaches and infrastructures, We intend
to leverage our core strengths - our Web technoldgta connectivity, multi-channel integration, gmdcess automation expertise--to
capitalize on the opportunities presented by ticbsages.

Specific elements of our strategy include:

- TECHNOLOGICAL LEADERSHIP. We intend to continuettloping and investing in our product offeringsir@nt development efforts
are focused on refinements of the basic architecturderpinnings that enable our solutions to rtfeehigh performance and availability
needs of customers operating within an Interneeth&nvironment. Additionally, in response to insiag demand from customers and our
systems integrator partners, we intend to expanadanfiguration toolkit to encompass options fofimiag workflows in Java; to model and
access workflow information in open relational datses; and to interact with third-party produciagisndustry-standard interfaces and
protocols.

- DIRECT SALES OF TEMPLATES. We intend to increass emphasis on direct sales of our eCRM Foundatenplate and industry-
specific product templates.

- STRATEGIC RELATIONSHIPS WITH SYSTEMS INTEGRATORSND TECHNOLOGY COMPANIES. As part of our Alliance
Program, we expect to continue our efforts to dgveélationships with systems integrators who @elatrategic business planning,
consulting, project management and implementagowvices to our customers and with whom we will perso-marketing initiatives.
Currently, we work with EDS and several leadingstdting groups. We also plan to continue our efféotdevelop relationships with other
technology companies who will use our technologipudd integrated solutions. Currently, our tectogyl partners include BroadVision,
GeoTel and Sun Microsystems.

- PRIVATE LABEL INITIATIVES. We intend to pursue dgitional relationships with companies with which wamn jointly develop eCRM
solutions for specific vertical markets that woblk offered under the other party's name. Typicétigse relationships involve the use of our
technology and the other party's access to custoarat insight into product requirements. The Comamrently has such relationships w
among others, First Data Resources, which utiimesechnology as part of a solution targeted afctiedit card processing market, and
Carreker-Antinori, Inc., which develops check exapmanagement products based on our technology.

INDUSTRIES
The Company has targeted several industries, imgud

BANKING. The Company provides software that autaesatustomer sales and service initiatives acrassdvdelivery channels (such as
Internet self-service, call centers, and brancivaeks for banks). These solutions improve the gquadiccuracy, and efficiency of customer
interactions, and enhance the delivery of prodandtservice offerings. Our software automates tedy&inctions within banking, including
customer contact management, sales campaign maeagerantact center service, check research andtatgnts, funds transfer
investigations, and correspondence. Our softwaréces the banking industry’'s check exception mamant needs through an agreement
with Carreker-Antinori, Inc.

MUTUAL FUNDS. Our software services the mutual fanddustry through an agreement with PFPC Inc.gtbbal fund services subsidiary
of PNC Bank Corp. The integrated product--markdtg®FPC Inc. under the name IMPRESS CRM-- offertualifund institutions a
comprehensive service solution. We also have d#alets to customers in this market.
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SECURITIES AND INVESTMENTS. The Company's softwargomates service and sales efforts associateccafiforate actions,
payments and securities settlement investigati@tail brokerage, and wholesale clearing services.

CREDIT CARD PROCESSING. The Company's productofered to the credit card processing market thhoagelicensing agreement
with First Data Resources (FDR)--a large creditigaocessor. Jointly developed software produatshine Pegasystems' workflow and
service delivery technology with FDR's servicingdtionality and online interfaces. The resultinggurcts give users a flexible, user-friendly
solution that can be quickly and easily adaptechéet evolving business needs without costly prograng. The Company also has direct
customers in this market.

INSURANCE. The Company's insurance software fat#is the resolution of policyholder requests byigng that agents have easy acce:
information that resides in multiple, disparatekband systems. The Company's solutions positiouréree organizations to provide highly
personalized customer service and enhance crdssysel

HEALTHCARE. The Company's healthcare software ezmhbkalthcare organizations to more efficientlyrdoate care and integrate
administrative operations. This allows health maiaince organizations, healthcare providers, phastsataboratory clinicians, and health
insurers to access integrated member informatien awnetwork of previously disconnected systemssdPalized data presentation gives
users easy access to information to quickly respomdquests including referrals, benefits verifima, and claim status.

TELECOMMUNICATIONS. The Company's telecommunicasm@oftware automates telecommunications servicagets' interactions with
their customers and other providers. These solsitisiegrate data obtained from multiple dispanatermation systems. They allow service
representatives to resolve billing inquiries, seliedervice calls, and turn service requests iakessopportunities during the course of a si
call.

CUSTOMERS

The following is a representative list of the Comya major eCRM customers, as well as an overvietiveouses to which they apply our
solutions:

AMERICAN HOME ASSURANCE DIVISION OF AMERICAN INTERMTIONAL GROUP (AIG)-- Insurance customer serviceghV
based policy renewal, and new business applications

AMERICA ONLINE--Automation of inbound customer s@® requests, such as billing and membership clsa@genell as cross-selling and
up-selling capabilities.

BANC ONE--Retail/check customer service and redeamhiolesale banking, funds transfer, check, cafgoiockbox, and interbank
compensation service for global operations.

BANCO POPULAR DE PUERTO RICO--Retail service cergatomation, check research, and consumer loarrjngud service.

BANK OF AMERICA--Numerous applications to suppoustomer service for wholesale and retail bankingelsas sales force automation
to support brokerage sales activities.

BANK OF AMERICA--Retail/check customer service amsearch, automation of branch support centerstutisnal funds transfer and
foreign exchange customer service for U.S. and [i@ap operations; credit and debit card correspareemd dispute and chargeback set
processing.

BANK OF IRELAND--Retail/check clearings and resdgrautomation of branch support centers, and eka@ptedit item review and
verification.

BANQUE NATIONALE DE PARIS--Institutional funds trafer service, research and archive.
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BARCLAYS BANK PLC--Institutional funds transfer and foreign exchangstemer service for international operations; mantteredit car
service, including telephony center, correspondeaied dispute and chargeback processing.

BLUE CROSS BLUE SHIELD OF MASSACHUSETTS--Customengce management, including supporting accesstégiated member
information to healthcare providers, pharmacisiisptatory clinicians and health insurers.

BLUE CROSS BLUE SHIELD OF GEORGIA--Customer servicanagement, supporting access to integrated manfbemnation to
healthcare providers, pharmacists, laboratoryahmis and health insurers.

CEDEL BANK--Global custody and securities movemeugtomer service.

CENTRAL VERMONT PUBLIC SERVICES CORP.--Customensgee management, supporting call center represeasatvith access to
consolidated customer information.

CHASE--Automation of customer service activitiescss wholesale bank; extended use and accessitfildystem by supporting browser
access to account officers.

CITIBANK--Global funds transfer and foreign exchangustomer service; check-related customer seavidaesearch; domestic MasterCard
and Visa service, including image integration, espondence, and dispute and chargeback processing.

CITIBANK LATIN AMERICA--Customer service managemeib support centralized call center for a multigaage customer base across
several countries.

COLONIAL GROUP--Mutual fund customer service sugpuay telephony center and correspondence.
FEDERAL RESERVE BANKS--Check processing customevise, suspense ledger management, research, mdjusand archive.
FIDELITY INVESTMENTS--Mutual fund customer serviseipporting telephony center and correspondence.

FIRST DATA CORPORATION-Relicenses the Company's solution to provide custa@arvice, collections, and credit applicationcessing
for credit card issuers.

FRANKLIN TEMPLETON GROUP--Mutual fund customer s&w supporting telephony center, correspondenatresearch.
HOMESIDE LENDING--Escrow analysis and payment pssigg.

HOUSEHOLD CREDIT SERVICES--Credit card service urihg telephony center, correspondence, disputechargeback processing;
private label customer service for major retailers.

KAISER PERMANENTE--Automation of healthcare membgatient, provider and payer interactions.
MARINE MIDLAND BANK--Institutional funds transfer astomer service.

MELLON BANK CORPORATION--Retail/check customer si®, research, and archive; wholesale, instituticcgsh management, and
corporate lockbox customer service.

ORANGE COMMUNICATIONS S.A.--Customer service managmnt, including management of service and salégitées in call centers,
and Web-based online dealer activation at the pdisale.

RIGGS BANK--Retail banking call center for salesla®rvice activities, including cross-selling amdigem resolution capabilities.

SEARS ROEBUCK--Customer service and authorizatidhe Regional Credit Card Operations Centers afS€redit, the consumer credit
division.



TRANS UNION CORPORATION--Credit bureau data-manageticustomer service for institutional customerd al estate property
appraisal processing, including browser-based aocdasPegaWEB.

In 1999 and 1998, respectively, First Data Res@u@mrporation accounted for 12.5% and 17.2% ofXbmpany's consolidated revenue. In
1997, Kaiser Permanente and First Data Resourcgmfaion accounted for 13.7% and 10.0%, respdgtieé the Company's consolidated
revenue.

PRODUCTS

The Company classifies its products into one cdeHrasic categories:
templates, PegaSYSTEM enabling technologies, aindtpriabel products:

Templates are preconfigured sets of rules tharégeePegasystems' enabling technologies and erperiglivering service solutions by
delivering out-of-the-box functionality that giveastomers a rapid start in creating their servidet®ns. Templates include:

- eCRM FOUNDATION TEMPLATE--an adaptable, baselswdution that delivers pre-configured functionalitgsential to most service-
intensive industries, across vertical markets.

- PEGAPAYMENTS--a solution for international bangifunds transfer operations that automates payarahtreasury research functions.

- SYSTEM ADMINISTRATION TEMPLATE--an easy-to-usetarface that facilitates basic administrative duissociated with maintaining
users, organizational structure, and system suyactions.

The PegaSYSTEM family of enabling technologies jifes the Company's partners and customers wittotlie necessary to create rule-
based, personalized solutions. This family of eingltechnologies includes:

- PEGAWORKS--the rule-based process automationenitiat is the foundation for Pegasystems solutibhis intelligent system
technology incorporates user-defined rules to aateran organization's service activities. It inelsifiacilities that support work item
management, messaging, outgoing correspondenaetingpand rule maintenance.

- PEGAWEB--allows access to a Pegasystems solthimugh the Internet, corporate intranets or exdgtmim support of self-service and Web
cross-channel collaboration activities.

- PEGACONNECT--the technology that manages conviggtimessaging and the exchange of data amongpeiste-wide applications. It
provides bi-directional interfaces that integratectured and unstructured messages from a widetyaf electronic sources. Using industry-
recognized connectivity standards, PegaCONNECTEes o connect to both new applications and dagshas well as to legacy systems.

- PEGACALL--provides Computer Telephony Integrat{@T]1) to support call center operations for mu#ipypes of businesses. PegaCALL
integrates the Company's solutions with industayxdard computer telephony products to automatphelee-based customer interactions
such as service inquiries, telemarketing, salescafidction efforts.

- PEGAREACH--a highly adaptable, HTML(Hypertext Map Language)-based, thin client graphical userfate that integrates with the
Internet, Microsoft Word, and other standard desktmductivity tools.

- PEGAWORKBENCH--a graphical user interface speaeify adapted to facilitate the creation of workfloules by business experts rather
than computer programmers.

The Company's Private Label partners offer seymekaged products utilizing the Company's enaliiafnologies. These products include:
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- Carreker-Antinori, Inc.: EXCEPTION SUITE--an igteated, next-generation application suite for chexaeption management. The
CheckFlow Suite products include film and photocogiyieval (CheckRetrieve), All-ltem Archive (Cheddtems), Research and
Adjustments (CheckAdjust), Return Items (CheckRetyrand Special Instructions (CheckDirect).

- PFPC, Inc.: IMPRESS CRM--a comprehensive sersitetion designed for the mutual funds industry.

- First Data Resources Inc.: FIRST DATA EVOLVEr-integrated Customer Relationship Managementisnltor Credit, Customer Servic
and Collections.

- Management Data GmbH: employs the Company's téaby to bring an exception management capabibitiyst FINANCIAL
TRANSACTION MANAGEMENT SOLUTION (FTMS). With direccommunication interfaces to a wide range of whadkefinancial
networks, FTMS offers financial transaction contreconciliation, exception management, archivary] retrieval.

TECHNOLOGY
The Company's solutions have the following key texdbgical attributes:

INTERNET AND INTRANET ACCESS. The Company's PegaREAsolution uses the Internet-based HTML to deflisplay attributes for
its graphical user interface, leveraging logic anesentation rules between PegaREACH and Intemtratfiet workflows. With PegaWEB,
these workflows can be accessed over the Interraat mtranet using standard World Wide Web browseegasystems' rules dynamically
create HTML forms, menus, and displays, therebilifaiing interaction with the Internet.

INFORMATION MANAGEMENT. Effective customer responseanagement, and retention requires up-to-datenrdtion about the
customer relationship, regardless of how, why, wleenvhere the customer contacts the organizaliba.Company's eCRM solutions access
information from multiple internal and/ or third4jya data sources, organize core customer informagial present it to the user in an
appropriate format.

MULTI-TIERED, DYNAMIC DISTRIBUTED PROCESSING. The @npany's systems are designed to run in an advahicgdy scalable
multi-tiered environment. The Pegasystems rule basermines the optimal location for processingdour based on the nature of the work
and the data involved.

INHERITED WORKFLOW. The Company's solutions maintarganizational consistency while providing flaktl for mass
personalization. The rule base of the Company®sysmay be defined so that certain processetaréasdized across an organization w
others may be superseded or supplemented by "lndak tailored to the specific requirements ofup®within the organization.

PLATFORM INDEPENDENCE. Pegasystems' solutions featucommon software code base, which, in additdacilitating maintenance
and enhancement development efforts, simplifiesthmoort of multiple hardware platforms. The Comphas implemented solutions across
several platforms, including IBM's MVS/CICS and ADNIX systems, Sun Microsystems' Solaris UNIX systélewlett-Packard
Corporation's HP-UX UNIX system, and Microsoft'snfows/NT system. Additionally, customers have zgili several database systems to
support the Company's applications, including Gra8lbase, Informix and Microsoft SQL Server. Wliiile Company offers an advanced
Windows-based PegaREACH application for the desktserver applications can also drive native HTiowser-based clients.

SCALABILITY. The scalability of the Company's mutiered client/server architecture allows an orgation to add departments to new or
existing servers to build enterprise solutions.ddigations currently entrust the Company's sysisitisthe storage and management of data
relating to hundreds of millions of financial traations. The Company's systems can be used bybg@@® concurrent users to manage
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customer interactions and to process accuratelysaodrely transactions involving billions of doflax day that result from those interactions.

INTERFACING WITH OTHER SYSTEMS. The Company's o@nhitecture permits integration with a wide variet other applications
and networks, including relational databases, eggstems accessed through IBM 3270 emulationnaegbsaging protocols. The Company
offers an Application Programming Interface (ARt allows an organization's custom software tintegrated with the Company's
applications without the need to modify the Compsiapplication code. Pegasystems' PegaCONNECT awenpmalso support interfaces to
IBM's MQSeries, CORBA, 3270-based mainframe appboa, and major relational database systems. psigass’ solutions also integrate
with other applications, accounting systems, anabimg products.

STORAGE OPTIONS. Data storage flexibility is impaott to the Company's customers, and the Compaofiigase uses an innovative
objectoriented approach that dynamically maps data acuptd the type of workflow. Versions of the Compansystems can store custol
service request data in Microsoft SQL Server, @Grdciformix, and Sybase relational databases.

SALES AND MARKETING

The Company markets its software and services piirtarough a direct sales force. As of Decembkr99, the Company's sales force
consisted of approximately 25 salespersons in ttragany's U.S. and foreign offices.

In 1999, Pegasystems entered into a strategiiedliavith Carreker-Antinori, Inc. to jointly devel@pplications for check exception
management. In 1997, Pegasystems entered intatagitr relationship with First Data Corporation,iethincludes an agreement with First
Data Resources (FDR) that gives FDR--the largestitcard processor in the world--world wide rigtdsise and re-license Pegasystems'
solutions in the credit card issuing market. Then@any has evolved its indirect distribution charthebugh an agreement with PFPC
Worldwide, the global fund services subsidiary 8f@PBank Corp. The integrated product--marketed BP® Worldwide under the name
IMPRESS CRM--offers mutual fund institutions a caetpensive service solution. The Company has alsyeshinto an agreement with
Management Data GmbH, whereby the Company's teggpatlill bring an exception management capabilitptanagement Data's Financ
Transaction Management Solution (FTMS). In addititie Company has established joint marketingicelahips with GeoTel, Genesys
Laboratories, Sun Microsystems, Hewlett-Packard gamy, and Management Data. In the future, the Compaay also market and sell its
products through other value added resellers (VARS)systems integrators. There can be no assutameever, that the Company will be
able to attract and retain VARSs, systems integsatamd other third parties that will be able to kediand 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 1999, 1998, and 1997, sales to customers bassitle of the United States represented 21.4%9%22a6d 16.5%, respectively, of the
Company's total consolidated revenue.



The Company's export sales from the United State$999, 1998, and 1997 were as follows:

1999 1998 1997

(IN THOUSANDS $)

United Kingdom.........ccvevveeeeiininiiiiiinns .. 4,079 6,594 3,642
EUrope......ovveviieieeeieieeeee .. 6,802 4,469 1,715
Other...ccoiiiiiii e .. 5528 2,890 1,973

16,409 13,953 7,330

See Note 1 (I) of Notes to Consolidated Financiate3nents contained elsewhere in this report.
SUPPORT AND PROFESSIONAL SERVICES

Pegasystems provides implementation, consultingyter@ance and support and training services tadieecustomers through its Client
Services Group. As of December 31, 1999, the Comipa&lient Services Group consisted of approxinya?dl7 people located in the
Company's 14 offices.

IMPLEMENTATION SERVICES. The Company's implementatiservices assist companies by optimizing thefitered Pegasystems'
solutions. In addition, systems integrators andsatiimg firms often help companies to implemenstheolutions. These implementation
projects both help deployment of the Company'sti&wig, and allow the Company's business consultardsystems engineers to gain
industry-specific knowledge that can be leverageftiiure projects and product development. Progidiomprehensive business application
expertise and technical support is necessary teaehapid product implementation, as well as emsuistomer satisfaction.

In late 1999, the Company began to employ its Adedrimplementation Methodology (AIM) on a pilot Eag he mission of AIM is to
facilitate the implementation of the Company'swafie through a disciplined end-to-end approactragept management, designed to meet
customers' budgetary and time to market objectikfd. integrates four important implementation elertse the customer's business vision,
the Company's technology solutions, the Compamy\sce products, and the Company's methodology.ddrapany expects to further
implement AIM during 2000.

CONSULTING AND MAINTENANCE AND SUPPORT. The Compamyovides comprehensive maintenance and suppaitesy which
may include 24 hours a day, 7 days a week custeargice, periodic preventative maintenance, doctiatiem updates, and new software
releases. In addition, the Company provides coingu$fervices at the customer's request.

TRAINING. The Company offers training programs fgrcustomers' operations staff and workflow aettd responsible for evolving the
rules that drive the various processes relatedstomer interactions. The Company maintains trgicenters in Cambridge, Massachusetts;
San Francisco, California; and Reading, England.

CONTINUOUS FEEDBACK. The Company organizes an ahPegaVISION Customer Conference and quarterly salyi Board meetings,
which enable the Company's customers to exchamges jdearn about product direction, and influeheeGompany's future development
direction.

CUSTOMER EXTRANET. The Company provides support prafessional services through its customer extrakaionPlus. Based on the
Company's Web-driven self-service capabilities,ié®lus serves as an important communication apdativehicle between the Company
and its customers. The site provides informaticoualimplementation and utilization of the Comparsgfware, as well as sales and
marketing support tools.



RESEARCH AND DEVELOPMENT

Since its inception, the Company has made subatamtiestments in product development. The Commatigves that its future performance
depends on its ability to maintain and enhanceutsent products and develop new products. For Taproducts, the Company's product
development priorities include increasing the fiorlity of the eCRM Foundation Template and depielg additional industry-specific
templates.

For the PegaSYSTEM family of enabling technologpsduct development is focused on (1) creatingsttmenable organizations to
configure more easily their customer service mamege systems; (2) integrating the Company's pradwith the Internet for customer self-
service and with intranet systems for departmesgalice; (3) developing standard application progréng interfaces that allow other client
workstation and server applications to interopewdte the Company's products; and (4) enhancinguycbquality, platform stability, ease-of-
use, and ease of installation.

The Company believes that maintaining future penforce and visionary technological leadership dependts ability to anticipate changes,
maintain and enhance its current products, devedopproducts, and keep pace with the increasiraphisticated requirements of its
prospective customers. The Company must develagupts that conform to its customers' informatiachtelogy standards, scale to meet
needs of large enterprises, operate globally, astlless than an internal development effort. Tom@any's product development
organization is responsible for product architezttechnology development, product testing andityuadésurance.

In 1999, 1998, and 1997 the Company's researcllevelopment expenses were approximately $19.8am,l$23.8 million, and $13.5
million, respectively. Pegasystems expects thatlitneed to continue to commit significant rescesdo its product research and development
in the future.

If the Company is unable, for technical or othersans, to develop and introduce new products angtes or enhancements of existing
products and services in a timely manner in respémghanging market conditions or customer requéngs, or if new products and services
do not achieve market acceptance, the Companyiisdsss financial condition, and operating resulilslve materially adversely affected.

COMPETITION

The CRM software market is intensely competitivd anbject to rapid change, as current competitgpared their product offerings and new
companies enter the market. Competitors vary ia ai in the scope and breadth of the productsamites offered. The Company
encounters competition from internal informatiosteyns departments of potential or current custothetsdevelop custom software, as well
as other application software providers. The Comadso competes with: (1) software companies tnafet the customer interaction or
workflow markets such as Siebel Systems, VantivapRsoft, Clarify and Quintus; (2) companies tlaaget specific service areas such as
DST Systems

(financial services) and Shared Medical Systemali{heare management) and (3)

professional services organizations such as AndeEsasulting that develop custom software in cocfjiam with rendering consulting
services.

In addition, the Company expects additional contipetifrom other established and emerging compasiesh as Blaze, Firepond, Oracle,
Kana/Silknet and SAP AG, as the market continuatetelop and expand into e-based solutions. Ineceesmpetition may result in fewer
sales, price reductions, less beneficial contexths, reduced gross margins and loss of markee¢ sy of which could materially and
adversely affect the Company's business, operagsgts and financial condition.
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The Company believes that the principal competitagtors 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 well with regard to sfeddtors, there can be no assurance that
the Company can maintain its competitive positigaiast current and potential competitors.

Many of the Company's competitors can devote greasmagerial or financial resources than the Comgan to develop, promote and
distribute customer service management softwarduymts and provide related implementation, conggiltiraining, and support services.
Additionally, there can be no assurance that the@my's current or future competitors will not depeproducts or services which may be
superior in one or more respects to the Compamyhih may gain greater market acceptance. Sontteec€ompany's competitors have
established or may establish cooperative arrangenogrstrategic alliances among themselves or thith parties, thus enhancing their
abilities to compete with the Company. It is likéfyat new competitors will emerge. There can bassurance that the Company will be able
to compete successfully against current or futorapetitors or that the competitive pressures fagetthe Company will not materially and
adversely affect its business, operating resufid,fenancial condition.

The Company relies on system consulting and systtaygration firms for recommendation and implem#ateof its products during the
evaluation stage of the purchase process. Thaskphities often have similar, and more establishaddtionships with the Company's
competitors. There can be no assurance that thigdgarties, many of which have significantly geraesources than the Company, will not
market software products in competition with the@any in the future or will not otherwise reducelscontinue their relationships with or
support of the Company and its products.

EMPLOYEES

As of December 31, 1999, the Company had approgimatl7 employees, of whom approximately 424 wergel in the United States, 5
were based in Canada, 72 were based in Europeefbbased in Australia, and 1 was based in Singafirthe total, approximately 109
perform research and development, 247 perform d¢mguwand customer support, 77 were in sales andetiag, and 84 were in
administration and finance. The Company's futuréopmance depends in significant part upon theioaet service of its key technical, se
and marketing, and senior management personnédtsaoontinuing ability to attract and retain higlgyalified technical, sales and marketing
and managerial personnel. Competition for suchgmersl is intense and there can be no assurancthéh@ompany will be successful in
attracting or retaining such personnel in the fit@®ee "Management's Discussion and Analysis @frigial Condition and Results of
Operations." None of the Company's employees iesgmted by a labor union or is subject to a ctMedargaining agreement.

BACKLOG OF LICENSE AND MAINTENANCE REVENUES

As of December 31, 1999, the Company had softweeade and maintenance agreements with customgestex! to result in approximately
$36.0 million of revenue in 2000, $1.0 million ohigh is currently recorded as deferred revenue dadch agreements, the Company must
fulfill certain conditions prior to recognizing remue thereunder, and there can be no assurantew/hen, if ever, the Company will be able
to satisfy all such conditions in each instanceofABecember 31, 1998, the Company had softwaesdie and service agreements with
customers expected to result in approximately $8%omin revenue in 1999.
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ITEM 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

CHALVERUS CASE. In November 1997 and January 1@@8)plaints purporting to be class actions werelfiléth the United States

District Court for the District of Massachusettsgt'Court") alleging that the Company and sevefébfficers violated Section 10(b) of the
Securities Exchange Act of 1934, as amended (tkeH&nhge Act"), Rule 10B-promulgated by the Commission thereunder, antd@®e20(a
of the Exchange Act. A third complaint was filedApril 1998 but has been voluntarily dismissed withprejudice. In December 1998, the
plaintiffs filed their First Amended Consolidated@plaint, that names the Company, the Company'sf@&xecutive Officer (Alan Trefler)
and a former officer and director (Ira Vishner)dafendants. The Amended Complaint alleges thadéfendants issued false and misleading
financial statements and press releases concetmngompany's publicly reported earnings. The Aredndomplaint seeks certification of a
class of persons who purchased the Company's CorShack between July 2, 1997 and October 29, 199¥ daes not specify the amouni
damages sought. The Court has denied the defehdastten to dismiss the Amended Complaint. The éaseirrently in discovery.

GELFER CASE. In December 1998, a complaint als@@uiing to be a class action was filed with the €aiter the Company's
announcement on November 24, 1998 that it may d@deng revenue adjustments to prior periods. Inil4®99 the plaintiffs filed their Fir:
Amended Class Action Complaint ("Gelfer Complainti'that action following the January 20, 1999 a&minent. The Gelfer Complaint is
filed against the Company, Alan Trefler, Ira Vishrtée former Chief Financial Officer and allegéslations of Section 10(b) and

Section 20(a) of the Exchange Act and Rule B@yomulgated by the Commission thereunder. Thefaint is filed on behalf of a purport
class of persons who purchased the Company's coratook between April 2, 1998 through November B98land does not specify the
amount of damages sought. The defendants filed @insiver to the Gelfer Complaint after its motiordismiss was denied.

The Company intends to defend these actions vigbyphut no assurance can be given as to the o@EoManagement believes that it 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 aatlghch actions will cause a diversion of managéitime and attention. The Company's
delay in filing its regular reports with the SECddts announcement that it has adjusted previoustfished financial statements have resi
in negative publicity for the Company. Such evetd related publicity have adversely affected defrfanthe Company's products and
services and may also have an adverse effect dddhmany's financial position or results of openasi

SEC INVESTIGATION. In May 1999, the Boston officétbe Securities and Exchange Commission ("SEG)&d a Formal Order of
Private Investigation of the Company and unidegtdifindividuals, currently or formerly associatedhathe Company, which concerns past
accounting matters, financial reports, and othélipuisclosures and trading activity in the Comyarsecurities during 1997 and 1998.
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The Company has been cooperating fully with the @ésgion. The investigation is confidential and ango

ITEM 4
SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the fourth quarter of fiscal 1999, there &vap matters submitted to a vote of security halder
EXECUTIVE OFFICERS OF THE REGISTRANT

The names of the Company's executive officers anidio information about them are set forth belewoBDecember 31, 1999:

NAME AGE POSITION(S) AND OFFICE(S) HELD
;’;I-:;m Trefler........................_.-._._---_44 Chief Executive Officer and Director

Richard H. Jones..........cccccceeue. 48 President and Chief Operating Officer

Joseph J. Friscia.......cccvvveveennns 45 Vice President of Sales and Service

James P. O'Halloran.................... 67 Vice President, Chief Financial Officer, Treasurer

Clerk and Director

Kenneth OlIson..........cccccceeueeeee. 50 Vice President of Technical Development
Michael Pyle........cccccccvvenennnn. 45 Vice President of Application Development
Ronald Rock (1).....c..cceevivvienene 40 Vice President of Electronic Commerce Solutions
Dean Webster.............ccocceeeeee. 46 Vice President of Channel Services

(1) Effective March 30, 2000, Mr. Rock resignednfrthe Company.

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

Alan Trefler, a founder of the Company, serves hefExecutive Officer and has been a Director sithe Company's organization in 1983.
Prior thereto, he managed an electronic funds feapsoduct for TMI Systems Corporation, a softwangl services company. Mr. Trefler
holds a B.A. degree in economics and computer seiénom Dartmouth College.

Richard H. Jones joined the Company in October 1P88r to joining the Company, he served as af@sset management executive and
member of the operating committee at Barnett Balmics, and as CEO of Fleet Investment Servicespr experience also includes serv
as executive vice president with Fidelity Investiseand as a principal with the consulting firmBafoz, Allen & Hamilton. Mr. Jones holds
an undergraduate degree from Duke University, widfjors in both economics and management sciencalddéiolds an M.B.A. degree frc
the Wharton School of the University of Pennsylaani

Joseph J. Friscia joined the Company in 1984 tbéish its New York office. Mr. Friscia has seneslVice President of Sales and Service
since 1987, and has recently undertaken respaihgifoit delivery of consulting and installation s&res. Prior to joining the Company, he
worked as a money transfer operations managerBeittkers Trust Company and J. Henry Schroder Badkramst Company. Mr. Friscia
holds a B.A. degree from Long Island University @amdM.B.A. degree from Adelphi University.

13



James P. O'Halloran joined the Company in April9.98 June 1999 he was elected Senior Vice Presi@dmef Financial Officer, Treasurer,
Clerk and Director. From 1991 to 1999, he serveHrasident of G & J Associates, Ltd., a financ@gulting firm. From 1956 to 1990, he
was with the international accounting firm of ArthAindersen LLP serving as an audit partner from71@6his retirement in 1990.

Kenneth Olson has served as Vice President of Temhbevelopment since 1983. Mr. Olson holds priynasponsibility for the ongoing
development of Pegasystems' technical foundatinor # Pegasystems, Mr. Olson's had extensivergéqee in the financial and computer
services industry includes positions at TMI Syst&osporation, as well as the development and ilagkah of software solutions in European
and Middle Eastern markets. He holds a B.S. ddgrte fields of Humanities and Science from thesbéhusetts Institute of Technology.

Mike Pyle has served as Vice President of ApplacegiDevelopment since 1990. Mr. Pyle joined Pedasysin 1985 as a Manager of
Application Development, and currently, oversees@ompany's application design and engineeringr Ryijoining Pegasystems, Mr. Pyle's
professional background encompassed almost thédysyof software development and managerial expegithroughout Europe and the
United States. Mr. Pyle completed his B.C.S. spieaig in Computer Science and Systems Programmairige C.S. College in London.

Ron Rock served as Senior Vice President of e§yatdr. Rock joined Pegasystems in 1998 to manhg&bmpany's Electronic Services
Division, which provides integrated Internet-basetf-service solutions. Prior to joining Pegasysiehr. Rock served as Vice President of
Electronic Financial Services at Advanta Corporatend was Director of Corporate Development follyk8ervices. Effective March 30,
2000, Mr. Rock resigned from the Company.

Dean Webster serves as Vice President of ChannildPs. Mr. Webster joined Pegasystems in 1997iexor of Global Services. In 1998,
he was appointed Vice President of Global Softveerrices, and in 1999 became head of the Compaey/ $rivate Label Group. Prior to
joining Pegasystems, Mr. Webster was Regional S4&sager for Programart Corporation. Mr. Webstey dner 25 years experience in
software industry.
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PART Il

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

The following table sets forth the range of higld éow sales prices of the Company's common stodkemMational Association of Security
Dealers Automatic Quotation ("Nasdaq") National karSystem for 1999 and 1998. The Company's constamk is traded under the
Nasdaq Symbol "PEGA." As of March 16, 2000, the @any had approximately 59 stockholders of recodiaproximately 4,50
beneficial owners of the Company's common stockMarnch 16, 2000, the closing sale price of the camistock was $18.63. The Comp:
has never declared or paid any cash dividendssaoihmon stock. The Company intends to retairaitsirgs to finance future growth, and
therefore does not anticipate paying any dividendie foreseeable future.

HIGH LOW
1999
First QUarter......cocoovvevveeviieeeeeeeees $750 $4.16
Second QUAmEr.....cccccovveeviieeiieeceeeeee $11.94 $4.00
Third Quarter.......ccoceevevvieeeeciiieeeeeeeee $9.63 $7.57
Fourth Quarter........cccccovveeeeviveeeceeceeees $11.69 $6.81

1998

First Quarter........ccccovvvieeeeieeeeieeeei,
Second QUArter..........cccceveveviiivviriieenens
Third Quarter..........coooovcvvviiiiieiireeeen,
Fourth Quarter.........cccccvveveeeeeeeeenininns

......... $26.13 $15.38
......... $31.88 $16.00
......... $30.63 $14.75
......... $17.63 $3.44

ITEM 6
SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated financial data presdretmv have been derived from the Company's coreelitifinancial statements. This data
may not be indicative of the Company's future ctiadior results of operations and should be reambimjunction with "Management's

Discussion and Analysis of Financial Condition &®bults of Operations" and the consolidated firelrstatements and related notes incl
elsewhere in this report.

YEARS ENDED DECEMBER 31,

199 9 1998 1997 1996 1995

(IN THOUSANDS, EXCEPT PER SHARE DATA)
Consolidated Statement of Operations Data:

Total revenue..........ccceeveeevieeannee. $ 76, 629 $61,769 $44,361 $33,545 $22,247
Income (loss) from operations............... (5, 920) (22,797) (3,388) 10,019 3,257
Net income (I0SS).......vvvvvveevevennennn. 2, 410) (11,618) 1,085 7,500 2,878
Earnings (loss) per share:

BasiC....c.ooviiiiiiiieiie e $ (0 .08) $ (0.41) $ 0.04 $ 0.30 $ 0.12
Diluted........cooevvvieiiiieieee, $ (0 .08) $ (0.41) $ 0.04 $ 0.28 $ 0.12

Weighted average number of common shares
outstanding:

BasiC.......ocoviiiiii 28, 947 28,604 28,284 24,802 23,490
Diluted........cccoeviiiiiiiiinn. 28, 947 28,604 30,268 26,397 23,743
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DECEMBER 31,

1999 1998 1997 1996 1995

(IN THOUSANDS)
Consolidated Balance Sheet Data:

Cash and cash equivalents...................... $3 0,004 $24,806 $52,005 $24,201 $ 511
Working capital..........c.ccoceeiiiiennnen. 4 1,888 33,883 62,708 34,364 4,393
Long-term license installments, net............ 4 4,646 49,000 36,403 23,802 13,399
Total asSets.......cocovvvveeriieiiieienn, 12 4,991 139,260 127,520 66,855 25,876
Long-term debt............oooviiiiiiiiiinnnns - - -- -- 816
Stockholders' equity..........ccccovueennen. 10 1,045 101,919 112,721 52,385 14,674

ITEM 7
MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL C ONDITION AND RESULTS OF OPERATIONS

During 1997, the Company recognized revenue inrdecce with Statement of Position (SOP) 91-1, 8afe Revenue Recognition”, as
issued by the American Institute of Certified Pal#liccountants (AICPA). Under SOP 91-1, revenue femftware license arrangements was
generally recognized upon delivery and product pizaee pursuant to non-cancellable license agretsmamd was based on management's
assessment that the collectibility of the long-téicanse installments was probable. Additionallypn acceptance the Company must have
had no significant remaining vendor obligationsareting the 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. UnderSQ7-2, software license fees are recognized upstomer acceptance of the software
when there is persuasive evidence of an arrangemheitery has occurred, the fee is fixed or deteainle and collectibility of the fee is
probable. Maintenance revenue is recognized rataldy the term of the maintenance arrangement. 8% "Deferral of the Effective Date
of a Provision of SOP 97-2," and SOP 98-9 "Modifima of SOP 97-2 with respect to Certain Transagjoissued by the AICPA during
1998, deferred and modified certain provisions ©P37-2. Beginning in 2000, all of the provisioisSOP 97-2, as modified, will be
effective.

The Company's revenue is derived from two soumafbvare license fees and service fees. Softweeadie fees are generally payable on a
monthly basis under license agreements, which gépdrave a five-year term and may be renewed dditeonal years at the customer's
option. The present value of future license paysiengenerally recognized as revenue upon acceptéonc purposes of the present value
calculations, the discount rate used has variedd®t 6.25% and 7.00% for the three years endedniiere31, 1999. A portion of the fee
from each arrangement is initially deferred andgeized as interest income over the rest of trenge term.

The Company's services revenue is comprised offfeésplementation, maintenance, training and attimgy services. Software license
customers are offered the ability to enter intoaantenance contract requiring the customer to papathly maintenance fee over the term of
the related license agreement. Maintenance feageognized ratably over the term of the mainteaaagreement. The Company's software
implementation agreements typically require the @any to provide a specified level of implementatsenvices for a specified fee, typically
with additional implementation services availatl@@ hourly rate. Implementation fees are recogh@ece the fair value of services and any
other elements to be delivered under the arrangecagnbe determined, which has typically occurrpdrucustomer acceptance for fixed
price projects and as incurred for time and madlterigiects. The Company generally recognizes tngirsind consulting fees as the services
provided. The Company does not defer costs relatélte service elements for which revenue recogmitias been deferred.
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In arrangements that include multiple elements. (saftware license, implementation services, tnginetc.), the total fees under the
arrangement are deferred until such time as the/édie of each element to be delivered under ¢iitract can be determined, which typice
has occurred upon customer acceptance for fixee priojects and as incurred for time and materigkepts. The total revenue is allocated to
the individual elements based on the relativevaiues. Deferred revenue at December 31, 1999 stedsprimarily of service fees from
arrangements for which acceptance of the softweeade had not occurred and the fair value of dm@esulting hours committed by the
Company that had not been performed.

The Company's international revenues have fluctlizit¢he past due to the fact that such revenues baen largely attributable to a small
number of product acceptances during a given pehiernational revenues were 21.4%, 22.6%, anti%a@f total consolidated revenues in
1999, 1998, and 1997, respectively.

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 Companynisa&xperienced any significant foreign exchangesear losses, and the Company does
not expect that foreign currency fluctuations witinificantly affect its financial position or rd&iof operations.

The Company's business has historically experieadadk of predictable revenues. The timing of rexerecognition is related to the
completion of implementation services and accegari¢he licensed software by the customer, theagrof which has proven to be difficult
to predict accurately.

In 1999, there was a reduction in the size of then@any's sales force of almost 50%. Given the sg@ompetition for qualified sales
personnel and the significant amount of time regplito train new sales personnel, this reduction atersely affect the Company's ability
meet its future sales goals. In addition, becatfisieeoreduced size of the Company's sales foreeCtimpany is more focused on closing
larger but fewer license transactions than in #@m&.prhis may increase the volatility in the Compsuquarterly operating results.

On three separate occasions during the two-ye@dended December 31, 1998, the Company discowreds in its previously reported
financial statements that required it to restagitarterly or annual financial statements.

In addition, on August 11, 1999, the Company angedrthe restatement of its financial statementsi®ryear ended December 31, 1998 and
the unaudited three-month period ended March 329.1A8s part of the Company's closing for the thmemith period ended June 30, 1999,
Company discovered errors in the previously rel@assults of operations for the three-month perentbed December 31, 1998 and March
31, 1999. The errors, which were caused by inctyrbookkeeping certain credit memos and cash peseelated to previously reversed or
deferred revenue, resulted in an understatemes#rofce revenue and an overstatement of costafdr ef the periods effected. See Note 2 of
Notes to the Consolidated Financial Stateme

The Company's independent public accountants higardified in connection with their audits of ther@eany's 1997, 1998 and 1999 finan
statements material weaknesses in the Compangtaaitcontrol environment. See Note 1 of NotehéoGonsolidated Financial Statements.

RESULTS OF OPERATIONS

As of January 1, 1999, the Company refined its methf classifying costs and expenses by directbrging costs to their appropriate
functional classifications. During 1998 and 199V casts were allocated to the classifications gsirmethod based on the classification's
salaries. Results for 1998 and 1997 have beenssifital to conform with the current methodology.
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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,

1999 1998 1997
Revenue:
Software liCenSe.....cocvcvvevveveveeeeeeeeeeee 36.7 % 47.4 % 64.6%
SEIVICES. .ttt 63.3 52.6 35.4
Total revenue......cccocvvvvvveeveneneaeees 100.0 100.0 100.0
Cost of revenue:
Cost of software license...........ccccceeeeeee. L 3.9 2.5 0.6
Cost Of SerVICeS....ovvvvveeeeiiiiiieee 41.7 46.2 30.6
Total cost of revenue.........ccccevvveeeee. 45.6 48.7 31.2
Gross Profit..eeeececeeeeeeiieee 54.4 51.3 68.8
Operating expenses:
Research and development........cccccccoeeeeeee. Ll 25.9 38.6 30.5
Selling and marketing.......ccccoccvvvvveveeee. L 24.9 30.7 29.4
General and administrative.......ccccccccceeeeee. L 11.3 18.9 16.5
Total operating expenses 62.1 88.2 76.4
Loss from operations...........ooovvvvvvveeeeee (7.7) (36.9) (7.6)
Interest income,nNet.....ceeeeeeeeeeeeiiieiiicieeeee 6.1 7.6 11.5
Other income,Net......cccccvvvvvveeveeeeeeaeaees 0.4 0.1 -
Income (loss) before provision (benefit) for income taxes... (1.2) (29.2) 3.9
Provision (benefit) for income taxes.....c......... .. 1.9 (10.4) 15
Netincome (I0SS)....ccccvvvvvevveieiieeeeeeeaees B.1)% (18.8)% 2.4%

YEAR ENDED DECEMBER 31, 1999 COMPARED TO YEAR ENDED DECEMBER 31, 1998
REVENUE

Total revenue for 1999 increased 24.1% to $76.6anifrom $61.8 million for 1998. The increase wasnarily due to the recognition of
revenue that had previously been deferred fromeptsjthat were completed during 1999.

Software license revenue for 1999 decreased 3.928d. million from $29.3 million for 1998. The dease in software license revenue was
attributable to prospect hesitance to expend ressutue to their own concern regarding the "Ye@02@roblem and due to their concerns
regarding the Company's ongoing SEC investigatiod, reclassifications to service revenue becaustathvalue of revenue associated with
implementing the licensed software was greater éxgected.

Services revenue for 1999 increased 49.2% to $48lB5n from $32.5 million for 1998. The increaseservices revenue was primarily
attributable to additional consulting services pded to existing customers, the recognition of fesly deferred revenue from service
projects that were completed, and the reclassidficatf certain revenue that would otherwise havenbelassified as license revenue because
the fair value of revenue associated with implenmgnthe license software was greater than expeatedito a lesser extent, increased
maintenance revenue from a larger installed prodase.
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COST OF REVENUE

Cost of software license consists of amortizatigpesse related to a stock purchase warrant anthased software costs, license fees
associated with third party software, and costgrofluct media, duplication and packaging. Cosbétixare license for 1999 increased 94.1%
to $3.0 million from $1.6 million for 1998, and ireased as a percentage of total revenue to 3.9%98% from 2.5% for 1998. As a
percentage of software license revenue, cost tivacé license increased to 10.7% for 1999 from 5(@24998. These increases were due
primarily to $2.3 million of amorization related purchased software. Amounts amortized prior tostile of products incorporating the
related purchased software were treated as resaadctievelopment expenses. Product sales incomppsaich software began in the fourth
quarter of 1998. The software is being amortizedugh December 31, 2002. In addition, costs of $@ilbon were incurred related to the
purchase of third-party software which was subsetiyeesold to a customer as part of a licensengeeent.

Cost of services consists primarily of the costprofviding implementation, consulting, maintenararg] training services. Cost of services
for 1999 increased 11.9% to $31.9 million from $2&illion for 1998. This increase was due to cestsociated with increased staffing, such
as compensation, facilities and equipment-relatestis¢ which resulted from transferring certain aesle and development staff to the
Company's client services and software servicemeauly in 1999. Cost of services as a percenthgsal revenue decreased to 41.7% for
1999 from 46.2% for 1998, and decreased as a pagenf services revenue to 65.8% for 1999 fror8%Aor 1998. The resulting increase
in gross margin was primarily due to the recognitdd previously deferred services revenue and libeation of total payments under
customer arrangements to services revenue, theiatsbcosts of which were in both cases recograzadcurred.

OPERATING EXPENSES

Research and development expenses consist prinotie cost of personnel and equipment neededriduct the Company's research and
development efforts. Research and development sggeor 1999 decreased 16.8% to $19.8 million $@3.8 million for 1998. As a
percentage of total revenue, research and develtpempenses decreased to 25.9% for 1999 from 38&b%998. These decreases were
primarily due to lower payroll and travel-relatembsts as certain research and development stafftwarsferred to the Company's client
services group in early 1999, and lower softwarerization costs. During the first three quarteir4@98, the Company had recorded
approximately $1.4 million of amortization of puasded software acquired by the Company in June 9dunts amortized subsequent to
the sale of products incorporating the related Ipased software were treated as cost of softwazadie Product sales incorporating such
software began in the fourth quarter of 1998.

Selling and marketing expenses for 1999 increaséx @o $19.1 million from $19.0 million for 1998 s/ percentage of total revenue,
however, selling and marketing expenses decreas24l 9% for 1999 from 30.7% for 1998 due to thegsition of previously deferred
revenue in 1999, the associated selling and maiketipenses of which were recognized in 1998. Alifnooverall staffing levels within the
sales and marketing organization remained congiati#im 1998 levels, there was a large decreaseadmtimber of sales personnel which was
offset by a large increase in the number of mankegpiersonnel.

General and administrative expenses for 1999 deede25.7% to $8.7 million from $11.7 million ford®and decreased as a percentage of
total revenue to 11.3% for 1999 from 18.9% for 19BBese decreases resulted from a negative pravisidoad debts for the year of $0.7
million due to a reduction of $2.7 million in thécavance for doubtful accounts that occurred infingrth quarter of 1999. This reduction
resulted from the resolution of certain customejguts and an increased focus on the collectiongages which took full effect in the fourth
quarter of 1999. See Note 3 of Notes to Consolidlkieancial Statements.
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INTEREST INCOME, NET

Interest income, net, which consists of the portiball license fees due and received under soéweense agreements that was not
recognized upon product acceptance or license r@nawd interest income received on cash and aashatents, decreased 1.0% to $4.67
million from $4.72 million in 1998. The decreasesnhue to lower interest income generated on caditash equivalents, offset by increased
interest income due from increased license feab#l

OTHER INCOME, NET

Other income, net, which consists primarily of tesedevelopment funds received from third-partgaiers of computer hardware products
and mark to market gains or losses on foreign démetied accounts receivable, increased 619.1% ®idlion for 1999 from $47 thousand
for 1998 due to an increase in the reseller devedoy funds earned.

PROVISION FOR INCOME TAXES

The provision for federal and foreign income taxsv4.5 million in 1999. The benefit for federahtstand foreign income taxes was $6.4
million in 1998. At December 31, 1999, the Comphaay $47.5 million in net operating loss carryfordsaand $3.0 million of AMT and
research and experimentation tax credit carryfodwavailable to offset future taxable income. Se®eM of Notes to Consolidated Financial
Statements.

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

Total revenue for 1998 increased 39.2% to $61.8anifrom $44.4 million for 1997. The increase wasnarily due to an increase in servi
revenue.

Software license revenue for 1998 increased 2.1$2%03 million from $28.7 million for 1997. The irase in software license revenue was
primarily attributable to software license acceptsby new customers and software license agreaermaals by existing customers.
Significant deferrals of license revenue occurmeddincide with the timing of customer acceptanug the completion of implementation
services. Total deferred revenue increased by appately $19.7 million, a majority of which was agtd to software license revenue.

Services revenue for 1998 increased 107.0% to $8Rli5n 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 larger software
license transactions, the size of correspondingcas transactions increased.

COST OF REVENUE

Cost of software license consists of amortizatigpesse related to a stock purchase warrant anthased software costs, royalty paymen
third party software vendors, and costs of prodoetlia, duplication and packaging. Cost of softwi@aense for 1998 increased 463.4% to
$1.6 million from $0.3 million for 1997, and incieed as a percentage of total revenue to 2.5% 8 i®m 0.6% for 1997. As a percentage
of software license revenue, cost of software Beeincreased to 5.3% for 1998 from 1.0% for 19%&sE increases were primarily due to the
costs of licensing third-party software and amattian costs associated with a stock purchase wassured by the Company in June 1997,
which costs are being amortized through Decembgf@12.
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Cost of services consists primarily of the costprofviding implementation, consulting, maintenararg] training services. Cost of services
for 1998 increased 110.5% to $28.5 million from $1&illion for 1997. Cost of services as a percgataf total revenue increased to 46.2%
for 1998 from 30.6% for 1997 due to higher progmsts. These increases in cost of services wenglyrdie to increased staffing in the
Company's client services group.

OPERATING EXPENSES

Research and development expenses consist priméatihe cost of personnel and equipment neededrtduct the Company's research and
development efforts. Research and development sggdnr 1998 increased 76.1% to $23.8 million f&iB.5 million for 1997. The increa

in research and development expenses was due hiritihg of additional development personnel in @@mpany's research and development
group. As a percentage of total revenue, researdidavelopment expenses increased to 38.5% for ft88830.5% for 1997. These incres
were due to the additional investments in integoathe Company's products with the Internet anduirgts, developing standard application
programming interfaces, and enhancing product tyuatid ease-of-use.

Selling and marketing expenses for 1998 increase2¥4 to $19.0 million from $13.1 million for 199&s a percentage of total revenue,
selling and marketing expenses increased to 300r%998 from 29.5% for 1997. Such increases weribatable to the hiring of additional
direct sales and marketing personnel and increseled commission payments attributable to higHessBuring 1998, the Company
continued to build its sales and marketing infradture in its domestic and international offices.

General and administrative expenses for 1998 ise&9.3% to $11.7 million from $7.3 million fordBand increased as a percentage of
total revenue to 18.9% for 1998 from 16.5% for 199ich increases were due to increased staffitigeimccounting, computer systems and
facilities management groups needed to suppoi€tmpany's growth; however, a significant portionihef 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.

INTEREST INCOME, NET

Interest income, net, which consists of the portiball license fees due and received under soéweaense agreements that was not
recognized upon product acceptance or license @newd interest income received on cash and aashalents, decreased 8.1% to $4.7
million from $5.1 million in 1998. The decrease v to lower interest income generated on casttasid equivalents, offset by increased
interest income due to increased license fee gdlin

PROVISION FOR INCOME TAXES

The benefit for federal, state and foreign incomees 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%6Gand 38.0% for 1998 and 1997, respectively. Acddeber 31, 1998, the Company had
$31.0 million in net operating loss and AMT andegsh and development tax credit carryforwardslalvi to offset future federal taxable
income. See Note 9 of Notes to Consolidated Firzdi&tatements.

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 sharesoofii@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.
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Net proceeds to the Company from such second paffécng were approximately $51.9 million. At Deaber 31, 1999, the Company
cash and cash equivalents of approximately $30l®bmand working capital of approximately $41.9llion.

Net cash provided by (used in) operating activitazghe years ended December 31, 1999, 1998 a@d Was $6.3 million, $(19.5) millior

and $(10.0) million, respectively. In 1999, cashyided by operating activities was primarily attriéable to a reduction in accounts receivable
of $15.7 million offset by operating cash lossese Thcrease in cash from operating activities tesifrom improved billing practices which
reduced the time between when services are pertbamé when such services are billed, and intemnlsif@#lection efforts.

Net cash used in investing activities for the yearded December 31, 1999, 1998 and 1997 was $#i6nn$8.0 million and $14.5 millior
respectively. The decrease in 1999 occurred becduseg 1998 and 1997, the Company purchasedfisigni property and equipment,
consisting mainly of computer hardware and softveare furniture and fixtures, to support the expamsif certain facilities and the
Company's growing employee base.

Net cash provided by financing activities for theays ended December 31, 1999, 1998 and 1997 wasllion, $0.4 million and $52.
million, respectively. In 1999, this was primardjtributable to the exercise of stock options dreddale of stock under the Company's
Employee Stock Purchase Plan; in 1998, this waibatthble to the exercise of stock options; antid87, this was attributable primarily to-
proceeds from a secondary public offering of comrsimak.

In addition to cash used for investing activitidee Company has operating leases for office spagdequipment. At December 31, 1999, the
Company's commitments under non-cancellable opeyteases totaled $4.0 million, $4.0 million andGhillion and $2.6 million for 2000,
2001, 2002, and thereafter. The Company's totatresg under such leases was $5.2 million, $5.1amiind $3.0 million for 1999, 1998, and
1997, respectively. See Note 8 of Notes to Conat#dl Financial Statements.

The Company believes that current cash and cashadents will be sufficient to fund the Companyfseoations for the near term. There can
be no assurance however, that changes in the Cgrspgdans or other events affecting the Compamyesations will not result in materially
accelerated or unexpected expenditures. In additiene can be no assurance that additional capitakded will be available on reasonable
terms, if at all, at such time as required by tloenBany.

EFFECT OF THE "YEAR 2000" ISSUE

As of the date of this filing, we have not incuri@uy significant business disruptions nor have meoantered any significant issues with
respect to our software products as a result af 3880 issues. However, while no such significanduorence has developed, year 2000 is
that may arise related to key suppliers and sepiceiders may not become apparent immediately héle received assurances from key
suppliers and service providers such as finanegltutions, our payroll service provider and cetirement plan administrator as to their year
2000 readiness. We can provide no assurance thatlivet be adversely affected by these supplérd service providers due to
noncompliance in the future. We have funded oun2€80 plan from operating cash flows and haveseptrately accounted for these costs
in the past. To date, the costs have not been imlater

INFLATION

Inflation has not had a significant impact on thepany's operating results to date, and the Comgaey not expect it to have a significant
impact in the future. The Company's unbilled lieasd maintenance fees are typically subject to@rincreases based on recognized
inflation indexes.
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SIGNIFICANT CUSTOMERS

In 1999 and 1998 respectively, the Company hadcastomer that accounted for 12.5% and 17.2% o€thmpany's total consolidated
revenue. In 1997, the Company had two custometsattaunted for 13.7% and 10.0%, respectivelyhef@Gompany's total consolidated
revenue.

FORWARD-LOOKING STATEMENTS

This Annual Report contains certain forward-lookstgtements. For this purpose, any statementsinedtherein that are not statements of
historical fact may be deemed to be forward-loolstegements. Without limiting the generality of fheegoing, the words "believes”,
"anticipates”, "plans”, "expects”, and similar eegsions are intended to identify forward-lookingtetents. There are a number of important
factors that could cause the Company's actualteeubliffer materially from those indicated byv@rd-looking statements made in this
Annual Report and presented elsewhere by managdmentime to time. Some of the important risks amdertainties that may cause the

Company's operating results to differ materiallyadversely are discussed below.

THE COMPANY FACES LITIGATION. Negative publicity seilting from the Company's delayed SEC filings asdestatements of prior
period financial statements have made sales méfieuttito close. The Company is presently a defertdn two private securities litigation
matters. Although the Company intends to defenddfations vigorously, no assurance can be givémtag outcomes. 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 operation. In adth, regardless of the outcome of any of thesmast it is likely that the Company will incur
substantial defense costs and that such actiohsauise a diversion of management time and attenfibe Company's delays in SEC filings
and adjustments made to previously published firshstatements have resulted in negative publfoitythe Company. Such events and
related publicity have adversely affected demamdhHe Company's products and services.

THE COMPANY IS BEING INVESTIGATED BY THE SECURITIEBND EXCHANGE COMMISSION. Since May of 1999, the §on
office of the Securities and Exchange Commissi®@EC") issued a Formal Order of Private Investigatibthe Company and certain
individuals, currently or formerly associated witle Company, are presently being investigated &ySIiC concerning past accounting
matters, financial reports and other public disetes and trading activity in the Company's se@situring 1997 and 1998. Such
investigation may result in the SEC imposing fineghe Company or taking other measures that mag danaterial adverse impact on the
Company's financial position or results of openagidn addition, regardless of the outcome of tivestigation, it is likely that the Company
will incur substantial defense costs and that soebstigation will cause a diversion of managentiené and attention. Finally, the negative
publicity resulting from the investigation has mahel may continue to make it more difficult for iempany to close sales, which in turn
could have a material adverse impact on the Compdingncial position or results of operations.

THE COMPANY CONTINUES TO HAVE MATERIAL WEAKNESSESN ITS INTERNAL CONTROL ENVIRONMENT. The

Company's independent public accountants haveifidehin connection with their audits of the Comgan1997, 1998 and 1999 financial
statements material weaknesses in the Compangtaaitcontrol environment. In connection with tleenpletion of the 1999 audit, they
informed the Company that their management letrlevinclude a recommendation to, among other thistrengthen the resources in the
Company's finance organization to improve finana@ounting and internal controls. Although the @any is actively seeking to hire
additional qualified personnel into such organmatithese efforts have proved to be difficult ameré can be no assurance that the Company
will be successful in these efforts in the neamteFhe inability to hire such personnel could haveaterial adverse impact on the Company's
reputation and on its financial condition and resof operations.
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THE COMPANY'S STOCK PRICE HAS BEEN VOLATILE. Quartg results have and are likely to fluctuate sigraftly. The market price
of the Company's common stock has been and mainaerto be highly volatile. Factors that are diffidto predict, such as quarterly
revenues and operating results, statements amgysaily financial analysts, overall market perforogaand the outcome of litigation, will he

a significant effect on the price for shares of @mmpany's common stock. Revenues and operatinigésve varied considerably in the |
from period to period and are likely to vary corsably in the future. The Company plans producetigyment and other expenses based on
anticipated future revenue. If revenue falls betoypectations, financial performance is likely toauwversely affected because only a small
portion of expenses vary with revenue. As a repeltiod-toperiod comparisons of operating results are noésearily meaningful and shot
not be relied upon to predict future performance.

THE TIMING OF LICENSE REVENUES IS RELATED TO THE Q@PLETION OF IMPLEMENTATION SERVICES AND PRODUCT
ACCEPTANCE BY THE CUSTOMER, THE TIMING OF WHICH HABEEN DIFFICULT TO PREDICT ACCURATELY. There can be
no assurance that Pegasystems will be profitabknamnual or quarterly basis or that earninggwenmues will meet analysts' expectations.
Fluctuations may be particularly pronounced becausignificant portion of revenues in any quarseatiributable to product acceptance or
license renewal by a relatively small number oftooeers. Fluctuations also reflect a policy of ratiaing revenue upon product acceptanc
license renewal in an amount equal to the presaoevof the total committed payments due duringéne. Customers generally do not
accept products until the end of a lengthy saletecgnd an implementation period, typically rangirmgn one to six months but in some ce
significantly longer. Risks over which the Compdmags little or no control, including customers' betig staffing allocation, and internal
authorization reviews, can significantly affect 8a@es and acceptance cycles. Changes dictatasstyneers may delay product
implementation and revenue recognition.

THE COMPANY WILL NEED TO DEVELOP NEW PRODUCTS, EVOIE EXISTING ONES, AND ADAPT TO TECHNOLOGICAL
CHANGE. Technological developments, customer regménts, programming languages and industry stasdhhge frequently in the
Company's markets. As a result, success in cumaritets and new markets will depend upon the Cogipaility to enhance current
products, to develop and introduce new productsrifeget customer needs, keep pace with technologieaiges, respond to competitive
products, and achieve market acceptance. Produetagement requires substantial investments foranese refinement and testing. There can
be no assurance that the Company will have sufficiesources to make necessary product develogmergtments. Pegasystems may
experience difficulties that will delay or prevehe successful development, introduction or impletaton of new or enhanced products.
Inability to introduce or implement new or enhangedducts in a timely manner would adversely affatire financial performance. The
Company's products are complex and may contaimserewrors in products will require the Companiip corrected products to customers.
Errors in products could cause the loss of or delagarket acceptance or sales and revenue, tleesitim of development resources, injury to
the Company's reputation, or increased servicenamtanty costs which would have an adverse effedtrancial performance.

THE COMPANY HAS HISTORICALLY SOLD TO THE FINANCIALSERVICES MARKET. This market is consolidating rdpjcand

faces uncertainty due to many other factors. Thegamy has historically derived a significant partaf its revenue from customers in the
financial services market, and its future growtpeteds, in part, upon increased sales to this matkhpetitive pressures, industry
consolidation, decreasing operating margins withis industry, currency fluctuations, geographipansion and deregulation affect the
financial condition of the Company's customers thrgdr willingness to pay. In addition, customengfghasing patterns are somewhat
discretionary. As a result, some or all of the dastisted above may adversely affect the demanclbyomers. The financial services market
is undergoing intense domestic and internationasotidation. In recent years, several customerg lhaen merged or consolidated. Future
mergers or consolidations may cause a declinevenuges and adversely affect the Company's futneméial performance.
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THE COMPANY'S GROWTH STRATEGY REQUIRES EXPANSIONT® NEW VERTICAL MARKETS. The results of this strgieare
uncertain. A critical part of the Company's growttategy is to continue selling products to marketer than financial services, such as
insurance, telecommunications, and health care Cidmpany will need to hire additional personnehvakpertise in these other markets and
otherwise invest in people and technologies tdifat this expansion. Deterioration in economicr@rket conditions generally may also
adversely affect the demand by customers in thés® markets. There can be no assurance that tmp&uy will be successful in selling
products to these other markets or in continuingttigact and retain personnel with the necessalysiny expertise. Inability to effectively
penetrate these other markets could have an adetest on future financial performance.

IF EXISTING CUSTOMERS DO NOT RENEW THEIR LICENSEBHE COMPANY'S FINANCIAL RESULTS MAY SUFFER. A
significant portion of total revenue has been latidble to license renewals. While historicallyuastantial majority of customers have
renewed their licenses, there can be no assurhata substantial majority of customers will con@rto renew expiring licenses. A decrease
in license renewals absent offsetting revenue fotimer sources would have a material adverse affe@wture financial performance. In
addition, possible transition to a prepaid extentdech license may have a material adverse impatt@amount of license renewal revenues
in future periods.

THE COMPANY DEPENDS ON CERTAIN KEY PERSONNEL, ANDWST BE ABLE TO ATTRACT AND RETAIN QUALIFIED
PERSONNEL IN THE FUTURE. The business is dependard number of key, highly skilled technical, maevda, consulting, sales and
marketing personnel, including Mr. Trefler, the Gmany's Chief Executive Officer. The loss of keygmemel could adversely affect financial
performance. The Company does not have any significey-man life insurance on any officers or empés and does not plan to put any in
place. The Company's success will depend in laagegm the ability to hire and retain qualified g@mnel. The number of potential employ
who have the extensive knowledge of computer harel@ad operating systems needed to develop, sthnamtain its products is limited,
and competition for their services is intense, tile can be no assurance that the Company wélbleeto attract and retain such personni
the Company is unable to do so, the Company's bssjoperating results, and financial conditioridde materially adversely affected.
Several senior managers of the Company have resmyer the last year.

THE MARKET FOR THE COMPANY'S OFFERINGS IS INCREASBLY AND INTENSELY COMPETITIVE, RAPIDLY CHANGING,
AND HIGHLY FRAGMENTED. The market for customer rétanship management software and related implerntientaconsulting and
training services is intensely competitive and highagmented. The Company currently encountemsigg@nt competition from internal
information systems departments of potential ostaxy customers that develop custom softwaresti abmpetes with companies that target
the customer interaction and workflow markets aradgssional services organizations that developousoftware in conjunction with
rendering consulting services. Competition for neadhare and pressure to reduce prices and maseczaicessions are likely to increase.
Many competitors have far greater resources andbeaable to respond more quickly and efficientlyéw or emerging technologies,
programming languages or standards or to changasstomer requirements or preferences. Competitagsalso be able to devote greater
managerial and financial resources to develop, pterand distribute products and provide relatedgliimg and training services. There can
be no assurance that the Company will be ablentpete successfully against current or future coitgustor that the competitive pressures
faced by the Company will not materially adversaffigct its business, operating results, and firero@ndition.

THE COMPANY MUST MANAGE INCREASED BUSINESS COMPLEXY AND GROWTH EFFECTIVELY. The business has growa
size, geographic scope and complexity and prodifetings and the customer base has expanded. Tigtlyand expansion has placed, and
is expected to continue to place, a significargtiston management, operations and capital needginDed growth will require the Company
to hire, train and retrain many employees in théddhStates and abroad, particularly additionadsahd financial personnel. The Company
will also need to enhance its financial and manageontrols and reporting systems. There can bassarance that the Company will attract
and retain the personnel necessary to
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meet its business challenges. Failure to managetlyreffectively may materially adversely affectdtg financial performance.

THE COMPANY SUFFERED RECENT ATTRITION IN ITS SALEBORCE. In 1999, there was a reduction in the sizbeoCompany's
sales force of almost 50%. Given the intense coitpefor qualified sales personnel and the sigrifit amount of time required to train new
sales personnel, this reduction may adversely &tiecCompany's ability to meet its future salealgion addition, because of the reduced

of the Company's sales force, the Company is namesed on closing larger but fewer license traimasthan in the past. This may increase
the volatility in the Company's quarterly operatiegults.

THE COMPANY RELIES ON CERTAIN THIRD PARTY RELATIONBIPS. The Company has a number of relationshipis thitd parties
that are significant to sales, marketing and supgdivities and product development efforts. Tleempany relies on relational database
management system applications and developmentéoadlors, software and hardware vendors, and damssito provide marketing and
sales opportunities for the direct sales forcetaratrengthen the Company's products through teefi;dustry-standard tools and utilities.
The Company also has relationships with third parthat distribute its products. In particular, @Gempany relies on its relationship with F
Data Corporation for the distribution of producighe credit card and mutual fund markets and ame®ar-Antinori, Inc. for the distribution
of its products to the banking industry. There bamo assurance that these companies, most of Wwhighsignificantly greater financial and
marketing resources, will not develop or marketpigis that compete with those of the Company irfuhee or will not otherwise end their
relationships with or support of the Company.

THE COMPANY MAY FACE PRODUCT LIABILITY AND WARRANTY CLAIMS. The Company's license agreements typiocadigtain
provisions intended to limit the nature and extirthe Company's risk of product liability and waanty claims. There is a risk that a court
might interpret these terms in a limited way orlddwld part or all of these terms to be unenfobbeaAlso, there is a risk that these contract
terms might not bind a party other than the dioestomer. Furthermore, some of the Company's leensth its customers are governed by
non-U.S. law, and there is a risk that foreign taight give the Company less or different protectidlthough the Company has not
experienced any material product liability clairasiaite, a product liability suit or action claimiagreach of warranty, whether or not
meritorious, could result in substantial costs amtiversion of management's attention and the Cogpaesources.

THE EURO'S ADOPTION IMPOSES PRODUCT AND MARKET RISKA new currency, the "Euro”, was introduced irtaia Economic
and Monetary Union ("EMU") countries in early 19%9is expected that by 2002 (at the latest) aftipgpating EMU countries will use the
Euro as their single currency. As a result, sofenssed by many companies headquartered or maimgaansubsidiary in a participating EMU
country is expected to be Euro-enabled. In less theee years, all companies headquartered or aiaiing a subsidiary in an EMU country
will need to be Eur@nabled. These changes will change budgetary, atinguand fiscal systems in companies and publiniaidtration, ant
require the simultaneous handling of parallel aucies and conversion of legacy data. These reqeimésr(and the fact that the final rules and
regulations are not yet available) may curb madesband for the Company's products because the tsudige priorities of its customers and
prospective customers may change. The Companyngoniag the rules and regulations as they beconwvk in order to make any changes
to its software products that the Company deemsssaey to comply with such rules and regulationthodgh the Company believes that its
most recent products address these requiremeats, ¢an be no assurance that, once the final anlgsegulations are completed, the
Company's software will contain all of the necegsdranges or meet all of the Euro requirements. idapility to comply with the Euro
requirements could have an adverse effect on timep@ny's business, operating results and finanoiadition.

THE COMPANY FACES RISKS FROM OPERATIONS AND CUSTOMRE BASED OUTSIDE OF THE U.S. Sales to customers
headquartered outside of the United States repiesapproximately 21.4%, 22.6%, and 16.5% of then@any's total revenue in 1999, 1998,
and 1997, respectively. The Company, in part thinateywholly-
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owned subsidiaries based in the United Kingdomg&aore, Sweden and Australia, markets productsemtkrs consulting and training
services to customers based in Canada, the UniteglEm, France, Switzerland, Ireland, LuxembourgxMo, Sweden, Australia, Austria,
Hong Kong and Singapore. The Company has estalllisffiees in continental Europe and in AustraliaeTCompany believes that its
continued growth will necessitate expanded intéonat operations requiring a diversion of manadettention and financial resources. The
Company anticipates hiring additional personnegldcommodate international growth, and the Compaay atso enter into agreements with
local distributors, representatives, or resellérdie Company is unable to do one or more of thks®ys in a timely manner, the Company's
growth, if any, in its foreign operations will bestricted, and the Company's business, operatiujtseand financial condition 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 unexggchanges 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 itecting foreign accounts receivable, difficultiesenforcing contractual and intellectual
property rights, heightened risks of political am@mbnomic instability, the possibility of nationaltion or expropriation of industries or
properties, difficulties in managing internatiooglerations, potentially adverse tax consequennebifling restrictions on repatriating
earnings and the threat of "double taxation"), eckd accounting and internal control expensestlabturden 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 INTELLECTUAL PRRERTY CLAIMS OR APPROPRIATION OF ITS
INTELLECTUAL PROPERTY RIGHTS. The Company reliesrparily on a combination of copyright, trademarlddarade secrets laws, as
well as confidentiality agreements to protect itsgpietary rights. In October 1998, the Company gasted a patent by the United States
Patent and Trademark Office relating to the architee of the Company's systems. There can be mwam=® that such patent will not be
invalidated or circumvented or that rights grarntesreunder or the description contained thereihprilvide competitive advantages to the
Company's competitors or others. Moreover, desp@egCompany's efforts to protect its proprietaghts, unauthorized parties may attemg
copy aspects of the Company's products or to olt@imse of information that the Company regardsregrietary. In addition, the laws of
some foreign countries do not protect the Compasrgprietary rights to as great an extent as ddeths of the United States. There can b
assurance that the Company's means of protectipgdprietary rights will be adequate or that tlwnPany's competitors will not
independently develop similar technology.

The Company is not aware that any of its produdtinige the proprietary rights of third parties.efa 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 infringgnt 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 pretdghipment 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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ITEM 7A
QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKE T RISK

Market risk represents the risk of loss that mdgaifthe Company due to adverse changes in finmgigket prices and rates. The Compa
market risk exposure is primarily the result otctiuations in foreign exchange rates. The Compasynbaentered into derivative or hedging
transactions to manage risk in connection with dlhatiuations.

The Company derived approximately 21.4% of itsltaaenue in 1999 from sales to customers basesideuof the United States. Certain of
the Company's international sales are denominatéateign currencies. The price in dollars of pratdusold outside the United States in
foreign currencies will vary as the value of thdlaofluctuates against such foreign currencieshédgh the Company's sales denominated in
foreign currencies in 1999 were not material, treame be no assurance that such sales will not beriaan the future and that there will not
be increases in the value of the dollar againgt sucrencies that will reduce the dollar returnite 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 fdpYExhibits, Financial Statement Schedules aepdRs 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 1lI

ITEM 10
DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information relating to the Directors of the Compéas set forth in the section entitled "ElectionRifectors” in the 2000 Proxy Statement,
which section is incorporated herein by referehtfrmation relating to the executive officers bétCompany is set forth in Part |,
immediately following Item 4, of this Report undbe caption "Executive Officers of the Registraiiformation relating to compliance with
Section 16(a) of the Securities Exchange Act of41i83et forth in the section entitled "Sectiona)@eneficial Ownership Reporting
Compliance" in the 2000 Proxy Statement, whichisads incorporated herein by reference.

ITEM 11
EXECUTIVE COMPENSATION

Information relating to executive compensationesferth in the sections entitled "Director Compeagitn," "Executive Compensation,"”
"Option Grants," "Aggregated Option Exercises amdiYEnd Option Table," and "Compensation Committézriocks and Insider
Participation” in the 2000 Proxy Statement, whiebt®ns are incorporated herein by reference.

ITEM 12
SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

Information relating to ownership of equity seciestof the Company by certain beneficial ownersmatiagement is set forth in the section
entitled "Principal and Management Stockholderghsm2000 Proxy Statement, which section is incafgal herein by reference.

ITEM 13
CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

Information relating to certain relationships apthted transactions is set forth in the sectioitledt'Certain Transactions" in the 2000 Proxy
Statement, which section is incorporated hereireligrence.
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PART IV

ITEM 14
EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K
(@) (1) Financial Statements
The following consolidated financial statementsragired to be filed as part of this report:
ITEM

Report of Independent Public Accountants

Consolidated Balance Sheets at December 31, 199914998

Consolidated Statements of Operations for the yeragded December 31, 1999, 1998 and 1997
Consolidated Statements of Stockholders' Equitytferyears ended December 31, 1999, 1998 and 1997
Consolidated Statements of Cash Flows for the yeadled December 31, 1999, 1998 and 1997

Notes to Consolidated Financial Statements
(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 listed in the Exhibit Index immedigtereceding such exhibits are filed as part of &nsual Report on Form 10-K.
(b) Reports on Form 8-K

No Reports on Form-K were filed by the Company during the quarteresh®ecember 31, 1999.

30



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 2, 2000

By: /sl JAMES P. O'HALLORAN

James P. O'Halloran,
SENIOR VICE PRESIDENT, CHIEF FINANCIAL
OFFICER, TREASURER, CLERK, AND DIRECTOR

Pursuant to the requirements of the Securities &xgh Act of 1934, this Annual Report on Form 10ds been signed below on April 2,
2000 by the following persons on behalf of the Reght and in the capacities indicated.

SIGNATURE TITLE
/sl ALAN TREFLER Chairman , Chief Executive Officer,
and Di rector (principal
Alan Trefler execut ive officer)
Vice Pre sident, Chief Financial
/sl JAMES P. O'HALLORAN Office r, Treasurer, Clerk and
Direct or (principal financial
James P. O'Halloran office r and chief accounting
office r

/sl STEVEN F. KAPLAN
Director

Steven F. Kaplan

/sl EDWARD A. MAYBURY
Director

Edward A. Maybury

/sl EDWARD B. ROBERTS
Director

Edward B. Roberts

/sl LEONARD A. SCHLESINGER
Director

Leonard A. Schlesinger
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EXHIBIT NO.

4.1.*

10.1.**

10.2.%*

10.3.**

10.13.*

10.14.*

10.15.+

211

23.1.

27.1.

* Filed as exhibit to the Registrant's Registrat@iatement on Form S-1 (Registration No. 333-0380an amendment thereto and

PEGASYSTEMS INC.

EXHIBIT INDEX

DES
Restated Article-:_s- of Organi
Restated By-Laws of the Reg
Specimen certificate repres
Amended and Restated 1994 L
1996 Non-Employee Director
1996 Employee Stock Purchas

Lease Agreement dated Febru
Registrant and Riverside Of

Amendment Number 1 to Lease
between the Registrant and
Venture.

Warrant agreement dated Jun
Registrant and First Data R

Subsidiaries of the Registr
Consent of Arthur Andersen

Financial Data Schedule--19

incorporated herein by reference to the same exhilmnber.

+ Filed as exhibit 10.15 to the Registrant's Fof¥Klfor 1997 and incorporated herein by referemcthé same exhibit number.

CRIPTION

zatlon of the Registrant.
istrant.

enting the Common Stock.
ong-Term Incentive Plan.
Stock Option Plan.

e Plan.

ary 26, 1993 between the
fice Park Joint Venture.

Agreement dated August 7, 1994
Riverside Office Park Joint

e 27, 1997 by and between the
esources Inc.

ant.

LLP.

99.

** Eiled in the Company's 1998 Proxy Statement emttbrporated herein by reference.
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS
To the Board of Directors and Stockholders of Peggstems Inc.:

We have audited the accompanying consolidated balsineets of Pegasystems Inc. and its subsidasieEDecember 31, 1999 and 1998
the related consolidated statements of operat8iaskholders' equity and cash flows for each ofthinee years in the period ended December
31, 1999. These consolidated financial statemestthe responsibility of the Company's managent@ut.responsibility is to express an
opinion on these consolidated financial statemeased on our audits.

We conducted our audits in accordance with audigtagdards generally accepted in the United Stétesse standards require that we plan
and perform the audit to obtain reasonable assarabout whether the financial statements are fregaterial misstatement. An audit
includes examining, on a test basis, evidence stipgadhe amounts and disclosures in the finarstatiements. An audit also includes
assessing the accounting principles used and &ignifestimates made by management as well asagivejuhe overall financial statement
presentation. We believe that our audits providesaonable basis for our opinion.

As further discussed in Note 10, two class actawslits have been filed by certain stockholdersnsgthe Company and certain of its
current and former officers and directors, the onte of which is uncertain at this time. Managentetieves 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 aterithe 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. and its subsidiaries as ofibleee31, 1999 and 1998 and the consolidated resiulis operations and its cash flows for
each of the three years in the period ended DeaeBihd 999 in conformity with accounting principlgsnerally accepted in the United
States.

/'s/ ARTHUR ANDERSEN LLP

Bost on, Massachusetts
March 27, 2000
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PEGASYSTEMS INC.
CONSOLIDATED BALANCE SHEETS
(IN THOUSANDS, EXCEPT SHARE-RELATED DATA)

DECEMBER 31,

ASSETS
Current assets:

Cash and cash equivalents..............c.co......

Trade and installment accounts receivable, net of
allowance for doubtful accounts of $1,026 in 19 99 and
$2,753iN1998....ccciiieieeeeee . 32,814 43,478

Prepaid expenses and other current assets........ ... 1,676 1,954

......... $ 30,004 $ 24,806

Total current assets...........cccvveeeeennen.

Long-term license installments....................
Equipment and improvements, net...........cceeeee. L 8,335 10,044
Purchased software and other, net..................

Total @SSetS..ccocveeeeviieeeeiciieeeeeeeeee $124,991 $139,260

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable and accrued expenses............. ... $ 13,643 $ 14,808
Deferred revenue.........ccooceevvvvevenneeeee 8,765 21,424
Current portion of capital lease obligations..... ... 198 123
Total current liabilities...........cceeeeeee. L 22,606 36,355
Commitments and Contingencies (Notes 8 and 10)
Deferred income taxes........cccooevvveeviccoes L. 1,000 750
Capital lease obligations, net of current portion.. ... 253 202
Other long-term liabilities..........cccccoeeeeeee. L 87 34
Stockholders' equity:
Preferred stock, $.01 par value, 1,000,000 shares
authorized; no shares issued and outstanding... ... - -
Common stock, $.01 par value, 45,000,000 shares
authorized; 28,995,821 shares and 28,683,100 sh ares
issued and outstanding in 1999 and 1998, respec tively... 290 287

Additional paid-in capital
Deferred compensation..
Stock warrant.................
Retained earnings
Accumulated other comprehensive loss.............

......... 88,041 87,757
......... (18)  (36)
......... 2,897 2,897
......... 9,079 11,489
......... (144)  (475)

Total stockholders' equity.........c...........

Total liabilities and stockholders' equity..... ... $124,991 $139,260

The accompanying notes are an integral part oktheasolidated financial statements
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PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(IN THOUSANDS, EXCEPT PER SHARE AMOUNTS)

YEARS ENDED DECEMBER 31,

1999 1998 1997

Revenue:
Software license......ccceevveevceevcceaeeees $28,123 $29,259 $28,657
SEIVICES..coiiiiiiee et 48,506 32,510 15,704
Total revenue.......cccccvvcvvcevncccees 76,629 61,769 44,361
Cost of revenue:
Cost of software license........ccccccevvveeee. L 3,018 1,555 276
CoSt Of SEIVICES...coovvviveeiiieieeee 31,928 28,544 13,559
Total cost of revenue........ccoceevveceeeeee. Ll 34,946 30,099 13,835
Gross Profit..eeeeeeeceeeeeeiieieee 41,683 31,670 30,526
Operating expenses:
Research and development........ccccccoeeeeeeee. Ll 19,810 23,809 13,517
Selling and marketing.......ccccooccvveevveeeee. 19,115 18,980 13,067
General and administrative..........cccceeeeeee. 8,678 11,678 7,330
Total operating eXpenses.........ccceeeeeeeeee .. 47,603 54,467 33,914
Loss from operations...........oovvvcvvveeeeee (5,920) (22,797) (3,388)
Interest income, net.... - 4,672 4,721 5,137
Otherincome, Net......cccccoeeevvicveiiiiceeees 338 47 -
Income (loss) before provision (benefit) for income taxes... (910) (18,029) 1,749
Provision (benefit) for income taxes............... ... 1,500 (6,411) 664
Netincome (I0SS)....cccoovevvvveivieiiieeaee $(2,410) $(11,618) $ 1,085
Earnings (loss) per share:
BaSIC..coiiiiii et $(0.08) $ (0.41) $ 0.04
Diluted. ..o $(0.08) $ (0.41) $ 0.04
Weighted average number of common shares outstandin o
BaSIC..coiiiiii et 28,947 28,604 28,284
Diluted. ..o 28,947 28,604 30,268

The accompanying notes are an integral part oktheasolidated financial statements
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

COMMON
STOCK
NUMBER OF
SHARES
Balance at December 31, 1996.......... 26,392
Issuance of common stock, net of
issuance costs of $485,198.......... 1,837
Exercise of stock options............. 316
Tax benefit from exercise of stock
options
Foreign currency translation
adjustment.........cccocceeeinenne
Amortization of deferred
COMPENSALiON.......cceveeerieans
Issuance of stock warrant
Net income

Comprehensive income..................

Balance at December 31, 1997. 28,545

Exercise of stock options............. 138

Tax benefit from exercise of stock
OPLIONS....cvevieriireieeeeee

Foreign currency translation
adjustment..........cocevvenenns

Amortization of deferred
compensation...

Net loss

Comprehensive 10Ss..........c.c.co....
Balance at December 31, 1998.
Exercise of stock options.............
Issuance of stock under Employee Stock
Purchase Plan............c.......... 91
Issuance of compensatory stock

Foreign currency translation
adjustment..........ccocceeeeneene

Amortization of deferred
COMPENSAtioN........coveeereeanns

Net 0SS......c.covveiiiiiics

Comprehensive 10Ss.........c.cccc.e.
Balance at December 31, 1999.

Balance at December 31, 1996.......... $ 52,385
Issuance of common stock, net of
issuance costs of $485,198.......... 51,943
Exercise of stock options............. 641
Tax benefit from exercise of stock
OPLIONS....evevieriiieiieeee 4,072
Foreign currency translation
adjustment
Amortization of deferred
COMPENSALIoN........cevverirennns 18
Issuance of stock warrant............. 2,897
Net income...

Comprehensive income .
Balance at December 31, 1997.......... 112,721

Foreign currency translation
adjustment.........cccocceeeineene (121)

Amortization of deferred
compensation...

Comprehensive loss .
Balance at December 31, 1998.......... 101,919
Exercise of stock options............. 666
Issuance of stock under Employee Stock

Purchase Plan....................... 435
Issuance of compensatory stock

Foreign currency translation
adjustment..........cocevvenins 331
Amortization of deferred
compensation...
Net loss

PEGASYSTEMS INC.

(IN THOUSANDS)

ADDITIONAL DEFERRED
PAID-IN DEFERRED  STOCK

AMOUNT CAPITAL COMPENSATION WARRANT

$264  $30,206 $(73)  $ --

18 51,925
3 638
4,072

18

285 86,841 (55) 2,897
2 429

487

19

287 87,757 (36) 2,897
2 664

1 434

86

18

$290  $88,941 $(18) $2,897

TOTAL
COMPREHENSIVE
INCOME (LOSS)

(121)

(11,618)

(11,739)

331

(2,410)

ACCULUATED
OTHER
RETAINED COMPREHENSIVE
EARNINGS LOSS

$22022  $(34)

(320)

23,107  (354)

(121)
(11,618)

11,489  (475)

331



Comprehensive loss.... $(2,079)

$101,045

The accompanying notes are an integral part oktheasolidated financial statements
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PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(IN THOUSANDS)

Cash flows from operating activities:
Net income (I0SS)......cccevvirieeeiiiiienennne
Adjustments to reconcile net income (loss) to net
provided by (used in) operating activities:
Provision (benefit) for deferred income taxes..
Depreciation and amortization..................
Provision for (reduction in) doubtful accounts.
Issuance of compensatory stock option..........
Change in operating assets and liabilities:
Trade and installment accounts receivable....
Prepaid expenses and other current assets....
Accounts payable and accrued expenses........
Deferred revenue...........ccccoeeeevnnne.
Other long-term liabilities

Net cash provided by (used in) operating
ACHVItIES...ovve e

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

Net cash used in investing activities......

Cash flows from financing activities:
Payments of capital lease obligations
Issuance of common stock, net
Exercise of stock options

Sale of stock under Employee Stock Purchase Plan.

Net cash provided by financing activities..
Effect of exchange rate on cash and cash equivalent

Net increase (decrease) in cash and cash
equivalents........cccceveeeeeeienienns
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........ooooiiiiiiiieeen
INCOME taXeS.....evvveeiiieiiiiiiiiiiiis
Non-cash financing activity:
Issuance of stock warrant

Equipment acquired under capital lease.........

YEARS ENDED DECEMBER 31,

1999 1998 1997

......... $(2,410) $(11,618) $ 1,085

......... 250 (6,596) 722
......... 6,833 5595 3,159
......... (727) 2,165 1,938
......... 86 - -

......... 15,745 (37,921) (20,276)
......... 278  (440)  (279)
......... (1,165) 9,663 1,978
......... (12,659) 19,670 1,701
......... 53 (34) -

......... 6,284 (19,516) (9,972)

......... (2,766) (7,376) (4,488)
......... 122 (617) (10,000)

......... (2,644) (7,993) (14,488)

......... 126 - -
......... - - 51,943
......... 666 431 641
......... 435 - -

......... 1,227 431 52,584

S, 331 (121)  (320)

......... 5198 (27,199) 27,804
......... 24,806 52,005 24,201

......... $30,004 $ 24,806 $52,005

......... $ 32% 9% 7
......... $ 28 % 84 $ 13

......... $ - $ - $ 2897

......... $ 280 $ 325 $ -

The accompanying notes are an integral part oktheasolidated financial statements.
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PEGASYSTEMS INC.
NOTES TO FINANCIAL STATEMENTS
DECEMBER 31, 1999
1. SIGNIFICANT ACCOUNTING POLICIES
(a) BUSINESS

Pegasystems Inc. (the "Company") develops, market¢sises and supports customer relationship mamage(CRM) software that enables
transaction intensive-organizations to manage adeoray of customer interactions. The Company @ifews consulting, training, and
maintenance and support services to facilitatértbiallation and use of its solutions.

(B) MANAGEMENT ESTIMATES AND REPORTING, OPERATING WD CONTROL ENVIRONMENT

The preparation of financial statements in conftymiith generally accepted accounting principleguiees management to make estimates
and assumptions that affect the reported amourdss#ts and liabilities and disclosure of contingesets 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 withorted amounts based on estimates include tratlsatallment accounts receivable, long
term license installments and deferred revenue.

Following the December 31, 1997 and 1998 audissGbmpany received a management letter from iespgeddent public accountants that
identified material weaknesses in the Companyésiiratl control environment.

In connection with the completion of the Decembkr 399 audit, the independent public accountaae nformed the Company that their
management letter will again communicate materizdkmesses in the internal control environment.ifitiependent public accountants have
further informed the Company that their managentedter will include recommendations to strengthies tesources in the finance
organization to improve financial accounting aninal controls, and in particular to improve tloatrols and procedures over the customer
service project implementation process that hadtegbin the Company's inability to reasonablyraeste the fair value of services to be
provided under project implementations until customcceptance.

(C) PRINCIPLES OF CONSOLIDATION

The consolidated financial statements include tu®ants of the Company and its wholly owned subsiels, Pegasystems Limited (a United
Kingdom company), Pegasystems Company (a Canadiapany), Pegasystems Worldwide Inc. (a United Stedeporation), GDOO (a
Swedish company), Pegasystems Pty Ltd. (an Austrabmpany), Pegasystems Investments Inc. (a USteds corporation) and
Pegasystems Private Limited (a Singapore compadlyintercompany accounts and transactions have leéiminated in consolidation.

(D) FOREIGN CURRENCY TRANSLATION

The translation of assets and liabilities of thenfpany's foreign subsidiaries is made at year-ecange rates, while revenue and expense
accounts are translated at the average excharegefoatthe respective years ended. The resultimgkation adjustments are reflected as a
separate component of accumulated other comprefeciosis.

Realized and unrealized exchange gains or lossestfansaction adjustments are reflected in otimyme, net in the accompanying
statements of operations and are not material.

38



PEGASYSTEMS INC.
NOTES TO FINANCIAL STATEMENTS (CONTINUED)
DECEMBER 31, 1999
1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) (HEREVENUE RECOGNITION

During 1997, the Company recognized revenue inrdecce with Statement of Position (SOP) 91-1, 8afe Revenue Recognition”, as
issued by the American Institute of Certified Pal#liccountants (AICPA). Under SOP 91-1, revenue femftware license arrangements was
generally recognized upon delivery and product piza&e pursuant to non-cancelable license agresprard was based on management's
assessment that the collectibility of the long-téicanse installments was probable. Additionallypn acceptance the Company must have
had no significant remaining vendor obligationsareting the 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. UnderiS97-2, software license fees are recognized upstomer acceptance of the software
when there is persuasive evidence of an arrangemheitery has occurred, the fee is fixed or deteainle and collectibility of the fee is
probable. Maintenance revenue is recognized rataldy the term of the maintenance arrangement. 8% "Deferral of the Effective Date
of a Provision of SOP 97-2," and SOP 98-9 "Modifima of SOP 97-2 with Respect to Certain Transastibissued by the AICPA during
1998, deferred and modified certain provisions ©P37-2. Beginning in 2000, all of the provisioisSOP 97-2, as modified, will be
effective.

The Company's revenue is derived from two soumafbvare license fees and service fees. Softweeadie fees are generally payable on a
monthly basis under license agreements, which gépdrave a five-year term and may be renewed dditeonal years at the customer's
option. The present value of future license paysiengenerally recognized as revenue upon accept&onc purposes of the present value
calculations, the discount rate used has variedd®t 6.25% and 7.00% for the three years endedniiere31, 1999. A portion of the fee
from each arrangement is initially deferred andgeized as interest income over the rest of trenge term.

The Company's services revenue is comprised offfeésplementation, maintenance, training and attimgy services. Software license
customers are offered the ability to enter intoantenance contract requiring the customer to paymthly maintenance fee over the term of
the related license agreement. Maintenance feageognized ratably over the terms of the mainteeagreement. The Company's software
implementation agreements typically require the @any to provide a specified level of implementatsenvices for a specified fee, typically
with additional implementation services availatl@® hourly rate. Implementation fees are recogh@ece the fair value of services and any
other elements to be delivered under the arrangecagnbe determined, which has typically occurrpdrucustomer acceptance for fixed
price projects and as incurred for time and madlterigjects. The Company generally recognizes tnginand consulting fees as the services
are provided. The Company does not defer costierkta the service elements for which revenue neitiog has been deferred.

In arrangements that include multiple elements @fware license, implementation services, trajnetc.), the total fees under the
arrangement are deferred until such time as thesédiie of each element to be delivered under ¢éimract can be determined, which typice
has occurred upon customer acceptance for fixee priojects and as incurred for time and materigkepts. The total revenue is allocated to
the individual elements based on the relativevaiues. Deferred revenue at December 31, 1999 stedsprimarily of service fees from
arrangements for which acceptance of the softweeede
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PEGASYSTEMS INC.
NOTES TO FINANCIAL STATEMENTS (CONTINUED)
DECEMBER 31, 1999

1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) hamt occurred and the fair value of free consultiogrs committed by the
Company that had not been performed.

In the case of software license agreement renelicdsse fee revenue is recognized upon the exmiraf the initial terms.

The Company provides revenue reserves for serpicegded in excess of amounts estimated at the tadwenue was recognized.
(F) CASH AND CASH EQUIVALENTS

The Company considers highly liquid investmentswitiginal maturities of three months or less tachsh and cash equivalents.
(G) CONCENTRATION OF CREDIT RISK

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

(H) EQUIPMENT AND IMPROVEMENTS

Equipment and improvements are recorded at cogtidamtion is computed using the straight-line rodtbver the estimated useful lives of
the assets, which are three years for equipmentiamgears for furniture and fixtures. Leasehattbrovements and equipment under capital
leases are amortized over the lesser of the lifaefease or the useful life of the asset.

(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
internal costs were capitalized during 1999, 188,997 as the amounts expended subsequent tmtegiual feasibility were immaterial.
See Note 7 for discussion of the capitalized puselaoftware in connection with the Company's Sariévicense and Support and Warrant
Agreements with First Data Resources, Inc.

Amortization of capitalized software costs is ird#a in cost of software license revenue. No amatitim expense for capitalized internally
developed software costs was charged to cost tWad license revenue in 1999, 1998 or 1997.

(J) 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
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1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) putaly held common stock or potential common stockatcordance with
the Securities and Exchange Commission's Staff éaibog Bulletin ("SAB") No. 98, the Company hasetetined that there were no nomi
issuances of common stock or potential common stotke period prior to the Company's initial pahiiffering ("IPO"). The Company has
applied the provisions of SFAS No. 128 and SAB 8iretroactively to all periods presented.

For the years ended December 31, 1999 and 19®8ediweighted average shares is the same as baigioted average shares as the
inclusion of stock options and warrants would b-ditutive. Calculations of basic and diluted metrnings (loss) per share and potential
common share are as follows:

YEARS ENDED DECEMBER 31,

1999 1998 1997

(IN THOUSANDS,
EXCEPT PER SHARE DATA)

Basic:

Netincome (I0SS)......ccocevvveevvveevieeeeees $(2,410) $(11,618) $ 1,085

Weighted average common shares outstanding....... ... 28,947 28,604 28,284
Basic earnings (loss) per share.......c..cccoccee. . L $(0.08) $ (0.41) $ 0.04

Netincome (I0SS).....cccoevvveiiceeiicaaeee $(2,410) $(11,618) $ 1,085
Weighted average common shares outstanding......... ... 28,947 28,604 28,284
Effect of assumed exercise of stock options........ . ... - - 1,984
Weighted average common shares outstanding, assumin g

dilUtiON. .o 28,947 28,604 30,268
Diluted earnings (loss) per share.........cccocec... L $(0.08) $ (0.41) $ 0.04

For the years ended December 31, 1999, 1998, &id 58B99,722 options and warrants, 1,987,020 nptamd warrants, and 185,481
options, respectively, were excluded from the wisdtaverage common shares outstanding, assumirtgpdjlas their effect would be anti-
dilutive.

(K) SEGMENT REPORTING

During 1998, the Company adopted SFAS No. 131 clbsures About Segments of an Enterprise and Relafermation”. SFAS No. 131
requires certain financial and supplementary infation to be disclosed on an annual and interimskfasieach reportable operating segment
of an enterprise, as defined. Based on the crisatidorth in SFAS No. 131, the Company currenfigrates 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 19%88 and 1997, the Company derived
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1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) iteperating revenue from the following countries: \(Beues classified based
upon location of the customer.)

YEAR ENDED DECEMBER 31,

1999 1998 1997

United States.........ccoovvvereerveneennn. $60,220 $47,816 $37,031
United Kingdom...........ccoceviniiineennnnns 4,079 6,594 3,642
Other. ..o 12,330 7,359 3,688

$76,629 $61,769 $44,361

In 1999 and 1998, one customer accounted for appedzly 12.5% and 17.2% of the Company's total meee respectively. In 1997, two
customers accounted for approximately 13.7% and aD#te Company's total revenue, respectively.

(L) NEW ACCOUNTING STANDARDS

SFAS No. 133 "Accounting for Derivative Instrumentsl Hedging Activities" issued June 1998, esthbBsaccounting and reporting
standards for derivative instruments, includingaierderivative instruments embedded in other emt$; and hedging activities. It requires
entity to recognize all derivatives as either assetiabilities in the statements of financial pios and measure those instruments at fair
value. The Company does not expect adoption ofstaiement to have significant impact on its cadatéd financial position or results of
operations.

In June 1999, Financial Accounting Standards B¢&fASB") issued SFAS No. 137, "Accounting for Dexiiwve Instruments and Hedging
Activities--Deferral of the Effective Date of FAS®Ratement No. 133," which defers the effective dt8FAS No. 133 to all fiscal years
beginning after June 15, 2000.

(M) STOCK OPTIONS

The Company grants stock options for a fixed nuntbehares to employees with an exercise priceléquhe fair market value of the shares
at the date of the grant. The Company accountstémk option grants in accordance with APB Opiridmn 25, "Accounting for Stock Issued
to Employees”, and intends to continue to do sairlguL995, the Company granted stock options fiixedd number of shares to employees
with an exercise price less than the fair mark&ievaf the shares at the date of the grant. Fodifference between the fair market value and
the exercise price, the Company recorded defewatpensation in the consolidated statements of btdkrs' equity, which is being
expensed over the vesting period.

The Company has adopted only the disclosure pangsdf SFAS No. 123, "Accounting for Stock-Basednpensation,” and will continue to
account for its stock option plans in accordandé ¥ie provisions of APB Opinion No. 25.

(N) RECLASSIFICATIONS

As of January 1, 1999, the Company refined its webthf classifying costs and expenses by directyrging costs to their appropriate
functional classifications. During 1997 and 1998¢casts were allocated
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1. SIGNIFICANT ACCOUNTING POLICIES (CONTINUED) tde classifications using a method based on thsifitzgions' salaries.
Results for 1997 and 1998 have been reclassifiedriiorm with the current methodology. In additioprtain prior year balance sheet
amounts have been reclassified to conform to ctigear classifications.

2. RESTATEMENT

On three separate occasions during the two-ye@dended December 31, 1998, the Company discowreds in its previously reported
financial statements that have required it to testa quarterly or annual financial statements.

In addition, on August 11, 1999, the Company angedrthe restatement of its financial statements®rear ended December 31, 1998 and
the unaudited three-month period ended March 329.1A8s part of the Company's closing for the thmemth period ended June 30, 1999,
Company discovered errors in the previously reléassults of operations for the three-month perimided December 31, 1998 and March
31, 1999. The errors, which were caused by inctiyréookkeeping certain credit memos and cash pteeelated to previously reversed or
deferred revenue, resulted in an understatemes#rofce revenue and an overstatement of costafdr ef the periods effected.

See Note 11 for disclosure of the restated unadiditéected quarterly information for the four geestended December 31, 1999 and 1998.
3. ALLOWANCE FOR DOUBTFUL ACCOUNTS

During 1998 and 1997, the Company experiencedcdiffj in collecting accounts receivable. The Comypthrerefore carried balances in its
Allowance for Doubtful Accounts of $2.8 million ai$2.2 million and incurred associated bad debt egp®f $2.2 million and $1.9 million
1998 and 1997, respectively.

During 1999, the Company resolved a number of castgrojects and increased its focus on the cadiegrocesses, which took full effect
the fourth quarter of 1999. Accordingly, the Compaeduced the Allowance for Doubtful Accounts byZgillion in the fourth quarter of
1999. For the year ended December 31, 1999, gemdahdministrative expense includes a negativeigpom of $0.7 million.
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4. EQUIPMENT AND IMPROVEMENTS
The cost and accumulated depreciation of equip@ethtimprovements consist of the following:

DECEMBER 31,

1999 1998

(IN THOUSANDS)
EQUIPMENt.. .ot $ 13,075 $11,987
Furniture and fixtures.........ccccoceeevvceeeeee. L 3,403 2,721
Leasehold improvements........ccccccovcvveeenneeee Ll 3,343 2,627
Equipment under capital leases........ccccoeeeeeee. L 622 342

20,443 17,677
Less: accumulated depreciation.........ccccoeeeeee. L (12,108) (7,633)
Equipment and improvements, net.........cccceee... L. $ 8,335 $10,044

Depreciation expense was approximately $4.5 millg$2 million and $2.0 million for the years end@ecember 31, 1999, 1998 and 1997,
respectively.

5. ACCOUNTS PAYABLE AND ACCRUED EXPENSES
Accounts payable and accrued expenses consist ébitbwing:

DECEMBER 31,

1999 1998

(IN THOUSANDS)
Trade accounts payable........ccccooevevvveeeeee. L $1,310 $2,066
Employee compensation and benefits............... . .. 3,481 3,318
ACCrUEd taXES...coev v 2,546 1,521
Other accrued eXpenSesS.....ccccvcvveveveevennenenee Ll 2,545 3,042
Revenue reserve.......ccccoecevvccveeiiccceees L 3,761 4,861
Accounts payable and accrued expenses.............. . ... $13,643 $14,808

6. STOCKHOLDERS' EQUITY
(A) COMMON STOCK

The Company has 45,000,000 authorized shares ahoonstock $.01 par value, of which 28,995,821 shesere issued and outstanding at
December 31, 1999.

(B) PREFERRED STOCK

The Company has authorized 1,000,000 shares oéfredfStock, which may be issued from time to timene or more series. The
Company's Board of Directors has authority to igheeshares of Preferred Stock in one or more sdnesstablish the number of shares to be
included in each series and to fix the designapomyers, preferences and rights of the sharesabf series and the qualifications, limitations
or restrictions thereof, without any further voteagtion by the stockholders. The issuance of
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6. STOCKHOLDERS' EQUITY (CONTINUED) Preferred Stoosuld decrease the amount of earnings and assstslde for distribution to
holders of Common Stock, and may have the effedetdying, deferring or preventing a change in m@ntf the Company. The Company
had not issued any shares of preferred stock Beoémber 31, 1999.

(C) 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 incentivelsoptions and non-qualified stock options.

In addition to options, eligible participants undee 1994 Plan may be granted stock appreciatigtig; restricted stock and long-term
performance awards. As of December 31, 1999, &ab&5 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 havexara@se price of at least 110% of fair market valfithe Company's common stock. Options
granted under the 1994 Plan generally vest overdpiive years and expire no later than ten yéars the date of grant.

(D) 1996 NON-EMPLOYEE DIRECTOR STOCK OPTION PLAN

In 1996, the Company adopted a Non-Employee Diregtock Option Plan (the "Director Plan"). The @it Plan provides for the grant of
options for the purchase of up to 250,000 shareswimon stock of the Company.

The Director Plan is administered by the Compeasafiommittee and provides that each person whorbesa director of the Company
(each a "non-employee director") after May 13, 19881 who is not also an employee or former em@mfehe Company, will receive upon
initial election to the Board of Directors an optito purchase 30,000 shares of common stock. IreiMber 1999, the Board of Directors of
the Company approved, subject to Stockholder appran amendment to the Director Plan providingttierannual grant to each non-
employee director (commencing in 2000) of an optmpurchase 10,000 shares of common stock. Theisgeorice for all options granted
under the Director Plan is equal to the marketepaitthe common stock on the date of grant.

(E) 1996 EMPLOYEE STOCK PURCHASE PLAN

In 1996, the Company adopted an Employee StockhasecPlan (the "Stock Purchase Plan®). Pursudhistplan, an aggregate of 500,000
shares of common stock were reserved for issuance.

Under the terms of the Stock Purchase Plan, emetoy#o meet certain eligibility requirements maycpase shares of the Company's
common stock at 85% of the closing price of the wmm stock on the first or last day of each offenegiod, whichever is lower. In 1997 and
1998, no shares were issued under the plan. In,188€ompany issued 91,197 shares under the @layjrdss proceeds of approximately
$0.4 million. At December 31, 1999, there were 808,shares available for issuance under the plan.
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6. STOCKHOLDERS' EQUITY (CONTINUED) For pro formampensation expense, the weighted average faie\ailshares sold in 1999
was $2.79 per share.

The following table presents the combined actifatythe 1994 Plan and the Director Plan for theyemded December 31, 1999, 1998 and
1997:

1999 1998 199 7
WEIGHTED WEIGHTED WEIGHTED
AVERAGE AVERAGE AVERAGE
NUMBER OF EXERCISE NUMBER OF EXERCISE NUMBER OF EXERCISE
OPTIO NS PRICE OPTIONS PRICE OPTIONS PRICE
(IN THOUSANDS) (IN THOUSANDS) (IN THOU SANDS)
Outstanding options at beginning of year... 5,53 2 %761 3,099 $10.40 2,582 $5.04
Granted.... ... 2,83 4 $5.23 5,955 $12.35 1,214 $22.79
Exercised.... . (22 1) $3.01 (138) $3.13 (316) $2.03
cancelled........ccooceveeeeeeenn, (1,88 3) $9.69 (3,384) $18.69  (381) $20.52
Outstanding options at end of year......... 6,26 2  $6.02 5,632 $7.61 3,099 $10.40
Exercisable options at end of year......... 2,05 8  $4.33 1,065 $2.57 822 $2.13
Weighted average fair value of options
granted during the year.................. $3.97 $9.34 $11.38

The following table presents weighted average paie life information about significant option gpsuoutstanding and exercisable at
December 31, 1999:

OPTIONS OUTSTANDING
----------------------------- OPTIONS EXERCISABL E
WEIGHTED =~ eeemecmecemeeees
AVERAGE  WEIGHTED WEIG HTED
REMAINING AVERAGE AVER AGE
RANGE OF EXERCISE NUMBER CONTRACTUAL EXERCISE NUMBER  EXER CISE
PRICES OUTSTANDING LIFE (YEARS) PRICE OUTSTANDING PRI CE
(IN THOUSANDS ) (IN THOUSANDS)
$0.33-$0.39. ..o, 1,030 519 $0.34 981 $0 34
$4.22-$6.69.... . 1,879 9.34  $4.46 301 $4 22
$7.02-$10.00........coveomrrern. 3,093 8.82 $7.94 669 $8 20
$10.13-$12.50.......oveeernen. 24 8.42  $11.41 7 $12 41
$17.06-$19.19.......oovooovv. 208 8.15  $17.09 89 $17 .08
$20.56-$22.69..........ccovv.... 28 7.37  $20.79 11 $20 68

The following are the pro forma net income (los®) @arnings (loss) per share for 1999, 1998 and,1®9if the compensation expense for
the option plans and the Stock Purchase Plan haxd be
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6. STOCKHOLDERS' EQUITY (CONTINUED) determined bdsmn the fair value at the grant date for grants989, 1998 and 1997,
consistent with the provisions of SFAS No. 123:

199 9 1998 1997
AS PRO AS PRO AS PRO
REPORTED FORMA REPORTED FORMA REPORTED FORMA
Net income (loss) (in thousands)....... $(2,410) $(7,776) $(11,618) $(13,783) $1,085 $ (77 4)
Basic earnings (loss) per share........ $(0.08) $(0.27) $ (0.41) $ (0.48) $0.04 $(0.0 3)
Diluted earnings (loss) per share...... $(0.08) $(0.27) $ (0.41) $ (0.48) $0.04 $(0.0 3)

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

1999 1998 1997
Volatility.......ooovveveieriienenn. 0.97 0.97 0.5
Expected option life (years)............... 5.0 5.0 5.0
Interest rate (risk free)................. 5.54 % 4.23-5.65%  6.13-6.57%
Dividend yield...........ccccccvverenne 0.0 % 0.0% 0.0%

Volatility for 1999 and 1998 was calculated on dydbasis and was determined to be .97 for each. J&aatility for 1997 was calculated or
quarterly basis and was determined to be 0.5. Tdrepany has never declared nor paid dividends orokity capital stock and does not
expect to in the foreseeable future.

The effects on 1999, 1998, and 1997 pro formantatme (loss) and earnings

(loss) per share of expensing the estimated fairevaf stock options and shares are not necessaphgsentative of the effects on reporting
the results of operations for future years as tofgrma net loss does not include expense relatéfk fair value of options granted prior to
January 1, 1995.

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

The provisions of the Software License and Supfagreement give FDR the right to use the Comparoftsvare in connection with new
products and also the exclusive right to markestyithiute and sublicense the Company's softwarenandproducts to FDR customers and
prospects. In addition to the granting of a licettsese its software, the Company also providesces to FDR in connection with the new
products. For the right to the license and theisesy FDR is expected to pay the Company a basef #49.25 million with additional fees
possible based on successful resale of the pradtld® has paid $21.5 million through December 3B9lof which $8.25 million was paid
1999 and remaining fees are expected to be pa&dmanthly basis over the term of the agreement.ifikial term of this agreement
commenced on June 27, 1997 and runs through Dec&hp2002.

In accordance with the Software License and Suppgmtement, the Company was granted a licensectigss to and use of the designs,
specifications and code of FDR's ESP product. Asideration for
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7. SOFTWARE LICENSE AND SUPPORT AND WARRANT AGREEMHES (CONTINUED) this right, the Company paid FDRO$1
million. This amount was recorded as purchasedvswé on the accompanying balance 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 &\ the right to purchase 284,876 shares of thmgamy's common stock at a
purchase price of $28.25 per share, which repredehe fair market value of the common stock ordéite 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 "purchastdace and other" on the accompanying balance sheet

The Company will recognize the base fee revenueatstdamortize 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, 1999 and 1998hanperiod from June 27, 1997
through December 31, 1997, the Company recogneeehue of approximately $8.9 million, $8.9 milliand $4.6 million, respectively,
related to the Software License and Support Agre¢mued recorded amortization expense of approxim&®3 million,$2.3 million, and
$1.2 million, respectively, related to the ESP wafe 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 atibeer 31, 1999 are as follows:

YEAR ENDED DECEMBER 31,

C APITAL LEASES OPERATING LEASES

(IN THOUSANDS)

Future Minimum Payments

$232 $4,019
225 3,962
46 3,962
- 1,550
- 540
- 572
503 $14,605
Less--Amounts representing interest............. (52)
Present value of minmum lease payments.......... 451
Less--current portion...........cccceeeeuveeenn. (198)
$253

Total rent expense under operating leases was dpmtely $5.2 million, $5.1 million and $3.0 millig for the years ended December 31,
1999, 1998 and 1997, respectively.
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9. INCOME TAXES
The components of income/(loss) before provisianéiit) for income taxes are as follows:

1999 1998 1997

DOMESHIC. ... $(2,451) $(14,038) $ 8,599
FOTIGN. ... eveoeeeeeeeeee oo 1,541 (3,991) (6,850)
TOtAl. oo $ (910) $(18,029) $ 1,749

The components of the provision (benefit) for ineotaxes for the years ended December 31, 1999, 48881997 consist of the following:

1999 1998 1997

(IN THOUSANDS)

Current:
Federal........oovevviveececceeeeeeee $ - & - $(149)
State.. o - 84 (30)
FOreign......cooovveeeiiiicceiee e 1,250 101 121
Total current........cccceeveveeeeeeenininnns 1,250 185 (58)
Deferred:
Federal........ccooooeiiiiiiiiiiceeee $1,139 (6,380) 688
StALE. .o (139) (966) 34
Foreign (750) 750 --
Total deferred.......cccooeeeiiiiinennne. $ 250 (6,596) 722

$1,500 $(6,411) $664

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

1999 1998 1997

Statutory federal income tax rate.................. .. (35.00% (35.0)% 34.0%
State income taxes, net of federal benefit and tax

CreditS...couveeiiee e . (9.9% (3.2)% 3.9%
Permanent differences........ccccccccvveeennnnnn. .. 66.5% (0.9)% 6.4%
Tax CreditS......ooveeeiiiiee e .. (170.4)% (0.9)% (8.6)%
Tax effect on foreign activities................... . (4.3)% 4.4% --%
Valuation Allowance..........cccoceeeeriiieeennne .. 317.9% --% --%
Other.....coviiii e . --% -% 2.3%
Effective income tax rate..........cccoecvveeenne .. 164.8% (35.6)% 38.0%

Deferred income taxes at December 31, 1999, 198B1897 reflect the net tax effects of net opetplirss and tax credit carryforwards and

temporary differences between the carrying amooinéssets and liabilities for financial statememtpmses and the amounts used for tax
purposes. The
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9. INCOME TAXES (CONTINUED) approximate income taffect of the Company's net deferred tax assdiljtig) as of December 31,
1999 and 1998 are as follows:

DECEMBER 31,

(IN THOUSANDS)
..... $(22,483) $(14,312)
..... (1571) (2,934)

Software revenue.........cccceveveeeeeeeeieieienn,
Depreciation.........cccccvvevveveieieeeeeenninnnns

Vacation accrual.........cccoevvvcvvevenncevees L 35 1,001
Receivable and other reserves..........cccccoeeeee. L 4,448 3,260
Net operating loss carryforwards..........ccoeeee.e. L 18,510 11,719
Tax CreditS. v 2,957 1,081
Foreign taxesS....coovcceveeeeeeeieiieiiee -- (750)
Other..iii L - 185
Net deferred tax assets (liabiltities)........... . .. 1,896 (750)
Less valuation allowance..........cccoccvvvveee. L 2,896 (--)

$(1,000) $ (750)

A valuation allowance has been provided for theedefl tax asset since it is uncertain if the Corypaiti realize the entire benefit of the
deferred tax asset. Of the valuation allowanceeatebnber 31, 1999, approximately $276 thousandgerkta stock option benefits, will be
recorded directly to equity when realized.

At December 31, 1999, the Company had alternativénmum tax ("AMT"), research and experimentatioR&E"), and foreign tax credit
carryforwards of approximately $3.0 million, avaie to offset future taxable income. The carryfamvperiod for the AMT credit is
unlimited. The R&E credit carryforwards generalipee from 2004 to 2019. The foreign tax creditagpally expire from 2002 to 2003.

As of December 31, 1999 the Company also has ®ild S. net operating loss carryforwards of appnately $47.5 million. The operating
loss carryforwards expire from 2011 to 2018. Themeyforwards may be used to offset future incoaxes$ payable, if any, and are subject to
review by the U.S. Internal Revenue Service. Intaatdthe Company has charitable contribution camyards of approximately $130
thousand generally expiring from 2001 to 2003.

A provision has not been made for the U.S. or &fdid foreign taxes on $1.9 million of undistribdtearnings of foreign subsidiaries that
could be subject to taxation if remitted to the Uticause the Company plans to keep these anmemtsanently reinvested overseas.

10. LITIGATION AND CONTINGENCIES

CHALVERUS CASE. In November 1997 and January 1@@8)plaints purporting to be class actions werelfiléth the United States
District Court for the District of Massachusettsgt'Court") alleging that the Company and sevefébfficers violated Section 10(b) of the
Securities Exchange Act of 1934, as amended (tkeH&nhge Act”), Rule 10b-5 promulgated by the Comsioisthereunder, and Section
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10. LITIGATION AND CONTINGENCIES (CONTINUED) 20(a)f the Exchange Act. A third complaint was filedApril 1998 but has

been voluntarily dismissed without prejudice. IncBaber 1998, the plaintiffs filed their First AmexdConsolidated Complaint which nan
the Company, the Company's Chief Executive Offiédan Trefler) and a former officer and directora(Mishner) as defendants. The
Amended Complaint alleges that the defendants dsfalse and misleading financial statements andspreleases concerning the Company's
publicly reported earnings. The Amended Compladeks certification of a class of persons who pwsedahe Company's Common Stock
between July 2, 1997 and October 29, 1997, and nlmespecify the amount of damages sought. Thet@asrdenied the defendants' motion
to dismiss the Amended Complaint. The case is ntlyrén discovery.

GELFER CASE. In December 1998, a complaint als@@uiing to be a class action was filed with the €aiter the Company's
announcement on November 24, 1998 that it may d@deng revenue adjustments to prior periods. Inil4®99, the plaintiffs filed their
First Amended Class Action Complaint ("Gelfer Coaipt") in that action following the January 20, 89@statement. The Gelfer Complaint
is filed against the Company, Alan Trefler, Ira Migr, the former Chief Financial Officer, and adlegiolations of Section 10(b) and
Section 20(a) of the Exchange Act and Rule B@yomulgated by the Commission thereunder. Thefaint is filed on behalf of a purport
class of persons who purchased the Company's coratanok between April 2, 1998 through November B98land does not specify the
amount of damages sought. The defendants filed @insiver to the Gelfer Complaint after its motiordismiss was denied.

The Company intends to defend these actions vigbyphut no assurance can be given as to the o@EoManagement believes that it 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 aatlghch actions will cause a diversion of managéiti®e and attention. The Company's
delay in filing its regular reports with the SECddts announcement that it has adjusted previoustfished financial statements have resi
in negative publicity for the Company. Such evetd related publicity have adversely affected defrfanthe Company's products and
services and may also have an adverse effect dddhgany's financial position or results of openasi

SEC INVESTIGATION. In May 1999, the Securities @ixchange Commission ("SEC") issued a Formal Or@ierigate Investigation of tt
Company and unidentified individuals, currentifermerly associated with the Company, which consgrast accounting matters, financial
reports, and other public disclosures and tradatiyity in the Company's securities during 1997 4888. The Company has been
cooperating fully with the SEC. The investigatisrconfidential and ongoing.
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PEGASYSTEMS INC.
NOTES TO FINANCIAL STATEMENTS (CONTINUED)
DECEMBER 31, 1999
11. SELECTED QUARTERLY INFORMATION (UNAUDITED)

1999

1 ST QUARTER 2ND QUARTER 3RD QUARTER 4TH QUARTE R

(IN THOUSANDS, EXCEPT PER SHARE DATA)
Revenue.........ccoeeeiiiiiniins $15,066 $21,347 $20,509 $19,707

Income (loss) from operations (7,615) (198) 924 969
Net income (I0SS).......ccccvvvvvieeeeiennennn. (6,710) 1,025 2,444 831
Earnings (loss) per share--Basic................ $(23) $ .04 $ .08 .03
Earnings (loss) per share--Diluted.............. $(23) $ .03 $ .08 .03
1998
1 ST QUARTER 2ND QUARTER 3RD QUARTER 4TH QUARTE R
(IN THOUSANDS, EXCEPT PER SHARE DATA)
RevenuUe........ccccvviiiiiiiieeeee e $14,234 $18,157 $17,631 $11,747
Income (loss) from operations................... (1,743) (395) (3,382)  (17,277)
Net income (I0SS).......ccccvvvvvieeeeiennennn. (350) 500 (1,215) (10,553)
Earnings (loss) per share--Basic................ $ (01) $ .02 $ (04) $ (37)
Earnings (loss) per share--Diluted.............. $ (01) $ .02 $ (04) $ (37)

The information above reflects the of quarteriyag=ments made by the Company. See Note 2 fordudiscussion of these restatements.

12. VALUATION AND QUALIFYING ACCOUNTS

ADDITIONS
BALANC E (DEDUCTIONS)
AT CHARGED TO CHARGED BALANC E
BEGINNI NG COSTSAND TO OTHER DEDUCTIONS ATEND
DESCRIPTION (IN THOUSANDS) OF PERI OD EXPENSES ACCOUNT (B) OF PERI oD
Allowance for doubtful accounts:
Year ended December 31, 1999............ $2,753 $(727) - ($1,000) $1,026
Year ended December 31, 1998............ 2,200 2,165 - (1,612) 2,753
Year ended December 31, 1997............ 939 1,938 285(a) (962) 2,200

(a) Amount relates to service revenue reversed;iwivas previously charged against the allowancddobtful accounts.
(b) Deductions are related to accounts receivablewffs.
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Exhibit 21.1

Subsidiaries of the Registrant

Name of Subsidiary Jurisd iction of Organization
Pegasystems Limited Englan d

Pegasystems Proprietary Limited Austra lia

Pegasystems Investments Inc. United States
Pegasystems Worldwide Inc. United States

Pegasystems Company Canada

Pegasystems Private Limited Singap ore

GDOO AB Sweden



[ARTHUR ANDERSEN LETTERHEAD]
Exhibit 23.1
CONSENT OF INDEPENDENT PUBLIC ACCOUNTANTS

As independent public accountants, we hereby cénsehe incorporation of our report included imstAnnual Report on Form 1K) into the
Company's previously filed registration statememt$-orm S-8 (File No.'s 333-09305 and 333-89707).

/sl Arthur Andersen LLP

Bost on, Massachusetts
March 29, 2000



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 30,00¢
SECURITIES 0
RECEIVABLES 78,48t¢
ALLOWANCES 1,02¢
INVENTORY 0
CURRENT ASSET¢ 64,49:
PP&E 20,44
DEPRECIATION 12,10¢
TOTAL ASSETS 124,99:
CURRENT LIABILITIES 22,60¢
BONDS 0
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 29C
OTHER SE 100,75!
TOTAL LIABILITY AND EQUITY 124,99:
SALES 76,62¢
TOTAL REVENUES 76,62¢
CGS 34,94¢
TOTAL COSTS 47,60
OTHER EXPENSE¢ 0
LOSS PROVISION 0
INTEREST EXPENSE 0
INCOME PRETAX (910;
INCOME TAX 1,50(
INCOME CONTINUING (2,410
DISCONTINUED 0
EXTRAORDINARY 0
CHANGES 0
NET INCOME (2,410
EPS BASIC (0.08;
EPS DILUTED (0.08;
End of Filing
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