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SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT of 1934

For the fiscal year ended December 31, 2002

O TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT of 1934

Commission File No. 1-11859

PEGASYSTEMS INC.

(Exact name of Registrant as specified in its chagt)

Massachusetts
(State or other jurisdiction of incorporation or organization)
(IRS Employer Identification No. 04-2787865)

101 Main Street
Cambridge, MA 021421590

(Address of principal executive offices) (zip code)

(617) 374-9600

(Registrant’s telephone number, including area code

Securities registered pursuant to Section 12(b) dfie Act:
None

Securities registered pursuant to Section 12(g) ¢e Act:

Common Stock, $.01 par value per share

Indicate by check mark whether the Registrant éE)filed all reports required to be filed by SeetiB or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofah$or such shorter period that the Registrars veguired to file such reports) and (2)
has been subject to such filing requirements ferphst 90 days. Yéxl No O

Indicate by check mark if disclosure of delinquiélers pursuant to Item 405 of Regulation S-K is oontained herein, and will not be
contained, to the best of the Registrant’s knowdedlg definitive proxy or information statementsanporated by reference in Part 111 of this
Form 10-K or any amendment to this Form 10EK.

Indicate by check mark whether the Registrant ia@relerated filer (as defined in Exchange Act Rizle-2). YedX] No O

The aggregate market value of the Registrant’s comstock held by non-affiliates of the Registraasdd on the closing price (as
reported by Nasdagq) of such common stock on thédlasness day of the Registrant’s most recentigpieted second fiscal quarter (June 28,
2002) was approximately $86 million.

There were 34,364,744 shares of the Registrantisraan stock, $.01 par value per share, outstandirigeruary 10, 2003.

Documents Incorporated by Reference

Document Description 10-K Part

Portions of the Registrant’s Proxy Statement ferAlmnual Meeting of Stockholders to be held June I
2003
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PART |

ITEM 1: BUSINESS
Overview

We provide software that integrates rules and lassiprocess management, or BPM. Our customersuugeanucts to automate
transaction and information processes that mighdretise involve complex and expensive manual pogs

Rules determine how business decisions are madthamocesses that execute them. For exampleotess a credit card dispute, you
need a rule base of card issuer regulations andhaediser and cardholder transaction history. Bassiprocess management describes the
procedures that determine how business decisiensxacuted. For example, if there is a charge libeke process rules determine how the
charge back will be routed, managed and proce&ssrhuse our software uses rules to integrate deasaking and process execution, our
customers can automate decisions and processesu€§tamers include some of the world’s leadingritial services, healthcare and
insurance companies. Our software allows orgamizatio deliver higtguality, consistent customer service in multiplarmhels of interactio
including traditional call centers and Internefsarvice. Our software can be used by thousandsmfurrent users in transaction intensive
activity involving billions of dollars per day. Wloprocesses initiated by our systems are drivea bighly adaptive “rules base”, which is a
set of rules defined by the user organizationtibspecific needs. The rules base leads to a bigh bf consistency in customer interactions,
but also drives different processes depending erctistomer profile or the nature of the requegiaBgstems’ rules technology enables
business users to modify the logic in applicatitmmatch their best practices and policies, andgyissers a high degree of control over work
and flexibility in implementing change. We provitkeplementation, consulting, training, and technggbport services to facilitate the use of
our software. We maintain alliances with third pegtthat offer complementary technology and systiemegration support to our customers.
Our software runs on a broad range of computers.

We maintain a website with the address www.pega.8mare not including the information containedooin website as a part of, or
incorporating it by reference into, this Annual Repf Form 10K. We make available free of charge through oursitelour Annual Repor
on Form 10-K, Quarterly Reports on Form 10-Q and€ht Reports on Form 8-K, and amendments to tregsats, as soon as reasonably
practicable after we electronically file such matewith, or furnish such material to, the Seceastand Exchange Commission. Our code of
conduct is available, free of charge, by contactimgestor Relations, Pegasystems Inc., 101 MaieeStCambridge, MA 02142. In addition,
we intend to disclose on our website any amendments waivers from, our code of conduct thatraguired to be publicly disclosed
pursuant to rules of the Securities and Exchangar@igsion.

Business strategy

Our goal is to establish leadership in the mar&etrftegrated business process management and-ubat we call “smart BPM”. We
believe that more new BPM solutions will delivetalligent productivity through automated decisi@amsl processes. Customers demand
solutions that automatically route work items bagedhe skills available and required for that itehey demand solutions that provide
guidance for processing appropriate to the sitnatitey demand solutions that allow customers, sesycand partners to participate in the
workflow process as a formal part of the extendaeémprise. We believe we are well positioned, tigloaur 19 years of experience in rules
technology and rules based BPM applications, titaigge on this demand.

Our strategy comprises two complementary approaches

Direct Sales: We intend to continue direct sales of industrgcsfic software applications and services to ouggamarkets in financial
services, healthcare, and insurance. These appfisattreamline and enhance work performance blyimgpprocess automation to key areas
of customer service and exceptions processing.Extes are transactions that are identified asireguadditional information or follow up
activity to be
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completed. Our customers use our rules based potiuautomate transaction and information procgsskich might otherwise involve
complex and expensive manual processing.

Strategic Partnerships: Equally important, we continue to develop andangstrategic relationships with systems integsaamd
independent software vendors for the marketingsahel of applications and services based on ouliegatiles technology. Through these
partnerships, we expect to increase our penetrattorother markets for BPM, including insurancegmafacturing, and government, among
others. These partners complement our softwaretivitin technology. Systems integration partnersrdebtrategic business planning,
consulting, project management and implementaiovices to our customers. Our partners include Arre, Misys, eLoyalty, Cognizant,
A.J. Rhem, Virtusa, and others.

Pegasystems’ products

We provide rules based BPM software applicatiomsébected industries and enabling rules and BRMuypets for a number of other
markets.

Application products

Our application products are designed to reducts sl increase efficiency in completing importaugtomer service and exception
processing transactions. The speed, quality amtleafty of completing such transactions are sigaifi factors in the effectiveness and re«
of our customers’ businesses. Our products enabrleustomers to use rules based process autontat@apture and complete transaction
requests, which might otherwise involve complex arplensive manual processing. Our applicationsveoé does significantly more than
collect customer data and track work—it compleleswork and guides customers or service represesdads they proceed through
interactions. With Pegasystems’ products, orgaiaizatlink customer facing and back-office operatiand integrate multiple
communications channels, such as the Web, corgateic phone, fax, and local branch offices. Oodpcts extend the reach of existing
customer relationship applications to achieve aation efficiencies by completing the often compdexd detailed follow up activities
associated with customer interactions.

Our applications incorporate an advanced techaiadlitecture that is flexible, powerful and scaéat@ur products consist of an
industry specific application template that prowdeset of best practice rules and automation ffowsanaging business transactions. These
templates may be deployed “as is” or further evdlusing rules management and connectivity toofgdduce a highly automated and
integrated business solution. Our application petgluse business rules to capture an organizatimi¢gie business logic and apply it
consistently across multiple channels with persaatbn for individual customers. All key aspectPegasystems’ products are defined with
business rules, including presentation, procedsigig, enforcement of quality standards, reportenyy the management of customer service
interactions.

Our applications support industry-standard hardvesatforms, operating systems and databases, awétpra set of connectors to work
with commonly deployed business applications igeamarkets.

Rules and BPM products

We have developed PegaRULES Process Commanddessbased platform, to help solve the enterprisekfioov automation problen
The PegaRULES engine provides an architecturestiadrates the strategic business logic from thicagipn and the underlying operating
system. Just as business data, such as customenation, transaction history and accounting dads,evolved into a database separate from
the application, companies are demanding that relggrding business practices be located in a aepaules base” so that they can maintain
greater control over work and flexibility in implemting change. PegaRULES Process Commander condiirergterprise rules base with
application tools used for developing, deployingnaging, and evolving enterprise-wide businessga®es. PegaRULES Process
Commander allows businesses to easily manage,
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automate, integrate and rapidly evolve businessgsiges across the enterprise and its vendorspoaist@nd partners. To date, we have
derived only a small portion of our revenue frong&@RULES Process Commander.

Markets and representative customers

We continue to focus on large, industry leading panies in the financial services, healthcare, asdrance markets. In 2002, 2001,
and 2000, one financial services customer accodntesbproximately 26%, 14%, and 12% of our totalanue, respectively. Following is
more detail on these markets and a represent@&ivef customers within those markets as of Decer8he2002.

Financial services

We provide software to financial services orgariired that automates transaction processing androestsales and service across
varied delivery channels, such as Internet selfisey call centers, and branch networks. Our prtedimeprove the quality, accuracy, and
efficiency of customer interactions, and enhaneedttlivery of product and service offerings.

* Investigations.Our software provides customer service capabilitias automate the investigation and resolutioexaeptions in
corporate actions, payments and securities settieimeestigations, retail brokerage, and wholestaring services

* Credit card . Our software facilitates the management of colterdj customer dispute resolution, chargebacksitatedisions and
customer correspondent

* Check research and adjustmentOur software automates check research and adjuspraressing, streamlining check processing
functions, reducing manual work, and enabling &fficaccess to check data stored on microfilm agitadl media.

Representative financial services customers of imgtade: First Data Resources, Bank of Americaé.NBarclays Bank PLC, JP
Morgan Chase & Co., Credit Lyonnais, Credit SuiSseup, Citibank, N.A., Fleet/Boston Financial Seed, N.A., Franklin Templeton
Corporate Services Inc., The Hong Kong and Shargaaking Corporation Limited, National AustraliarBalimited, Rabobank, Sears,
Roebuck and Co., and Société Générale S.A.

Healthcare

Our healthcare applications provide health mainteaarganizations and health insurers with a sptaducts that support their
customer care initiatives and help them drive &fficy and lower costs.

* Member services.Our software automates the handling of many commember inquiries, supporting contact managemenguat
maintenance and history, and sales inquiries. @udyzts also integrate with the organization’s tggapplications, building on their
investments

¢ Claims automation.Our software automates back office claims exceptfmocessing, claims payment and exception research
functions that streamline operations by reducirgamount of manual work, error rates and operatiorts.

Representative healthcare customers of ours indlige Cross Blue Shield of Massachusetts, Blue €Bige Shield of Georgia, and
HealthNOW New York.

Insurance

Our products for insurance companies support custeervice in multiple delivery channels and helgotve and complete policyholc
requests. Our products allow insurance companipsadide personalized customer service and enhtfwedeefforts to sell additional produ:
to their customers.
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Representative insurance customers of ours incumerican National Insurance Company and The Guardia

Other markets

We continue to selectively pursue opportunitiemarkets such as communications and government.enherrules based automation
can drive significant efficiencies and cost reduts$i. During 2002, we were selected by EDS to peoeall center software to the Inland
Revenue’s contact centers. Inland Revenue, the gbiernment department responsible for the admatish of personal and corporation
tax, supports 30 million taxpayers.

Sales and marketing

We market our industry specific applications sofevand services primarily through a direct salesgoTo support our sales force, we
conduct marketing programs, including industry &ratiows, industry seminars, meetings with industialysts, public relations, partner co-
marketing programs, direct marketing and telemargeOur consulting staff, business partners, ahdrahird parties also generate sales
leads. As of December 31, 2002, sales and markgtahgded 84 people worldwide.

We also market our applications software with pargnincluding:

* Accenture, where Pegasystems is a preferred provider of hésed applications products within Accenture’stiNémerican
financial services business; a

* Misys, whose expertise in commercial banking with thel&ditransaction processing solution offers a hagd of straight through
processing, and combined with Pegasystems’ Integiatvestigations provides high levels of straidinbugh processing and
automation around exception conditio

In addition, we distribute our products and tecbgglthrough third parties. For example, we havemaxclusive relationship with Fir
Data Resources Inc., or FDR, the largest credd paewcessor in the world. FDR uses and re-licensesoftware to the credit card market.
First Data Evolve is an integrated applicationdmdit card customer service and collections desigon run on Pegasystems’ rules
technology. Also, PFPC, Inc., an affiliate of PN@nR Corp, incorporates Pegasystems’ technologyamomprehensive service solution for
mutual fund institutions. In the future, we maycatsarket and sell our products through other vallded resellers and systems integrators.
There can be no assurance, however, that we wibbeto attract and retain value added resebgstems integrators, or other parties that
will be able to market and sell our products effey.

In 2002, 2001, and 2000, sales to customers bassitie of the United States represented 22%, 28%26%, respectively, of our total
consolidated revenue. During 2002, 2001, and 2@@0derived our operating revenue from the followgepgraphic areas:

2002 2001 2000

(in $ thousands)

United State: $ 75,61 78% $ 73,12: 7% $ 61,52¢ 74%
United Kingdom 14,80¢ 15% 10,04( 11% 7,03¢ 8%
Europe 3,59¢ 4% 8,96¢ 9% 9,22: 11%
Other 3,39( 3% 2,92i 3% 5,69( 7%

$ 97,40¢ 10(% $ 95,06 10C% $ 83,47¢ 10(%

See Note 1 to Consolidated Financial Statements.
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Support and professional services

We offer support services through three groups:Gansulting Services group shares market, busiamedsechnical knowledge with o
customers throughout the deployment of our apptinat our Global Technology Services group provisiggport and maintenance for our
customers; and our Education Services group offaising programs for our staff, customers andmEag. As of December 31, 2002, these
professional services groups consisted of 150 pdophted in our 12 offices.

Consulting services

Our Consulting Services group helps companies impig and optimize our software. These projectslenabto guide our customers
through a disciplined approach to deployment ofapplications, and allow our workflow architectgldnusiness process automation
consultants to gain industry specific knowledge tiaa be used in future projects and product dgveémt. Providing industry specific
business guidance throughout the deployment ofemiimology generally improves our customeedisfaction. Many of our customers cha
to engage our consulting services group to explagid tise of our software to additional businesgroduct lines or add new functionality to
their existing solutions. In addition, through @lifances, systems integrators and consulting faes help our customers deploy our
products.

Our implementation procedures, which we call Adwahtmplementation Methodology, or AIM, were deveddghrough field
experience and facilitate implementation of outwafe through a disciplined approach to project agament that establishes standards for
project activities and ensures governance and atability in adhering to those standards. By adapt phased approach to deployment, our
customers can engage in smaller, more easily mdraggects that are more likely to result in a ®ssful solution.

Global technology services

Our Global Technology Support, or GTS, group isnatiily responsible for support and maintenanceunfonistomers. Our support
offerings are available at any time of day or nightl GTS tailors services appropriately to meetthigue support and project requirements
of each customer. Support services provided by @B¢Bde automated problem tracking, prioritizatammd escalation procedures, periodic
preventative maintenance, documentation updatessoftware releases, and regularly scheduled ngeetiith our staff.

Our customers are granted access to ActionPlusMali-based self-service extranet. The passworagied site offers a portal for
information important to the successful implemeaontatind use of our products. ActionPlus is avadadilany time of day or night and users
may access the site to interact with us at theiwenience and to view product information, saled marketing support materials,
Pegasystems news and event information. The sibehalsts discussion groups that enable customéretact with each other to share
product knowledge and other special topics of ager

Education services

We offer training programs for our staff, customansl partners. Training programs are designed &t the specific requirements of
attendees’ roles, and are typically offered for kflorw consultants, systems administrators, develpgaoject managers and technical and
business design managers. Training programs aikalaleaon-site, through web-based training and astepbased training programs, or in
one of our regional training facilities in Cambreddvlassachusetts, San Francisco, California andifgsEngland.

Research and development

Since our inception, we have made substantial tmwsts in product development. We believe thatfoure performance depends on
our ability to maintain and enhance our currentipais and develop new products. Our product dewedop priorities for application
products include capabilities that enhance the
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automation of customer relationship transaction®tiuce costs and increase business effectiveoessif customers. We intend to continue
design and development of industry specific apfibes that offer rapid deployment and return oregtment by pre-packaging key
capabilities for initial use and providing optioreadtensions for further evolution and power. Owrdurct development focus is to extend the
power and breadth of industry-specific applicatemplates; maintain and extend support for popnldustry standard hardware platforms,
operating systems, databases and connectivityraptmfacilitate easy and rapid deployment in digenformation technology infrastructur
develop industry standard interfaces that alloveot@®ustomer Relationship Management, or CRM, arstdPoer Service applications to inter-
operate with our products which will allow our custers to increase their return on their CRM investinand enhance product quality,
platform stability, ease-of-use, and ease of ifedtah. For PegaRULES, product development is fedusn building a robust system for the
development, deployment and execution of rulesdpsecess management applications, primarily byl tharty developers.

We believe that maintaining future performance aistbnary technology leadership depends on ouitgld anticipate changes,
maintain and enhance our current products, devedepproducts, and keep pace with the increasirggpisticated requirements of our
current and prospective customers. We must dey@lagucts that conform to our customers’ informatiechnology standards, scale to meet
the needs of large enterprises, operate globaily cast less than an internal development effaut. d@velopment organization is responsible
for product architecture, core technology developtmgroduct testing and quality assurance.

As of December 31, 2002, our development groupistetsof 93 people. In 2002, 2001, and 2000, reteand development expenses
were approximately $21.3 million, $20.8 million,ca$15.1 million, respectively. We expect that wd méed to continue to commit
significant resources to our product research aweldpment in the future.

If we are unable, for technical or other reasomsigvelop and introduce new products and servaresnhancements of existing prodt
and services, in a timely manner in response tagihg market conditions or customer requirementsf, mew products and services do not
achieve market acceptance, our business, finacmmalition, and operating results will be materiatversely affected.

Industry and competitive background

Industry

In addition to the expectations companies typicdbe, including heightened pressure to lower djmral costs, increase revenues, and
deliver value to their customers, companies nowfraauently reacting to regulatory changes and cemwpetitive pressures. To be successful
in this complex environment, organizations mustrdowate applications that support customers, adapitstomer-centric approach to
information and minimize manual work efforts. Comgently, we believe an increasing number of comgmare implementing rules based
solutions that help to deliver stronger financiaifprmance, a more productive workforce and superstomer satisfaction and retention.

Competition

The application software market is intensely contipetand subject to rapid change, as current caitope expand their product
offerings and new companies enter the market. Ctitopevary in size and in the scope and breadth@froducts and services offered. We
encounter competition from:

. Potential and current custom’ information technology departments, which may deeakevelop proprietary systen
. Software application vendors, such as Oracle, R&uft Inc., and SAP, whose products span multipdestries

. CRM vendors, such as Siebel Systems, Onyx, anddizimrwith whom we compete in call center and custoservice and
support application
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. Companies that target financial services, healthdasurance and other specific markets such agkaar Kana, Selectica,
Sterling, Sungard (acquirer of Microbank) and Ssteeam;

. Rules vendors such as Fair Isaac and ||
. Business process management vendors such as Fidatl&taffware; an
. Professional services organizations that develgpoou software in conjunction with rendering coriggltservices

We believe that the principal competitive factoighvm our market include:

. Proven success in delivering ¢-saving and efficiency improvemen

. Product adaptability, scalability, functionalityydaperformance

. Timely development and introduction of new produwatsl product enhancemer
. Establishment of a significant base of referencgamers

. Ability to integrate with other products and teclugies;

. Customer service and suppc

. Product price

. Vendor reputation; an

. Relationships with systems integratc

Although we believe our products compare favoragginst the competition, the market is constantbheng and new competitors are
emerging. There can be no assurance that we caraimadur competitive position against current potential competitors. Many of our
competitors can devote greater managerial or fiehnesources to develop, promote, and distribut#amer relationship management
software and provide related implementation, cdivsgltraining, and support services. Additionatlyere can be no assurance that current or
future competitors will not develop products ongses which may be superior in one or more respacighich may gain greater market
acceptance. Current and future competitors haabkstied or may establish cooperative arrangenmerggategic alliances among themse
or with third parties, enhancing their abilitiescmmpete. There can be no assurance that we wélblgeto compete successfully against
current or future competitors or that the compegifpressures will not materially and adverselydafér business, operating results, and
financial condition.

We rely on system consulting and system integrdtiams for recommendation and implementation of products during the evaluati
stage of the purchase process. These third paftis have similar, and, in some cases, more ésialol, relationships with our competitors.
There can be no assurance that these third partasy of which have significantly greater resoure@h not market competitive software
products in the future or will not otherwise redaeealiscontinue their relationships with or suppadrtis and our products.

Employees

As of December 31, 2002, we had 412 employeeshofhwapproximately 333 were based in the UnitedeStat were based in Canada,
60 were based in Europe, and 15 were based inaiastOf the total, approximately 84 were in saed marketing, 150 performed consul
and customer support, 93 performed research arelafgaent, and 85 were in administration.

Our future performance depends in significant ppadn the continued service of our key technicdéssand marketing, and senior
management personnel and our continuing abiligtti@act and retain highly qualified technical, sad@d marketing, and managerial
personnel. Competition for such personnel is irdeared there can be no assurance that we will leessful in attracting or retaining such
personnel in the future. None of our employeegjgasented by a labor union or is subject to a&ctille bargaining agreement.

9
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Backlog of license, maintenance and consulting renees

As of December 31, 2002, we had softwarnise and maintenance agreements and fixed feespiofal services agreements with our
customers expected to result in approximately $88l€on of revenue in 2003. Under such agreememésmust fulfill certain conditions
prior to recognizing revenue, and there can bessarance when, if ever, we will be able to satifguch conditions in each instance. As of
December 31, 2001, we had software license andtemgince agreements and fixed fee professionalcesraigreements with our customers
that were expected to result in approximately $32ilson of revenue in 2002. We do not believe thatklog, as defined above, is a
meaningful indicator of future financial performanc

ITEM 2: PROPERTIES

Our principal administrative, sales, marketing,mup, and research and development operation®eadeld in an 85,378 square foot
leased facility in Cambridge, Massachusetts. Theddor this facility expires in 2003, and has besrewed for a 10 year period beginning
May 16, 2003, with the option to extend for two iddal five year periods. We also lease spacetwrother offices in the United States,
Canada, Australia, France, and the United Kingdbnese leases expire at various dates through 2@&delieve that additional or
alternative space will be available as neededearfuture on commercially reasonable terms.

ITEM 3: LEGAL PROCEEDINGS
None

ITEM 4: SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
During the fourth quarter of fiscal 2002, there &vap matters submitted to a vote of security halder

EXECUTIVE OFFICERS OF THE REGISTRANT

The names of our executive officers and certaiormftion about them are set forth below as of Déeer81, 2002:

Name Age Position(s) and Office(s) Held
Alan Trefler 46  Chief Executive Officer and Chairmi
Henry Ancone 58 President, Chief Operating Officer and Direc
Richard H. Jone 51 Vice Chairmar
Joseph J. Frisci 48  Executive Vice President of Sales and Ser
Christopher J. Sullivan. 43  Senior Vice President, Chief Financial Officer and

Treasure

Kenneth Olsor 53  Senior Vice President of Advanced Technoli
Michael Pyle 48  Senior Vice President of Product Developrr

10
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Our executive officers are elected by the BoarBioéctors on an annual basis and serve until tié arenual meeting of the Board of
Directors and until their successors have been elelgted and qualified. There are no family relalips among any of our executive offic
or directors.

Alan Trefler,a founder of Pegasystems, serves as Chief Exeddffieer and Chairman and has been a Director siveerganized in
1983. Prior thereto, he managed an electronic ftnagisfer product for TMI Systems Corporation, #vgare and services company. Mr.
Trefler holds a B.A. degree in economics and coepsitience from Dartmouth College.

Henry Ancongoined Pegasystems in 2002 as President and Chigfafing Officer and was elected a Director of Bggems in
December 2002. Prior to joining us, he served a@r@tan, President and Chief Executive Officer ofdian, a supplier of security and
telecommunications management software. Prior tdi&v, he served as Executive Vice President arBim Corporation, where he led the
Commercial Imaging and Electronic Imaging busineskke also held a variety of management positibigital Equipment Corporation,
including Vice President of the office software imess. Mr. Ancona holds B.S. and M.S. degreesdatetal engineering from the
Massachusetts Institute of Technology and an M.Ba@m Harvard University’s Graduate School of Besia Administration.

Richard H. Jonefoined Pegasystems in 1999 as President and Chigfaing Officer and was elected a Director of Bggeems in
2000. In August 2002, he assumed his current Miee Chairman. From 1995 to 1997, he served #&f @lsset Management Executive i
a member of the Operating Committee at Barnett Balmc., which at the time was among the natioB'sa2gest banks. He served as CEO of
Fleet Investment Services, a brokerage and weadtragement organization, from 1991 to 1995. Hisrgiperience also includes serving as
Executive Vice President with Fidelity Investmeras,international provider of financial servicesl amvestment resources and as a principal
with the consulting firm of Booz, Allen & HamiltomMr. Jones holds an undergraduate degree from Dulkeersity, with majors in both
economics and management science. He also holisBaA. degree from the Wharton School of the Unéigrof Pennsylvania.

Joseph J. Friscigoined Pegasystems in 1984 to establish our Nevk ¥tfice. Mr. Friscia has served as Executive \ieesident of
Sales and Service since 1987. Prior to joinindhasyorked as a money transfer operations manageBankers Trust Company and J.
Henry Schroder Bank and Trust Company. Mr. Fribailals a B.A. degree from Long Island University @mdM.B.A. degree from Adelphi
University.

Christopher J. Sullivajpined Pegasystems in July 2001. In August 2001lyd& elected Senior Vice President, Chief Finar@féiter
and Treasurer. From August 2000 to July 2001, heedeas CFO at Event Zero, an IT consulting comp&nym December 1998 to August
2000, he was the CFO and Executive Vice PresideiMs Holding Group, a software and information\dees provider to the insurance
industry. From 1997 to 1998, he served as Viceitheas of Finance at Compag Computer Corporatiagraputer company. His prior
experience also includes service as Senior VicsitRrat of Finance at Fisher Scientific Internatipizc., a distributor of clinical and
scientific laboratory equipment, and as Vice Presichf Finance at Digital Equipment Corporation.ittéds a B.S.B.A. degree and an M.E
degree from Babson College.

Kenneth Olson a founder of Pegasystems, joined Pegasysten®8id dnd served as Vice President of Technical Deweént until
2000. Since 2000, he has served as Senior Vicederesf Advanced Technology, and holds primanposesibility for new product
development. Prior to Pegasystems, Mr. Olson hesitipns at TMI Systems Corporation, where he waslved with the development and
installation of software solutions in European afiddle Eastern markets. He holds a B.S. degrekarfields of Humanities and Science fr
the Massachusetts Institute of Technology.

Michael Pylejoined Pegasystems in 1985 and has served as S&oéopresident of Product Development since Au@@§0. Including
his positions with Pegasystems, Mr. Pyle’s profassi background encompasses almost thirty yeagefofare development and managerial
experience throughout Europe and the United StétesPyle completed his B.C.S. specializing in Cangp Science and Systems
Programming at the C.S. College in London.
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PART Il

ITEM5: MARKET FOR REGISTRANT 'S COMMON STOCK AND RELATED
STOCKHOLDER MATTERS

The following table sets forth the range of higld émw sales prices of our common stock on the Matié\ssociation of Security Deal:
Automatic Quotation (“Nasdaq”) National Market Syrstfor 2002 and 2001. Our common stock is tradelbuthe Nasdag Symbol “PEGA.”
As of February 3, 2003, we had approximately 1@6ldtolders of record and approximately 4,700 bera@fowners of our common stock.
On February 3, 2003, the closing sale price otctramon stock was $5.50. We have never declaredidrgmy cash dividends on our
common stock. We intend to retain our earningsnanfce future growth, and therefore, do not angitgpaying any dividends in the
foreseeable future.

High Low
2002
First Quartel $ 85¢ % 4.2¢
Second Quarte $ 11.98 $ 7.5C
Third Quartel $ 94C $ 5.2C
Fourth Quarte $ 720 % 5.0C
High Low
2001
First Quarte! $ 6.3t $ 2.7t
Second Quarte $ 50 $ 2.07
Third Quartel $ 44: 3 2.3C
Fourth Quarte $ 46C $ 2.21

On February 6, 2002, as partial consideration torpurchase of the assets of 1mind Corporatiorglaviare corporation (“1mind”), we
issued to 1mind 569,949 shares (the “Shares”) oEommon stock (155,760 shares of which were dégubaito escrow to secure the
indemnity obligations of 1mind’s equity holdersatithg to the transaction) and a ten-year warrduet ‘tVarrant”) to purchase for a fixed
aggregate exercise price of $71 thousand, 83,08&2slof our common stock, plus, depending on thiepeance of the 1mind business from
the acquisition date through December 31, 20020 gm additional number of shares of our commocks(the “earnout shares”) having a
value of approximately $1.1 million based on therage closing price of the Company’s common staek the ten consecutive trading days
ending on the third trading day prior to the d&ie ¢arnout amount is agreed upon by the partigettransaction. We have determined that
the Warrant is not exercisable for any earnouteshand, accordingly, the exercise price of the WhHiris approximately $0.85 per share. We
issued the Shares and the Warrant in reliance ap@axemption from registration under Section 4¢2he Securities Act of 1933 and Rule
506 of Regulation D promulgated thereunder.

ITEM 6: SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated financial data presdretmv have been derived from our consolidated fir@rstatements. This data may
be indicative of our future condition or resultsopferations and should be read in conjunction ththnagement Discussion and Analysis
Financial Condition and Results of Operations” #melconsolidated financial statements and acconipgmptes.
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Certain amounts in the 2001-1998 selected congstidinancial data were reclassified to be conststéth current presentation,
including reimbursements received for out-of-pockgtenses. These reimbursements have been refiesctedenue, in compliance with
Emerging Issues Task Force Abstract No. 01-14rior year presentations the reimbursements had teflected as a reduction of cost of
services.

Years Ended December 31,

2002 2001 2000 1999 1998

(in thousands, except per share data)
Consolidated Statements of Operations Data:

Total revenue $ 97,40¢ 95,06: 83,47¢ 80,96 $ 66,977
Income (loss) from operatiol 11,47¢ 6,53¢ (25,957 (5,920 (22,797
Net income (loss 15,29° 12,53« (20,85¢) (2,410 (11,619
Earnings (loss) per shal
Basic $ 04 $ 03¢ $ (071 $ (00 $ (0.4)
Diluted $ 04 $ 037 $ (071 $ (00§ $ (0.4)
Weighted average number of common shares outsigr
Basic 33,83t 32,67 29,20¢ 28,941 28,60¢
Diluted 35,98( 33,43¢ 29,20¢ 28,947 28,60¢

Years Ended December 31,

2002 2001 2000 1999 1998

(in thousands)
Consolidated Balance Sheet Data:

Cash and cash equivalel $ 57,39 $ 33017 $ 17,33¢ $ 30,000 $ 24,80¢
Working capital 75,50 57,155 43,75¢ 49,79( 33,88:
Long-term license installments, n 48,66 43,15¢ 37,40: 36,74« 49,00(
Total asset 156,22t 125,07: 110,49: 124,99: 139,26(
Long-term deb — — — — —
Stockholder equity 130,92 104,95¢ 92,06 101,04! 101,91¢

ITEM7: MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D
RESULTS OF OPERATIONS

Results of Operations
2002 Overview

Total revenue in 2002 increased 2.5% due to inerkasftware license revenue offset by decreaseitesmrevenue. The $19.9 million
growth in license revenue was driven by an incréaperpetual licenses, primarily a $17.6 milliociease in license revenue resulting from
an overall restructuring of our relationship witinsE Data Resources, or FDR. This restructurediogiahip also allowed us to re-enter the
growing credit card market. While we have steppeeffiorts to sign new customer license businessl iof our target markets, the vast
majority of our license revenue in 2002 was frorsting customers who chose to renew, add-on textend their investment with us.
Services revenue declined sharply to $33.5 miliio2002 from $51.0 million in 2001 due largely tetfall off in new customer license
signings. Net income of $15.3 million in 2002 gr2@#6 over 2001, mainly because license revenue dsetpa higher percentage of total
revenue and because of cost containment effortsgéferated $27.1 million in positive cash flow froperations and ended the year with a
strong balance sheet, including $63.4 million isttand marketable debt securities and $80.8 miifiamombined short and long-term license
installments receivable. Total cash and cash etgritqincreased to $57.4 million at December 30220ip 10% from September 30, 2002
and up 74% from December 31, 2001.

Revenue of $21.0 million in the fourth quarter 602 was less than our revenue for the immediatelgguiing quarter and for the fourth
quarter of 2001 due primarily to a decline in lisemevenues. The decrease in fourth quarter licewvssue reflected a decrease in revenue
from FDR as well as the timing of license
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acceptances and renewals which can cause fluatsdticour quarterly revenue because of the relgtsmall number of license transactions
that typically comprise our revenue in any quaitigcluded in term software license revenue in theth quarter of 2002 was $2.4 million
related to the settlement of a customer disputep@éted net income of $2.4 million and $6.4 milliarpositive cash flow from operations
the fourth quarter of 2002. Services revenue andcgs margins increased in the fourth quarter ¢verthird quarter of 2002. In the fourth
quarter, we signed four new customers, two of whiehin the healthcare sector, a growth marketre¢aaigeting. New license signings in
second half of 2002 grew 13% over the first halflicating improved sales traction. Nearly all cf thollar value of new license signings in
the second half of 2002 is expected to be recoada@venue in 2003, when the license implementtoa complete.

International Revenues

International revenues were 22%, 23%, and 26%taf tonsolidated revenues in 2002, 2001, and 2@3pectively. Our international
revenues may fluctuate in the future because siu@mues are generally dependent upon a small nushipenduct acceptances by our
customers during a given period. Historically, mafsbur contracts have been denominated in U.S&dolWe expect, however, that in the
future due to competition from vendors who will lolasiness in foreign currencies, more of our cotdgratay be denominated in foreign
currencies which may expose us to increased cuyrrexchange risk.

Statement of Operations Information
The following shows certain items reflected in G&tatements of Operations as a percentage of etahue:

Year ended December 31,

2002 2001 2000
Software license reveni 65.€% 46.2% 40.5%
Services revenu 34.2 53.7 59.t

Total revenue 100.( 100.( 100.(
Cost of software licens 2.7 3.2 2.¢
Cost of service 30.C 39.: 49.¢

Total cost of revenu 32.7 42.5 52.¢

Gross profit 67.% 57.k 47.2
Research and developmt 21.¢ 21.¢€ 18.1
Selling and marketin 23.¢ 18.4 28.¢
General and administratiy 9.7 10.: 12.4
Litigation settlement and restructuring cc — — 18.¢

Total operating expens 55.k 50.¢€ 78.%

Income (loss) from operatiol 11.¢ 6.S (31.])

Installment receivable interest incol 5.¢ 6.5 4.¢

Other interest income, n 0.8 .C 2.C

Other (expense) income, r (0.9) — (0.2

Income (loss) before provision for income ta 17.7 14.2 (24.¢)

Provision for income taxe 2.C 1.1 0.4

Net income (loss 15.7% 13.2% (25.0%
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Year ended December 31, 2002 compared to year endedcember 31, 2001
Revenue

Total revenue for 2002 increased 2% to $97.4 milfrom $95.1 million for 2001. The increase was gtearily to increases in
software license revenue, which were partially eiffsy decreases in services revenue. Since tlee fatt of 2001 and through most of 2002,
signing of license contracts with new customers/sbb significantly due in large part, we believectmtinued weakness in spending by our
target customers. License and services revenueriewmncustomers was 10% of total revenue for 200&ypared with 15% for 2001. The
decrease in license contracts with new customersraely impacted our services business becausemweed substantial portion of our
services revenue from implementation of softwarerised by these customers. The following table sanzes our revenue composition:

Twelve Months
Ended
December 31,

2002 2001
(in millions)

License revenue

Perpetual licenses and licenses accounted forsoibgcription basi $35.6 $13.7
Term license renewals, extensions and addi 28.c 30.4
Total license revenu 63.¢ 44.1
Services revenug

Implementation, consulting and training servi 24.2 43.C
Maintenance 9.3 8.C
Total services revent 33.F 51.C
Total revenue $974 $95.1

Software license revenue for 2002 increased 45%63809 million from $44.1 million for 2001 due primilg to software license renew:
by existing customers. The increase in perpetudisabscription license revenue for 2002 was primdie to a perpetual license agreement
entered into with First Data Resources,or FDRhanfirst quarter of 2002. That perpetual licenseament replaced a prior term license
agreement with FDR under which revenue was beioggm®ized on a subscription basis and which wagaeepire in December 2002. Of
the $21.9 million increase in perpetual and supsion license revenue for 2002, $17.6 million was tb the FDR perpetual license
agreement. The following table summarizes the regame have recognized under the FDR perpetualdeand the prior agreements with
FDR:

Twelve Months Ended

December 31,
2002 2001
(in millions)
Perpetual and subscription licen: $ 23¢ % 6.3
Implementation, consulting and training servi 0.8 5.2
Maintenance 0.9 1.C
Total revenue $ 25€ $ 12t
I I
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Under the terms of the FDR perpetual license ageaenkDR is required to make monthly payments thhoDecember 2003. These
payments will total $3.54 million in each of theufaquarters of 2003. We recognize revenue as eawtedh is three months in advance of
receipt of payments, because while FDR has theadnil right to terminate the agreement, FDR dgsiired to provide us with at least three
months advance notice. We expect to recognizevanue from the FDR perpetual license $3.54 milliorach of the first three quarters of
2003.

Our current sales strategy is to sell perpetuahes to new customers, and therefore we expeatéo into more perpetual license
transactions than term licenses with new custontieeseffect of which may be to increase our licereseenue and cash flow in the short term
and to decrease the amount of revenue and casHrilanthe renewal of term software license agredamen the past few years, a significant
portion of our license revenue has been from refseafaerm software license agreements.

Revenues from term software licenses, renewalensiins, and additions decreased by $2.1 milligg2&3 million from $30.4 million
for 2001. Included in term software license reveninethe fourth quarter of 2002 is $2.4 millionea®d from Qwest in settlement of a
dispute. Discount rates used to recognize termdieeevenue vary directly with market interestgaléne discount rates used to recognize
term license revenue reflect the estimated borrgwaites of our customers, and averaged 3.27% ifothéh quarter of 2002. Decreases in
average discount rate resulted in an increaseéndie revenue of approximately $1.2 million for 2@8rsus 2001. If interest rates increase
and in turn the discount rates we use to recogeize license revenue increase, we would deferstaliment receivable interest a greater
portion of the revenue from such arrangements aodgnized license revenue would decrease by the aamunt.

Services revenue for 2002 decreased 34% to $33ibmfrom $51.0 million for 2001. The decrease vdage primarily to delayed
customer spending and a decrease in new custareesé transactions, which we believe were causediognt generally weak economic
conditions. Typically, we derive substantial reveritom services provided in connection with the lenpentation of software licensed to new
customers. New customer implementations in 2002 wgnificantly below 2001. While we saw a modegpiovement in new license
signings in the fourth quarter of 2002, the ratsighing new customers in 2002 indicates that gnawiservices revenue will continue to be a
challenge.

Deferred revenue at December 31, 2002 consistethply of billed fees from arrangements for whigiteptance of the software
license or service milestone had not occurredutiearned portion of services revenue and advangagr of maintenance fees. Deferred
revenue balances increased to $12.1 million asegeber 31, 2002 from $6.2 million as of Decemler2®01, due to payments for
software licenses in advance of customer accep@amt@dvance payment of maintenance fees.

Cost of revenue

Costs of software license includes the amortizagissociated with purchased software under an agmenith FDR and the
amortization of technology we purchased in conoactiith a business acquisition in 2002. The amatitin related to the FDR asset was
completed in the fourth quarter of 2002. Cost dfvgare license for 2002 decreased 13% to $2.7 enilfrom $3.0 million for 2001. As a
percentage of software license revenue, cost tivacé license revenue decreased to 4% for 2002 Ti%anfior 2001. The decreases were due
to a $0.6 million charge taken in the second quaft€001, and the increased volume in softwarenée revenue. The charge was for
software we acquired in the fourth quarter of 2000ich, after initially being amortized, was expedsn full in the second quarter of 2001
because the productive use of this software wdenger anticipated.

Cost of services consists primarily of the cosprmviding implementation, consulting, maintenara& training services. Cost of
services for 2002 decreased 22% to $29.2 milliomf$37.3 million for 2001, primarily due to reducgdff costs and reduced spending on
consultants. Cost of services as a percentagawites revenue increased to 87% for 2002 from 7862001. The percentage increase was
primarily due to
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the reduction in services revenue, which was oalyiglly offset by lower salary costs resultingrfretaff reductions in the latter part of the
year.

Operating expenses

Research and development expenses for 2002 indréés¢o $21.3 million from $20.8 million for 200As a percentage of total
revenue, research and development expenses reni@nat22%. The increase in spending was primpalile to increased compensation and
staff-related expenses, and continued investmemtiiremerging PegaRULES business.

Selling and marketing expenses for 2002 increa8é4 t® $23.3 million from $17.5 million for 2001. Aspercentage of total revenue,
selling and marketing expenses increased to 24%002 from 18% for 2001. These increases were diueteased staff and marketing
program spending in our applications business amelstment in our emerging PegaRULES business.

General and administrative expenses for 2002 deede3% to $9.5 million from $9.8 million for 200Li&lto reduced employee
compensation expense and a reduction in the allogvtor doubtful accounts of $0.4 million to refldsgtter collections experience. As a
percentage of total revenue, general and admitiisgraxpenses remained essentially flat at apprateiy 10% for 2002.

Installment receivable interest income

Installment receivable interest income for 2002ichitonsists of the portion of all license feesemdng-term software license
agreements that is attributable to the time vafuaaney, decreased 6% to $5.8 million from $6.2iomlfor 2001. The decrease was due to a
lower average discount rate for our portfolio ahiesoftware licenses. Installment receivable irgemecome of $2.0 million in the fourth
quarter of 2002 was higher than in previous qusudele to growth in our portfolio of term softwaieehses and adjustment from review of
estimates for the current year. A portion of thefilmm each license lease arrangement is initdgfgrred and recognized as installment
receivable interest income over the term of thenge. For purposes of the present value calcugtiba discount rates used are estimates of
customers’ borrowing rates, typically below prinag¢e;, and have varied between 3.25% and 8.0% fahtke years ended December 31,
2002.

Other interest income, net
Other interest income, net, remained flat at $0IBam for 2002 as larger invested cash balancesianestments in securities were
offset by lower interest rates.
Other income (expense), net

Other income (expense), net, which consists prignaficurrency exchange losses and reseller dewsop funds received from third-
party vendors of computer hardware products, deextto a $0.8 million expense for 2002 compareglthousand income for 2001. The
decrease was due to greater currency exchange lasddower reseller development funds.

Income before provision for income taxes

Income before provision for income taxes increaseil7.2 million in 2002 from $13.5 million in 200The $3.7 million improvement
was due primarily to a $20.3 million improvemensuiftware license gross margin from increased neegnpartially offset by a $9.4 million
reduction in services gross margin due to lowerises revenues, increased operating expenses®fifillion, greater currency exchange
losses and reduced interest income.
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Provision for income taxes

The provision for income tax was $1.9 million in02) an increase from $1.0 million in 2001. The 2@ provision consisted primar
of foreign subsidiary income tax. The increase prawarily due to increased deductions for compeasatiggered by stock option exercises,
which are reflected as increases in equity instéaidductions in the provision for income taxese fovision for income tax in the fourth
quarter of 2002 was higher than previous quarteestd adjustment from review of estimates for 20@&imal provisions for U.S. income
taxes have been made due to the availability &f ¢a@sry forwards to offset current period incomar @et deferred tax assets are currently
reserved. These valuation allowances have beertaired due to concerns about the future realizatfahese benefits. In 2002 and 2001,
benefits of these assets were recognized onlyetextent that they reduced taxes due on currentogeaations. Should circumstances in the
future indicate an increased likelihood of realizatof our assets, remaining valuation allowancesld/be reversed generally through tax
provision. See Note 8 of Notes to Consolidated féred Statements.

Year ended December 31, 2001 compared to year endedcember 31, 2000
Revenue

Total revenue for 2001 increased 14% to $95.1 onilfrom $83.5 million for 2000. The increase wasnarily due to increased softwi
license revenue.

Software license revenue for 2001 increased 30%440l million from $33.8 million for 2000. The irease was due primarily to
software license acceptances by existing custoaret<s2.3 million due to improved accounting estesatelating to the revenue attributable
to the inflation adjustment provisions containeaim long-term software license agreements. Congigoings with new customers slowed
towards the latter part of 2001.

Services revenue for 2001 increased 3% to $51libmirom $49.7 million for 2000. The increase whge primarily to higher
maintenance revenue from a larger installed bam®ic®s revenue for the fourth quarter of 2001 el@sed to $10.2 million from $13.3 milli
in the third quarter, reflecting the impact of weakd economic conditions and customers’ delayeddspg and fewer new license contracts.

Deferred revenue at December 31, 2001 consistethply of billed fees from arrangements for whigiteptance of the software
license or service milestone had not occurredutiearned portion of services revenue and advangagr of maintenance fees. Deferred
revenue balances increased to $6.2 million as oeBer 31, 2001 from $5.1 million as of December2BDO0, due to billings for software
licenses in advance of customer acceptance andchegypayment of maintenance fees.

Cost of revenue

Cost of software license revenue for 2001 incre288d to $3.0 million from $2.4 million for 2000. €of software license included
amortization associated with a stock purchase waisaued by us in September 1997, and our aciquisif software for resale. The increase
was due to software acquired by us during 2000¢kyhafter initially being amortized over three ygawas expensed in full in the second
guarter of 2001 because the productive use oktifisvare was no longer anticipated. Cost of softwimense as a percentage of license
revenue for 2001 and 2000 was 7%.

Cost of services for 2001 decreased 10% to $37IRBmfrom $41.7 million for 2000. Cost of servicas a percentage of services
revenue decreased to 73% for 2001 from 84% for 2008se decreases were primarily due to reducédrsthuding compensation, travel
and facilities expense, partially offset by higtdrd party contracted consultant spending. Theehse as a percent of service revenue was
also partially due to higher services revenue.
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Operating expenses

Research and development expenses for 2001 indr8886 to $20.8 million from $15.1 million for 200As a percentage of total
revenue, research and development expenses indr@ea22% for 2001 from 18% for 2000. These increasere a result of growth in staffil
costs including compensation and benefits, theplegenent of internal resources and increased usieirof party consultants.

Selling and marketing expenses for 2001 decreag®&dt@d $17.5 million from $24.1 million for 2000. Aspercentage of total revenue,
selling and marketing expenses decreased to 1820fik from 29% for 2000. The decreases were duediaced spending on infrastructure,
marketing programs, and travel. The decrease ascemt of revenue was also due to higher revenue.

General and administrative expenses for 2001 deede% to $9.8 million from $10.3 million for 2008s a percentage of total
revenue, general and administrative expenses dexteéa 10% for 2001 from 12% for 2000. These deeeavere due primarily to lower
discretionary spending on infrastructure, beneiitd third party consulting, partially offset by hég compensation costs, including incentive
compensation.

Installment receivable interest income

Installment receivable interest income for 200¥éased 53% to $6.2 million from $4.0 million for@D The increase was due to
improved accounting estimates regarding the amofuinterest income earned on license transactiecsrded in 2001, higher average
discount rates, and the increased value of oufgarbf customer licenses.

Other interest income, net

Interest income, net decreased 50% to $0.8 miftor2001 from $1.7 million for 2000. The decreasgsvattributable to lower yields on
investments due to declining interest rates.

Other income (expense), net

Other income (expense), net, which consists prignaficurrency exchange gains or losses and resiteelopment funds received fri
third-party vendors of computer hardware produets $15 thousand income for 2001 and a $286 thdumsguense for 2000. The increase
was due to a lower currency exchange loss anddsecereseller development funds.

Income (loss) before provision for income taxes

Income (loss) before provision for income taxesrowed to $13.5 million in 2001 from a loss of $4nillion in 2000, excluding
litigation settlement and restructuring costs db.81million in 2000. Of this $18.2 million improvemt, $2.3 million was due to improved
accounting estimates relating to the revenue attltle to the inflation adjustment provisions camgd in our long-term software license
agreements. Of the remaining $15.9 million improeem$7.3 million was from increased software Igegross margin from increased
revenues, $5.7 million in improved services grossgim mostly due to cost reductions, $1.4 millioonf reduced operating expenses and
million of other improvements in interest incomelather income and expense.

Provision for income taxes

The provision for income tax was $1.0 million in020 an increase from $0.3 million in 2000. The 2@D0provision consisted primar
of foreign subsidiary income tax. The increase wedested to minimum tax due on current year U.Sfifgrand foreign subsidiary income.
Minimal provisions for U.S. income taxes were made
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due to the availability of loss carry forwards féset current period income. See Note 8 of NoteSdasolidated Financial Statements.

Liquidity and capital resources

We have funded our operations primarily from cdsetvffrom operations and the proceeds of our puitick offerings. At December
31, 2002, we had cash and cash equivalents of $5iflidn and working capital of $75.5 million.

Net cash provided by operations for 2002 was $&illion compared with $15.9 million for 2001. Thecrease was primarily due to
$2.8 million in improved profitability, $4.8 millio from increased deferred revenue and $3.5 mifliom improved collection of accounts
receivable, primarily from perpetual licenses. Alilgh we have been successful in reducing receisdbioeugh collections activity, should
services revenue increase or customer payments isieweasonable to expect that our collectioxgeeience may return to a more normal
level during 2003.

Net cash used in investing activities for 2002 $a$ million compared with $0.1 million for 2001h& increased use of cash was
primarily due to a $6.1 million purchase of debtisities, which we intend to hold to maturity, anahsaction costs associated with the 1r
acquisition.

On February 6, 2002, we acquired substantiallpfaihe assets of 1mind Corporation for initial coesation valued at $3.7 million,
consisting of 569,949 shares of our common stobk, @60 shares of which were deposited into escooseture the indemnity obligations of
1mind’s equity holders relating to the transaction) aadrants to purchase for nominal consideration 8ddfares of our common stock. 1
purchase agreement included provisions for additioansideration, which we are not obligated to pagause of the performance of the
acquired business since the acquisition date. i&¢e 2 of Notes to Consolidated Financial Statesignt

Net cash provided by financing activities for 20@2s $4.4 million compared with $46 thousand in 2001 increase was primarily d
to proceeds from employee stock option exercis=e (Note 5 to Notes to Consolidated Financial Btaues.)

We believe that current cash, cash equivalentscash flow from operations will be sufficient tanfilour business until at least the end
of 2003. We expect to receive cash during 20033&tFmillion for license installments and $9.7 mifl for maintenance under existing
contracts. We do not have plans or commitmentsifprificant capital equipment expenditures. Mateigks to cash flow from operations
include, a further decline in services revenuedgldyed or reduced cash payments accompanyingcafatesv licenses. There can be no
assurance that changes in our plans or other eaffatding our operations will not result in masdlyy accelerated or unexpected expenditt
In addition, there can be no assurance that additicapital if needed will be available on reasdaadrms, if at all, at such time as we reqt
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We lease certain equipment and office space urmlecancelable capital and operating leases. Fatimgnum rental payments
required under the capital and operating leasds naih-cancelable terms in excess of one year atieer 31, 2002 are as follows:

Operating Leases

Years ending December 31, (in thousands)

2003 $ 3,85(
2004 3,55¢
2005 3,39¢
2006 3,022
2007 3,07(
2008 and thereaftt 18,70:

$ 35,591

Our liquidity is affected by the manner in which walect cash for certain types of license trarieast Historically, our term licenses
have provided for monthly license payments, geheoader five years. The following amounts of casé due for receipt over the next six
years in connection with our existing term liceageeements

License Installments

Years ended December 31, (in thousands)

2003 $ 32,17¢
2004 21,37:
2005 17,53¢
2006 12,69
2007 4,24
2008 1,14¢

$ 89,17¢

Critical Accounting Policies and Estimates

Management’s discussion and analysis of the firsmcindition and results of operations is basedithe consolidated financial
statements, which have been prepared in accordeititaccounting principles generally accepted i thnited States. The preparation of
these financial statements requires us to makeatsts and judgments that affect the reported amairassets, liabilities, revenues and
expenses, and related disclosure of contingentsaaed liabilities. We base our estimates and jugtgson historical experience, knowledge
of current conditions and beliefs of what couldurdn the future given available information. Wensi@er the following accounting policies
to be both those most important to the portrayaluwffinancial condition and those that requireriest subjective judgment. If actual results
differ significantly from management’s estimates @mojections, there could be a material effecbonfinancial statements.

Revenue Recognition

Our revenue is derived from two primary sourcefivsare license fees and service fees. We offer petpetual and term software
licenses. Perpetual license fees are generallybpaga the time the software is delivered, andgareerally recognized as revenue upon
customer acceptance to the extent that paymentsamibject to refund. Payments subject to reanedrecognized as revenue as refund
provisions lapse.

Term software license fees are generally payabie monthly basis under term license agreementgtradrally have a five-year term
and may be renewed for additional years at theooust's option. The present value of future licepagments is generally recognized as
revenue upon customer acceptance. A portion of the
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license fees payable under each term license agradequal to the difference between the totahbegpayments and the discounted present
value of those payments) is initially deferred amdognized as installment receivable interest ire¢amd is not part of total revenue) over
license term. Many of our license agreements pmfad license fee increases based on inflation. M&ueh an increase occurs, as determ

by the terms of the license agreement, we recogh&eresent value of such increases as revermiegitiainder of the increase is recognized
as installment receivable interest income ovelitemse term. For purposes of the present valumilzlons, the discount rates used are
estimates of customersbrrowing rates at the time of recognition, typigdlelow prime rate, and have varied between 3.25%8.0% for th
past few years. As a result, revenue that we rézegalative to these types of license arrangemeatgd be impacted by changes in market
interest rates. For term license agreement renelicdase revenue is recognized with the same ptesdue approach, when the customer
becomes committed to the new license terms, prduideadditional obligations to the customer exist.

In certain circumstances, such as when licensedieesot fixed and determinable, some term liceasesiccounted for on a subscrip
basis, where revenue is recognized as paymentsnaedoe over the term of the license.

Our services revenue is comprised of fees for softvimplementation, consulting, maintenance, aaiditrg services. Our software
implementation and consulting agreements typiaaituire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as fees are billatll the fair value of the elements of a contrean be determined, the recognition of
services revenue for fixed-price projects is limdite amounts equal to costs incurred, resultingpigross profit. We do not have a reliable
track record for accurately estimating the time ssgburces needed to complete fixed price servigiegts. As a result, determination of the
fair value of the elements of the contract has gelyeoccurred late in the implementation procégsically when implementation is complete
and remaining services are no longer significanhéoproject. If the fair values of the elementaabntract are then apparent, the remaining
revenue and profit associated with the fixed pseevices elements will be recognized when the ptagecompleted. To the extent that a
software license is included in the contract, asidual amounts remaining after revenue is allacatehe services elements are recorded as
license revenues. All costs of services are exgkaséncurred.

Software license customers are offered the optia@anter into a maintenance contract, which requiresustomer to pay a monthly
maintenance fee over the term of the maintenaneeatent, typically renewable annually. Prepaid mesiance fees are deferred and are
recognized evenly over the term of the maintenagteement. We generally recognize training feesrmee as the services are provided.

We reduce revenue for estimates of the fair vafystential concessions, such as disputed servidesn revenue is initially recorded.
These estimated amounts are deferred or resentidhenrelated elements of the agreement are cetagland provided to the customer.

Allowance for Doubtful Accounts

We maintain an allowance for doubtful accounts gigistimates that we make based on factors sud¢te@a®mposition of the accounts
receivable aging, historical bad debts, changgsyment patterns, customer creditworthiness angueconomic trends. If we used
different estimates, or if the financial conditiohcustomers were to deteriorate, resulting inmapairment of their ability to make payments,
additional provisions for doubtful accounts wouklrequired and would increase bad debt expens@d2002, our allowances were redu
by approximately $0.4 million reflecting lower ldg®f problem accounts.
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Accounting for Income Taxes

We account for income taxes in accordance witheBtant of Financial Accounting Standards No. 10%A$% 109, “Accounting for
Income Taxes,” which requires that deferred taxtsand liabilities be recognized using enacteddtes for the effect of temporary
differences between the book and tax bases ofdedassets and liabilities. FAS 109 also requirasdeferred tax assets be reduced by a
valuation allowance if it is more likely than nbet some portion or all of the deferred tax asskinat be realized. We evaluate the
realizability of our deferred tax assets quarteghyassessing our valuation allowance and by adwistie amount of such allowance, if
necessary. At December 31, 2002, we had net ddftareassets of $8.5 million primarily resultingrn temporary differences between the
book and tax bases of assets and liabilities. We peovided a valuation allowance equal to netmefktax assets based on an assessment o
the likelihood of realization. In reaching our chrgion, we evaluated certain relevant criteriaudahg deferred tax liabilities that can be used
to offset deferred tax assets, estimates of fuxable income of appropriate character withindaey forward period available under the tax
law, and tax planning strategies. Our judgmentanaigg future taxable income may change due to etarénditions, changes in U.S. or
international tax laws, and other factors. Thesnghs, if any, may require material adjustmenthdase deferred tax assets, resulting in e
a tax benefit, if it is estimated that future tabeaincome is likely, or a reduction in the valuetloé deferred tax assets, if it is determined that
their value is impaired, resulting in a reductiomit income or an increase in net loss in theopgesihen such determinations are made.

In addition, we have provided for potential liatids due in the various foreign jurisdictions. Judmt is required in determining our
worldwide income tax expense provision. In the wady course of conducting a global business erigarpthere are many transactions and
calculations undertaken whose ultimate tax outcoamnot be certain. Some of these uncertainties asgs consequence of transactions and
arrangements made among related parties. Althowgbelieve our estimates are reasonable, no assucande given that the final tax
outcome of these matters will not be different framat is reflected in our historical income taxyisions and accruals. Such differences
could have a material impact on our income tax isiom and operating results in the period in wtsach a determination is made.

Contingencies

From time to time, we are threatened with or becpargy to litigation. We periodically assess eadcdtter in order to determine if a
contingent liability in accordance with StatemehEmancial Accounting Standards No. 5, or FAS A¢¢ounting for Contingencies,” should
be recorded. In making this determination, we nd@pending on the nature of the matter, consult intéérnal and external legal counsel and
technical experts. Based on the information weinptanmbined with our judgment regarding all thet§aand circumstances of each matter,
we determine whether it is probable that a contibdmss may be incurred and whether the amountct foss can be estimated. Should a
be probable and estimable, we record a contingsstih accordance with FAS 5. In determining thewamh of a contingent loss, we consider
advice received from experts in the specific matterrent status of legal proceedings, settlemegbtiations that may be ongoing, prior case
history and other factors. Should the judgmentsestihates made by us be incorrect, we may neexttwd additional contingent losses that
could materially adversely impact our results oém@ions.

Inflation

Inflation has not had a significant impact on operting results to date, and we do not expeothiie a significant impact in the
future. Our unbilled license and maintenance feegygically subject to annual increases basedoagnized inflation indexes.
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Significant customers
First Data Resources accounted for 26%, 14%, afe dfour total consolidated revenue in 2002, 20fd 2000, respectively.

Forward-Looking Statements

This Annual Report on Form 10-K contains or incagtes forward-looking statements within the meamihigection 27A of the
Securities Act of 1933 and section 21E of the SgearExchange Act of 1934. These forward-lookitegfesments are based on current
expectations, estimates, forecasts and projectibast the industry and markets in which we opemattmanagement’s beliefs and
assumptions. In addition, other written or oratestaents that constitute forward-looking statememy be made by or on our behalf. Words
such as “expect,” “anticipate,” “intend,” “plan,btlieve,” “seek,” “estimate,” “may,” variations efich words and similar expressions are
intended to identify such forward-looking statensefihese statements are not guarantees of futdiegipance and involve certain risks,
uncertainties and assumptions that are difficufiredict. We have included important factors in¢hationary statements below under the
heading “Factors That May Affect Future Resultsitttve believe could cause our actual results ferdihaterially from the forward-looking
statements we make. We do not intend to updateghypbhy forwardlooking statements, whether as a result of newmétion, future even
or otherwise.

Factors That May Affect Future Results

We are having difficulty closing license transanavith new customers. Due in large part, we believe, to continued kmess in
spending by our target customers, license trarmactivith new customers have decreased significairibe the latter part of 2001. License
revenue from new customers was 4% of total liceegenue in 2002. We believe that obtaining newneecustomers will continue to be a
challenge at least in the near term. The decrealsgense contracts with new customers has adweirsglacted and may continue to adver:
impact our services business because we deriviesdasitial portion of our services revenue from iempéntation of software licensed by new
customers. We have been dependent on FDR for disagn portion of our revenue during the past fgars. With the perpetual license
entered into with FDR in 2002, FDR is not likelyrepresent as large a portion of our revenues 2f@38, therefore we are more depender
license transactions with new customers.

Our stock price has been volatile. Quarterly results have fluctuated and areyiltelcontinue to fluctuate significantly. The marke
price of our common stock has been and may contmbe highly volatile. Factors that are diffictdtpredict, such as quarterly revenues and
operating results, statements and ratings by fiahaoalysts, and overall market performance, ale a significant effect on the price for
shares of our common stock. Revenues and operasoits have varied considerably in the past fremog to period and are likely to vary
considerably in the future. We plan product develept and other expenses based on anticipated figvweaue. If revenue falls below
expectations, financial performance is likely toaolversely affected because only small portiorexpenses vary with revenue. As a result,
period-to-period comparisons of operating resuktsnmt necessarily meaningful and should not hedelpon to predict future performance.

The timing of license revenues is related to thapetion of implementation services and produceatance by the customer, the tin
of which has been difficult to predict accuratelyThere can be no assurance that we will be tatdl& on an annual or quarterly basis or that
earnings or revenues will meet analystgpectations. Fluctuations may be particularly prorced because a significant portion of revenu
any quarter is attributable to product acceptamdieense renewal by a relatively small numberudtomers. Fluctuations also reflect our
policy of recognizing revenue upon product acceggasr license renewal in an amount equal to thegmtevalue of the total committed
payments due during the term. Customers generallyotl accept products until the end of a lengthgsseycle and an implementation period,
typically ranging from six to twelve months butdame cases significantly longer. We are curremtihée process of introducing new
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product technology and making material changesitceesisting products. This may result in even lémgtsales and implementation cycles
which may adversely affect our financial performana addition, we are more focused on closingdalyt fewer license transactions thal
the past. This may increase the volatility in ouaderly operating results. Risks over which weehkitéie or no control, including customers’
budgets, staffing allocation, and internal authetign reviews, can significantly affect the saled acceptance cycles. Changes dictated by
customers may delay product implementation andmeseecognition.

If existing customers do not renew their term |&&s) our financial results may suffer.Term license renewal negotiations have
required more effort due to economic pressurescandolidation among our customers. A significartipa of total revenue has been
attributable to term license renewals. While histty a majority of customers have renewed theint licenses, there can be no assurance
that a majority of customers will continue to renexpiring term licenses. A decrease in term licemsewals absent offsetting revenue from
other sources would have a material adverse effeéiture financial performance. In addition, we aurrently entering into perpetual
licenses with most of our new customers, the effethich may be to increase our license revenuaecash flow in the short term but to
decrease the amount of revenue and cash flow themeinewal of term license in the long term.

We will need to develop new products, evolve egjsines, and adapt to technology changélechnical developments, customer
requirements, programming languages and indusiandsirds change frequently in our markets. As dtresiccess in current markets and |
markets will depend upon our ability to enhanceenirproducts, to develop and introduce new pradihat meet customer needs, keep pace
with technology changes, respond to competitivelpets, and achieve market acceptance. Productaieaeht requires substantial
investments for research, refinement and testihgrd can be no assurance that we will have suificesources to make necessary product
development investments. We may experience ditfeesithat will delay or prevent the successful dgwaent, introduction or
implementation of new or enhanced products. Inghiti introduce or implement new or enhanced préslirca timely manner would
adversely affect future financial performance. Products are complex and may contain errors. Eingpsoducts will require us to ship
corrected products to customers. Errors in produmitd cause the loss of or delay in market acoeptar sales and revenue, the diversion of
development resources, injury to our reputationnoreased service and warranty costs which woaletan adverse effect on financial
performance.

We have historically sold to the financial servicesrket. This market is continuing to consolidate, amcefs uncertainty due to many
other factors. We have historically derived a digant portion of our revenue from customers infihancial services market, and our future
growth depends, in part, upon increased salesdartarket. Competitive pressures, industry conatilich, decreasing operating margins
within this industry, currency fluctuations, geoginéc expansion and deregulation affect the findramadition of our customers and their
willingness to pay. In addition, customers’ purdhggatterns are somewhat discretionary. As a tresane or all of the factors listed above
may adversely affect the demand by customers. ifla@dial services market is undergoing intense dwimand international consolidation.
In recent years, several customers have been mergexhsolidated. Future mergers or consolidatioag cause a decline in revenues and
adversely affect our future financial performance.

We depend on certain key personnel, and must leetalaittract and retain qualified personnel in faéure. The business is dependent on a
number of key, highly skilled technical, manageriansulting, sales, and marketing personnel, diotyMr. Trefler, our Chief Executive
Officer. The loss of key personnel could adversdfgct financial performance. We do not have agyificant key-man life insurance on any
officers or employees and do not plan to obtain & success will depend in large part on thatghid hire and retain qualified personnel.
The number of potential employees who have thenskte knowledge of computer hardware and operatystems needed to develop, sell
and maintain our products is limited, and compatifior their services is intense, and there candbassurance that we will be able to attract
and retain such personnel. If we are unable taogdowr business, operating results, and financiatlition could be materially adversely
affected.
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The market for our offerings is increasingly antkeimsely competitive, rapidly changing, and higihhgmented. The market for
customer relationship management software ancecklatplementation, consulting and training servisdatensely competitive and highly
fragmented. We currently encounter significant cetitipn from internal information systems departisesf potential or existing customers
that develop custom software. We also compete edthpanies that target the customer interactiorvaortflow markets and professional
service organizations that develop custom softwao®njunction with rendering consulting servicEempetition for market share and
pressure to reduce prices and make sales concessmlikely to increase. Many competitors havegfaater resources and may be able to
respond more quickly and efficiently to new or egieg technologies, programming languages or stalsdarto changes in customer
requirements or preferences. Competitors may asable to devote greater managerial and finanegurces to develop, promote and
distribute products and provide related consulting training services. There can be no assuraatevenwill be able to compete successfully
against current or future competitors or that thepetitive pressures faced by us will not materiatlversely affect our business, operating
results, and financial condition.

We rely on certain third-party relationships. We have a number of relationships with thirdtipa that are significant to sales,
marketing and support activities, and product dawalent efforts. We rely on relational database mament system applications and
development tool vendors, software and hardwardmen and consultants to provide marketing andssgbportunities for the direct sales
force and to strengthen our products through tleeofisndustry-standard tools and utilities. We diswe relationships with third parties that
distribute our products. In particular, we ben&bim our non-exclusive relationship with First D&asources for the distribution of products
to the credit card market and with PFPC Inc. fatribution of products to the mutual fund markddREcan sell applications based on our
software to their credit card customers who hase than an agreed number of active credit cardumts@s identified in the perpetual license
agreement, without paying additional fees to ueré&€ttan be no assurance that these companiespfwasich have significantly greater
financial and marketing resources, will not devedopnarket products that compete with ours in thiare or will not otherwise end their
relationships with or support of us.

We may face product liability and warranty claimsOur license agreements typically contain priovis intended to limit the nature
and extent of our risk of product liability and weanty claims. There is a risk that a court migiteipret these terms in a limited way or could
hold part or all of these terms to be unenforceahblsn, there is a risk that these contract terrightmot bind a party other than the direct
customer. Furthermore, some of our licenses withcaatomers are governed by non-U.S. law, and isexeisk that foreign law might give
us less or different protection. Although we haweexperienced any material product liability claito date, a product liability suit or action
claiming a breach of warranty, whether or not nogidgius, could result in substantial costs and amien of management’s attention and our
resources.

We face risks from operations and customers bastgide of the U.S. Sales to customers headquartered outside afrifted States
represented approximately 22%, 23% and 26% ofatal tevenue in 2002, 2001 and 2000, respectiWhy, in part through our wholly-
owned subsidiaries based in the United Kingdomg&aore, Canada, and Australia, market productseader consulting and training
services to customers based in Canada, the Uniteglm, France, Germany, the Netherlands, Belgkmitzerland, Austria, Ireland,
Sweden, South Africa, Mexico, Australia, Hong Koagd Singapore. We have established offices inmwemtal Europe and Australia. We
believe that growth will necessitate expanded irdgonal operations requiring a diversion of mamiad@ttention and financial resources. '
anticipate hiring additional personnel to accomntediaternational growth, and we may also enter ageements with local distributors,
representatives, or resellers. If we are unabtiotone or more of these things in a timely manoer growth, if any, in our foreign operations
will be restricted, and our business, operatingltesand financial condition could be materialhdeaadversely affected.

In addition, there can be no assurance that webeilible to maintain or increase international mdemand for our products. Most of
our international sales are denominated in U.SadolAccordingly, any appreciation of the valughaf U.S. dollar relative to the currencies
of those countries in which we distribute our pradunay place us at a competitive disadvantagdfbgtively making our products more
expensive as
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compared to those of our competitors. Additionsksiinherent in our international business acésitienerally include unexpected changes in
regulatory requirements, increased tariffs andratfaele barriers, the costs of localizing proddietdocal markets and complying with local
business customs, longer accounts receivable psataerd difficulties in collecting foreign accounggeivable, difficulties in enforcing
contractual and intellectual property rights, héggied risks of political and economic instabilitye possibility of nationalization or
expropriation of industries or properties, diffites in managing international operations, potdgtedverse tax consequences (including
restrictions on repatriating earnings and the thowé&double taxation”), enhanced accounting artdrimal control expenses, and the burden of
complying with a wide variety of foreign laws. Tlearan be no assurance that one or more of themedadll not have a material adverse
effect on our foreign operations, and, consequintiaur business, operating results, and finanosddition.

We face risks related to intellectual property oigior appropriation of our intellectual propertygtits. We rely primarily on a
combination of copyright, trademark and trade dedeavs, as well as confidentiality agreementsrtaget our proprietary rights. In October
1998, we were granted a patent by the United SRagent and Trademark Office relating to the aedhitre of our systems. We cannot assure
that such patent will not be invalidated or circamted or that rights granted there under or therg@®on contained therein will provide
competitive advantages to our competitors or othdmseover, despite our efforts to protect our piary rights, unauthorized parties may
attempt to copy aspects of our products or to aliteg use of information that we regard as proanjetin addition, the laws of some foreign
countries do not protect our proprietary rightsisogreat an extent as do the laws of the Unitetg@St&here can be no assurance that our
means of protecting our proprietary rights willd@equate or that our competitors will not indepetigedevelop similar technology.

We are not aware that any of our products infrithgeproprietary rights of third parties. There t@mno assurance, however, that third
parties will not claim infringement by us with regp to current or future products. We expect tbétisare product developers will
increasingly be subject to infringement claimstesnumber of products and competitors in our ingustgment grows and the functionality
of products in different industry segments overlagasy such claims, with or without merit, could ti@e-consuming, result in costly
litigation, cause product shipment delays, or remus to enter into royalty or licensing agreeme®steh royalty or licensing agreements, if
required, may not be available on terms acceptahlis or at all, which could have a material adveffect upon our business, operating
results, and financial condition.

ITEM 7A:  QUANTITATIVE AND QUALITATIVE DISCLOSURE  ABOUT MARKET RISK

Market risk represents the risk of loss that madgaifus due to adverse changes in financial mamegs and rates. Our market risk
exposure is primarily fluctuations in foreign exoba rates and interest rates. We have not entet@deérivative or hedging transactions to
manage risk in connection with such fluctuations.

We derived approximately 22% of our total revemu@002 from sales to customers based outside dftiited States. Certain of our
international sales are denominated in foreignenaies. The price in dollars of products sold al#she United States in foreign currencies
will vary as the value of the dollar fluctuates mgasuch foreign currencies. Although our salasodéinated in foreign currencies in 2002
were not material, there can be no assuranceubhtsales will not be material in the future arat there will not be increases in the value of
the dollar against such currencies that will rediheedollar return to us on the sale of our prosglircisuch foreign currencies.

We believe that at current market interest ratesfair value of license installments receivablpragimates carrying value as reported
on our balance sheets. However, there can be noaas® that the fair value will approximate thergiag value in the future. Factors such as
increasing interest rates can reduce the fair vaflee license installments receivable. The cagyialue reflects a weighted average of
historic discount rates. The average rate changbswarket rates as new license installment retd@sare added to the portfolio, which
mitigates exposure to market interest rate risk086 change in the market rates would not haverafignt impact on the fair value of our
license installments receivable.
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INDEPENDENT AUDITORS’ REPORT
To the Board of Directors and Stockholders of Pggtams Inc.:

We have audited the accompanying consolidated balsineets of Pegasystems Inc., as of Decembef82,ghd 2001 and the related
consolidated statements of operations, stockhdldgtsty and other comprehensive income, and clastsffor each of the three years in the
period ended December 31, 2002. These financigmetnts are the responsibility of the Company’sagament. Our responsibility is to
express an opinion on these consolidated finastagé¢ments based on our audits.

We conducted our audits in accordance with audiiagdards generally accepted in the United StdtAmerica. Those standards
require that we plan and perform the audit to ebtaasonable assurance about whether the finataieiments are free of material
misstatement. An audit includes examining, on flasis, evidence supporting the amounts and digids in the financial statements. An
audit also includes assessing the accounting ptesused and significant estimates made by managfess well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetegaferred to above present fairly, in all matenégpects, the financial position of
Pegasystems Inc., as of December 31, 2002 and&@Dthe results of its operations and its cashdlfow each of the three years in the pe
ended December 31, 2002 in conformity with accawgnfirinciples generally accepted in the Unitedestalf America.

/s| DELOITTE& T oUCHELLP

Boston, Massachusetts
February 17, 2003
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PEGASYSTEMS INC.

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

ASSETS
Current asset:
Cash and cash equivalel
Trade accounts receivable, net of allowance fobtfalaccounts of $507 in 2002 and $1,034 in 2
Shor-term license installmen
Investments held to maturi
Prepaid expenses and other current a:

Total current asse
Long-term license installments, net of unearned inténesime
Investments held to maturi
Equipment and improvements, net of accumulatededégaion and amortizatic
Acquired technology, net of accumulated amortiza
Purchased software and other assets, net of acateddmortizatio
Goodwill

Total asset

LIABILITIES AND STOCKHOLDERS '’ EQUITY
Current liabilities:
Accrued payroll related expens
Accounts payable and accrued expet
Deferred revenu
Capital lease obligatior

Total current liabilities
Deferred income taxe
Other lon¢-term liabilities

Total liabilities

Commitments and contingenci
Stockholder' equity:
Preferred stock, $.01 par value, 1,000,000 shartt®azed; no shares issued and outstan
Common stock, $.01 par value, 45,000,000 sharémarned; 34,291,389 shares and 32,754,648 shares
issued and outstanding in 2002 and 2001, respéc
Additional paic-in capital
Stock warran
Retained earning
Accumulated other comprehensive income (li

Total stockholder' equity

Total liabilities and stockholde’ equity

See notes to consolidated financial statements.
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December 31,

2002 2001
$ 57,39: $ 33,017
4,897 9,59
32,17¢ 31,35¢
5,30: —
79C 2,28¢
100,56 76,254
48,66 43,15¢
75C —
1,72 3,05:
1,07¢ —
19€ 2,61(
3,24¢ —
$ 156,22t $ 125,07.
$ 7,69 $  7,94(
5,22( 4,90(
12,14t 6,17¢
81
25,06( 19,09’
— 1,00(
23¢ 17
25,29¢ 20,11«
34z 32¢
113,48t 101,31¢
374 2,89
16,05¢ 757
66¢ (342)
130,92 104,95¢
$ 156,22t $ 125,07:
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PEGASYSTEMS INC.

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

Revenue
Software licens:
Services

Total revenue

Cost of revenue
Cost of software licens
Cost of service

Total cost of revenu
Gross profit

Operating expense
Research and developmt
Selling and marketin
General and administrati\
Litigation settlement and restructuri

Total operating expens

Income (loss) from operatiol
Installment receivable interest incol
Other interest income, n

Other (expense) income, r

Income (loss) before provision for income ta
Provision for income taxe

Net income (loss

Earnings (loss) per share, ba

Earnings (loss) per share, dilut

Weighted average number of common shares outsignutasic
Weighted average number of common shares outsigndilnted

See notes to consolidated financial statements.
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Years Ended December 31,

2002 2001 2000
$63,92:  $44,05: $ 33,80¢
33,48¢ 51,00¢ 49,67:
97,40¢ 95,06: 83,47¢
2,661 3,04¢ 2,38¢
29,207 37,34’ 41,67
31,86¢ 40,39¢ 44,06(
65,54( 54,66¢ 39,41¢
21,28t 20,81: 15,07:
23,30¢ 17,52: 24,14:
9,472 9,79¢ 10,33+
— — 15,82:
54,06+ 48,13: 65,37
11,47¢ 6,53 (25,95
5,77¢ 6,15¢ 4,01
76C 82€ 1,667
(819) 15 (286)
17,19: 13,53 (20,55€)
1,90( 1,00( 30C
$15,297 $12,53¢  $(20,85¢)
$ 048 $ 03¢ $ (0.7)
$ 04: $ 037 $ (0.7)
33,83 32,67 29,20¢
35,98( 33,43 29,20¢
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PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND OTHER COMPREHENSIVE INCOME

Balance at December 31, 1999
Exercise of stock options
Issuance of stock under Employ
Stock Purchase Plan

Stock issued in settlement of
litigation

Foreign currency translation
adjustments

Amortization of deferred
compensation

Net loss

Balance at December 31, 20

Exercise of stock options
Issuance of stock under Employ
Stock Purchase Plan

Issuance of compensatory stocl
option

Foreign currency translation
adjustment:

Net income

Balance at December 31, 20

Exercise of stock optior
Issuance of stock under Employ
Stock Purchase Plan
Expiration of stock warrant

Tax benefit from exercise of sto

options

Issuance of common stock and
warrant for acquisition

Foreign currency translation
adjustment:

Net income

Balance at December 31, 2002

Common Stock

(in thousands)

Retained Accumulated Total
Additional Earnings Other Stock-
Number Paid-In Deferred Stock (Accumulated Comprehensive holders’ Comprehensive
of Shares  Amount Capital Compensatior Warrant Deficit) (Loss) Income Equity (Loss) Income
2899 $ 29C $ 88941 % 18 $ 2,89i $ 9,07¢ $ (144)  $101,04! $ (2,079
29¢ 3 802 — — — — 80€
15C 2 812 — — — — 814
3,12¢ 31 10,33( — — — — 10,36
— — — — — — (125) (125) (125)
— — — 18 — — — 18
_ — — — — (20,85¢) — (20,85€) (20,85¢€)
32,57( 32€ 100,88t — 2,897 (11,779 (269 92,06: $ (20,987
I
68 1 59 — — — — 60
117 1 30C — — — — 301
— — 73 — — — — 73
— — — — — — (73) 73 $ (73)
— — — — — 12,53¢ — 12,53¢ 12,53¢
32,758 32¢€ 101,31¢ — 2,897 757 (342 104,95¢ $ 12,46
I
871 8 4,03¢ — — — — 4,04¢
95 1 38¢ — — — — 39C
— — 2,897 — (2,897) — — —
— — 1,55¢ — — — — 1,55¢
57C 6 3,28¢ — 374 3,66¢
— — — — — — 1,01( 1,01C $ 1,01(C
— — — — — 15,29: — 15,29 15,291
34,290 $ 342 $ 113,48¢ = $ 374 $ 16,054 $ 668 $130,92° $ 16,307

See notes to consolidated financial statements.
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PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Cash flows from operating activitie
Net income (loss
Adjustment to reconcile net income (loss) to nethgarovided by (used in) operating activiti
Stock option income tax benef
Deferred income taxe
Depreciation and amortizatic
Reduction in provision for doubtful accoul
Issuance of compensatory stock opi
Stock issued in settlement of litigati
Loss on disposal of fixed ass!
Change in operating assets and liabilit
Trade accounts receivable and license installr
Prepaid expenses and other current a:
Accounts payable and accrued expel
Deferred revenu

Net cash provided by (used in) operating activi

Cash flows from investing activitie
Purchase of investments held to matu
Purchase of equipment and improvem
Acquisition of 1minc
Other long term assets and liabilit

Net cash used in investing activiti

Cash flows from financing activitie
Payments under capital lease obligati
Exercise of stock optior
Proceeds from sale of stock under Employee Stockhage Plal

Net cash provided by financing activiti
Effect of exchange rate on cash and cash equis

Net increase (decrease) in cash and cash equis
Cash and cash equivalents, beginning of

Cash and cash equivalents, end of \

Supplemental disclosures of cash flow informat
Cash paid during the year fc
Interest
Income taxe:
Non-cash financing activity
Equipment acquired under capital le
Stock issued in settlement of litigati
Stock issued in business combinat

See notes to consolidated financial statements.
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Years Ended December 31,

2002 2001 2000
$15,29°  $12,53¢  $(20,85¢)
1,55¢ — —
(1,000 — —
4,99: 6,22¢ 6,631
(359) — —
— — 10,36

83 152 —
(1,11 (4,58)) (1,35¢)
1,52t (714) (67¢)
204 1,08¢ (1,607)
5,911 1,111 (3,700
27,10( 15,89: (11,209
(6,059) — —
(1,006) (561) (2,626)
(579) — —
157 47E (354)
(7,475) (86) (2,980)
(81) (315) (54)
4,04 60 80€
39¢ 301 814
4,35: 46 1,56¢
39¢ (175) (50)
24,37¢ 15,67¢ (12,66
33,01 17,33¢ 30,00«
$57,39:  $33,017 $ 17,33¢
$ 2 $ 36 $ 88
$ 724 $1191 $ 834
$ — $ — $ 292
$ — $ —  $1036
$366¢ $ — $ —
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SIGNIFICANT ACCOUNTING POLICIES
(&) Business

Pegasystems Inc. and subsidiaries (“we” or the “@Gamy”) develops, markets, licenses and supporte/acé that enables transaction
intensive-organizations to manage a broad arraystomer interactions. We also offer consultingining, and maintenance and support
services to facilitate the installation and usewf products.

(b) Management Estimates and Reporting

The preparation of financial statements in confeymiith accounting principles generally acceptethi@ United States of America
requires management to make estimates and assas it affect the reported amounts of assetsiabitities and disclosure of contingent
assets and liabilities at the date of the finarstialements and the reported amounts of revenukesxpenses during the periods presented.
Actual results could differ from those estimateign8icant assets and liabilities with reported amts based on estimates include trade and
installment accounts receivable, long term licenstallments, deferred income taxes, and defeeednue.

(c) Principles of Consolidation

The consolidated financial statements include to®ants of Pegasystems Inc. and its wholly ownddigiaries, Pegasystems Limited
(a United Kingdom company), Pegasystems Compa@afedian company), Pegasystems Worldwide Inc. (eetl Btates corporation),
GDOO AB (a Swedish company), and Pegasystems Bty(&m Australian company), Pegasystems Investinenfa United States
corporation) and Pegasystems Private Limited (g&iore company). All intercompany accounts andstetions have been eliminated in
consolidation.

Certain amounts in the 2001 and 2000 consolidateshéial statements were reclassified to be carsistith the current presentation.
Reimbursements received for out-of-pocket expehage been reflected as services revenue, in conggliaith Emerging Issues Task Force
Abstract No. 01-14; in prior periods the reimbursens had been reflected as a reduction of cosrefces.

Year ended Year ended
December 31, December 31,
2001 2000

(in thousands)

Services revenue as reported previol $ 48,23:  $ 47,00(
Add: reimbursements for c-of-pocket expense 2,77¢ 2,672
Services revenue, reclassifi $ 51,00¢ $ 49,67:
Cost of services as reported previot $ 34,57  $ 39,00¢
Add: reimbursements for c-of-pocket expense 2,77¢ 2,672
Cost of services, reclassifit $ 37,347 $ 41,677

(d) Foreign Currency Translation

The translation of assets and liabilities of ouefgn subsidiaries is made at year-end exchangs, ratile revenue and expense
accounts are translated at the average excharegedating the period transactions occurred. Thdtieg translation adjustments are in
accumulated other comprehensive income (loss).iZebhnd unrealized exchange gains or losses frnmsdctions and adjustments are
reflected in other (expense) income, net, in treampanying consolidated statements of operations.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

(e) Revenue Recognition

Our revenue is derived from two primary sourcefivaare license fees and service fees. We offer petpetual and term software
licenses. Perpetual license fees are generallybpmga the time the software is delivered, andgareerally recognized as revenue upon
customer acceptance to the extent that paymentsamibject to refund. Payments subject to reanedrecognized as revenue as refund
provisions lapse.

Term software license fees are generally payable monthly basis under license agreements thatgignbave a five-year term and
may be renewed for additional years at the custsnoption. The present value of future license pagta is generally recognized as revenue
upon customer acceptance. A portion of the licéase payable under each term license agreemerdl(@qtne difference between the total
license payments and the discounted present valise payments) is initially deferred and recagdias installment receivable interest
income (and is not part of total revenue) overlitense term. Many of our license agreements pmfad license fee increases based on
inflation. When such an increase occurs, as deteranlpy the terms of the license agreement, we nizeghe present value of such increases
as revenue; the remainder of the increase is réoegjas installment receivable interest income tivelicense term. For purposes of the
present value calculations, the discount rates asedstimates of customers’ borrowing rates atithe of recognition, typically below prime
rate, and have varied between 3.25% and 8.0% éopdist few years. As a result, revenue that wegréee relative to these types of license
arrangements would be impacted by changes in mentezest rates. For term license agreement reseliednse revenue is recognized with
the same present value approach, when the custienemes committed to the new license terms, praviteadditional obligations to the
customer exist.

In certain circumstances, such as when licensedieesot fixed and determinable, some term liceasesccounted for on a subscrip
basis, where revenue is recognized as paymentsnaedoe over the term of the license.

Our services revenue is comprised of fees for softvimplementation, consulting, maintenance, aaiditrg services. Our software
implementation and consulting agreements typiaaityuire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as fees are billatll the fair value of the elements of a contrean be determined, the recognition of
services revenue for fixed-price projects is lidite amounts equal to costs incurred, resultingoilgross profit. We do not have a reliable
track record for accurately estimating the time eggburces needed to complete fixed-price servigegs. As a result, determination of the
fair value of the elements of the contract has gelyeoccurred late in the implementation procégsically when implementation is complete
and remaining services are no longer significarthéoproject. If the fair values of the elementa@bntract are then apparent, the remaining
revenue and profit associated with the fixed-psiervices elements will be recognized when the ptagecompleted. To the extent that a
software license is included in the contract, asidual amounts remaining after revenue is allacatehe services elements are recorded as
license revenues. All costs of services are expkaséncurred.

Software license customers are offered the opti@anter into a maintenance contract, which requiresustomer to pay a monthly
maintenance fee over the term of the maintenaneeeagent, typically renewable annually. Prepaid mesiance fees are deferred and are
recognized evenly over the term of the maintenagteement. We generally recognize training feesmee as the services are provided.

We reduce revenue for estimates of the fair vafystential concessions, such as disputed servidesn revenue is initially recorded.
These estimated amounts are deferred or resentidhenrelated elements of the agreement are cetagland provided to the customer.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

(f) Cash and Cash Equivalents

We consider all highly liquid investments with ramiag maturities of three months or less at the @ditpurchase to be cash equivale
Cash equivalents principally consist of US Treadillg and short-term debt securities. We accoantrfvestments under Statement for
Financial Accounting Standards (“SFAS”) No. 115ctdunting for Certain Investment in Debt and Eq&@#gcurities”. Under SFAS No. 115,
debt securities with remaining maturities of lontfean three months when purchased and which wehanté the intent and ability to hold
until maturity are reported at amortized cost, whapproximates fair market value.

(g) Concentration of Credit Risk

Financial instruments that potentially subjectas toncentration of credit risk consist of shertrt cash investments, trade accounts
receivable and license installments receivabler&¢erd long-term license installments in accordamitie our revenue recognition policy,
which results in long-term installment receivalfiesn customers (due in periods exceeding one year the reporting date, primarily from
large organizations with strong credit ratings). §vant credit to customers who are located througti® world. We perform credit
evaluations of customers and generally do not retcgalateral from customers. Amounts due undegtarm license installments are as
follows:

License
Installments
(in thousands)

Years ended December 31,

2003 $ 32,17¢
2004 21,37:
2005 17,53¢
2006 12,697
2007 4,242
2008 1,14¢

89,17¢
Deferred license interest incor (8,33))
Total license installments receival $ 80,84

(h) Equipment and Improvements, Net of Accumulatateciation and Amortization

Equipment and improvements are recorded at cogtie@mmtion is computed using the straight-line rodthver the estimated useful
lives of the assets, which are three years forpgment and five years for furniture and fixturesagehold improvements and equipment under
capital lease are amortized over the lesser difthef the lease or the useful life of the as&#pairs and maintenance costs are expensed as
incurred.

() Impairment of Long-Lived Assets

We evaluate our long-lived assets for impairmeneéméver events or changes in circumstances indicat¢he carrying amount of such
assets may not be recoverable. Impairment is giynassessed by comparison of cash flows expectbe generated by an asset to its
carrying value, with the exception that after Jajuda 2002, goodwill impairment is assessed byafsefair value model. If such assets are
considered to be impaired, the impairment to begeized is measured by the amount by which the/icaramount of the asset exceeds its
fair value.

36



Table of Contents

PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

() Research and Development and Software Costs

Research and development costs, other than cedftimare related costs, are expensed as incuragatalization of software costs
begins upon the establishment of technical featsipdenerally demonstrated by a working modelmoperative version of the computer
software product that is completed in the sameuagg and is capable of running on all of the ptatfas the product to be ultimately
marketed. Such costs have not been material tcadiateas a result, no internal costs were capé@lduring the years ended December 31,
2002, 2001, and 2000.

Amortization of capitalized software is includedciost of software license revenue. No amortizatigpense for internally developed
capitalized software costs was charged to cosvfvivare license revenue during the years endedrleee31, 2002, 2001, and 2000.
(k) Earnings (Loss) Per Share

Basic earnings (loss) per share is computed baséitkoveighted average number of common sharetaadiag during the period.
Diluted earnings (loss) per share includes, taetttent inclusion of such shares would be dilutivearnings per share, the effect of
outstanding options and warrants, computed usiegréfasury stock method.

Years Ended December 31,

2002 2001 2000

(in thousands, except per share data)

Basic

Net income (loss $ 15297 $ 12,53 $ (20,85¢)
Weighted average common shares outstan 33,83t 32,67 29,20¢
Basic earnings (loss) per shi $ 04t $ 03¢ $ (0.71)
Diluted

Net income (loss $ 15,297 $ 12,53: $ (20,85¢)
Weighted average common shares outstan 33,83t 32,67 29,20¢
Effect of assumed exercise of stock opti 2,14¢ 757 —
Weighted average common shares outstanding, asgutihirion 35,98( 33,43¢ 29,20¢
Diluted earnings (loss) per she $ 04 $ 037 % (0.7
Outstanding options and warrant excluded as impacatd be an-dilutive 4,02z 7,61¢ 4,32¢

() Segment Reporting

We currently operate in one operating segmentesribbased business process management, or BPMasaftWe derive substantially
all of our operating revenue from the sale and stipgf one group of similar products and serviGsbstantially all of our assets are located
within the United States. During 2002, 2001, an@®@ve derived our operating revenue from the feilhg geographic areas (sales outside
the United States are principally through expartrfrthe United States):

2002 2001 2000

(in thousands)

United State: $ 75,61 78% $ 73,12: 7% $ 61,52¢ 74%
United Kingdom 14,80¢ 15% 10,04( 11% 7,03¢ 8%
Europe 3,59¢ 4% 8,96¢ 9% 9,227 11%
Other 3,39( 3% 2,92i 3% 5,69( 7%

$ 97,40¢ 10(% $ 95,06 10C% $ 83,47¢ 10(%
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

In 2002, 2001, and 2000, one customer accounteapjmroximately 26%, 14%, and 12% of our total resemespectively. At Decemkt
31, 2002, one customer represented 22% of outstgradicounts receivable and one customer represgd¥édf long and short-term license
installments.

(m) Stock Options

We periodically grant stock options for a fixed rhuen of shares to employees and directors with ancése price equal to the fair
market value of the shares at the date of the gvdataccount for such stock option grants usingritvsic value method and intend to
continue to do so. Stock options granted to nonleyeg contractors are accounted for using thevidire method. We have provided
appropriate disclosure of the impact of the falueamethod.

(n) Fair Value of Financial Instruments

The principal financial instruments held consistash and cash equivalents, investments held torityataccounts receivable and
payable, capital lease obligations, and licensilingent receivables arising from license transesi The carrying values of cash and cash
equivalents, investments held to maturity, accoumteivable, and accounts payable approximate flieivalue due to the relatively short-
term nature of the accounts. Using current markiets; the fair value of license installment receliea approximates carrying value at
December 31, 2002 and 2001.

(o) Intangible Assets and Goodwill

Intangible assets are recorded at cost and prilhciggresent technology acquired in business caativns or from third parties.
Amortization is provided on a straight-line basigiothe assets’ estimated useful lives. As of Ddmam31, 2002, intangible assets consisted
of technology acquired in a business combinatidh wicarrying value of $1.1 million and accumulag@dortization of $0.3 million.
Amortization expense was $0.3 million for 2002. @pect to recognize approximately $0.4 million ofaatization expense yearly until the
end of the asset’s useful life in January, 2006.

Gooduwill represents the residual purchase pricergin the business combination after all identifisdets have been recorded. Goo
is not amortized, but is tested annually for impegEnt by comparing the fair value of units contagngoodwill to their carrying value.

(p) Deferred Taxes

Deferred taxes are provided for differences intthgis of our assets and liabilities for book andparposes and loss carry forwards
based on enacted rates expected to be in effect thiege items reverse. Valuation allowances argiged to the extent it is more likely than
not that some portion or all of the deferred taseasvill not be realized.

(g) New Accounting Standards

We have adopted SFAS No. 141, “Business Combimngti@amd SFAS No. 142, “Goodwill and Other Intangibssets.” These
pronouncements provide guidance on how to accaurthé acquisition of businesses and intangibletasgcluding goodwill, which arise
from such activities. SFAS No. 141 affirms thatyoohe method of accounting may be applied to anessi combination, the purchase
method. SFAS No. 141 also provides guidance omlibeation of purchase price to the assets acquBEAS No. 142 provides that goodwill
resulting from business combinations no longerrheréized to expense, but rather requires an arassgssment of impairment and, if
necessary, adjustments to the carrying value oflgdb

We have adopted SFAS No. 143, “Accounting for Cdtiigns Associated with the Retirement of Long-Livessets” and SFAS No. 144
“Accounting for the Impairment of Disposal of Lohgred Assets.” SFAS No. 143 establishes accourgtagdards for the recognition and
measurement of an asset retirement obligationtaraksociated asset retirement cost. It also pesvgdiidance for legal obligations associated
with the retirement of tangible long-lived ass&BAS No. 144 establishes a single accounting mfodé¢he impairment or disposal of long-
lived assets (other than goodwill), including treatment of discontinued operations. Adoption eSthpronouncements has not had a
significant effect on our consolidated financiatstnents.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

2. ACQUISITION

On February 6, 2002, we acquired substantiallpfathe assets of 1mind Corporation (“1mind”) foitied consideration of $3.7 million
consisting of 569,949 shares of our common stobk, @60 shares of which were deposited into escooseture the indemnity obligations of
1mind’s equity holders relating to the transactianyl warrants to purchase 83,092 shares of comtook for nominal consideration. We
believe that the acquisition will help increase penetration of the healthcare and insurance markgengthen our management and delivery
teams and deepen our product offerings. The adigmsif 1mind has been accounted for as a purcimadéehe operations of 1mind have been
included in our consolidated financial statementsfthe date of acquisition. Results of operationsld not have changed materially for
2002, 2001, or 2000 if 1mind had been acquiredamudry 1, 2002, 2001, or 2000, respectively. Tish ¢@w impact of $573 thousand from
this acquisition was transaction costs of $614 $haod less cash acquired of $41 thousand. The meghice allocation is based on the report
of an independent appraiser. The purchase agreenofuded provisions for additional consideratiamjich we are not obligated to pay
because of the performance of the acquired bussiess the acquisition date.

(in thousands, except for share-related data)

Shares issued ( $ 3,298
Warrants issued (t 374
Total purchase pric $ 3,66¢
Current assets, including cash of ¢ $ 207
Equipment and improvemer 142
Acquired technology (c 1,40(C
Goodwill (d) 3,24¢
Current liabilities (563)
Long-term liabilities (150
Transaction cosi (614)

$ 3,66¢

(@) 569,949 common shares of Pegasystems Inc. valusgzpadximately $5.78 per share, the average ofrggwices as reported by
Nasdaq for the three days before and after Jarl®ar2002, the date of agreeme

(b) Warrants to purchase, for nominal consideratiofQ®3 common shares of Pegasystems Inc., valugzbaedxdmately $4.50 per warrant
using a Blac-Scholes mode

(c) Acquired technology results from an appraisal repbimind intangible assets. This asset is bemgréized over its expected useful
of four years

(d) This asset is considered to have an indetermiifataridd amortization is not provided. This assetibject to an annual impairment test,
which is conducted annually in November. No impa&intnadjustments have been requil
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

3. VALUATION AND QUALIFYING ACCOUNTS

We maintain allowances for bad debts based onfastech as the composition of accounts receivaidgrical bad debt experience,
and current economic trends. These estimates arsted periodically to reflect changes in facts amdumstances. Our allowance for
doubtful accounts was $0.5 million and $1.0 millieespectively, at December 31, 2002 and 2001 fall@ving is a roll forward of the
allowance for doubtful accounts:

Additions

Balance (deductions;
at charged to Foreign Balance
beginning costs and Exchange Gain/ Write- at end
Description of year expenses (Loss) offs of year

(in thousands)
Allowance for doubtful account

Year ended December 31, 2C $ 1,03« (35%) 6 (180) $ 507
Year ended December 31, 2C $ 1,037 — (3) — $1,03¢
Year ended December 31, 2C $ 1,02¢ — 11 — $1,037

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

December 31,

2002 2001

(in thousands)

Computer equipment and purchased softv $ 889 % 8,53t
Furniture and fixture 3,00t 2,99(
Leasehold improvemen 2,76 3,13:
Equipment under capital leas 914 914

15,57¢ 15,57:
Less: accumulated depreciation and amortize (13,857) (12,519

Equipment and improvements, net of accumulatedeséguion
and amortizatiol $ 1,727  $ 3,05:

Depreciation expense was approximately $2.3 mill&$h9 million, and $4.3 million for the years eddeecember 31, 2002, 2001, and
2000, respectively. During the year ended Decer@ibe002, we recorded disposals of approximatel@ illion of furniture and fixtures
and leasehold improvements, resulting in a losdisposal of $83 thousand.

5. STOCKHOLDERS' EQUITY
(&) Common Stock

We have 45,000,000 authorized shares of commok atdk.01 par value, of which 34,291,389 sharegwssued and outstanding at

December 31, 2002.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

(b) Preferred Stock

We have authorized 1,000,000 shares of preferoadk stvhich may be issued from time to time in onenore series. Our Board of
Directors has authority to issue the shares ofepredl stock in one or more series, to establisimtimeber of shares to be included in each
series and to fix the designation, powers, prefagemand rights of the shares of each series amgltiddications, limitations or restrictions
thereof, without any further vote or action by #teckholders. The issuance of preferred stock cdetllease the amount of earnings and
assets available for distribution to holders of owon stock, and may have the effect of delayingewigfy or preventing a change in contro
the Company. We had not issued any shares of pedfetock as of December 31, 2002.

(c) Long-Term Incentive Plan

In 1994, we adopted a Long Term Incentive Planesamoended, (the “1994 Plan”) to provide employdisgctors and consultants with
opportunities to purchase stock through incentigeksoptions 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, 2002, &dbtel.5 million shares of common stock were resdrfor issuance under the 1994 P
At December 31, 2002, approximately 1.7 millionrgisavere available for issuance.

Generally the option price per share is determatettie date of grant. Options granted under thé P98n generally vest over five years
and expire no later than ten years from the dagranit.

(d) 1996 Non-Employee Director Stock Option Plan

The 1996 Non-Employee Director Stock Option Plée (Director Plan”) was originally adopted by thedsd of Directors on May 13,
1996 and approved by the stockholders on June®®8.JAn amendment and restatement of the Diredtor Was adopted by the Board of
Directors on November 23, 1999. As amended andtezktthe Director Plan provides for the grantaohenew non-employee Director of
Pegasystems on the date he or she first becomisatdd of an option to purchase 30,000 sharesoofitdon Stock at a price per share equal
to the fair market value thereof on the date ohgrauch option to vest in equal annual installmever three years. It also provides for the
grant to each noemployee Director at the time of the regular megtifiDirectors following the annual stockholdersatireg (commencing i
2000) of a fully vested option to purchase 10,d0rss of Common Stock at a price per share equhéttair market value thereof on the ¢
of grant. Prior to amendment and restatement, trector Plan provided for the grant to each new-aomployee Director of Pegasystems on
the date he or she first became a Director of Besga®s an option to purchase 30,000 shares of ConStoxk at a price per share equal to
the fair market value thereof on the date of gramth options to vest in equal annual installments five years. At December 31, 2002,
under the Director Plan there were outstandingoogtio purchase a total of 250,000 shares of constomk and no additional shares were
available for issuance. We do not plan to issueaattjitional options under the Director Plan. Thenpensation Committee administers the
Director Plan.

(e) 1996 Employee Stock Purchase Plan

The 1996 Employee Stock Purchase Plan (the “Stacghiase Plan”) was adopted by the Board of DirsaborMay 13, 1996 and
approved by the stockholders on June 26, 1996 eTdrer 500,000 shares of common stock reservedsoaince pursuant to this plan. To d
there have been six stock issuances under the Btackase Plan of approximately 454,000 sharesetthé terms of the Stock Purchase
Plan, employees
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are entitled to purchase shares at 85% of therfaiket value of our common stock on either the cemrement date or completion date for
offerings under the plan, whichever is less. TheelSPurchase Plan is tax qualified and no comp@msakpense has been recognized in the
financial statements for the completed offerings.

For pro forma compensation expense relating tdthployee Stock Purchase Plan, the weighted avéaargealue of options contained
within the Plan offerings in 2002, 2001, and 200&%82.36, $1.74, and $7.27, respectively.

Stock Options Summary

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

2002 2001 2000
Weighted Weighted Weighted
Number Average Number Average Number Average
of Exercise of Exercise of Exercise
Options Price Options Price Options Price
(in thousands, except per share amounts)

Outstanding options at beginning of ye 8,61 $ 7.5€ 7,531 $ 8.8¢ 6,262 $ 6.0Z
Grantec 901 7.4z 2,30C 4.1C 2,962 17.41
Exercisec (872) 4.64 (68) 0.5¢ (299) 2.6¢
Cancelec (662) 8.57 (1,152 8.91 (1,38¢) 9.6€

Outstanding options at end of y¢ 7,98: 7.7¢ 8,617 7.5€ 7,531 8.8:

Exercisable options at end of y¢ 5,40¢ 7.8€ 4,41°F 7.4€ 3,16¢ 6.7¢

Weighted average fair value of options grantedrduthe yea $ 4.7¢4 $ 2.87 $ 11.6¢

The following table presents weighted average paie life information about significant option gpsuoutstanding and exercisable at
December 31, 2002:

Options Outstanding Options Exercisable

Weighted
Average
Number Remaining Weighted Number Weighted
Range of Outstanding Contractual Life Average Exercisable Average
Exercise Prices (in thousands) (years) Exercise Price (in thousands) Exercise Price
$ 0.33— 4.22 2,092 56t % 2.6¢ 1632 % 2.4
4.27— 7.53 2,27( 8.41 5.47 987 4.9¢
7.63— 10.00 2,13( 6.0€ 8.0C 1,65¢ 8.0¢
10.38— 25.75 1,491 6.9¢ 18.1¢ 1,12¢ 17.9¢
7,98: 5,40¢

The following are the pro forma net loss and lossghare, as if compensation expense for the optars had been determined based
on the fair value at the grant consistent withghevisions of SFAS No. 123:

2002 2001 2000
As Pro As Pro As Pro
Reported Forma Reported Forma Reported Forma
Net income (loss) (in thousanc $15,29° $7,67¢ $1253: $ (390 $(20,85¢)  $(34,57()
Basic earnings (loss) per shi $ 04t $02: $ 03t $00) $ ©O7H $ (@119
Diluted earnings (loss) per she $ 04 $ 021 $ 037 $00) $ @7 $ (@119
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

The fair value of options at the date of grant westtmated using the Black-Scholes option priciragiet with the following weighted-
average assumptions:

2002 2001 2000
Volatility T7% 10(% 20C%
Expected option life
Years from gran N/A 5.C 5.C
Years from vestin 1.C N/A N/A
Interest rate (risk free 2.7¢% 4.4(% 6.0(%
Dividends None None None

For awards granted prior to 2002, a Black-Schdlegles-option model using an expected option lifanfirthe grant date was used to
value grants. For awards in 2002, a Black-Scholekipie-option model using an expected option life fromlksting date was used to refl
changes in grant and exercise patterns.

The effects on 2002, 2001, and 2000 pro formancatme (loss) and net income (loss) per share ofdtimated fair value of stock
options and shares are not necessarily representidtihe effects on the results of operationd@future. In addition, the estimates made
utilize a pricing model developed for traded opsiavith relatively short lives; our option grantpigally have a life of up to ten years and are
not transferable. Therefore, the actual fair valfia stock option grant may be different from ostireates. We believe that our estimates
incorporate all relevant information and represergasonable approximation in light of the diffied involved in valuing non-traded stock
options.

6. INTANGIBLE ASSET AND WARRANT AGREEMENTS WITH FDR

In 1997, we entered into Software License and Sdpal Warrant Agreements with First Data Resouyrees (“FDR”). In accordance
with the Software License and Support Agreementywere granted a license for access to and thefubke designs, specifications and code
of FDR'’s ESP product. As consideration for thihtigve paid FDR $10.0 million. This amount was reledl as purchased software on the
accompanying balance sheets. In connection witlStfvare License and Support Agreement, we gavareant to FDR to purchase
284,876 shares of our common stock at a purchase @ir$28.25 per share which represented therfaiket value of the common stock on
the date of the agreement. The warrant becameisable on June 27, 1998 and expired during thelaquarter of 2002. The warrant was
valued at $2.9 million. We amortized the valuela purchased software and the warrant on a prdeaia over the initial 3/ 2year term of
the agreement. During the years ended Decemb&082, 2001 and 2000, we recorded amortization esgpehapproximately $2.3 million
per year, related to the ESP software and warrant.

7. COMMITMENTS AND CONTINGENCIES

We lease certain equipment and office space unmeicancelable operating leases with various extangates through 2013. Rent
expense under operating leases is recognized aight-line basis. Future minimum rental paymeetguired under operating leases with
non-cancelable terms in excess of one year at Daee8i, 2002 are as follows:

Years ending December 31, (in thousands)

2003 $ 3,85(
2004 3,55¢
2005 3,39¢
2006 3,022
2007 3,07(
2008 and thereaftt 18,70:

$ 35,591
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

Total rent expense under operating leases was dpmately $5.1 million, $4.5 million, and $4.9 mdh, for the years ended December

31, 2002, 2001, and 2000, respectively.

We are a party in various contractual disputeigigiton and potential claims arising in the ordineourse of business. We do not beli
that the resolution of these matters will have aema adverse effect on our financial positiorresults of operation.

8. INCOME TAXES
The components of income (loss) before provisianrfoome taxes are as follows:

2002 2001 2000
(in thousands)
Domestic $ 16,18' $ 1221« $ (21,539
Foreign 1,01« 1,32C 982
Total $ 17,197 $ 1353« $ (20,55¢)
The provision for income taxes for the years eridedember 31, consists of the following:
2002 2001 2000
(in thousands)
Current
Federa $ 2,166 $ 1l4¢ $ —
State 87 — —
Foreign 647 854 30C
Total current 2,90( 1,00( 30C
Deferred:
Federal (2,000 — —
State — — —
Foreign — — —
Total deferrec (2,000 — —
Total provision $ 1,90 $ 1,00 $ 30C
The effective income tax rate differed from theigiary federal income tax rate due to the following
2002 2001 2000
Statutory federal income tax re 35.(% 35.(% (35.0%
State income taxes, net of federal benefit anatedits 0.2 — —
Permanent difference 4.C i3 14
Tax effective on foreign activitie 1.C 2.1 (0.2
Valuation allowance on U.S. tax loss (29.2) (31.2) 35.2
Effective income tax rat 11.1% 7.4% 1.5%
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Deferred income taxes at December 31, 2002 and, 2804ct the net tax effects of net operating kasd tax credit carry forwards and
temporary differences between the carrying amooiéssets and liabilities for financial statememtgmses and the amounts used for tax
purposes. The components of our net deferred wetadiabilities) as of December 31, are as fallow

2002 2001

(in thousands)

Software revenue installment receivak $ (28,33) $ (25,98))
Depreciatior 74¢ (84)
Vacation accrue 267 23€
Receivable and other resen 1,25¢ 90C
Net operating loss carry forwar 28,73% 32,59:
Tax credits 5,81¢ 5,07¢
Net deferred tax asse 8,49/ 12,74(
Less: valuation allowancs 8,49/ 13,74(

$ — $ (1,000

A valuation allowance has been provided for defbtex assets since it is uncertain if we will realihe entire benefit of the assets. The
decrease in the valuation allowance during the yesrlted from the generation of additional futizneable temporary differences and the
utilization of U.S. net operating tax losses. Gf taluation allowance at December 31, 2002, appratdly $403 thousand is related to
acquired tax loss and credit carry forwards, whithtilized, will reduce goodwill. In addition, #se acquired tax benefits are subject to
limitation as defined by Section 382 of the IntéfRavenue Code. Of the valuation allowance at D31, 2002, approximately $697
thousand is related to tax benefits generated ercise of stock options, which will be recordeckedtily to equity when realized.

At December 31, 2002, we had alternative minimuxn(tAMT"), and research and experimentation (“R&Ededit carry forwards for
federal and state purposes of approximately $6llfomiavailable to offset future taxes payableeTarry forward period for the AMT credit
is unlimited. The R&E credit carry forwards genbraxpire from 2003 to 2022.

As of December 31, 2002, we have available U.Sopetating loss carry forwards of approximately $#gillion. The operating loss
carry forwards expire from 2003 to 2020. Theseyctmmwards may be used to offset future income $gpaeyable at the federal and state
levels, if any, and are subject to review by th&8.Unternal Revenue Service and various statedaadithorities.

A provision has not been made for the U.S. or @it foreign taxes on $2.1 million of undistribdtearnings of foreign subsidiaries
that could be subject to taxation if remitted te thS., because we plan to keep these amounts penthareinvested overseas.

9. LITIGATION SETTLEMENT AND RESTRUCTURING

We had been involved in two lawsuits related tdatesnents of our financial statements (the Chak/ease and the Gelfer Case). We
have settled both cases and recorded a charget@ #illion, net of insurance reimbursement of $#iBion, during 2000, reflecting the cost
of settlements and legal costs.
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During the year ended December 31, 2000, we redadestructuring charge of $1.0 million for sevemof 75 employees in various
locations and certain costs associated with letsslities. Approximately $0.2 million of additiohdepreciation expense was recorded due to
reduced economic life of the leased facilities éochbsed or idled under the restructuring planniieations were completed in January 2001.
There are no accruals remaining relating to thbseges as of December 31, 2002 or 2001.

10. EMPLOYEE BENEFIT PLAN

The Company sponsors a retirement plan for qualifmployees. This Plan is a 401(k) defined couatigim plan. Beginning in 2001,
the Company provides a discretionary profit shadagtribution. The contributions paid aggregategrapimately $0.4 million and $0.2
million in 2002 and 2001, respectively.

11. SELECTED QUARTERLY INFORMATION (UNAUDITED)

2002
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
(in thousands, except per share data)
Revenue $ 2421 $ 26,667 $ 2556 $ 20,96¢
Gross profit 16,27¢ 18,39: 17,54: 13,33(
Income from operatior 2,38¢ 3,701 4,02t 1,35¢
Net income 3,43¢ 4,60: 4,82¢ 2,43(
Earnings per sha—Basic $ 0.1C $ 014 $ 014 $ 0.07
Earnings per sha—Diluted $ 0.1C $ 01: % 0.1: $ 0.07
2001
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
(in thousands, except per share data)
Revenue $ 23,60 $ 2351f $ 23,887 $ 24,05¢
Gross profit 12,71 12,38« 14,00¢ 15,56(
(Loss) income from operatiol a77) 1,052 2,24¢ 3,41¢
Net income 1,094 2,652 3,88¢ 4,904
Earnings per sha—Basic $ 0.0: $ 0.0¢ $ 01z $ 0.1t
Earnings per sha—Diluted $ 0.0 $ 0.0¢ $ 01z $ 0.1t
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ITEM 9: CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

Not applicable.
PART Il

Certain information required by Part Ill is omitt&dm this annual report as we will file a proxatement for our Annual Meeting of
Stockholders, pursuant to Regulation 14A of theuides Exchange Act of 1934, as amended, not tatar 120 days after the end of the
fiscal year covered by this Report, and certaionmfation included in that proxy statement is incogted herein by reference.

ITEM 10: DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Information relating to our executive officers &t $orth in Part I, immediately following Item 4f this Report under the caption
“Executive Officers of the Registrant.” The infortizan concerning our directors required by this Itisnmcorporated by reference to our
proxy statement for our 2003 Annual Meeting of Ktadders under the heading “Election of Directotaformation concerning the
compliance of our officers, directors and 10% shal@ers with Section 16(a) of the Securities ExgeaAct of 1934 is incorporated by
reference to the information contained in that gretatement under the heading “Section 16(a) Beia¢fOwnership Reporting Compliance”.

ITEM 11: EXECUTIVE COMPENSATION

The information required by this item is incorp@aby reference to our proxy statement for our 2808ual Meeting of Stockholders
under the headings “Directors Compensation” ancetiitive Compensation”.

ITEM 12: SECURITY OWNERSHIP OF CERTAIN BENEFICIA L OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

The information required by this item is incorpewby reference to our proxy statement for our 2808ual Stockholders Meeting
under the headings “Principal and Management Stldkins” and “Securities Authorized for Issuanceemilquity Compensation Plans.”

ITEM 13: CERTAIN RELATIONSHIPS AND RELATED TRANS ACTIONS

The information required by this item is incorp@aby reference to our proxy statement for our 2808ual Meeting of Stockholders
under the heading “Certain Relationships and Rel@tansactions”.

ITEM 14: CONTROLS AND PROCEDURES

(a) Disclosure controls and procedures.Within 90 days before filing this report, weadwated the effectiveness of the design and
operation of our disclosure controls and procedudes disclosure controls and procedures are th&as and other procedures that we
designed to ensure that we record, process, sueremd report in a timely manner the informationnaest disclose in reports that we file
with or submit to the SEC. Alan Trefler, our Cha@mmand Chief Executive Officer, and Christopheligah, our Chief Financial Officer and
Treasurer, reviewed and participated in this evanaBased on this evaluation, Messrs. Trefler 8nivan concluded that, as of the date of
their evaluation, our disclosure controls were @ffee.

(b) Internal controls. Since the date of the evaluation described efnere have not been any significant changeariinternal
accounting controls or in other factors that caitghificantly affect those controls.
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PART IV

ITEM 15: EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K
(8)(1) Financial Statements
The following consolidated financial statementsiactuded in Item 8:
Consolidated Balance Sheets at December 31, 2@02G01
Consolidated Statements of Operations for the yeragded December 31, 2002, 2001, and 2000

Consolidated Statements of Stockholders’ Equity @titer Comprehensive Income for the years endeeéibber 31, 2002, 2001,
and 2000

Consolidated Statements of Cash Flows for the yeradled December 31, 2002, 2001, and 2000

(2) Financial Statement Schedules

All financial statement schedules are omitted beeahe required information is not present or mesent in sufficient amounts to
require submission of the schedule or becausentbemation is reflected in the consolidated finahstatements 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

On December 11, 2002, we filed a current repotftam 8-K reporting that we had adopted amendmentsit insider trading policy to
permit our officers, directors and certain othesidiers to enter into trading plans or arrangemiensystematically sell shares of our common
stock in compliance with Rule 10b5-1 promulgatedenthe Securities Exchange Act of 1934, as amended

On December 3, 2002, we filed an amendment tor@eureport on Form 8-K that we had filed on Febyi, 2002. The amendment
was filed to include an executed version of an leixd the original report.
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SIGNATURES

Pursuant to the requirements to Section 13 or 15(d)f the Securities Exchange Act of 1934, the Regiaht has duly caused this
Annual Report on Form 10-K to be signed on its beHaby the undersigned, thereunto duly authorized.

P EGASYSTEMSI NC.

By: / s/ C HRISTOPHERS ULLIVAN

Christopher Sullivan
Senior Vice President, Chief Financial Officer ahabasurer
(principle financial and accounting officer)

Date: March 10, 2003

Pursuant to the requirements of the Securities Exa@nge Act of 1934, this Annual Report on Form 10-Kas been signed below
on March 10, 2003 by the following persons on beHlabdf the Registrant and in the capacities indicated

Signature Title
/ s/ A LAN T REFLER Chief Executive Officer and Chairman
(principle executive officer)
Alan Trefler
/ s/ C HRISTOPHERS ULLIVAN Senior Vice President, Chief Financial Officer ditdasure

(principal financial and accounting officer)
Christopher Sullivan

/ s/ H ENRY A NCONA President, Chief Operating Officer, and Director

Henry Ancona

/ s/ RICHARD H. JONES Vice Chairman

Richard H. Jones

/ s/ STEVEN F. K APLAN Director

Steven F. Kaplan

/ s/ W iLLiam H. K EOUGH Director

William H. Keough

/ s/ EpwARD A. M AYBURY Director

Edward A. Maybury

[ s/ JAMES P. O'H ALLORAN Director

James P. O’Halloran

/ s/ E bwARD B. R OBERTS Director

Edward B. Roberts

/ s/ W iLLiaM W YMAN Director

William Wyman

49



Table of Contents

I, Alan Trefler, certify that:
1. | have reviewed this annual report on Form 16fRegasystems Inc.;

2. Based on my knowledge, this annual report do¢gsontain any untrue statement of a materialdacimit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with respect to
the period covered by this annual report;

3. Based on my knowledge, the financial statememd other financial information included in thisnual report, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presented in this an
report;

4. The registrant’s other certifying officers drate responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-1#{H®e registrant and have:

a) designed such disclosure controls and procedarensure that material information relatingh® tegistrant, including its
consolidated subsidiaries, is made known to ustbgre within those entities, particularly during tberiod in which this annual repor
being prepared,;

b) evaluated the effectiveness of the registratigslosure controls and procedures as of a daten80 days prior to the filing
date of this annual report (the “Evaluation Datefd

c) presented in this annual report our conclusa@it the effectiveness of the disclosure contants procedures based on our
evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers drithve disclosed, based on our most recent evatyat the registrant’s auditors and the
audit committee of registrant’s board of direct@spersons performing the equivalent functions):

a) all significant deficiencies in the design peaation of internal controls which could adversaffigct the registrant’s ability to
record, process, summarize and report financia datl have identified for the registrant’s auditmmg material weaknesses in internal
controls; and

b) any fraud, whether or not material, that ineshmanagement or other employees who have a samifiole in the registrant’s
internal controls; and

6. The registrant’s other certifying officers drnftave indicated in this annual report whetherehgere significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: February 25, 2003

/s ALAN T REFLER

Chairman and Chief Executive Officer
(principal executive officer)
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I, Christopher Sullivan, certify that:
1. | have reviewed this annual report on Form 16fRegasystems Inc.;

2. Based on my knowledge, this annual report do¢gsontain any untrue statement of a materialdacimit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with respect to
the period covered by this annual report;

3. Based on my knowledge, the financial statememd other financial information included in thisnual report, fairly present in all
material respects the financial conditioesults of operations and cash flows of the regstas of, and for, the periods presented in thisia
report;

4. The registrant’s other certifying officers drate responsible for establishing and maintaimiisglosure controls and procedures (as
defined in Exchange Act Rules 13a-14 and 15d-1#H®e registrant and have:

a) designed such disclosure controls and procedarensure that material information relatingh® tegistrant, including its
consolidated subsidiaries, is made known to ustbgre within those entities, particularly during tberiod in which this annual repor
being prepared,;

b) evaluated the effectiveness of the registratisslosure controls and procedures as of a dateni80 days prior to the filing
date of this annual report (the “Evaluation Datefd

c) presented in this annual report our conclusairmut the effectiveness of the disclosure conttnts procedures based on our
evaluation as of the Evaluation Date;

5. The registrant’s other certifying officers drithve disclosed, based on our most recent evatyab the registrant’s auditors and the
audit committee of registrant’s board of direct@spersons performing the equivalent functions):

a) all significant deficiencies in the design peaation of internal controls which could adversaffigct the registrant’s ability to
record, process, summarize and report financia datl have identified for the registrant’s auditmmg material weaknesses in internal
controls; and

b) any fraud, whether or not material, that inesl\management or other employees who have a samiifiole in the registrant’s
internal controls; and

6. The registrant’s other certifying officers drftave indicated in this annual report whetherehgere significant changes in internal
controls or in other factors that could signifidgreffect internal controls subsequent to the dditeur most recent evaluation, including any
corrective actions with regard to significant diefitcies and material weaknesses.

Date: February 25, 2003

/s/ CHRISTOPHERS ULLIVAN

Vice President, Chief Financial Officer and Treasuer
(principal financial and accounting officer)
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10.2
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10.14.*

10.15

10.16.**
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10.18

10.19

10.20**

10.21

10.22

10.23
10.24

PEGASYSTEMS INC.
Exhibit Index

Description

Restated Articles of Organization of the Registr
Restated B-Laws of the Registran
Specimen Certificate Representing the Common S

Amended and Restated 1994 Long-Term Incentive Pialed in the Registrant’s Proxy Statement forli®9 annual
stockholders meeting and incorporated herein greetce.

1996 Non-Employee Director Stock Option Plan. (@ile the Registrans’' Proxy Statement for its 1999 annual stockhol
meeting and incorporated herein by referen

1996 Employee Stock Purchase Plan. (Filed in Regiss Proxy Statement for its 1998 annual stoottixd meeting and
incorporated herein by referenc

Lease Agreement dated February 26, 1993 betwedRdbistrant and Riverside Office Park Joint Vent

Amendment Number 1 to Lease Agreement dated Augus94 between the Registrant and Riverside OHRigek Joint
Venture.

Warrant Agreement dated June 27, 1997 by and battireeRegistrant and First Data Resources InedFrk exhibit 10.1
to the Registra’s 1997 Form 1-K.)

Employment Agreement dated May 10, 2001 betweeR#wgstrant and Joseph Friscia. (Filed as exhibit 1o the
Registrar’'s June 30, 2000 Form -Q.)

Agreement and Release dated November 2, 2001 bgetnegen the Registrant and Carreker Corporatiéited as exhibit
10.17 to the Registre’s 2001 Form 1-K. Confidential treatment requested as to certaitigns.)

Asset Purchase Agreement dated January 29, 208adgmong the Registrant and 1mind Corporationndrodom, LLC,
and all of the equity holders of 1mind Corporatiffiled as exhibit 2.0 to the Registr's February 6, 2002 Forn-K.)

Refreshed Software License and Support Agreemdatiddarch 1, 2002 by and between the RegistranFastiData
Resources Inc. (Filed as exhibit 10.1 to the Reayists March 31, 2002 Form 10-Q. Confidential treant requested as to
certain portions.

Executive Employment Agreement dated July 25, 2@#%een Registrant and Henry Ancona. (Filed asbéxh.1 to the
Registrar's September 30, 2002 Form-Q and incorporated herein by referen:

Asset Purchase Agreement dated January 29, 2082dmeRegistrant and 1Mind Corporation. (Filed asikak2.0 to the
Registrar's February 21, 2002 Forn-K.)

Form of Warrant issued pursuant to 1mind Assettiage Agreement. (Filed as exhibit 2.1 to the Remgiss December 3,
2002 Form -K/A.)

Amendment Number 8 to Lease Agreement dated Jyl2@12 between the Registrant and NOP Riverfror@
Letter Amendment to Lease Agreement dated Jul®B302 between the Registrant and NOP Riverfront |
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Exhibit No. Description
21.1 Subsidiaries of the Registra
23.1 Independent Audito’ Conser—Deloitte & Touche LLP
99.1 Certification pursuant to 18 U.S.C. Section 135thef Chief Executive Officer and the Chief FinahCéicer.

* Filed as an exhibit to the Registrant’s Registratitatement on Form S-1 (Registration No. 333-0880an amendment thereto and
incorporated herein by reference to the same exhilmhber.
**  Management contracts and compensatory plan orgamaents required to be filed pursuant to Item 16{¢jorm 1(-K.

2
EXHIBIT 10.23

101 MAIN STREET
CAMBRIDGE, MASSACHUSETTS

AMENDMENT NO. 8 TO AGREEMENT OF LEASE
Pegasystems Inc.

This Amendment No. 8 to Agreement of Lease (thsriendment) is made as of July 31, 2002 by and between N@@rRont LLC, a
Delaware limited liability company, having an offiat One Main Street, Cambridge, MA (hereinaftératidlord”) and Pegasystems Inc., a
Massachusetts corporation, having an office atMai Street, Cambridge, Massachusetts 02142 (hadtein” Tenant”).

Background

Pursuant to the provisions of that certain Leaseddas of February 26, 1993 between Riverfronta®fftark Joint Venture, Landlord’s
predecessor, and Tenant, as amended by Amendmeftthldgreement of Lease dated as of August 194, 18mendment No. 2 to
Agreement of Lease dated as of February 28, 198%&miiment No. 3 to Agreement of Lease dated as oftiMzil, 1998 (‘Amendment No. 3
M), Amendment No. 4 to Agreement of Lease datedf&eptember 9, 1998 fmendment No. 3, Amendment No. 5 to Agreement of Lease
dated as of November 30, 1998, Amendment No. 6gieeément of Lease dated as of June 30, 2000, arhéiment No. 7 to Agreement of
Lease dated as of November 15, 2001 (as so ametheéetl,ease’), Tenant leases from Landlord and Landlord leaselenant certain
premises containing 85,228 rentable square fegffioE space (the Demised Premise€$ and 285 rentable square feet of storage spaces
second floor garage level and 100 rentable sqesteof storage space on the penthouse floor (twiédg, the “Storage Spach in the
building located at 101 Main Street, Cambridge, 8éafiusetts (theBuilding”). Capitalized terms used and not defined herbail have the
respective meanings ascribed to them in the Lease.

Landlord and Tenant desire to enter into this Anmeaict No. 8 to extend the Term of the Lease forramdef approximately ten (10)
years, on the terms and conditions set forth he

Agreement

NOW, THEREFORE, in consideration of the foregoimgl he mutual covenants contained herein, LandlaiTenant hereby agree
modify and amend the Lease as follows:

1. Extension of Term

(a) Extension The Term of the Lease is hereby extended ddarasiuding a new Termination Date, which shallNbay 31,
2013, subject to the terms set forth below. Théopdseginning on May 16, 2003 (théektension Term Commencement Datand
ending on May 31, 2013 is hereinafter referredstthe “First Extension Terni

(b) Yearly Fixed Rent Effective as of the Extension Term Commencedrdatte, Section 1(19) of the Lease shall be ameta
read in its entirety as follows:

“(19) Yearly Fixed Rent:
During the period commencing May 16, 2003 and endim May 31, 2013
For Floors 5, 6, 7 and 12 (79,463 rentable squaret:

Lease Year 1: $2,304,427 per annum ($29 per rentaplare foot)
Lease Year 2: $2,383,890 per annum ($30 per rentaplare foot)
Lease Year 3: $2,463,353 per annum ($31 per rensaplare foot)
Lease Year 4: $2,542,816 per annum ($32 per rentmplare foot)
Lease Year 5: $2,622,279 per annum ($33 per rentaplare foot)
Lease Year 6: $2,781,205 per annum ($35 per renszhlare foot



Lease Year 7: $2,860,668 per annum ($36 per rensmplare foot)
Lease Year 8: $3,019,594 per annum ($38 per rensaplare foot)
Lease Year 9: $3,178,520 per annum ($40 per rentaplare foot)
Lease Year 10: $3,337,446 per annum ($42 per riensajoiare foot)

For Floor 1 (5,765 rentable square feet)

Lease Year 1: $86,475 per annum ($15 per rentajplars foot)
Lease Year 2: $92,240 per annum ($16 per rentajplars foot)
Lease Year 3: $98,005 per annum ($17 per rentghblars foot)
Lease Year 4: $103,770 per annum ($18 per rensajlare foot)
Lease Year 5: $109,535 per annum ($19 per rensajplare foot)
Lease Year 6: $121,065 per annum ($21 per rensajlare foot)
Lease Year 7: $126,830 per annum ($22 per rensajlare foot)
Lease Year 8: $138,360 per annum ($24 per rensajlare foot)
Lease Year 9: $149,890 per annum ($26 per rensajlare foot)
Lease Year 10: $161,420 per annum ($28 per rensajiare foot)

For the Storage Space (385 rentable square feet)
Lease Years 1 through 10: $4,620 per annum ($12epéable square foot)

As used abové] ease Year’shall mean each successive twelve (12) month peegihning on May 16, 2003 and each
anniversary thereof, provided that the last Leasar¥hall end on May 31, 2013.”

(c) Additional Rent

() Taxes Effective as of the Extension Term CommencdrBerte, Section 6.2 of the Lease (as previouslyraied)
shall be amended by deleting the reference toribe fiscal year and substituting therefor a refereeto the fiscal year ending
“June 30, 2004.”

(i) Operating Expenses Effective as of the Extension Term Commencdriate, Section 6.3 of the Lease (as previo
amended) shall be amended by deleting the refettertbe prior calendar year and by substitutingefor a reference to the
calendar year ending “December 31, 2003.”

(iii) Operating Expense Provisions Effective as of the Extension Term Commencdriate, Section 6.4 on the attached
Exhibit D shall replace Section 6.4 of the Leasep@viously amended).

(d) Condition of Demised Premises and Storage Spad#/ith respect to the First Extension Term, Brmised Premises and the
Storage Space shall be leased in their “as-is” tiomdwvithout representation or warranty by Landlotandlord shall not be required to
perform any tenant improvement work in connectidgtihhwenants occupancy of the Demised Premises or the St@pgee for the Fir:
Extension Term. Any tenant improvements that Tenzay desire to make in the Demised Premises ostiiage Space shall be don
Tenant's sole cost and expense, subject to Landl&idish Work Allowance for the Demised Premisesferth below, and shall be
made in accordance with and subject to the terntiseoEease including, without limitation, Sectidi®and 11 of the Lease.

Without limiting the generality of Sections 10 ahtl of the Lease, Tenant will provide detailed pland specifications (“Tenant’s
Plans”) necessary to price, permit, and constmgtimprovements or perform any alterations to tleenized Premises. Tenant’'s Plans will be
subject to Landlord’s review and approval, whichlshot be unreasonably withheld for improvemehts fare consistent with the first-class
standard of the Building, do not affect structwel@ments of the Building or adversely affect Builglisystems, and otherwise comply with the
Lease. Landlord shall promptly review Tenant’s Blaithin ten (10) business days and either appttosen or specify the revisions required
to enable approval. Tenant shall select (subjecatallord’s approval within five (5) business dayter Tenant's request, which approval
shall not be unreasonably withheld) a qualifiedegahcontractor to perform the work. Except for dets business equipment, furniture, and
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personal property (which Tenant may or, if requedgte Landlord, shall remove at the end of the Tetrapdlord shall advise Tenant, at the
time of its consent to any alterations to the DehiBremises, whether Landlord may require Tenathieagxpiration of this Lease to restore
the Demised Premises to substantially the sameitcmmds existed prior to such alterations; prodideat, except as set forth in Section 14.2
of the Lease (as amended hereby), Landlord shatieqoire Tenant to remove any alterations that@rgeneral office uses. The preceding
sentence shall supersede the last sentence ofe®dtf the Lease.

(e) Landlord’s Finish Work Allowance Landlord shall provide Tenant with an allowarfior the costs (Finish Work
Allowance Cost¥) of hereafter constructing any tenant improversantthe Demised Premises (including, without latign,
architectural and engineering fees with respecetbe provided, however, that said architectural angineering fees shall not exceed
15% of the Finish Work Allowance) in an amount tmexceed $1,278,420 (i.e., the product of (x) fé&brentable square foot and (y)
85,228 rentable square feet of the Demised Prejriges" Finish Work Allowancé). All construction and design costs for the Demi
Premises in excess of the Finish Work Allowancél dfeapaid for entirely by Tenant, and LandlordIshat provide any reimbursement
therefor. The Finish Work Allowance shall be dis®d as requisitioned by Tenant, but not more fretyighan monthly, within thirty
(30) days after Tenant’s submission of the requoisipackage. For each disbursement, Tenant shathisa requisition package to
Landlord with an itemization of the costs beinguisgioned, a certificate by an officer of Tenamat all such costs are Finish Work
Allowance Costs and have been incurred by Tenadtappropriate back-up documentation includinghaeiit limitation, partial or full
lien waivers (in a form reasonably approved by Lard), invoices and bills (together with evidendelenant’s payment of such
amounts, if Tenant does not request such invo@ée fpaid by joint check pursuant to the next se#g and, upon completion of the
work, such certificates of completion, final liemiwers, certificates of occupancy, and as-builbplas Landlord may reasonably require
in light of the nature and scope of the work. Nésianding the foregoing, at Tenant’s request, laaddshall make disbursements of
the Finish Work Allowance by check jointly payalideTenant and Tenant's general contractor withees the portion of the work
then completed; provided, however, that Landloralldiave no responsibility or liability to Tenantguch contractor with respect to
such work, including without limitation, the qualior completeness of such work or any warranties@ated therewith. If the
reasonably estimated cost of the work exceedsitlishlRVork Allowance, Landlord reserves the rightitake prorata disbursements
the Finish Work Allowance in the proportion thag thinish Work Allowance bears to the estimated obsite work, subject to a final
reconciliation upon completion of the work. Landi@hall have no obligation to pay the Finish Wotlo#ance at any time when
Tenant is in default under the Lease (as amendetyebeyond the expiration of any applicable retic cure period or in respect of
any requisition submitted after May 16, 2004. Tersnall have no right to any unused portion offirésh Work Allowance.

() Landlord’s Additional Allowance Landlord shall provide Tenant with an allowarfior the costs (Allowance Cost8) of
hereafter installing a security system, voice aath @abling, telephone switch equipment, and diheiess equipment listed on Exh
C attached hereto (collectively, th&e&curity/ Telecommunications Workin the Demised Premises in an amount not to ecce
$1,022,736 (i.e., the product of (x) $12 per relgalguare foot and (y) 85,228 rentable squarediettte Demised Premises) (the “
Additional Allowance). The Additional Allowance is intended to be udedthe costs of upgrading the infrastructurehaf Demised
Premises itemized on Exhibit C. All installatiorst®for the Security/Telecommunications Work in Bremised Premises in excess of
the Additional Allowance shall be paid for entirdly Tenant, and Landlord shall not provide any ®irsement therefor. The
Additional Allowance shall be disbursed as reqigsigd by Tenant, but not more frequently than mignthithin thirty (30) days after
Tenant’s submission of the requisition package.damh disbursement, Tenant shall submit a recuisitackage to Landlord with an
itemization of the costs being requisitioned, difieate by an officer of Tenant that all such soate Allowance Costs and have been
incurred by Tenant, and appropriate back-up doctatien including, without limitation, partial or idien waivers (in a form
reasonably approved by Landlord), invoices and ifidgether with evidence of Tenant's payment chsamounts, if Tenant does not
request such invoices to be paid by joint checlspamt to the next sentence), and, upon complefitireavork, such certificates of
completion, and final lien waivers. Notwithstandiing

A-3



foregoing, at Tenant’s request, Landlord shall mdikbursements of the Additional Allowance by chggktly payable to Tenant and
Tenant’s contractor with respect to the portionhaf work then completed; provided, however, thatdlard shall have no responsibility
or liability to Tenant or such contractor with respto such work, including without limitation, th@ality or completeness of such work
or any warranties associated therewith. Landloedl $tave no obligation to pay the Additional Allom@e at any time when Tenant is in
default under the Lease (as amended hereby) bdlierekpiration of any applicable notice or cureqmkor in respect of any requisitit
submitted after May 16, 2004. Tenant shall haveglut to any unused portion of the Additional Allance.

(9) Parking. Effective as of the Extension Term Commencemaexie[)i) Section 1(10) (Parking Spaces) of the edas
previously amended) shall read as follows:

“(10) (Parking Spaces): One hundred twenty-eigA8J1

and (ii) Section 27.6 of the Lease shall be deletets entirety and replaced with the followingc8en 27.6:

“27.6 Parking. Landlord shall allocate to the parking spasstsforth in Article 1 (“Tenant’s Parking Spaceépin the
Parking Garage located in the Project. Landlord,paysuant to Section 15.1, establish Rules andilBggns relative to the
Parking Garage serving the Project tenants andfurther engage the services of an independentactotrto administer and
control access to said Parking Garage. Landloshigt independent contractor shall impose sepahatges for use of said Park
Garage, and such charges shall be payable by Tasdudditional Rent with respect to Tenant’s Pagk@paces. The monthly
charge shall be as from time to time establishetandlord or said independent contractor as the flievailing market rate for
monthly parking charges for the Project at the tlo@rest rates given to new or renewing tenantiénBuilding so long as
Pegasystems Inc. occupies as much or more spactanliyaother tenant in the Building. As of the dageeof, the current monthly
charge for parking spaces is $200 per space pethmbanant acknowledges that Landlord has inforieknt that Landlord
intends to allocate in its tenant leases more thamctual parking spaces servicing the Projei.flirther acknowledged and
agreed that as a consequence of such al@ration of parking spaces, there may occasipraitur instances in which the num
of parking spaces actually available to Tenantldiealess than the Parking Spaces to which Tesagrititled under this Lease.
Landlord shall incur no liability to Tenant as axsequence of such over-allocation of parking spaces

In addition to the Parking Spaces allocated to Weaa set forth above, Landlord shall allocateg¢adnt 43 additional
parking spaces (theTenant’s Additional Parking Spac8son a month-to-month basis at the same monthirgh. Either party
may terminate the rights and obligations as to son@l of Tenant’'s Additional Parking Spaces frime to time, effective as of
the first day of any calendar month with noticeegiwat least ninety (90) days prior to such effectiate(s) of termination.”

(h) Signage So long as (i) Tenant is not in default unither Lease (as amended hereby) beyond the expiatiemy applicabli
notice or cure period, and (ii) Tenant occupieleast 50,000 rentable square feet of the DemisexhiBes, effective as of the Extension
Term Commencement Date signage shall be made bieaita Tenant on the existing monument in fronttaf Building in a manner
consistent with the signage currently in place. Aagh signage shall be at Tenant’s sole cost anjécito applicable governmental
approvals and permits. Notwithstanding the foregpirandlord shall have the right, at Landlord’sesobst and expense, from time to
time during the First Extension Term, as the sarag be extended, to relocate and/or replace samhg&gwith similar signage of equal
or greater size and of equivalent or better locasind visibility.

() Assignment and Subletting Effective as of the Extension Term Commencerbdette, Article 14 of the Lease is hereby
amended as follows:

(1) Section 14.2 is hereby amended by deletingltitase “three (3) occupants, including Tenantiwithe Demised
Premises” and inserting in its place the phrasee&l{3) occupants (including
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Tenant) on any full floor of the Demised Premisesam (2) occupants (including Tenant) on any gitoor of the Demised
Premises; provided, however, that Landlord resetlvesight to require Tenant, at the end of thenT,éo remove any interior
demising partitions installed for any subtenants amy other alterations made by Tenant to dems®#mised Premises into
multi-tenant floors, and to restore the affectesharto the condition existing prior to such work.”

(2) Section 14.2 is further amended by adding@teind of such section: “Such reasonable objectizmsinclude, without
limitation, the fact that the proposed assignesutitenant is already a tenant (or an affiliate wfr@nt) in the Project (unless
Landlord reasonably determines that Landlord hasther space in the Project that Landlord intendsffer to such tenant), is a
party with whom Landlord is then in active negatias for other space in the Project, or has a firdicondition that is reasonal
unsatisfactory to Landlord relative to the scopéhefobligations proposed to be undertaken by agslgnee or subtenant.
Landlord shall promptly respond with its approvablenial of the proposed assignment or subleagéntall events within fifteen
(15) days after Tenant’s submission of all requiréddrmation and documents hereunder.”

(3) The reference in the eleventh line of Sectidr? to a Tenant “default” shall mean a defaultdrel/the expiration of any
applicable notice or cure period.

(4) Section 14.4 is amended by adding the follgwsantence at the end of such Section; “Such exeasshall be
determined after deducting brokerage fees, attarrfegs (not to exceed $1 per square foot of tikesised area), and
commercially reasonable costs of demising the sisielg area, that are incurred by Tenant in conmetith such Sublease, and
the unamortized costs of tenant improvements irstiideased area made by Tenant at its expenseaftgietion of the work
described in Paragraphs 1(d) through (f) above.”

(5) Section 14.7(d) is amended by adding aftemtbed “time” in the fourth line thereof the wordgtt, with respect to any
subtenant or occupant other than an assigneeaftelyTenant is in default, beyond the expiratibamy applicable notice or cure
period, with respect to any of its obligations untte Lease)”.

() General. Except as otherwise set forth in this Amendm€&eanants lease of the Demised Premises and Storage Speng
the First Extension Term shall be on all of then®iand conditions of the Lease in effect immedjdbeifore the commencement of the
Extension Term. Sections 3.3 and 3.4 of the Lees@ereby deleted in their entirety.

2. Temporary Space Landlord agrees to lease to Tenant, and Teagrees to lease from Landlord, on the terms s#t feerein,
23,350 rentable square feet (th&e€mporary Spac® located on the 1% floor of the Building as shown on Exhibit A attachieereto and
incorporated herein. Tenant shall lease and octhgpiremporary Space for a term commencing on outadoagust 15, 2002 and expiring on
May 31, 2003 (the Temporary Space Terth while Tenant constructs certain improvements todbmised Premises for the Extension Te
Such lease shall be on all of the terms and canditapplicable to the Demised Premises in effe¢herlate hereof, provided that Tenant
shall not be obligated to make any payments of lyddred Rent or Additional Rent for Landlord’s &scor operating expenses for the
Temporary Space during the portion of the TempoS&psce Term ending on April 14, 2003 (but shalbblgated to make such payments
the period April 15, 2003 through May 31, 2003t tate of $29 per rentable square foot). HoweMenant shall be responsible for paying
the cost of all electricity consumed (and any safgdy reimbursable services, such as after-hourBE)\Mn the Temporary Space during the
Temporary Space Term. Tenant agrees to accepttmpdrary Space in its broom clean, “as-is” conditim the commencement of the
Temporary Space Term (free of the prior occupadtextlusive of any furniture or personal propefftyhe prior occupant thereof), and
Landlord shall not be required to perform any wiorkhe Temporary Space or to provide any allowdncsuch space. Landlord shall not be
liable to Tenant for any delay in delivery of theriporary Space to Tenant on the date set fortheglimn the expiration date for the
Temporary Space Term shall be extended by oneatagath day of such delay. Tenant shall vacatesanénder the Temporary Space to
Landlord on or before the end of
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the Temporary Space Term in the same conditiorxiated at the commencement of the Temporary Spaoa,Treasonable wear and tear
damage by fire or casualty excepted, and othenwitige condition required under the Lease for viagahe Demised Premises at the end of
the Term.

3. Security Deposit  On or before the Extension Term Commencemaeite [or, if earlier, the date of Tenant’s initiafuisition of
any allowance under Paragraph 1 above), Tenantddmdsit with Landlord a Letter of Credit namingrdlord as beneficiary (such Letter of
Credit, including renewals, substitutions and repfaents thereof, the “Letter of Credit”) in the ambof One Million One Hundred Ninety
Five Thousand Four Hundred Fifty One Dollars ($5,491) as security for the full and punctual perfance by Tenant of all of the terms of
the Lease. Notwithstanding the foregoing, provigdenant is not in default under the Lease &iter applicable notice and cure periods
have expired and (ii) the Tenant originally namedein (or its Successor as defined in Section @#tBe Lease) shall occupy more than 80%
of the rentable square feet of the Demised Prenmagese commencement of the second Lease Yehedfitst Extension Term Landlord st
permit the reduction of the Letter of Credit toaanount equal to one quarter of the Yearly FixedtRenforth in Paragraph 1(b) above for the
Second Lease Year or return the original LetteCi@fdit upon Tenant’s substitution therefor by daepment Letter of Credit in such amount.
At the commencement of each subsequent Lease Yemant shall increase or replace the Letter of iCtegrovide an amount equal to one
quarter of the Yearly Fixed Rent set forth in Paapd) 1(b) above for that Lease Year. The LetteCrefdit required hereunder (including any
replacement thereof or supplement thereto) shallozcm to the requirements set forth on the atta¢hdubit B.

4. Right of First Offer. Reference is made to any space that hereaftgibecome available on the eighth"(8and twelfth (12)
floors of the Building (théFirst Offer Space’). In the event the First Offer Space becomeslabld during the Term of this Lease, then
before hereafter entering into a lease for thet E¥ffer Space with a third party (other than thertlturrent tenant or occupant of such spac
a tenant having superior rights granted prior todhte hereof) for a period within such Term, Landlishall notify Tenant of the terms on
which Landlord intends to lease the spackgfidlord’s Notic€’).

Within ten (10) business days after receipt of Llardis Notice, Tenant may, by written notice delivered.&ndlord, (a) unconditional
and irrevocably agree to lease the First Offer 8gacits own use on the terms set forth in LandibbNotice, (b) reject Landlord’s offer, or
(c) decline Landlord’s offer but unconditionallydhitrevocably offer to lease such space from Larttfor its own use on specific economic
terms proposed in Tenant’s response. The failurédmant to timely respond as aforesaid shall bendeeTenant’s rejection of Landlord’s
Notice under clause (b). If Tenant rejects (oréemed to have rejected) Landl's offer under clause (b), Tenant shall have nthirrights
with respect to such space.

If Tenant makes a counteroffer to Landlord undause (c), then Landlord may, by written noticeaed within thirty days of receipt
thereof, accept or decline such offer (the failarso respond being deemed Landlord’s electioretdime Tenant’s offer). If such offer under
clause (c) is declined (or deemed declined), tfama period of one year after Landlord’s receipTenant’s offer, Landlord may enter into
any lease for such space at an effective rentr(@&kéng into account any tenant improvement alloeeg greater than that set forth in Tenant’
offer. If, during such one-year period, Landlorgides to enter into a thirgarty lease at an effective rent less than or etquidle effective rei
set forth in Tenant’s offer, Landlord shall deliverTenant a new Landlord’s Notice. If Landlord domt enter into any lease within such one-
year period, Landlord shall-commence the process under this Paragraph beiftesrey into a lease for the space.

If Tenant timely accepts Landlord’s Notice undds tharagraph (or if Landlord timely accepts Tersmoffer under clause (c)), the spi
shall, subject to the following paragraph below antthout further action by the parties, be leasgd énant on the accepted terms and
otherwise on all of the terms of the Lease in effiexnediately prior to such expansion; provided taathe request of either party, Landlord
and Tenant shall promptly execute and deliver ameagent confirming such expansion of the Demisednizes and the estimated date the
Demised Premises are to be expanded pursuanstpahagraph with a provision for
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establishing the effective date of such expansasetl on actual delivery. Landlord shall use godt &fforts (including legal process, if
appropriate) to deliver the First Offer Space oalmout the estimated delivery date. Landlord’sufailto deliver, or delay in delivering, all or
any part of the First Offer Space, for any reasbia]l not give rise to any liability of Landlorchall not alter Tenant’s obligation to accept
such space when delivered, shall not constitutefautt of Landlord, and shall not affect the vadljdif the Lease. Notwithstanding the
foregoing, if Landlord has not delivered the Figdfer Space to Tenant within four (4) months after estimated delivery date, Tenant may,
by notice to Landlord within sixty (60) days theftes, terminate its obligation to lease the Fir$te©Space, which notice shall not be
effective if the First Offer Space is deliverediienant within sixty days after delivery of suchnté@ration notice. If Tenant so terminates as to
the First Offer Space, Tenant shall thereafter mvaght to lease the First Offer Space in questiut such termination right shall not affect
Tenant’s rights under this Paragraph 4 with resfzeany other First Offer Space.

Notwithstanding any provision of this Section te ttontrary, Tenant’s rights under this Sectionldhaloid, at Landlord’s election, if
() Tenant is in default hereunder, after any aggille notice and cure periods have expired, atiargyprior to the time Tenant makes any
election with respect to the First Offer Space heder or at the time the First Offer Space wouldtbéed to the Demised Premises or (ii) the
original Tenant named herein (or a Successor oaifieander Section 14.3 of the Lease) occupieshesseighty percent (80%) of the
Demised Premises or (iii) fewer than fourteen msméimain in the Term. Nothing in this Section shaliconstrued to grant to Tenant any
rights or interest in any space in the Buildingd any claims by Tenant alleging a failure of Lamdlto comply herewith shall be limited to
claims for monetary damages. Tenant may not agegrtights in any space nor file any lis pendensimilar notice with respect thereto.

5. Rooftop Satellite Dish Space Subject to the terms set forth below, Landloedeby grants Tenant a license to use a portidneof
roof of the Building for the installation of up tawo (2) communications antennae or satellite digbe3enants uses ancillary to the Permit
Uses in the Demised Premises (tHedtellite Dish’), subject to the prevailing availability of roepace on the Building reasonably designated
by Landlord for such uses. The size, location, neamf placement, screening, installation speciiicet, and other particulars of the Satellite
Dish shall be subject to the prior review and reaste approval of Landlord. Tenant shall be resiidm$or obtaining all necessary permits,
approvals, and operating licenses for such ingi@mfiaand shall pay all costs arising from the iliateon, maintenance, repair, and subsequent
removal of the Satellite Dish.

6. Extension Option(s) Tenant shall have the option to extend therlefrthe Lease for two (2) additional periods oEf(5) years
each (the ‘Second Extension Terhand the “Third Extension Terni respectively; each, anExtension Terri) on the terms set forth below
(the “Extension Option(s)). Yearly Fixed Rent during any Extension Termlkba ninety-five (95%) percent of the Fair Marlk&nt (as
defined below) for the Demised Premises and StoBpgee (as determined below) for such ExtensiomT€&€enant’s lease of the Demised
Premises and Storage Space during any Extension Steall otherwise be on all of the terms and camkt of this Lease in effect on the last
day of the expiring Term, except that Tenant shalle no further option to extend the Term beyordetid of the Third Extension Term set
forth herein, and Landlord shall have no obligateprovide any improvements to the Demised PresmiseStorage Space or any allowances
therefor with respect to the Second or Third Extem3erms.

(a) If Tenant wishes to consider exercising theeBsion Option, Tenant shall so notify Landlordsoth preliminary (i.e., non-
binding) interest no more than sixteen (16) moringl no less than fifteen (15) months, prior todhte the Term is then scheduled to
expire. Failure by Tenant timely to send a notindar this paragraph (a) shall constitute an irrabtewaiver of Tenant’s right to
extend the Term.

(b) If Tenant timely delivers a notice under paeggdp (a) above, within ten (10) days Landlord shatiish Tenant with
Landlord’s estimate of the Fair Market Rent for &pplicable Extension Term. If Tenant disputes larmtls estimate, Tenant shall
provide to Landlord Tenant’'s estimate of Fair MafRent within ten (10) days after receipt of Landle estimate.

(c) If Tenant timely notifies Landlord under paragh (a) above, on or before the date fourteenrighths prior to the date the
Term is then scheduled to expire, Tenant shaleeiff) waive the Extension
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Option, or (ii) exercise the Extension Option byigg Landlord notice to such effect accepting Landls estimate of Fair Market Rent
or such other amount as the parties may have niyagleed upon prior to such date. Failure timelgive a notice exercising the
Extension Option as set forth in this paragraptsf@ll constitute an irrevocable waiver of Tenanght to extend the Term.

(d) “Fair Market Rent” shall be the fair markentghat a willing tenant would pay to lease the s@d Premises and Storage
Space for each year of the Extension Term in questhder the terms and conditions of this Leasjragg the Demised Premises and
Storage Space are in their then existing cond{torin such better condition as the same are reduy be maintained under the term
the Lease), taking into account all relevant fae{arcluding, without limitation, the condition tfe space and the presence or absence
of free rent, tenant improvement allowances, oeotomparable concessions), but disregarding titehistorically paid under this
Lease.

(e) If Tenant shall exercise the Extension Optioaccordance with this Section 3, the provisiofthis Section shall be self-
operative, but upon request by either party afeeemnination of the Yearly Fixed Rent for the Exdien Term, the parties shall execute
an agreement specifying the Yearly Fixed RentlerExtension Term and acknowledging the extensiidneoTerm.

() Notwithstanding any provision of this Sectianthe contrary, Tenant's option to extend the Telall be void, at Landlord’s
election, if (i) Tenant is in default hereundetgafany applicable notice and cure periods havéexpat the time Tenant elects to ext
the Term or at the time the Term would expire loutsuch extension, or (ii) the Tenant originallyread herein (or its Successor as
defined in Section 14.3 of the Lease) shall ocdepg than 80% of the rentable square feet of theifs Premises.

7. Miscellaneous Provisions The Lease is hereby amended as follows:

(&) Section 7.1 of the Lease is hereby amendetklgting the fourth sentence thereof and inseitirity place: “Tenant’s use of
electrical energy in the Demised Premises shalahany time exceed the capacity of any of thetetat conductors and equipment in
or otherwise serving the Demised Premises, providedLandlord shall not materially alter the capeof the electrical conductors and
equipment currently serving the Demised PremisBEse’ parties acknowledge tHaxhibit Eattached hereto sets forth the current
methodology for determining Tenant’s electricalrgjes under the Lease.

(b) Section 7.5 of the Lease is hereby amendedklsting the words “on an around-the-clock bagisitf clause (f) and inserting
in their place “during the hours of 8:00 a.m. t6@p.m. on Mondays through Fridays and 8:00 a.ri2t00 p.m. on Saturdays
(excluding holidays in all cases) and thereaftereasonably appropriate from time to time”.

(c) Section 16(b) of the Lease is hereby amengetkbketing the words “three (3)” in both places whit appears and inserting in
their place the words “nine (9)”. Section 16(chereby amended by inserting after the word “Leasdfie third line thereof the words
“(which damage is estimated to require more thdhdiahe remaining Term to repair).”

(d) Section 27.10 oBxhibit Fattached hereto is hereby added to the LeaseSdtdion 27.9.

(e) With respect to overtime HVAC under Sectiof &f the Lease, the current procedures for requegstich services from
Landlord are set forth dBxhibit Gattached hereto.
8. Notice Addresses Tenant’s notice address is hereby amended:to b

Pegasystems Inc.

101 Main Street
Cambridge, MA 02142
Attention: General Counsel
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With a copy of any default notice to:

Kurzman Eisenberg Corbin Lever & Goodman, LLP
One North Broadway, 19floor

White Plains, New York 10601

Attention: Robin Levitt Topol, Esq.

9. Brokerage. Landlord and Tenant each represents and wartfaat it has had no dealings with any brokergem&in connection
with this Amendment other than Spaulding & Slyer@ker”). Each party covenants to pay, hold harméessindemnify the other party from
and against any and all costs, expenses or lyabilitany compensation, commissions, and chargesietl by any other broker or agent
arising from its breach of the foregoing warrartgndlord shall be responsible for the payment okbrage fees to Broker pursuant to a
separate agreement between Landlord and Brokeraddifional brokerage commission or other compémsatayable in connection with
this Amendment shall be the sole responsibilityf efant.

10. Ratification. Except as set forth herein, the Lease, adqusly amended, is hereby ratified and confirmedlimespects.
[Balance of Page Intentionally Left Blank]
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IN WITNESS WHEREOF, Landlord and Tenant have exadulis Amendment as a sealed instrument as afateefirst set forth

above.

TENANT:

P EGASYSTEMSI NC .,
a Massachusetts corporati

By: /sl JoHNH. PARKER, JR.

John H. Parker Jr
Vice President

By: /s CHRISTOPHERS ULLIVAN

Christopher J. Sullivan
Chief Financial Officer
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LANDLORD:

By:

NOP RIVERFRONTLLC,
a Delaware limited liability compar

By: National Office Partners Limited Partnerst
a Delaware limited partnership,
its Managing Membe

By: Hines National Office Partners Limited
Partnership,
a Delaware limited partnership,
its General Partne

By: Hines Fund Management, L.L.C.,
a Delaware limited liability company,
its General Partne

By: Hines Interests Limited Partnership,
a Delaware limited partnership,
its sole membe

By: Hines Holdings, Inc.,
a Texas corporation
its General Partne

By: /sl JerFReEYC. HINES

Jeffrey C. Hines
President

/s/ ALAN T REFLER

Alan Trefler
Chief Executive Officer



EXHIBIT A
Temporary Space—Floor Plan
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EXHIBIT B

Letter of Credit Requirements

The Letter of Credit required under the Amendmenwhich this Exhibit is attached (i) shall be iroeable and shall be issued by a
commercial bank reasonably acceptable to Landlmthas an office in Boston, Massachusetts, Nevk City, New York, or any other
major U.S. city, (ii) shall require only the presaion to the issuer of a certificate of the holdkthe Letter of Credit stating that a default has
occurred under this Lease after the expiratiomgfapplicable notice and cure period (or that Téhas failed to timely perform any
obligation under the Lease and transmittal of adéhotice is barred by applicable law), (iii) $Hze payable to Landlord or its successors in
interest as the Landlord and shall be freely trenadfie without cost to any such successor or amjeleholding a collateral assignment of
Landlord’s interest in the Lease, (iv) shall be darinitial term of not less than one year and @ona provision that such term shall be
automatically renewed for successive one-year genimless the issuer shall, at least 45 days frittre scheduled expiration date, give
Landlord notice of such nonrenewal, and (v) shéileowvise be in form and substance reasonably aaiolepio Landlord. Notwithstanding the
foregoing, the term of the Letter of Credit for fireal period shall be for a term ending not eardiean the date thirty (30) days after the last
day of the Extension Term, as the same may be @sten

Landlord shall be entitled to draw upon the Lette€redit for its full amount or any portion thefdd if Tenant shall be in default unc
the Lease, after the expiration of any applicalofice or cure period (or that Tenant has failetinely perform any obligation under the
Lease and transmittal of a default notice is balyedpplicable law), or (ii) if, not less than 3@ys before the scheduled expiration of the
Letter of Credit, Tenant has not delivered to Landila new Letter of Credit in accordance with ®étion (which failure shall be deemed a
default without notice or cure period). Landlordymbut shall not be obligated to, apply the ama@amérawn to the extent necessary to cure
Tenant’s default under the Lease. Any amount driavaxcess of the amount applied by Landlord to emmgsuch default shall be held by
Landlord as a security deposit for the performamc@&enant of its obligations hereunder. Said ségcdeposit may be mingled with other
funds of Landlord, and no fiduciary relationshi@kHtbe created with respect to such deposit, nall tlandlord be liable to pay Tenant inte
thereon. If Tenant shall fail to perform any ofatsligations under this Lease, Landlord may, batlgtot be obliged to, apply the security
deposit to the extent necessary to cure the def&ftétr any such application by Landlord of the teetof Credit or security deposit, Tenant
shall reinstate the Letter of Credit to the amaurginally required to be maintained hereunder,rudemand. Within thirty (30) days after the
expiration or sooner termination of the Extensi@nri, as the same may be extended, the Letter ofitGred any security deposit, to the
extent not applied, shall be returned to the Tenaitlhout interest.

In the event of a sale of the Building or lease\w&yance or transfer of the Building, Landlord strainsfer the Letter of Credit or
security deposit to the transferee and Landlordl #iereupon be released by Tenant from all lispflor the return of such security; and
Tenant agrees to look to the transferee solelyhi@ireturn of said security. The provisions hesdwll apply to every transfer or assignment
made of the security to such a transferee. Tenathter covenants that it will not assign or encundreattempt to assign or encumber the
Letter of Credit or the monies deposited hereiseasurity, and that neither Landlord nor its sucoeser assigns shall be bound by any
assignment, encumbrance, attempted assignmertearéed encumbrance.
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EXHIBIT C
Security/Telecommunications Work

Moving costs

IT backbone design

IT switching

New fiber optic system between floors

Upgrade to IT servers

New phone system

New voice mail system

New security system

Additional cooling in the Tfloor wire closet

10 Additional cooling in the Bfloor performance lab

11. New fire suppression system in theflbor data center and the™loor performance lab
12. Removal of unused high and low voltage wiricaihling, and dead circuits

CoNoO~WNE
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EXHIBIT D

6.4 Tenant’s Proportionate Share; Audit Rights.

Tenant's proportionate share of taxes pursuanetti& 6.2 shall mean the fraction, expressedmes@ntage, equal to the Rentable
Area of the Demised Premises (which is deemed ®bk228 square feet as of the date hereof) diviigetthe total rentable area of the
Building (which is deemed to be 340,908 square dseif the date hereof), and Tenant’s proportioshéee of operating expenses pursuant to
Section 6.3 shall mean the fraction, expressedpgsantage, equal to the Rentable Area of the BeahPremises divided by the total rent
area of the Building, exclusive of the rentableaawvéthe portion of the Building from time to tindesignated by Landlord for retail use (wt
is deemed to be 7,841 square feet as of the degefpjeComputations of rentable area arising from future changes in the Demised
Premises, the Building, or its retail area shalhtzle by Landlord’s architect whose good faith deteation shall be conclusive and binding
on Tenant.

Notwithstanding anything to the contrary in the $eas set forth above, the following items shakkkeuded from operating expenses
under Section 6.3: (1) salaries and compensatioafficers and executives of Landlord (above thel®f senior building manager), unless
for work actually performed in or about the Builginrdinarily done by an unrelated third person, toeth only at compensation no higher
than that which would have been paid to such théncon; (2) legal or other fees, leasing or brae@mmissions, advertising expenses,
promotional expenses and other costs incurredasel@egotiations or enforcement of leases aganants or in renewing, amending or
terminating leases; (3) any insurance premiumecettient that Landlord is, or is entitled to bgasately reimbursed therefor by Tenant
pursuant to this Lease (other than pursuant toAttisle) or by any other tenant or other occupafnihe Building pursuant to its lease (other
than pursuant to an operating expenses escaldtioseccontained therein); (4) the cost of any itéansvhich Landlord is, or is entitled to be,
reimbursed by insurance or otherwise compensatelliding reimbursement by any tenant (other thasyant to an operating expenses
escalation clause contained therein); (5) costdtefations, additions, changes, replacementsinaptbvements made in order to prepare
space for occupancy by a new tenant; (6) the dadeotricity furnished to the Demised Premiseamy other space in the Building leased to
tenants; (7) Landlord’s taxes under Section 6.pdébt service, payments of principal, or any ottests (including, without limitation, legal
fees) of the financing or refinancing of any moggar costs incurred in connection with any othearicing, sale, or syndication of the
Building or any interest therein; (9) the costany items furnished to other tenants in the Buddiut not furnished to Tenant hereunder
(provided that the costs incurred by Landlord ioviding any services to Tenant that are not praviole the same basis to all tenants in the
Building shall be allocated among Tenant and ahgmotenants receiving such services); (10) the afosapital items or amortization of the
Building, except to the extent amortized costsagfital items may be charged as Amortized Capitat&as defined below); (11) damages,
penalties, or fines that Landlord is obligated &y py reason of Landlord’s violation of applicakdes or failure by Landlord to comply with
its lease obligations, to the extent not arisirmgrfrany failure by Tenant to timely comply with d@bligations under the Lease; (12) the cos
environmental testing and of complying with appiileafederal, state and local laws dealing withithadling, storage and disposal of
hazardous materials or substances not arisingeiortiinary course of operating a first-class officéding, to the extent not caused by the act
or omission of Tenant or its agents, employeespatractors; (13) depreciation; (14) any rent maicany ground or underlying lease of the
Land; (15) payments to affiliates of Landlord, e Eextent the same exceed the market rate forsmmfces in comparable owner-managed
buildings in the vicinity; (16) travel, entertainmteor dining expenses, other than those reasomableustomary in the operation of the
Building, (17) costs that would otherwise consétoperating expenses to the extent related exelysio retail or storage space in the
Building, (18) costs of operating, maintaining, agmg and restoring the parking garage, and (1&)agement fees in excess of 2.5% of g
revenues provided the same do not exceed marlest r&tmortized Capital Costs” shall mean amortizegital expenditures for the purpose
of reducing operating expenses as set forth ini@®e6t3 or for alterations and improvements toBdding by reason of any laws, building
codes, regulations first applicable to the propaftgr the date hereof or other requirements ofgowernmental or quasi-governmental
authorities or the requirements of insurance
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bodies imposed on Landlord or Landlord’s insuretoomaintain the Property as a first-class buildingeach case amortized as set forth in
Section 6.3. Landlord represents that to its bestedge the ADA requirements and all life and treahfety systems, including sprinklers,
fire and smoke alarms, are in compliance with l@cal federal laws, codes, regulations and ordireance

If less than ninety-five percent (95%) of the Binilglis occupied at any time, then those items ihetliin operating expenses that are
subject to change based upon actual occupancg iBuliding shall be appropriately adjusted by Landlto the amounts that said items
would have been, as reasonably determined by Ledhddad the Building been fully occupied at all¢éisnduring such year. Similar
adjustments may be made by Landlord in cases inhathie tenants do not require or desire such wodervice, or the tenants are themse
obtaining and providing such item of work or seevic

Upon request by Tenant made within one hundredtindgys after delivery to Tenant of Landlord’s yead statement concerning
operating expenses, and no more than once annbatiglord shall make available for Tenant’s revigsvtinent records and documents used
in preparing such statement. Any such review df@ttonducted by a certified public accountant feormationally recognized accounting fit
Prior to such review Tenant (and its accountard)l gmter into a confidentiality agreement in anfiatreasonably supplied by Landlord
restricting the use of such information solelyhe tletermination of Tenant’s share of operatingeazps hereunder and certifying that Tenant
has not engaged such reviewer or accountant ootéuey person or firm on a contingency fee basimection with such review. Such
review shall take place during business hours omare than five (5) business days in the officekarfdlord or its building manager (or in
another location in Boston specified by Landlomddl ghall be completed within fifteen (15) busindags after the date that such materials
first made available. Review shall be limited te tlecords evidencing the operating expenses al®talbhe Demised Premises that were
by Landlord in preparing such year-end statemeopi€s of any documents requested by Tenant shatidue by Landlord at Tenant’s
reasonable expense. If Tenant has not furnishedlaahwith a completed audit report within thre¢ if3onths after the date such access is
first made available to Tenant specifically ideyitify the particular items from Landlord’s year-etdtement that are in dispute, then Tenant
shall be deemed to have accepted the year-endhstatevith respect to all items that have not beedisputed. If operating expenses for the
calendar year (as finally determined hereunderjem®than reported, Landlord shall, at Tenangst@n, pay such amount to Tenant within
thirty (30) days or provide Tenant with a crediagigt the next installment of Rent in the amourthefoverpayment by Tenant. If operating
expenses for the calendar year (as finally detexchirereunder) are greater than reported, Tenalipslya_andlord the amount of any
underpayment within thirty (30) days. During thenxgency of any such review or any dispute, Tenaall siiake payments of additional rent
for operating expenses based on Landlord’s calomstand Tenant shall have no right to abateaenffset any amounts against any
payments otherwise due under this Lease. The rgghtsted under this paragraph are personal toéharit originally named herein (and any
Successor under Section 14.3 of the Lease to vihechease may be assigned) and may not be exelysadon behalf of any subtenant or
other party. In no event shall Tenant be permitteelxamine Landlord’s records or to dispute aniestant of operating expenses if Tenant is
then in default under this Lease continuing beyamyg applicable notice and cure period. If Landldogs not invoice Tenant for any item of
operating expenses, real estate taxes, or othggehéor additional rent under Articles 6 and Thaf Lease within twenty-four (24) months
after Landlord’s payment of the costs of such ifem if later, within twenty-four (24) months aftdre end of the pertinent accrual period for
the costs of such item), Landlord shall be deerndthve waived its right to seek reimbursement dichdtem; provided, however, that this
sentence shall not apply to any such items for kit invoice is barred by applicable law or is giwen for any other reason beyond
Landlord’s control or to any such items if Tenalairms a refund, rebate, or other disputed amowntardy charges under the Lease with
respect to the calendar year in which such itemin@sred or accrued or any other prior period.
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EXHIBIT E

PROCEDURE FOR ALLOCATION OF COSTS OF
ELECTRIC POWER USAGE BY TENANTS
(101 Main Street, Cambridge, Massachusetts)

1. Main electric service to the Building will begwided by the local utility company to the basdding meters. These meters track
electricity usage from stairwell and emergencythglelevators; heat pumps and HVAC in the Buildiexterior lighting; and all main
Building mechanical systems (common areas on daoh fncluding the elevator lobby, corridors, arathrooms) (the “Base Building
Electricity”) and shall be allocated to tenantsl. &larges by the utility will be read from this raetind billed to and paid by Landlord at rates
established by the utility company.

2. All costs of Base Building Electricity to Landtbshall be treated as part of the operating exgseatthe Building for purposes of
determining the allocation of those costs.

3. Separate electric service from the utility compdirectly to tenants will be required by Landldod each tenant to measure all
electricity provided for lights, power specific st equipment including computer room and telephonen HVAC, cafeterias, or other
special purpose facilities.
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EXHIBIT F

Other Lease Sections

27.10 Holding Over. If Tenant (or any person holding under ootlgh Tenant) fails to vacate and surrender the BeanPremises to
Landlord as required hereunder upon the terminatiagxpiration of the Term, such holding over shal] except as Landlord may elect
pursuant to the next sentence, as a tenant ataufke (requiring 30 days’ notice of terminationdither party to the other) at a monthly fixed
rent (“Holdover Rent”) equal to (i) 125% (for thiest thirty (30) days of any such holdover), (if6 (for the next thirty (30) days of any
such holdover), and (iii) thereafter, 200% of theager of the Yearly Fixed Rent due hereundertferast month of the Term or the rent be
guoted by Landlord for comparable space in theddugj at the time of the termination or expiratidrttee Term, and otherwise subject to all
the covenants and conditions (including obligatitmpay Additional Rent under Sections 6.2 and 6f3his Lease as though it had originally
been a monthly tenancy. Notwithstanding the fonegpif Landlord desires to regain possession ofxbmised Premises promptly after the
termination or expiration hereof and prior to adeepe of rent for any period thereafter, Landlo@yrat its option, forthwith re-enter and
take possession of the Demised Premises or anyheaetof without process or by any legal procedsiice in The Commonwealth of
Massachusetts.

Notwithstanding the establishment of any holdoeeancy following the expiration or earlier termioatof the Term, if Tenant fails
promptly to vacate the Demised Premises at the&imn or earlier termination of the Term, Tenamlssave Landlord harmless and
indemnified against any claim, loss, cost or expgircluding reasonable attorneys’ fees) arisingabT enants failure promptly to vacate t
Demised Premises (or any portion thereof) and ufggnand pay to Landlord any damages or loss inclnyddandlord as a result of any
delayed or terminated lease of all or part of treises by another party.
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EXHIBIT G
REQUESTING OVERTIME HVAC
General Information:

Overtime HVAC is defined as heating or cooledter Business Hours. Business Hours for Riverfront @ffkark are Monday through
Friday 8AM to 6PM and Saturday 8AM to 12PM, Commeaith of Massachusetts holidays excluded. A listeriant-authorized requestors
shall be on file at the Management Office, and 8gcliobby Desk. It is the responsibility of the @t to maintain a current list and submit
that list to Hines Management. Hines has providetat Pump Location guide that should be distridtioeeach Tenant-approved requestor.
Requestors should be prepared to reference thatidmcguide when making a request for overtime HVA@ditional copies of this map may
be obtained through the Management Office.

Procedures for making a request: DURING BUSINESS HOURS

1. Tenant-authorized requestor may e-m@&h(istine_granade @hines.conor FAX attached “Overtime HVAC Request” form
(see attached) to the Management Office at (612)14%0. Requestors should be familiar with the jotest heat pump location map,
and be prepared to reference a heat pump locatidmamber(s).

2. Overtime Service for: Please make request by:
Weekdays,holidays exclude: 3PM of the day neede
Weekends(Saturday after 12PM; Sunde 3PM the preceding Fridz
Holidays 5PM the preceding workdz

AFTER BUSINESS HOURS

1. After business hours, requestor shall contactiBty at (617) 497-7711, Option 1, and reque8thwi relayed to the on-call
Hines engineering staff who will execute the sexas requested.

2. Requestor will be asked by Security to prowidermation needed on Overtime HVAC Request formjnty concerning the
specific heat pump(s) that are to be programmedteidfloor/area location(s). Requestors shouldiaeiliar with the provided heat
pump location map, and be prepared to refereneabgump location and number(s).

NOTES:
* The targeted service level for overtime HVAC redqsesade after business hours is 30 minutes fronirtiesthe call is initiated.

» These procedures are subject to change with 30mtayswritten notice to tenant. Changes, if anill e consistent with services
rendered in comparable Class A buildings in Cangai
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November 5, 200

Pegasystems Inc.

101 Main Street

Cambridge, Massachusetts 02142
Attention: Mr. Christopher Sullivan

Re: Lease dated February 26, 1993 with NOP Riverfrar@ Las successor in interest to Riverfront Offieek®Joint Venture, and
Pegasystems Inc. (as amended,”Leas(”) regarding space at 101 Main Street, Cambridge, Massett:

Deal Chris:

You have advised us about a change in the antezgipsthedule for Pegasystems to make tenant impewsrin its space at 101 Main
Street. Paragraphs 1(e) and 1(f) of Amendment No.A&reement of Lease dated July 31, 2002 contaimphat Pegasystems would perform
certain improvements and requisition the Finish Mlfowance and the Additional Allowance no lateah May 16, 2004. This letter will
confirm the Landlord’s agreement that (a) the MBy2004 outside date will apply to 20% of each saithwance, and (b) Pegasystems will
requisition at least an additional 20% of each slldwance each anniversary thereafter through My2008, provided that the Landlord
reserves the right not to fund any such requisitosrwork in connection with any sublease or assignt (other than to a Successor as definec
in Section 14.3 of the Lease). Capitalized ternesliend not defined herein have the meanings gétifothe Lease.

Sincerely,

/sl  SHAY SIms

Shay Sims
Property Manager



Acknowledged and Agreed:

P EGASYSTEMSI NC.

By: /s/ CHRISSULLIVAN
Chris Sullivan
CFO
C: Michael Francis
Exhibit 21.1
SUBSIDIARIES OF PEGASYSTEMS, INC.

Name of Subsidiary Jurisdiction of Organization
Pegasystems Limite England
Pegasystems Proprietary Limit Australia
Pegasystems Worldwide Ir United State:
Pegasystems Investment |i United State:
Pegasystems Compa Canade
GDOO AB (Liquidated 9/30/01 Final Distribution QD@) Sweder
Pegasystems Private Limit: Singapore

EXHIBIT 23.1

INDEPENDENT AUDITORS’ CONSENT

We consent to the incorporation by reference iniReggion Statement Nos. 333-09305, 333-53746,383189707 of Pegasystems Inc.
on Form S-8 of our report dated February 17, 28@Bearing in this Annual Report on Form 10-K of #sgtems Inc. for the year ended
December 31, 2002.

Deloitte & Touche LLP
Boston, Massachusetts
March 10, 2003
Exhibit 99.1

CERTIFICATION PERSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(SUBSECTIONS (a) AND (b) OF SECTION 1350, CHAPTER 8 OF TITLE 18, UNITED STATES CODE)

In connection with the Annual Report of Pegasystams (the Company) on Form 10-K for the year ehBecember 31, 2002 as filed
with the Securities and Exchange Commission ord#tte hereof (the “Report”), each of the undersigoffiders of Pegasystems Inc., certify,
pursuant to 18 U.S.C. Section 1350, as adoptedipot$o Section 906 of the Sarbanes-Oxley Act @22@hat:

(1) The Report fully complies with the requiremtseof Section 13(a) or 15(d), asapplicable, ofSkeurities Exchange Act of
1934, as amended; and

(2) The information contained in the Reportlfapresents, in all material respects,the financaaidition and results of
operations of the Company.

/s ALAN T REFLER

Chairman and Chief Executive Officer
(principal executive officer)

February 25, 200

/s/ CHRISTOPHERS ULLIVAN

Senior Vice President, Chief Financial Officer andTreasurer
(principal financial and accounting officer)

February 25, 200

End of Filing
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