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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, 2003

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

Commission File No. -11859

PEGASYSTEMS INC.

(Exact name of Registrant as specified in its chaet)

Massachusetts
(State or other jurisdiction of incorporation or or ganization)
(IRS Employer Identification No. 04-2787865)
101 Main Street
Cambridge, MA 021421590

(Address of principal executive offices) (zip code)

(617) 379600

(Registrant’s telephone number, including area code

Securities registered pursuant to Section 12(b) dfie Act:
None
Securities registered pursuant to Section 12(g) tie Act:
Common Stock, $.01 par value per shar

Indicate by check mark whether the Registrant ék)filed all reports required to be filed by Secti® 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 ferpiist 90 days. Ye&] No O

Indicate by check mark if disclosure of delinquiélers pursuant to Item 405 of Regulation S-K is aontained herein, and will not be
contained, to the best of the Registrant’s knowdedy definitive proxy or information statementsanporated by reference in Part 11l of this
Form 10-K or any amendment to this Form 10-Kl

Indicate by check mark whether the Registrant ia@elerated filer (as defined in Exchange Act Rizk-2).
Yes 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 30,
2003) was approximately $75 million.

There were 35,325,869 shares of the Registranttsramn stock, $.01 par value per share, outstandinigebruary 4, 2004.
Documents Incorporated by Reference

Document Description 10K Part

Portions of the Registre’s Proxy Statement for the Annual Meeting of Stoddtars to be held June 3, 20 Il
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PART |

ITEM1 BUSINESS
Overview

We develop, market, license, and support softwaaednables transaction intensive organizatiomsanage a broad array of business
processes. Our rules based business process maragenBPM, software is used by some of the ldrgesipanies in the world to automate
decision making and the processes implementingttesisions. Our software is capable of being bgatiousands of concurrent users, runs
on a broad range of computer platforms and intedadth many other applications and databasesnBssiusers, and not just technical
programmers, are able to modify the logic of oysliations, thus enabling organizations to alteirtbusiness processes rapidly in response
to changing business conditions. We provide impleatén, consulting, training, and technical supgervices to facilitate the use of our
software. We also maintain alliances with systemgrators and independent software vendors toostippr customers.

SEC Reports and our code of conduct

We maintain a website with the addressw.pega.com. We are not including the information containedoain website as part of, or
incorporating it by reference into, this Annual Rgpon Form 10-K. We make available free of chalgeugh our website our Annual
Reports on Form 10-K, Quarterly Reports on FornQl@nd Current Reports on Form 8-K, and amendmeriteese reports, as soon as
reasonably practicable after we electronically $ileh material with, or furnish such material tee Securities and Exchange Commission.
code of conduct is available free of charge, bytactimg Investor Relations, Pegasystems Inc., 1ahMNtreet, Cambridge, MA 02142.

Business strategy

Our goal is to provide leadership in the marketrfdes based business process management softwdrat-we call “Simply Smart
BPM.” We are pursuing this goal through two compdertary sales strategies.

Direct sales: We intend to continue direct sales of our sofeavaroducts, both our BPM applications and our BRaffgrm products, to
our target markets in financial services and healta These products streamline and enhance wdidepance by applying process
automation to key areas of customer service andpgixms processing. Exceptions are transactionatkeddentified as requiring additional
information or follow up activity to be completed.

Strategic partnerships: We also intend to continue to develop and expantexclusive strategic relationships with systemsgraeors
for the marketing and sale of our rules based B&dMrology. Through these partnerships, we seelirsup business in other industries
including insurance and government. These partt@mrgplement our software with their technology aetivér strategic business planning,
consulting, project management, and implementa@wices to our customers. Currently, our systenegration partners include Accenture,
BearingPoint and IBM.

Pegasystems’ products
We provide rules based BPM platforms applicablmémy industries and rules based software applitaifior customer process
management and exceptions management in the fadesesivices and healthcare industries.
Rules based BPM platforms
We provide two rules based BPM platforms — PegaRBEFocess Commander, and PegaWORKS. These platfi@msolve a wide
range of business process management problemsavidgocustomers an
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opportunity to leverage previous technology invesita by integrating software applications acrossramon platform. Our applications
products are based on these platforms.

Customer process management applications

With Pegasystems’ products, organizations linkaustr service and back office operations and integraultiple communications
channels, such as call center, e-mail, local brarfiites, and the Internet. Our products extendéaeh of existing customer relationship
applications to achieve automation efficienciesbgnpleting the often complex and detailed followagpivities associated with customer
interactions. Our products also integrate with aomgrs’ legacy applications.

» PegaCARD Customer Carehas been designed to deliver differentiated cust@mevice and automation capabilities, providing
credit card issuers with the flexibility and agiltb help quickly implement new practices and psses, bring new services to
market and specialize processing to the needsegfdtifolios, departments or demograph

» PegaHEALTH Service Managerautomates the handling of many common healthcare pember inquiries, supporting contact
management, account maintenance and history, deslinguiries

» Pega Customer Process Managentroduced in early 2004, is a customer servicefatitlment application applicable to many
industries

Exceptions management applications

We offer products predominately for the financiavices and healthcare industries that addresgpt®ne management — transactions
that are not automatically processed by existirgjesys. These products are designed to increasithieer of transactions processed straight
through without intervention. By automating notyrtsearch and decision making, but also the bssipecesses necessary to execute the
decisions, our exceptions management applicatiangeduce the costs and risks associated with mpr@essing, while improving quality
and efficiency.

 PegaCARD Smart Disputeautomates the myriad of rules that govern how tiedid charges are managed. Our software integrate
issuer, alliance, bank, customer and other rulgsdmote optimal and consistent performai

« PegaPAYMENT Smart Investigationsprovides exceptions management capabilities thanhzate the investigation and resolution
of exceptions in corporate actions, payments andries settlement investigations, retail brokeraand wholesale clearing
services

* PegaPAYMENT Smart Adjust automates check research and adjustment processiegmlining check and other payment
processing functions, reducing manual work and émgkefficient access to data stored on microfilnd aigital media

 PegaHEALTH Claims Exception Automationautomates back office claims exceptions processlagns payment and exception
research functions, which can reduce the amoumtasfual work, error rates and operational costslewtmproving quality and
efficiency.

» Pega Quality & Exceptions Managelintroduced in early 2004, is an exception managémeplication applicable to many
industries
Markets and representative customers

The market for BPM software is driven by busineghas seek systems that meet their need for pradlyctguality, agility and
compliance. Our target customers are those orgémzafaced with managing complex customer tramsastand who regularly modify the
rules and processes relating to those transactiunstraditional customers are large companiekérfinancial services and healthcare
markets. With our PegaRULES Process Commandepoptative are also able to offer solutions to otheustries.
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Financial services

Financial services organizations continue to regsaftware to improve the quality, accuracy anatiefficy of customer interactions and
transactions processing. Pegasystems’ customeegg@nd exceptions management products provideiftgxand functionality to allow
customers maximum responsiveness to meet changsigdss requirements. Representative financialcgseustomers of ours include:
American Nationa) Bank of America, N.A., Barclays Bank PLC, CitibamMkA., Credit Lyonnais, Credit Suisse Group, FIBeston
Financial Services, N.A., The Hong Kong and ShanBlaaking Corporation Limited, JP Morgan Chase & ,0¢ational Australia Bank
Limited, Rabobank, and Société Générale S.A..

Healthcare
Healthcare organizations also continue to seelpmgducts that integrate their front and back offigatives and help drive customer
service, efficiency and productivity. Represen&atiealthcare customers of ours include Blue CrodsBdue Shield of Massachusetts, Blue
Cross & Blue Shield of Rhode Island, HealthNow Néark, and Hospitals Contribution Fund of Australianited.

Sales and marketing

We market our industry-specific applications sofevand services primarily through a direct salesgoTo support our sales force, we
conduct a full range of marketing programs, inahggindustry trade shows, industry seminars, mestwith industry analysts and other dir
and indirect marketing efforts. Our consulting §thiisiness partners, and other third parties géseerate sales leads. As of December 31,
2003, sales and marketing included 102 people wiaiel

We also market our software with partners, inclgdigstems integrators who design and deploy imphktatiens based on Pegasystems
rules based BPM technology; independent softwanelaes who build specific applications on our tedbgy; and technology partners with
whom we work to broaden platform support. Our pendrinclude Accenture, BearingPoint, CSC, IBM, Satyand Sun Microsystems.

In addition, we market our products and technolibggugh third parties. For example:

* We have a non-exclusive relationship with FirstédResources Inc., or FDR, the largest credit peydessor in the world. FDR
uses and re-licenses our software to the creditcaarket. First Data Evolve is an integrated ajgpidn for credit card customer
service and collections designed to run on Pegasy’ rules technology

 PFPC, Inc., an affiliate of PNC Bank Corp, inaangtes Pegasystems’ technology into a comprehensivice solution for mutual
fund institutions

Sales by geography

In 2003, 2002, and 2001, sales to customers bassitie of the United States represented 20%, 28%28%, respectively, of our total
consolidated revenue. During 2003, 2002, and 2@@1derived our revenue from the following geograpireas:

($ in thousands) 2003 2002 2001

United State: $79,12: 80% $75,61" 78% $73,127 7%
United Kingdom 12,041 12% 14,80¢ 15% 10,04( 11%
Europe, othe 6,64( 7% 3,59t 4% 8,96¢ 9%
Other 1,50¢ 1% 3,39( 3% 2,921 3%

$99,31: 10C% $97,40¢ 10C% $95,06: 10C%
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In 2003, two customers each accounted for apprarimna5% and 12% of our total revenue. In 2002 20@1, one customer accounted
for approximately 26% and 14% of our total revemaspectively. See Note 1 to Consolidated Finargtalements.

Services and support

We offer services and support through three groopsprofessional services group which shares niaokisiness and technical
knowledge with our customers throughout the satedeployment of our applications; our global custoisupport group which provides
support and maintenance for our customers; anédweation services group which offers training paogs for our staff, customers, and
partners. As of December 31, 2003, these servitgsapport groups consisted of 128 people locatedii 10 offices.

Professional services

Our professional services group helps companiegartders implement and optimize our software. €h@sjects enable us to guide
our customers through a disciplined approach tdogepent of our applications, and allow our workflanchitects and business process
automation consultants to gain industry specifiowledge that can benefit future product developmidiainy of our customers choose to
engage our professional services group to expagidube of our software to additional businessrodpct lines or add new functionality to
their existing solutions. In addition, systems gntgors and consulting firms, with which we hav@ates, also help our customers deploy
products.

Our implementation procedures, which we call Adweahimplementation Methodology, or AIM, were devadghrough field
experience and facilitate implementation of outwafe through a disciplined approach to project agament that establishes standards for
project activities and provides a basis for goveoeaand accountability. By adopting a phased agpré@adeployment, our customers can
engage in smaller, more easily managed projectatbamore likely to result in a successful solutio

Global customer support

Our global customer support group is primarily msgible for support of our software deployed atauner sites. Support services can
include automated problem tracking, prioritizatammd escalation procedures, periodic preventativiataraance, documentation updates, new
software releases, and regularly scheduled meetiitgour staff.

Our customers are granted access to our web-baKexbsvice extranet. The password-protected $fexa portal for information
important to the implementation and use of our potsl Our extranet is available at any time of diagight and users may access the site to
interact with us at their convenience and to vieadpct information, sales and marketing supportemals, Pegasystems news and event
information.

Education services

We offer training for our customers, partners, atadf. Training is offered in one of our regionadlinhing facilities in Cambridge,
Massachusetts and Reading, England, or may beadlyeiranged at customer sites. Courses are esdedand are designed to meet the
specific requirements of process architects, systemitects, and system administrators.
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Research and development

Our product development priorities are to contitmexpand our rules based BPM platforms and exbemdustomer process
management and exception management productsemt@reas within the financial services and heatthozarkets. We also intend to
maintain and extend the support of our productpégular hardware platforms, operating systemsldates and connectivity options to
facilitate easy and rapid deployment in diverseiimfation technology infrastructures. Our goal veithof our products is to enhance ease of
implementation, long-term flexibility, and the atyilto provide improved customer service.

We believe that the challenge of maintaining fufpeeformance and visionary technology leadershipdepend on our ability to
anticipate changes, maintain and enhance our dyreducts, develop new products, and keep padetié increasingly sophisticated
requirements of our current and prospective custervée must develop products that conform to ogtamers’ information technology
standards, scale to meet the needs of large eisespoperate globally, and cost less than annatelevelopment effort. Our development
organization is responsible for product architesteore technology development, product testing,carality assurance.

As of December 31, 2003, our development groupistetsof 101 people and has been significantly kupented by the use of
outsourced resources. During 2003, 2002, and 2@8&arch and development expenses were approxyn$&elé million, $21.3 million, and
$20.8 million, respectively. We expect that we widled to continue to commit significant resourcesur product research and development
in the future. We expect to spend somewhat le20@4 than in 2003, following the deployment of savaeew products in the first half of
2004.

Competition

The BPM software market is increasingly and intgnsempetitive, rapidly changing, and highly fragmeed, as current competitors
expand their product offerings and new compani¢sréhe market. Competitors vary in size and ingtt@pe and breadth of the products and
services offered. We encounter competition from:

» Business process management vendors such as Fdab&taffware
* Rules vendors such as Fair Isaac and IL

» Professional services organizations and curnestioeners’ information technology departments, winay seek to develop
proprietary system:

« Companies that target financial services, heaftyansurance and other specific markets suctaagker, SmartStream and
Trintech; anc

» Software application vendors, such as Oracle, R&mit, Siebel Systems, and Chordiant, whose predyen multiple industrie
We have a strong presence in exceptions managemimancial services and healthcare; however, axeha relatively small share of

the overall BPM market. We have been most successfapeting in situations that require a high degrvéscale and process compatibility
and high propensity for change. We believe thaptivecipal competitive factors within our marketinde:

» Product adaptability, scalability, functionalitypychperformance

» Proven success in delivering ¢-saving and efficiency improvemen

» Easwof-use for developers, business units anc-users;

e Timely development and introduction of new prodwatsl product enhancemer
» Establishment of a significant base of referenctaruers
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» Ability to integrate with other products and teclogies;

e Customer service and suppc

e Product price

* Vendor reputation; an

» Relationships with systems integratc

Many competitors have far greater resources andbeaable to respond more quickly and efficientlyéa or emerging technologies,
programming languages or standards or to changasstomer requirements or preferences. Competitagsalso be able to devote greater
managerial and financial resources to develop, pterand distribute products and provide relatedgliimg and training services. There can
be no assurance that we will be able to competeesséully against current or future competitorghat the competitive pressures faced by us
will not materially adversely affect our businesperating results, and financial condition.
Employees

As of December 31, 2003, we had 422 employeeshohw346 were based in the United States, 4 werdliasCanada, 60 were based
in Europe, and 12 were based in Australia. Of ¢tital,t 102 were in sales and marketing, 128 perfdromsulting and customer support, 101
performed research and development, and 91 wexgnninistration.

Backlog of license, maintenance and consulting renees

As of December 31, 2003, we had software licensenaaintenance agreements and fixed fee professseméces agreements with our
customers expected to result in approximately $88liBon of revenue in 2004. Under such agreememésmust fulfill certain conditions
prior to recognizing revenue, and there can bessarance when, if ever, we will be able to satifhguch conditions in each instance. As of
December 31, 2002, we had software license andtemgince agreements and fixed fee professionalcgsraigreements with our customers
that were expected to result in approximately $38il8on of revenue in 2003. 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®eateld in an 85,228 square foot
leased facility in Cambridge, Massachusetts. Thsddor this facility expires in 2013, with the ioptto extend for two additional five-year
periods. We also lease space for our other offitéise United States, Canada, Australia, Franoe tlae United Kingdom. These leases ex
at various dates through 2007. We believe thattiaddil or alternative space will be available asdesl in the future on commercially
reasonable terms.

ITEM 3 LEGAL PROCEEDINGS
Not applicable.

ITEM 4 SUBMISSION OF MATTERS TO A VOTE OF SECURI TY HOLDERS
During the fourth quarter of fiscal 2003, there &vap matters submitted to a vote of security halder
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EXECUTIVE OFFICERS OF THE REGISTRANT

The names of our executive officers and certaiormftion about them are set forth below as of Déeer81, 2003:

Age
Name Position(s) and Office(s) Held
Alan Trefler 47  Chief Executive Officer and Chairmi
Henry Ancone 59 President, Chief Operating Officer and Direc
Joseph J. Frisci 49  Executive Vice President of Sales and Ser
Christopher J. Sulliva 44  Senior Vice President, Chief Financial Officer dwdasurel
Michael Pyle 49  Senior Vice President of Product Developnr

There are no family relationships among any ofexacutive officers 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 ftnadisfer product for TMI Systems Corporation, #ivgare and services company. Mr.
Trefler holds a B.A. degree in economics and coepstience from Dartmouth College.

Henry Ancona joined Pegasystems in 2002 as President and Chiefaing Officer and was elected a Director of Bggems in
December 2002. He serves as a director of OneSnfia@nation Services, Inc., a provider of businedsrmation, and Sentillion, Inc., a
provider of healthcare information technology siolus. Prior to joining us, he served as Chairmaesiglent and Chief Executive Officer of
Evidian, a supplier of security and telecommunaaimanagement software. Prior to Evidian, he seageExecutive Vice President at
Polaroid Corporation, where he led the Commerading and Electronic Imaging businesses. He atbdvariety of management
positions at Digital Equipment Corporation, a cotepiompany, including Vice President of the offscdtware business. Mr. Ancona holds
B.S. and M.S. degrees in electrical engineerinmftioe Massachusetts Institute of Technology ankl &hA. from Harvard University's
Graduate School of Business Administration.

Joseph J. Friscia joined Pegasystems in 1984 and has served as fueeblite President of Sales and Service from 19&# danuary
2004. Prior to joining us, he worked as a monegsfer operations manager with Bankers Trust CompawayJ. Henry Schroder Bank and
Trust Company. Mr. Friscia holds a B.A. degree filoong Island University and an M.B.A. degree fromefphi University. In January 20(
Mr. Friscia resigned from Pegasystems.

Christopher J. Sullivan joined 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 PresidefiMs Holding Group, a software and information\sees 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 Presicbf Finance at Digital Equipment Corporation.itdéds a B.S.B.A. degree and an M.E
degree from Babson College.

Michael Pyle joined Pegasystems in 1985 and has served as S8o@President of Product Development since Aug0e80. Including
his positions with Pegasystems, Mr. Pyle’s profassi background encompasses almost thirty yeasefofare 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, REL ATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

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 2003 and 2002. Our common stock is tradelbuthe Nasdag Symbol “PEGA.”
As of January 13, 2004, we had approximately 9¢ks$tolders of record and approximately 4,000 beradfavners of our common stock. On
January 13, 2004, the closing sale price of ourrmomstock was $9.64. We have never declared orgmgicdtash dividends on our common
stock. We intend to retain our earnings to finafutere growth, and therefore have not paid dividggmobr do we presently anticipate paying

any dividends in the foreseeable future.

High Low

2003
First Quarte! $ 5.87 $3.1C
Second Quarte $ 8.0C $3.94
Third Quartel $ 8.9t $6.6¢
Fourth Quarte $ 8.81 $7.21
High Low

2002
First Quarte! $ 8.5¢ $4.2¢
Second Quarte $11.9¢ $7.5C
Third Quartel $ 9.4C $5.2(
Fourth Quarte $ 7.2C $5.0C

Pegasystems did not sell any of its equity seegriti 2003 that were not registered under the 8&suAct of 1933.
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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.

Year Ended December 31,

2003 2002 2001 2000 1999

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

Total revenue $ 99,31 $ 97,40¢ $ 95,06 $ 83,47¢ $ 80,96
Income (loss) from operatiol 14,67 11,47¢ 6,53¢ (25,957 (5,920
Income (loss) before provision for income ta 21,83: 17,197 13,53¢ (20,55¢) (910
Net income (loss 17,68: 15,291 12,53« (20,85¢) (2,410
Earnings (loss) per shal

Basic $ 0.51 $ 04f $ 0.3¢ $ (0.7) $ (0.0¢

Diluted $ 0.4¢ $ 04< $ 0.3i $ (0.7) $ (0.0¢
Weighted average number of common shares outsigr

Basic 34,51¢ 33,83¢ 32,67% 29,20¢ 28,94°

Diluted 35,757 35,98( 33,43 29,20¢ 28,94°

Year- Ended December 31,

2003 2002 2001 2000 1999

(in thousands)
Consolidated Balance Sheet Date

Cash and cash equivalel $ 67,98¢ $57,39¢ $33017 $17,33¢ $ 30,00«
Investment: 19,94¢ 6,05 — — —

Working capital 95,97¢ 75,50! 57,157 43,75¢ 49,79(
Long-term license installments, n 53,66¢ 48,667 43,15¢ 37,40: 36,744
Total asset 184,72¢ 157,35¢ 125,07 110,49: 124,99:
Long-term deb — — — — —

Stockholder’ equity 153,17: 130,92° 104,95¢ 92,06: 101,04!

ITEM7 MANAGEMENT’S DISCUSSION AND ANALYSIS OF F INANCIAL CONDITION AND
RESULTS OF OPERATIONS

Results of Operations
2003 Overviev

Total revenue in 2003 increased 2% to $99.3 milfrom $97.4 million in 2002 due to an increaseervices revenue, which was
partially offset by a decrease in license revehie.signed more new customer license business i8 @0 in 2002. However, the majority
of our license revenue in 2003 was from existingta@mers who chose to renew, add on to, or exteziddke of our software. The increase in
services revenue in 2003 was primarily due to imgetation projects associated with recent new custdicense signings. Some of those
implementation projects are not yet complete ardefiore the associated license revenue has nbegetrecognized. Income before provi:
for income taxes increased to $21.8 million in 26@8n $17.2 million in 2002 primarily due to a $30nillion improvement in service
margins. Net income for 2003 increased to $17.Hanifrom $15.3 million in 2002 despite an increa@seur effective income tax rate. We
generated $21.0 million in positive cash flow froperations during 2003, and ended the period v@8th®%million in cash and marketable
securities and $82.2 million in combined short bmdy-term license installment receivables.
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We face several challenges to growth in 2004, thidlg an anticipated reduction of license revenoefFDR of approximately $10.6
million and reduced scheduled renewals of terrmbes. In addition, because our PegaRULES technddagyatively new, there are risks
related to customer acceptance and implementagélays, which could affect the timing and amounlicgnse revenue we are able to
recognize. In response to these challenges, weihereased our sales force and the number of engags with third party partners capable
of supplementing our sales and implementation eff@onsequently, we anticipate incurring significadditional sales and marketing
expenses in advance of generating incremental aatethe corresponding revenue. Additionally, dteative income tax rate will increase in
2004, contributing to an expected EPS decline peaa-over-year basis.

Statement of Income Information
The following shows certain items reflected in &atements of Income as a percentage of total veven

Year ended December 31,

2003 2002 2001
Software license revent 58.1% 65.6% 46.2%
Services revenu 41.¢ 34.¢ 53.7

Total revenue 100.C 100.C 100.C
Cost of software licens 0.4 2.7 3.2
Cost of service 27.2 30.C 39.2

Total cost of revenu 27.€ 32.7 42.F

Gross profit 72.4 67.2 57.t
Research and developmt 21.7 21.¢ 21.¢
Selling and marketin 25.C 23.¢ 18.4
General and administrati 10.¢€ 9.7 10.2

Total operating expens 57.€ 55.k 50.¢€

Income from operatior 14.¢ 11.¢ 6.8

Installment receivable interest incol 5.2 5.¢ 6.5

Other interest income, n 0.8 0.8 0.6

Other income (expense), r 1.2 (0.8 —

Income before provision for income ta 22.C 17.7 14.2

Provision for income taxe 4.2 2.C 1.1

Net income 17.€% 15.7% 13.2%

International Revenues

International revenue was 20%, 22%, and 23% of tatasolidated revenue in 2003, 2002, and 200peacs/ely. Our international
revenue may fluctuate in the future because su@ntee is generally dependent upon a small numbroofuct acceptances by our custon
during a given period. Historically, most of oumtacts have been denominated in U.S. dollars. ¥gect, however, that in the future more
of our contracts may be denominated in foreignenaies which may expose us to increased curreradyagxge risk.
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Year ended December 31, 2003 compared to year endedcember 31, 2002

Revenue

Total revenue for 2003 increased 2% to $99.3 miilfrom $97.4 million for 2002. The increase was tluan increase in services
revenue, which was partially offset by a decreassftware license revenue. Total revenue from cestomers (i.e., organizational units,
divisions, or companies from which we have not fesly derived any license revenue) was 24% of tetzenue for 2003, compared with
10% in 2002. The increase in services revenue wapdmarily to more new license implementatiorivaiyt in 2003. The decrease in license
revenue was due mainly to the reduction in revdrara the restructured arrangement with FDR. Thkfahg table summarizes our revenue

composition:

Year ended
(in millions) December 31,
2003 2002
License revenut
Perpetual licenses and licenses accounted forsoibvgcription basi $27.5 $35.€
Term license renewals, extensions and addi 30.2 28.Z
Total license revenu 57.7 63.¢
Services revenu
Implementation, consulting and training servi 30.1 24.2
Maintenance 11.F 9.3
Total services revent 41.¢ 33.t
Total revenue $99.: $97 .4
| |

Software license revenue for 2003 decreased 1@85%& million from $63.9 million for 2002. The dease in license revenue from
FDR of $13.3 million was partially offset by an rease in new customer license revenue. Licenseaueyexcluding revenue from FDR,
grew 17% in 2003 from 2002. A substantial majoafyur software license revenue continues to b fesisting customers.

The $8.1 million decrease in perpetual and subseoripicense in 2003 compared to 2002 was primatilg to a $13.3 million reduction
in license revenue from FDR, partially offset byiacrease in license revenue from new customerdeUiine terms of the perpetual license
agreement entered into during the first quarte2Qéf2, when we restructured our arrangement with FEIFRR made monthly payments
through December 2003. We recognized revenue uhddfDR agreement, through the third quarter 08280 do not expect to recognize
license revenue from this FDR agreement in 200d/glver we will continue to earn maintenance reveihe. following table summarizes t
revenue we have recognized under the FDR perp@aake and the prior agreements with FDR:

Year ended
(in millions) December 31,
2003 2002
Perpetual licenses and licenses accounted forsoibgcription basi $10.€ $23.¢
Implementation, consulting and training servi 0.0 0.8
Maintenance 0.9 0.¢
Total revenue $11.5 $25.€
I I

Term license revenue in 2003 was primarily fromteoeers renewing and extending their use of Pegasystsoftware. Discount rates
used to recognize term license revenue vary dir@édth market interest rates. The discount ratesiue recognize term license revenue are
estimates of customer borrowing rates at the tioeme revenue is recognized and averaged 3.2290B. A decrease in the average
discount rate resulted in an increase in licengemge of approximately $1.4 million for 2003 ver@@92. If interest rates increase and in turn
the discount rates we use to recognize term licemsmue increase, we would defer as installmergivable interest a greater portion of the
revenue from such new arrangements and recogriceatsé revenue would decrease by the same amount.
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In the future, we expect to enter into more peraldicense transactions than term licenses with ogstomers, the effect of which may
be to increase our license revenue and cash fldleishort term and to decrease the amount of vevand cash flow in the future, unless we
are able to expand our current volume of business.

License renewal revenue may be less in 2004 thaf03 because of the expected decline in licensntee from FDR and the lower
value of term licenses scheduled to renew in 200decent years a significant portion of our revehas been attributable to term license
renewals. In 2004, the dollar value of licensesdadled to renew is materially less than in 200h<@guently, absent an increase in the
volume of license renewals in advance of the sdeedenewal dates or an increase in the scopeh@nck the value) of the licenses renewed
on schedule, license renewal revenue will be #2004 than in 2003. Any increase in early liceresewals in 2004 may adversely impact
license revenue in subsequent periods.

Services revenue for 2003 increased 24% to $4ll®mirom $33.5 million for 2002. The increase wadge to more new license
implementation activity in 2003 and new customeimeance revenue. Implementation, consulting emidihg services in 2003 increased
25% to $30.1 million from $24.2 million for 2002ypically, we derive substantial revenue from segsiprovided in connection with the
implementation of software licensed by new cust@am@oing forward, as we continue to complementdigct selling and support efforts
with those of our alliance partners, we do not expe sustain these rates of services revenue grdvaintenance revenue in 2003 increased
23% to $11.5 million from $9.3 million in 2002 dpeimarily to the larger installed base of our safte:

Deferred revenue at December 31, 2003 consistethpty of billed fees from arrangements for whiat@ptance of the software
license or service milestone had not occurred, {ilesinearned portion of services revenue and agvpayment of maintenance fees.
Deferred revenue balances increased to $14.2 méisoof December 31, 2003 from $13.3 million aBetember 31, 2002. The increase was
due primarily to an increase in the unearned pomioservices revenue related to new software implgations and advance payments of
maintenance fees, partially offset by a decreasiefarred license revenue.

Cost of revenue

Cost of software license of $0.4 million in 2008ted to the amortization of technology we purchiaseconnection with a business
acquisition in 2002. Cost of software license of7fdaillion in 2002 reflected the amortization asated with purchased software under an
agreement with FDR as well as the technology pwsthan connection with the 2002 business acquisifitlie $2.3 million decrease in cos
software license in 2003 was primarily attributaliehe completion of the amortization relatedh® FDR asset in the fourth quarter of 2002.

Cost of services consists primarily of the cosprmviding implementation, consulting, maintenara& training services. Cost of
services for 2003 decreased 7% to $27.1 milliomf§29.2 million in 2002, primarily due to reducedfcosts. Cost of services as a
percentage of services revenue decreased to 652008 from 87% for 2002. The percentage decreasewaarily due to the increase in
services revenue and reduced staff costs, whictifisigntly improved employee utilization. Serviag®ss margin was $14.5 million for 2003
compared to $4.3 million in 2002. The increaseerviges gross margin reflected improved utilizatidrour professional staff achieved in g
through the increased use of third party contraoidren necessary to meet higher demand.

Operating expenses

Research and development expenses for 2003 indré&s¢o $21.6 million from $21.3 million for 200&s a percentage of total
revenue, research and development expenses reni@natd22%. The increase in spending was primpalile to increased investment in our
PegaRULES technology and applications built upat thchnology. Increases in spending on outsouR&dd contractors were partially
offset by decreases in staff related costs.
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Selling and marketing expenses for 2003 increa%do7$24.8 million from $23.3 million for 2002. Thincrease was due to more
spending on marketing and sales programs, incresseite activities for pre-sales support, suckadisvare demonstrations, and growth in
sales and marketing staff from 84 in 2002 to 102003, partially offset by decreases in sales stedfage compensation. As a percentage of
total revenue, selling and marketing expense irsg@4o 25% in 2003 from 24% in 2002.

General and administrative expenses for 2003 isextd4% to $10.8 million from $9.5 million for 2Q0®s a percentage of total
revenue, general and administrative expenses isete® 11% for 2003 from 10% for 2002. The increasere due to employee
compensation related expenses and corporate gaogerpaograms and initiatives. Headcount in adnriatiste services increased from 85 in
2002 to 91 in 2003.

Installment receivable interest income

Installment receivable interest income for 2003ichitonsists of the portion of all license feesemdng-term software license
agreements that is attributable to the time vafuaaney, decreased 11% to $5.2 million from $5.8iom for 2002. The decrease was due to
a lower average discount rate for our portfolidesf software licenses, partially offset by netvgitoin the portfolio. A portion of the fee
from each license lease arrangement is initialfgiled and recognized as installment receivabkrést income over the term of the license.
For purposes of the present value calculationsdigeount rates used are estimates of customeowiony rates at the time license revenue is
recognized, typically below prime rate, and haveedhbetween 3.25% and 8% during the past few y#assexpected that installment
receivable interest income will decline furthe2®04 because the average discount rate in ouiskckase portfolio is now lower than it was
during 2003. The average rate declined when neandie installment receivables were added to théofiorait lower current market interest
rates and replaced older contracts that had higktorical interest rates.

Other interest income, net
Other interest income, net, remained flat at $0IBam for 2003 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 gain and losses, was inaufrié.2 million for 2003 versus
expense of $0.8 million for 2002. The change wastdwcurrency exchange gains in 2003 versus loss2602.
Income before provision for income taxes

Income before provision for income taxes incregse®?1.8 million for 2003 from $17.2 million in 220The $4.6 million increase was
primarily due to a $10.3 million improvement in@ee gross margin, and a $2.0 million increasetivenincome, offset by a $3.9 million
reduction in software license margin, a $3.2 millincrease in operating expenses, and a $0.6 miliduction in installment receivable
interest income.

Provision for income taxes

Our effective income tax rate has increased frof 12002 to 19% in 2003. We expect that our eiffecincome tax rate in 2004 will
be in the range of 35% to 40%, although the fiaté will be impacted by the level of taxable incothe application of tax laws, and other
variables. The provision for income taxes in 20@% 4.2 million, compared to $1.9 million in 2002e provision increased due to higher
levels of income before income taxes and lower fisrfeom the recognition of loss and credit cafopwvards in 2003.
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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 gtmarily to increases in
software license revenue, which were partially etftsy decreases in services revenue. License avideserevenue from new customers was
10% of total revenue for 2002, compared with 15¢2f@01. The decrease in license contracts with cisstomers adversely impacted our
services business for 2002 because we derive &astilas portion of our services revenue from impéetation of software licensed by these
customers. The following table summarizes our reesztomposition:

Year ended
December 31,
(in millions) _—
2002 2001
License revenut
Perpetual licenses and licenses accounted forsoibgcription basi $35.€ $13.7
Term license renewals, extensions and addi 28.Z 30.4
Total license revenu 63.¢ 441
Services revenu
Implementation, consulting and training servi 24.2 43.C
Maintenance 9.3 8.C
Total services revent 33.t 51.C
Total revenue $97 .4 $95.1
| |

Software license revenue for 2002 increased 45%63809 million from $44.1 million for 2001 due prinilg to software license renew:
by existing customers. The increase in perpetudisabscription license revenue for 2002 was primadre to a perpetual license agreement
entered into with FDR in the first quarter of 200Rat perpetual license agreement replaced a ferior license agreement with FDR under
which revenue was being recognized on a subsanipi@sis and which was due to expire in Decembe2.200the $21.9 million increase in
perpetual and subscription license revenue for 2802.6 million was due to the FDR perpetual li@agreement. The following table
summarizes the revenue we have recognized undétReperpetual license and the prior agreements RiR:

Year ended

December 31,
(in millions)

2002 2001

Perpetual licenses and licenses accounted forsoibgcription basi $23.¢ $ 6.3
Implementation, consulting and training servi 0.8 5.2
Maintenance 0.9 1.C
Total revenue $25.€ $12.5

Under the terms of the FDR perpetual license agee¢nkDR was required to make monthly paymentautjinddecember 2003. These
payments totaled $3.54 million in each of the fquarters of 2003. We
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recognized revenue as earned, which was three siontidvance of receipt of payments, because Wik had the contractual right to
terminate the agreement, FDR was required to peowgwith at least three months advance notice.

Revenues from term software licenses, renewalensiins, and additions decreased by $2.1 millig2&3 million for 2002 from
$30.4 million for 2001. Included in term softwareginse revenues in the fourth quarter of 2002 2a$ fiillion received from Qwest in
settlement of a dispute. Discount rates used togreze term license revenue vary directly with neaiikterest rates. Decreases in the average
discount rate resulted in an increase in licengemee of approximately $1.2 million for 2002 ver@91.

Services revenue for 2002 decreased 34% to $33i6mfrom $51.0 million for 2001. The decrease vdag primarily to delayed
customer spending and a decrease in new custareesé transactions. Typically, we derive substhrdgisenue from services provided in
connection with the implementation of software tised to new customers. New customer implementaitin®802 were significantly below
2001.

Deferred revenue at December 31, 2002 consistethgty of billed fees from arrangements for whiat@ptance of the software
license or service milestone had not occurredutiearned portion of services revenue and advangagr of maintenance fees. Deferred
revenue balances increased to $13.3 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 amortizagigsociated 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 dtveare license for 2002 decreased 13% to $2.7 anilfrom $3.0 million for 2001. As a
percentage of software license revenue, cost tivact license revenue decreased to 4% for 2002 T¥dnfior 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 wdemger anticipated.

Cost of services consists primarily of the cogpr@viding implementation, consulting, maintenararg] 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 the reduction in services reverwigich was only partially offset by lower salaryst®resulting from staff 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 investmemtiiiPegaRULES 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 amestment in our 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
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million to reflect better collections experiences & percentage of total revenue, general and astnzitive expenses remained essentially flat
at approximately 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 afresoftware licenses. A portion of the fee fromtelcense lease arrangement is initially
deferred and recognized as installment receivaibézést income over the term of the license. Fop@aes of the present value calculations,
the discount rates used are estimates of custoonenvting rates at the time license revenue is reizaegl, typically below prime rate, and
have varied between 3.25% and 8.0% for the thraesyended 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 comparegl®thousand 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 improvemensuftware license gross margin from increased neegnpartially offset by a $9.4 million
reduction in services gross margin due to lowevises revenues, increased operating expenses®hdilion, greater currency exchange
losses and reduced interest income.

Provision for income taxes

The provision for income taxes in 2002 was $1.9iom| an effective rate of 11%, compared to $1.0iom in 2001, which was an
effective rate of 7%. The provision increased prityalue to compensation deductions triggered lbglsbption exercises in 2002, which
were reflected as increases in equity insteaddwfaions in the provision for income taxes. Dur@i2 and 2001, our provisions for U.S.
federal income tax were generally nominal, duéhéorecognition of tax benefits associated withtaxrloss carry forwards, for which
valuation allowances had been provided due to tamiogy regarding their realization.

Liquidity and capital resources
We have funded our operations primarily from cdstvffrom operations and the proceeds of our puditick offerings. At December
31, 2003, we had cash and cash equivalents of $8i6n, investments of $19.9 million and workiegpital of $96.0 million.

Net cash provided by operations for 2003 was $&1il@dn compared with $27.1 million for 2002. Theatease was primarily due to
increases in accounts receivable due to increasg=vices revenue which increased our averagectiolh period. It has been our experience
that customers pay license and maintenance invaioes promptly than consulting services invoicelthdugh we have been successful in
achieving days
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billed outstanding of 30 days as of December 3032@rowth in the consulting services portion of business or adverse economic
conditions may lengthen our collection period farth

Net cash used in investing activities for 2003 ¥€it.3) million primarily due to net purchases airiketable debt securities during
2003. This compared with $(7.5) million used in 2@@imarily for similar purchases of marketable tdedcurities.

On February 6, 2002, we acquired substantiallpfathe assets of 1mind Corporation for initial coesation valued at $3.9 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 for nominal considera&®092 shares of our common stock.
During the first quarter of 2003, we made a clagaiast all of the shares in escrow. In April 200 se shares were returned, retired and
cancelled. This resulted in a $0.9 million reductdd goodwill and additional paid in capital in 200

Net cash provided by financing activities for 200&s $3.0 million compared with $4.4 million in 200he decrease was primarily due
to lower proceeds from employee stock option esexi

We believe that current cash, cash equivalentscash flow from operations will be sufficient tanfilour business for at least the next
twelve months. Material risks to cash flow from ogi@ns include, delayed or reduced cash paymestingpanying sales of new licenses
decline in our services business. There can bessurance that changes in our plans or other eaéfetsing our operations will not result in
materially accelerated or unexpected expenditlinesddition, there can be no assurance that additicapital if needed will be available on
reasonable terms, if at all, at such time as waireq

As of December 31, 2003, we did not have mateaairitments for capital or operating expenditurdeothan operating leases. We
lease certain equipment and office space undercannelable operating leases. Future minimum rgatanents required under the operating
leases with non-cancelable terms in excess of eaeat December 31, 2003 are as follows:

Operating lease
Years ending December 31,

(in thousands)

2004 $ 3,69¢
2005 3,571
2006 3,10¢
2007 3,07(
2008 3,14z
2009 and thereaftt 15,55¢

$ 32,14¢

Our liquidity is affected by the manner in which e@lect 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 in connection with
our existing term license agreements:

License installment:
Years ending December 31,

(in thousands)

2004 $ 28,56¢
2005 25,03
2006 19,74¢
2007 10,74(
2008 3,122
2009 and thereaftt 57¢€

$ 87,78¢
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Critical accounting policies and estimates

Management’s discussion and analysis of the firsmcindition and results of operations is basedthe 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 ammairassets, liabilities, revenues and
expenses, and related disclosure of contingentsaaed liabilities. We base our estimates and juglgmon 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 estimatesl amojections, 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, andgarerally recognized as revenue when the
software is delivered, any acceptance requiredoyract is obtained, and no significant obligationgontingencies exist related to the
software, other than maintenance support. Paynseibject to refund are recognized as revenue whandegrovisions 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, provided thsigndicant obligations or contingencies exist tethto the software, other than
maintenance support. A portion of the license femgble under each term license agreement (eqttz wifference between the total license
payments and the discounted present value of {hegments) is initially deferred and recognizedressallment receivable interest income
(and is not part of total revenue) over the licetesm. Many of our license agreements provideitarise fee increases based on inflation.
When such an increase occurs, as determined ligriing of the license agreement, we recognize tsept value of such increases as
revenue; the remainder of the increase is recodr@ganstallment receivable interest income overr#imaining license term. For purposes of
the present value calculations, the discount nadesl are estimates of customers’ borrowing ratéseaime of recognition, typically below
prime rate, and have varied between 3.25% and &0%e past few years. As a result, revenue tleategognize relative to these types of
license arrangements would be impacted by chamgasiiket interest rates. For term license agreene@etvals, license revenue is
recognized with the same present value approachn wite customer becomes committed to the new kcemms and no significant
obligations or contingencies exist related to thiévgare, other than maintenance support.

In certain circumstances, such as when licensedeesot fixed or determinable, some term licemsesaccounted for on a subscription
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 typiaatjuire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as fees are billadl the fair value of the elements of a contrean be determined, the recognition of
services revenue for fixed-price projects is limite amounts equal to direct costs incurred, regguih no gross profit. We do not have a
reliable track record for accurately estimatingtihge and resources needed to complete fixed peoéce projects. As a result, determinal
of the fair value of the elements of the contrat fenerally occurred late in the implementatia@tess, typically when implementation is
complete and remaining services are no longerfigni to the project. If the fair values of themlents of a contract are then apparent, the
remaining revenue and profit associated with thediprice services elements will be recognized wherproject is completed. To the extent
that a software license is included in the conjracy residual amounts remaining after revenuéiasated to the services elements are
recorded as license revenues. All costs of sendoegxpensed as incurred.
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Software license customers are offered the optienter into a maintenance contract, which usueliyires the customer to pay a
monthly maintenance fee over the term of the maaree agreement, typically renewable annually. &demaintenance fees are deferred
are recognized evenly over the term of the maimeaagreement. We generally recognize trainingrfeesnue as the services are provided.

We reduce revenue for estimates of the fair vaddigmtential concessions, such as disputed servidesn revenue is initially recorded.
These estimated amounts are deferred or resentitherrelated elements of the agreement are cetegland provided to the customer or
dispute is resolved.

Our agreements with customers generally requite usdemnify the customer against claims that afitveare infringes third party
patent, copyright, trademark or other proprietégits. Such indemnification obligations are gergdahited in a variety of industry-standard
respects, including our right to replace an infiiiggproduct. As of December 31, 2003, we had npedgenced any material losses related to
these indemnification obligations and no materiaines with respect thereto were outstanding. Weaatcexpect significant claims related to
these indemnification obligations, and consequemtty have concluded that the fair value of thedigations is negligible and we have not
established any related reserves.

Deferred revenue

Deferred revenue consists primarily of billed fé@sn arrangements, for which acceptance of thenso#t license or service milestone
has not occurred, the unearned portion of servimesnue and advance payment of maintenance feessiivieate the value of committed and
undelivered services to be delivered after licéamgg@ementation, and defer that amount until thatedl elements of the agreement are
completed and provided to the customer. We base thstimates on our historical experience. Thengrof revenue recognized under our
arrangements with customers is impacted by thageass, but the total value of revenue recognigihg the arrangements is not.

Allowance for doubtful accounts

We maintain an allowance for doubtful accounts gigstimates that we make based on factors we bedippropriate such as the
composition of the accounts receivable aging, hisdbbad debts, changes in payment patterns, mastoreditworthiness and current
economic trends. If we used different assumptiong, the financial condition of customers weredteteriorate, resulting in an impairment of
their ability to make payments, additional provigdor doubtful accounts would be required and Waontrease bad debt expense.

Accounting for income taxes

We account for income taxes in accordance witheBtant of Financial Accounting Standards No. 10BBAS 109, “Accounting for
Income Taxes,” which requires that deferred taxt@sand liabilities be recognized using enacteddtes for the effect of temporary
differences between the book and tax bases ofdedassets and liabilities. SFAS 109 also reqtir@isdeferred tax assets be reduced by a
valuation allowance if it is more likely than nbit some portion or all of the deferred tax asskiet be realized. We evaluate the reliability
of our deferred tax assets quarterly by assessingaluation allowance and by adjusting the amatfistuch allowance, if necessary. At
December 31, 2003, we had net deferred tax assetarfy resulting from temporary differences beemehe book and tax bases of asset:
liabilities, and loss and credit carry forwards. éémtinue to provide a valuation allowance on éertieferred tax assets based on an
assessment of the likelihood of their realizatiorreaching our conclusion, we evaluated certdevent criteria including deferred tax
liabilities that can be used to offset deferreddasets, estimates of future taxable income ofampiatte character within the carry forward
period available under the tax law, and tax plagminategies. Our judgments regarding future taxallome may change due to market
conditions, changes in U.S. or international taxslaand other factors. These changes, if any, mgyire material adjustments to these
deferred tax assets, resulting in either a tax fiteifat is estimated that future taxable incomsdikely, or a
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reduction in the value of the deferred tax asskitsis determined that their value is impairedsulting in a reduction in net income or an
increase in net loss in the period when such détaitions are made.

Principal differences between our book and tax actare related to the treatment of our licereestictions. We use the installment
method of recognition of licenses for tax purposesthat to the extent we continue to enter intim tiicense contracts, we establish deferred
tax liabilities for such future taxable income .dddition, because we defer recognition of this ineanto future periods for tax purposes, we
have generated substantial tax loss carry forwatdsh partially offset the related liabilities. Vééso earn tax credits in various jurisdictions
for our ongoing investment in research and devetgractivities.

As our business has grown and generated substhoti&land tax profits, we have reduced valuatitowainces previously provided for
our loss and credit carry forwards. As of Decen81r2003, our remaining valuation allowance relatedredits, which we expect will expi
before we will be able to utilize them, and to loasry forwards acquired in the 1mind acquisitithe recognition of which will generally
reduce goodwill.

We expect our provision for income taxes in futpegiods to reflect an effective tax rate signifidamigher than past periods.

In addition, we have provided for potential tablidgies due in foreign jurisdictions. Judgmentéguired in determining our worldwide
income tax expense provision. In the ordinary cewfsconducting a global business enterprise, therenany transactions and calculations
undertaken whose ultimate tax outcome cannot kaineSome of these uncertainties arise as a carseg of transactions and arrangements
made among related parties. Although we believeestimates are reasonable, no assurance can letigatehe final tax outcome of these
matters will not be different from what is reflegtim our historical income tax provisions and aatsuSuch differences could have a material
impact on our income tax provision and operatirggts in the period in which such a determinat®made.

Contingencies

From time to time, we are threatened with or becpargy to litigation. We periodically assess eacdtter in order to determine if a
contingent liability in accordance with StatemehEmancial Accounting Standards No. 5, or SFASAgcounting for Contingencies,”
should be recorded. In making this determinatiommay, depending on the nature of the matter, ¢owsth internal and external legal
counsel and technical experts. Based on the inflmave obtain, combined with our judgment regagdafi the facts and circumstances of
each matter, we determine whether it is probalaedlcontingent loss may be incurred and whetteeathount of such loss can be estimated.
Should a loss be probable and estimable, we rexomhtingent loss in accordance with SFAS 5. lemeining the amount of a contingent
loss, we consider advice received from experthénspecific matter, current status of legal protegs] settlement negotiations that may be
ongoing, prior case history and other factors. &hthe judgments and estimates made by us be exiomwe may need to record additional
contingent losses that could materially adversmlgact our results of operations.

Inflation

Inflation has not had a significant impact on opeiating results to date, and we do not expeothiae a significant impact in the
future. Our unbilled license and maintenance feesygically subject to annual increases basedoagnized inflation indices.

Significant customers

First Data Resources accounted for 12%, 26% anddf43r total consolidated revenue in 2003, 2002 2001, respectively. In 2003,
another customer accounted for approximately 15%uototal revenue.
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Forward-looking statements

This Report on Form 10-K contains or incorporatesvhrd-looking statements within the meaning otisec27A of the Securities Act
of 1933 and section 21E of the Securities Exchawef 1934. These forward-looking statements a®ehl on current expectations,
estimates, forecasts and projections about thestndand markets in which we operate and managésniegliefs and assumptions. In
addition, other written or oral statements thatstibute forward-looking statements may be madergynoour behalf. Words such as “expect,”
“anticipate,” “intend,” “plan,” “believe,” “seek,"estimate,” “may,” variations of such words and Banexpressions are intended to identify
such forward-looking statements. These statemeeatsa guarantees of future performance and invodr&in risks, uncertainties and
assumptions that are difficult to predict. We han@uded important factors in the cautionary staata below under the heading “Factors
That May Affect Future Results” that we believe Icocause our actual results to differ materiallynfirthe forward-looking statements we

make. We do not intend to update publicly any fooMaoking statements, whether as a result of ndarination, future events or otherwise.

Factors that may affect future results

We need to close more license transactions with new customers to increase or maintain our current revenue level. In recent years, the
majority of our license revenue has been derivethfexisting customers. We have been particularheddent on First Data Resources, or
FDR, for a significant portion of our revenue dgrithe past few years. With the perpetual licensered into with FDR in 2002, FDR is not
likely to represent a large portion of our reveafter 2003. Therefore, it will be necessary fotaslose more license transactions with new
customers or expand our relationships with existimgtomers to replace the FDR revenue. In addiienause we derive a substantial portion
of our services revenue from implementation ofwafe licensed by new customers, we will need teelmore license transactions with new
customers if we are to maintain or grow our sewviegvenue. While we increased our license bookim@903 as compared to 2002, we will
need to continue to grow bookings in the futureu®ito increase or maintain our 2003 revenue liev2004 and there can be no assurance
we will be successful in doing so.

Thetiming of license revenues is often related to the completion of implementation services and product acceptance by the customer, the
timing of which has been difficult to predict accurately. Quarterly results have fluctuated and are likelgdaotinue to fluctuate significantly.
There can be no assurance that we will be proétablan annual or quarterly basis or that earningevenues will meet analysts’
expectations. Fluctuations may be particularly prorced because a significant portion of revenuasiynquarter is attributable to product
acceptance or license renewal by a relatively smatiber of customers. Fluctuations also reflectpmlicy of recognizing revenue upon
product acceptance or license renewal in an amexgurdl to the present value of the total committeghpents due during the term. Customers
generally do not accept products until the end lehathy sales cycle and an implementation petigacally ranging from six to twelve
months but in some cases significantly longer. \Wecarrently in the process of introducing our rieegaRULES technology. This may re:
in even lengthier sales and implementation cycleglvmay adversely affect our financial performanoeluding recognition of sales staff
and commission costs in advance of revenue red¢ognithis may increase the volatility in our qualt@perating results. Risks over which
we have little or no control, including customdradgets, staffing allocation, and internal autheticn reviews, can significantly affect the
sales and acceptance cycles. Changes requestedtbyners may delay product implementation and negeacognition.

License renewal revenue may be less in 2004 than in 2003 because of the lower value of term licenses scheduled to renew in 2004. In
recent years a significant portion of our revenas lbeen attributable to term license renewals00# 2the dollar value of licenses scheduled
to renew is materially less than in 2003. Consetjyesbsent an increase in the volume of licensewals in advance of the scheduled
renewal dates or an increase in the scope (anchibawalue) of the licenses renewed on schedaémde renewal revenue will be less in
2004 than in 2003. Any increase in early licenseweals in 2004 may adversely impact license revémsabsequent periods.
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In the future, we expect to enter into more perpetual license transactions than term licenses with new customers, the net effect of which
may be to increase our license revenue and cash flow in the short term and to decrease the amount of revenue and cash flow in the future,
unless we are able to expand our current volume of business. Historically, we have generally licensed our softsvander term licenses
requiring the customer to make monthly payments theslicense term. More recently, we have beglimgeerpetual licenses to our
software with a single license fee being payabth@commencement of the license term. The effettti® change in strategy may be to
increase our license revenue and cash flow inlibe $erm but to decrease the amount of revenueasid flow in the future, unless we are
able to expand our overall volume of business.

Our stock price has been volatile. Quarterly results have fluctuated and are likelgdatinue to fluctuate significantly. The markeicpr
of our common stock has been and may continue todidy volatile. Factors that are difficult to jpliet, 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 devedept and other expenses based on anticipated figvweaue. If revenue falls below
expectations, financial performance is likely toaolversely affected because only small portioresxpenses vary with revenue. As a result,
period-to-period comparisons of operating resuksrmt necessarily meaningful and should not hedelpon to predict future performance.

If existing customers do not renew their term licenses, our financial results may suffer. Term license renewal negotiations have required
more effort due to economic pressures and cond@idamong our customers. A significant portiortathl revenue has been attributable to
term license renewals. While historically a majpdf customers have renewed their term licensesetban be no assurance that a majority of
customers will continue to renew expiring termises. A decrease in term license renewals abssettofg revenue from other sources
would have a material adverse effect on futurerfoia performance.

We will need to devel op new products, evolve existing ones, and adapt to technology change. Technical 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. Productafeweht 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 dewaent, introduction or
implementation of new or enhanced products. Inghiti introduce or implement new or enhanced prislica 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 produmidd 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.

The market for our offerings isincreasingly and intensely competitive, rapidly changing, and highly fragmented. The market for business
process management software and related implenwmtabnsulting and training services is intensaynpetitive and highly fragmented. v
currently encounter significant competition fromeimal information systems departments of poteptiaxisting customers that develop
custom software. We also compete with companidagainget the customer interaction and workflow nedskand professional service
organizations that develop custom software in aoctjon with rendering consulting services. Comatifor market share and pressure to
reduce prices and make sales concessions are fikelgrease. Many competitors have far greateruees and may be able to respond more
quickly and efficiently to new or emerging techngikes, programming languages or standards or togesaim customer requirements or
preferences. Competitors may also be able to degyretter managerial and financial resources toldpypromote and distribute products
provide related consulting and training servicdseré can be no assurance that we will be ablertpete successfully against current or
future competitors or that the competitive pressidaeed by us will not materially adversely affeat business, operating results, and
financial condition.
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We have historically sold to the financial services market. This market is continuing to consolidate, and faoesertainty 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 salesgartarket. Competitive pressures, industry conatitith, 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. inlaadial services market is undergoing intense dwimand international consolidation.
In recent years, several customers have been mergmmhsolidated. Future mergers or consolidatinag cause a decline in revenues and
adversely affect our future financial performance.

We depend on certain key personnel, and must be able to attract and retain qualified personnel in the future. The business is dependent
on a number of key, highly skilled technical, magréaj, consulting, sales, and marketing persorineluding Mr. Trefler, our Chief
Executive Officer. The loss of key personnel caadidersely affect financial performance. We do reotehany significant key-man life
insurance on any officers or employees and do laot o obtain any. Our success will depend in |grget on the ability to hire and retain
qualified personnel. The number of potential empks/who have the extensive knowledge of computewaae and operating systems
needed to develop, sell and maintain our prodgdimited, and competition for their services igeimse, and there can be no assurance th
will be able to attract and retain such personfiele are unable to do so, our business, operaéiaglts, and financial condition could be
materially adversely affected.

We rely on certain third-party relationships. We have a number of relationships with third partteat are significant to sales, marketing
and support activities, and product developmemtresff We rely on relational database managemetgrsyapplications and development tool
vendors, software and hardware vendors, and camsésilto provide marketing and sales opportunitestfe direct sales force and to
strengthen our products through the use of indwstaipdard tools and utilities. We also have retesiops with third parties that distribute our
products. In particular, we benefit from our norclesive relationship with First Data Resourcestfar distribution of products to the credit
card market and with PFPC Inc. for distributiorpodducts to the mutual fund market. FDR can segiliagtions based on our software to tl
credit card customers who have less than an agrember of active credit card accounts as identifietthe perpetual license agreements,
without paying an additional fee to us. There camb assurance that these companies, most of Whighsignificantly greater financial and
marketing resources, will not develop or marketpiais that compete with ours in the future or wilt otherwise end their relationships with
or support of us.

We may face product liability and warranty claims. Our license agreements typically contain provisiotsnded to limit the nature and
extent of our risk of product liability and warrgrdlaims. There is a risk that a court might intetghese terms in a limited way or could hold
part or all of these terms to be unenforceableo Alsere is a risk that these contract terms mighbind 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 nogigius, could result in substantial costs and amion of management’s attention and our
resources.

We face risks from operations and customers based outside of the U.S. Sales to customers headquartered outside of thedJ8tates
represented approximately 20%, 22% and 23% ofatal tevenue in 2003, 2002 and 2001, respectiWhy, in part through our wholly-
owned subsidiaries based in the United Kingdomg&aore, Canada, and Australia, market productsemder consulting and training
services to customers based in Canada, the Unitegtlim, France, Germany, the Netherlands, BelgEmwitzerland, 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
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accommodate international growth, and we may atserénto agreements with local distributors, repraatives, or resellers. If we are une
to do one or more of these things in a timely manmer growth, if any, in our foreign operationdiviie restricted, and our business, opere
results, and financial condition could be mateyialhd adversely affected.

In addition, there can be no assurance that webeilible to maintain or increase international medemand 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 pradumay place us at a competitive disadvantagdfbgtvely making our products more
expensive as compared to those of our competiaiditional risks inherent in our international busss activities generally include
unexpected changes in regulatory requirementssésed tariffs and other trade barriers, the cddtcalizing products for local markets and
complying with local business customs, longer aot®ueceivable patterns and difficulties in colilegtforeign accounts receivable,
difficulties in enforcing contractual and intellaat property rights, heightened risks of politiaald economic instability, the possibility of
nationalization or expropriation of industries ooperties, difficulties in managing internationglevations, potentially adverse tax
consequences (including restrictions on repatgatiarnings and the threat of “double taxation"Jyarced accounting and internal control
expenses, and the burden of complying with a wattéety of foreign laws. There can be no assuramaedne or more of these factors will
have a material adverse effect on our foreign djwers, and, consequentially, our business, opeya#sults, and financial condition.

We face risks related to intellectual property claims or appropriation of our intellectual property rights. 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 SRa&=nt 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 prary rights, unauthorized parties may
attempt to copy aspects of our products or to alitee use of information that we regard as proanjetin addition, the laws of some foreign
countries do not protect our proprietary rightasogreat an extent as do the laws of the Unite@<$Stahere 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 infritigeproprietary 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 claimshesriumber of products and competitors in our ingustgment grows and the functionality
of products in different industry segments overlaasy 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@déerivative or hedging transactions to
manage risk in connection with such fluctuations.

Foreign currency exposure

We derived approximately 20% of our total revermu2003 from sales to customers based outside dilited States. Some of our
international sales are denominated in foreignenaies, such as the British pound and Euro. Thee i United States dollars of products
services sold outside the United States in foreign
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currencies will vary as the value of the Unitedt&adollar fluctuates against those foreign culiemcdhere can be no assurance that sales
denominated in foreign currencies will not be matean the future and that there will not be in@esa in the value of the United States dollar
against such currencies that will reduce the dodiarrn to us on the sale of our products and sesvin such foreign currencies. The foreign
currency exposure related to revenue is currerithebby the expenses we incur in foreign curresicie

We had net assets valued in foreign currenciessistimg primarily of cash, investments, licensdafisients, and receivables, partially
offset by accounts payable and accruals, with gyicey value of $21 million as of December 31, 20B3en percent change in currency
exchange rates would change by approximately $fomihe carrying value of those net assets asrtep@n our balance sheet as of
December 31, 2003, with most of that change reaeghin the statement of income as other incomeefesey).

Interest rate exposure

Our balance sheet contains interest bearing asbéth have fixed rates of interest. These assetticanse installments receivable
generated in the normal course of business thrtnagisactions with customers and investments ofssxcash in marketable debt securities.

License installments receivable bear interestatale in effect when the license revenue was rézed, which does not vary
throughout the life of the contractual cash floveatm. We believe that at current market interdssrahe fair value of license installments
receivable approximates the carrying value as tegan our balance sheets. However, there can beswance that the fair market value
will approximate the carrying value in the futu@hanges in market rates do not affect net earnagythe license installments receivable are
carried at cost and, since they are not finanogthiments and are held until maturity, are notkeéito market to reflect changes in the fair
value of the portfolio. Factors such as increagimgrest rates can reduce the fair market valubeficense installments receivable. The
carrying value of $82 million as of December 31020@eflects a weighted average of historic discoates. The average rate changes with
market rates as new license installments receivaiel@dded to the portfolio, which mitigates expeso market interest rate risk. A 200 bz
point increase in market interest rates would lda@eased the fair value of our license installmesteivable by approximately $2.8 million
as of December 31, 2003.

We have invested in fixed rate marketable debtritéesi A 200 basis point increase in market inderates would have reduced the fair
value of our marketable debt securities by less $famillion as of December 31, 2003, due to thatinely short maturities of those
investments. Changes in market rates and the delagact on fair value of the investments do nategelly affect net earnings as our
investments are fixed rate securities and areifiedss available-for-sale. Investments classifiscavailable-for-sale are carried at fair value
with unrealized gains and losses recorded as a@oemp of accumulated other comprehensive income.
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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 December @3 a2 2002 and the related
consolidated statements of income, stockholdensitg@nd other comprehensive income, and cash ffowsach of the three years in the
period ended December 31, 2003. These financi@retats are the responsibility of the Company’sagament. Our responsibility is to
express an opinion on these consolidated finasta¢ments based on our audits.

We conducted our audits in accordance with audi&tagdards generally accepted in the United StdtAsnerica. Those standards
require that we plan and perform the audit to ebtagsonable assurance about whether the finastaiaiments are free of material
misstatement. An audit includes examining, on tildasis, evidence supporting the amounts and disads in the financial statements. An
audit also includes assessing the accounting ptegused and significant estimates made by manageas well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetagrferred to above present fairly, in all matenégpects, the financial position of
Pegasystems Inc. as of December 31, 2003 and 2@Dtha results of its operations and its cash flfawgach of the three years in the period
ended December 31, 2003 in conformity with accaunfirinciples generally accepted in the Unitede&tatf America.

/s/ DELOITTE& T oucHELLP

Boston, Massachusetts
February 16, 2004
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PEGASYSTEMS INC.

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

December 31,

2003 2002
ASSETS
Current asset:
Cash and cash equivalel $ 67,98¢ $ 57,39¢
Trade accounts receivable, net of allowance fobtfaliaccounts of $365 in 2003 and $507 in 2 9,60z 6,027
Shor-term license installmen 28,56¢ 32,17¢
Shor-term investment 19,94¢ 5,30
Prepaid expenses and other current a: 727 79C
Total current asse 126,82¢ 101,69:
Long-term license installments, net of unearned inténesime 53,66¢ 48,66
Long-term investment — 75C
Equipment and improvements, net of accumulatedesgiion and amortizatic 992 1,727
Acquired technology, net of accumulated amortiza 72¢ 1,07¢
Purchased software and other assets, net of acatedwdmortizatio 16€ 19¢€
Goodwill 2,34¢€ 3,24¢
Total asset $184,72¢ $157,35¢
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accrued payroll related expens $ 8,88¢ $ 7,69¢
Accounts payable and accrued expel 7,78¢ 5,22(
Deferred revenu 14,18( 13,27t
Total current liabilities 30,85( 26,19(
Deferred income taxe 62% —
Other lon¢-term liabilities 81 23¢
Total liabilities 31,55¢ 26,42¢
Commitments and contingenci
Stockholder' equity:
Preferred stock, $.01 par value, 1,000,000 shar®azed; no shares issued and outstan — —
Common stock, $.01 par value, 45,000,000 sharémared; 35,212,505 shares and 34,291,389 shares
issued and outstanding in 2003 and 2002, respéc 352 343
Additional paic-in capital 117,39: 113,48t
Stock warran 374 374
Retained earning 33,73 16,05¢
Accumulated other comprehensive income (Ic
Net unrealized loss on investments available fl& 9) —
Foreign currency translation adjustme 1,32¢ 66¢
Total stockholder equity 153,17. 130,92°
Total liabilities and stockholde’ equity $184,72¢ $157,35¢

See notes to consolidated financial statements.
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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

Total operating expens

Income from operatior

Installment receivable interest incol

Other interest income, n
Other income (expense), r

Income before provision for income tay

Provision for income taxe

Net income

Earnings per share, ba:
Earnings per share, dilut

PEGASYSTEMS INC.

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

Weighted average number of common shares outsignuotasic
Weighted average number of common shares outsigndilnted

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

2003

2002

2001

$57,698  $63,92:  $44,05:
41,61¢  33,48¢ 51,00¢
99,31 97,40¢ 95,06:

35C 2,661 3,04¢
27,06¢ 29,207 37,34’
27,41¢  31,86¢ 40,39¢
71,89: 65,54 54,66¢
21,59 21,28 20,81:
24,84C  23,30¢ 17,52:
10,78¢ 9,47: 9,79¢
57,22( 54,06 48,13:
14,67 11,47¢ 6,53¢
5,16% 5,77¢ 6,15¢

75¢ 76C 82€
1,23¢ (819) 15
21,83; 17,19 13,53+
4,15 1,90( 1,00C
$17,68. $15297  $12,53¢
$ 051 $ 04t $ 0.3¢
$ 04¢ $ 047 $ 0.37
3451¢ 33,83 32,67
35,757 35,98 33,43
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PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS ’ EQUITY AND OTHER
COMPREHENSIVE INCOME
(in thousands)

Common Stock

Retained Accumulated Total
Additional Earnings Other Stock-
Number Paid-In Stock (Accumulated Comprehensive holders’ Comprehensive
of Share: Amount Capital Warrant Deficit) Income (Loss) Equity Income

Balance at January 1, 20 32,57( $ 32¢ $ 100,88t $ 2,897 ($ 11,777 ($ 26¢9) $ 92,06:
Exercise of stock optior 68 1 59 — — — 60
Issuance of stock under Employee Stock Purc

Plan 117 1 30C — — — 301
Issuance of compensatory stock opt — — 73 — — — 73
Foreign currency translation adjustme — — — — — (73) 73 $ (73)
Net income — — — — 12,53¢ — 12,53¢ 12,53¢
Balance at December 31, 20 32,758 328 101,31¢ 2,891 757 (342) 104,95¢ $ 12,46:
Exercise of stock optior 871 8 4,03¢ — — — 4,04¢
Issuance of stock under Employee Stock Purc

Plan 95 1 38¢ — — — 39C
Expiration of stock warrar — — 2,891 (2,897 — — —
Tax benefit from exercise of stock optic — — 1,55¢ — — — 1,55¢
Issuance of common stock and warrant for

acquisition 57C 6 3,28¢ 374 3,66¢
Foreign currency translation adjustme — — — — — 1,01( 1,01C  $ 1,01C
Net income — — — — 15,297 — 15,29; 15,29;
Balance at December 31, 20 34,29: 343 113,48t 374 16,05¢ 66¢ 130,92 $ 16,30
Exercise of stock optior 97€ 10 2,412 — — — 2,42
Issuance of stock under Employee Stock Purc

Plan 10z 1 531 — — — 532
Tax benefit from exercise of stock optic — — 1,85¢ — — — 1,85¢
Cancellation of stock held in escrow for

acquisition (15€) ) (899) — — — (901)
Foreign currency translation adjustme — — — — — 661 661 $ 661
Net unrealized loss on investments available

sale — — — — — 9) 9) 9)
Net income — — — — 17,68! — 17,68: 17,68:
Balance at December 31, 20 35,21 $ 352 $ 117,39: $ 374 $ 33,73t $ 1,32( $153,17: $ 18,33

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
Adjustment to reconcile net income to net cash iolext by operating activitie:
Stock option income tax benef
Deferred income taxe
Depreciation and amortizatic
Reduction in provision for doubtful accoul
Issuance of compensatory stock opt
Losses on disposal of fixed ass
Change in operating assets and liabilit
Trade accounts receivable and license installrr
Prepaid expenses and other current a:
Accounts payable and accrued expet
Deferred revenu

Net cash provided by operating activit

Cash flows from investing activitie
Purchase of investmer
Maturing and called investmer
Purchase of equipment and improvem:
Acquisition of 1minc
Other long term assets and liabilit

Net cash used in investing activit|

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

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

Net increase in cash and cash equival

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
Stock issued in business combinat
Return of shares held in escrow related to busioasthinatior

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

2003 2002 2001
$17,68. $15297  $12,53¢
1,85¢ 1,55¢ —
625 (1,000) —
1,49€ 4,99z 6,22¢
(14€) (359) —
— — 73
— 83 152
4,871) (2,248  (4,58])
142 1,52F (714)
3,31z 204 1,08¢
90t 7,041 1,111
21,00:  27,10C  15,89:
(46,226 (6,059 —
32,32 — —
(382 (1,006 (561)
— (572) —
(34) 157 47E
(14,319 (7,475 (86)
— (81) (315)
2,422 4,041 60
532 39C 301
2,95¢ 4,35: 46
957 39¢ (175)
10,59¢  2437¢  15,67¢
57,39: 33,017  17,33¢
$67,98¢  $57,39:  $33,01
$ 102 $ 2 $ 36
$ 1,021 $ 724 $ 1,19
$ —  $366¢ $ —
$ 901 $ — $ —
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1. SIGNIFICANT ACCOUNTING POLICIES
(a) Business

We develop, market, license and support softwaaedhables transaction intensive organizationsanage a broad array of business
processes. We also offer consulting, training aathtenance support services to facilitate the fiagtan and use of our 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 finamnstalements and the reported amounts of revenukesxg@enses 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 liceéns&llments, deferred income taxes and deferreeimee.

(c) Principles of consolidation

The consolidated financial statements include to®ants of Pegasystems Inc. and its wholly ownédidiaries, Pegasystems Limited
(a United Kingdom company), Pegasystems Compa@afedian company), Pegasystems Worldwide Inc. (eetl Btates corporation),
Pegasystems Pty Ltd. (an Australian company), Bstgss Investment Inc. (a United States corporpfiod Pegasystems Private Limited (a
Singapore company). All intercompany accounts amasgactions have been eliminated in consolidation.

Certain amounts in the 2002 consolidated finarstelements were reclassified to be consistenttivélturrent presentation.

(d) Foreign currency translation

The translation of assets and liabilities of ouefgn subsidiaries is made at period-end exchaaigs,rwhile revenue and expense
accounts are translated at the average excharegedating the period transactions occurred. Thdtieg translation adjustments are reflec
in accumulated other comprehensive income. Realineidunrealized exchange gains or losses fromactinas and adjustments are reflected
in other income (expense), net, in the accompangimgolidated statements of operations.

(e) 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 when the
software is delivered, any acceptance requiredooyract is obtained, and no significant obligationgontingencies exist related to the
software, other than maintenance support. Paynsaject to refund are recognized in revenue asidefuovisions lapse.

Term software license fees are generally payable monthly basis under license agreements thatgignkave 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, provided that no sigmifiobligations or contingencies exist relatechtogoftware, other than maintenance
support. A portion of the license fees payable vedeh term license agreement (equal to the difterdetween the total license payments
and the discounted present value of those paymisnitsjially deferred and recognized as installtnerteivable interest income (and is not
part of total revenue) over the license term. Mahgur license
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agreements provide for license fee increases lasatlation. When such an increase occurs, agméted by the terms of the license
agreement, we recognize the present value of suchases as revenue; the remainder of the inci®aseognized as installment receivable
interest income over the remaining license ternn.demposes of the present value calculations, ibeodnt rates used are estimates of
customers’ borrowing rates at the time of recognittypically below prime rate, and have variedissn 3.25% and 8.0% for the past few
years. As a result, revenue that we recognizeivel&d these types of license arrangements woulchbacted by changes in market intel
rates. For term license agreement renewals, licevanue is recognized with the same present \apeoach, when the customer becomes
committed to the new license terms and no significdligations or contingencies exist related ® $bftware, other than maintenance
support.

In certain circumstances, such as when licensedeesot fixed or determinable, some term licemsesaccounted for on a subscription
basis, where revenue is recognized as paymentsnaedoe over the term of the license.

Our services revenue is comprised of fees for sofivimplementation, consulting, maintenance ariditrg services. Our software
implementation and consulting agreements typiaaitjuire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as fees are billedl the fair value of the elements of a contrean be determined, the recognition of
services revenue for fixed-price projects is limite amounts equal to direct costs incurred, regpih no gross profit. We do not have a
reliable track record for accurately estimatingtihge and resources needed to complete fpxeck service projects. As a result, determing
of the fair values of the elements of the conttect generally occurred late in the implementatimegss, typically when implementation is
complete and remaining services are no longerfiigni to the project. If the fair values of themlents of a contract are then apparent, the
remaining revenue and profit associated with thediprice services elements will be recognized wherproject is completed. To the extent
that a software license is included in the contraiey residual amounts remaining after revenuélasated to the services elements are
recorded as license revenues. All costs of sendoegxpensed as incurred.

Software license customers are offered the optienter into a maintenance contract, which usueliyires the customer to pay a
monthly maintenance fee over the term of the maaree agreement, typically renewable annually. &demaintenance fees are deferred
are recognized evenly over the term of the maimeaagreement. We generally recognize trainingr@easnue as the services are provided.

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

Our agreements with customers generally requite usdemnify the customer against claims that afitveare infringes third party
patent, copyright, trademark or other proprietégits. Such indemnification obligations are gergdahited in a variety of industry-standard
respects, including our right to replace an infimggproduct. As of December 31, 2003, we had npeaenced any material losses related to
these indemnification obligations and no materiaines with respect thereto were outstanding. Weaatcexpect significant claims related to
these indemnification obligations, and consequemily have not established any related reserves.
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(f) Cash and cash equivalents and investments

(in thousands) December 31, 2003
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Investment:
U.S. government and agency securi $16,50¢ $ — $ (12) $16,49"
Commercial pape 3,44¢ 3 3,44¢
Total investment- available for sali $19,95¢ $ 3 $ (12) $19,94¢
(in thousands) December 31, 2002
Amortized Unrealized Unrealized Fair
Cost Gains Losses Value
Investment:
U.S. government and agency secur-held to maturity $ 6,05: $ — $ (8) $ 6,04¢

We consider debt securities with remaining matsiof three months or less, when purchased, tadfe equivalents. Purchases and
sales of securities are recorded on a ti@date-basis. Interest is recorded when earned. i8esuhat we have the ability and intent to hoidil
maturity are carried at amortized cost, which agimnates fair value. Investments classified as abdd-for-sale are carried at fair value with
unrealized gains and losses recorded as a compohaotumulated other comprehensive income. Managedetermines the appropriate
classification of its investment in debt securitg¢she time of purchase and re-evaluates suchmigiztion at each balance sheet date. There
have been no reclassifications between investnaagories. As of December 31, 2003, remaining ntegsiof marketable debt securities
ranged from February 2004 to December 2005. Asenfelinber 31, 2002, remaining maturities of marketdebt securities ranged from
January 2003 to January 2004. During 2003, $0.Bomibf investments held at December 31, 2002 wetled by their issuer earlier than
their stated maturity date. We hold $1.2 milliorre$tricted cash, invested in money market funsisoiateral for a letter of credit in
accordance with an office lease arrangement. A3eckEmber 31, 2003, this balance was classifiedcasta equivalent.

(9) Concentration of credit risk

Financial instruments that potentially subjectaa ttoncentration of credit risk consist of shertx cash investments, trade accounts
receivable and license installments receivabler&¢erd long-term license installments in accordamitle our revenue recognition policy,
which results in long-term installment receivaldi®sn customers (due in periods exceeding one year the reporting date, primarily from
large organizations with strong credit ratings). gvant credit to customers who are located througtiee world. We perform credit
evaluations of customers and generally do not retceadlateral from customers. Amounts due undegtarm license installments are as
follows:

License Installments
(in thousands)

For the calendar year

2004 $ 28,56¢
2005 25,03
2006 19,74¢
2007 10,74(
2008 3,122
2009 and thereaftt 57¢€
87,78¢

Deferred license interest incor (5,559
Total license installments receivable, $ 82,23!
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(h) Equipment and improvements, net of accumulatepreciation and amortization

Equipment and improvements are recorded at cogtid@imtion and amortization are computed usingstraght-line method over the
estimated useful lives of the assets, which arsetlgears for equipment and five years for furniamd fixtures. Leasehold improvements are
amortized over the lesser of the life of the learsthe useful life of the asset. Repairs and maanee 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 undiscounted caslsfiexpected to be generated by an
asset to its carrying value, with the exceptiort gwodwill impairment is assessed by use of aviaine model. If such assets are considered tc
be impaired, the impairment to be recognized issueal by the amount by which the carrying amounhefasset exceeds its fair value.
There were no impairments in 2003, 2002, and 2001.

()) Research and development and software costs

Research and development costs, other than cedéimare related costs, are expensed as incurgggtalization of software costs
begins upon the establishment of technical featsibgenerally demonstrated by a working modelmoperative version of the computer
software product. Such costs have not been materddte and, as a result, no internal costs wagp#atized during 2003, 2002, and 2001.

Amortization of capitalized software is includedtie cost of software license. No amortization egaefor internally developed
capitalized software costs was charged to cosbfdfvare license during 2003, 2002, and 2001.

(k) Earnings per share

Basic earnings per share are computed based aveighted average number of common shares outstadiring the period. Diluted
earnings per share includes, to the extent inatusfsuch shares would be dilutive to earningsspere, the effect of outstanding options and
warrants, computed using the treasury stock method.

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

2003 2002 2001
Basic
Net income $17,68: $15,29° $12,53¢
Weighted average common shares outstan 34,51¢ 33,83t 32,67
Earnings per sha-basic $ 0.51 $ 0.4t $ 0.3¢
Diluted
Net income $17,68: $15,29° $12,53¢
Weighted average common shares outstan 34,51¢ 33,83t 32,673
Effect of assumed exercise of stock options andama 1,23¢ 2,14¢ 757
Weighted average common shares outstanding, asgutihirion 35,757 35,98( 33,43
Earnings per sha-diluted $ 0.4¢ $ 0.4: $ 0.37
Outstanding options excluded as impact would bi-dilutive 4,14¢ 4,02z 7,61¢
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(I) Segment reporting
We currently operate in one operating segmentesribbsed 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. We derived our operatggenue from the following geographic areas (saigside the United States are principi
through export from the United States) for the gearded December 31:

($ in thousands) 2003 2002 2001

United State: $79,12: 80% $75,61° 78% $73,127 77%
United Kingdom 12,04: 12% 14,80¢ 15% 10,04( 11%
Europe, othe 6,64( 7% 3,59t 4% 8,96¢ 9%
Other 1,50¢ 1% 3,39( 3% 2,927 3%

$99,31¢ 10% $97,40¢ 100% $95,06: 10C%

In 2003, two customers accounted for approximat&Bb and 12% of our total revenue, respectivel2062 and 2001, one customer
accounted for approximately 26% and 14% of oul t@eenue, respectively. At December 31, 2003, arstomer represented 49% of
outstanding trade accounts receivable and onemestepresented 16% of long and short-term licanstallments. At December 31, 2002,
one customer represented 22% of outstanding trec®uats receivable and one customer represented12%g and short-term license
installments.

(m) Stock options

We periodically grant stock options for a fixed rhuen of shares to employees, directors and non-greploontractors with an exercise
price equal to the fair market value of the shatetbe date of the grant. We account for stockoopgrants to employees and directors using
the intrinsic value method and intend to continudd so. Under the intrinsic value method, compemsassociated with stock awards to
employees and directors is determined as the diffas, if any, between the current fair value ofithderlying common stock on the date
compensation is measured and the price the employgieector must pay to exercise the award. Thasueement date for employee awards
is generally the date of grant.

At December 31, 2003, we had three stock-basedmmplcompensation plans, which are described noudyeii Note 4. No stock-
based employee compensation cost is reflectedtimoeme in 2003 and 2002, as all options grantetbuthose plans had an exercise price
equal to the market value of the underlying commsitmek on the date of grant. Approximately $0.1 imillof stock-based compensation is
reflected in net income in 2001. The following ®@blustrates the effect on net income and earnpegsshare if we had applied the fair value
recognition provisions of FASB Statement No. 12&ounting for Stock-Based Compensation, to stock-based employee compensation.

(in thousands, except per share amounts) Years ended December 31,
2003 2002 2001
Net income, as reporte $17,68:  $15297  $12,53¢
less Total stock-based employee compensation expensentiaed under fair
value based method for all awards, net of rela&dffects (6,807 (7,629 (12,929
Pro forma net income (los $10,87- $ 7,67 $ (390

Earnings (loss) per shal

Basi—as reportel $ 051 $ 04t $ 0.3¢
Basi——pro forma $ 032 $ 02z $ (0.0)
Diluted—as reportet $ 0.4¢ $ 0.4: $ 0.37
Diluted—pro forma $ 0.3 $ 0.21 $ (0.0))

38



Table of Contents
PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)

The fair value of options at the date of grant estimated using the Black-Scholes option pricingletavith the following weighted-
average assumptions:

2003 2002 2001
Volatility 71% 7% 10C%
Expected option life
Years from gran N/A N/A 5.C
Years from vestin 1.C 1.0 N/A
Interest rate (risk free 2.5€% 2.7&% 4.4(%
Dividends None None None

For awards granted prior to 2002, a Black-Schdlagie-option model using an expected option lifenfrthe grant date was used to
value grants. For awards in 2002 and subsequerd,y@8lack-Scholes multiple-option model usingeapected option life from the vesting
date was used to reflect changes in grant and iseguatterns.

For the portion of pro forma compensation expenseased above relating to the Stock Purchase BHanyeighted average fair values
of the options feature implicit in our PurchaserRdéferings in 2003, 2002, and 2001 wé&r.82, $2.36, and $1.74, respectively.

The effects on 2003, 2002, and 2001 pro formantame (loss) and earnings (loss) per share ofstimated fair value of stock options
and shares are not necessarily representative @ftbcts on the results of operations in the futlr addition, the estimates made utilize a
pricing model developed for traded options withatiekly short lives; our option grants typicallyeea life of up to ten years and are not
transferable. Therefore, the actual fair value sfioek option grant may be different from our esties. We believe that our estimates
incorporate all relevant information and represergasonable approximation in light of the diffieed involved in valuing non-traded stock
options.

(n) Fair value of financial instruments

The principal financial instruments held consistash equivalents, investments, accounts receiaatuleéccounts payable, capital lease
obligations, and license installment receivablésireg from license transactions. The carrying valagécash equivalents, investments,
accounts receivable and accounts payable approxitheir fair value due to the relatively short-tarature of the accounts. Using current
market rates, the fair value of license installneceivables approximates carrying value at Decer®@bg2003 and 2002.

(o) Acquired technology 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 basigithe assets’ estimated useful lives. As of Ddimm31, 2003 and 2002, intangible assets
consisted of technology acquired in a business auatibn with a carrying value of $0.7 million and.$ million and accumulated
amortization of $0.7 million and $0.3 million, resgively. Amortization expense for this acquirechteology was $0.4 million and $0.3
million for the years ended December 31, 2003 dl22respectively. Total amortization expense wad #illion, $2.7 million, and $3.0
million in 2001, including amortization of FDR’s PSoftware and warrant as described in Note 5.

We expect to recognize approximately $0.4 milliémonual amortization expense related to thosasgsarly until January 2006.

Goodwill represents the residual purchase pricergin a business combination after all identifisdeds have been recorded. Goodwill
is not amortized, but is tested annually for impegnt by comparing the implied
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fair value to its carrying value. During the ficgtarter of 2003, we made a claim against all oflth® 760 common shares in escrow from the
acquisition of 1mind Corporation (1mind). In Ap2i003, the shares were returned, retired and cawcdlhis resulted in a $0.9 million
reduction of goodwill and additional paid in capita

(p) Deferred taxes

Deferred taxes are provided for differences inlthges of our assets and liabilities for book argtaposes and loss carry forwards
based on tax rates expected to be in effect wresetllems reverse. Valuation allowances are prdvioli¢he extent it is more likely than not
that some portion of the deferred tax assets wiilhe realized.

2. 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 $0.4 million and $0.5 millieespectively, at December 31, 2003 and 2002. &exhs in 2003 and 2002 are due to
improvements in trade accounts receivable andat@les of accounts for which reserves had beenigedv The following is a roll forward «
the allowance for doubtful accounts:

Additions

Balance (reductions) Foreign
at charged to exchangt Balance
beginning costs and gain/ at end
Description of year expenses (loss) Write -offs of year

(in thousands)

Allowance for doubtful account
Year ended December 31, 2C $ 507 (14€) 4 — $ 36%
Year ended December 31, 2C $ 1,034 (359 6 (180) $ 507
Year ended December 31, 2C $ 1,03 — 3 — $1,03¢4
3. EQUIPMENT AND IMPROVEMENTS
The cost and accumulated depreciation of equipethimprovements consist of the following at Decentil,:
2003 2002

(in thousands)

Computer equipment and purchased softv $ 9,004 $ 8,89t
Furniture and fixture 2,79( 3,00t
Leasehold improvemen 2,86¢ 2,76t
Equipment under capital leas 914 914

15,57: 15,57¢
Less: accumulated depreciation and amortize (14,580) (13,857
Equipment and improvements, net of accumulatededégaion and amortizatic $ 99z $ 1,723

Depreciation expense was approximately $1.1 mill&h3 million, and $3.9 million for the years eddeecember 31, 2003, 2002, and
2001, respectively. During the year ended Decer@ibe003, we recorded
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disposals of approximately $0.7 million of furniguand fixtures, computer equipment, and purchasidare, resulting in an immaterial loss
on disposal. During the year ended December 312 2@0recorded disposals of approximately $1.0 amlbf furniture and fixtures and
leasehold improvements, resulting in a loss onatiapof $0.08 million. During the year ended Decenti, 2001, we recorded disposals of
approximately $7.9 million of furniture and fixtiwef leasehold improvements, resulting in a losdisposal of $0.15 million.

4. STOCKHOLDERS' EQUITY
(a) Preferred stocl

We have authorized 1,000,000 shares of prefermadk 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, prefagerand 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 cdetdease 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, 2003.

(b) Common stock

We have 45,000,000 authorized shares of commok atdk.01 par value, of which 35,212,505 sharegwssued and outstanding at
December 31, 2003.

(c) 1994 Long-term incentive plan

In 1994, we adopted a Long-Term Incentive Planesammended, (the “1994 Plan”) to provide employdeegctors and consultants with
opportunities to purchase stock through incentieeksoptions and non-qualified stock options.

In addition to options, eligible participants undee 1994 Plan may be granted stock appreciatigtis; restricted stock and long-term
performance awards. As of December 31, 2003, &ddtB.0 million shares of common stock were resdrfor issuance under the 1994 Plan
and approximately 1.5 million shares were availdbidssuance.

The Compensation Committee administers the 1994 @anerally the option price per share is deteehizt the date of grant. Options
granted under the 1994 Plan generally vest overyfears and expire no later than ten years frond#te of grant.

(d) 1996 Non-employee director stock option plan

The 1996 Non-Employee Director Stock Option Pléae (Director Plan”) was adopted by the Board ofddtors on May 13, 1996 and
approved by the stockholders on June 26, 1996.rfanament and restatement of the Director Plan waptad by the Board of Directors on
November 23, 1999. As amended and restated, tleetdirPlan provides for the grant to each new-employee Director of Pegasystems on
the date he or she first becomes a Director offiom to purchase 30,000 shares of common stoakpate per share equal to the fair market
value thereof on the date of grant, such optiovet in equal annual installments over three ydaadso provides for the grant to each non-
employee Director at the time of the regular meptihDirectors following the annual stockholdersatigg (commencing in 2000) of a fully
vested option to purchase 10,000 shares of comiook at a price per share equal to the fair markkte thereof on the date of grant. Pric
amendment and restatement, the Director Plan pedvior the grant to each new non-employee Direaftor
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Pegasystems on the date he or she first becameet@iof Pegasystems an option to purchase 3@/8@&s of common stock at a price per
share equal to the fair market value thereof ordtite of grant, such options to vest in equal ahingtallments over five years. At December
31, 2003, under the Director Plan there were ontlitg options to purchase a total of 250,000 shairesmmon stock and no additional
shares were available for issuance. The Compens@tionmittee administers the Director Plan. We dopfen to issue any additional optic
under the Director Plan. In 2003, options were tgano non-employee Directors under the 1994 LoagzTincentive 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 .eTdmer 1,000,000 shares of common stock reservassiggince pursuant to this plan. Un
the terms of the Stock Purchase Plan, employeesnditéed to purchase shares at 85% of the faiketaralue of our common stock on either
the commencement date or completion date for ofjsrunder the plan, whichever is less. To dateethave been nine offerings under the
Stock Purchase Plan and approximately 0.6 milllmaress have been issued thereunder. The Stock RerBtan is tax qualified and no
compensation expense related to shares issued iinedelan has been recognized in the financiaéstants.

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

2003 2002 2001
Weighted Weighted Weighted
Average Average Average
Number of Exercise Number of Exercise Number of Exercise
Options Price Options Price Options Price

(in thousands, except per share amounts)

Outstanding options at beginning of ye 7,98: $ 7.7¢ 8,617 $ 7.5€ 7,531 $ 8.8¢
Granted 1,89¢ 4.64 901 7.4z 2,30C 4.1C
Exercisec (9749) 2.4¢ (872) 4.64 (68) 0.5C
Cancelec (463 8.62 (663) 8.57 (1,152 8.91

Outstanding options at end of ye¢ 8,44( 7.6 7,98: 7.7¢ 8,617 7.5€

Exercisable options at end of y¢ 5,75¢ 8.6¢ 5,40¢ 7.8¢ 4,41F 7.4¢€

Weighted average fair value of options grantedrduthe

year $ 247 $ 4.7 $ 2.87

The following table presents weighted average e life information about significant option gpsuoutstanding and exercisable at
December 31, 2003:

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— 4.11 2,157 8.0¢ $ 3.4¢ 65€ $ 2.41
4.13— 6.6¢ 2,08¢ 6.7C 4.6t 1,661 4.6(
6.69— 7.7¢ 1,95C 6.3C 7.6% 1,41( 7.6€
7.78 —25.7¢ 2,24t 5.94 14.4¢ 2,02t 14.7¢
8,44( 5,754
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5. PURCHASED SOFTWARE AND WARRANT AGREEMENTS WITH F DR

In 1997, we entered into Software License and Sugpal 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 consolidated balance sheets. In ctonegith the Software License and Support Agreeimee gave a warrant to FDR to
purchase 284,876 shares of our common stock atchgse price of $28.25 per share which represahtethir market value of the common
stock on the date of the agreement. The warrararbe@xercisable on June 27, 1998 and expired dtivenfpurth quarter of 2002. The
warrant was valued at $2.9 million. We amortizeel thlue of the purchased software and the warraatgro rata basis over the initiatb2
year term of the agreement. During the years eBasgmber 31, 2002 and 2001, we recorded amortizakipense of approximately $:
million per year, related to the ESP software aadrant. The asset was fully amortized during 2002.

6. COMMITMENTS AND CONTINGENCIES

We lease certain equipment and office space urmiecancelable 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, 2003 are as follows:

(in thousands’

Years ending December 31,

2004 $ 3,69¢

2005 3,571
2006 3,10¢
2007 3,07¢
2008 3,14¢:
2009 and thereaftt 15,55¢

$ 32,14¢

Total rent expense under operating leases was dpmately $3.9 million, $5.1 million, and $4.5 mdh, for the years ended December
31, 2003, 2002, and 2001, respectively.

We are a party in various contractual disputeggliton 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 operations.

7. INCOME TAXES
The components of income before provision for inedaxes are as follows for the years ended Dece&iber

2003 2002 2001
(in thousands)

Domestic $20,98¢ $16,18: $12,21¢

Foreign 84t 1,01« 1,32C

Total $21,83: $17,19° $13,53¢
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The components of the provision for income taxeste years ended December 31, consist of thevWolly:

2003 2002 2001

(in thousands)

Current:
Federal $2,76¢ $ 2,16¢ $ 14¢€
State 33t 87 —
Foreign 42¢ 647 854
Total curreni 3,52¢ 2,90¢ 1,00C
Deferred:
Federal 553 (1,000 —
State 72 — —
Foreign — — —
Total deferrec 62& (1,000 —
Total provision $4,15( $ 1,90( $1,00(¢

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

2003 2002 2001
Statutory federal income tax re 35.(% 35.(% 35.(%
State income taxes, net of federal benefit anatedits 1.C 3 —
Permanent difference .6 4.C 1.t
Tax effects on foreign activitie (1) 1.C 2.1
Valuation allowance revers (17.5) (29.2) (31.9
Effective income tax rat 19.(% 11.1% 7.4%

Deferred income taxes at December 31, 2003 and 24@2t the net tax effects of net operating lasd tax credit carry forwards and
temporary differences between the carrying amooinéssets and liabilities for financial statememtpmses and the amounts used for tax
purposes. The components of our net deferred wetadiabilities) as of December 31, are as fallow

2003 2002

(in thousands

Software revenu $ (28,639 $(28,33)
Depreciatior 78¢ 74¢
Vacation accrue 334 267
Receivable and other resen 3,207 1,25¢
Net operating loss carry forwa 20,22t 28,731
Tax credits 6,51« 5,81¢
Net deferred tax asse 2,431 8,49/
Less valuation allowanct 3,05¢ 8,49/
$ (625) $ —
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A valuation allowance has been provided for certiaferred tax assets since it is uncertain if wierealize the entire benefit of the
assets. The decrease in the valuation allowandegltire year resulted from the generation of addél future taxable temporary differences
and the utilization of U.S. net operating tax lasgef the valuation allowance at December 31, 2@pBroximately $0.4 million was relatec
acquired tax loss and credit carry forwards, whiichilized will reduce goodwill. In addition, thesacquired tax benefits are subject to
limitation by the provisions of Section 382 of tiéernal Revenue Code. Of the valuation allowarid@exember 31, 2003, approximately
$0.7 million was related to tax benefits generate@xercise of stock options, which will be recardéectly to equity when realized. During
the years ended December 31, 2003, 2002, and appigximately $3.8 million, $5.0 million, and $4llion of valuation allowances were
reversed through the statements of income, reségcti

At December 31, 2003, we had alternative minimun(tAMT"), and research and experimentation (“R&HEigt credit carry forwards
for federal and state purposes of approximatel$ #@llion, available to offset future taxable incenThe carry forward period for the AMT
credit is unlimited. The R&E credit carry forwargenerally expire from 2004 to 2023.

As of December 31, 2003, we have available U.Sopetating loss carry forwards of approximately $5million. The operating loss
carry forwards expire from 2004 to 2020. Theseyctmmwards may be used to offset future income dgayable at the federal and state
levels, if any, and are subject to review by th8.Unternal Revenue Service and various state dgeadirthorities.

A provision has not been made for the U.S. or &lthd foreign taxes on $2.6 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.

8. EMPLOYEE BENEFIT PLAN

We sponsor a retirement plan for qualifying empbseThis Plan is a 401(k) defined contribution plafe provide a discretionary
matching profit sharing contribution. The contrilous paid by us aggregated approximately $0.6 onilin 2003, $0.4 million in 2002, and
$0.2 million in 2001.
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9. SELECTED QUARTERLY INFORMATION (UNAUDITED)

2003

1st Quarter 2nd Quarter 3rd Quarter 4th Quarter

(in thousands, except per share data)

Revenue $ 25,62¢ $ 25,48] $ 25,111 $ 23,09(
Gross profit 19,14 18,87 17,63 16,241
Income from operatior 6,337 4,17¢ 3,59¢ 564
Income before provision for income ta» 7,704 5,91¢ 5,23¢ 2,97(C
Net income (1 6,80¢ 3,91¢ 3,441 3,51¢
Earnings per sha-basic $ 0.2 $ 011 $ 0.1 $ 0.1
Earnings per sha-diluted $ 0.1¢ $ 011 $ 0.1 $ 0.1
2002
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter

(in thousands, except per share data)

Revenue $ 24,21 $ 26,66 $ 25,56¢ $ 20,96t
Gross profit 16,27¢ 18,39: 17,541 13,33(
Income from operatior 2,38¢ 3,701 4,02¢ 1,35¢
Income before provision for income ta 3,63¢ 4,85: 5,12¢ 3,57¢
Net income 3,43¢ 4,60: 4,82¢ 2,43(
Earnings per sha-Basic $ 0.1C $ 0.1« $ 014 $ 0.07
Earnings per sha-Diluted $ 0.1C $ 0.1: $ 0.1z $ 0.07

(1) Approximately $1.8 million of valuation allowancelated to certain tax credits was reversed duhiegaurth quarter of 200:
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10. 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 fr 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 adipmsif 1mind was accounted for as a purchase lamdperations of 1mind have been
included in our consolidated financial statemeragfthe date of acquisition. Results of operationsld not have changed materially for
2002 or 2001 if 1mind had been acquired on JanLa?®02 or 2001. The cash flow impact of $573 thodsfrom this acquisition was
transaction costs of $614 thousand less cash a&choir$41 thousand. The purchase price allocatidrased on the report of an independent
appraiser. The purchase agreement included progisar additional consideration, which we are rdtgated to pay because of the
performance of the acquired business since thesitiqo date.

(in thousands, except for share-related data)

Shares issued ( $3,29¢
Warrants issued (t 374
Total purchase pric $3,66¢
Current assets, including cash of ¢ $ 207
Equipment and improvemer 14z
Acquired technology (c 1,40(
Goodwill (d) 3,24¢
Current liabilities (569
Long-term liabilities (150
Transaction cosi (614)

$3,66¢

(a8 569,949 common shares of Pegasystems Inc.drateppproximately $5.78 per share, the averagéosing prices as reported by
Nasdaq for the three days before and after Jarl@arg002, the date of agreeme

(b) Warrants to purchase, for nominal considera®#092 common shares of Pegasystems Inc., valusgproximately $4.50 per warrant
using a Blac-Scholes mode

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

(d) This asset is considered to have an indetetmiifa and amortization is not provided. This asseubject to an annual impairment test,
which is conducted annually in November. No impantadjustments have been required. Goodwill andétiadal paid-in capital were
reduced in 2003 by $0.9 million due to the retufrsl@ares which had been held in escrow pendingrméiation of the final purchase
price made by the sellel
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ITEM 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANT S ON ACCOUNTING AND FINANCIAL DISCLOSURE
Not applicable.

ITEM 9A CONTROLS AND PROCEDURES

(a) Evaluation of Disclosure Controls and Procedures. Our management, with the participation of our Cliigrécutive Officer, or
CEO, and Chief Financial Officer, or CFO, evaludteel effectiveness of our disclosure controls amt@dures (as defined in Rules
13a-15(e) and 15d-15(e) under the Securities Exgghéwt) as of December 31, 2003. In designing aduating our disclosure
controls and procedures, our management recogthae@ny controls and procedures, no matter howdesigned and operated, can
provide only reasonable assurance of achieving tigéctives, and our management necessarily apjigudgment in evaluating the
costbenefit relationship of possible controls and pchres. Based on this evaluation, our CEO and CH@laeded that, as of Decem|
31, 2003, our disclosure controls and procedures {lg designed to ensure that material informatéating to us, including our
consolidated subsidiaries, is made known to our @REOCFO by others within those entities, partidulduring the period in which th
report was being prepared and (2) effective, intivay provide reasonable assurance that informagquired to be disclosed by us in
the reports that we file or submit under the SéiasrExchange Act is recorded, processed, sumnaqérel reported within the time
periods specified in the Securities Exchange Corsionss rules and forms.

(b) Changesin Internal Controls. No change in internal control over financial repayt(as defined in Rules 13a-15(f) and 15d-15
(f) under the Securities Exchange Act) occurrednduthe fiscal quarter ended December 31, 2003hthatmaterially affected, or is
reasonably likely to materially affect, our intekeantrol over financial reporting.
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PART IlI

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 theugides 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 REG ISTRANT

The information required by this item is containgdier the heading “Executive Officers of the Regisf’ in Part | of this Annual
Report on Form 10-K, and the remainder is containedir proxy statement for our 2004 Annual Stodédkcs Meeting under the heading
“Election of Directors,” and is incorporated herbyreference. Information relating to certainngs on Forms 3, 4, and 5 is contained in our
2004 proxy statement under the heading “Section)1Béneficial Ownership Reporting Compliance,” &thcorporated herein by reference.
Information required by this item pursuant to Ite#@4.(h), 401(i), and 401(j) of Regulation S-K réigtto an audit committee financial
expert, the identification of the audit committdeoar board of directors and procedures of secinitgers to recommend nominees to our
board of directors is contained in our 2004 pratesnent under the heading “Corporate Governaand”is incorporated herein by referer

We have adopted a written code of conduct thatieppd all of our employees, including our prineigixecutive officer, principle
financial officer, principal accounting officer oontroller, or persons performing similar functions

ITEM 11 EXECUTIVE COMPENSATION

The information required by this item is containedur proxy statement for our 2004 Annual Meetiigtockholders under the
headings “Directors Compensation” and “Executivenpensation” and is incorporated herein by reference

ITEM 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OW NERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information required by this item is containeaur proxy statement for our 2004 Annual Stockleos Meeting under the headings
“Security Ownership of Certain Beneficial Ownersldanagement” and “Securities Authorized for Issganander Equity Compensation
Plans” and is incorporated herein by reference.

ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTI ONS

The information required by this item is containedur proxy statement for our 2004 Annual Meetiigtockholders under the
heading “Certain Relationships and Related Traiwast and is incorporated herein by reference.

ITEM 14 PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by this item is containeaur proxy statement for our 2004 Annual Stocklees Meeting under the heading
“Independent Auditors Fees and Other Matters” anddorporated herein by reference.
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PART IV

ITEM 15 EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K
(a) The following are filed as part of this AnndRéport on Form 10-K:
(1) Financial Statements
The following consolidated financial statementsiastuded in Item 8:

Consolidated Balance Sheets at December 31, 2@D3G02 30
Consolidated Statements of Income for the years@icember 31, 2003, 2002, and 2 31
Consolidated Statements of Stockholders’ Equity @titer Comprehensive Income for the years ended
December 31, 2003, 2002, and 2( 32
Consolidated Statements of Cash Flows for the ye@ided December 31, 2003, 2002, and = 33

(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 becausenthemation 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 October 24, 2003, we furnished a Current Remoform 8-K under Item 12 containing a press rel@mouncing our financial
results for the quarter ended September 30, 2003.
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SIGNATURES

Pursuant to the requirements of 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: /sl CHRISTOPHERS ULLIVAN

Christopher Sullivan
Senior Vice President, Chief Financial Officer an@ireasurer
(principal financial and accounting officer)

Date: February 16, 2004

Pursuant to the requirements of the Securities Exange Act of 1934, this Annual Report on Form 1& has been signed below ¢
February 16, 2004 by the following persons on beHhabdf the Registrant and in the capacities indicated

Signature Title
/sl ALAN T REFLER Chief Executive Officer and Chairman
(principal executive officer)
Alan Trefler
/s/ CHRISTOPHERS ULLIVAN Senior Vice President, Chief Financial Officer ditdasurer

(principal financial and accounting officer)
Christopher Sullivan

/sl HENRY A NCONA President, Chief Operating Officer and Director

Henry Ancona

/sl  RICHARD H. JONES Vice Chairman

Richard H. Jones

/sl ALEXANDER V. D'A RBELOFF Director

Alexander V. d’Arbeloff

/sl SteveNF. K APLAN Director

Steven F. Kaplan

/s/ WiLLiam H. K EOUGH Director

William H. Keough

/s/ EDWARD A. M AYBURY Director

Edward A. Maybury

Director

James P. O’Halloran
Director

Edward B. Roberts
/sl WiLLIAM W YMAN Director

William Wyman
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