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PART |

ITEM 1 BUSINESS

Pegasystems was incorporated in Massachusett88 Cur stock is traded on the NASDAQ National Mdrknder the symbol PEGA.
Our website address is www.pega.com. We are nhtdimg the information contained on our websitgad of, or incorporating it by
reference into, this Annual Report on Form 10-Kldds the context otherwise requires, referencéssrAnnual Report on Form 10-K taohe

Company”, “we”, “us” or “our” refer to Pegasysteimg. and its subsidiaries.

Forward-looking statements

This Annual Report on Form 10-K contains or incaogtes forward-looking statements within the mearihgection 27A of the
Securities Act of 1933 and section 21E of the SgearExchange Act of 1934. These forward-lookitegfesments are based on current
expectations, estimates, forecasts and projectibast the industry and markets in which we opemattmanagement’s beliefs and
assumptions. In addition, other written or oratestaents that constitute forward-looking statememdy be made by us or on our behalf.
Words such as “expect,” “anticipate,” “intend,” gul,” “believe,” “seek,” “estimate,” “may,” variatis of such words and similar expressions
are intended to identify such forward-looking stag¢ats. These statements are not guarantees of fogwiormance and involve certain risks,
uncertainties and assumptions that are difficufirexict. We have included important factors in¢hationary statements in ltem 7 under the
heading “Factors that may affect future resultsit the believe could cause our actual results ferihaterially from the forward-looking
statements we make. We do not intend to updateghpbhy forwardlooking statements, whether as a result of newmétion, future even
or otherwise.

SEC reports and our Code of Conduct

We make available free of charge through our welmit Annual Reports on Form 10-K, Quarterly Report Form 10-Q and Current
Reports on Form 8-K, and amendments to these g@srtsoon as reasonably practicable after weretécally file such material with, or
furnish such material to, the Securities and ExgeaDommission. We make available on our websitertefiled by our executive officers
and Directors on Forms 3, 4 and 5 regarding theimeyship of our securities. Our Code of Conduct, amy amendments to our Code of
Conduct, are also available on our website.

Overview

We develop, market, license, and support softwarednage a broad array of business processesofware unifies Business Process
Management (BPM) software with a sophisticated Bess Rules Engine (BRE) to broadly improve busieéfestiveness. This patented
technology enables organizations to “build for adnand thus overcome the execution gap that o@sichanging management objectives
outpace the ability of operations and systemsgpard. Our rules-based BPM software is used by eaip to automate decision making
and the processes implementing those decisionss@iware runs on a broad range of computer platointerfaces with many other
applications and databases, and is capable of giqpthe needs of the world’s largest and mostaleiing businesses. By enabling
organizations to alter their business processeadlyap response to changing business conditions software provides agility for growth,
productivity and compliance. We provide implemeiotat consulting, training, and technical supporv/ses to facilitate the use of our
software. We also maintain alliances with systemegrators, technology consulting firms, and inaejeat software vendors to support our
customers.

Business strategy

Our goal is to be the leader of the business psogesiagement (BPM) software market by leveragingaduanced technology. We are
pursuing this goal through two complementary satestegies.



Direct sales.We intend to continue direct sales of our softwanaducts, which include PegaRULES and PegaRULE&eBs0
Commander, complemented by customer process amgtixes management frameworks, which are softweedrovide purpose or indus
specific functionality to our PegaRULES and Prod@emmander products.

Strategic partnerships.We also intend to continue to develop and expamdexelusive strategic relationships with systentegrators
for the marketing and sale of our software produbisough these partnerships, we are pursuing bssim industries including financial
services, health care, insurance, telecommunicatiod government. These partners complement owvagefwith their technology and
domain expertise, and may deliver strategic busip&mnning, consulting, project management, andémentation services to our customers.
Currently, our systems integration partners inclddeenture, BearingPoint, Cognizant Technology 8ahs, Computer Sciences
Corporation, IBM, and Satyam Computer Services Ltd.

Pegasystems’ products

We provide a comprehensive rules-based BPM suiéadted to help our customers plan, build and mabagmess process
management solutions.

PegaRULES

Our advanced PegaRULES rules engine is a key diffetor of our rules-based BPM. Our rules manageiteehnology employs an
inference engine that automatically analyzes ostauer’s data, determines which business rulegdpphat data, initiates the appropriate
business processes, and prompts users for anycsdditnputs required. Our rules engine uses changge declarative rules that
automatically recognize changes in data, such asgds in age or account balance, and initiategheogriate business processes for that
change, such as a notification of eligibility for account upgrade. This combination of rules adgssing provides our customers the agility
to better align their business processes with gtedtegic objectives.

PegaRULES Process Commander

PegaRULES Process Commander provides additionabdajes designed to model, simulate, execute,itboand analyze results.
Built on the PegaRULES engine, PegaRULES Procesm@mder offers a browser-based development envgahraxecution engine and
management dashboard — built in a graphical, rapidtion development environment. This platformplsedolve a wide range of business
process management problems and provides our cast@an opportunity to leverage previous technologgstments by integrating software
applications across a common platform.

Pegasystems SmartBPM Suite

Pegasystems SmartBPM Suite layers process anglystgss simulation, enterprise integration, pontaigration, content management
and/or case management on the PegaRULES Procesad@uwlar capabilities.

Based on our more than 20 years experience hetpimpanies manage complex and changing procesgsyReems also offers
purpose or industry specific frameworks built oa tapabilities of our PegaRULES and Process Comenauadtware. PegaCARD Customer
Care, PegaHEALTH Service Manager and Pega CustBnoeess Manager are frameworks that enable finleseraices and healthcare
organizations to quickly implement new practiced processes, bring new services to market, andge®pecialized processing to meet the
needs of different customers, departments or gpbgga. We offer frameworks that address exceptioaisagement — transactions that are
not automatically processed by existing systemsrapoesent excellent examples of where rules-bB&&d adds value. By automating not
only research and decision making, but also thenbas processes necessary to execute the decisioresceptions management framewc
can reduce the costs and risks associated with ahanecessing, while improving quality and effioign These frameworks include
PegaCARD Smart Dispute, PegaBANKING Smart Investigimart Adjust, Smart Monitor, and PegaHEALTHi@BException
Automation.



The principal risks and uncertainties facing ousibass, operations and financial condition areudised in Part Il, Item 7,
“Management’s Discussion and Analysis of Finan€iahdition and Results of Operations — Factors ey affect future results” of this
Annual Report on Form 10-K.

Markets and representative customers

The market for BPM software is driven by busineshas seek to close the execution gap that may b&isveen their business
objectives and their existing business processestddget customers are those organizations fadbdmanaging complex and changing
processes that seek the agility needed for grqudductivity and compliance. Our traditional custasmhave been large companies in the
financial services and healthcare markets. WithaR&fl ES Process Commander, we are also able tosuffetions to a broader range of
companies as well as a broader range of industries.

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 financialcgreustomers of ours include:
American National Insurance Compargank of America Corporation, Barclays Bank PLC,lgzihk, N.A., Calyon, Credit Suisse Group,
Hongkong and Shanghai Banking Corporation LimitRiMlorgan Chase & Co., National Australia Bank LadjtRabobank Group, and
Société Générale Group.

Healthcare

Healthcare organizations also continue to seelpmgducts that integrate their front and back offigatives and help drive customer
service, efficiency and productivity. Represengatiealthcare customers of ours include: Aetna Blog Cross Blue Shield of Massachuse
Blue Cross & Blue Shield of Rhode Island, HealthNleew York Inc., and Hospitals Contribution Fundfafstralia Limited.

Other industries

PegaRULES Process Commander offers solutions toalyange of companies and industries. Recent ghearof rules-based BPM
technology sales outside our traditional markettuihe sales to customers in insurance, governmaariyfacturing, and travel services.
Customers include: American Insurance Underwritatd)”, The Allstate Corporation, Advanced Micro Dees “AMD”, General Electric
Company, GMAC, and Starwood Hotels &Resorts Worttinc.

Sales and marketing

We market our software and services through a tsaes force and a partner network. Our partmeisde systems integrators who
design and deploy implementations based on Pegmsystules-based BPM technology, independent softwandors who build specific
applications on our technology, and technologyreag with whom we work to broaden platform suppOur partners include Accenture,
BearingPoint, Cognizant Technology Solutions, Cotep&ciences Corporation, IBM, and Satyam Compségvices Ltd.

To support our sales efforts, we conduct a broadeaf marketing programs, including industry tradlews, industry seminars,
meetings with industry analysts, and other direct iadirect marketing efforts. Our consulting staéffisiness partners, and other third parties
also generate sales leads. As of December 31, 2004ales and marketing staffing consisted of d€&le worldwide.
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In addition, we market our products and technolibggugh third parties. For example:

. We have a non-exclusive relationship with FirstdD@esources Inc., or FDR, the largest credit cezdgssor in the world. FDR
uses and re-licenses our software to the credititarket. First Data Evolve is an integrated ajgidn for credit card customer
service and collections designed to run on Pegasy’ rules technology

. PFPC, Inc., an affiliate of PNC Financial Servi@®up, incorporates Pegasystems’ technology imtonaprehensive service
solution for mutual fund institution

Sales by geography

In 2004, 2003, and 2002, sales to customers bassitie of the United States represented 32%, 20%22%, respectively, of our total
consolidated revenue. During 2004, 2003, and 2@@2jerived our revenue from the following geograpreas:

2004 2003 2002
($ in thousands)
United State: $65,74: 68%  $79,12! 8% $75,61" 78%
United Kingdom 11,93( 12% 12,04: 12% 14,80¢ 15%
Europe, othe 13,24¢ 14% 6,64( 7% 3,59¢ 1%
Other 5,54( 6% 1,50¢ 1% 3,39( 3%

$96,46: 10(%  $99,31: 10(%  $97,40¢ 10C%

In 2004, no customer accounted for 10% or moreuoftatal revenue. In 2003, two customers each adeduor approximately 15% a
12% of our total revenue, respectively.

Services and support

We offer services and support through three groopsprofessional services group which providesketaibusiness and technical
knowledge to assist our customers throughout tleeasal deployment of our products; our global cogtiosupport group which provides
support and maintenance for our customers; anéduwcation services group which offers training paogs for our staff, customers, and
partners. As of December 31, 2004, our servicessapgort groups consisted of 123 people locatediirl1 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 téogepent of our software, and allow our workflow hitects 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 grtgors and consulting firms, with which we haveaktes, also help our customers deploy
products.

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

Global customer support

Our global customer support group is primarily m@sgible for support of our software deployed atauner sites. Support services
include automated problem tracking, prioritizatanmd escalation procedures, periodic preventive tea@mce, documentation updates, new
software releases, and regularly scheduled meetiitgour staff.



Our customers are granted access to our web-baBexbsvice extranet. The password-protected $fega portal for information
important to the implementation and use of our potsl Our extranet is available at any time of dagight 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 staff, customers and pars$. Training is offered in one of our regionairing facilities in Cambridge,
Massachusetts and Reading, England, or may beadlyeaniranged at customer sites. Courses are dasignmeet the specific role
requirements of process architects, system ar¢jtand system administrators.

Research and development

Our product development priority is to continue axging the capabilities of our rules-based BPMnetbgy. We intend to maintain
and extend the support of our existing framewaoaks, we may choose to invest in additional framewavkich incorporate the latest busin
innovations. We also intend to maintain and extinedsupport of popular hardware platforms, opegagiystems, databases and connectivity
options to facilitate easy and rapid deploymerdiuerse information technology infrastructures. @aal with all of our products is to
enhance product capabilities, ease of implememtalbmg-term flexibility, and the ability to provédmproved customer service.

We believe that the challenge of enhancing futerégomance and maintaining visionary technologylézahip will depend on our
ability to anticipate changes, maintain and enhanerecurrent products, develop new products, amg kace with the increasingly
sophisticated requirements of our current and mospe customers. We must develop products thabeento our customers’ information
technology standards, scale to meet the needsgef émterprises, operate globally, and cost lems dhcomparable internal development
effort. Our development organization is responsibiegproduct architecture, core technology develepmproduct testing, and quality
assurance.

As of December 31, 2004, our development groupistetsof 90 people and has been significantly sempphted by the use of
outsourced resources. During 2004, 2003, and 2@682arch and development expenses were approxyn$di@l9 million, $21.6 million, and
$21.3 million, respectively. We expect that we wiintinue to commit significant resources to ourdorct research and development in the
future to maintain our leadership position.

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 Flegiration, TIBCO Software Inc. and Savvion Inc.;
. Business rules engine vendors such as Fair Isagm@@tion and ILOG Inc.;

. Companies that provide business process softwateddinancial services, healthcare, insuranceathdr specific markets such
as Carreker Corporation, SmartStream Technologigsand Trintech Group PL(

. Software application vendors, such as Siebel Systam, and Chordiant Software Inc.; and

. Current customers’ information technology departteewhich may seek to modify existing systems aettep proprietary
systems



We have a strong presence in the overall BPM soéwaarket, as well as a strong presence in exgeptitanagement in the financial
services and healthcare markets. We have beensmostssful competing in situations that requirégh propensity for change, high process
complexity and/or high degree of scale. We belidnat the principal competitive factors within ouarket include:

. Product adaptability, scalability, functionalityncdaperformance;

. Proven success in delivering cost-savings andiefiiyy improvements;

. Ease-of-use for developers, business units andiseis;

. Timely development and introduction of new produwatsl product enhancements;
. Establishment of a significant base of referenctaruers;

. Ability to integrate with other products and teclogies;

. Customer service and support;

. Product price;

. Vendor reputation; and

. Relationships with systems integrators.

Employees

As of December 31, 2004, we had 406 employeeshofm339 were based in the United States, 1 wasibasganada, 57 were based
in Europe, and 9 were based in Australia. Of th&l t408 were in sales and marketing, 123 perforometbulting and customer support, 90
performed research and development, and 85 wexgnrinistration.

Backlog of license, maintenance and consulting renees

As of December 31, 2004, we had software licensenasmintenance agreements and fixed fee professsemalces agreements with our
customers expected to result in approximately $88lon of revenue in 2005. Under such agreememésmust fulfill certain conditions
prior to recognizing revenue, and there can bessarance when, if ever, we will be able to satifguch conditions in each instance. As of
December 31, 2003, we had software license andtemgince agreements and fixed fee professionalcesraigreements with our customers
expected to result in approximately $29.8 millidrrevenue in 2004. We do not believe that backésydescribed above, is a meaningful
indicator of future financial performance.

ITEM 2 PROPERTIES

Our principal administrative, sales, marketing,mup, and research and development operation®eadeld in an 85,228 square foot
leased facility in Cambridge, Massachusetts. Theddor 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 2010. We believe thattiaddil or alternative space will be available asdedl in the future on commercially
reasonable terms.

ITEM 3 LEGAL PROCEEDINGS

Not applicable.

ITEM4  SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
During the fourth quarter of fiscal 2004, 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 Fatyrd, 2005:

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

Alan Trefler 48 Chief Executive Officer and Chairmi

Christopher J. Sulliva 45 Senior Vice President, Chief Financial Officer arrdasure
Michael Pyle 50 Senior Vice President of Product Developrr

Michael J. Wallrick 53 Senior Vice President of Global Sa

Douglas I. Kre 42 Vice President of Global Servic

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 sieerganized in
1983. Prior to 1983, he managed an electronic ftnaahsfer product for TMI Systems Corporation, fiveare and services company. Mr.
Trefler holds a B.A. degree in economics and coepstience from Dartmouth College.

Christopher J. Sullivajpined Pegasystems in July 2001. In August 200ly&® 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. Previously, he served as Vice PresidéRirance at Compaq Computer Corporation, a compmat@pany. His prior experience a
includes service as Senior Vice President of Fiaaid-isher Scientific International, Inc., a disitor of clinical and scientific laboratory
equipment, and as Vice President of Finance att@igiquipment Corporation. He holds a B.S.B.A. éegand an M.B.A. degree from
Babson College.

Michael Pylejoined Pegasystems in 1985 and has served as S&o@President of Product Development since Aug@080. Including
his positions with Pegasystems, Mr. Pyle’s profassi background encompasses almost thirty yeagefofare development and managerial
experience throughout Europe and the United StétesPyle completed his B.C.S. specializing in Cangp Science and Systems
Programming at the Civil Service College in London.

Michael J. Wallrichjoined Pegasystems in November 2004 as SeniorRfiesident of Global Sales. From 2002 to 2004, Mallk¢h
served as President of MicroTek, an educationditiaprovider whose customers include most of thajor technology vendors. From 1991
to 2002, Mr. Wallrich held a variety of managempasitions, including Senior Vice President of Angas at FileNet, a software company.
His prior experience includes management positar&ratus Computer Inc., a computer company, th diwect and indirect sales. Mr.
Wallrich holds a B.S. in Economics from the Univr®f lllinois - Chicago.

Douglas I. Krajoined Pegasystems in November 2004 as Vice Prasidéslobal Services. From 2002 to 2004, Mr. Keaved as Vice
President at eLoyalty Corp., a consulting compamecklizing in customer relationship managemeran2000 to 2001, Mr. Kra served as
President of Zefer Corp., an internet consultimgfiPrior to Zefer, Mr. Kra spent ten years at Caddge Technology Partners Inc. in a vari
of senior roles. He holds a B.A. in Computer Scéefrom Brandeis University and an M.B.A. in finarfoem New York University Stern
School of Business.



PART Il

ITEM 5 MARKET FOR REGISTRANT'S COMMON STOCK, RELATE D 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 NAgSDMational Market System for
2004 and 2003. Our common stock is traded undeX&BDAQ Symbol “PEGA”. As of February 1, 2005, wadhapproximately 75
stockholders of record and approximately 4,300 fieiaéowners of our common stock. On Februaryd0Q%, the closing sale price of our
common stock was $6.83. We have never declaredidrgmy cash dividends on our common stock. Wenihte retain our earnings to
finance future growth, and therefore have not jgiitHends, nor do we presently anticipate paying @midends in the foreseeable future.

High Low

2004
First Quartel $11.7¢ $7.72
Second Quarte $ 9.9t $7.72
Third Quartel $ 8.7¢ $5.77
Fourth Quarte $ 8.5¢ $6.5¢
High Low

2003
First Quarte! $ 6.0C $3.1C
Second Quarte $ 8.4¢ $3.8(
Third Quartel $ 9.1¢ $6.5¢
Fourth Quarte $ 8.9C $7.1C

Our Board of Directors has authorized the repurelwisip to $10 million of our common stock. Theghases will be made from time
to time on the open market or in privately negetiaransactions. Under the program, shares mayiohgsed in such amounts as market
conditions warrant, subject to regulatory and otwersiderations. As of February 16, 2005, no shaaesbeen repurchased under the proc
The authorization expires on September 30, 2005.

In February 2004, we issued 33,287 shares of aunman stock in connection with the exercise of watsassued as part of the
consideration for our acquisition of 1mind Corpa@atin 2002. These warrants were exercised by floumer stockholders of 1mind. The
consideration for these exercises was paid indha bf the surrender of 2,967 shares of our comstock under the warrants as a net
exercise, which shares were valued at a total bft88usand, based on the average closing pricaraf@mmon stock over the ten consecu
trading days ending on the third trading day priothe date of exercise. We issued these 33,28@shparsuant to the registration exemption
under Section 4(2) of the Securities Act of 1933.

As of December 31, 2004, there were outstandingam#s to purchase 73,576 shares of our common siiticla weighted average fair
value of $3.38 per share and a weighted averageisgerice of $4.08 per share.
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ITEM6  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” #relconsolidated financial statements and acconipgmotes.

Year Ended December 31,

2004 2003 2002 2001 2000

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

Total revenue $ 96,46 $ 99,31 $ 97,40¢ $ 95,06: $ 83,47¢
Income (loss) from operatiol 5,74¢ 14,67 11,47¢ 6,53¢ (25,957
Income (loss) before provision for income ta 11,12¢ 21,83 17,197 13,53¢ (20,55¢)
Net income (loss 7,554 17,68 15,29 12,53 (20,85¢)
Earnings (loss) per shal

Basic $ 0.21 $ 0.1 $ 04f $ 0.3¢ $ (0.7))

Diluted $ 0.2 $ 0.4¢ $ 04: $ 0.3i $ (0.7))
Weighted average number of common shares outsigr

Basic 35,69: 34,51¢ 33,83t 32,67 29,20¢

Diluted 37,04: 35,751 35,98( 33,43« 29,20¢

Year Ended December 31,

2004 2003 2002 2001 2000

(in thousands)
Consolidated Balance Sheet Date

Total cash and she-term investment $ 97,36( $ 87,93t $ 62,69¢ $ 33,01° $ 17,33¢
Working capital 118,88 95,97¢ 75,50: 57,157 43,75¢
Long-term license installments, n 44,34 53,66¢ 48,66 43,15¢ 37,40:
Total asset 194,25! 184,72¢ 157,35t 125,07 110,49:
Capital lease obligation, including current port 263 — — 81 39¢€
Stockholder’ equity 165,20( 153,17: 130,92 104,95¢ 92,06:

11



ITEM7  MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINA NCIAL CONDITION AND RESULTS OF OPERATIONS
Results of Operations
2004 Overviev

Our total revenue for 2004 decreased 3% to $96llmirom $99.3 million in 2003, due to a decre@seur license revenue, which
was partially offset by an increase in our serviee®nue. Excluding the anticipated $10.6 millieduction in revenue associated with the
restructured First Data Resources (“FDR”) 2002 egyent, total revenue increased 9% versus 2003d@trease in our license revenue in
2004 was due primarily to a decline in term liceresgewals, extensions and additions, and to anipated decline in license revenue from
FDR. These declines were partially offset by amaase in license revenue from new customers, niieghich was derived from sales of
perpetual licenses of products based on our Peg&BUéchnology. The increase in our services revean@604 was primarily due to
implementation services associated with new cust@igaings and to maintenance services associatbdaw expanded installed base of
software. Historically, our mix of license and sees revenue has fluctuated from year to yearvenbelieve that the composition of license
and services revenue will continue to fluctuate2®34, new customers (i.e., organizational unitgsins, or companies from whom we have
not previously derived any license revenue) acaxlfdr $27.8 million, or 29%, of our total revenue.

Profit before taxes decreased to $11.1 milliond8£2from $21.8 million in 2003, primarily due tcb&6.1 million decrease in license
gross margin, and a $7.2 million increase in sglind marketing expense, partially offset by a $illion improvement in service margins.
Net income for 2004 decreased to $7.6 million fi®h7.7 million in 2003 due to the decrease in ptaditore taxes and a higher effective
rate in 2004. We generated $7.6 million in posittesh flow from operations during 2004, and entledperiod with $97.4 million in cash a
marketable securities and $75.7 million in combiskdrt and long-term license installment receivable

We see three significant trends in our business:

. First, we are increasingly licensing our softwanespiant to perpetual licenses, under which a cust@ays a single license fee at
the commencement of the license, rather than potg$oderm licenses, under which a customer paysithly fee during the
license term and must renew the license for additifees to continue to use the software past tiginal term. We expect that o
use of perpetual licenses will continue to incraaghe foreseeable future, although we expechteranto new term licenses in
certain instances at the request of our custornsincreased use of perpetual licenses rathertdranlicenses has the effect,
with respect to a given transaction, of increasinglicense revenue and cash flow in the short teuhof decreasing the amount
of renewal revenue and cash flow in the fut

. Second, the percentage of our license revenuéngla our PegaRULES technology has been increa€ingPegaRULES
products can be used by a wide range of custonusgle of our traditional financial services andiltte care markets, which has
enabled us to increase our sales to customersleudbthese traditional markets. Our PegaRULESymrtsdoften require less
customization and implementation assistance thian generations of our software products, whicedme cases has enabled t
shorten the length of the sales process and theertiguired to receive customer acceptance of thea® product. However, our
experience with these new products is limitednmeti and it is too early to determine if shorteesand implementation cycles v
be the norm

. Third, we are increasing our reliance on partneggrovide implementation services that our custendemand for solutions based
upon our products. We have developed a networkaofad and qualified partners that have the caipabil provide these services
to our customers. By utilizing these partners, @eehincreased the supply of skilled service coaststthat can assist our
customers. In certai
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cases, our partners are also able to offer lowieegto our customers due to the use of resouocesdd in other countries, thereby
increasing the value to our customers of the olveddlition. Some of our partners have more headatedicated to consulting
services for our products than we have. We belilbaethis trend is good for our business becauseeobreadth of domain expert
that our partners can bring to solutions. Thisarede on partners also reduces the time periocf@nue recognition in some
instances, because our customers accept our sefpmaducts upon delivery and obtain additional ises/from our partners rather
than from us. As a result, we expect that our ses/revenue may grow more slowly over time thareifdid not rely on our
partners, but the time from software license sigrmlicense revenue recognition may shor

Statement of Income Information

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

Software license reveni
Services revenu

Total revenue

Cost of software licens
Cost of service

Total cost of revenu

Gross profit

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 ta
Provision for income taxe

Net income

International Revenues

Year ended December 31,

2004 2003
43.1% 58.1%
56.¢ 41.¢
100.C 100.(
0.4 0.4
27.1 27.2
27.5 27.€
72.8 72.4
20.€ 217
33.C 25.C
12.5 10.€
66.€ 57.€
6.C 14.¢
3.1 5.2
1.¢ 0.8
0.t 1.2
11. 22.C
3.7 4.2
7.8% 17.€%

2002

65.€%
34.4

100.(

2.7
30.C
327

67.5

21.€
23.€
9.7

55.€
11.€
5.9
0.8
(0.9)
17.7
2.0
15.7%

International revenue was 32%, 20% and 22% of taiakolidated revenue in 2004, 2003 and 2002, ctigply. Our international
revenue may fluctuate in the future because su@ntee is generally dependent upon a small numbgroofuct acceptances by our custon
during a given period. Historically, most of oumtiacts have been denominated in U.S. dollars. ¥gea, 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, 2004 compared to year endedcember 31, 2003
Revenue

Our total revenue for 2004 decreased 3% to $96llmfirom $99.3 million in 2003. This decrease vehg to a decline in license
revenue, partially offset by an increase in sewvievenue. The following table summarizes our reeezomposition:

(in millions) Year ended
December 31,
2004 2003
License revenut
Perpetual licenses and licenses accounted forsoibgcription basi $25.2 $27.5
Term license renewals, extensions and addi 16.: 30.2
Total license revenu 41.¢ 57.7
Services revenu
Implementation, consulting and training servi 39.C 30.1
Maintenance 15.¢€ 11.5
Total services revent 54.¢ 41.¢€
Total revenue $96.5 $99.2

Total license revenue for 2004 decreased to $4ill@mfrom $57.7 million for 2003. This decreagsetbtal license revenue was the
result of a $13.9 million decrease in term liceresgewals, extensions and additions, and an antid@10.6 million decline in perpetual
license revenue from FDR, partially offset by amd$illion increase in other perpetual and subsicriplicense revenue.

The $13.9 million decrease in term license reneveatensions and additions reflects a lower valuscbeduled renewals in 2004 ver
2003, as well as a reduction in license add-onseatehsions associated with those renewals. Itiaddfewer customers renewed term
licenses in advance of their scheduled renewal diateg 2004 as compared to 2003. Term licensenalsescheduled for 2005 are modestly
higher than renewals in 2004. While historicallynajority of customers have renewed their term kesnthere can be no assurance that a
majority of customers will continue to do so.

Services revenue for 2004 increased 32% to $54l®mirom $41.6 million for 2003. This increase svdue primarily to an increase in
new license implementations in 2004, and highetoensr maintenance revenue. Implementation, comguétnd training services revenue in
2004 increased 30% to $39.0 million from $30.1 imrillfor 2003. This increase was due primarily tpliementation projects associated with
new customer signings and more projects reachingptation in 2004. Typically, we derive substant@lenue from services provided in
connection with the implementation of software fised by new customers. Going forward, as we coatiacwcomplement our direct selling
and support efforts with those of our alliance pars, we do not expect to sustain this rate ofisesvevenue growth. Maintenance revent
2004 increased 38% to $15.9 million from $11.5imnllin 2003. The increase in maintenance revenugedua to a larger installed base of
software and improved pricing for maintenance suppo

Deferred revenue at December 31, 2004 consistethply of billed fees from arrangements for whiat@ptance of the software
license or service milestone had not occurred,aavdince payment of maintenance fees. Deferred uevaslances decreased to $9.1 million
as of December 31, 2004 from $14.2 million as of@&eber 31, 2003. The decrease was due primardydi&crease in the unearned portio
services revenue related to new software impleniensaand a decrease in deferred license reveiaugglfy offset by an increase in the
unearned portion of services revenue related tarmoh/payments of maintenance fees.
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Cost of revenue

Cost of services consists primarily of the cogpraividing implementation, consulting, maintenarag] training services. Our cost of
services for 2004 decreased 3% to $26.1 milliomf&27.1 million in 2003, primarily due to the red®pnent of some of our services staff to
pre-sales support activities. Cost of services as egpéige of services revenue decreased to 48% @dr f20m 65% for 2003. The percente
decrease was primarily due to the increase in @wices revenue and the redeployment of some ofewices staff to pre-sales support
activities. Services gross margin was $28.8 milfimn2004 compared to $14.5 million for 2003. Therease in services gross margin reflects
recognition of deferred margin on completed sewigegagements and improved effectiveness of ofiegsional services staff, achieved in
part through the increased use of third party emtdrs when necessary to meet higher demand.

Operating expenses

Research and development expenses for 2004 dedr@¥sto $19.9 million from $21.6 million for 2008s a percentage of our total
revenue, research and development expenses dattedsEs in 2004 from 22% in 2003. The decreaspanding was primarily due to
reduced R&D staff and staff related expenses asasegkduced spending on outsourced R&D contradi®#® headcount at the end of 2004
was 90 compared to 101 at the end of 2003.

Selling and marketing expenses for 2004 increa8étl ® $32.1 million from $24.8 million for 2003. iBhincrease was due to an
increase in our sales personnel, and an increas®dns commissions associated with increased iwewsée bookings, partially offset by a
decrease in marketing program spending. Many oatititional sales personnel were hired late in 20@3a percentage of total revenue,
selling and marketing expenses increased to 332004 from 25% in 2003, due to the combined efféaareased spending and lower total
revenue in 2004. Selling and marketing headcoutiteaénd of 2004 was 108 compared to 102 at the£ad03.

General and administrative expenses for 2004 isertd4% to $12.3 million from $10.8 million for ZD0As a percentage of our total
revenue, general and administrative expenses isete®a 13% for 2004 from 11% for 2003. These irsgeavere primarily due to increased
spending in 2004 on audit and compliance activaiesociated with the requirements of the Sarbandsy@.ct of 2002 and related
regulations as well as increased staff costs. Géaed administrative headcount was 85 at the €é20@4 compared to 91 at the end of 2003.

Installment receivable interest income

Installment receivable interest income, which cstssof the portion of all term license fees unddtvgare license agreements
attributable to the time value of money, decrease&tD04 to $3.0 million from $5.2 million for 2003he decrease was due primarily to a
lower average discount rate for our portfolio afiiesoftware licenses and a lower total value of goaitfolio. A portion of the fee from each
term license arrangement is initially deferred eewbgnized as installment receivable interest ireorer the remaining term of the license.
For purposes of the present value calculationsdigeount rates used are estimates of customensiwimg rates, typically below prime rate,
and have varied between 3.25% and 7.0% duringdbefpw years. It is expected that installmentixed®e interest income will decline
further in 2005 due to the lower total value of portfolio of term software licenses.

Other interest income, net

Other interest income, net, increased to $1.8 onilfor 2004 from $0.8 million for 2003. The increasas due to increased cash and
investment balances and improved yields.
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Other income (expense), net
Other income (expense), net, which consists prignaficurrency exchange gains and losses, wasr#illion for 2004 versus $1.2
million for 2003. The decrease was due to lowerangy exchange gains in 2004 versus 2003, and sgpéncurred in the second quarter of
2004 associated with restructuring our investmentfqlio.

Income before provision for income taxes

Income before provision for income taxes decreas&i 1.1 million for 2004 from $21.8 million in 280This decrease was due to a
$16.1 million decrease in license revenue, a $7lllomincrease in operating expenses primarily tuevestments in sales and marketing, a
$1.8 million decrease in other income and expepastially offset by $14.2 million improvement inrg&e gross margin.

Provision for income taxes

The provision for income taxes in 2004 was $3.6iomlcompared to $4.2 million in 2003. The effeetitax rate was 32% in 2004
compared to 19% for 2003. This increase in effectate was due to lower benefits from the recogmitif loss and credit carry forwards in
2004 compared to 2003, partially offset by improestimates in 2004 of tax benefits related to eixpales.

Year ended December 31, 2003 compared to year endedcember 31, 2002
Revenue

Total revenue for 2003 increased 2% to $99.3 milfrom $97.4 million for 2002. The increase was thuan increase in services
revenue, which was partially offset by a decreassoftware license revenue. Total revenue from c@stomers was 24% of total revenue for
2003, compared with 10% in 2002. The increaseriviges revenue was due primarily to more new lieengplementation activity in 2003.
The decrease in license revenue was due mainheteetiuction in revenue from the restructured gearent with FDR. The following table
summarizes our revenue composition:

(in millions) Year ended
December 31,
2003 2002
License revenut
Perpetual licenses and licenses accounted forsoibgcription basi $27.5 $35.€
Term license renewals, extensions and addi 30.2 28.2
Total license revenu 57.7 63.€
Services revenu
Implementation, consulting and training servi 30.1 24.2
Maintenance 11. 9.3
Total services revent 41.¢ 33.t
Total revenue $99.2 $97.4

Total license revenue for 2003 decreased 10% to7$6illion from $63.9 million for 2002. The decresis license revenue from FDR
of $13.3 million was partially offset by an incredas new customer license revenue. License revenadding revenue from FDR, grew 1
in 2003 from 2002. A substantial majority of oufta@re license revenue in 2003 and 2002 was froistiag customers.

The $8.1 million decrease in perpetual and subseripicense revenue in 2003 compared to 2002 wiasapily due to a $13.3 million
reduction in license revenue from FDR, partiallfsef by an increase in license revenue from newoousrs. Under the terms of the perpetual
license agreement entered into during the first
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quarter of 2002, when we restructured our arrangémih FDR, FDR made monthly payments through Daoer 2003. We recognized
revenue under the FDR agreement, through the diagter of 2003. We did not recognize license raednom this FDR agreement in 2004,
however we continued to earn maintenance reverhgfdllowing table summarizes the revenue we reizeghin 2003 and 2002 under the
FDR perpetual license and the prior agreements RiXR:

(in millions) Year ended
December 31,
2003 2002
Perpetual licenses and licenses accounted forsoibgcription basi $10.€ $23.¢
Implementation, consulting and training servi 0.C 0.8
Maintenance 0.c 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@dth market interest rates. The discount ratesiue recognize term license revenue are
estimates of customer borrowing rates at the tioenée revenue is recognized. A decrease in thragweliscount rate resulted in an increase
in license revenue of approximately $1.4 million 2003 versus 2002.

Services revenue for 2003 increased 24% to $4ll®mirom $33.5 million for 2002. The increase wdige to more new license
implementation activity in 2003 and new customeimgmance revenue. Implementation, consulting eaidihg services in 2003 increased
25% to $30.1 million from $24.2 million for 2002ypically, we derive substantial revenue from segsiprovided in connection with the
implementation of software licensed by new custamilaintenance revenue in 2003 increased 23% td$iillion from $9.3 million in
2002 due primarily to the larger installed basewf software.

Deferred revenue at December 31, 2003 consistethply of billed fees from arrangements for whigiteptance of the software
license or service milestone had not occurred, fhlesinearned portion of services revenue and agvasyment 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 decreaskefarred license revenue.

Cost of revenue

Cost of software license of $0.4 million in 2008ted to the amortization of technology we purckiaseconnection with a business
acquisition in 2002. Cost of software license of/aillion in 2002 reflected the amortization adated with purchased software under an
agreement with FDR as well as the technology pwethan connection with the 2002 business acquisifitie $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 decreasqvimarily due to the increase in
services revenue and reduced staff costs, whidfifisigntly 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 contraohdren necessary to meet higher demand.
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Operating expenses

Research and development expenses for 2003 indréé&s¢o $21.6 million from $21.3 million for 2008s a percentage of total
revenue, research and development expenses reni@nat22%. The increase in spending was primalile to increased investment in our
PegaRULES technology and applications built up@t tschnology. Increases in spending on outsourR&d contractors were partially
offset by decreases in staff related costs.

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, suchkadsvare demonstrations, and growth in
sales and marketing staff from 84 at the end 02200L02 at the end of 2003, partially offset bgrdases in sales staff average compens:
As a percentage of total revenue, selling and ntiaadgcexpense increased to 25% in 2003 from 2490022

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 isetde® 11% for 2003 from 10% for 2002. The increasere due to employee
compensation related expenses and corporate goerpaograms and initiatives. Headcount in adnriatiste services increased from 85 at
the end of 2002 to 91 at the end of 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.

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 increase®l1.8 million for 2003 from $17.2 million in 280The $4.6 million increase was
primarily due to a $10.3 million improvement in@ee gross margin, and a $2.0 million increasetirenincome, 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 increased from 119062 to 19% in 2003. The provision for income t&akxe2003 was $4.2 million,
compared to $1.9 million in 2002. The provisionregesed due to higher levels of income before inctaxes and lower benefits from the
recognition of loss and credit carry forwards 920
Liquidity and capital resources

We have funded our operations primarily from cdetvffrom operations. At December 31, 2004, we haghcand equivalents and short-
term investments of $97.4 million, a $9.4 milliorciease from $87.9 million at
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December 31, 2003. Working capital was $118.9 amiltit December 31, 2004, a $22.9 million increasm f$96.0 million at December 31,
2003. Working capital increased primarily due toréases in cash and investments, accounts recejihblshort-term portion of license
installments and a reduction in deferred revenue.

Net cash provided by operations for 2004 was $illiomcompared with $21.0 million for 2003. Theatease was primarily due to a
decrease of $10.1 million in net income for 200fhpared to 2003.

Net cash used in investing activities for 2004 $€8.3) million, primarily due to net purchaseswdrketable debt securities during
2004. This compared with $(14.3) million used imdating activities in 2003, also primarily for pbases of marketable debt securities.

Net cash provided by financing activities for 20@ds $3.5 million compared with $3.0 million in 2003e increase was primarily due
to higher proceeds from employee stock option ésesc

Our Board of Directors has authorized the repurelmiaip to $10 million of our outstanding commoockt The purchases will be made
from time to time on the open market or in privateégotiated transactions. Under the program, shaesy be purchased in such amounts as
market conditions warrant, subject to regulatorg ather considerations. As of February 16, 2005shrares had been repurchased under the
program. The authorization expires on Septembe2G05.

We believe that current cash, cash equivalentscash flow from operations will be sufficient tanfillour business for at least the next
twelve months. Material risks to cash flow from mgi@ns include delayed or reduced cash paymentmazanying sales of new licenses or a
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 expenditumessddition, 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, 2004, we did not have matedaimitments for capital or operating expenditurdgothan capital and operating
leases. Our principal administrative, sales, margesupport, and research and development opasatite located in an 85,228 square foot
leased facility in Cambridge, Massachusetts. Theddor 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 tla@ United Kingdom. These leases ex
at various dates through 2010. Rent expense umpagating leases is recognized on a straight-lisesbander which scheduled rent increases
are expensed in advance of payment. The excespehse over current payments is recorded as ddfegnt and included in other long-term
liabilities. Our known contractual obligations &ecember 31, 2004 were as follows:

Payment due by period (in thousands)

Less thar More than
1- 3-
Contractual obligations: Total 1 year 3 years 5 years 5 years
Capital lease obligatior $ 28z $ 10¢ $ 17z $ — $ —
Operating lease obligatiol 30,04¢ 3,552 7,00¢ 7,10: 12,38:
Total $30,32¢ $ 3,661 $7,181 $7,10¢ $12,38:
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Our liquidity is affected by the manner in which walect cash for certain types of license trarieast Historically, our term licenses
have provided for monthly license payments, geheoaler 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)

2005 $ 31,35¢
2006 24,05:
2007 15,03:
2008 6,71¢
2009 1,13¢
2010 and thereaftt 1,861

$ 80,15¢

Critical accounting policies and estimates

Management’s discussion and analysis of the firmdmaindition and results of operations is basedupe consolidated financial
statements, which have been prepared in accordgititaccounting principles generally accepted m thited States. The preparation of
these financial statements requires us to makenatgs and judgments that affect the reported amairgssets, 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 couldwda the future given available information. Wenswler the following accounting policies
to be both those most important to the portrayawffinancial condition and those that require st 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, andgamerally 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. Paynseibfect to refund are recognized as revenue whanderovisions 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 theomest'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 thegments) is initially deferred and recognizedrssallment receivable interest income
(and is not part of total revenue) over the licetesm. Many of our license agreements provideit@rise 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 recogragenstallment receivable interest income overémaining license term. For purposes of
the present value calculations, the discount nages are estimates of customers’ borrowing ratdseaime of recognition, typically below
prime rate, and have varied between 3.25% and To0%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 wie customer becomes committed to the new Ectmms and no significant
obligations or contingencies exist related to thi#éwgare, other than maintenance support.
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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 typiaaityuire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as services dineedsd and fees are billed. Until the fair valdette elements of a contract can be
determined, the recognition of services revenudifed-price projects is limited to amounts equal to dists incurred, resulting in no gr
profit. We do not have a reliable track recorddocurately estimating the time and resources netdeaimplete fixed price service projects.
As a result, determination of the fair value of #iements of the contract has generally occurreditethe implementation process, typically
when implementation is complete and remaining sesvare no longer significant to the project. & thir values of the elements of a contract
are then apparent, the remaining revenue and asdiiciated with the fixed price services elemesitde recognized when the project is
completed. To the extent that a software licensecisided in the contract, any residual amountsaiaimg after revenue is allocated to the
services elements are recorded as license revehlliessts of services are expensed as incurred.

Software license customers are offered the opticanter into a maintenance contract, which usuealjires 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@asnue as the services are provided.

We reduce revenue for estimates of the fair vadiggtential 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 isdemnify the customer against claims that aftware 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, 2004, we had npeaenced any material losses related to
these indemnification obligations and no claimswiéspect thereto were outstanding. We do not éxgiguaificant claims related to these
indemnification obligations, and consequently, vagénrconcluded that the fair value of these obligetiis negligible and we have not
established any related reserves.

Deferred revenue

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

Allowance for doubtful accounts

We maintain an allowance for doubtful accounts gigistimates that we make based on factors we ledlippropriate such as the
composition of the accounts receivable aging, hisibbad debts, changes in payment patterns, mestoreditworthiness and current
economic trends. If we used different assumptiond,the financial condition of customers weredteriorate, resulting in an impairment of
their ability to make payments, additional provisdor doubtful accounts would be required and Wantrease bad debt expense.
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Stock-based compensation

We periodically grant stock options for a fixed rhugn of shares to employees, non-employee direatmtsion-employee contractors
with an exercise price equal to the fair marketigadf the shares at the date of the grant. We atd¢oustock option grants to employees and
directors using the intrinsic value method. Undher intrinsic value method, compensation associattdstock awards to employees and
directors is determined as the difference, if d®tyeen the current fair value of the underlyinmomn stock on the date compensation is
measured and the price the employee or directot paysto exercise the award. The measurement dagnfployee awards is generally the
date of grant. Stock options granted to non-emm@amantractors are accounted for using the fairevatethod. Under the fair value method,
compensation associated with stock awards to nquesme contractors is determined based on the adhfair value of the award itself,
measured using either current market data or ablésted option pricing model.

At December 31, 2004, we had four stock-based casgi®mn plans, which are described more fully ineNb of the notes to the
financial statements. No stock-based employee cosgtion expense is reflected in net income in 22083 and 2002, as all options granted
under those plans had an exercise price equaétmérket value of the underlying common stock endhte of grant and were granted to
employees and directors.

The fair value method requires use of an optioaipgi model, and assumptions required by the selentedel. Assumptions required in
using these models include average life of optfom® the vesting date, volatility of our stock mriand risk free rate of return. We have used
the Black-Scholes multiple option pricing modelidgrthe past few years for our pro-forma disclosurenotes to the financial statements
regarding what the impact would have been of adggtie fair value method. We have based our assomspfior average life of options on
analyses of the history of activity by holders of the money” options for our common stock. We hbaeed our assumptions for volatility of
our stock price on analyses of the history of theepof our common stock as reported by NASDAQklng back over a time period
approximating the assumed average life of optidvs.have assumed a risk free rate of return basgtietis of US Treasury notes. We
disclose the pro-forma effect on our financial fesin Note 1 (m) of the notes to the financiatastaents.

The effects on pro-forma net income and earningsipare of the estimated fair value of stock optiand estimated dilutive shares are
not necessarily representative of the effects errélsults of operations in the future. In addititve, estimates made utilize a pricing model
developed for traded options with relatively sHiwmes; our option grants typically have a life qf to ten years and are not transferable.
Therefore, the actual fair value of a stock optjoant may be different from our estimates. We belithat our estimates incorporate all
relevant information and represent a reasonableappation in light of the difficulties involved imaluing non-traded stock options.

In December 2004, the Financial Accounting Stansl&ualard (“FASB”) issued Statement of Financial Aacting Standards No. 123R,
Share-Based PaymefiSFAS No. 123R"). This Statement is a revisiorB8AS No. 123Accounting for Stock-Based Compensatiand
supersedes Accounting Principles Board Opinion28gAccounting for Stock Issued to Employeesd its related implementation guidance.
SFAS No. 123R focuses primarily on accounting fansactions in which an entity obtains employegises in share-based payment
transactions. The Statement requires entitiesdogrze stock compensation expense for awardsufyeigstruments to employees based on
the grant-date fair value of those awards (wititkch exceptions). SFAS No. 123R is effective far tinst interim or annual reporting period
that begins after June 15, 2005.

We are evaluating the two methods of adoption alblyy SFAS No. 123R; the modified-prospective titeors method and the
modified-retrospective transition method.

Adoption of SFAS No. 123R will significantly increa compensation expense. In addition, SFAS No. 128&res that excess tax
benefits related to stock compensation expensepmted as a financing cash inflow rather than @slaction of taxes paid in cash flow from
operations.
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Accounting for income taxes

We account for income taxes in accordance witheBtant of Financial Accounting Standards No. 10BBAS 109Accounting for
Income Taxe, which requires that deferred tax assets andiliakibe recognized using enacted tax rates ®effect of temporary
differences between the book and tax bases ofdedmssets and liabilities. SFAS 109 also reqtiv@sdeferred tax assets be reduced by a
valuation allowance if it is more likely than nbet some portion or all of the deferred tax asskinet be realized. We evaluate the
recoverability of our deferred tax assets quarteylyassessing our valuation allowance and by ddg#te amount of such allowance, if
necessary. At December 31, 2004, we had net ddftareassets primarily resulting from temporaryedénces between the book and tax
bases of assets and liabilities, and loss andtaradiy forwards. We continue to provide a valuatitiowance on certain deferred tax assets
based on an assessment of the likelihood of tealization. In reaching our conclusion, we evaldatertain relevant criteria including
deferred tax liabilities that can be used to oftkeferred tax assets, estimates of future taxabt@me of appropriate character within the carry
forward period available under the tax law, andgining strategies. Our judgments regarding &takable income may change due to
market conditions, changes in U.S. or internatidaallaws, and other factors. These changes, ifmay require material adjustments to tt
deferred tax assets, resulting in either a tax fiteifét is estimated that future taxable incomsdikely, or a reduction in the value of the
deferred tax assets, if it is determined that thalue is impaired, resulting in a reduction in imebbme or an increase in net loss in the period
when such determinations are made.

Principal differences between our book and tax actare related to the treatment of our liceremstictions. We use the operating
lease method of recognizing license revenue foptaposes, so that to the extent we continue trémito term license contracts, we establish
deferred tax liabilities for such future taxableame. In addition, because we defer recogniticthisfincome into future periods for tax
purposes, we have generated substantial tax logsfoavards which partially offset the relateddiities. We also earn tax credits in various
jurisdictions for our ongoing investment in reséaand development activitie

As of December 31, 2004, our remaining valuatidovednce related to credits, which we expect wilhiest before we will be able to
utilize them, and to loss carry forwards acquirethie 1mind acquisition, the recognition of whicti @generally reduce goodwill.

Judgment is required in determining our worldwideome tax expense provision. In the ordinary coafsmnducting a global business
enterprise, there are many transactions and céilmutaundertaken whose ultimate tax outcome cabaaertain. Some of these uncertainties
arise as a consequence of transactions and arrengemade among related parties, transfer pricingrdnsactions with our subsidiaries, and
potential challenges to nexus and credit estima¥esestimate our exposure to unfavorable outcomlased to these uncertainties and
estimate the probability for such outcomes. Althouge believe our estimates are reasonable, noaas=mican be given that the final tax
outcome of these matters will not be different framat is reflected in our historical income taxyisions, returns and accruals. Such
differences could have a material impact on ouoiine tax provision and operating results in theqekeim which such a determination is me
Provisions have been made for such uncertaintigls,reserves totaling approximately $2 million december 31, 2004.

In December 2004, the FASB issued FASB Staff RmsiNo. 109-1Application of FASB Statement No.109 (SFAS 10%puding for
Income Taxes, to the Tax Deduction on QualifieddBotion Activities Provided by the American Jobedtion Act of 200(FSP 109-1). FSP
109-1 clarifies that the manufacturer’'s deductioovfed for under the American Jobs Creation Ac2@d4 (AJCA) should be accounted for
as a special deduction in accordance with SFASah@not as a tax rate reduction. Until the TreaRepartment or Congress provides
additional clarifying language on key elementshi$ tleduction, the impact of the adoption of FSB-1®n our results of operations or
financial position for 2005 and subsequent yeansictibe determined.

The FASB also issued FASB Staff Position No. 108«;ounting and Disclosure Guidance for the Foreligmrnings Repatriation
Provision within the American Jobs Creation Ac2004(FSP 109-2). The AJCA introduces a special one-tiimeelends received deduction
on the repatriation of certain foreign earninga 1d.S. taxpayer (repatriation provision), proviadedtain criteria are met. The FSP 109-2
provides accounting
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and disclosure guidance for the repatriation piowisUntil the Treasury Department or Congress i@y additional clarifying language on
key elements of the repatriation provision, theitagact of foreign earnings that might be repatdaby us, if any, cannot be determined.

The FSP 109-2 grants an enterprise additional tiey@nd the year ended December 31, 2004, in whieh\CA was enacted, to
evaluate the effects of the AJCA on its plan fanvestment or repatriation of unremitted earninigse FSP 109-2 calls for enhanced
disclosures of, among other items, the status@drmpany’s evaluations, the effects of completeduatgns, and the potential range of
income tax effects of repatriations. Such disclesware included in Note 7 of the notes to the firstatements.

Contingencies

From time to time, we are threatened with or becpargy to litigation. We periodically assess eadcdtter in order to determine if a
contingent liability in accordance with StatemehEmancial Accounting Standards No. 5, or SFA@&;ounting for Contingencieshould
be recorded. In making this determination, we nd@pending on the nature of the matter, consult intérnal and external legal counsel and
technical experts. Based on the information weinbtaombined with our judgment regarding all thetéaand circumstances of each matter,
we determine whether it is probable that a contibdmss may be incurred and whether the amountcdf foss can be estimated. Should a
be probable and estimable, we record a contingastih accordance with SFAS 5. In determining theunt of a contingent loss, we
consider advice received from experts in the spegiftter, current status of legal proceedingdlesaent negotiations that may be ongoing,
prior case history and other factors. Should tligjoents and estimates made by us be incorrect,ayeged to record additional contingent
losses that could materially adversely impact esults of operations.

Inflation

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

No customer accounted for 10% or more of our t@aénue in 2004. First Data Resources accountet?fdrand 26% of our total
revenue in 2003 and 2002, respectively. In 2008trar customer accounted for approximately 15%uoftotal revenue.
Factors that may affect future results

The following important factors, among others, cbchuse our actual business and financial resulleffer materially from those
contained in forward-looking statements made ia #rinual Report on Form 10-K or presented elsewhgmanagement from time to time.

Factors relating to our revenues

We havencreasingly been entering into perpetual licemrs@sactions with new customers rather than terrerlges, which, with respe
to such transactions, has the effect of increasmglicense revenue and cash flow in the short tench of decreasing the amount of license
revenue and cash flow in the futurkn prior years, we typically licensed our softeamder term licenses requiring the customer toemak
monthly payments over the license term. More rdgewe have been selling perpetual licenses tosoftware with a single license fee
typically being payable at the commencement ofittense. We expect that our use of perpetual liegemdll continue to increase in the
foreseeable future, although we expect to enterrietv term licenses in certain instances at theastopf our customers. Our increased use of
perpetual licenses has the effect, with respestith transactions,
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of increasing our license revenue and cash flothénshort term, but of decreasing the amount ehe revenue and cash flow in the futu
we are unable to increase the volume of new licenasesactions, given the anticipated decline inréoairring revenue from term license
arrangements, our license revenue and cash floMikeily decline in future periods.

If existing customers do not renew their term |&&s) our financial results may sufféerm license renewal negotiations have required
more effort due to economic pressures and congmidamong our customers. A significant portioroaf total revenue has been attributable
to term license renewals, although this portiontteen declining in recent periods due to the irsaa perpetual licenses. While historically
a majority of customers have renewed their tereniges, there can be no assurance that a majortystimers will continue to renew
expiring term licenses. In addition, customers rolagose to renew their expiring term licenses, Ioubwsiness terms that require us to
account for such renewals on a subscription btmseby reducing the amount of revenue we can rézegt the time of renewal under our
existing revenue recognition practices. A decréaserm license renewal revenue absent offsetiwvgmue from other sources would have a
material adverse effect on future financial perfante.

Our professional services revenue is dependentsigraficant extent on closing license transactiwith new customersWe derive a
substantial portion of our professional servicaeneie from implementation of software licensed bwrtustomers and the development of
applications by our customers using our softwarerdasingly, we are relying on business partnepsdwide the implementation services for
our customers, thus reducing the amount of prafess$iservices revenue we derive relative to a gigeel of license revenue. Accordingly, it
is imperative that we close more license transastiwith new customers if we are to maintain or goow services revenue.

Factors relating to fluctuations in our financial esults

The timing of our license revenue is difficult tegict accurately, due to the uncertain timing loé tompletion of implementation
services and product acceptance by the custor@err quarterly revenue may fluctuate significaniypart because a large portion of our
revenue in any quarter is attributable to prodgceatance or license renewal by a relatively smathber of customers. Fluctuations also
reflect our policy of recognizing revenue upon proidacceptance or, in the case of term licensgendie renewal. Customers often will not
accept products until the end of a lengthy saletecgnd an implementation period, typically randirgn six to twelve months but in some
cases significantly longer. We recently introduaatew set of products based on our new PegaRULdEBa®gy. In some cases, these new
products have a shorter sales cycle and implenientpériod than our traditional product line. Howewvour experience with these new
products is limited in time, and we may experielocger sales and implementation cycles in somesc#s®y increases in these cycles may
adversely affect our financial performance, dupart to the recognition of sales staff and comroissiosts in advance of revenue recogni
In addition, risks over which we have little or ocantrol, including customers’ budgets, staffingadition, and internal authorization reviews,
can significantly affect the sales and acceptagckes. Changes requested by customers may furéi@y groduct implementation and
revenue recognition.

Our quarterly operating results have varied consadiy in the past and are likely to vary considdyain the future Historically, most
of our revenue in a quarter has been attributabéedmall number of transactions. This has causeduarterly revenue to fluctuate,
sometimes significantly. These fluctuations cowddse us to be unprofitable on an annual or quatadis and to fail to meet analysts’
expectations regarding our earnings or revenue cOuient strategy to rely more heavily on thirdtpaervices in support of license sales 1
increase these fluctuations because we will hasgdentrol over the timing of customer acceptariapsoftware. While future fluctuations
in our quarterly operating results may be buffaedome extent by the increasing percentages dbtalrrevenue from maintenance services
and by an increase in the number of license traioses; we expect those fluctuations will continaébe significant at least in the near term.
We plan selling and marketing expenses, productldpment and other expenses based on anticipaige fitvenue. If revenue falls below
expectations, financial performance is likely toaolversely affected because only small portiorexpEnses vary with revenue. As a result,
period-to-period comparisons of operating resuksrmt necessarily meaningful and should not hedelpon to predict future performance.
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Our stock price has been volatilEhe market price of our common stock has been amdauontinue to be highly volatile. Factors that
are difficult to predict, such as quarterly reveniaad operating results, statements and ratingisdycial analysts, and overall market
performance, will have a significant effect on priee for shares of our common stock.

Factors relating to our products and markets

We will need to develop new products, evolve egisines, and adapt to technology charigrhnical developments, customer
requirements, programming languages and indusindsirds change frequently in our markets. As dtresticcess in current markets and |
markets will depend upon our ability to enhanceenirproducts, to develop and introduce new pradilat 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 suifficesources to make necessary product
development investments. We may experience ditfesithat will delay or prevent the successful deweent, introduction or
implementation of new or enhanced products. Inghiti introduce or implement new or enhanced prislica timely manner would
adversely affect future financial performance. Praducts 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 aceeptar sales and revenue, the diversion of
development resources, injury to our reputatiorinoreased service and warranty costs which woaletfan adverse effect on financial
performance.

The market for our offerings is increasingly antkeimsely competitive, rapidly changing, and highhgmentedThe market for business
process management software and related implenmmtabnsulting and training services is intensmlynpetitive and highly fragmented. \
currently encounter significant competition fronteimal 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 awctjon 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 techmgiks, programming languages or standards or togesaim customer requirements or
preferences. Competitors may also be able to degyreeter managerial and financial resources toldpypromote and distribute products !
provide related consulting and training servicdseré can be no assurance that we will be ablertgpete successfully against current or
future competitors or that the competitive pressdiaeed by us will not materially adversely affeat business, operating results, and
financial condition.

We have historically sold to the financial servieesl healthcare market¥hese markets are continuing to consolidate, acel fa
uncertainty due to many other factors. We havelicslly derived a significant portion of our rewenfrom customers in the financial serv
and healthcare markets, and increased sales t ikets are important for our future growth, @ligh we have been increasing our sales to
other markets. Competitive pressures, industry @aetion, decreasing operating margins within ehesrkets, currency fluctuations,
geographic expansion and deregulation affect tienfiial condition of our customers and their wiliess to pay. In addition, customers’
purchasing patterns are somewhat discretionana #sult, some or all of the factors listed abowy mdversely affect the demand by
customers. The financial services market is undeggimtense domestic and international consoligat@onsolidation may interrupt normal
buying behaviors and increase the volatility of operating results. In recent years, several custeimave been merged or consolidated.
Future mergers or consolidations may cause a deiclirevenues and adversely affect our future ir@mperformance.

We rely on certain third-party relationshipale have a number of relationships with third partteat are significant to sales, marketing
and support activities, and product developmermtreff We rely on relational database managemetgrsyapplications and development tool
vendors, software and hardware vendors, largemyistiegrators and technology consulting firms toville marketing and sales opportuni
for the direct
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sales force and to strengthen our products thrthglise of industry-standard tools and utilitie® &ls0 have relationships with third parties
that distribute our products. In particular, we &férfrom our non-exclusive relationship with Fii3ata Resources for the distribution of
products to the credit card market and with PFRCfor distribution of products to the mutual fumérket. There can be no assurance that
these companies, most of which have significantbater financial and marketing resources, will d@telop or market products that compete
with ours in the future or will not otherwise ereéir relationships with or support of us.

We face risks from operations and customers bastside of the U.SSales to customers headquartered outside of thedJStates
represented approximately 32% of our total reveni#904, 20% in 2003, and 22% in 2002. We, in gaxdugh our wholly-owned
subsidiaries based in the United Kingdom, SingapBamada, and Australia, market products and recwlesulting and training services to
customers based in Canada, the United Kingdom cEraBermany, the Netherlands, Belgium, Switzerl@adtria, Ireland, Sweden, South
Africa, Mexico, Australia, Hong Kong, and Singapoiée have established offices in continental Eurape Australia. We believe that
growth will necessitate expanded international afens requiring a diversion of managerial attemtiad financial resources. We anticipate
hiring additional personnel to accommodate inteomal growth, and we may also enter into agreemwiitslocal distributors,
representatives, or resellers. If we are unabtibtone or more of these things in a timely manoer growth, if any, in our foreign operations
will be restricted, and our business, operatingltesand financial condition could be materialfydeadversely affected.

In addition, there can be no assurance that webeilible to maintain or increase international midemand for our products. Most of
our international sales are denominated in U.SadolAccordingly, any appreciation of the valugahaf U.S. dollar relative to the currencies
of those countries in which we distribute our pradunay place us at a competitive disadvantagdfbgtively making our products more
expensive as compared to those of our competifaiditional risks inherent in our international busss activities generally include
unexpected changes in regulatory requirementssased tariffs and other trade barriers, the cddtzalizing products for local markets and
complying with local business customs, longer aot®uveceivable patterns and difficulties in colilegtforeign accounts receivable,
difficulties in enforcing contractual and intellaat property rights, heightened risks of politiaad economic instability, the possibility of
nationalization or expropriation of industries ooperties, difficulties in managing internationgleoations, potentially adverse tax
consequences (including restrictions on repatgatiarnings and the threat of “double taxation"3ré@sed accounting and internal control
expenses, and the burden of complying with a watéety of foreign laws. There can be no assuramaedne or more of these factors will
have a material adverse effect on our foreign djmers, and, consequentially, our business, opayatnsults, and financial condition.

Factors relating to our internal operations and parttial liabilities

We depend on certain key personnel, and must leetalaittract and retain qualified personnel in faéure. The business is dependent
on a number of key, highly skilled technical, masréal, consulting, sales, and marketing persorineluding Mr. Alan Trefler, our Chief
Executive Officer. The loss of key personnel ccadidersely affect financial performance. We do ravtehany significant key-man life
insurance on any officers or employees and do laot fo 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 computemwaae and operating systems
needed to develop, sell and maintain our prodsdimited, and competition for their services iteimse, and there can be no assurance th
will be able to attract and retain such personifi@le are unable to do so, our business, operaénglts, and financial condition could be
materially adversely affected.

We may face product liability and warranty clair@ur license agreements typically contain provisiomsnded 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 Atlsere is a risk that these contract terms mmghbind a party other than the direct
customer. Furthermore,
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some of our licenses with our customers are gogebyenon-U.S. law, and there is a risk that fordagm might give us less or different
protection. Although we have not experienced antene product liability claims to date, a prodliebility suit or action claiming a breach
of warranty, whether or not meritorious, could fegusubstantial costs and a diversion of managdimattention and our resources.

We face risks related to intellectual property olaior appropriation of our intellectual propertyghits.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 circiamted or that rights granted thereunder or thergegmn contained therein will provide
competitive advantages to our competitors or othdmseover, despite our efforts to protect our preary rights, unauthorized parties may
attempt to copy aspects of our products or to aliteg use of information that we regard as proanjetin addition, the laws of some foreign
countries do not protect our proprietary rightasogreat an extent as do the laws of the Unite@<$Stahere can be no assurance that our
means of protecting our proprietary rights willdaequate or that our competitors will not indepetigedevelop similar technology.

We are not aware that any of our products infritigeproprietary rights of third parties. There é&@mo assurance, however, that third
parties will not claim infringement by us with regp to current or future products. Although weragéto limit the amount and type of our
contractual liability for infringement of the praptary rights of third parties, these limitatiorfsem contain certain exclusions, and we cannot
be assured that these limitations will be applieabid enforceable in all cases. Even if thesediinits are found to be applicable and
enforceable, our liability to our customers forgbeypes of claims could be material in amountmive size of certain of our transactions.
We expect that software product developers wiltéasingly be subject to infringement claims asniimaber of products and competitors in
our industry segment grows and the functionalitpafducts in different industry segments overl@gs/ such claims, with or without merit,
could be time-consuming, result in costly litigati@ause product shipment delays, or require est@r into royalty or licensing agreements.
Such royalty or licensing agreements, if requirady not be available on terms acceptable to us alt,avhich could have a material adverse
effect upon our business, operating results, arahfiial condition.

Investor confidence and share value may be adwensglacted if our management is unable to providemaqualified assessment
regarding the adequacy of our internal control ofieancial reporting, or if our independent audigoare unable to provide us with their
attestation regarding our management’s assessrf@amdur 2005 fiscal year or beyond, as required3gction 404 of the Sarbanes-Oxley Act
of 2002.The Securities and Exchange Commission, as dirdgtekction 404 of the Sarbanes-Oxley Act of 2@@pted rules requiring
public companies to include a report of manageroarithe company'’s internal control over financiglaging in its annual reports on Form
10-K that contain an assessment by management @fffbictiveness of the compasayhternal control over financial reporting. In &dh, the
company’s independent auditors must attest to @pdrt on management’s assessment of the effecigarfeahe company’s internal control
over financial reporting. For the year ended Decendd, 2004, management’s assessment is includpdgm31 of this Annual Report on
Form 10-K and our independent auditors’ attestagdncluded on page 33 of this Annual Report omi@0-K. These reports, however,
speak only as of a single point in time. For futpegiods, although we intend to diligently and dagy review and update our internal control
over financial reporting in order to ensure comptiawith the Section 404 requirements, our managemay not be able to provide an
unqualified assessment for our 2005 fiscal yedregiond, and our independent auditors may be ungith provide an attestation for any of
these years. Any such event could result in anraduweaction in the financial marketplace due lmsa of investor confidence in the reliabi
of our financial statements, which ultimately conkbatively impact the market price of our shares.
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ITEM 7A  QUANTITATIVE AND QUALITATIVE DISCLOSURE ABO UT MARKET RISK

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

Foreign currency exposure

We derived approximately 32% of our total revermu2004 from sales to customers based outside dilited States. Some of our
international sales are denominated in foreignemaies, such as the British pound and Euro. Thee i United States dollars of products
services sold outside the United States in foreigmencies will vary as the value of the Unitedt&adollar fluctuates against those foreign
currencies. There can be no assurance that salem@@ated in foreign currencies will not be matienahe future and that there will not be
increases in the value of the United States dafi@inst such currencies that will reduce the deo#iturn to us on the sale of our products and
services in such foreign currencies. The foreigmency exposure related to revenue is largely bfigeghe expenses we incur in foreign
currencies.

We had net assets valued in foreign currenciessistmg primarily of cash, investments, licensdafisents, and receivables, partially
offset by accounts payable and accruals, with Byicey value of $17 million as of December 31, 20R4en 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, 2004, with most of that change rea@aghin the statement of income as other incomeefesg).

Interest rate exposure

Our balance sheet contains interest bearing asbéth have fixed rates of interest. These assetiGanse 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 floveam. We believe that at current market interdstrahe fair value of license installments
receivable approximates the carrying value as tedan 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 $76 million as of December 31020eflects the weighted average of historic dist¢oates used to record each term license
arrangement. The average rate changes with matest as new license installments receivable arecatidthe portfolio, which mitigates
exposure to market interest rate risk. A 200 basist increase in market interest rates would deareased the fair value of our license
installments receivable by approximately $2 millmsof December 31, 2004.

We have invested in fixed rate marketable debtritées1 A 200 basis point increase in market inderates would have reduced the fair
value of our marketable debt securities by apprexaty $2 million as of December 31, 2004. Changenarket rates and the related impact
on fair value of the investments do not generdilgch net earnings as our investments are fixeel saturities and are classified as available-
for-sale. Investments classified as available-fde-sire carried at fair value with unrealized gaind losses recorded as a component of
accumulated other comprehensive income.

29



ITEM 8 FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA
INDEX TO CONSOLIDATED FINANCIAL STATEMENTS

MANAGEMENT REPORT ON INTERNAL CONTROL OVER FINANCIA REPORTING

REPORTS OF INDEPENDENT REGISTERED PUBLIC ACCOUNTINKERM

CONSOLIDATED BALANCE SHEETS

CONSOLIDATED STATEMENTS OF INCOME

CONSOLIDATED STATEMENTS OF STOCKHOLDEF EQUITY AND COMPREHENSIVE INCOME
CONSOLIDATED STATEMENTS OF CASH FLOW

NOTES TO CONSOLIDATED FINANCIAL STATEMENT?¢

30

Page

31
32
34
35
36
37
38



MANAGEMENT REPORT ON INTERNAL CONTROL OVER FINANCIA L REPORTING

Our management is responsible for establishingnaaidtaining adequate internal control over finah@aorting, as such term is
defined in Rule 13a-15(f) and 15d-15(f) under tleeBities Exchange Act. Under the supervision aitl the participation of our
management, including our Chief Executive Officed £hief Financial Officer, we conducted an evabrabf the effectiveness of our
internal control over financial reporting basedtloa framework innternal Control — Integrated Framewoissued by the Committee of
Sponsoring Organizations of the Treadway Commisdaork in support of the independent auditor a#tésh as required under Section 404
of the Sarbane®xley Act of 2002 has indicated that we have somfee@ncies in internal control over financial refog, and management
working to remediate those deficiencies. Our mamaege has concluded that those deficiencies, indallg and in the aggregate, do not
constitute a material weakness in internal cortvelr financial reporting. Based on our evaluatioder the framework iimternal Control —
Integrated Frameworkour management concluded that our internal cootret financial reporting was effective as of Decem®l, 2004.

Our internal control over financial reporting indks policies and procedures that pertain to theteraance of records that, in
reasonable detail, accurately and fairly reflemhsactions and dispositions of assets; providenadde assurances that transactions are
recorded as necessary to permit preparation ofi¢iahstatements in accordance with U.S. genesaltepted accounting principles, and that
receipts and expenditures are being made onlydardance with authorizations of our managementdirettors; and provide reasonable
assurance regarding prevention or timely deteafamauthorized acquisition, use or dispositiomof assets that could have a material e
on our financial statements.

Because of its inherent limitations, internal cohtver financial reporting may not prevent or d¢taisstatements. Projections of any
evaluation of effectiveness to future periods atgexct to the risks that controls may become inadgbecause of changes in conditions, or
that the degree of compliance with the policieprocedures may deteriorate.

Our management’s assessment of the effectivenems d@fiternal control over financial reporting db@cember 31, 2004 has been
audited by Deloitte & Touche LLP, an independegistered public accounting firm, as stated in theport which is included in this Item 8
of our Annual Report on Form 10-K on page 33.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Pggtasns Inc.:

We have audited the accompanying consolidated balsineets of Pegasystems Inc. and subsidiariesGtmpany”) as of December
31, 2004 and 2003, and the related consolidatéeinseants of income, stockholders’ equity and comgmelve income, and cash flows for
each of the three years in the period ended DeceBih@004. These financial statements are theresipility of the Company’s
management. Our responsibility is to express aniopion these financial statements based on outsaud

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindrecial statements 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 ptesused and significant estimates made by maragfeas well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, such consolidated financial statetag@resent fairly, in all material respects, tinaricial position of Pegasystems Inc. as
of December 31, 2004 and 2003, and the resultsef dperations and their cash flows for each efttiree years in the period ended
December 31, 2004, in conformity with accountinipgiples generally accepted in the United State&roérica.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
effectiveness of the Company’s internal controlrdirancial reporting as of December 31, 2004, Hasethe criteria establishedlimernal
Control—Integrated Frameworiksued by the Committee of Sponsoring Organizatidrtke Treadway Commission and our report dated
February 24, 2005 expressed an unqualified opioiomanagement’s assessment of the effectivendle Gompany’s internal control over
financial reporting and an unqualified opinion be effectiveness of the Company'’s internal cordkar financial reporting.

/s/ DELOITTE& T oucHELLP

Boston, Massachuse!
February 24, 200
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Pggtasns Inc.:

We have audited management’s assessment, inclonded accompanyinylanagement Report on Internal Control Over Finahcia
Reporting, that Pegasystems Inc. and subsidiaries (the “@ogip maintained effective internal control ovardncial reporting as of
December 31, 2004, based on criteria establishtdémal Control — Integrated Framewoiksued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Camijsamanagement is responsible for maintainingotiffe internal control over
financial reporting and for its assessment of fifilecéiveness of internal control over financial oefing. Our responsibility is to express an
opinion on management’s assessment and an opinitimeceffectiveness of the Company’s internal edraver financial reporting based on
our audit.

We conducted our audit in accordance with the stadwof the Public Company Accounting Oversighti@d&/nited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whetheatigianternal control over financial
reporting was maintained in all material respe®is: audit included obtaining an understanding térimal control over financial reporting,
evaluating management’s assessment, testing ahgaéug the design and operating effectivenessitefrnal control, and performing such
other procedures as we considered necessary airthenstances. We believe that our audit providesagonable basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvidi the company’s principal
executive and principal financial officers, or mars performing similar functions, and effected g tompany’s board of directors,
management, and other personnel to provide reapassurance regarding the reliability of financegorting and the preparation of
financial statements for external purposes in ataoce with generally accepted accounting princigdesompany’s internal control over
financial reporting includes those policies andcgdures that (1) pertain to the maintenance ofrdscihat, in reasonable detail, accurately
and fairly reflect the transactions and disposgiofthe assets of the company; (2) provide reddersssurance that transactions are recordec
as necessary to permit preparation of financiaéstants in accordance with generally accepted atcmuprinciples, and that receipts and
expenditures of the company are being made ordg@ordance with authorizations of management amdtdirs of the company; and (3)
provide reasonable assurance regarding preventitmely detection of unauthorized acquisition, usedisposition of the company’s assets
that could have a material effect on the finansiatements.

Because of the inherent limitations of internaltcolhover financial reporting, including the posgsti of collusion or improper
management override of controls, material misstatémdue to error or fraud may not be preventatbtacted on a timely basis. Also,
projections of any evaluation of the effectivenekthe internal control over financial reportingftdure periods are subject to the risk that the
controls may become inadequate because of chamgesditions, or that the degree of compliance Withpolicies or procedures may
deteriorate.

In our opinion, managemestassessment that the Company maintained effantemal control over financial reporting as of Batbel
31, 2004, is fairly stated, in all material resgettased on the criteria establishethiernal Control — Integrated Framewoissued by the
Committee of Sponsoring Organizations of the Tremgd@ommission. Also in our opinion, the Companymteined, in all material respects,
effective internal control over financial reporting of December 31, 2004, based on the criteréksited innternal Control — Integrated
Frameworkissued by the Committee of Sponsoring Organizatidrtee Treadway Commission.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
consolidated financial statements as of and foytsr ended December 31, 2004 of the Company andpart dated February 24, 2005
expressed an unqualified opinion on those finarsta@kements.

/s/ DELOITTE& T oUucHELLP

Boston, Massachuse!
February 24, 200
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PEGASYSTEMS INC.

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

December 31,

2004 2003
ASSETS
Current asset:
Cash and cash equivalel $ 20,90: $ 67,98¢
Shor-term investment 76,45 19,94¢
Total cash and she-term investment 97,36( 87,93t
Trade accounts receivable, net of allowance fobtfalaccounts of $365 in 2004 and 2( 15,52¢ 9,60z
Shor-term license installmen 31,35¢ 28,56¢
Prepaid expenses and other current a: 1,23¢ 727
Total current asse 145,48. 126,82¢
Long-term license installments, net of unearned inténesime 44,34+ 53,66¢
Equipment and improvements, net of accumulatededégaion and amortizatic 1,58¢ 992
Acquired technology, net of accumulated amortiza 37¢ 72¢
Other asset 11¢ 16€
Goodwill 2,34¢ 2,34¢
Total asset $194,25! $184,72¢
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accrued payroll related expens $ 7,88¢ $ 8,88¢
Accounts payable and accrued expet 9,50z 7,78¢
Deferred revenu 9,11« 14,18(
Current portion of capital lease obligati 98 —
Total current liabilities 26,60: 30,85(
Long-term deferred income tax 1,48( 62E
Capital lease obligation, net of current port 16t —
Other lon¢-term liabilities 80¢ 81
Total liabilities 29,05¢ 31,55¢
Commitments and contingencies (Note
Stockholder' equity:
Preferred stock, $.01 par value, 1,000,000 shar®azed; no shares issued and outstan — —
Common stock, $.01 par value, 70,000,000 sharémareéd; 36,076,649 shares and 35,212,505 shares
issued and outstanding in 2004 and 2003, respéc 361 352
Additional paic-in capital 122,15 117,39:
Stock warran 24¢ 374
Retained earning 41,28¢ 33,73t
Accumulated other comprehensive income (Ic
Net unrealized loss on investments avail-for-sale (267) 9
Foreign currency translation adjustme 1,41€ 1,32¢
Total stockholder equity 165,20( 153,17.
Total liabilities and stockholde’ equity $194,25! $184,72¢

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 ta

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 outsignutasic
Weighted average number of common shares outsigndilnted

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

2004 2003 2002
$41,56: $57,69¢  $63,92:
54,89¢  41,61¢ 33,48
96,46: 99,31  97,40¢

35C 35C 2,661
26,14¢  27,06¢ 29,20
26,49¢  27,41¢  31,86¢
69,961 71,89 65,54
19,87¢  21,59: 21,28«
32,08  24,84C  23,30¢
12,25: 10,78 9,472
64,22:  57,22( 54,06t
574.  14,67¢  11,47¢
3,02¢ 5,16% 5,77t
1,842 75¢ 76C

517 1,23t (819
11,12¢  21,83; 17,19
3,57t 4,15 1,90(
$ 7,55 $17,68.  $15,29
$ 021 $ 051 $ 0.4F
$ 02 $ 04¢ $ 04c
35,69:  34,51¢ 33,83
37,04. 35757  35,98(



PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS ' EQUITY AND COMPREHENSIVE INCOME

Balance at January 1, 20

Exercise of stock optior

Issuance of stock under Employee Stock
Purchase Pla

Expiration of stock warrar

Tax benefit from exercise of stock optic

Issuance of common stock and warrant for
acquisition

Foreign currency translation adjustme

Net income

Balance at December 31, 2C

Exercise of stock optior

Issuance of stock under Employee Stock
Purchase Pla

Tax benefit from exercise of stock optic

Cancellation of stock held in escrow for
acquisition

Foreign currency translation adjustme

Net unrealized loss on investments avail-
for-sale

Net income

Balance at December 31, 2C

Exercise of stock optior

Issuance of stock under Employee Stock
Purchase Pla

Exercise of common stock warral

Issuance of common stock warra

Tax benefit from exercise of stock optic

Foreign currency translation adjustme

Net unrealized loss on investments avail-
for-sale

Net deferred tax impact of unrealized loss
investments availakt-for-sale

Net income

Balance at December 31, 20C

(in thousands)

Common Stock

Accumulated

Total

Number -
. Addit | Oth Stock-
of Shares  Amount Palitli?lr:'na Stock Retained Comprer?(rensive holggrs’ Comprehensive
Capital Warrant Earnings  Income (Loss) Equity Income
32,758 $ 326 $101,31¢ $2897 $ 757 S (342) $104,95¢
871 8 4,03¢ — — — 4,04
95 1 38¢ — — — 39C
— — 2,897 (2,897 — — —
— — 1,55¢ — — — 1,55¢
57C 6 3,28¢ 374 — — 3,66¢
— — — — — 1,01(C 1,01C $ 1,01(C
— — — — 15,29° 15,29° 15,29
34,29 3438 113,48t 374 16,05 66¢ 130,927 $ 16,30
97€ 10 2,41z — — — 2,42;
10z 1 531 — — — 53z
— — 1,85¢ — — — 1,85¢
(15€) ) (89¢) — — — (901)
— — — — — 661 661 $ 661
— — — — — 9 9) )
— — — — 17,68: — 17,68: 17,68:
35,21 352 117,39: 374 33,73 1,32( 153,17. $ 18,33¢
72¢ 7 2,88: — — — 2,89(
10z 1 65€ — — — 65¢
33 1 162 (169) — — —
— — — 38 — — 38
— — 1,05¢ — — — 1,05¢
— — — — — 87 87 $ 87
— — — — — (439) (437) (439)
— — — — — 175 175 175
— — — — 7,55¢ — 7,552 7,55¢
36,077 $ 361 $122,15: $ 24¢ $41,28¢ $ 1,14¢ $165,20( $ 7,38:

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 cash flowesrfroperating activities

Stock option income tax benef

Deferred income taxe

Depreciation and amortizatic

Issuance of common stock warra

Reduction in provision for doubtful accoul

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
Other lon¢-term assets and liabilitie

Cash flows from operating activitir

Cash flows from investing activitie
Purchase of investmer
Maturing and called investmer
Sale of investment
Purchase of equipment, furniture and improvem
Acquisition of 1minc

Cash flows from investing activitie

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

Cash flows from financing activitie
Effect of exchange rate on cash and cash equi

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

Cash and cash equivalents, end of \

Supplemental disclosures of cash flow informat
Cash paid during the year fc
Interest
Income taxe:
Non-cash financing activity
Equipment acquired under capital le
Stock issued in business combinat
Return of shares held in escrow related to busicesginatior

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

2004 2003 2002
$ 755/ $17,68.  $15,29]
1,05¢ 1,85¢ 1,55¢
1,36F 625 (1,000)
1,417 1,49¢ 4,99:
38 — —
— (14€) (359)

— — 83
651 @4.87) (2,249
(501) 142 1,52¢
25¢ 3,312 204
(5,06€) 90E 7,041
77€ (34) 157
7,551 20,96¢ 27,25
(163,77) (46,226 (6,059
16,85( 32,32 —
89,75: — —
(1,109) (382 (1,006
— — (579)
(58,289 (14,289 (7,632
(39) — (81)
2,89( 2,42z 4,041
65¢ 532 39C
3,51( 2,95¢ 4,35:
13¢ 957 39¢
(47,089 10,59¢  24,37¢
67,98¢ 57,39: 33,01
$ 20,908 $67,98  $57,39:
$ 14 $ 102 $ 2
$ 122 $ 1027 $ 724
$ 302§ — $ —
$ — $ — $ 3,66¢
$ — $ 901 $ —



PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SIGNIFICANT ACCOUNTING POLICIES
(a) Business

We develop, market, license and support softwareanage a broad array of business processes. Wig@implementation,
consulting, training, and technical support serviefacilitate the use of our software.

(b) Management estimates and reporting

The preparation of financial statements in confeymiith accounting principles generally acceptethia 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 revenukesx@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 deferregimee.

(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@afeadian company), Pegasystems Worldwide Inc. (eetlStates corporation),
Pegasystems Pty Ltd. (an Australian company), BstgEss Investment Inc. (a United States corporpfiod Pegasystems Private Limited (a
Singapore company). All inter-company accountstaaasactions have been eliminated in consolidation.

(d) Foreign currency translation

The translation of assets and liabilities of ouefgn subsidiaries is made at period-end exchaatgs,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. Paynsahject to refund are recognized in revenue asidefuovisions lapse.

Term software license fees are generally payable monthly basis under license agreements thatgignbave a five-year term and
may be renewed for additional years at the custsnoption. The present value of future license pagta is generally recognized as revenue
upon customer acceptance, provided that no sigmifiobligations or contingencies exist relatechtogoftware, other than maintenance
support. A portion of the license fees payable uedeh 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 agreements provide for license ieesiases based on inflation. When such an
increase occurs, as determined by
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)

the terms of the license agreement, we recognaenisent value of such increases as revenuegttiender of the increase is recognized as
installment receivable interest income over theai@mg license term. For purposes of the preseoevealculations, the discount rates used
are estimates of customelsrrowing rates at the time of recognition, typigdlelow prime rate, and have varied between 3.25%7.0% fo
the past few years. As a result, revenue that wegréze relative to these types of license arramgeswould be impacted by changes in
market interest rates. For term license agreensgr@wals, license revenue is recognized with theegaesent value approach, when the
customer becomes committed to the new license tandsio significant obligations or contingencieseselated to the software, 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 typiaaityuire us to provide services for a fixed feetarahourly rate. Revenues for time and
material projects are recognized as services dieedsd and fees are billed. Until the fair valddlte elements of a contract can be
determined, the recognition of services revenudifed-price projects is limited to amounts equal to dists incurred, resulting in no gr
profit. We do not have a reliable track recorddocurately estimating the time and resources nedeaimplete fixed-price service projects.
As a result, determination of the fair values & glements of the contract has generally occuatedih the implementation process, typically
when implementation is complete and remaining sesvare no longer significant to the project. & thir values of the elements of a contract
are then apparent, the remaining revenue and mssiiciated with the fixed-price services elemeiitse recognized when the project is
completed. To the extent that a software licensecisided in the contract, any residual amountsaiaimg after revenue is allocated to the
services elements are recorded as license revehlliessts of services are expensed as incurred.

Software license customers are offered the optiaanter into a maintenance contract, which usuealjyires 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 trainingre@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 infimmggproduct. As of December 31, 2004, we had npeaenced any material losses related to
these indemnification obligations and no claimswiéspect thereto were outstanding. We do not é>xgiguaificant claims related to these
indemnification obligations, and consequently, vagdnot established any related reserves.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)

(f) Cash and cash equivalents and investments

December 31, 2004

(in thousands)

Amortized Unrealized Unrealized
Fair
Cost Gains Losses ValLe
Cash and cash equivaler
Cash $10,76¢ $ — $ — $10,76¢
Certificates of depos 8,397 — — 8,391
Money market mutual func 1,744 — — 1,744
Cash and cash equivalel $20,908 $ — $ — $20,90¢
Shor-term investments
U.S. government and agency securi $49,23: $ — $ (318  $48,91¢
Corporate bond 12,75¢ — (109 12,64¢
Municipal bonds 3,007 — (16) 2,991
Auction rate securitie 11,90¢( — — 11,90(
Shor-term investment $76,89¢ $ — $ (447  $76,45¢
Cash and cash equivalents and s-term investment $97,800 $ — $ (449  $97,36(
December 31, 2003
(in thousands)
Amortized Unrealized Unrealized
Fair
Cost Gains Losses Value
Cash and cash equivaler
Cash $ 825( $ — $ — $ 8,25(
Certificates of depos 6,60¢ — — 6,60¢
Money market mutual func 39,13: — — 39,13:
Fixed income mutual func 13,99¢ — — 13,99¢
Cash and cash equivalel $67,98¢ $ — $ — $67,98¢
Shor-term investments
U.S. government and agency securi $16,50¢ $ — $ (120 $16,49:
Corporate bond 3,44¢ 3 — 3,44¢
Shor-term investment $19,95 % 3 $ (120  $19,94¢
Cash and cash equivalents and s-term investment $87,94: % 3 $ (12  $87,93¢

We consider debt securities with remaining maesitf three months or less, when purchased, tasleequivalents. Auction rate
securities have been classified as short term imargs as of December 31, 2004. Purchases of auetie securities were $86.1 million and
sales of auction rate securities were $74.2 miltlaring 2004, and are included in purchase anddfatevestments in the consolidated
statement of cash flows. Purchases and sales wfitses are recorded on a trade-date basis. Interescorded when earned. Securities that
we have the ability and intent to hold until matiyidre carried at amortized cost, which approxim#&aé value. Investments classified as
available-for-sale are carried at fair value witirealized gains and losses recorded as a compohaotumulated other comprehensive
income. Management determines the appropriateifitat®on of its investment in debt securities lag time of purchase and re-evaluates such
determination at
each balance sheet date. There have been no icddiemns between available-for-sale and held-tatumity investment categories. As of
December 31, 2004, remaining maturities of marketdbbt securities ranged from
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)

January 2005 to May 2007. As of December 31, 26818aining maturities of marketable debt securitiged from February 2004 to
December 2005. During 2003, $0.8 million of investits held at December 31, 2002 were called by tbsier earlier than their stated
maturity date.

(9) Concentration of credit risk

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

License Installment:
(in thousands)

For the calendar year

2005 $ 31,35¢
2006 24,05:
2007 15,03:
2008 6,71¢
2009 1,13¢
2010 and thereaftt 1,861
80,15«

Deferred license interest incor (4,452
Total license installments receivable, $ 75,70

(h) Equipment and improvements, net of accumulatepreciation and amortization

Equipment and improvements are recorded at cogtdamtion and amortization are computed usingstraght-line method over the
estimated useful lives of the assets, which aretlgears 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 impairmentméver events or changes in circumstances indicatéhe carrying amount of such
assets may not be recoverable. Impairment is ginassessed 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 issuesl by the amount by which the carrying amourthefasset exceeds its fair value.
There were no impairments in 2004, 2003, and 2002.

() Research and development and software costs

Research and development costs, other than cedttimare related costs, are expensed as incuragatalization of software costs
begins upon the establishment of technical featsipdenerally demonstrated by a working modelmoperative version of the computer
software product. Such costs have not been materddte and, as a result, no internal costs wegéatized during 2004, 2003, and 2002.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)
Amortization of capitalized software is includedti® cost of software license. No amortization esgefor internally developed
capitalized software costs was charged to cosbfbfvare license during 2004, 2003, and 2002.

(k) Earnings per share

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

Years Ended December 31,

(in thousands, except per share data)

2004 2003 2002
Basic
Net income $ 7,55¢ $17,68. $15,297
Weighted average common shares outstan 35,69 34,51¢ 33,83t
Earnings per share, ba: $ 021 $ 051 $ 04t
Diluted
Net income $ 7,55¢ $17,68. $15,297
Weighted average common shares outstan 35,69: 34,51¢ 33,83t
Effect of assumed exercise of stock options andama 1,352 1,23¢ 2,14
Weighted average common shares outstanding, asgutihition 37,04 35,757 35,98(
Earnings per share, dilut $ 02 $ 04¢ $ 04
Outstanding options excluded as impact would bi-dilutive 1,69¢ 4,14¢ 4,02z

(I) Segment reporting
We currently operate in one operating segmentesribbased business process management, or BPMasaftWe derive substantially
all of our operating revenue from the sale and stipgf one group of similar products and serviGsbstantially all of our assets are located
within the United States. 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:

2004 2003 2002
($ in thousands)
United State: $65,74: 68%  $79,12! 80% $75,61' 78%
United Kingdom 11,93( 12% 12,04: 12% 14,80¢ 15%
Europe, othe 13,24¢ 14% 6,64( 7% 3,59¢ 1%
Other 5,54( 6% 1,50¢ 1% 3,39( 3%

$96,46: 100% $99,31! 10(% $97,40¢ 10(%

In 2004, no customer accounted for more than 10%upfotal revenue. In 2003, two customers accalftteapproximately 15% and
12% of our total revenue, respectively. In 200Z onstomer accounted for approximately 26% of otal revenue. At December 31, 2004,
two customers represented 19% and 13% of outstgiidide accounts receivable, respectively. At Ddx81, 2004, three customers
represented 17%, 14% and 13% of long and shortdieemse installments, respectively. At DecemberZ2D3, one customer represented
49% of outstanding trade accounts receivable aedcastomer represented 16% of long and short-teande installments.
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(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 shatebe date of the grant. We account for stockoopgirants to employees and directors using
the intrinsic value method. Under the intrinsicueamethod, compensation associated with stock awaremployees and directors is
determined as the difference, if any, between theeat fair value of the underlying common stocktloa date compensation is measured and
the price the employee or director must pay to@serthe award. The measurement date for emplayasda is generally the date of grant.
Stock options granted to non-employee contract@secounted for using the fair value method. Unlderfair value method, compensation
associated with stock awards to non-employee cciotisis determined based on the estimated faireval the award itself, measured using
either current market data or an established ogti@ming model.

At December 31, 2004, we had four stock-based eypplcompensation plans, which are described mdyeifuNote 4. No stocksase!
employee compensation expense is reflected imeenie in 2004, 2003 and 2002, as all options gdamteler those plans had an exercise
price equal to the market value of the underlyiommmon stock on the date of grant and were graatedhployees and directors. The
following table illustrates the effect on net ino®@nd earnings per share if we had applied the/&ire method to stock-based employee
compensation:

Years ended December 31,

(in thousands, except per share amounts)

2004 2003 2002
Net income, as reporte $ 7,55¢ $17,68: $15,29:
less: Total stock-based employee compensation sgpdetermined under fair value
based method for all awards, net of related teeces (3,19¢) (6,807) (7,629
Pro forma net incom $ 4,35¢ $10,87« $ 7,67¢
Earnings per shar
Basi—as reportel $ 0.21 $ 0.51 $ 0.4t
Basi—pro forma $ 0.12 $ 0.3 $ 0.2
Diluted—as reportet $ 0.2C $ 0.4¢ $ 0.4:
Diluted—pro forma $ 0.12 $ 0.3C $ 0.21

The fair value of options at the date of grant estimated using the Black-Scholes multiple optigaipg model with the following
weighted-average assumptions:

2004 2003 2002
Volatility 68% 71% 7%
Expected option life, years from vesti 2.1 1.0 1.C
Interest rate (risk free 3.52% 2.56% 2.7¢%
Dividends None None None

For the portion of pro forma compensation experiseased above relating to the Stock Purchase BHanyeighted average fair values
of the options feature implicit in our PurchaserRiéferings in 2004, 2003, and 2002 were $2.153%1and $2.36, respectively.

The effects on 2004, 2003, and 2002 pro-formamezime and earnings per share of the estimateddhie of stock options and
estimated dilutive shares are not necessarily septative of the effects on the results
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of operations in the future. In addition, the esties made utilize a pricing model developed fatdthoptions with relatively short lives; our
option grants typically have a life of up to terayg®and are not transferable. Therefore, the afdiralalue of a stock option grant may be
different from our estimates. We believe that atimeates incorporate all relevant information agpresent a reasonable approximation in
light of the difficulties involved in valuing nonaded stock options.

In December 2004, the Financial Accounting Stansl@&aiard (“FASB”) issued Statement of Financial Aacting Standards No. 123R,
Share-Based PaymefiSFAS No. 123R"). This Statement is a revisiorSB®fAS No. 123Accounting for Stock-Based Compensatand
supersedes Accounting Principles Board Opinion28pAccounting for Stock Issued to Employees] its related implementation guidance.
SFAS No. 123R focuses primarily on accounting fansactions in which an entity obtains employegises in share-based payment
transactions. The Statement requires entitiesdogrze stock compensation expense for awardsuofyeigstruments to employees based on
the grant date fair value of those awards (withitéohexceptions). SFAS No. 123R is effective fa finst interim or annual reporting period
that begins after June 15, 2005.

We are evaluating the two methods of adoption albly SFAS No. 123R; the modified-prospective fiteors method and the
modified-retrospective transition method.

Adoption of SFAS No. 123R will significantly increa compensation expense. The actual impact orefyaars will be dependent on a
number of factors, including our stock price anel igwel of future grants and awards from our sygleks. In addition, SFAS No. 123R
requires that excess tax benefits related to stookpensation expense be reported as a financihg@i#swy rather than as a reduction of ta
paid in cash flow from operations.

(n) Fair value of financial instruments

The principal financial instruments held consistash equivalents, investments, accounts receiaatule@ccounts payable, capital lease
obligations, and license installment receivablésireg from license transactions. The carrying valagécash equivalents, investments,
accounts receivable and accounts payable approxithair fair value due to the relatively short-tarature of the accounts. Using current
market rates, the fair value of license installmeceivables approximates carrying value at Decer®@bg2004 and 2003.

(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 Ddmm31, 2004 and 2003, intangible assets
consisted of technology acquired in a business amatibn with a net carrying value of $0.4 millionca$0.7 million and accumulated
amortization of $1.0 million and $0.7 million, resgively. Amortization expense for this acquirechieology was $0.4 million and $0.4
million for the years ended December 31, 2004 daB2respectively. Total amortization expense wag #illion in 2002 including
amortization of FDR’s ESP software and warrantescdbed in Note 5.

We expect to recognize approximately $0.4 milliémortization expense related to those asset8056.2

Goodwill represents the residual purchase pricé jpaa business combination after all identifiededs have been recorded. Goodwill is
not amortized, but is tested annually for impairif®ncomparing estimated fair value to its carryuadue. During the first quarter of 2003,
we made a claim against all of the 155,760 comnhames in escrow from the acquisition of 1mind Coagion (1mind). In April 2003, the
shares were returned, retired and cancelled. €kidted in a $0.9 million reduction of goodwill aadditional paid in capital.
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(p) Deferred taxes

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

(9) Reclassifications

Amounts related to changes in other long-term ass®d liabilities have been included as cash flivars operating activities; they had
previously been included in cash flows from invegtactivities. Amounts for 2003 and 2002 were resiféed to be consistent with the curr
presentation.

2. VALUATION AND QUALIFYING ACCOUNTS

We maintain allowances for bad debts based onrastech as the composition of accounts receivaigigrical 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 at December28D4 and 2003. Reductions in 2003 and 2002 weredaliseprovements in trade accounts
receivable and collections of accounts for whicterees had been provided. The following is a aiiiard of the allowance for doubtful
accounts:

Additions Foreign
Balance a (reductions) exchang
beginning charged to Write- Balance at
Description of year expenses gain offs end of yeal

(in thousands)
Allowance for doubtful account

Year ended December 31, 2C $ 36 $ — $ — $— $ 36E
Year ended December 31, 2C 507 (14¢) 4 — 36E
Year ended December 31, 2C 1,03¢ (359 6 (180 507

3. EQUIPMENT AND IMPROVEMENTS
The cost and accumulated depreciation of equipmethimprovements consisted of the following at Deloer 31,:

2004 2003

(in thousands)

Computer equipment and purchased softy $ 4,99: $ 9,00/
Furniture and fixture 2,24C 2,79(
Leasehold improvemen 1,99( 2,86¢
Equipment under capital leas 594 914

9,81¢ 15,57:
Less: accumulated depreciation and amortize (8,230 (14,580)
Equipment and improvements, net of accumulatedesgiion and amortizatic $ 1,58¢ $ 99z

Depreciation expense was approximately $0.8 millgin1 million, and $2.3 million for the years eddeecember 31, 2004, 2003, and
2002, respectively.
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During the years ended December 31, 2004 and 28®8¢corded disposals of approximately $7.4 milkowl $0.7 million,
respectively, of computer equipment, furniture firtiires, leasehold improvements, and purchasevacé. Nearly all of the assets written
off during 2004 were fully depreciated, resultingrnmaterial losses on disposal. During the yededrDecember 31, 2002, we recorded
disposals of approximately $1.0 million of furniguaind fixtures and leasehold improvements, resyitira loss on disposal of $0.08 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 onenare series. Our shareholders
have given our Board of Directors the authorityssue the shares of preferred stock in one or weries, to establish the number of shares to
be included in each series and to fix the designapowers, preferences and rights of the shareadif series and the qualifications,
limitations or restrictions thereof, without anyrthier vote or action by the stockholders. The isseaf preferred stock could decrease the
amount of earnings and assets available for digtdb to holders of common stock, and may haveeffect of delaying, deferring or defeat
a change in control of the Company. We have noedsny shares of preferred stock through DeceBihe2004.

(b) Common stock

We have 70,000,000 authorized shares of commok atdk.01 par value, of which 36,076,649 sharegwssued and outstanding at
December 31, 2004.

(c) 1994 Long-term incentive plan

In 1994, we adopted a 1994 Long-Term Incentive Rlaam “1994 Plan”) to provide employees, directansl consultants with
opportunities to purchase stock through incentieelsoptions and non-qualified stock options. ldi&idn to options, eligible participants
under the 1994 Plan may be granted stock appregcigtihts, restricted stock and long-term perforosaawards. The Compensation
Committee of the Board of Directors (“Compensat@tmmittee”) administers the 1994 Plan. Generdfig,dxercise price of options granted
under the plan was equal to the fair market vafub@underlying common stock on the date of gr@ptions granted under the 1994 Plan
generally vest over four years and expire no lditen ten years from the date of grant. As of Deaamili, 2004, options to purchase an
aggregate of 7.3 million shares of common stockeveeitstanding under the 1994 Plan. We do not intefgsue any additional options or
make any other awards under the 1994 Plan.

(d) 1996 Non-employee director stock option plan

In 1996, we adopted a 1996 Non-Employee DirectoclSOption Plan (the “Director Plan”), which proeslifor the grant to non-
employee Directors of the Company of options tachase shares of our common stock. Originally, tliedfor Plan provided for the grant to
non-employee Directors on the date he or shelfesame a Director an option to purchase 30,00@&slarcommon stock at a price equal to
the fair market value thereof on the date of gramth options to vest in equal annual installmewts five years. In 1999, the Director Plan
was amended to provide for (i) the grant to nondegge Directors on the date he or she first becam@&ector an option to purchase 30,000
shares of common stock at a price per share egtlaétfair market value thereof on the date of grsunch options to vest in equal annual
installments over three years and (ii) the grargach non-employee Director at the time of the lergueeting of the Board of Directors
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following the annual shareholders meeting (comnmanai 2000), a fully vested option to purchase @0,8hares of common stock at a price
per share equal to the fair market value theredherdate of grant. At December 31, 2004, undebihector Plan there were outstanding
options to purchase an aggregate of 250,000 shatkro additional shares were available for isselahice Compensation Committee
administers the Director Plan. No options were ggaminder the Director Plan in 2004 and we do migtnid to issue any options under the
Director Plan in the future.

(e) 1996 employee stock purchase plan

In 1996, we adopted a 1996 Employee Stock Purdhkese(the “Stock Purchase Plan”) pursuant to whichemployees are entitled to
purchase up to an aggregate of 1.0 million sharesmamon stock at a price equal to 85% of therfarket value of the common stock on
either the commencement date or completion datefferings under the plan, whichever is less. ABetember 31, 2004, there had been
nine offerings under the plan and approximatelyrfilion shares had been issued thereunder. Thek$torchase Plan is tax qualified and as
of December 31, 2004 no compensation expense defathares issued under the plan had been reeabfur financial statement purposes.

(f) 2004 Long-term incentive plan

In 2004, we adopted a 2004 Long-Term Incentive lam “2004 Plan”) to provide employees, non-empbogirectors and consultants
with opportunities to purchase stock through inisenstock options and non-qualified stock optidnsaddition to options, eligible
participants under the 2004 Plan may be grantetk storchase rights and other stock-based awardsf Becember 31, 2004, a total of 7.0
million shares of common stock were reserved fawasice under the 2004 Plan, of which approximdtéymillion shares were subject to
outstanding options and an additional 5.1 millibares were available for issuance. Our Board afd@ars has made a commitment to
provide our non-employee directors with annual@ptjrants. The Compensation Committee administer2®04 Plan. Generally, the
exercise price of options granted under the plagisal to the fair market value of the underlyimgnenon stock on the date of grant. Options
granted under the 2004 Plan generally vest overyfaars and expire no later than ten years fronddte of grant.

Stock Options Summary

The following table presents the combined actifatythe 1994 Plan, the 2004 Plan and the Direclan Bor the years ended December
31,

2004 2003 2002
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 8,44( $ 7.6F 7,98: $ 7.7¢ 8,617 $ 7.5€
Granted 2,22¢ 7.5C 1,89¢ 4.64 901 7.4z
Exercisec (72¢) 3.9¢ (974) 2.4¢ (872) 4.64
Cancelec (681) 10.4: (467) 8.62 (6672) 8.57

Outstanding options at end of y¢ 9,25¢ 7.7C 8,44( 7.6 7,98: 7.7¢

Exercisable options at end of ye 5,78( 8.4( 5,75¢ 8.6¢ 5,40¢ 7.8¢

Weighted average fair value of options grantedrdythe

year $ 4.1¢ $ 247 $ 4.74

a7



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

The following table presents weighted average e life information about significant option gpsuoutstanding and exercisable at
December 31, 2004:

Options Outstanding Options Exercisable

Weighted

Average
Number Remaining Weighted Number Weighted
Outstanding Contractual Average Exercisable Average
Range of (in Exercise (in Exercise

Exercise Prices thousands) Life (years) Price thousands) Price
$ 0.38— 4.38 2,88¢ 6.72 $ 4.0 1,961 $ 3.9¢
4.48— 7.50 2,361 8.9¢ 6.9¢ 452 5.8¢
7.50— 8.06 2,33¢ 5.4¢€ 7.7 1,88¢ 7.7¢
8.08— 25.75 1,674 5.7: 15.0( 1,481 15.8%
9,25¢ 5,78(

Warrants Summary

As of December 31, 2004, there were outstandingamés to purchase 73,576 shares of our common stitkela weighted average fair
value of $3.38 per share and a weighted averageisgerice of $4.08 per share.

5. PURCHASED SOFTWARE AND WARRANT AGREEMENTS WITH F DR

In 1997, we entered into Software License and Sdgpal 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 Agreeimer issued 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 talue of the purchased software and the warraatfro rata basis over the initial 5%2
year term of the agreement. During the year endszéBber 31, 2002, we recorded amortization expeinagproximately $2.3 millior
related to the ESP software and warrant. The aszefully amortized during 2002.
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6. COMMITMENTS AND CONTINGENCIES

We lease certain equipment and office space urnmeicancelable capital and operating leases wittowarextension dates through
2013. Future minimum rental payments required ucdpital and operating leases with non-cancelatag in excess of one year at
December 31, 2004 are as follows:

Capital Operating

Lease Leases

(in thousands)
For the calendar year

2005 $ 10¢ $ 3,552
2006 10¢ 3,53:
2007 64 3,47¢
2008 — 3,491
2009 — 3,612
2010 and thereaftt — 12,38

Net minimum lease paymer $ 282 $30,04¢

Less: amount representing inter (19

Present value of minimum lease payme 263

Less: current portio 98

Capital lease obligation, net of current port $ 165

Rent expense under operating leases is recognizadtraight-line basis, under which pre-determiateduled rent increases are
expensed in advance of payment. The excess of sgmarmer current payments is recorded as deferrgchnel included in other long-term
liabilities. As of December 31, 2004, deferred reih$0.7 million was included in other long-terrabilities. Total rent expense under
operating leases was approximately $4.2 million9$8illion, and $5.1 million, for the years endedd@mber 31, 2004, 2003, and 2002,
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 Dece81iher

2004 2003 2002

(in thousands)

Domestic $10,02¢ $20,98¢ $16,18:
Foreign 1,102 84t 1,01¢
Total $11,12¢ $21,83: $17,197
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The components of the provision for income taxesaarfollows for the years ended December 31,:

2004 2003 2002

(in thousands)

Current:
Federal $ 46¢ $ 90¢€ $ 607
State 20¢ 33t 87
Foreign 47€ 42E 647
Total curren 1,152 1,66¢ 1,341
Deferred:
Federal 1,20¢ 558 (1,000
State 15€ 72 —
Total deferrec 1,36t 62E (2,000
Tax benefit from exercise of stock optic 1,05¢ 1,85¢ 1,55¢
Total provision $3,57¢ $4,15( $ 1,90(

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

2004 2003 2002
Statutory federal income tax re 35.(% 35.(% 35.(%
State income taxes, net of federal benefit andtedits 1.2 1.C 0.3
Permanent difference 2.2 0.€ 4.C
Extraterritorial income exclusic (17.9) — —
Tax effects on foreign activitie (0.5 (0.7 1.C
Valuation allowanct 11.¢ (17.5) (29.2)
Effective income tax rat 32.1% 19.(% 11.1%

Deferred income taxes at December 31, 2004 and 24@&t 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) are as follows as of December 31

2004 2003

(in thousands’

Software revenu $ (26,059 $(28,63¢)
Depreciatior 79t 78¢
Vacation accrue 204 334
Receivable and other resen 3,19¢ 3,207
Unrealized loss on investmer 17& —

Net operating losses carried forwi 17,107 20,22t
Tax credits 7,04t 6,51¢
Net deferred tax asse 2,46¢ 2,431
Less valuation allowanct 4,281 3,05¢
Net deferred income tax $ (1,81% $ (625

Reported as
Current deferred tax liability, included in accasipiyable and accrued

expense: $ (335) $ —
Long-term deferred income tax (1,480 (625)
Net deferred income tax $ (1,81% $ (625
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A valuation allowance has been provided for certgferred tax assets since it is uncertain weredllize the entire benefit of the ass
The increase in the valuation allowance during 2084 due to an increase in the value of tax credtity forwards expected to expire prior to
being realized. Of the valuation allowance at Deloen81, 2004, approximately $0.4 million relatecéguired tax loss and credit carry
forwards, which if utilized will reduce goodwillnladdition, these acquired tax benefits are subjelamitation by the provisions of Section
382 of the Internal Revenue Code. Of the valuatitowance at December 31, 2004, approximately 80lfon was related to tax benefits
generated on exercise of stock options, whichlvéglrecorded directly to equity when realized. Dgttine years ended December 31, 2003
2002, approximately $3.8 million and $5.0 milliohvaluation allowances were reversed through tagstents of income, respectively.

At December 31, 2004, we had alternative minimuxn(tAMT"), and research and experimentation (“R&HEigt credit carry forwards
for federal and state purposes of approximatel9 $¥llion, available to offset future taxable incenThe carry forward period for the AMT
credit is unlimited. The R&E credit carry forwargsnerally expire between 2005 and 2024.

As of December 31, 2004, we had available U.Sopetating loss carry forwards of approximately 848illion. The operating loss
carry forwards expire between 2005 and 2020. Thasgy forwards may be used to offset future incdaxes payable at the federal and state
levels, if any, and are subject to review by th8.Unternal Revenue Service and various state geadirthorities.

Judgment is required in determining our worldwideome tax expense provision. In the ordinary coafsmnducting a global business
enterprise, there are many transactions and céilmutaundertaken whose ultimate tax outcome cabaaertain. Some of these uncertainties
arise as a consequence of transactions and arrentemade among related parties, transfer pricingrdnsactions with our subsidiaries, and
potential challenges to nexus and credit estimatesestimate our exposure to unfavorable outcomlased to these uncertainties and
estimate the probability for such outcomes. Provisihave been made for such uncertainties, withrves totaling approximately $2 million
as of December 31, 2004.

In December 2004, the FASB issued FASB Staff Rosiio. 109-1, Application of FASB Statement No. 18%AS 109)Accounting
for Income Taxes, to the Tax Deduction on QualiReaduction Activities Provided by the American ddreation Act of 200(FSP 109-1).
FSP 109-1 clarifies that the manufactuseteduction provided for under the American Jolea@on Act of 2004 (AJCA) should be accour
for as a special deduction in accordance with SEBSand not as a tax rate reduction. Until the JueaDepartment or Congress provides
additional clarifying language on key elementshié tleduction, the impact of the adoption of FSB-1®n our results of operations or
financial position for 2005 and subsequent yeansictibe determined.

The FASB also issued FASB Staff Position No. 108«;ounting and Disclosure Guidance for the Foreligmrnings Repatriation
Provision within the American Jobs Creation Ac2004(FSP 109-2). The AJCA introduces a special one-timiglends received deduction
on the repatriation of certain foreign earninga 1d.S. taxpayer (repatriation provision), proviaedtain criteria are met. The FSP 109-2
provides accounting and disclosure guidance foreapatriation provision. Until the Treasury Depagtthor Congress provides additional
clarifying language on key elements of the repadnieprovision, the tax impact of foreign earnirtigat might be repatriated by us, if any,
cannot be determined.

The FSP 109-2 grants an enterprise additional tiey®nd the year ended December 31, 2004, in whieAJCA was enacted, to
evaluate the effects of the AJCA on its plan fanvestment or repatriation of unremitted earninigge FSP 109-2 calls for enhanced
disclosures of, among other items, the status@drmpany’s evaluations, the effects of completeduatgns, and the potential range of
income tax effects of repatriations. Our evaluatiare not yet complete. As of December 31, 20@igion had not been made for the U.S.
or
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additional foreign taxes on $3.2 million of undilstited earnings of foreign subsidiaries that cdgdsubject to taxation if remitted to the U
because we plan to keep these amounts permaneimiested overseas.

8. EMPLOYEE BENEFIT PLAN

We sponsor a retirement plan for qualifying empésyeThis Plan is a 401(k) defined contribution plafe provide a discretionary
matching profit sharing contribution. The contrilonts paid by us were approximately $0.6 millior2004, $0.6 million in 2003, and $0.4
million in 2002.

9. 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 transactml returned to us in 2003) and warrants to puecB&8992 shares of common stock for
nominal consideration. We believe that the acqoisiwill help increase our penetration of the heedire and insurance markets, strengthen
our management and delivery teams and deepen odugirofferings. The acquisition of 1mind was acted for as a purchase and the
operations of 1mind have been included in our cliisied financial statements from the date of agitjon. The cash flow impact of $573
thousand from this acquisition was transactionos$614 thousand less cash acquired of $41 thdu3de purchase price allocation was
based on the report of an independent appraiserpilifchase agreement included provisions for amtditiconsideration, which we are not
obligated to pay because of the performance oatigired business since the acquisition date.

(in thousands, except for sh-related data;

Shares issued ( $2,39¢
Warrants issued (t 374
Total purchase pric $2,76¢
Current assets, including cash of ¢ $ 207
Equipment and improvemer 14z
Acquired technology (c 1,40(C
Goodwill (d) 2,34¢
Current liabilities (563
Long-term liabilities (150
Transaction cosi (614)

$2,76¢

(@) 569,949 common shares of Pegasystems Inc.dratuepproximately $5.78 per share, the averagtsing prices as reported by
NASDAQ for the three days before and after Jan@8ry2002, the date of agreement. Goodwill and aufdit paic-in capital were
reduced in 2003 by $0.9 million due to the retufrsl@ares which had been held in escrow pendingméiation of the final purchase
price.

(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 dsseubject to an annual impairment test,
which is conducted annually in November. No impantadjustments have been required. Goodwill adétiadal paid-in capital were
reduced in 2003 by $0.9 million due to the retufrsl@ares which had been held in escrow pendingméiation of the final purchase
price. This acquisition was a tax free reorgan@rativhich resulted in no tax deductible goodv
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS —(Continued)

10. SELECTED QUARTERLY INFORMATION (UNAUDITED)

2004

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

(in thousands, except per share data)

Revenue $ 24,65¢ $ 24,04( $ 21,52¢ $ 26,237
Gross profit 17,917 17,92t 14,99¢ 19,12
Income (loss) from operatiol 1,67¢ 2,507 (321) 1,87¢
Income before provision for income tay 2,682 3,28 1,141 4,02¢
Net income 1,74 2,12z 741 2,94¢
Earnings per share, ba: $ 0.0t $ 0.0¢ $ 0.02 $ 0.0
Earnings per share, diluts $ 0.0t $ 0.0¢ $ 0.02 $ 0.0¢
2003
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter

(in thousands, except per share data)

Revenue $ 25,62¢ $ 25,48] $ 25,11 $ 23,09(
Gross profit 19,14: 18,87 17,63: 16,247
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 share, ba: $ 0.2 $ 0.11 $ 0.1C $ 0.1C
Earnings per share, diluts $ 0.1¢ $ 0.11 $ 0.1C $ 0.1C

(1) Approximately $1.8 million of valuation allowancelated to certain tax credits was reversed duhiegaurth quarter of 200:
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ITEM9  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 Procedur@®sir management, with the participation of our Cliigécutive 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, 2004. In designing aduating our disclosure
controls and procedures, our management recogtha¢dny controls and procedures, no matter howdesigned and operated, can
provide only reasonable assurance of achieving tigectives, and our management necessarily apjpigudgment in evaluating the
costbenefit relationship of possible controls and pchres. Based on this evaluation, our CEO and CH@laded that, as of Decem|
31, 2004, our disclosure controls and procedures {lg designed to ensure that material informatéating to us, including our
consolidated subsidiaries, is made known to our @ROCFO by others within those entities, partidulduring the period in which th
report was being prepared, and (2) effective, &t they provide reasonable assurance that infoomagiquired 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 and Exchangar@ission’s rules and forms.

(b) Management’s Report on Internal Control over Finah&eporting and Attestation of Registered PuBloczounting FirmThe
report of our management regarding internal cortvelr financial reporting and the attestation répbour registered public accounting
firm are included in Item 8 of this Annual Repont Borm 10-K starting on page 30.

(c) Changes in Internal Control over Financial RepogdiNo change in internal control over financial repagt(as defined in
Rules 13a-15(f) and 15d-15(f) under the Securkieshange Act) occurred during the fiscal quarteteehDecember 31, 2004 that has
materially affected, or is reasonably likely to evally affect, our internal control over financiaporting.

ITEM 9B OTHER INFORMATION
Not applicable.

54



PART 1lI

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

ITEM 10 DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this item is containedier 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 2005 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
2005 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 2005 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 prindipaecutive officer, principal
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 2005 Annual Meetifigtockholders under the
headings “Directors Compensation” and “Executivenpensation” and is incorporated herein by reference
ITEM 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT AND RELATED
STOCKHOLDER MATTERS

The information required by this item is containeaur proxy statement for our 2005 Annual Stockleos Meeting under the headings
“Security Ownership of Certain Beneficial Ownersldanagement” and “Securities Authorized for Issgaander 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 2005 Annual Meetifigtockholders 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 2005 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 AND FINANCIAL STATEMENT SCHEDULES
(a) The following are filed as part of this AnndRéport on Form 10-K:
(1) Financial Statements
The following consolidated financial statementsiactuded in Item 8:

Consolidated Balance Sheets as of December 31,&00200:

Consolidated Statements of Income for the years@icember 31, 2004, 2003, and 2

Consolidated Statements of Stockholders’ Equity @achprehensive Income for the years ended Decegihe&x004, 2003,
and 200z

Consolidated Statements of Cash Flows for the ye@ided December 31, 2004, 2003, and -

(b) Exhibits
The exhibits listed in the Exhibit Index immedigtereceding such exhibits are filed as part of &nsual Report on Form 10-K.

(c) Financial Statement Schedules

All financial statement schedules are omitted bseahe required information is not present or mesent in sufficient amounts to
require submission of the schedule or becausentbemation is reflected in the consolidated finahsitatements or notes thereto.
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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: /s|  CHRISTOPHERS ULLIVAN
Christopher Sullivan
Senior Vice President, Chief Financial Officer an@ireasurer
(principal financial and accounting officer)

Date: February 24, 2005

Pursuant to the requirements of the Securities Exange Act of 1934, this Annual Report on Form 16 has been signed below ¢
February 24, 2005 by the following persons on beHabf the Registrant and in the capacities indicated

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

(principal financial and accounting officer)
Christopher Sullivan

/sl  RICHARD H. JONES Vice Chairman and Director

Richard H. Jones

/s] ALEXANDERYV. 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

/sl  JaMmES P. O'HALLORAN Director

James P. O’Halloran

/s/ EDWARD B. ROBERTS Director

Edward B. Roberts

/sl WiLLIAM W YMAN Director

William Wyman
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Exhibit No.

PEGASYSTEMS INC.
Exhibit Index

Description

3.3

3.4

4.1

10.1%

10.2

10.3%

10.4

10.5

10.6

10.7%

10.8

10.9

10.10%

10.11

10.12

Restated Articles of Organization, as amendedh@Registrant. (Filed as exhibit 3.3 to the Regigts June 30, 2004 Form
10-Q and incorporated herein by referen:

Restated By-Laws of the Registrant. (Filed as @kBild to the Registrant’s Registration StatemenForm Si (Registratiol
No. 33:-03807) or an amendment thereto and incorporatezirhby reference

Specimen Certificate Representing the Common S{édled as exhibit 4.1 to the Registrant’s Regt#raStatement on
Form ¢-1 (Registration No. 3:-03807) or an amendment thereto and incorporatesirhby reference

Amended and Restated 1994 Long-Term Incentive Bfaled in the Registrant’s Proxy Statement for2@93 annual
stockholders meeting and incorporated herein byreeice.’

1996 Non-Employee Director Stock Option Plan. (ile the Registrant’s Proxy Statement for its 2@88ual stockholders
meeting and incorporated herein by referer

1996 Employee Stock Purchase Plan. (Filed in Regiss Proxy Statement for its 2003 annual stoolléid meeting and
incorporated herein by referenc

Lease Agreement dated February 26, 1993 betwedRdpistrant and Riverside Office Park Joint Vent(ifded as exhibit
10.13 to the Registrant’s Registration Statemerftamn S-1 (Registration No. 333-03807) or an amesrtrthereto and
incorporated herein by referenc

Amendment Number 1 to Lease Agreement dated Augyst994 between the Registrant and Riverside ©ffiark Joint
Venture. (Filed as exhibit 10.14 to the RegistmiRegistration Statement on Form S-1 (Registration333-03807) or an
amendment thereto and incorporated herein by meter§

Warrant Agreement dated June 27, 1997 by and battheeRegistrant and First Data Resources InedFrk exhibit 10.15
to the Registra’s 1997 Form 1-K and incorporated herein by referenc

Employment Agreement dated May 10, 2001 betweeR#gistrant and Joseph Friscia. (Filed as exhibit 1o the
Registrar’s June 30, 2001 Form -Q and incorporated herein by referen:

Agreement and Release dated November 2, 2001 bgetneen the Registrant and Carreker Corporatiéited as exhibit
10.17 to the Registrant’s 2001 Form 10-K. Confitriteatment requested as to certain portionsirecmporated herein by
reference.

Refreshed Software License and Support Agreemeatiddarch 1, 2002 by and between the RegistranFast Data
Resources Inc. (Filed as exhibit 10.1 to the Resyists March 31, 2002 Form 10-Q. Confidential tneaint requested as to
certain portions and incorporated herein by refeze)

Executive Employment Agreement dated July 25, 2@i#%veen Registrant and Henry Ancona. (Filed asbitxh0.1 to the
Registrar’'s September 30, 2002 Form-Q and incorporated herein by referen:

Asset Purchase Agreement dated January 29, 20@2démeiRegistrant and 1mind Corporation. (Filed d8lex2.0 to the
Registrar’s February 21, 2002 Forn-K and incorporated herein by referenc

Form of Warrant issued pursuant to 1mind Assetliage Agreement. (Filed as exhibit 2.1 to the Regiss December 3,
2002 Form -K/A and incorporated herein by referenc
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Exhibit No.

Description

10.13

10.14

10.15%

10.16%

10.17%

10.18%

10.19

+10.20%

+10.21%

+10.22%
211

+23.1
+31.1
+31.2
+32.1
+32.2

Amendment Number 8 to Lease Agreement dated Jyl2@12 between the Registrant and NOP Riverfror@ L(Filed as
exhibit 10.23 to the Registré s 2002 Form 1-K and incorporated herein by referenc

Letter Amendment to Lease Agreement dated Jul®302 between the Registrant and NOP Riverfront L(E@ed as
exhibit 10.24 to the Registr¢ s 2002 Form 1-K and incorporated herein by referenc

Description of agreement between the Registrantlasdph Friscia entered into in January 2004.dFitexhibit 10.25 to
the Registrars 2003 Form 1-K and incorporated herein by referenc

2004 Long-Term Incentive Plan of the RegistranilefFin Registrant’s Proxy Statement for its 200h@al stockholders
meeting and incorporated herein by referen

Form of Employee Stock Option Agreement. (Fileegssibit 10.1 to the Registrant’s September 30, 20040 and
incorporated herein by referenc

Form of Non-Employee Director Stock Option AgreeméRiled as exhibit 10.2 to the Registrant’s Segier 30, 2004 10-
Q and incorporated herein by referent

Warrant Agreement dated July 12, 2004 between dgsRant and International Business Machines Gatm. (Filed as
exhibit 10.3 to the Registre’s September 30, 2004-Q and incorporated herein by referen:

Offer Letter between the Registrant and Dougl&gd. dated October 19, 20C
Offer Letter between the Registrant and Micha&Vallrich dated October 22, 20C
Amendment to Executive Employment Agreement betwiberRegistrant and Henry Ancona dated Februa?pd5.

Subsidiaries of the Registrant. (Filed as exhihitlZo the Registrant’'s 2003 Form 10-K and incoapext herein by
reference.

Consent of Independent Registered Public Accourting—Deloitte & Touche LLP
Certification pursuant to Exchange Act Rules-14 and 15-14 of the Chief Executive Office
Certification pursuant to Exchange Act Rules-14 and 15-14 of the Chief Financial Office
Certification pursuant to 18 U.S.C. Section 135thef Chief Executive Office

Certification pursuant to 18 U.S.C. Section 135¢hef Chief Financial Officel

% Management contracts and compensatory plan orgema@nts required to be filed pursuant to Item 16{¢orm 1(-K.
+  Filed herewith



Exhibit 10.20
Offer Letter between the Registrant and Douglas IKra, dated October 19, 2004
Douglas I. Kra
October 19, 2004
Dear Douglas,

Pegasystems is pleased to offer you the positidfiaef President, Global Services, reporting digetttlHenry Ancona, President and COQ
our Cambridge office. Your starting salary for thissition will be paid semi-monthly at a rate of 38} at the annualized rate of $200,000 per
year. We will also provide you with a $10,000 :-on bonus at the completion of twelve months oivactmployment. You must be actively
employed at Pegasystems at the time of this payment

You will also be eligible to participate in our @orate Incentive Plan at a 40% target, proratedhisryear. The details of this plan will be
outlined during your first week of employment.

In addition, you will be granted an option to puash 80,000 shares of Pegasystems’ common stoakaoiit® our LongFerm Incentive Plai
These terms, which become effective on your datéref will be conveyed to you in a separate doauraéer you become a Pegasystems
employee.

If your employment with Pegasystems is terminatedahy reason other than resignation or causeyibveceive a severance package
equaling six months of your base salary.

You will have the option to elect individual or fdyncoverage in our medical and/or dental plansaddition, we offer a tuition
reimbursement program, a 401(k) plan, and chile ceimbursement accounts, which enable you to gagidpendent childcare expenses \
pre-tax dollars. The company will also provide with short-term disability, long-term disabilitynd life insurance coverage. You will
accrue paid time off in accordance with Pegasyst&aisl Time Off Policy. This includes twenty daylsvacation per year along with 10 paid
Holidays plus 1 paid Personal Day per year. Yowatian and holidays are prorated during your fiesir of employment. A summary of
these benefits is included for your convenience.

This offer of employment is not a contract, andd@ggtems reserves its rights as an employer athills, either you or Pegasystems may
terminate employment at anytime. We would like yotegin working as a Pegasystems employee on-tiid basis on November 1, 2004.
We may ask you to attend some meetings during tekwf October 25, to facilitate your understandifigurrent business initiatives. On
your official hire date, we will expect you to signr Standards letter, enclosed, as well as pravsdeith proper employment authorizatis
Please note that as a requirement to work in theetiStates, you must complete the Employment llityi Verification (1-9) form and bring
with you the required supporting documentation @réver’s license and social security card; U.&qgport; appropriate work visa, etc.). Also,
we would appreciate a written response no latar @etober 21, 2004. Please send or fax your regponsur Cambridge office in care of
Tom Sullivan, Global Recruitment Manager. The faxner is 617- 494- 5581.

We are all delighted that you are joining our staffd are very excited at the prospect of you waykvith us!

Sincerely,

/s/ CARMELINA P ROCACCINI
Carmelina Procaccini
Vice President, Human Resour«

| accept the terms of this offer letter and wilgbework at Pegasystems on November 1, 2004.

/s/ DoucLAsl. K RA 10/21/2004
Douglas I. Kre Date




Exhibit 10.21
Offer Letter between the Registrant and Michael JWallrich, dated October 22, 2004
Michael J. Wallrich
October 22, 2004
Dear Mike,

Pegasystems is pleased to offer you the positi@eafor Vice President, Global Sales, reportingally to Henry Ancona, President and
COO in our Cambridge office. In this key positigou will be traveling approximately 67% of your &mThis offer is subject to the
completion of satisfactory reference and backgrathetks, and successful meetings with our North degaeand European Sales Vice
Presidents: John Barone and David Wells.

Your starting salary for this position will be padmi-monthly at a rate of $10,417 at the annudliate of $250,000 per year. You will also
be eligible to participate in our Corporate InceatPlan with total target earnings (base and imeenat a rate of $440,000, prorated for this
year. The details of this plan will be outlined idgryour first week of employmer

Pegasystems will cover the cost of out-of-pockietaaion expenses from lllinois to Boston. Speaifig, this includes transportation and the
storage of household goods, and one or two housgrigutrips for you and your family. Company pagdacation payments, both tax
deductible and non-tax deductible, will be cappe$5®,000. Pegasystems will also provide a momilpbursement up to $2,000 to defray
the cost of local housing through June of 2005.

If your employment with Pegasystems is terminatedahy reason other than resignation or causeyibveceive a severance package
equaling six months of your base salary. Underetsasne conditions, you will also be eligible fareturn to lllinois relocation reimburseme
of up to $50,000.

In addition, you will be granted an option to puash 140,000 shares of Pegasystems’ common stoslgmnirto our Long-Term Incentive
Plan. These terms, which become effective on yate df hire, will be conveyed to you in a sepadateument after you become a
Pegasystems employee. A synopsis of our plandseaislosed.

You will have the option to elect individual or fdyncoverage in our medical and/or dental plansaddition, we offer a tuition
reimbursement program, a 401(k) plan, and chile ceimbursement accounts, which enable you to gagidpendent childcare expenses \
pre-tax dollars. The company will also provide yaith short-term disability, long-term disabilitynd life insurance coverage. You will
accrue paid time off in accordance with Pegasysteas Time Off Policy. This includes twenty daylsvacation per year along with 10 paid
Holidays plus 1 paid Personal Day per year. Yowatian and holidays are prorated during your fiesir of employment. A summary of
these benefits is included for your convenience.

This offer of employment is not a contract, anddggtems reserves its rights as an employer athills, either you or Pegasystems may
terminate employment at anytime. We would like yobegin working as a Pegasystems employee ont-arfid basis on November 15,

2004. At that time, as a condition of employmeat, will be required to sign our Standards Letteclesed, as well as provide us with proper
employment authorization. Please note that aswairesgent to work in the United States, you must plete the Employment Eligibility
Verification (1-9) form and bring with you the reiged supporting documentation (i.e. driver’s licesd social security card; U.S. passport;
appropriate work visa, etc.). Also, we would apptEa written response no later than October @84 2Please send or fax your response to
our Cambridge office in care of Tom Sullivan, GlbB&cruitment Manager. The fax number is -494- 5581.



We are all delighted that you are joining our staffd are very excited at the prospect of you waykvith us!
Sincerely,
/s/ CARMELINA P ROCACCINI

Carmelina Procaccini
Vice President, Human Resour«

| accept the terms of this offer letter and wilgbework at Pegasystems on November 15, 2004.

/s/  MicHAEL J. WALLRICH 10/26/2004

Michael J. Wallrick Date



Exhibit 10.22
Amendment to Executive Employment Agreement betweethe Registrant and Henry Ancona, dated February 42005

This Amendment (the “Amendment”) to that certaireExtive Employment Agreement dated as of July 2823the “Original
Agreement”) between Pegasystems Inc. (the “Compaanyd Henry Ancona (the “Executive”), is enteretbias of the 4th day of February,
2005 between the Company and the Executive. Athsarsed but not defined in this Amendment shalktlthe meanings set forth in the
Original Agreement.

Introduction

The Company and the Executive entered into theilig\greement to reflect the terms and conditiohthe Executive’s employment
as President and Chief Operating Officer of the Gamy. On January 3, 2005 (the “Termination Datéi®, Executive resigned his positions
as the President and Chief Operating Officer of@Gbenpany, and ceased to be employed by the CompaeyCompany and the Executive
are entering into this Amendment to reflect certadditional terms and conditions applicable toE&ecutive’s resignation. Except as
expressly modified by this Amendment, the terms emtlitions of the Original Agreement shall remiaitfull force and effect.

In consideration of the mutual covenants and premt®ntained herein, and other good and valualigideration, the receipt and
sufficiency of which are hereby acknowledged byph#ies hereto, the Company and the Executivebljeagree as follows:

1. AcknowledgementThe Company acknowledges that the provisionsecfi@ns 3.6(b) and 5.2 of the Original Agreemeratlisbe
applicable to the Executive in connection with fgisignation.

2. Amendment of Section 5.2(Bjection 5.2(B) of the Original Agreement is hgramended as follows:

A. All Benefits relating to life insurance, accidahdeath and dismemberment, and disability willseeas of the Termination Date. In
exchange, the Company will pay the Executive a lsonp of $16,400, which the Executive may use fergarsonal purchase of
these types of coverags

B. If the Executive desires to continue any supetal coverages that he previously purchased atiriscost through carriers used
by the Company, he must complete all required farmreturn them by the applicable deadlines ool continue coverage,
and will be responsible for payment of these coyes:

C. All Benefits relating to medical and dental ireswce will cease as of January 31, 2005. The Exechbas received notice of his
rights to continue his medical and dental insurahceugh COBRA. The Company will pay for the Exaeeits COBRA premium
until the earlier of one year from the Terminatadar the date upon which the Executive obtaingrage through his spouse’s
employer. In exchange, the Company will pay theddkge a lump sum of $8,000, which represents #shequivalent of the
Company’s contributions for medical and dental rasge over a twelve-month period, less any amauants by the Company for
COBRA premiums pursuant to the preceding sente

D. For long-term care coverage, the Company willecdhe cost for the base level of coverage oniyitfe required twelve-month
period.

E. The Executive will be entitled to payment of @empany match for his 2004 contributions to th&(k}) to the extent the
Compensation Committee approves a match for 2008ekefits relating to participation in the Comp&1401(k) plan for the
calendar year 2005 will cease as of the Terminddiate. The Executive acknowledges that the severpagments to be paid
under the Original Agreement are not eligible foniribution to the Compars 401(k) plan



The Executive will be entitled to payment ofanbs for 2004, subject to the terms and conditafrtke Corporate Incentive
Compensation Plan applicable to that year. In maagthe amount of the bonus due to the Executive2004, the Company
agrees that: (i) the Executive will be assignedsdmae percentage with respect to the attainmeheaforporate-level targets (as
opposed to any unit-level targets) as is assigoedl bther members of the Company’s Executive Té&amthat year; and (ii) the
amount of the bonus payment will not be adjustetherbasis of any assessment of the Executiveigichchl performance for the
year.

The lump sum payments described in paragraphs&{é2(B) above will be paid to the Executive atghme time as the severance
payments due under the Original Agreement are paitch shall be seven days after the Executivessggrd delivers this Amendment and
Confidential Release of Claims referenced belothéoCompany.

3. Required Actions by ExecutivéAs a condition for the payment of the lump surasatibed in Section 2 above, the Executive agie
take the following actions:

A.

B.

Within two business days of the execution o tAgreement, sign and deliver to the Company ai@enfial Release of Claims, in
the form attached to the Original Agreeme¢

Within two business days of the execution of thigeement, sign and deliver to the Company a lettitencing his resignation
President and Chief Operating Officer of the Conypamd as a member of the Board of Directors ofGhmpany, effective as of
the Termination Date

Within two business days of the execution of thjreement, sign and deliver to the Company aayipusly-unsigned grant
notices regarding stock option grants made by th@gany to the Executiv:

Within two business days following the deliverfya final draft of the Company’s Annual Reportieorm 10-K for 2004 to the
Executive, sign and deliver to the Company a Qedtifon for the fiscal year ending December 31,200 the form attached to
this Amendment

Within two business days of the execution of thjreement, sign and deliver to the Company thtopeance review forms for
the Company’s Executive Team covering the July 20D8cember 2003 time period, which had been coreghlprior to the
Executive s resignation but not signed by the Execut

IN WITNESS WHEREOF, the parties have hereunto eteztthis Amendment to Executive Employment Agreetnasrof the day and
year set forth abow

PEGASYSTEMS INC

By: /s/ CARMELINA P ROCACCINI
Carmelina Procaccini,
Vice President, Human Resour«

/s/  HENRY A NCONA
Henry Ancong




Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference ini®egion Statement Nos. 333-09305, 333-53746,38337, 333-104788, and 333-
116660 of Pegasystems Inc. on Form S-8 of our teplated February 24, 2005, relating to the fir@rstatements of Pegasystems, Inc. and
management’s report on the effectiveness of intematrol over financial reporting, appearing imstnnual Report on Form 10-K of
Pegasystems Inc. for the year ended December 84, 20

/s/ DELOITTE & TOUCHE LLP
Boston, Massachusetts
February 24, 2005



Exhibit 31.1

I, Alan Trefler, certify that:

1.
2.

I have reviewed this annual report on Forr-K of Pegasystems Inc

Based on my knowledge, this annual report doésantain any untrue statement of a material dacmit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this annual re

Based on my knowledge, the financial statememis,other financial information included in thisnaal report, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presented in this
annual report

The registrant’s other certifying officer andrke responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e&15(f) and 15-15(f) for the registrant and hav

a) designed such disclosure controls and procedaresiused such disclosure controls and procedores designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this annual report is lgeprepared

b) designed such internal control over financiglomting, or caused such internal control over fgiahreporting to be designed under
our supervision, to provide reasonable assuramzgdang the reliability of financial reporting attie preparation of financial
statements for external purposes in accordanceggitlerally accepted accounting princip

c) evaluated the effectiveness of the registsagisclosure controls and procedures and preséntbis annual report our conclusic
about the effectiveness of the disclosure contiots procedures, as of the end of the period coveyehis report based on such
evaluation; ant

d) disclosed in this annual report any change évégistrant’s internal control over financial refpwg that occurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyeaftf, the registra’s internal control over financial reporting; &

The registrant’s other certifying officer antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) all significant deficiencies and material weadses in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

b) any fraud, whether or not material, that invelmeanagement or other employees who have a signifiole in the registrant’s
internal control over financial reportin

Date: February 24, 2005

/s|  ALAN T REFLER
Chairman and Chief Executive Officer
(principal executive officer)




Exhibit 31.2

I, Christopher Sullivan, certify that:

1.
2.

I have reviewed this annual report on Forr-K of Pegasystems Inc

Based on my knowledge, this annual report doésantain any untrue statement of a material dacmit to state a material fact
necessary to make the statements made, in ligheafircumstances under which such statementsmwade, not misleading with
respect to the period covered by this annual re

Based on my knowledge, the financial statememis,other financial information included in thisnaal report, fairly present in all
material respects the financial condition, resofteperations and cash flows of the registrantfaara for, the periods presented in this
annual report

The registrant’s other certifying officer andrke responsible for establishing and maintainisgldsure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15&))%nd internal control over financial reportirag @efined in Exchange Act Rules
13e&15(f) and 15-15(f) for the registrant and hav

a) designed such disclosure controls and procedaresiused such disclosure controls and procedores designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtubsidiaries, is made known to
us by others within those entities, particularlyidg the period in which this annual report is lgeprepared

b) designed such internal control over financiglomting, or caused such internal control over fgiahreporting to be designed under
our supervision, to provide reasonable assuramzgdang the reliability of financial reporting attie preparation of financial
statements for external purposes in accordanceggitlerally accepted accounting princip

c) evaluated the effectiveness of the registsagisclosure controls and procedures and preséntbis annual report our conclusic
about the effectiveness of the disclosure contiots procedures, as of the end of the period coveyehis report based on such
evaluation; ant

d) disclosed in this annual report any change évégistrant’s internal control over financial refpwg that occurred during the
registrant’s most recent fiscal quarter (the regists fourth fiscal quarter in the case of an ameport) that has materially
affected, or is reasonably likely to materiallyeaftf, the registra’s internal control over financial reporting; &

The registrant’s other certifying officer antddve disclosed, based on our most recent evaluatimernal control over financial
reporting, to the registrant’s auditors and theitacmmmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) all significant deficiencies and material weadses in the design or operation of internal cortvelr financial reporting which are
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpanhcial information; an

b) any fraud, whether or not material, that invelmeanagement or other employees who have a signifiole in the registrant’s
internal control over financial reportin

Date: February 24, 2005

/s/  CHRISTOPHERS ULLIVAN
Senior Vice President, Chief Financial Officer andTreasurer
(principal financial and accounting officer)




Exhibit 32.1

CERTIFICATION PURSUANT TO SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Pegasystams(the Company) on Form 10-K for the year enBedember 31, 2004 as filed
with the Securities and Exchange Commission ord#tte hereof (the “Report”), |, Alan Trefler, the@tman and Chief Executive Officer of
Pegasystems Inc., certify, pursuant to 18 U.S.Cti@e1350, as adopted pursuant to Section 906eoBarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

(2) The information contained in the Report faphesents, in all material respects, the finan@alition and results of operations of
the Company

/s/  ALAN T REFLER
Chairman and Chief Executive Officer
(principal executive officer)

Dated: February 24, 2005

A signed original of this written statement reqdit®y Section 906 has been provided to Pegasystemand will be retained by
Pegasystems Inc. and furnished to the Securitiég€anhange Commission or its staff upon request.



Exhibit 32.2

CERTIFICATION PURSUANT TO SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Pegasystams(the Company) on Form 10-K for the year enBedember 31, 2004 as filed
with the Securities and Exchange Commission ord#tte hereof (the “Report”), I, Christopher Sulliyéime Senior Vice President, Chief

Financial Officer and Treasurer of Pegasystems teatify, pursuant to 18 U.S.C. Section 1350,dapted pursuant to Section 906 of the
Sarbanes-Oxley Act of 2002, that:

(3) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeoh 1934; anc

(4) The information contained in the Report faphesents, in all material respects, the finan@alition and results of operations of
the Company

/s/  CHRISTOPHERS ULLIVAN
Senior Vice President, Chief Financial Officer andTreasurer
(principal financial and accounting officer)

Dated: February 24, 2005

A signed original of this written statement reqdit®y Section 906 has been provided to Pegasystemand will be retained by
Pegasystems Inc. and furnished to the Securitiég€anohange Commission or its staff upon reqt



