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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

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

For the fiscal year ended December 31, 2006

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

Commission File No. 1-11859

PEGASYSTEMS INC.

(Exact name of Registrant as specified in its chaet)

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

101 Main Street
Cambridge, MA 021421590

(Address of principal executive offices) (zip code)

(617) 374-9600

(Registrant’s telephone number, including area code

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

Securities registered pursuant to Section 12(g) ¢e Act:
Common Stock, $.01 par value per share

Indicate by check mark if the Registrant is a vkelbwn seasoned issuer, as defined in Rule 405ec06éturities Act of 1933.  Ye§]
No

Indicate by check mark if the Registrant is notuiegd to file reports pursuant to Section 13 ortidacl5(d) of the Exchanged Act.  Yels]
No

Indicate by check mark whether the Registrant éE)filed all reports required to be filed by Seeti® or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (orsiach shorter period that the Registrant was reduadile such reports) and (2) has been
subject to such filing requirements for the pastl@@s. Yes No O

Indicate by check mark if disclosure of delinquidlers pursuant to Item 405 of Regulation S-K is aontained herein, and will not be
contained, to the best of the Registrant’s knowdedy definitive proxy or information statementsanporated by reference in Part 11l of this
Form 10-K or any amendment to this Form10-KI

Indicate by check mark whether the Registrantl&asge accelerated filer, an accelerated filer, noa-accelerated filer. See definition of
“accelerated fil¢’ and“large accelerated fil” in Rule 12I-2 of the Exchange Act. (Check one): Large aca&dd filer [ Acceleratec



filer Non-accelerated filer]

Indicate by check mark whether the Registrantsbedl company, as defined in Rule 12b-2 of the 8&esi Exchange Act of 1934. Ye&l
No

The aggregate market value of the Registrant’s comstock held by noaffiliates of the Registrant based on the closiriggy(as reported
NASDAQ) of such common stock on the last businessaf the Registra’s most recently completed second fiscal quartené 330, 2006)
was approximately $86 million.

There were 35,367,873 shares of the Registranttsvamn stock, $.01 par value per share, outstandingypoil 23, 2007.
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PART |

ITEM 1 BUSINESS

Pegasystems was incorporated in Massachusett88 Cur stock is traded on the NASDAQ Global Seldatket under the symbol PEGA.
Our website address is www.pega.com. We are nhtdimg the information contained on our websitgag of, or incorporating it by
reference into, this Annual Report on Form 10-Kldds the context otherwise requires, referencéssrAnnual Report on Form 10-K tahe
Company,” “we,” “us” or “our” refer to Pegasysteimg. and its subsidiaries.

Forward-looking statements

This Annual Report on Form 10-K contains or incagtes forward-looking statements within the meamihigection 27A of the Securities
Act of 1933 and section 21E of the Securities ErggaAct of 1934. These forward-looking statementsbased on current expectations,
estimates, forecasts and projections about thestndand markets in which we operate and managésniegliefs and assumptions. In
addition, other written or oral statements thatstibute forward-looking statements may be madesygnon our behalf. Words such as
“expect,” “anticipate,” “intend,” “plan,” “believé,“‘seek,” “estimate,” “may,” or variations of suetords and similar expressions are intended
to identify such forward-looking statements. Thetsgements are not guarantees of future performamténvolve certain risks, uncertainties
and assumptions that are difficult to predict. Vigénhidentified certain risk factors in Item 1A distAnnual Report on Form 10-K that we
believe could cause our actual results to diffetemally from the forward-looking statements we reaWe do not intend to update publicly

any forward-looking statements, whether as a reguiew information, future events 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 @stsoon as reasonably practicable after weretécally file such material with, or
furnish such material to, the Securities and Exgea@ommission. We make available on our websitertgfiled 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 softwaeitomate complex, changing business processeduBimess process management
(BPM) software unifies business processes withrtass rules, giving business people and IT depatsiike ability to replace policy
manuals, system specifications and lines of macwdihg with dynamically responsive systems thatliigently guide, automate and optim
work. This patented technology enables organizatiorfbuild for change”™ and ensure business systesep pace with evolving business
objectives.

Our SmartBPM Suite™ offers standards-based teclygddailt in a rapid solution development environméur software combines the
capability to solve a full range of business preogsallenges with the opportunity to leverage @égstechnology investments. By enabling
business process responsiveness, Pegasystemssamabteeffective interaction between people antesys.

Pegasystems’ SmartBPM Suite is complemented wihfctice solution frameworks based on more #ftapears of experience helping
Fortune 500 and other leading corporations in it@ntcial services, insurance, healthcare, manufiagtand government markets.

We provide implementation, consulting, training aechnical support services to help our customexsimmze the business value from the
use of our software. We also maintain alliance$ wjtstems integrators and technology consultimgsito support our customers.

Business strategy

Our goal is to be the leader of the BPM softwarekeigby leveraging our patented technology thatiembusiness processes and business
rules. To demonstrate the many business problesisroers can address using our software, we haaged@édustry-specific solution
frameworks customers can use with our softwarefaes our sales efforts on accounts within targstamer organizations, which are
typically large organizations that are among tlaelégs in their industry. We frequently sell limitgide initial licenses to these target accounts
rather than selling large application licensessTiiows our customers to quickly realize businedge from our software and limits their up-
front investment. Once a customer has realizedrftial value, we work with the customer to idéptbpportunities for follow-on sales.
Follow-on sales are often larger than the initedésand the sales process for follow-on salefiénshorter as a result of the established
relationship with the customer. We invest in prefesal services, customer support, and customeparider enablement to help our
customers achieve success.
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Strategic partnerships with consultants and systatagrators are important to our sales effortsabse they influence buying decisions, help
us to identify engagements and complement our sofwith their technology and domain expertise.seEhgartners may deliver strategic
business planning, consulting, project managemmhiraplementation services to our customers. Ctigreour partners include Accenture
Ltd., Booz Allen Hamilton Inc., Cognizant Technojo§olutions, IBM Corp., Kanbay International, InBatyam Computer Services Ltd.,
Steria Group and Virtusa Corporation.

Pegasystems’ products

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

PegaRULES®

Our PegaRULES rules engine is a key differentiataur rulesbased BPM software. Our rules management technaogtoys an inferenc
engine that automatically analyzes our customeata,dletermines which business rules apply todata, initiates the appropriate business
processes and prompts users for any additionatsmequired. Our rules engine uses Change Awarectamgive rules that automatically
recognize changes in data, such as changes ir ageaunt balance, and initiate the appropriaténless processes for that change, such as a
notification of eligibility for an account upgrad€his combination of rules and processes providesostomers the agility to better align

their business processes with their business abgsct

PegaRULES Process Commander®

PegaRULES Process Commander provides additionabddies designed to model, simulate, execute,itboand analyze results. Built on
the PegaRULES engine, PegaRULES Process Commadififigies @ browser-based development environment,ugigcengine and
management dashboard — built in a graphical, rapidtion development environment. This platformplsedolve a wide range of business
process management problems and allows our cussdmésverage previous technology investments tggiating software applications
across a common platform.

Pegasystems SmartBPM Suite and Solution Frameworks

Pegasystems SmartBPM Suite adds process analy®igsg simulation, enterprise integration, portagration, content management and/or
case management to the PegaRULES Process Comntapadilities.

Pegasystems also offers purpose or industry speifution frameworks built on the capabilitiesoof PegaRULES Process Commander
software. Pega Customer Process Manager, PegaCARfr@er Process Manager, PegaHEALTH Customer Seklémager and Pega
Product Configurator are solution frameworks thatlde financial services, healthcare, insuranceotimer organizations to quickly

implement new customer-facing practices and presgdsing new offerings to market, and provide &dzed processing to meet the needs
of different customers, departments or geographigsoffer frameworks that address exceptions manage— transactions that are not
automatically processed by existing systems. Bgraating not only research and decision makingalsd the business processes necessary
to execute the decisions, our exceptions managefnreeneéworks can reduce the costs and risks asedoith manual processing, while
improving quality and efficiency. These framewoitislude PegaCARD Smart Dispute, Smart Investigatéayments, Smart Investigate for
Securities, Smart Adjust, and PegaHEALTH Claimsohosition Suite. We also offer industry frameworksritail banking, insurance and
healthcare, and cross industry frameworks thastsar customers in gaining value from the useunfsoftware.

Markets and representative customers

The market for BPM software is driven by busineshas seek to close the execution gap that may b&tsveen their business objectives and
their existing business processes. Our target mestoare large, industry-leading organizationsdagith managing 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 greater responsiveness to changing lsssieguirements. Representative financial sendassomers of ours include: Bank of
America Corporation, Barclays Bank PLC, Citigromg.| Credit Suisse Group, HSBC Holdings Plc, JPMorghase & Co., National
Australia Bank Limited, the Royal Bank of Scotlgpid, Société Générale Group and TD Bank FinancialLi@.
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Healthcare

Healthcare organizations also continue to seelpmgducts that integrate their front and back offigéatives and help drive customer servi
efficiency and productivity. Representative headtieccustomers of ours include: Aetna Inc., Blues€lue Shield of Massachusetts, Blue
Cross & Blue Shield of Minnesota, Computer Scieriesporation, Group Health Cooperative, HealthNognNyork Inc., Hospitals
Contribution Fund of Australia Ltd. and Wellpoimicl.

Other industries

PegaRULES Process Commander offers solutions toalyange of companies and industries. We sabsrbsed BPM technology outside
our traditional markets to customers in insuratelecommunications, government, pharmaceuticalsufaaturing and travel services.
Customers include: American National Insurance Camyp American International Group (AlG), Amgen, The Adite Corporation,
Advanced Micro Devices (AMD), General Electric Caany, Novartis Pharmaceuticals Corp., Starwood KH&aResorts Worldwide Inc.,
The ServiceMaster Company and VVodafone Group, Plc.

Sales and marketing

We market our software and services primarily tigfoa direct sales force. Strategic partnershipls @ohsultants and systems integrators are
important to our sales efforts because they infledsuying decisions, help us to identify engagesjartd complement our software with
their technology and domain expertise. Our partimaiside Accenture Ltd., Booz Allen Hamilton In€ognizant Technology Solutions, IBM
Corp., Kanbay International, Inc., Satyam Comp&envices Ltd., Steria Group and Virtusa Corporation

To support our sales efforts, we conduct a broageaf marketing programs, including industry tratlews, industry seminars, meetings
with industry analysts, and other direct and inctiraarketing efforts. Our consulting staff, busseartners, and other third parties also
generate sales leads. As of December 31, 200&ates and marketing staff consisted of 138 peophidwide.

Sales by geography

In 2006, 2005, and 2004, sales to customers bagsitle of the United States represented 37%, 34¥38%0, respectively, of our total
revenue. During 2006, 2005 and 2004, we derivedexanue from the following geographic areas:

(in thousands) 2006 2005 2004

United State: $ 79,90 63% $ 66,45¢ 66% $ 72,68¢ 70%
United Kingdom 19,74, 16% 18,16. 18% 11,93( 12%
Europe, othe 11,60¢ 9% 10,73: 11% 13,13 13%
Other 14,770 _12% 4,851 5% 5,540 5%

$126,020 10(% $100,20¢ 10(% $103,29. 10(%

In 2006 and 2005, no customer accounted for 10%%are of our total revenue. In 2004, one customeowaated for approximately 10% of
our total revenue. We currently operate in one ajrey segment — rules-based business process nmaeag@r BPM, software. We derive
substantially all of our operating revenue from slaée and support of one group of similar prodaais services. Substantially all of our as:
are located within the United States.

Services and support

We offer services and support through three groopsprofessional services group which provideskeiabusiness and technical knowledge
to assist our customers throughout the sale andylepnt of our products; our global customer supgosup which provides support and
maintenance for our customers; and our educatiaices group which offers training programs for eanployees, customers and partners.
As of December 31, 2006, our services and suppottps consisted of 198 people located in our li@esf We also utilize third party
subcontractors to assist us in providing services.

Professional services

Our professional services group helps companiegartders implement and optimize our software. €h@sjects enable us to guide our
customers through deployment of our software. Mafngur customers choose to engage our professsamgices group to expand their use
our software to additional business or productdioeautomate additional processes within exisdimlgtions. In addition, systems integrators
and consulting firms, with which we have alliandeslp our customers deploy our products.

Our implementation procedures were developed thrdiedd experience and facilitate implementatioroof software through

5
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project management that establishes standardsdiacp activities and provides a basis for goveosaand accountability. By adopting a
phased approach to deployment for non-essentcssr our customers can engage in smaller, maigyeaanaged projects that are more
likely to result in a successful solution.

Global customer support

Our global customer support group is primarily msgible for support of our software deployed ata@oner sites. Support services include
automated problem tracking, prioritization and égtib@n procedures, periodic preventive maintenadoeumentation updates, new software
releases and regularly scheduled meetings wittstadi

Education services

The success of our sales strategy for multiple@¥olbn sales to target customers depends on our atailttain a larger number of partners i
customers to implement our technology. We offantrg for our staff, customers and partners. Trains offered at our regional training
facilities in Cambridge, Massachusetts, Readingl&d, and Sydney, Australia, at third party féiei in numerous other locations, or may
be specially arranged at customer sites. Courgedemigned to meet the specific role requiremenpsaxess architects, system architects and
system administrators. Our customers are alsoeplatcess to our web-based self service extrahetp@ssworgbrotected site offers a por

for information important to the implementation amsk of our products. Our extranet is availablengttime of the day or night and users |
access the site to interact with us at their coierere and to view product information, sales andketing support materials, Pegasystems
news and event information.

Research and development

Our product development priority is to continue axging the capabilities of our rules-based BPMnetdgy. We intend to maintain and
extend the support of our existing solution framgwgpand we may choose to invest in additional &arks which incorporate the latest
business innovations. We also intend to maintathexttend the support of popular hardware platfolwpsrating systems, databases and
connectivity options to facilitate easy and rapépldyment in diverse information technology infrastures. Our goal with all of our produ
is to enhance product capabilities, ease of imphation, long-term flexibility and the ability tagvide improved customer service.

We believe that the challenge of enhancing fut@rgomance and maintaining technology leadershipdepend on our ability to anticipate
changes, maintain and enhance our current prodietejop new products and keep pace with the isorgly sophisticated requirements of
our current and prospective customers. We mustloieyeoducts that conform to our customers’ infotioratechnology standards, scale to
meet the needs of large enterprises, operate @fcdrad cost less than a comparable internal dewsdop effort. Our development
organization is responsible for product architestaore technology development, product testingcaradity assurance.

As of December 31, 2006, our development groupistetsof 108 people and has been significantly upented by the use of contracted
resources. During 2006, 2005, and 2004, researtldevelopment expenses were approximately $221iomi19.5 million, and $19.9
million, respectively. We expect that we will canie to commit significant resources to our prodasearch and development in the future to
maintain our leadership position.

Competition

The BPM software market is increasingly and intghsempetitive, rapidly changing and highly fragnesh as current competitors expand
their product offerings and new companies ententheket. Competitors vary in size and in the scame breadth of the products and services
offered. We encounter competition from:

» Enterprise content managerr-based vendors such as the FileNet division of hational Business Machines Corporati
» Enterprise application integration vendors suchI&CO Software Inc. and webMethods In

e Business process management vendors such as the @ivesion of BEA Systems, Inc. and Lombardi Safte;, Inc.;

» Business rules engine vendors such as Fair Isagmofadion and ILOG Inc.

« Companies that provide application specific busmaecess management software for the financigiceey, healthcare, insurance
and other specific markets such as Chordiant Sofiwac., DST Systems, Inc., Carreker Corporat@racle Corporation,
SmartStream Technologies Ltd. and Trintech Grou@;F

» Current customers’ information technology departteewhich may seek to modify existing systems aettgp proprietary
systems
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We are one of the leading companies in the ovBRM software market, and have a strong presenegdeptions management in the
financial services and healthcare markets. We baea most successful competing for customers wihesieesses are characterized by a
high degree of change, complexity and size. Weelhelthat the principal competitive factors withimr onarket include:

» Product adaptability, scalability, functionalitycaperformance

» Proven success in delivering c-savings and efficiency improvemen

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

» Timely development and introduction of new produats product enhancemer
» Establishment of a significant base of referenctaruers

» Ability to integrate with other products and teclogies;

» Customer service and suppc

e Product price

e Vendor reputation; an

» Relationships with systems integratc

Employees

As of December 31, 2006, we had 547 employeeshohw435 were based in the United States, 24 weredba Canada, 76 were based in
Europe, 11 were based in Australia and 1 was hasasia. Of the total, 138 were in sales and mankgtl98 performed consulting and
customer support, 108 were in research and deveoprand 103 were in administration.

Backlog of license, maintenance and consulting renees

As of December 31, 2006, we had software licensenaaintenance agreements and fixed fee professiemakes agreements with custon
expected to result in approximately $49.3 millidrrewvenue in 2007. As of December 31, 2005, wedudtivare license and maintenance
agreements and fixed fee professional serviceeawets with customers expected to result in apprataly $47.5 million of revenue in
2006. Under such agreements, we must fulfill certainditions prior to recognizing revenue, andéhean be no assurance when, if ever, we
will be able to satisfy all such conditions in eagstance. We do not believe that backlog, as destabove, is a meaningful indicator of
future financial performance.

ITEM 1A RISK FACTORS

The following important factors could cause outatbusiness and financial results to differ matirifrom those contained in forward-
looking statements made in this Annual Report omFb0-K or elsewhere by management from time t@tim

Factors relating to our revenues

In recent years, we have typically licensed outvemfe to new customers pursuant to perpetual liesmather than term licenses, which |

the effect of decreasing the amount of future fézemse renewal revenue and cash flow, and coudee our overall future license revenue
and cash flow if we are unable to increase theruttolume of license transactionk prior years, we typically licensed our softeamder
term licenses requiring the customer to make mgmhiyments over the license term. More recentlyhexee typically been selling perpetual
licenses to our software to new customers witinglsilicense fee being payable at the commenceaie¢hé license. We continue to license
our software under term licenses in certain insganespecially to existing customers. Our use gdgiaal licenses may have the effect, with
respect to such transactions, of increasing oan$ie revenue and cash flow in the short term, bdéareasing the amount of renewal license
revenue and cash flow in the future. If we are Imédincrease the volume of new license signiggsen the anticipated decline in the
renewal revenue from term license arrangementdjaamnse revenue and cash flow will likely declinduture periods.

7
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The volume of our license signings began to ina@éashe second half of 2005 and in 2006, and ws mo& be able to sustain this increased
volume of license signings unless we can proviffeegnt high quality professional services, traigiand maintenance resources to enable
our customers to realize significant business véllam our software Our customers typically request professionalisessand training to
assist them in implementing our products. Our qusts also purchase maintenance on our productsmstall cases. As a result, an
increase in the number of license signings isyikelincrease demand for professional servicemitigand maintenance relating to our
products. Given that our volume of license signibggan to increase in the second half of 2005 2806, we will need to provide our
customers with more professional services, traiaing maintenance to enable our customers to resifjpéficant business value from our
software. Accordingly, we have been hiring addiéibpersonnel in these areas and improving our ‘@erding” process to ramp up new
personnel in a shorter period of time. We have bé&ssn increasingly enabling our partners and ostoooers through training and the crea
of “centers of excellence” to create an expandedeuse of people that are skilled in the implem#ataof our products. However, if we are
unable to provide sufficient high quality professbservices, training or maintenance resourcesit@ustomers, our customers may not
realize sufficient business value from our produetgistify follow-on sales, which could impact duture financial performance. In addition,
the growth required to meet the increased demanaduioprofessional services could strain our gbitit deliver our services engagements at
desired levels of profitability, thereby impactiagr future financial performance.

We are increasingly entering into smaller initisddnses with new customers, which could adverdgtdgteour financial performance if we are
not successful in obtaining follow-on business ftbase customer8eginning in 2005, we have increasingly entered gmhall initial license
with our new customers rather than selling largaiaation licenses, to allow these new customerg#tize business value from our software
quickly and for a limited up-front investment. Wpect this trend to continue in the near futurec®a customer has realized this initial
value, we work with the customer to identify oppities for follow-on sales, which are typicallydar than the initial sale. However, we
may not be successful in demonstrating this initEdlie to some customers, for reasons relatinge@érformance of our products, the quality
of the services and support we provide for our pots] or external reasons. For these customersjayenot obtain follow-on sales or the
follow-on sales may be delayed, and our license reverlibenlimited to the smaller initial sale. This ddlower average transaction size
adversely affect our financial performance.

Our term license revenue will decrease in the sterh as we increasingly enter into term licenséh wontract provisions that require the
term license revenue to be recognized over thadieg¢erm as license payments become due or ratablythe license term when paid in
advance, or if existing customers do not renewr tieem licensesA significant portion of our total revenue has baénibutable to term
licenses, including term license renewals. Histilyg a significant portion of our term license eeme has been recognized as the present
value of the committed future term license feegjescribed in Item 7, Critical Accounting Policas page 26 of this Annual Report on Form
10-K. Beginning in 2006, we have increasingly estieinto term licenses with contract provisions tiegjuire the term license revenue to be
recognized over the license term as payments bedomeor ratably over the license term when paymarg made in advance. This has the
effect, with respect to a particular agreementgedficing our term license revenue in the initiaiguk but increasing the amount of recurring
future term license revenue during the remaindeheficense term, but does not change the expeestflow. As a result, our term license
revenue will decrease in the short term. In addjtiehile historically a majority of customers haemewed their term licenses, there can b
assurance that a majority of customers will corgitmirenew expiring term licenses. A decreaserin teeense renewal revenue absent
offsetting revenue from other sources would haweaterial adverse effect on future financial perfance.

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,
product acceptance by the customer and closingiditianal sales. Our quarterly revenue may fluctuate significanitypart because a large
portion of our revenue in any quarter is attriblgab product acceptance or license renewal byadively small number of customers.
Fluctuations also reflect our policy of recognizimyenue upon product acceptance or, in the caseroflicenses, license renewal. In some
cases, customers will not accept products untietietof a lengthy sales cycle and an implementag@iod, typically ranging from three to
twelve months. Our PegaRULES products typicallyehashorter sales cycle and implementation pehiad obur historical application
products. Risks over which we have little or notooln including customers’ budgets, staffing alloa, and internal authorization reviews,
can significantly affect the sales and acceptagctes. Any increases in the length of our salescoeptance cycles may adversely affect our
financial performance, due in part to the recognitf sales staff and commission costs in advahoevenue recognition. Changes requested
by customers may further delay product implemeaoitaéind revenue recognition. Our decision to indénggs enter into term licenses with
contract provisions that require the term licereseenue to be recognized over the license termaagras become due or ratably when paid
in advance may adversely affect our profitabilityany period due to sales commissions being paiteaime of signing and the
corresponding revenue being recognized over time.
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Our financial results may be adversely affectaddfare required to change certain estimates, judgmand positions relative to our income
taxes.In the ordinary course of conducting a global besienterprise, there are many transactions acdla@i#bns undertaken whose
ultimate tax outcome cannot be certain. Some dfethmcertainties arise as a consequence of pasitierhave taken regarding valuation of
deferred tax assets, transactions and arrangemeawis among related parties, transfer pricing forgactions with our subsidiaries, and
potential challenges to nexus and tax credit estimadVe estimate our exposure to unfavorable owtsaelated to these uncertainties and
estimate the probability for such outcomes. AltHouge believe our estimates are reasonable, noaas=ican be given that the final tax
outcome of these matters or our current estimaigarding these matters will not be different frommatvis reflected in our historical income
tax provisions, returns and accruals. Such diffeeenor changes in estimates relating to potedifi@rences, could have a material impact,
unfavorable or favorable, on our income tax pravisi require us to change the recorded value efidef tax assets and adversely affect our
financial results.

Our quarterly operating results have varied consady in the past and are likely to vary considdyaim the future Historically, most of our
revenue in a quarter has been attributable to # snmaber of transactions. This has caused ounmes¢o fluctuate, sometimes significantly.
These fluctuations could cause us to be unproétahlan annual or quarterly basis and to fail tetra@alysts’ expectations regarding our
earnings or revenue. Our current strategy to rayenmeavily on third party services in supporticéhse sales may increase these fluctuations
because we will have less control over the timihgustomer acceptance of our software. While fuflugtuations in our quarterly operating
results may be buffered to some extent by the &sing percentages of our total revenue from maante@ services and by an increase in the
number of license transactions, we expect thosgudions will continue to be significant at leasthe near term. We plan selling and
marketing expenses, product development and okpemses based on anticipated future revenue. éingy falls below expectations,

financial performance is likely to be adverselyeated because only small portions of expenseswitinyrevenue. As a result, period-to-
period comparisons of operating results are notsearily meaningful and should not be relied upoprédict future performance.

We are investing heavily in sales and marketing prodessional services in anticipation of a conéduncrease in license signings, and we
may experience decreased profitability or lossegeifare unsuccessful in increasing the value ehi$e signings in the futurBemand for ou
products began to increase in the second half @ 20d during 2006, and we anticipate that thiseiase in demand will continue.
Consequently, we have been increasing our invedtmesales and marketing by hiring additional sa@led marketing personnel. We also
anticipate that we will need to provide our custosngith more professional services, training andhteaance as a result of this anticipated
increase in demand, and have been hiring additiperalonnel in these areas. These investments Gauked in increased fixed costs that do
not vary with the level of revenue. If the incredisiemand for our products does not continue, wédoexperience decreased profitability or
losses as a result of these increased fixed arsdsour financial performance could be adversdigcedd.

Factors relating to our products and markets

We will need to develop new products, evolve egsines, and adapt to technology chariggehnical developments, customer requirements,
programming languages and industry standards chaageently in our markets. As a result, succesauiiment markets and new markets will
depend upon our ability to enhance current prodoetdevelop and introduce new products that mastiomer needs, keep pace with
technology changes, respond to competitive progdaais$ achieve market acceptance. Product develdmeguires substantial investments
for research, refinement and testing. There camobassurance that we will have sufficient resoutaeaake necessary product development
investments. We may experience difficulties thdt eelay or prevent the successful developmentothiction or implementation of new or
enhanced products. Inability to introduce or impdathnew or enhanced products in a timely mannetdvadversely affect future financial
performance. Our products are complex and may goateors. Errors in products will require us tdgpsborrected products to customers.
Errors in products could cause the loss of or delagarket acceptance or sales and revenue, tleesitim of development resources, injury to
our reputation, or increased service and warraosyscwhich would have an adverse effect on findipgegormance.

The market for our offerings is increasingly antkeimsely competitive, rapidly changing, and highgmentedThe market for business
process management software and related implenwmtabnsulting and training services is intensaynpetitive and highly fragmented. v
currently encounter significant competition fronteimal information systems departments of poteptiaxisting customers that develop
custom software. We also compete with companidgdinget the customer interaction and workflow nedsk companies focused on business
rules engines or enterprise application integratipare play” business process management companigrofessional service organizations
that develop custom software in conjunction withdering consulting services. Competition for masdtedre and pressure to reduce prices
and make sales concessions are likely to incrééaey competitors have far greater resources andbaable to respond more quickly and
efficiently to new or emerging technologies, pragnaing languages or standards or to changes inmgstrequirements or preferences.
Competitors may also be able to devote greater geaizd and financial resources to develop, pronaoi distribute products and provide
related consulting and training services. Receldhger companies such as IBM and BEA have begatdoire companies that provide
business process management software, and we exqapetition from larger companies to increase r&lwan be no assurance that we will
be able to compete successfully against currefittore competitors or that the competitive pressdiaeed by us will not materially adversely
affect our business, operating results, and firem@ndition.
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We have historically sold to the financial serviemsl healthcare markets, and rapid changes or clitestion in these markets could affect
level of demand for our productd/e have historically derived a significant portiofiour revenue from customers in the financial B@wv anc
healthcare markets, and sales to these marketspogetant for our future growth, although we haweb increasing our sales to other mar
Competitive pressures, industry consolidation, €&ging operating margins, regulatory changes amdqyr concerns affect the financial
condition of our customers and their willingnes$try. In addition, customers’ purchasing pattemthese industries for large technology
projects are somewhat discretionary. The finarsgalices market is undergoing intense domestidrgachational consolidation, and
consolidation has been increasing in the healthtamet. Consolidation may interrupt normal buyli@aviors and increase the volatility of
our operating results. In recent years, severaliotustomers have been merged or consolidatedrd-mtergers or consolidations may cause
a decline in revenues and adversely affect ourduinancial performance. All of these factors afféhe level of demand for our products
from customers in these industries, and could aglheraffect our business, operating results arahfiral condition.

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 development effdNe rely on relational database management syapgiications and development tool
vendors, software and hardware vendors, largemyistiegrators and technology consulting firms tovisle marketing and sales opportuni
for the direct sales force and to strengthen oodypcets through the use of industry-standard toadsudilities. We also have relationships with
third parties that distribute our products. Theaa be no assurance that these companies, mosiaif hdve significantly greater financial ¢
marketing resources, will not develop or marketdpiais that compete with ours in the future or wilt otherwise end or limit their
relationships with us.

We face risks from operations and customers bastgide of the U.SSales to customers headquartered outside of thedJ8tates
represented approximately 37% of total revenueédd6234% in 2005 and 30% in 2004. We, in part tgtoaur wholly-owned subsidiaries
based in the United Kingdom, Canada, and Australaxket products and render consulting and traisergices to customers based in
Canada, the United Kingdom, France, Germany, ttteé¥iands, Belgium, Switzerland, Austria, IrelaBeyeden, South Africa, Mexico,
Australia, Hong Kong, and Singapore. We have eistaddi offices in Europe and Australia. We beliehat growth will necessitate expanded
international operations, requiring a diversiom@nagerial attention and increased costs. We patechiring additional personnel to
accommodate international growth, and we may atserénto agreements with local distributors, repreatives, or resellers. If we are un:
to do one or more of these things in a timely manmer growth, if any, in our foreign operationsyrze restricted, and our business,
operating results, and financial condition couldegerially and adversely affected.

In addition, there can be no assurance that webeilible to maintain or increase international mademand for our products. Many of our
international sales are denominated in U.S. dolkscsordingly, any appreciation of the value of thé. dollar relative to the currencies of
those countries in which we sell our products mlag@us at a competitive disadvantage by effegtimeking our products more expensiv
compared to those of our competitors. Additionsksiinherent in our international business acésitjenerally include unexpected changes in
regulatory requirements, increased tariffs andratfaele barriers, the costs of localizing proddetdocal markets and complying with local
business customs, longer accounts receivable pataed difficulties in collecting foreign accountgeivable, difficulties in enforcing
contractual and intellectual property rights, héégied risks of political and economic instabilitye possibility of nationalization or
expropriation of industries or properties, diffites in managing international operations, potdgtedverse tax consequences (including
restrictions on repatriating earnings and the thwéédouble taxation”), increased accounting amteéinal control expenses, and the burden of
complying with a wide variety of foreign laws. Tleran be no assurance that one or more of themedadll not have a material adverse
effect on our foreign operations, and, consequintiaur business, operating results, and finanoosdition.

Furthermore, we conduct a portion of our businasgirrencies other than the United States dollar.r@venues and operating results are
adversely affected when the dollar strengthensivel¢o other currencies and are positively affdatdnen the dollar weakens. Changes in the
value of major foreign currencies, particularly Btish Pound and the Euro relative to the Unitdtes dollar, could adversely affect our
revenues and operating results.

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, manageriansulting, sales, and marketing personnel, diolyiAlan Trefler, our Chief Executive
Officer. The loss of key personnel could adverséfgct financial performance. We do not have agypificant key-man life insurance on any
officers or employees and do not plan to obtain &wr success will depend in large part on thatghi hire and retain qualified personnel.
The number of potential employees who have thenskte knowledge of computer hardware and operatystems needed to develop, sell
and maintain our products is limited, and compatifior their services is intense, and there candbassurance that we will be able to attract
and retain such personnel. If we are unable taodow business, operating results and financiadlition could be materially adversely
affected.

We may experience significant errors or securéiyvl in our product and services, and could facedpot liability and warranty claims as a
result. Despite testing prior to their release, softwai@pcts frequently contain errors or security flaaspecially when first introduced or
when new versions are released. Errors in our soéwroducts could affect the ability of our prouo work
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with other hardware or software products, or caldthy the development or release of new productewarversions of products. The
detection and correction of any security flaws bartime consuming and costly. Software productrerand security flaws in our products or
services could expose us to product liability ornamty claims as well as harm our reputation, whtichld impact our future sales of products
and services. Our license agreements typicallyatomrovisions intended to limit the nature andeexif our risk of product liability and
warranty claims. There is a risk that a court migkerpret these terms in a limited way or coultbhmart or all of these terms to be
unenforceable. Also, there is a risk that thesdéraohterms might not bind a party other than tinead customer. Furthermore, some of our
licenses with our customers are governed by nondavs and there is a risk that foreign law migiviegus less or different protection.
Although we have not experienced any material pcotability claims to date, a product liability iswr action claiming a breach of warranty,
whether or not meritorious, could result in subB#ditosts and a diversion of management’s attardiod our resources.

We face risks related to intellectual property oigior appropriation of our intellectual propertygtits.We rely primarily on a combination
copyright, trademark and trade secrets laws, aksaselonfidentiality agreements to protect our pietpry rights. We have obtained patents
from the United States Patent and Trademark Oféitating to the architecture of our systems. Wenocaassure that such patents will not be
invalidated or circumvented or that rights grartteeteunder or the claims contained therein wilvfde us with competitive advantages.
Moreover, despite our efforts to protect our prefaiy rights, unauthorized parties may attempbfoyaspects of our products or to obtain
use of information that we regard as proprietamyaddition, the laws of some foreign countries dbprotect our proprietary rights to as great
an extent as do the laws of the United States.eTtan be no assurance that our means of protamtingroprietary rights will be adequate or
that our competitors will not independently devesomilar technology.

We are not aware that any of our products infritigeproprietary rights of third parties. There &@mo assurance, however, that third parties
will not claim infringement by us with respect toreent or future products. Although we attemptinait 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 asnimaber 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.

We have reported several material weaknesses imnéennal control over financial reporting sincegtsecond quarter of 2005, and certain of
these material weaknesses have not yet been efigaemediated. Investor confidence and shareevalay be adversely impacted if we are
unable to promptly and effectively remediate theaéerial weaknesses, or if we were to report addal material weaknesses in our internal
control over financial reporting in the futur&he Securities and Exchange Commission, as dirdgtebction 404 of the Sarbanes-Oxley Act
of 2002, adopted rules requiring public companieisitiude a report of management on the comsimgernal control over financial reporti

in its annual reports on Form 10-K that containgssessment by management of the effectivenebg abimpany’s internal control over
financial reporting, and to report on a quarterdgils regarding the effectiveness of the comparigdabsure controls and procedures.
Beginning in the second quarter of 2005, we hapented several material weaknesses in our int@oratol over financial reporting. For the
year ended December 31, 2006, manage's assessment is included on page 33 of this AnRepbrt on Form 10-K and our independent
registered public accounting firm’s attestatiomiduded on pages 34 and 35 of this Annual Repofarm 10-K. For 2006, management’s
assessment, and our registered public accountimisfattestation, concluded that our internal colntver financial reporting as of

December 31, 2006 was not effective due to certaiterial weaknesses in our internal control oveairicial reporting as described in

Item 9A, Controls and Procedures, of this Annugb®&®eon Form 10-K. We may not be successful in grityrand effectively remediating
these material weaknesses. In addition, our managemay not be able to provide an unqualified asaest of our internal control over
financial reporting for our 2007 fiscal year or bey, or be able to provide quarterly certificatidinat our disclosure controls and procedures
are effective, and our independent registered pataicounting firm may not be able to provide unijgal opinions on management’s
assessment and on the effectiveness of the Congamginal control over financial reporting for amfythese years. Any such event could
result in an adverse reaction in the financial rafplace due to a loss of investor confidence irrétiability of our financial statements, whi
ultimately could negatively impact the market prafeour shares.
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ITEM 1B UNRESOLVED STAFF COMMENTS
Not applicable

ITEM 2 PROPERTIES

Our principal administrative, sales, marketing,mup, and research and development operation®eateld in an 108,728 square foot leased
facility in Cambridge, Massachusetts. The leasdHisrfacility expires in 2013, subject to our @ptito extend for two additional five-year
periods. We also lease space for our other offitéise United States, Canada, Australia, Francain$€hina and the United Kingdom. Thi
leases expire at various dates through 2010. WeMeethat additional or alternative space will baible as needed in the future on
commercially reasonable terms.

ITEM 3 LEGAL PROCEEDINGS
Not applicable

ITEM 4 SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
During the fourth quarter of fiscal 2006, 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 certaiorinfition about them are set forth below as of Falyra@, 2007:

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

Alan Trefler 50 Chief Executive Officer and Chairmi

Craig A. Dynes 51 Chief Financial Officer and Senior Vice Presid

Edward L. Hughe 55 Senior Vice President, Global Sa

Douglas I. Kre 44 Vice President of Global Servic

Michael Pyle 52 Senior Vice President of Product Developmr

James T. Reilly 52 Vice President Finance, Treasurer & Chief Accountin
Officer

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 sivecerganized in 1983.
Prior to 1983, he managed an electronic funds fieapsoduct for TMI Systems Corporation, a softwanel services company. Mr. Trefler
holds a B.A. degree in economics and computer seiénom Dartmouth College.

Craig A. Dynegoined Pegasystems in September 2006 as Chief ¢iaadfficer and Senior Vice President. From 20802006, Mr. Dynes
served as Chief Financial Officer at Demandwanergure-backed enterprise software firm. From 2@03004, Mr. Dynes served as
President and CEO of Narad Networks, a manufactfrequipment for the cable television industryorirl997 to 2002, Mr. Dynes servec
Chief Financial Officer of SilverStream Softwarec¢l, an application development software compangr o SilverStream, Mr. Dynes held
senior financial positions at Sybase Inc. and PsafeCorp. Mr. Dynes is a graduate of the RichaemyISchool of Business Administration,
the University of Western Ontario and is a Canadihartered Accountant.

Edward L. Hughejoined Pegasystems in February 2006 as SeniorRfiesident, Global Sales. From 2003 to 2005, Mr.Hésgserved as
Vice President of Sales in the Americas for then@afe Development group of International BusinesgMnes Corporation. From 2000 to
2003, Mr. Hughes served as Vice President of SatedRational Software, Inc. Prior to Rational, Mlughes held senior management
positions at Compuware Corporation. Mr. Hughesgdsaaluate of Catholic University and the Potomatostof Law.

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 compaecilizing in customer relationship managemerdant2000 to 2001, Mr. Kra served as
President of Zefer Corp., an internet consultimgnfiPrior to Zefer, Mr. Kra spent ten years at Cadge Technology Partners Inc. in a vari
of senior roles. He holds a B.A. in Computer Scgeftom Brandeis University and an M.B.A. in finarfoem New York University Stern
School of Business.

Michael Pylejoined Pegasystems in 1985 and has served as Séo@President of Product Development since Aug@a80. Including his
positions with Pegasystems, Mr. Pyle’s professitwaakground encompasses almost thirty years olvacétdevelopment and managerial
experience throughout Europe and the United StitesPyle completed his B.C.S. specializing in Cantgp Science and Systems
Programming at the Civil Service College in London.

James T. Reilljoined Pegasystems in 2000 as Corporate Contrati002, Mr. Reilly was promoted to Vice Presidantl in 2006 was
named Treasurer and Chief Accounting Officer. Piagoining Pegasystems, Mr. Reilly served as cafgocontroller for GSI Lumonics Inc.,
a manufacturer of laser systems and componentga@drporate Budget Manager for Digital Equipn@aitporation. While at Digital
Equipment Corporation, Mr. Reilly also had assignteén Asia and manufacturing finance, and sengedraindustry marketing

manager. Mr. Reilly earned his CPA while with AnttAndersen in Chicago. Mr. Reilly holds a BSIE, uisttial Engineering, from Purdue
University and an MBA from the Amos Tuck SchooBRifsiness Administration at Dartmouth College.
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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 NASDBlobal Market for 2006 and 2005.
Our common stock is traded under the NASDAQ SymB&IGA”. As of March 1, 2007, we had approximatel®ockholders of record and
approximately 21,570 beneficial owners of our commatock. On March 1, 2007, the closing sale priceuo common stock was $8.79. In
July 2006, we began paying a quarterly cash didd®r$0.03 per share of common stock. Prior to 2096, we had never declared or paid
any cash dividends on our common stock. Quarteh dividends are expected to continue at $0.03hmee, subject to change by our Bc
of Directors, to stockholders of record as of tin&t frading day of each quarter.

High Low

2006
First Quarte! $ 8.37 $6.91
Second Quarte $ 8.37 $6.1¢
Third Quartel $ 8.8¢  $6.2C
Fourth Quarte $10.61 $8.5Z
High Low

2005
First Quarte! $ 9.1C $5.2C
Second Quarte $ 6.11 $4.8¢
Third Quartel $ 6.61 $5.5¢
Fourth Quarte $ 7.5¢ $5.8¢

COMPARISON OF CUMULATIVE TOTAL STOCKHOLDER RETURN

The following performance graph represents a corsparof the cumulative total return (assuming giavestment of dividends) for a
$100 investment on December 31, 2001 in each of@ommon stock, the Total Return Index for the NASDAtock Market (U.S.)
(“NASDAQ Index”) (a broad market index) and the @mlan Sachs Technology Software Index (“GSHoftware”) (a published industry
index). We paid dividends of $0.06 per share dutfirggsecond half of 2006. The graph lines merehnect measurement dates and do not
reflect fluctuations between those dates.
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At the end of 2004, our Board of Directors authedizhe repurchase of up to $10 million of our @riding common stock (the “Initial
Program”). During 2006, we repurchased 518,981eshfar $3.7 million under the Initial Program inespmarket purchases. That

authorization was completed during the second quaft2006.

The following table sets forth information regamglifegasystems repurchases of its common stocky thvedtitial Program, during the year

ended December 31, 2006.

Total Number
of Shares Approximate Dollar
Purchased as Pai Value of Shares That
Average Price of Publicly May Yet Be Purchased
Total Number Announced Share Under The Initial
of Shares Paid per Repurchase Program (in
Period Purchased Share Program thousands)
January 200! — $ — — $ 4,12:
February 200t — — — 4,12:
March 200¢€ 41,99¢ $ 7.4z 999,10¢ 3,81z
April 2006 — — 3,812
May 2006 224,09: $ 7.1 1,223,19i 2,21(
June 200¢ 252,89! $ 7.0¢ 1,476,09: Program Comple
Total 518,98: $ 7.11

On May 30, 2006, we announced that our Board oéd@ars approved a new $10 million stock repurclpgsgram beginning July 1, 2006 ¢
ending June 30, 2007 (the “New Program”). Undermk® Program, shares may be purchased in such dasmasimarket conditions warrant,
subject to regulatory and other considerationscages under the New Program may be made fromdini@e on the open market or in
privately negotiated transactions. During 2006 remurchased 443,439 shares for $3.1 million urfieNeew Program in open market

purchases. The New Program may be suspended ontliseed at any time without prior notice.

The following table sets forth information regamgliRegasystems repurchases of its common stocky theddlew Program, during the year

ended December 31, 2006.

Total Number

Average Price

Total Number
of Shares
Purchased as Pai

of Publicly
Announced Share

Approximate Dollar
Value of Shares That
May Yet Be Purchases

Under The New

of Shares Paid per Repurchase Program
Period Purchased Share Program (in thousands)
July 2006 221,54; $ 6.5% 221,54. $ 8,554
August 200¢ 141,50( 7.28 363,04. 7,52¢
September 200 80,39 8.17 443,43¢ 6,872
Total 443,43¢ $ 7.0t

In October 2006, we issued 2,586 shares of our acmmstock in connection with an exercise of warrésgsed as part of the consideration
our acquisition of 1mind Corporation in 2002. Thesarants were exercised by one former stockhafiémind. The consideration for this
exercise was paid in the form of the surrender5® ghares of our common stock under the warrardsnas exercise, which shares were
valued at a total of approximately two thousandadslbased on the average closing price of our comsitock over the ten consecutive
trading days ending on the third trading day ptiothe date of exercise.

In December 2005, we issued 27,766 shares of gummm stock in connection with an exercise of wagassued as part of the considera
for our acquisition of 1mind Corporation in 200heBe warrants were exercised by two former stodenslof 1mind. The consideration for
this exercise was paid in the form of the surrerd&,774 shares of our common stock under theamésras a net exercise, which shares
valued at a total of $27 thousand, based on theageeclosing price of our common stock over thectamsecutive trading days ending on the
third trading day prior to the date of exercise.

As of December 31, 2006, there were outstandingamés to purchase 39,191 shares of our common stibkla weighted average fair value
of $2.40 per share and a weighted average exqrosmof $6.92 per share.
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ITEM 6 SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated financial data presdvetniv have been derived from our consolidated fir@rstatements. This data may not be
indicative of our future condition or results ofesptions and should be read in conjunction with filslgement’s Discussion and Analysis of
Financial Condition and Results of Operations” #relconsolidated financial statements and acconipgmotes.

Consolidated Statements of Operations Date
Total revenue

Income (loss) from operatiol

Income before provision for income tay

Net income

Earnings per shan

Basic

Diluted

Cash dividends declared per common sh
Weighted average number of common shares outsigr
Basic

Diluted

Consolidated Balance Sheet Dat¢

Total cash, cash equivalents and s-term investment
Working capital

Long-term license installments, net of unearned inténesime
Total asset

Capital lease obligation, including current port
Stockholder' equity

Year Ended December 31,

2006 2005 2004 2003 2002
(in thousands, except per share data)
$126,02: $100,20¢ $103,29: $ 95,03( $ 97,50¢
(7,119 1,21¢ 5,771 14,73¢ 13,42:
1,187 5,31¢ 11,15¢ 21,89: 19,14
1,842 5,192 8,211 16,67¢ 17,24:
$ 00t $ 01t $ 02t $ 04 $ 0.1
$ 00t $ 014 $ 022 $ 047 $ 0.4¢
$ 006 $§ — & — & — & —
35,22¢ 35,77« 35,69: 34,51¢ 33,83¢
37,13¢ 36,46 37,04 35,757 35,98(
Year Ended December 31,
2006 2005 2004 2003 2002
(in thousands)

$127,75¢ $114,73! $ 97,36( $ 87,93t $ 62,69¢
147,22¢ 133,44( 121,27 98,05¢ 77,25
17,45¢ 31,371 44,34 53,66¢ 48,66
214,00¢ 209,65« 195,87¢ 191,95¢ 160,14
63 16€ 26% — —
166,15¢ 167,68: 166,600 153,92. 132,67¢
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ITEM 7 MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINA NCIAL CONDITION AND RESULTS OF OPERATIONS
Business Overview

We develop and license ruleased business process management (BPM) softwagravide professional services, maintenance axinig

relating to our software. We focus our sales effort target accounts, which are companies or divdswithin companies, and are typically

large organizations that are among the leadeiseiin industry. We frequently sell limited size ialtlicenses to these target accounts rather
than selling large application licenses. This afiawr customers to quickly realize business valom four software and limits their up-front
investment. Once a customer has realized thisiniéilue, we work with the customer to identify opnities for follow-on sales. Follow-on
sales are often larger than the initial sale, &iedstles process for folloan sales is often shorter as a result of the eskedal relationship wi

the customer.

Our customers typically request professional ses/&nd training to assist them in implementingpoducts. Almost all of our customers
also purchase maintenance on our products, whahdas rights to upgrades and new releases, irntcidsalution and technical assistance.
We provide maintenance and training services diréstmost of our customers. Professional servaresprovided directly by us in some
situations and through our network of partnerstireocases. The amount of professional servicegded by our partners has been increa

in recent years. By utilizing these partners, weehsignificantly increased the supply of skilledvsee consultants that can assist our
customers. In certain situations, our partnersafse able to offer lower rates to our customerstdube use of resources located in other
countries, thereby reducing the overall cost. Sofraur partners have more headcount dedicatedrtsutiing services for our products than
we have. We believe this trend is good for our hess because of the breadth of domain expertisedingartners can bring to solutions. We
expect that our services revenue may grow morelglover time than if we did not rely on our parteer

Beginning in 2005, most of our license revenue fr@w license signings has involved our PegaRULESd%s Commander software and
related solution frameworks. These products oféeguire less implementation assistance than priogiggions of our software products. In
many cases this has required us to shorten théhlefghe sales process and the time requiredc@ive customer acceptance of the software
product. Significantly, PegaRULES Process Commaaddrsolution frameworks can be used more broadlyulstomers within our

traditional financial services and healthcare makas well as by customers outside of our tradtionarkets, enabling us to sell to expanded
markets.

In recent years, we have typically licensed outvearfe to new customers pursuant to perpetual legnsder which a customer pays a single
license fee at the commencement of the licendeeralhan term licenses. Under term licenses a mestpays a monthly fee during the lice
term and must renew the license for additional feentinue to use the software after the origieah. We expect that perpetual licenses for
new customers will continue to be a significanttjpor of total license signings, although we exgeatnter into new term licenses in certain
instances. Our use of perpetual licenses rathertéran licenses may have the effect, with respeatgiven transaction, of increasing our
license revenue and cash flow in the short terrhpbdecreasing the amount of renewal revenue ast flow in the future.

Recently, we have been entering into more ternm$ies with contract provisions that require the técense revenue to be recognized over
the license term as payments become due, or radablythe license term when payments are madeviana@. This has the effect, with
respect to a particular agreement, of reducingenn license revenue in the initial period but @agsing the amount of recurring future term
license revenue during the remainder of the licéesa, but does not change the expected cash @anerally, in prior periods, we entered
into term licenses with contract provisions thafuieed us to recognize the present value of corethfiiture term license payments upon
customer acceptance at the beginning of the license

Overview of Results of Operations

The dollar value of license signings in 2006 wamiicantly higher than the dollar value of licersgnings in 2005. The increase in the dc
value of license signings for 2006 was due to titesiased success of our strategy of focusing tialiand follow-on sales to target accounts.
We are investing in sales and marketing to drivetiooed growth in our license signings, howeveuaklicense signings are likely to
fluctuate considerably quarter to quarter.

Total revenue in 2006 increased 26% to $126.0aniffrom $100.2 million in 2005. License revenuerdased $5.5 million and services
revenue increased $31.3 million. Professional sess/and training revenue increased $26.3 millidd6®.4 million in 2006 from $39.1

million in 2005, while maintenance revenue incre$8.0 million to $25.2 million in 2006 from $20n2illion in 2005. The $26.3 million
increase in professional services and trainingmegeeflects increased demand from our customethése services. The $5.0 million
increase in maintenance revenue is associatecawitixpanded installed based of software and a hggbeortion of perpetual licenses in the
installed base which yield greater maintenancemeeehan term licenses. Gross margin increasedldyrfiillion from $66.9 million in 2005
to $72.3 million in 2006 primarily due to an incsesof $10.5 million in services gross margin, pdistioffset by a $5.2 decrease in license
gross margin. Historically, our mix of license aetvices revenue has fluctuated from period taodeand we believe it will continue to do
Sso.
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Income before provision for income taxes decreaséd.2 million in 2006 from $5.3 million in 200primarily due to a $5.2 million decree
in license gross margin, a $13.7 million increaseperating expenses, partially offset by a $101bom increase in services gross margin, a
$2.4 million increase in other income and expersaed to foreign currency transactions and a 8ill&n improvement in interest income.
Net income for 2006 decreased to $1.8 million figH2 million in 2005, due to the decrease in incdr@f®re provision for income tax
partially offset by a lower effective tax rate i005.

We generated $19.8 million in cash flow from opierag during 2006, and ended the period with $12%IBon in cash and short-term
investments and $39.2 million in combined short komdj-term license installment receivables.

Consistent with our strategy of developing multigétionships within target customer organizatitm&lentify opportunities for follow-on
sales, a majority of our revenue in 2006 and 2085 from existing customers who chose to add oreteew or extend their use of our
software. However, new customers (meaning compamiesganizational divisions which were not currkcgnsees of our software)
accounted for $19.0 million, or 15%, of total 20@&enue and $20.1 million, or 20%, of total 200&ereue.

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

Year ended December 31,

2006 2005 2004
Software license revent 28.1% 40.8% 40.2%
Services revenu 71.¢ 59.2 59.¢
Total revenue 100.( 100.C 100.C
Cost of software licens 0.C 0.3 0.3
Cost of service 427 32.¢ 31.7
Total cost of revenu 427 33.2 32.C
Gross profit 57.2 66.¢ 68.C
Research and developmt 18.C 19.4 19.z
Selling and marketin 34.¢€ 34.C 31.2
General and administrati 10.1 12.2 11.€
Total operating expens 63.C 65.€ 62.4
Income from operatior (5.7 1.2 5.€
Installment receivable interest incoi il.5 2.5 2.9
Other interest income, n 4.3 3.C 1.8
Other income (expense), r 0.8 (1.4 0.5
Income before provision (benefit) for income ta 0.6 5.8 10.¢
Provision (benefit) for income tax (0.6) 0.1 2.9
Net income 1.5% 5.2% 7.%

International Revenu

International revenue was 37%, 34% and 30% of taiakolidated revenue in 2006, 2005 and 2004, ctisply. Our international revenue
may fluctuate in the future because such revengensrally dependent upon a small number of progcmtptances by our customers duri
given period. Historically, most of our contracts/e been denominated in U.S. dollars. We expeutehier, that in the future more of our

contracts may be denominated in foreign currenei@sh may expose us to increased currency exchiasige
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Year ended December 31, 2006 compared to year endedcember 31, 2005
Revenu

Our total revenue for 2006 increased 26% to $186lidon from $100.2 million in 2005. This increasas primarily due to a $31.3 million
increase in services revenue. The following tablarsarizes our revenue composition:

Year ended

(in millions) December 31,

2006 2005
License revenut
Perpetual license $27.z2 $ 201
Term license! 8.2 20.¢
Total license revenu 35.4 40.¢
Services revenu
Professional services and traini 65.4 39.1
Maintenance 25.2 20.z
Total services revent 90.€ 59.2
Total revenue $126.C $100.Z

Total license revenue for 2006 decreased 13% ta4$88lion from $40.9 million in 2005. The decredsdotal license revenue was the result
of a $12.6 million decrease in term license revgrargially offset by a $7.1 million increase in petual license revenue. The decrease in
license revenue was primarily due to our decistoimtreasingly enter into term licenses with coettgrovisions that require the term license
to be recognized over the license term as payniasme due. A summary of expected payments foettaem licenses is provided on page
25. These payments, which will be recognized asrreg in future periods, as they become due, havedsed in total from $3.5 million at
December 31, 2005 to $14.2 million at December2806.

Professional services and training revenue incte@geo to $65.4 million in 2006 from $39.1 milliom 2005. The increase was primarily the
result of an increase in demand from our custorfeergrofessional services. Other components ofrtheease in professional services and
training revenue include $4.0 million in revenuernfrthree large fixed fee contracts which were ceteuol in 2006, a $2.9 million increase in
billed expenses and $1.4 million increase in tragmevenue. Typically, we derive substantial rexefiam services provided in connection
with the implementation of software licensed by rawstomers. Maintenance revenue increased 25%bt@ $@llion in 2006 from $20.2
million in 2005. The increase in maintenance reecion 2006 was due to a larger installed base fbfvaoe and a higher proportion of
perpetual licenses in the installed base whictdygeéater maintenance revenue than term licenses.

Deferred revenue at December 31, 2006 consistethgty of amounts by which billed fees exceed rexerecognized on arrangements, and
unearned portions of annual maintenance fees padvance. Deferred revenue decreased to $17ibmrals of December 31, 2006, from
$20.5 million as of December 31, 2005. The $3.5ionildecrease was due primarily to a $5.6 milli@crkase in the deferred revenue
associated with agreements containing customeptareees or completion of fixed-price services eegagnts, partially offset by a $2.0
million increase in the unearned portions of anmoaintenance fees paid in advance.

International revenue increased to 37% of totagénexe for 2006 from 34% for 2005. This increase prawarily related to one large
international license transaction in the third gemaof 2006. Our international revenue may fluctuatthe future because such revenue is
generally dependent upon a small number of licénasesactions during a given period. We expectdibatto competition from vendors who
will do business in foreign currencies, more of oustomer transactions may be denominated in foreigrencies in the future, which may
expose us to increased currency exchange risk.
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Cost of revenue

The cost of maintenance, professional servicegraiming increased 63% to $53.7 million from $36lion in 2005. Cost of services as a
percentage of services revenue increased to 592018 from 56% for 2005. Such increases were dinegpily to increases in compensation
costs, contracted services and travel costs. Tihesmases reflect an investment in expanding tleé @iotrained service personnel, including
new professional services employees and partreessigport an increase in the number of licenseemphtation projects and in anticipation
of increased demand resulting from new licenseisgm Services gross margin was $36.9 million f@d& compared to $26.3 million for
2005. Services gross margin as a percentage atssmevenue decreased to 41% for 2006 from 449 @F056. The decrease in services gross
margin percentage reflects the increase in serdiosts, partially offset by growth in maintenaneeenue and its associated higher

margin. Maintenance revenue increased 25% to $88lidn in 2006 from $20.2 million in 2005 althougihdecreased as a percentage of
services revenue to 28% in 2006 from 34% in 20@sviBes headcount was 198 at the end of 2006 cadparl55 at the end of 2005. In
addition, contracted services increased 82% fror &fllion in 2005 to $11.3 million in 2006.

Operating expenses

Research and development expenses for 2006 indr&a$22.7 million from $19.5 million for 2005 dt® increased use of contractors and
costs related to increased employee headcount péscantage of total revenue, research and developexpenses decreased to 18% in 2006
from 19% in 2005, primarily due to increased reveriResearch and development headcount at the &D6fwas 108 compared to 96 at the
end of 2005.

Selling and marketing expenses for 2006 increa8ét & $43.9 million from $34.1 million for 2005. iBhincrease was primarily due to a
$2.5 million increase in sales commissions, in@dasompensation and benefits expenses of $4.%omdlnd increased travel expenses of
million due to higher headcount. As a percentag®tal revenue, selling and marketing expensegaszd to 35% in 2006 from 34% in 20
primarily due to increased spending. Selling andketing headcount at the end of 2006 was 138 coeadptar 112 at the end of 2005.

General and administrative expenses for 2006 isexa% to $12.7 million from $12.1 million in 200Ehe increase was primarily attributed
to costs related to increased headcount. As amp@ge of total revenue, general and administragiyeenses decreased to 10% in 2006 from
12% in 2005, as revenue grew faster than genedshdministration spending. General and adminisedteadcount at the end of 2006 was
103 compared to 95 at the end of 2005.

Installment receivable interest incor

Installment receivable interest income, which cstssof the portion of all term license fees recagdiunder the net present value method
attributable to the time value of money, decredeekil.9 million in 2006 from $2.5 million in 200%5he decrease was due primarily to a lo
total value of that portfolio. A portion of the fé®m each term license arrangement is initiallfeded and recognized as installment
receivable interest income over the remaining tefihe license. For purposes of the present vadleutations, the discount rates used are
estimates of customers’ borrowing rates, typice#ow prime rate, and have varied between 3.25%6a88% during the past few years.

Other interest income, net

Other interest income increased to $5.4 millio20®6 from $3.0 million for 2005. The increase wasprily due to increased cash and
investment balances and improved yields.

Other income (expense), net

Other income (expense), net, which consists prignaficurrency exchange gains and losses, wasrillion income in 2006 compared to
($1.4) million expense in 2005. The favorable cheimgother income (expense), net, resulted prim&ndm the impact of foreign exchange
rate changes on transactions recorded on our &d§ef valued in foreign currencies, consisting prily of cash, investments, license
installments, receivables, accounts payable andiaksc

Income before provision for income ta:

Income before provision for income taxes decreasékl.2 million in 2006 from $5.3 million in 200%his decrease was primarily due to a
$5.2 million decrease in license gross margin, a%illion increase in operating expenses primatile to investments in sales and
marketing, partially offset by a $10.5 million iease in services gross margin, a $1.8 million im@naent in installment receivable interest
income and other interest income, net, and a $@lbmincrease in other income and expense reladddreign currency transactions.

Provision for income taxe

The provision for income taxes was a benefit o7 $8illion in 2006 compared to $0.1 million provisicn 2005. The effective tax rate was
(55%) in 2006 compared to 2% in 2005.
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Our effective income tax rate for 2006 was below statutory federal income tax rate primarily beeawe recorded $0.7 million of benefits
related to current period extra-territorial incomelusions, $0.2 million of estimated federal inetax credits, a $0.3 million benefit from
foreign activities, and $0.3 million of net bendfibm state income taxes primarily due to stateine tax credits. These factors were partially
offset by $0.2 million of permanent differencespatrily related to nondeductible meals and entemaimnt expenses and $0.2 million increase
in reserve for tax uncertainties related to intéameal activity.

We have provided reserves for certain tax matbe) domestic and foreign, which it believes cawsult in additional tax being due. Any
additional assessment or reduction of these coeinigabilities will be reflected in the Compangffective tax rate in the period that
additional facts become known. The reserve foutaoertainties totaled approximately $2 million &©ecember 31, 2006, 2005, and 2004.

Judgment is required in determining our worldwideome tax expense provision. In the ordinary coafsmnducting a global business
enterprise, there are many transactions and céilmusaundertaken whose ultimate tax outcome cabeaaertain. 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 estimatesestimate our exposure to unfavorable outcomlased to these uncertainties and
estimate the probability for such outcomes. AltHouge believe our estimates are reasonable, noaas=ican 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, or changes in estimates relating terg@l differences, could have a material impanfavorable or favorable, on our income tax
provision and operating results in the period inclilsuch a determination is made.

Year ended December 31, 2005 compared to year endedcember 31, 2004
Revenut

Our total revenue for 2005 decreased 3% to $100l@mfrom $103.3 million in 2004. This decreasaswrimarily due to a $2.4 million
decrease in services revenue. The following talphensarizes our revenue compaosition:

Year ended

(in millions) December 31,

2005 2004
License revenui®
Perpetual license $ 201 $ 22¢
Term license! 20.¢ 18.7
Total license revenu 40.¢ 41.€
Services revenu
Professional services and traini 39.1 45.¢
Maintenance 20.2 16.1
Total services revent 59.: 61.7
Total revenue $100.2 $103.c

@ License revenue composition amounts reported im#as table in previous periods have been refotaethto the current presentation.

Total license revenue for 2005 decreased to $40l@mfrom $41.6 million in 2004. The decreasetatal license revenue was the result of a
$2.8 million decrease in perpetual license reverargally offset by a $2.1 million increase in telicense revenue. The increase in term
license revenue primarily reflected one large nenmtlicense transaction with an existing customehe third quarter of 2005. The decrease
in perpetual license revenue reflected our stratégelling smaller initial perpetual licenses tor target accounts, with the potential of larger
follow-on sales. Term license renewals schedule@®®6 are modestly higher than actual term licersewals in 2005. While historically a
majority of customers have renewed their term kesn there can be no assurance that this will oot

Maintenance revenue increased 26% to $20.2 milfic005 from $16.1 million in 2004. The increaseriaintenance revenue for 2005 was
due to a larger installed base of software andjadriproportion of perpetual licenses in the itstibase which yield greater maintenance
revenue than term licenses. The $6.5 million deseréa professional services and training reven®9056 reflects the fact that 2004 benefited
from $9.6 million of revenue associated with thenpetion of several unusually large fixed-price aats partially offset by an increased
demand from our customers for these services i5.2Dgpically, we derive substantial revenue fromvies provided in connection with the
implementation of software licensed by new cust@amer
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At December 31, 2005, deferred revenue consistetapity of amounts by which billed fees exceed mawe recognized on arrangements, and
unearned portions of annual maintenance fees paidvance. Deferred revenue balances increase2Dtb #illion as of December 31, 2005,
from $8.6 million as of December 31, 2004. The $Iillion increase was due primarily to new licemsengements for which acceptanc
the software or completion of services had not oecliand an increased value of unearned portioasmfial maintenance fees paid in
advance.

International revenue increased to 34% of totaténexe for 2005 from 30% for 2004. This increase prawarily related to one large
international license transaction in the third geraof 2005. Our international revenue may fluotuatthe future because such revenue is
generally dependent upon a small number of licémsesactions during a given period. We expectdiatto competition from vendors who
will do business in foreign currencies, more of oustomer transactions may be denominated in foraigrencies in the future, which may
expose us to increased currency exchange risk.

Cost of revenue

The cost of maintenance, professional servicegraiming increased 1.0% to $33.0 million from $3hiflion in 2004. Cost of services as a
percentage of services revenue increased to 56205 from 53% for 2004. Services gross margin $263 million for 2005 compared to
$29.0 million for 2004. The decrease in servicesgmargin reflects the increase in services cpatsially offset by growth in maintenance
revenue and its associated higher margin. Sucledseralso reflects the fact that 2004 benefitad $3.4 million of revenue and gross
margin associated with several unusually largedfiggce contracts completed during that periodviges headcount was 155 at the end of
2005 compared to 123 at the end of 2004.

Operating expenses

Research and development expenses for 2005 dedres$£9.5 million from $19.9 million for 2004 dte reduced use of contractors
partially offset by costs associated with increasegbloyee headcount. As a percentage of total teyemsearch and development expenses
remained constant at 19% in 2005 and 2004. Reseacthevelopment headcount at the end of 2005 @/as@pared to 90 at the end of
2004.

Selling and marketing expenses for 2005 increa%edo6$34.1 million from $32.2 million for 2004. Thincrease was primarily due to a $1.1
million increase in sales commissions, an incréasearketing program spending of $0.6 million, ancreased wages and benefits expenses
of $0.5 million due to higher headcount. As a petage of total revenue, selling and marketing egpstincreased to 34% in 2005 from 31%
in 2004. Selling and marketing headcount at thear&D05 was 112 compared to 108 at the end of 2004

General and administrative expenses for 2005 deedet® $12.1 million from $12.3 million for 2004s/& percentage of total revenue, ger
and administrative expenses remained constantatii 2005 and 2004. General and administrative ¢tmad at the end of 2005 was 95
compared to 85 at the end of 2004. General andrastnzitive expenses decreased in 2005 primarilytdweduced legal fees partially offset
by costs associated with increased headcount.

Installment receivable interest incor

Installment receivable interest income, which cstssof the portion of all term license fees recagdiunder the net present value method
attributable to the time value of money, decredsek?.5 million in 2005 from $3.0 million in 200Fhe decrease was due primarily to a lc
total value of that portfolio. A portion of the fé®m each term license arrangement is initiallfeded and recognized as installment
receivable interest income over the remaining tefihe license. For purposes of the present vadlmutations, the discount rates used are
estimates of customers’ borrowing rates, typice#yow prime rate, and have varied between 3.25%ba8%b during the past few years.

Other interest income, net

Other interest income increased to $3.0 millio20®5 from $1.8 million for 2004. The increase wasmgrily due to increased cash and
investment balances and improved yields.

Other income (expense), net

Other income (expense), net, which consists prignaficurrency exchange gains and losses, was \#iildon expense in 2005 compared to
$0.5 million income in 2004. The unfavorable chamgether income (expense), net, resulted primdrdyn the impact of foreign exchange
rate changes on transactions recorded on our &d§ef valued in foreign currencies, consisting prily of cash, investments, license
installments, receivables, accounts payable andialsc In particular, changes in the exchange @t&siropean currencies have unfavorably
impacted foreign currency denominated assets.

Income before provision for income ta:
Income before provision for income taxes decre&as&b.3 million in 2005 from $11.2 million in 200%his decrease was primarily
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due to a $2.7 million decrease in services groggimaa $1.9 million decrease in other income axpkese related to foreign currency
transactions, a $1.2 million increase in operagirgenses primarily due to investments in saleseandteting, and a $0.7 million decrease in
license revenue, partially offset by a $1.2 milliorprovement in other interest income, net.

Provision for income taxe

The provision for income taxes in 2005 was $0.liomlcompared to $2.9 million in 2004. The effeetitax rate was 2% in 2005 compared to
26% in 2004.

During 2005, we engaged outside tax experts t@vegertain significant tax positions previouslyaaky the Company. In the fourth quarter
of 2005, we completed a study of our extra-tendancome exclusions, which resulted in a decredsmur reserve for tax uncertainties
related to this item. During the fourth quarte2605, we recorded a net income tax benefit of $illlon due primarily to changes in
estimates upon completion of the study of beneditsted to extra-territorial income exclusions,ameling of tax refunds and overpayments,
and changes in deferred tax items. These fourthteu2005 adjustments also significantly decredseceffective tax rate for 2005 compared
to the statutory rate. Our effective income tae ffar 2005 was below the statutory federal incoaxerate primarily because we recorded $1.0
million of benefits related to current period extegritorial income exclusions, a $0.3 million retion in reserve for tax uncertainties related
to extraterritorial income exclusions, $0.2 million of estited federal research and experimentation creedd.2 million benefit from foreig
activities, and $0.2 million of net benefit fronatt income taxes primarily due to state incomectadits. These factors were partially offset
by $0.1 million of permanent differences primargfated to non-deductible meals and entertainmeréreses.

Judgment is required in determining our worldwideome tax expense provision. In the ordinary coafsmnducting a global business
enterprise, there are many transactions and céilmusaundertaken whose ultimate tax outcome cabeaaertain. 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 tax credit eséismdVe estimate our exposure to unfavorable owtsamlated to these uncertainties and
estimate the probability for such outcomes. AltHouge believe our estimates are reasonable, noaas=ican 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, or changes in estimates relating terg@l differences, could have a material impanfavorable or favorable, on our income tax
provision and operating results in the period inalsuch a determination is made. The reserveafotncertainties totaled approximately $2
million as of December 31, 2005 and 2004.

Liquidity and capital resources

We have funded our operations primarily from cdsetvffrom operations. At December 31, 2006, we haghcand equivalents and short-term
investments of $127.8 million, a $13.1 million inese from $114.7 million at December 31, 2005. Tdease was primarily due to $19.8
million of cash flow from operations and $3.5 nahifrom the exercise of stock options, partiallisef by $6.8 million used to repurchase
outstanding shares of our common stock and $2kbmilised for investments in equipment and softviugrovements.

Working capital was $147.2 million at December 3006, a $13.8 million increase from $133.4 milletrDecember 31, 2005. Working
capital increased primarily due to a $13.1 millinarease in cash and investments and a $5.0 milicnease in trade accounts receivable,
partially offset by a $7.3 million increase in auots payable and accrued expenses. The $7.3 mitl@maase in accounts payable and acc
expenses was primarily due to increases in comamissivacation and other expenses. The increasade &ccounts receivable is a result of
growth in our business. Despite the increase thetaccounts receivables our days billing outstantias decreased from 73 days at
December 31, 2005 to 70 days at December 31, 2006.

Cash flow from operating activities for 2006 deceghto $19.8 million from $25.3 million for 2005ubng 2006, cash flow benefited from a
$18.7 million reduction in license installments.€ldtecrease in license installments reflects thet@verage remaining life of our term
licenses recorded on the balance sheet (see dmeimdow in this section).

Net cash flow from investing activities for 2006 sv&10.8) million, primarily due to net purchasésmarketable debt securities. Tl
compared with ($20.2) million used in investingiaties during 2005, which was also primarily deenet purchases of marketable debt
securities. Investments in equipment and softwaeceeased to $2.4 million in 2006 from $2.2 million2005.

At the end of 2004, our Board of Directors authedizhe repurchase of up to $10 million of our @ariding common stock (the “Initial
Program”). During 2006, we repurchased 518,981eshfar $3.7 million under the initial program inespmarket purchases. That
authorization was completed during the second quaft2006.
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The following table sets forth information regamglifegasystems repurchases of its common stocky thvedtitial Program, during the year
ended December 31, 2006.

Total Number
of Shares Approximate Dollar
Purchased as Pai Value of Shares That
Average Price of Publicly May Yet Be Purchased
Total Number Announced Share Under The Initial
of Shares Paid per Repurchase Program (in
Period Purchased Share Program thousands)
January 200! — $ — — $ 4,12:
February 200t — — — 4,12:
March 200€ 41,99 $ 7.4z 999,10¢ 3,812
April 2006 — — — 3,812
May 2006 224,09: $ 7.1 1,223,19i 2,21
June 200¢ 252,89! $ 7.0¢ 1,476,09: Program Comple
Total 518,98 $ 7.11

On May 30, 2006, we announced that our Board aéd@ars approved a new $10 million stock repurclpgsgram beginning July 1, 2006 ¢
ending June 30, 2007 (the “New Program”). Undermk® Program, shares may be purchased in such dasmasimarket conditions warrant,
subject to regulatory and other considerationscages under the New Program may be made fromdini@e on the open market or in
privately negotiated transactions. During 2006 remurchased 443,439 shares for $3.1 million urfieNeew Program in open market

purchases. The New Program may be suspended ontliseed at any time without prior notice.

The following table sets forth information regamglifegasystems repurchases of its common stocky threlBlew Program, during the year

ended December 31, 2006.

Total Number
of Shares
Purchased as Pai

of Publicly

Total Number

Announced Share
Average Price

Approximate Dollar
Value of Shares That
May Yet Be Purchaset
Under The New

of Shares Paid per Repurchase Program
Period Purchased Share Program (in thousands)
July 2006 221,54. $ 6.52 221,54: $ 8,554
August 200¢ 141,50( 7.28 363,04. 7,52¢
September 200 80,39 8.17 443,43¢ 6,872
Total 443,43 $ 7.0¢

It is our current intention to pay a quarterly cdshidend of $0.03 per share to shareholders afrcbas of the first trading day of each qua
On May 30, 2006, our Board of Directors approveaagoing quarterly cash dividend of $0.03 per shaagable to stockholders of record as
of July 2 and October 2, 2006 and January 2, 286@ordingly, the Company paid cash dividends iry &uld October 2006 and January 2

of $1.1 million, $1.0 million and $1.1 million, nesctively. The Board of Directors may terminaterardify this dividend program at any time
without notice.

We believe that current cash, cash equivalentscash flow from operations will be sufficient tanfilour business for at least the next twelve
months. Material risks to cash flow from operatiomdude delayed or reduced cash payments accorpgpsgles of new licenses or a dec

in our services business. There can be no assutiaacehanges in our plans or other events affgaiur operations will not result in

materially accelerated or unexpected expenditumesddition, 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, 2006, we had material commitmértpurchases of customer support and consudeéngices, and payments under
capital and operating leases. Our principal adriratise, sales, marketing, support, and researdhdamelopment operations are located in a
108,728 square foot leased facility in Cambridgasbachusetts. The lease for this facility expime&0il3, subject to our option to extend for
two additional five-year periods. We also leaseceffar our other offices in the United States, @anadustralia, France, Hong Kong and the
United Kingdom. These leases expire at varioussdtit®ugh 2010. Rent expense under operating léasesognized on a straight-line basis,
to account for scheduled rent increases. The exdesgense over current payments is recordedfasrdd rent and included in other long-
term liabilities.
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In July 2006, we entered into an agreement to laddéional space in our Cambridge Massachusaetilitya The agreement requires the
landlord to reimburse us for up to approximatel$4800 in costs we incur with respect to improvemmén the leased premises. As of
December 31, 2006, we had incurred approximate#2E®0 in improvement costs, which were recordddadseehold improvements with a
corresponding credit to deferred rent expense t@anbartized to rent expense over the lease termhaddhot yet been reimbursed. The lease
for this additional space expires in 2013, subjeciur option to extend for two additional five-ygzeriods.

As of December 31, 2006, our known contractualgattions were as follows:

Payment due by period

2012 anc
2008 & 2010 &
Contractual obligations: (in thousands) Total 2007 2009 2011 after
Purchase commitmen $288 $2,19C( $ 69C $ — $ —
Capital lease obligatior 64 64 — — —
Operating lease obligations ( 2591, 4,10¢ 8,23: 7,94: 5,63:
Total $28,85¢ $6,35¢ $8,92: $7,94: $5,63:

(1) Includes deferred rent of $1.8 million includedbther lon¢-term liabilities.

Net lon¢-term deferred income tax liabilities as of Decentiie 2006 were $2.3 million. This amount is natlided in the contractual
obligations table because the Company believegptksentation would not be meaningful. Deferredime tax liabilities are calculated based
on temporary differences between the tax basessetsiand liabilities and their respective boolebawhich will result in taxable amounts in
future years when the liabilities are settled atrtheported financial statement amounts. The tesilthese calculations do not have a direct
connection with the amount of cash taxes to be ipagahy future periods. As a result, schedulingedefd income tax liabilities as payments
due by period could be misleading because thisdsdimg would not relate to liquidity needs.

The following amounts of cash are due for receipgtdnnection with our existing term license agrestsie

Installment
payments for
Installment ratable term
payments for term licenses not o
licenses recorded o
the balance
Year ended December 31, (in thousands) the balance sheet sheet
2007 $ 21,78 $ 4,654
2008 10,62 4,15¢€
2009 3,41¢ 2,58¢
2010 2,707% 1,78¢
2011 2,14¢ 1,03t
2012 and thereaftt 1,24z —
Total $ 41,92: $ 14,21¢

In a decreasing number of term license agreememstsecognize the present value of future term Begpayments upon customer acceptance,
provided that no significant obligations or contingies exist related to the software, other thaimt@aance support, and provided all other
criteria for revenue recognition have been met.

Short-term license installments and Long-term Iggeimstallments on the balance sheet representathtérm license installments that have
been recognized as revenue, net of unearned ihtecesne. Payments due for these installments, lniniclude unearned interest income,
decreased to $41.9 million at December 31, 2006 $61.9 million at December 31, 2005, as license&liment payments billed during 20
exceeded the value of new term licenses where eagnézed the present value of future license paysna@nrevenue.

Increasingly, we enter into term licenses with cacttprovisions that require the term license todmognized as revenue over the license
as payments become due. Installment paymentsdsetiratable term licenses, which are not recordegti@balance sheet, increased to $14.2
million at December 31, 2006 from $3.5 million a@d@mber 31, 2005.
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Critical accounting policies and estimates

Management’s discussion and analysis of the firmdmoindition and results of operations is basedupe consolidated financial statements,
which have been prepared in accordance with ace@uptinciples generally accepted in the United&taThe preparation of these financial
statements requires us to make estimates and judgriat affect the reported amounts of assetsilias, revenues and expenses, and
related disclosure of contingent assets and liadsliWe base our estimates and judgments on lsiast@xperience, knowledge of current
conditions and beliefs of what could occur in thiufe given available information. We consider fibllowing accounting policies to be both
those most important to the portrayal of our finahcondition and those that require the most stibje judgment. If actual results differ
significantly from management’s estimates and mtajes, there could be a material effect on ouaricial statements.

Revenue recognitiol

Our revenue is derived from two primary sourcefiveare license fees and service fees. Our licensmgements, whether involving a
perpetual license or a term license, generallyaiomhultiple elements. In addition to the licensese elements generally include professi
consulting services, training and software mainteraservices.

Software License Revenues
We license software under non-cancelable licenseeagents.

Perpetual software license fees are recognizeevanue when the software is delivered, any acceptaquired by contract is obtained, no
significant obligations or contingencies exist tethto the software, other than maintenance supaodtall other revenue recognition criteria
are met.

Term software license fees are generally payable monthly basis under license agreements thataipihave a three to five-year term and
may be renewed for additional terms at the custtaogtion.

We have a history of successfully collecting payte@mder our term license arrangements, which baiended payment terms spread over
the term of the license. Therefore, in a decreasimgber of term license agreements, we have rezedithe present value of future term
license payments upon customer acceptance, prothdédo significant obligations or contingenciggserelated to the software, other than
maintenance support, and provided all other catin revenue recognition have been met. A porictie license fees payable under each
term license agreement (equal to the differencerds the total license payments and the discoypriezknt value of those payments) is
initially deferred and recognized as installmemeieable interest income (and is not part of totakenue) over the license term. For purposes
of the present value calculations, the discoumtsrased are estimates of customers’ borrowing gt time of recognition, typically below
prime rate, and have varied between 3.25% and 608%e past few years. As a result, revenue tleategognize relative to new license
arrangements of this type would be impacted by ghatin market interest rates.

Increasingly, our term license agreements haveracnprovisions that require the license revenusetoecognized over the term of the
agreement as payments become due, or ratablylewéerm of the license when payments are madevianag.

Service Revenues

Our services revenue comprises fees for softwaietarance, training and consulting services inelgdioftware implementation. Consulting
services may be provided on a “stand-alone” basisindled with a license and software maintenarcéces.

Software maintenance revenue is recognized oveetheof the related maintenance agreement, whichdst cases is one year.
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Revenue from training services and consulting ses/under time and materials contracts is recodrazeservices are performed. We have
vendor specific objective evidence of fair valuedar software maintenance, training services,@multing services under time and
materials contracts.

Services may be provided on a fixed-price basis.dé/aot have vendor specific objective evidenctawfvalue for fixed-price services prior
to completion of the services. When fixed-pricevBms are part of a multiple element arrangement,the services are not essential to the
functionality of the other elements of the arrangatmand when services are the only undeliveredeé, we recognize the revenue from the
total arrangement ratably over the longer of tHensre maintenance period or the service perioc limited number of our arrangements,
fixed-price services are essential to the arrangéecause we make significant alterations to tinetfonality of the software or build
complex interfaces necessary for the software tiubetional in the customer’s environment. We hagebeen able to make reasonably
dependable estimates for the purpose of determiningrogress to completion, as we have limiteceerpce with these types of complex
arrangements. Accordingly, all revenue and costslaferred until the completion of the fixed-prézvices. Revenue from fixed-price
services that are not bundled with a software Bees generally recognized as performed duringéneice period, which is typically less tt
four months.

We warrant that our software products will confdordocumented specifications. We have not expegigsggnificant claims related to
software warranties beyond the scope of maintenamgport which we are already obligated to provadel consequently we have not
established reserves for warranty obligations.

Our agreements with customers generally requite isdemnify the customer against claims that afiware infringes third party patent,
copyright, trademark or other proprietary rightaclsindemnification obligations are generally lietitin a variety of industry-standard
respects, including our right to replace an infiiiggproduct. As of December 31, 2006, we had npegernced any material losses related to
these indemnification obligations and no claimshwiéspect thereto were outstanding. We do not éxgiguificant claims related to these
indemnification obligations, and consequently, vagdnot established any related reserves.

Deferred project costs

We defer direct costs when a project is being actelifor under the completed contract method omwising the full deferral method, based
on hours incurred on such projects at average pestsour. We report these deferred project costglier current assets.

Deferred revenue

Deferred revenue consists primarily of amounts bifch billed fees exceed revenue recognized on geraents, the unearned portion of
services revenue and advance payment of maintef@@se\When the value of committed and undelivesstlices to be delivered after
license implementation is known, we defer that amv@long with the corresponding cost of servicetd the related elements of the
agreement are completed and provided to the custdrhe timing of revenue recognized under our areaments with customers is impacted
by these deferrals, but the total value of reveegegnized during the arrangements is not.

Allowance for doubtful accounts and allowance foalgs credit memo

We maintain an allowance for doubtful accounts gigistimates that we make based on factors we leeippropriate such as the composition
of the accounts receivable aging, historical bastgjechanges in payment patterns, customer creditimess and current economic trends. If
we used different assumptions, or if the financ@idition of customers were to deteriorate, resglin an impairment of their ability to make
payments, additional provisions for doubtful acasumould be required and would increase bad degi¢rese.

We record allowances for estimates of potenti@satedit memos when the related revenue is red@nde review them periodically. We

base these estimates on historical analyses af saddit memo data, current economic trends, assomspabout future events and experience
with customer disputes. If we used different asdionp in calculating the allowance, adjustments ivdne reflected as changes to revenue.
During the first quarter of 2005, we refined outireate of allowances for sales credit memos whégulted in an increase in services revenue
of $0.3 million.

Stocl-based compensation

We periodically grant stock options for a fixed riven of shares to employees, non-employee direatmdscontractors with an exercise price
greater than or equal to the fair market valuéhefghares at the date of the grant. Until Janua?@6, we accounted for stock option grants
to employees and directors using the intrinsic @ahethod in accordance with APB 25, accountingsfock options. Under the intrinsic value
method, compensation associated with stock awardmployees and directors was determined as tferatice, if any, between the current
fair value of the underlying common stock on theedampensation was measured and the price theogegpbr director must pay to exercise
the award. The measurement date for employee aectali awards is generally the date of grant. Radfanuary 1, 2006, we disclosed in the
notes to our consolidated financial statementptbdorma effect on our statement of income if vael employed the fair value method of
accounting for stock option grants. For purposehaf disclosure, we used a Black-Scholes mulppleing model to value the options
granted which required us to make certain assumgiitcluding the estimated life of options, theatiity of our stock price, the riskee rate

of return and dividend yield. Our assumption regaydhe average life of our options and the vdtstibf our stock was based on an analysis
of our historical stock option exercises and stoigke as reported by NASDAQ over a period approfingathe assumed average life of our
options and ending on the date the determinaticnmeade. Our assumption regarding the-free rate of return was based on U.S. Trea



note yields. The dividend was equal to zero, adimidends had been declared through December 3B. Ztock options granted to
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contractors were accounted for using the fair vate¢hod. Under the fair value method, compensatgsociated with stock awards to
contractors is determined based on the estimatedalae of the award itself, measured using eitherent market data or an established
option pricing model.

In December 2004, the Financial Accounting Stansi&uolard (FASB) issued Statement of Financial ActiogrStandards No. 123RShare-
Based Payme” (SFAS 123R). This Statement is a revision of SFAS N3,“Accounting for Stock-Based Compensatiq®FAS 123), and
supersedes Accounting Principles Board Opinion2%¥g. Accounting for Stock Issued to Employe@sPB 25), and its related
implementation guidance. SFAS 123R establishesumticm for equity instruments exchanged for empéogervices. Under the provisions of
SFAS 123R, share-based compensation is measutteel giant date, based upon the fair value of trerdywand is recognized as an expense
over the employee’s requisite service period (gahethe vesting period of the equity grant). Thaejonity of our share-based compensation
arrangements vest over either a four or five-yestiang schedule.

Effective January 1, 2006, we adopted the provsmiiSFAS 123R using the modified prospective apginpand, accordingly, prior period
amounts have not been restated. Under this appraachre required to record compensation costlfshare-based payments granted after
the date of adoption based on the grant date &hirey estimated in accordance with the provisidrS8FAS 123R, and for the unvested port
of all share-based payments previously grantedrémain outstanding based on the grant date faieyastimated in accordance with the
original provisions of SFAS 123. We expense shaset compensation under the ratable method, wigaksteach vesting tranche as if it
were an individual grant. Paragraph 81 of FASBe&Steent 123R provides that for the purposes of catitig the pool of excess tax benefits
(“APIC pool”), the Company should include the netess tax benefits that would have qualified halGbmpany adopted FASB 123R from
inception. The FASB issued FSP 123(R)-3, which jgles an alternative transition method to calcutetginning pool of excess tax benefits.
The Company elected to adopt the alternative tiansmethod (“short cut method”) in calculating fiistorical APIC pool of windfall tax
benefits in regards to its share based compensation

In 2006, we estimated the fair value of stock apiasing a BlaclScholes valuation model. Key inputs used to esgrttaa fair value of stoc
options include the exercise price of the aware ekpected post-vesting option life, the expectadtility of our stock over the option’s
expected term, the risk-free interest rate oveoht@®n’s expected term, and our expected annwaetd yield. If the assumed 3.6 year post-
vesting option life was one year longer or shotttes,fair value of options and the amount of expemsuld be up to 5% higher or lower,
respectively. If the assumed 73% volatility of stwck price was ten percentage points higher oetpthe fair value of options and the
amount of expense would be up to 9% higher or lovempectively. If the assumed 4.70% risk-freerggerate over the expected term of the
options was up to two hundred basis points highéwwer, the fair value of options and the amourgxpense would be up to 3% higher or
lower, respectively. If the assumed 1.6% dividerddywas one percentage point higher or lower falvevalue of options and the amount of
expense would be up to 8% higher or lower. Estimafdair value are not intended to predict acfutire events or the value ultimately
realized by persons who receive awards.

As required by SFAS 123R, we reduce current expfisan estimate of expected forfeitures of stopkians prior to vesting by employees
whose employment with us terminates. We base dima&® on an analysis of our history of forfeitqutions with similar vesting terms. This
estimate is “trued up” for actual forfeitures oftiops during vesting.

As of December 31, 2006, unrecognized compensatipense related to the unvested portion of our epegl stock options was
approximately $1.5 million and is expected to beognized over a weighted-average period of apprateiy 1.7 years. During 2006, there
were no changes in the quantity or type of instmisesed in share-based payment programs, orrihe t& share-based payment
arrangements.

Cash received from option exercises under all shased payment arrangements for the year endedribece31, 2006 was $3.5 million. The
actual tax benefit for the tax deductions from optexercises for the year ended December 31, 2a8@d $0.4 million.

The choice of a valuation technique, and the ambrodilized to develop the underlying assumptianstfiat technique, involve significant
judgments. These judgments reflect manage’s assessment of the most accurate method of wpthinstock options we issue, based on our
historical experience, knowledge of current condisi and beliefs of what could occur in the futukeg available information. Our judgme
could change over time as additional informationdmees available to us, or the facts underlyingamsumptions change over time, and any
change in our judgments could have a material effeour financial statements. We believe thatestimates incorporate all relevant
information and represent a reasonable approximatidight of the difficulties involved in valuingon-traded stock options.

During the second quarter of 2006, 37,905 unrdsttishares of our common stock were granted to ressrd our Board of Directors under
the 2004 Long Term Incentive Plan. As this award warestricted, no awards remain unvested as dé®éer 30, 2006. The weighted
average grant date value per share of the awar&was.

Accounting for Income Taxe:
Judgment is required in determining our worldwideome tax expense provision. In the ordinary coafsmnducting a global
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business enterprise, there are many transacti@hsaculations undertaken whose ultimate tax outcoannot be certain. Some of these
uncertainties arise as a consequence of transaciwharrangements made among related partiesferamicing for transactions with our
subsidiaries, and potential challenges to nexusceattit estimates. We estimate our exposure tovorddle outcomes related to these
uncertainties and estimate the probability for sogttomes. Although we believe our estimates aasamable, no assurance can be given that
the final tax outcome of these matters will notliféerent from what is reflected in our historiéatome tax provisions, returns and accruals.
Such differences, or changes in estimates rel&tipgptential differences, could have a materialastpunfavorable or favorable, on our
income tax provision and operating results in tegqal in which such a determination is made. Pioushave been made for such
uncertainties, with reserves totaling approximagymillion as of December 31, 2006.

We account for income taxes in accordance witheBtant of Financial Accounting Standards No. JA8;ounting for Income Tax¢$SFAS
109"), which requires that deferred tax assets and lissilbe recognized using enacted tax rates foeffleet of temporary differences
between the book and tax bases of recorded asgktmhilities. Principal differences between oook and tax accounts are related to the
treatment of our license transactions. We use pleeating lease method of recognizing license reedautax purposes, so that to the extent
we continue to enter into term license contractseatablish deferred tax liabilities for such fettaxable income. In addition, because we
defer recognition of this income into future pesddr tax purposes, as of December 31, 2006, weybadrated approximately $10 million in
U.S. tax loss carry forwards which partially offsiee related liabilities. We also earn tax credtitgarious jurisdictions for our ongoing
investment in research and development activiiesf December 31, 2006, we had accumulated apmately $9 million of credits carried
forward because they would generally be utilizadrafiet operating losses have been consumed exgposito uncertainties regarding our
ability to realize these credits.

We have a valuation allowance related to tax ben&hm stock option exercises which will increasgiity, and loss carry forwards acquired
in the 1mind acquisition, the recognition of whighl generally reduce goodwiill.

If we are late in filing income taxes for foreigubsidiaries, the taxing authorities in those judsdns may levy punitive or “jeopardy”
assessments which can grow over time. The amoilgd during these periods may be much higher thhat is ultimately owed. During the
delinquent period, the differences between estichtees and actual taxes ultimately owed may résathigher income tax provision. Upon
filing of the foreign income tax returns and claifosrefund of overpayment, the taxing jurisdictiprovides a notice of overpayment, if any,
which is then recorded as a reduction to our prorifor income taxes.

Contingencies

From time to time, we are threatened with or becpargy to litigation. We periodically assess eaditer to determine if a contingent

liability in accordance with Statement of Finandaicounting Standards No. Bccounting for Contingenci€sSFAS 5”), should be recorde

In making this determination, we may, dependinghennature of the matter, consult with internal arternal legal counsel and technical
experts. Based on the information we obtain, cosbinith our judgment regarding all the facts andwhstances of each matter, we
determine whether it is probable that a contindesg may be incurred and whether the amount of ksshcan be estimated. Should a loss be
probable and estimable, we record a contingentifoascordance with SFAS 5. In determining the amadi a contingent loss, we consider
advice received from experts in the specific mattarrent status of legal proceedings, settlemegbtiations that may be ongoing, prior case
history and other factors. Should the judgmentsestihates made by us be incorrect, we may neexttwd additional contingent losses that
could materially adversely impact our results oéi@ions.

Inflation

Inflation has not had a significant impact on opeiating results to date, and we do not expeothiawe a significant impact in the future. Our
unbilled license and maintenance fees are typicaibject to annual increases based on recogniflatian indices.

Significant customers

No customer accounted for 10% or more of our t@aénue in 2006 or 2005. In 2004, one customerwated for approximately 10% of o
total revenue.

New Accounting Pronouncements

In June 2006, the FASB issued Interpretation No(“BBN 48”), “Accounting for Uncertainty in Incom&axes — an interpretation of FASB
Statement No. 109", which clarifies the accounfimguncertainty in income tax positions. FIN 48 u@ggs a company to recognize in its
financial statements the impact of a tax positibthat position is more likely than not of beingstained upon examination by the appropriate
taxing authority, based on the technical meritthefposition. FIN 48 also provides guidance on clagaition, classification, interest and
penalties, accounting in interim periods, disclesamd transition. FIN 48 is effective for fiscabye beginning after December 15, 2006. We
are currently evaluating the effect FIN 48 will leaon our consolidated financial position and resoftoperations.
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In September 2006, the FASB issued SFAS 157, ‘WValme Measurements.” SFAS 157 defines fair vals&ldishes a framework for
measuring fair value in generally accepted accagrrinciples (GAAP) and expands disclosures afmuvalue measurements. SFAS 15
effective for fiscal years beginning after Novembsr 2007 and interim periods within those fisagdigs. We are currently evaluating the
effect SFAS 157 will have on our consolidated ficiahposition and results of operations.

In September 2006, the Securities and Exchange @ssion issued Staff Accounting Bulletin (“SAB”) 1@é&ich provides interpretations
regarding the process of quantifying prior yeaafioial statement misstatements for the purposasyadteriality assessment. SAB 108
provides guidance that the following two method@dsgshould be used to quantify prior year inconagestent misstatements: (i) the error is
quantified as the amount by which the current gkimzome statement is misstated and (ii) the esrquantified as the cumulative amount by
which the current year balance sheet is misst&a8. 108 concludes that a company should evaluatghen a misstatement is material us
both of these methodologies. The interpretaticeffisctive for evaluations made on or after Noveniier2006. The adoption of SAB 108 \
not have a material effect on us.

In February 2007, the FASB issued SFAS 159, “Thie Value Option for Financial Assets and Finantilbilities, including an amendment
of SFAS 115,” which permits companies to choose¢éasure many financial instruments and certainrdtiwas at fair value. SFAS 159 is
effective for fiscal years beginning after Novemi&y 2007 and interim periods within those fisazdys. We are currently evaluating the
effect SFAS 159 will have on our consolidated ficiahposition and results of operations.
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ITEM 7A QUANTITATIVE AND QUALITATIVE DISCLOSURE ABO  UT MARKET RISK

Market risk represents the risk of loss that médgaifus due to adverse changes in financial manie¢s and rates. Our market risk exposure
is primarily fluctuations in foreign exchange ratasl interest rates. We have not entered into alévy or hedging transactions to manage
in connection with such fluctuations.

Foreign currency exposul

We derived approximately 37% of our total revenu@006 from sales to customers based outside dftlited States. Some of our
international sales are denominated in foreignenaies, such as the British pound and Euro. Thee i United States dollars of products
services sold outside the United States in foreigmencies will vary as the value of the Unitedt&talollar fluctuates against those foreign
currencies. There can be no assurance that salesdeated in foreign currencies will not be matenahe future and that there will not be
increases in the value of the United States dali@inst such currencies that will reduce the do#turn to us on the sale of our products and
services in such foreign currencies. The foreigmency exposure related to revenue is largely bffgehe expenses we incur in foreign
currencies.

Because most of our transactions with customersacgced from our offices in the U.S., and somehafse transactions are denominated in
currencies other than the U.S. dollar, we haveivabies and license installments that are valueathier currencies. In addition, our U.S.
operating company holds some cash and investmestgiiencies other than the U.S. dollar in ordesupport operations in other countries.
When there are changes in the exchange ratesdee thther currencies versus the U.S. dollar funatiourrency we recognize a currency |
or (loss) in the statement of income as other ire¢axpense) related to foreign currency transastidfe had net assets valued in foreign
currencies, consisting primarily of cash, investteglicense installments, and receivables, paytifiset by accounts payable and accruals,
with a carrying value of $23 million as of DecemBér 2006. A ten percent change in currency exohaatgs would change by
approximately $2 million the carrying value of tkaset assets as reported on our balance sheeDesember 31, 2006, with most of that
change recognized in the statement of income &3 othome (expense).

Interest rate exposut

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

License installments receivable bear interestatdite in effect when the license revenue was rézed, which does not vary throughout the
life of the contractual cash flow stream. We bedi¢ivat at current market interest rates, the faes of license installments receivable
approximates the carrying value as reported orbalance sheets. However, there can be no assutatdbe fair market value will
approximate the carrying value in the future. Fexsuch as increasing interest rates can redudaithearket value of the license
installments receivable. Changes in market ratasodl@ffect net earnings, as the license instaltmeeteivable are carried at cost and, since
they are not financial instruments and are held ovdturity, are not marked to market to reflecanges in the fair value of the portfolio. The
carrying value of $39.2 million as of December 3006 reflects the weighted average of historicalist rates used to record each term
license arrangement. The average rate changesnaitket rates as new license installments receivael@dded to the portfolio, which
mitigates exposure to market interest rate risROA basis point increase in market interest ramgdvhave decreased the fair value of our
license installments receivable by approximatelyrllion as of December 31, 2006.

We have invested in fixed rate marketable debtrit@esi A 200 basis point increase in market inderates would have reduced the fair value
of our marketable debt securities by approximasdymillion as of December 31, 2006. Changes in etarktes and the related impact on fair
value of the investments do not generally affette@enings as our investments are fixed rate sgesiand are classified as available-for-sale.
Investments classified as available-for-sale argezhat fair value with unrealized gains and lesszorded as a component of accumulated
other comprehensive income.
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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
Rules 13a-15(f) and 15d-15(f) under the Securlieshange Act. Under the supervision and with théigpation of our management,
including our Chief Executive Officer and Chief Rirtial Officer, we conducted an evaluation of tfieativeness of our internal control over
financial reporting based on the frameworlriternal Control — Integrated Framewoiksued by the Committee of Sponsoring Organizations
of the Treadway Commission (“COSQO"). As a resultho$ evaluation, our management concluded thatrderal control over financial
reporting was not effective as of December 31, 2006

Our internal control over financial reporting indks policies and procedures that pertain to theter@@nce of records that, in reasonable
detail, accurately and fairly reflect transactiams! dispositions of assets, provide reasonableasses that transactions are recorded as
necessary to permit preparation of financial statesiin accordance with U.S. generally accepteduating principles, and that receipts and
expenditures are being made in accordance withoaattions of our management and directors; andigeareasonable assurance regarding
prevention or timely detection of unauthorized asigjions, use or disposition of our assets thalctbave a material effect 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 inadtgbecause of changes in conditions, or
that the degree of compliance with the policieprocedures may deteriorate.

As of December 31, 2006, management identified éeficiencies in the Company’s internal control iofieancial reporting that each
constituted a material weakness. These materidkwesa related to: (1) inadequate and ineffectivdrots over the accounting for certain
complex software revenue recognition transacti@)sinadequate and ineffective controls over theoaating for service revenue recognition
transactions; (3) inadequate and ineffective cdmtoer the accounting for income taxes; and (ddlé@guate and ineffective controls over the
periodic financial close process, as describetkeim I9A, Controls and Procedures, of this Annuald®epn Form 10-K.

Because of the material weaknesses listed abovegeaent has concluded that we did not maintaecti¥ie internal control over financial
reporting as of December 31, 2006, based on aitetnternal Control — Integrated Framewoissued by the COSO.

Our managemerg’assessment of the effectiveness of our inteordtal over financial reporting as of December 3106 has been audited
Deloitte & Touche LLP, an independent registerellipiaccounting firm, as stated in their report {gthexpressed an unqualified opinion on
managemens$ assessment and an adverse opinion on the eéfeetig of our internal control over financial reytas of December 31, 20(
which appears on pages 34 and 35 of this AnnuabRep Form 10-K.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Pgstasns Inc.
Cambridge, Massachusetts

We have audited management’s assessment, inclodked accompanyinflanagement Report on Internal Control Over Finah&8eaporting
that Pegasystems Inc. and subsidiaries (the “Cowipdit not maintain effective internal control aviinancial reporting as of December 31,
2006, because of the effect of the material weadeweglentified in management’s assessment basedtemna established imternal
Control—Integrated Frameworiksued by the Committee of Sponsoring Organizatidrtke Treadway Commission. The Company’s
management is responsible for maintaining effedtiternal control over financial reporting and ftx assessment of the effectiveness of
internal control over financial reporting. Our resgibility is to express an opinion on managemesgsessment and an opinion on the
effectiveness of the Company’s internal controlrdirancial reporting based on our audit.

We conducted our audit in accordance with the stadedof the Public Company Accounting OversightriBq@nited States). Those stande
require that we plan and perform the audit to ebtagsonable assurance about whether effectivenaiteontrol over financial reporting was
maintained in all material respects. Our auditudeld obtaining an understanding of internal cordv@r financial reporting, evaluating
management’s assessment, testing and evaluatirpiign and operating effectiveness of internatrobrand performing such other
procedures as we considered necessary in the @tanoes. We believe that our audit provides a redde basis for our opinions.

A company'’s internal control over financial repogiis a process designed by, or under the supenvigi the company’s principal executive
and principal financial officers, or persons pemfiorg similar functions, and effected by the compampard of directors, management, and
other personnel to provide reasonable assuraneediag the reliability of financial reporting anitet preparation of financial statements for
external purposes in accordance with generally@edeaccounting principles. A company’s internaitcol over financial reporting includes
those policies and procedures that (1) pertaiheartaintenance of records that, in reasonablel detaurately and fairly reflect the
transactions and dispositions of the assets ofdhgpany; (2) provide reasonable assurance thaactions are recorded as necessary to
permit preparation of financial statements in adaace with generally accepted accounting princjed that receipts and expenditures of
the company are being made only in accordanceawithorizations of management and directors of ¢mepany; and (3) provide reasonable
assurance regarding prevention or timely deteafaimauthorized acquisition, use, or dispositionh&f company’s assets that could have a
material effect on the financial statements.

Because of the inherent limitations of internaltcohover financial reporting, including the positi of collusion or improper management
override of controls, material misstatements duertor or fraud may not be prevented or detected timely basis. Also, projections of any
evaluation of the effectiveness of the internaltoarover financial reporting to future periods ateject to the risk that the controls may
become inadequate because of changes in conditiotigt the degree of compliance with the policeprocedures may deteriorate.

A material weakness is a significant deficiencycombination of significant deficiencies, that ésin more than a remote likelihood that a
material misstatement of the annual or interimririal statements will not be prevented or detectée. following material weaknesses have
been identified and included in management’s aps&ss

1. Inadequate and ineffective controls over the accoug for certain complex software revenue recogoiti transactions

The Company did not have effective design or opmmat controls over the accounting for softwareerwe recognition, specifically, tl
Company’s ability to apply generally accepted actimg principles as they relate to the recognitibmevenue on transactions that
contain complex and nostandard terms. This material weakness resultédteimisstatement of software license revenue wtgghired
the previously reported consolidated financialestagnts to be restated for the years ended Dece3tth2003, 2004, and 2005.

2. Inadequate and ineffective controls over the accaimg for service revenue recognition transactior

The Company'’s controls related to management’ssigier and the determination of the appropriate asting treatment for
arrangements involving professional services regemere inadequate and in effective. This materedkmess resulted in a restatement
of previously reported consolidated financial staets for the years ended December 31, 2003, 20d)2@05.

3. Inadequate and ineffective controls over the accaoimg for income taxes.

The Company did not have adequate design or opagdttontrols over the accounting for income tawesrovide reasonable assurance
that the relevant income tax accounts and relagedodures can be prepared in accordance with giyaccepted accounting
principles. As a result of these identified wealgass post-closing adjustments have been postée t8dmpanys books and records &

its financial statements. These adjustments wetréendividually material, however the aggregation of
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these matters coupled with continued post-closdjgstments recorded in the last three years, sesull material weakness in the
design and operating effectiveness over the acoaufdr income taxes, as it could result in morartla remote likelihood that a mate
misstatement of the annual or interim financiatesteents will not be prevented or detected.

4. Inadequate and ineffective controls over the periodinancial close process

The Company did not have adequate design or opagdttontrols and procedures that provided readersurance that financial
statements could be prepared in accordance witbrgiyaccepted accounting principles. Specificathye Company did not have
adequate controls and procedures with respec) thgdimely disposition of required adjustmentsnitified through the period-end
account analysis and reconciliation process, (lbeglired analyses were prepared accurately ansistently in accordance with the
entity’s defined closing process and in the appat@raccounting period, and (c) accounting for clemmpon-routine transactions. As a
result of these identified weaknesses, material @osing adjustments were identified and recoreithe Company books and recor
and financial statements. These adjustments, wareheflected in the Company’s financial statemastsf and for the year ended
December 31, 2006, caused changes in assetsifigshistockholdersequity, revenues and expenses. Such weaknesseéscontinue ti
impact the balances in all of the accounts preWoonentioned.

These material weaknesses were considered in detegithe nature, timing, and extent of audit tegiplied in our audit of the consolidated
financial statements as of and for the year endsteBber 31, 2006, of the Company and this rep@s dot affect our report on such
financial statements.

In our opinion, management’s assessment that thep@oy did not maintain effective internal contrgkofinancial reporting as of
December 31, 2006, is fairly stated, in all mategapects, based on the criteria establishédtarnal Control—Integrated Frameworksuec
by the Committee of Sponsoring Organizations offtteadway Commission. Also in our opinion, becaafsthe effect of the material
weaknesses described above on the achievemerg objbctives of the control criteria, the Compaag hot maintained effective internal
control over financial reporting as of December&106, based on the criteria establishebhiarnal Control—Integrated Framewoitsued
by the Committee of Sponsoring Organizations offtteadway 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 for the year endszember 31, 2006, of the Company and our repoetdddiy 2, 2007 expressed an
unqualified opinion, and included an explanatorsagsaph regarding the Company’s adoption of Stat¢mieFinancial Accounting Standard
No. 123(R),Share-Based Paymenbn those financial statements.

/s/ DELOITTE & TOUCHE LLP

Boston, Massachusetts
May 2, 2007
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of Pgstasns Inc.
Cambridge, Massachusetts

We have audited the accompanying consolidated balsineets of Pegasystems Inc. and subsidiariesGtmpany”) as of December 31,
2006 and 2005, and the related consolidated statsmé&income, stockholders' equity and comprelvenisicome, and cash flows for each of
the three years in the period ended December 3B. Zhese financial statements are the resporigibilithe Company's management. Our
responsibility is to express an opinion on thesarftial statements based on our audits.

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

In our opinion, such consolidated financial statetag@resent fairly, in all material respects, timaricial position of the Company as of
December 31, 2006 and 2005, and the results afdperations and their cash flows for each of ktined years in the period ended
December 31, 2006, in conformity with accountinipgiples generally accepted in the United State&roérica.

As discussed in Note 1 to the consolidated findrst&ements, the Company changed its method oiuating for stock-based compensation
on January 1, 2006, as required by Statement @€inl Accounting Standards No. 12%hare-Based Payment

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@nited States), the effectiveness
of the Company's internal control over financigdoging as of December 31, 2006, based on theieriéstablished internal Control—
Integrated Frameworissued by the Committee of Sponsoring Organizatidrise Treadway Commission and our report dateg 22007
expressed an unqualified opinion on managemergtsament of the effectiveness of the Company'miteontrol over financial reporting
and an adverse opinion on the effectiveness oftmapany's internal control over financial reporting

/s/ DELOITTE & TOUCHE LLP

Boston, Massachusetts
May 2, 2007
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PEGASYSTEMS INC.

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

ASSETS
Current asset:
Cash and cash equivalel
Shor-term investment

Total cash and she«term investment

Trade accounts receivable, net of allowance fobtfalaccounts of $365 in 2006 and 2(
Shor-term license installmen
Other current asse

Total current asse

Long-term license installments, net of unearned inténesime

Equipment and improvements, net of accumulatededégaion and amortizatic
Computer software for internal use, net of accutedlamortizatior

Other asset

Goodwill

Total asset

LIABILITIES AND STOCKHOLDERS ' EQUITY

Current liabilities:
Accrued payroll related expens
Accounts payable and accrued expet
Deferred revenu
Current portion of capital lease obligati
Total current liabilities

Long-term deferred income tax
Capital lease obligation, net of current port
Other lon¢-term liabilities

Total liabilities
Commitments and contingencies (Note

Stockholder' equity:
Preferred stock, $.01 par value, 1,000,000 shart®azed; no shares issued and outstan

Common stock, $.01 par value, 70,000,000 sharémanéd; 35,308,978 shares and 35,565,918 shanesds

and outstanding at December 31, 2006 and 2005¢ctgply
Additional paic-in capital
Stock warrant:
Retained earning
Accumulated other comprehensive incol
Net unrealized loss on investments avail-for-sale
Foreign currency translation adjustme
Total stockholdel' equity
Total liabilities and stockholde’ equity

See notes to consolidated financial statements.
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December 31,
2006 2005

$ 26,00¢ $ 21,31«
101,75( 93,42:
127,75t 114,73!

31,98¢ 26,97¢
21,79( 26,537
9,06t 4,752
190,59¢ 173,00:

17,45¢ 31,37:

2,45 1,94
1,05¢ 84c%

99 14:
2,34¢ 2,34¢

$214,00¢ $209,65¢

$ 11,77¢ $ 8,16z
14,47 10,76¢
17,06: 20,52¢

63 10<
43,36¢ 39,56:
2,34¢ 1,17¢
— 63
2,13 1,171

47,85( 41,97

352 35€
118,02°  118,96¢
94 107
46,54¢  47,88¢
(349) (629)
1,47¢ 08¢

166,15t 167,68:
$214,00¢  $209,65¢
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PEGASYSTEMS INC.

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

Year ended December 31,

2006 2005 2004
Revenue
Software licens $ 35,42« $ 40,89¢ $ 41,56:
Services 90,59¢ 59,31: 61,72¢
Total revenue 126,02: 100,20¢ 103,29:
Cost of revenue
Cost of software licens 32 35C 35C
Cost of service 53,73! 32,99! 32,74:
Total cost of revenu 53,76: 33,34. 33,09!
Gross profit 72,26( 66,86¢ 70,20(
Operating expense
Research and developmt 22,705 19,457 19,93¢
Selling and marketin 43,93¢ 34,09: 32,17(
General and administratiy 12,72¢ 12,10( 12,32
Total operating expens 79,37¢ 65,65( 64,42¢
Income (loss) from operatiol (7,119 1,21¢ 5,771
Installment receivable interest incol 1,89¢ 2,471 3,02¢
Other interest income, n 5,36( 3,01( 1,842
Other income (expense), r 1,042 (1,380 517
Income before provision (benefit) for income ta 1,187 5,31¢ 11,15¢
Provision (benefit) for income tax (655) 127 2,94
Net income 1,842 $ 5,192 $ 8,211
Earnings per share, ba: $ 0.0t $ 0.1f $ 0.2
Earnings per share, dilut $ 0.0t $ 0.14 $ 0.2
Weighted average number of common shares outsignoksic 35,22¢ 35,774 35,69
Weighted average number of common shares outsigndiinted 37,13 36,46: 37,04:

See notes to consolidated financial statements.
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Balance at January 1, 20

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 availak-for-sale

Net income

Balance at December 31, 2C

Repurchase of common sta

Exercise of stock optior

Issuance of stock under Employee Stock
Purchase Pla

Exercise of common stock warral

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 availak-for-sale

Net income

Balance at December 31, 2C

Repurchase of common sta

Exercise of stock optior

Issuance of stock under Employee Stock
Purchase Pla

Issuance of stock awar

Exercise of common stock warral

Stocl-based compensation expel

Tax benefit from exercise of stock optic

Declaration of dividend

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

PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY AND COMPREHENSIVE INCOME

(in thousands)

Common Stock

Accumulated

Additional Other Stock-
Number Paid-In Stock Retained Comprehensive holders’ Comprehensive
of Shares  Amount Capital Warrant Earnings Income Equity Income
35,21 $ 352 $117,39: $ 374 $34,48: $ 1,32C $153,92:
72€ 7 2,88¢ — — — 2,89(
103 1 65¢ — — — 65¢
33 1 162 (169) — — —
— — — 38 — — 38
— — 1,05¢ — — — 1,05¢
- - - - - 87 87 $ 87
— — — — — (433) (433) (433)
— — — — — 172 172 172
— — — — 8,211 — 8,211 8,211
36,07 361 122,15: 24¢ 42,69¢ 1,14¢ 166,600 $ 8,04(
(957) 9 (5867 — — (5,876)
34z 3 1,47 — — — 1,48(
76 1 36¢ — — — 36¢
28— 14z (142 — — _
— — 69¢€ — — — 69¢€
— — — = — (430) 430 $ (430
— — — — — (586) (586) (586)
— — — — — 23C 23C 23C
— — — — 5,192 — 5,192 5,192
35,566 $ 356 $118,96¢ $ 107 $47,88¢ $ 363 $167,68. $ 4,40¢
(962) (100 (6,808  — — — (6,819
64C 6 3,49( — — — 3,49¢
25 1 20z — — — 204
37 — 274 — — — 274
3 — 13 (13) — — —
— — 1,19¢ — — — 1,194
— — 694 — — — 694
— — — — (3,181) — (3,18))
— — — — — 492 492 492
_ — — — — 462 462 462
_ _ — — — (182) (182) (182)
— — — — 1,842 — 1,84: $ 1,84:
35,30¢ $ 355 $118,022 $ 94 $4654¢ $ 1,13t $166,15¢ $ 2,614

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
Issuance of common stock warra
Depreciation and amortizatic
Stocl-based compensation expel
Losses on disposal of equipm
Change in operating assets and liabilit
Trade accounts receivable and license installrr
Other current asse
Accounts payable and accrued expel
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 and improvem:
Cash flows from investing activitie
Cash flows from financing activitie
Payments under capital lease obliga
Exercise of stock optior
Tax benefit from vested stock optic
Proceeds from sale of stock under Employee Stockhage Plal
Dividend payments to sharehold
Repurchase of commons stc
Cash flows from financing activitie
Effect of exchange rate on cash and cash equi
Net increase (decrease) in cash and cash equis
Cash and cash equivalents, beginning of
Cash and cash equivalents, end of \

Supplemental disclosures of cash flow informat
Cash paid during the year fc
Interest expens
Income taxe:
Non-cash financing activity
Equipment acquired under capital le
Dividends payabli

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

2006 2005 2004
$ 1,842 $ 5190 $ 8,211
(442) 69€ 1,05¢
(1,656) (980) 1,02¢
— — 38
2,28¢ 1,72t 1,417
1,46¢ — —
4 17 —
13,65¢ 7,27¢ (299)
(1,179 (2,866) 6,057
6,37¢ 1,90( 21F
(3,467  11,97¢ (10,944
954 36 77€
19,84« 25,29¢ 7,551
(94,017 (44,427  (163,77)
85,67 12,00( 16,85(
— 14,47 89,75:
(2,43 (2,236) (1,109
(10,77) (20,189 (58,28Y)
(103) (98) (39)
3,49¢ 1,48( 2,89(
442 — —
204 36¢ 65¢
(2,127) — —
(6,819) (5,877 —
(4,907) (4,126) 3,51(
522 (572) 13¢
4,69¢ 40¢ (47,089
21,31 20,90 67,98¢
$26,00 $2131c $ 20,90
$ 23 $ 81 % 14
$ 1337 $ 507 $ 1,2
$ — $ — $ 30z
$ 1,06¢ $ — % —
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SIGNIFICANT ACCOUNTING POLICIES
(a) Business

The Company develops, markets, licenses and suggaittvare to automate complex, changing businessepses. The Company provides
implementation, consulting, training, and technmgbport services to facilitate the use of its\gafe.

(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 assumptiondfeztttae reported amounts of assets and liatsliied disclosure of contingent assets
liabilities at the date of the financial statemeamsl the reported amounts of revenues and expdnseg the periods presented. Actual results
could differ from those estimates. Significant agus with reported amounts based on estimatesdadhade and installment accounts
receivable, deferred income taxes, deferred reyeameshare based compensation.

(c) Principles of consolidation

The consolidated financial statements include to®ants of Pegasystems Inc. and its wholly ownddigiaries, Pegasystems Limited (a
United Kingdom company), Pegasystems Company (adian company), Pegasystems Worldwide Inc. (a dr8tates corporation),
Pegasystems Pty Ltd. (an Australian company), Bstgass Investment Inc. (a United States corporpaod Pegasystems Private Ltd (a
Singapore company). All inter-company accountstaaasactions have been eliminated in consolidation.

(d) Foreign currency translation

The translation of assets and liabilities of thenpany’s foreign subsidiaries is made at period@xahange rates, while revenue and expense
accounts are translated at the average excharegedating the period transactions occurred. Thdtreg translation adjustments are reflec

in accumulated other comprehensive income. Realineldunrealized exchange gains or losses fromactings and adjustments are reflected
in other income (expense), net, in the accompangimgolidated statements of income.

(e) Revenue recognition

The Company’s revenue is derived from two primamyrses: software license fees and service feesCbhepany’s license arrangements,
whether involving a perpetual license or a terrarige, generally contain multiple elements. In gmldito the license, these elements gene
include professional consulting services, trairang software maintenance services.

Software License Revenues
The Company licenses software under non-canceligblese agreements.

Perpetual software license fees are recognizeevanue when the software is delivered, any acceptaquired by contract is obtained, no
significant obligations or contingencies exist tethto the software, other than maintenance supaodtall other revenue recognition criteria
are met.

Term software license fees are generally payable monthly basis under license agreements thataipihave a three to five-year term and
may be renewed for additional terms at the custtaogtion.

The Company has a history of successfully collgciayments under the Company’s term license armagss, which have extended
payment terms spread over the term of the licefiserefore, in a decreasing number of term liceigseaanents, the Company recognizes the
present value of future term license payments wo@tomer acceptance, provided that no significahigations or contingencies exist related
to the software, other than maintenance suppodtpaovided all other criteria for revenue recognithave been met. A portion of the license
fees payable under each term license agreemerdl(gihe difference between the total license payand the discounted present value of
those payments) is initially deferred and recoghias installment receivable interest income (ambigpart of total revenue) over the license
term. For purposes of the present value calculgtithre discount rates used are estimates of custbb@rowing rates at the time of
recognition, typically below prime rate, and hawgigd between 3.25% and 6.9% for the past few y@ara result, revenue that the Comp
recognizes relative to new license arrangementsi®type would be impacted by changes in markerdst rates.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Conti nued)

Increasingly, the Company’s term license agreemuaais contract provisions that require the licelesenue to be recognized over the term
of the agreement as payments become due, or ratabhthe term of the license when payments areenraddvance.

The Companys agreements with customers generally require trepgany to indemnify the customer against claimsiteaoftware infringe
third party patent, copyright, trademark or otheppietary rights. Such indemnification obligaticar® generally limited in a variety of
industry-standard respects, including the Comparnight to replace an infringing product. As of Deteer 31, 2006, the Company has not
experienced any material losses related to theksrinification obligations and no claims with reggéereto were outstanding. The Comp
does not expect significant claims related to thedemnification obligations, and consequently, @wnpany has not established any related
reserves.

Services Revenues

The Companys services revenue comprises fees for softwareter@nce, training and consulting services includiofjware implementatio
Consulting services may be provided on a “standefltasis or bundled with license and software teai@nce services.

Software maintenance revenue is recognized oveetheof the related maintenance agreement, whichdst cases is one year. Revenue
from training services and consulting services utidee and materials contracts is recognized ascas are performed. The Company has
vendor specific objective evidence of fair value $oftware maintenance, training services, andulting services under time and materials
contracts.

Services may be provided on a fixed-price basie. Chmpany does not have vendor specific objectiigeace of fair value for fixed-price
services prior to completion of the services. Wfigad-price services are part of a multiple elemamangement, and the services are not
essential to the functionality of the other elersesftthe arrangement and when services are theundglivered element, the Company
recognizes the revenue from the total arrangenagalbly over the longer of the software maintengea@d or the service period. In a limited
number of the Company’s arrangements, the fixeckservices are essential to the arrangement etdai€ompany makes significant
alterations to the functionality of the softwareboiilds complex interfaces necessary for the so#va be functional in the customer’s
environment. The Company has not been able to megsonably dependable estimates for the purpodetefmining the progress to
completion, as the Company has limited experienite these types of complex arrangements. Accorgiradl revenue and costs are deferred
until the completion of the fixed-price servicegv@nue from fixed-price services that are not beaaith a software license is generally
recognized as performed during the service pevidiich is typically less than four months.

The Company warrants that its software productsasihform to documented specifications. The Compsesy not experienced significant
claims related to software warranties beyond tlopsof maintenance support which the Company éaéir obligated to provide, and
consequently the Company has not established essérwwarranty obligations.

(f) Cash and short-term investments

(in thousands) December 31, 2006
Unrealized Unrealized
Amortized
Cost Gains Losses Fair Value
Cash:
Cash $ 10,87« $ — $ — $ 10,87«
Commercial pape 9,99¢ — (4) 9,992
Money market mutual func 5,14: — — 5,142
Cash 26,017 — (4) 26,00¢
Shor-term investments
Government sponsored enterpri 69,34¢ — (459) 68,88¢
Corporate bond 32,967 — (103 32,86¢
Shor-term investment 102,31. — (562) 101,75(
Cash and shc-term investment $128,32: $ — $ (56€) $127,75¢
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Conti nued)

(in thousands) December 31, 2005
Unrealized Unrealized
Amortized
Cost Gains Losses Fair Value
Cash:
Cash $ 849%€ $ — $ — $ 8,49¢
Certificates of depos 10,97¢ — 3 10,97¢
Money market mutual func 1,84: — — 1,84z
Cash 21,317 — ©) 21,31
Shor-term investments
Government sponsored enterpri 75,31t — (882) 74,43
Corporate bond 16,127 — (121 16,00¢
Municipal bonds 3,00¢ — (22 2,982
Shor-term investment 94,44¢ — (1,025 93,42
Cash and shc-term investment $115,76: $ — $ (1,028  $114,73!

The Company considers debt securities with magsritif three months or less, when purchased, tadfeequivalents. Purchases and sales of
securities are recorded on a trade-date basisesttis recorded when earned. All of the Compamysestments are classified as available-for-
sale and are carried at fair value with unrealigaiths and losses recorded as a component of acatedwther comprehensive income. The
Company determines the appropriate classificatfats anvestments in debt securities at the timgufchase and re-evaluates such
determination at each balance sheet date. Theeb®an no reclassifications between availabledte-and held-to-maturity investment
categories. The Company'’s investments in governsgonsored enterprises include debt securitiesihgtnot be backed by the full faith
and credit of the U.S. Government. As of Decemlder2B06, remaining maturities of marketable debtigges ranged from January 2007 to
May 2009. As of December 31, 2005, remaining maagriof marketable debt securities ranged from d@gn2006 to May 2008. Proceeds
from available-for-sale securities that matureevere called during 2006 were $85.7 million withrags realized loss of $164,000 and no
gross realized gains. Specific identification af thdividual securities was used to determine #ssbon which the gain or loss was
calculated.

In November 2005, the Financial Accounting Standd@dard (FASB) issued FASB Staff Position (“FSPAS-115-1 and FAS 124-1,The
Meaning of Othe-Than-Temporary Impairment and Its Application tertain Investment§(“FSP 115-1"), which provides guidance on
determining when investments in certain debt andtggecurities are considered impaired, whethat ithpairment is other-than-temporary,
and on measuring such impairment loss. FSP 115eliatludes accounting considerations subsequehetaecognition of an other-than-
temporary impairment and requires certain disclesabout unrealized losses that have not beenmnizeagas other-than-temporary
impairments. FSP 115-1 is required to be appliegporting periods beginning after December 15520e Company has applied FSP 115-
1 as of December 31, 2005.

The following table shows the gross unrealizeddesnd fair value of the Company’s investmentsh witrealized losses that are not deemed
to be other-than-temporarily impaired, aggregatetiestment category and length of time that ifdiial securities have been in a
continuous unrealized loss position at DecembeRGQ6.

(in thousands) Less than 12 months 12 months or greater Total

Unrealized Unrealized Unrealized
Fair Fair Fair

Description of Securities Value Losses Value Losses Value Losses

Commercial pape $999: $ (4) — — % 999 $ 4)

Government sponsored enterpri 31,14 (A72) $37,74: $ (287) 68,88¢ (459

Corporate bond 32,86¢ (103%) — — 32,86¢ (109

Totals $73,99¢ $ (279 $37,74: $ (287) $111,74: $ (566
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The unrealized losses on the Company'’s investniemmsmmercial paper, government sponsored entegreorporate bonds and municipal

bonds were caused by interest rate increases. Betla® Company has the ability and intent to Hoddé investments until a recovery of fair
value, which may be maturity, the Company doesnaosider those investments to be other-than-temipoimmpaired at December 31, 2006.

(9) Trade accounts receivable

Trade accounts receivable balances, which conisislied and unbilled amounts, were $32.0 milliamde$27.0 million at December 31, 2006
and 2005, respectively. The billed component oftthial accounts receivable balance at Decembe2@i6 was $28.8 million compared to
$25.3 million at December 31, 2005. Trade accotetsivable includes $2.5 million and $1.5 milliarDeecember 31, 2006 and 2005,
respectively, for services earned under time angmnaharrangements that had not been invoiceldeaéhd of the period.

(h) Other current assets
Other currents assets consist of the following:

December 31 December 31
(in thousands) 2006 2005
Deferred tax asse $ 2,962 $ —
Deferred cost of service 1,59: 2,79¢
Interest receivable 1,77¢ 632
Income tax receivabl 1,331 29¢€
Prepaid expenst 842 35C
Reimbursable expense receiva 34¢ 562
Sales tax receivab 212 111
Balance at the end of peri $ 9,06t $ 4,752

(i) Concentration of credit risk

Financial instruments that potentially subject @@mmpany to a concentration of credit risk consisthmrt-term cash investments, trade
accounts receivable and license installments rab&sv The Company records long-term license imataits in accordance with its revenue
recognition policy, which results in long-term ialtnent receivables from customers (due in perad®eding one year from the reporting
date, primarily from large organizations with stgacredit ratings). The Company grants credit tdamgrs who are located throughout the
world. The Company performs credit evaluationsustomers and generally does not request colldaral customers. Future installments
due under term licenses as of December 31, 2006 agfollows:

(in thousands) License

Year ended December 31, installments
2007 $ 21,787
2008 10,62:
2009 3,41¢
2010 2,707%
2011 2,14¢
2012 and thereaftt 1,24:
41,92

Deferred license interest incor (2,679
Total license installments receivable, $ 39,24¢

() Equipment and improvements

Equipment and improvements are recorded at cogtiddmtion and amortization are computed usingstraght-line method over the
estimated useful lives of the assets, which amsetlyears for equipment, including software, and figars for furniture and fixtures. Leasel
improvements are amortized over the lesser ofith@1 the lease or the useful life of the assefp&rs and maintenance costs are expensed &
incurred.
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(k) Impairment of long-lived assets

The Company evaluates its long-lived assets foaimpent whenever events or changes in circumstandasate that the carrying amount of
such assets may not be recoverable. Impairmemnisrglly assessed by comparison of undiscountddficags expected to be generated by
an asset to its carrying value, with the exceptiat goodwill impairment is assessed by use ofrasédue model. If such assets are consid
to be impaired, the impairment to be recognizedésasured by the amount by which the carrying amotitite asset exceeds its fair value.
There were no impairments in 2006, 2005, and 2004.

() Research and development and software costs

Research and development costs, other than cedtimare related costs, are expensed as incurggatalization of computer software
developed for resale is accounted for in accordantteFASB Statement No. 88\ccounting for the Costs of Computer Software t&Ble,
Leased, or Otherwise MarketeAccordingly, capitalization of software costs begupon the establishment of technical feasibitignerally
demonstrated by a working model or an operativsigarof the computer software product. Such cost® mot been material to date and,
result, no internal costs were capitalized duri@& 2005, and 2004. Amortization of capitalizetthgare is included in the cost of software
license. No amortization expense for internallyeleped capitalized software costs was chargeddbafcsoftware license during 2006, 20
and 2004.
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(m) Earnings per share

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

(in thousands, except per share data) Years Ended December 31,
2006 2005 2004
Basic
Net income $184: $519: $ 8,211
Weighted average common shares outstan 35,22¢ 35,77 35,69!
Earnings per share, ba: $ 00t $ 01t $ 0.2¢
Diluted
Net income $1,84: $5192 §$ 8,211
Weighted average common shares outstan 35,22¢ 35,77 35,69!
Effect of assumed exercise of stock options andama 1,90¢ 68€ 1,352
Weighted average common shares outstanding, asgiirion 37,13 36,46: 37,04:
Earnings per share, diluts $ 00t $ 014 $ 0.2z
Outstanding options excluded as impact would be-dilutive 2,971 5,72 1,69¢

(n) Segment reporting

The Company currently operates in one operatingneat)— rules based business process managem@&mrMyrsoftware. The Company
derives substantially all of its operating revefraen the sale and support of one group of simitadpcts and services. Substantially all of
Company’s assets are located within the UnitedeStathe Company derived its operating revenue fraollowing geographic areas (sales
outside the United States are principally througboet from the United States) for the years endeddinber 31.:

($ in thousands) 2006 2005 2004

United State: $ 79,90 63% $66,45¢ 66% $ 72,68¢ 70%
United Kingdom 19,74: 16% 18,16 18% 11,93( 12%
Europe, othe 11,60¢ 9% 10,73: 11% 13,13 13%
Other 14,770 12% 4851 5% 554C 5%

$126,02. 10(% $100,20¢ 10(% $103,29: 10(%

In 2006 and 2005, no customer accounted for mane 19% of the Company’s total revenue. In 2004,arstomer accounted for
approximately 10% of the Company’s total revenueDAcember 31, 2006, two customers accounted fmoapnately 11% and 10% of
outstanding trade receivables, respectively, ardadher customer represented 12% of long and stwrtlicense installments. At

December 31, 2005, one customer accounted for aippately 19% of outstanding trade receivables am&l @her customer represented 13%
of long and short-term license installments. At Eraber 31, 2004, two customers represented 19% 2#dot outstanding trade accounts
receivable, respectively. All of the aformentiorestomers were different in 2006, 2005 and 2004dt@ revenue, outstanding trade
receivables and long and short-term license imstaits.

(o) Share-Based Compensation

In December 2004, the Financial Accounting Stansl&uolard (FASB) issued Statement of Financial ActiogrStandards No. 123RShare-
Based Payme” (SFAS 123R). This Statement is a revision of SFAS N3,“Accounting for Stock-Based Compensatiq®FAS 123), and
supersedes Accounting Principles Board Opinion2¥g*Accounting for Stock Issued to Employe€&PB 25), and its related
implementation guidance. SFAS 123R establishesumtiom for equity instruments exchanged for empéogervices.

Under the provisions of SFAS 123R, share-based eosgiion is measured at the grant date, basedthedair value of the award, and is
recognized as an expense over the employee’s reqsisvice period (generally the vesting periothef equity grant). The majority of the
Company’s share-based compensation arrangementsvwezseither a four or five year vesting schedule.
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Paragraph 81 of FASB Statement 123R provides thiah& purposes of calculating the pool of excazdenefits (“APIC pool”), the
Company should include the net excess tax benbfitsvould have qualified had the Company adop#&8B-123R from inception. The
FASB issued FSP 123(R)-3, which provides an alter@aransition method to calculate beginning pafokéxcess tax benefits. The Company
elected to adopt the alternative transition metfiskort cut method”) in calculating their historig®PIC pool of windfall tax benefits in
regards to its stock based compensation.

Prior to January 1, 2006, the Company accountedifare-based compensation to employees in accadéticAPB 25 and related
interpretations. The Company also followed theldmare requirements of SFAS 123 as amended by SB&SAccounting for Stock-Based
Compensation — Transition and Disclosure”.

Effective January 1, 2006, the Company adoptegtbeisions of SFAS 123R using the modified prospecapproach, and, accordingly,
prior period amounts have not been restated. Uthieapproach, the Company is required to recondpemsation cost for all share-based
payments granted after the date of adoption basékeogrant date fair value, estimated in accoreavith the provisions of SFAS 123R, and
for the unvested portion of all share-based paympreaviously granted that remain outstanding baseithe grant date fair value, estimated in
accordance with the original provisions of SFAS.ITR3 Company expenses its share-based compensatien the ratable method, which
treats each vesting tranche as if it were an iddiai grant.

The Company periodically grants stock options féixed number of shares of common stock to its eygés, directors and non-employee
contractors, with an exercise price greater thaegoial to the fair market value of the Companygwn stock at the date of the grant. In
June 2006, the Company granted unrestricted constoch to members of its Board of Directors (othnart Alan Trefler, the Company’s
Chairman and Chief Executive Officer) in lieu oétAnnual stock option grant historically made. Toenpany recorded $274 thousand of
compensation expense for this award. During 208 ompany recorded $1.2 million of compensatigrease for employee options. At
December 31, 2006, the Company had five stock-besegbensation plans, which are described more bdlgw. The following table
presents the share-based compensation expensddddiuthe Company’s consolidated statement ofatjoers.

Year ended

(in thousands, except per share amounts) December 31, 20C
Stocl-based compensation expen

Cost of service $ 28¢€

Research and developmt 13t

Selling and marketin 52C

General and administrati 527
Total stocl-based compensation before 1,46¢
Income tax benef (520
Net shar-based compensation expel $ 94¢
Effect on earnings (loss) per she

Basic $ (0.09)

Diluted $ (0.09)

Prior to the adoption of SFAS 123R, the Companggméed all tax benefits resulting from the exeroisstock options as operating cash
flows in its consolidated statements of cash flOBBISAS 123R requires the cash flows resulting frbentax benefits resulting from tax
deductions in excess of compensation cost recogfiehe options (“excess tax benefitgd)be classified as financing cash flows. There
approximately $442,000 of excess tax benefit di@ssas a financing cash inflow that would haverbelassified as an operating cash inflow
for the year ended December 31, 2006, if the Compad not adopted SFAS 123R.

The Company estimates the fair value of stock ogtigsing a Black-Scholes valuation model. Key ispugted to estimate the fair value of
stock options include the exercise price of therdwide expected post-vesting option life, the expe volatility of our stock over the optian’
expected term, the risk-free interest rate oveofhteon’s expected term, and the Company’s expeatedial dividend yield. Estimates of fair
value are not intended to predict actual futurenesser the value ultimately realized by persons wdueive equity awards.
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The weighted-average assumptions used in the BBatloles option pricing model are as follows:

Year ended Year ended
December 31, 200 December 31, 20C
Expected volatility® 75% 70%
Expected post-vesting option lif& 3.6 year 2.5 year
Interest rate (risk freéy 4.81% 4.271%
Expected annual dividend yieltd .97% None

1)
(2)

(3)
(4)

The expected volatility for each grant is detiered based on the average of historical weeklyepthanges of the Company’s common
stock over a period of time which approximatesdkpected option tern

The expected post-vesting option life for egdmt is determined based on the historical exeloehavior of employees and possting
employment termination behavic

The risl-free interest rate for the expected term of thekstption is based on the U.S. Treasury yield cimeffect at the time of grar

The expected annual dividend yield as showthénchart above is based on the weighted averate afividend yield assumption used
for options granted during the period. As the Conyplaas not granted dividends prior to the year didlecember 31, 2006, options
granted prior to the initial dividend of declaratiovere valued using a dividend yield of zero. Opgigranted after the initial dividend
were valued using a dividend yield of 1.64%. Thpested annual dividend yield was calculated basetth® expected dividend of $0.
per share, per year ($0.03 per share, per quartes ¥ quarters) divided by the average stock p

Through December 31, 2005, the Company accountestdok-based compensation plans in accordancetimgtprovisions of APB 25, as
permitted by SFAS No. 123, and, accordingly, ditinecognize compensation expense for the issudnmgtions to employees and non-
employee directors with an exercise price equal tgreater than the market price at the date oftgkéad the fair value based method as
prescribed by SFAS 123 been applied to the Compgdinancial statements, the effect on net inconteesrnings per share would have been

as follows:
Year ended Year ended
(in thousands, except per share amounts) December 31, 20C December 31, 20C
Net income $ 5,197 $ 8,211
Add: Stock based compensation expense for stoétrgpincluded in reported net
income, net of income tax — —
less: Total stock based compensation expensedck sptions determined under fair
value method, net of income tax (8,06%) (3,196
Net income (loss), p-forma $ (2,879 $ 5,01¢
Earnings (loss) per shai
Basic—as reportel $ 0.1t $ 0.2
Basi——pro forma $ (0.0¢) $ 0.14
Diluted—as reportet $ 0.1¢ $ 0.2z
Diluted—pro forma $ (0.0¢) $ 0.14
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Shares reserve

As of December 31, 2006, 4.1 million shares wesemged for future issuance under the Company’'kgitans, consisting of 0.2 million
shares for the Director Plan, 3.4 million shareglie 2004 Plan and 0.5 million shares for the 2Btk Purchase Plan. There were no st
remaining in the 1994 Plan and the 1996 Stock Ragelrlan.

The following table presents the combined stockompactivity for the 1994 Plan, the 2004 Plan amel Director Plan for the year ended

December 31, 2006:

Weighted-
Weighted Average Aggregate
Average Exercise Pric Remaining Intrinsic
Shares Contractual Value

(in thousands per share Term (in years) (in thousands’
Outstanding at January 1, 20 8,44( $ 7.6
Granted 2,22¢ 7.5C
Exercisec (728) 3.9¢
Cancellec (681 10.4:
Outstanding at December 31, 2( 9,25¢ 7.7C
Granted 1,68: 8.04
Exercisec (342 4.3¢
Cancellec (867) 7.91
Outstanding at December 31, 2( 9,72¢ 7.8¢€ 6.0z
Granted 49C 8.11
Exercisec (640 5.4¢
Cancellec (1,149 8.7C
Outstanding at December 31, 2( 8,43¢ $ 7.94 5.6: $ 24,65¢
Ending vested and expected to \ 8,18¢ $ 7.9¢ 5.5¢% $ 23,97
Ending exercisabl 7,50( $ 8.1C 5.2¢ $ 21,56¢

The aggregate intrinsic value in the precedingetabpresents the total pre-tax intrinsic valuegdam the closing price of the Company’s
stock of $9.87 on December 31, 2006, which wouléehzeen received by the option holders had albeptiolders exercised their options as
of that date. The total number of in-the-money amtiexercisable as of December 31, 2006 was $@i6rmi

The following table presents weighted average paite contract life information about significantiop groups outstanding and exercisable
at December 31, 2006:

Options Outstanding

Options Exercisable

Weighted Weighted Weighted Weighted
Average Average
Remaining Average Remaining Average
Number of Contractual Exercise Aggregate Number of Contractual Exercise Aggregate
Range of Shares Price per Intrinsic shares Price per Intrinsic
Exercise Outstanding Term Value Exercisable Term Value
Prices (in thousands’ (in years) share (in thousands’ (in thousands’ (in years) share (in thousands’
$ 2.3¢-4.38 2,13¢ 4.67 $ 4.1z 1,902 4.4¢€ $ 4.1z
4.4¢7.75 3,01¢ 5.51 7.0¢ 2,66¢ 5.1C 7.1%
7.7¢8.67 2,201 7.52 8.3¢ 1,94 7.2€ 8.4:
8.7:-25.75 1,07 4.03 17.0¢ 99( 3.51 17.6¢
Total 8,43¢ 5.6 7.94 $ 24,65¢ 7,50( 5.2¢ 8.1C $ 21,56¢

As of December 31, 2006, unrecognized compensatipense related to the unvested portion of the @owip employee stock options was
approximately $1.5 million and is expected to beogmized over a weighted-average period of appratein 1.7 years.

Cash received from option exercises under all shased payment arrangements for the year endedribece31, 2006 was $3.5 million. The
actual tax benefit for the tax deductions from optexercises for year ended December 31, 200&tb%i.4 million.

During the second quarter of 2006, 37,905 unrdsttishares of the Company’s common stock were gniantmembers of its Board of
Directors under the 2004 Long Term Incentive Phsthis award was unrestricted, no awards remaiested as of December 31, 2006. The
weighted average grant date value per share @tlaeds was $7.25.

(p) Fair value of financial instruments
The principal financial instruments held consista$h equivalents, investments, accounts receieafaleccounts payable, capital le



obligations, and license installment receivablésirag from license transactions. The carrying valakcash equivalents, investments,
accounts receivable and accounts payable approxitheir fair value due to the relatively short-terature of the accounts. The fair value of
license installment receivables approximates cagryialue at December 31, 2006 and 2005.
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(a) Acquired technology and goodwill

Intangible assets are recorded at cost and prilhciggresent technology acquired in business caatimns or from third parties.
Amortization is provided on a straight-line basigiothe assets’ estimated useful lives. As of Ddmm31, 2006 and 2005, intangible assets
consisted of $1.4 million of technology acquirediibusiness combination with a net carrying vafueeoo and $29,000, respectively, and
accumulated amortization of $1.4 million and $1 #liam, respectively. Amortization expense for tlisquired technology was $29,000, $0.4
million, and $0.4 million for the years ended Detem31, 2006, 2005 and 2004, respectively.

Gooduwill represents the residual purchase price jpaa business combination after all identifiededs have been recorded. Goodwill is not
amortized, but is tested annually for impairmentbynparing estimated fair value to its carryingnealDuring the first quarter of 2003, the
Company made a claim against 155,760 common shaeserow from the acquisition of 1mind Corporat{@mind). In April 2003, the
shares were returned, retired and cancelled. €Bidted in a $0.9 million reduction of goodwill aadditional paid in capital.

The Company performed the annual impairment teftérfourth quarters of 2006 and 2005 and detemintinat goodwill was not impaired.

(r) Deferred taxes

Deferred taxes are provided for differences intthges of the Company’s assets and liabilities doktand tax purposes and loss carry
forwards based on tax rates expected to be intaffieen these items reverse, and credit carry faisidvaluation allowances are provided to
the extent it is more likely than not that sometiporof the deferred tax assets will not be realjzm will be charged to asset or equity
accounts when realized.

(s) Other recent pronouncements

In June 2006, the FASB issued Interpretation No(“BBN 48”), “Accounting for Uncertainty in Incom€&axes — an interpretation of FASB
Statement No. 109", which clarifies the accounfimguncertainty in income tax positions. FIN 48uggs a company to recognize in its
financial statements the impact of a tax positibthat position is more likely than not of beingssained upon examination by the appropriate
taxing authority, based on the technical meritthefposition. FIN 48 also provides guidance on clagaition, classification, interest and
penalties, accounting in interim periods, disclesand transition. FIN 48 is effective for fiscabys beginning after December 15, 2006. The
Company is currently evaluating the effect FIN 48 have on its consolidated financial position aegults of operations.

In September 2006, the FASB issued SFAS 157, ‘Walme Measurements.” SFAS 157 defines fair vals&ldishes a framework for
measuring fair value in generally accepted accagrrinciples (GAAP) and expands disclosures afmuvalue measurements. SFAS 15
effective for fiscal years beginning after Novemb8r 2007 and interim periods within those fisagdigs. The Company is currently evalua
the effect SFAS 157 will have on its consolidatieéufcial position and results of operations.

In September 2006, the Securities and Exchange @ssion issued Staff Accounting Bulletin (“SAB”) 1@é&ich provides interpretations
regarding the process of quantifying prior yeaafiocial statement misstatements for the purposasydteriality assessment. SAB 108
provides guidance that the following two method@dsgshould be used to quantify prior year inconagestent misstatements: (i) the error is
quantified as the amount by which the current gkimzome statement is misstated and (ii) the esrquantified as the cumulative amount by
which the current year balance sheet is misst&a8. 108 concludes that a company should evaluatghen a misstatement is material us
both of these methodologies. The interpretaticeffisctive for evaluations made on or after Noveniier2006. The adoption of SAB 108 \
not have a material effect on the Company.

In February 2007, the FASB issued SFAS 159, “The Value Option for Financial Assets and Finantialbilities, including an amendment
of SFAS 115,” which permits companies to chooseéasure many financial instruments and certainrdtiwas at fair value. SFAS 159 is
effective for fiscal years beginning after Novemy 2007 and interim periods within those fisa@dss. The Company is currently evalua
the effect SFAS 159 will have on its consolidatieémcial position and results of operations.
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2. VALUATION AND QUALIFYING ACCOUNTS

The Company maintains allowances for bad debtsdbaisdactors such as the composition of accoumtsivable, historical bad debt
experience, and current economic trends. Thesaa&tsts are adjusted periodically to reflect chamgéacts and circumstances. The
Company'’s allowance for doubtful accounts was $0illon at December 31, 2006, 2005 and 2004. Tlieviang reflects the activity of the
allowance for doubtful accounts for each of threarg ended December 31.:

($ in thousands) 2006 2005 2004
Balance at beginning of ye $365 $36E  $36E
Provision for doubtful accoun — — —
Write-offs — — —
Balance at end of peric $36E $36E $36E

The Company records allowances for estimates @mpial sales credit memos when the related revismezorded and review those
allowances periodically. The Company based thetimates on historical analyses of credit memo dataent economic trends, assumptions
about future events and its experience with custahisputes. The Company’s allowance for credit memas $1.2 million at December
2006, $0.5 million at December 31, 2005 and $0l6aniat December 31, 2004. During the first quagE2005, we refined our estimate of
allowances for sales credit memos, which resutieghiincrease in services revenue of $0.3 millidre following reflects the activity of the
allowance for credit memos for each of three yeaded December 31, 2006:

($ in thousands) 2006 2005 2004

Balance at beginning of ye $ 47C $64z  $8IE
Provision for credit memc 2,37t 37¢ 224
Credit memos issue (1,607) (550 (397)
Balance at end of peric $1,23t  $47C $64z

3. EQUIPMENT AND IMPROVEMENTS AND COMPUTER SOFTWARE FOR INTERNAL USE
(a) Equipment and improvements

Equipment and improvements are recorded at cogtid@imtion and amortization are computed usingstraght-line method over the
estimated useful lives of the assets, which aregdly three years for equipment and five yearsdaniture and fixtures. Leasehold
improvements are amortized over the lesser ofih®1 the lease or the useful life of the assefp&rs and maintenance costs are expensed ¢
incurred. Equipment and improvements, accumulagguietiation and intangible assets as of Decemhe2(®Ib have been reclassified to
conform to the current presentation. The cost aedmaulated depreciation of equipment and improveseonsisted of the following:

December 31 December 31

(in thousands) 2006 2005
Computer equipmet $ 4,24 $ 3,66¢
Furniture and fixture 2,19¢ 2,00¢
Leasehold improvemen 2,77¢ 2,05:
Equipment under capital leas 594 594
9,811 8,32(
Less: accumulated depreciation and amortize (7,35¢) (6,379
Equipment and improvements, net of accumulatedeségoion $ 245 $ 1,94

Depreciation expense was approximately $1.3 millgh7 million and $0.8 million for the years end2ecember 31, 2006, 2005 and 2004.

During the years ended December 31, 2006, 2002604 the Company recorded disposals of approxim&@&é million, $0.7 million and
$6.9 million, respectively, of computer equipmduntniture and fixtures and leasehold improvemeNesarly all of the assets written off
during 2006, 2005 and 2004 were fully depreciatesiilting in immaterial losses on disposal.
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(b) Computer software for internal use

The Company capitalized and amortized costs agsedcieith computer software developed or purchasethfernal use in accordance with
AICPA Statement of Position 98-1Accounting for the Costs of Computer Software Deped or Obtained for Internal UsgSOP 98-1)

The Company amortized capitalized software costeigdly over three years commencing on the datsdftevare is placed into service.
During 2006 and 2005, the Company capitalized dos#&ding $0.4 million and $0.3 million for computsoftware developed for internal use,
respectively. The amortization expense was appratdly $0.2 million for the year ended DecemberZN6. The capitalized costs of $0.3
million in 2005 related to computer software depeld for internal use that was placed into sennc2006. The cost and accumulated
amortization of computer software for internal gsasisted of the following:

December 31 December 31
(in thousands) 2006 2005
Computer software purchas $ 2,441 $ 2,57t
Computer software developed for internal 721 —
Computer software developed for internal use, ebipjaced in servic — 317
3,16z 2,892
Less: accumulated depreciation and amortize (2,109 (2,04
Computer software for internal use, net of accutedl@amortizatior $ 1,05¢ $ 84t

Amortization expense was approximately $0.4 milli$8.3 million and none for the years ended Decer@be2006, 2005 and 2004.

During the years ended December 31, 2006, 2002604 the Company recorded disposals of approxim&té million, none and $0.4
million, respectively, of purchased software. Neaill of the assets written off during 2006, 2006 2004 were fully depreciated, resulting
immaterial losses on disposal.

4. STOCKHOLDERS' EQUITY
(a) Preferred stock

The Company has authorized 1,000,000 shares afrpeeffstock, which may be issued from time to timene or more series. The Board of
Directors has the authority to issue the shargseferred stock in one or more series, to estaliismumber of shares to be included in each
series and to fix the designation, powers, prefersrand rights of the shares of each series argltiddications, limitations or restrictions
thereof, without any further vote or action by #teckholders. The issuance of preferred stock cdetllease the amount of earnings and
assets available for distribution to holders of owon stock, and may have the effect of delayingewiefy or defeating a change in control of
the Company. The Company had not issued any sbapesferred stock through December 31, 2006.

(b) Common stock
The Company has 70,000,000 authorized shares ahoonstock, $.01 par value per share, of which 353 shares were issued and
outstanding at December 31, 2006.

At the end of 2004, the Company’s Board of Diregtanthorized the repurchase of up to $10 millioitsobutstanding common stock (the
“Initial Program™). During 2006, the Company repurchased 518,981 slfar&8.7 million under the initial program in operarket purchase
That authorization was completed during the secpradter of 2006.
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The following table sets forth information regamgliRegasystems repurchases of its common stocky thediitial Program, during the year

ended December 31, 2006.

Total Number
of Shares
Purchased as Pat
Average Price of Publicly
Total Number Announced Share
of Shares Paid per Repurchase
Period Purchased Share Program
January 200! — $ — —
February 200t — — —
March 200¢€ 41,99¢ $ 7.4z 999,10¢
April 2006 — — —
May 2006 224,09: $ 7.1¢ 1,223,19i
June 200¢ 252,89! $ 7.0¢ 1,476,09:
Total 518,98: $ 7.11

Approximate Dollar
Value Of Shares That
May Yet Be Purchased

Under The Initial
Program (in
thousands)

$ 4,122

4,12z
3,812
3,812
2,21(
Program Comple

On May 30, 2006, the Company announced that itsdBofDirectors approved a new $10 million stocguehase program beginning July
2006 and ending June 30, 2007 (the “New Prograbrifler the New Program, shares may be purchasegtimanounts as market conditic
warrant, subject to regulatory and other considamat Purchases under the New Program may be mamietime to time on the open market
or in privately negotiated transactions. During 0ie Company repurchased 443,439 shares fom§iidn under the New Program in op
market purchases. The New Program may be suspendistontinued at any time without prior notice.

The following table sets forth information regamgliRegasystems repurchases of its common stocky thedlew Program, during the year

ended December 31, 2006.

Total Number

of Shares Approximate Dollar
Purchased as Pai Value Of Shares That
of Publicly May Yet Be Purchases
Total Number Average Price Announced Share Under The New
of Shares Paid per Repurchase Program
Period Purchased Share Program (in thousands)
July 2006 221,54; $ 6.5% 221,54. $ 8,55
August 200¢ 141,50( 7.28 363,04. 7,52¢
September 200 80,39 8.17 443,43¢ 6,872
Total 443,43¢ $ 7.0t
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(c) 1994 Long-term incentive plan

In 1994, the Company adopted a 1994 Long-Term ltigeRlan (the “1994 Plan”) to provide employeasgctors and consultants with
opportunities to purchase stock through incentieeksoptions and non-qualified stock options. lditidn to options, participants under the
1994 Plan were eligible to receive stock appremmatights, restricted stock and long-term perforogaawards. The Compensation Committee
of the Board of Directors (“Compensation Commitjegdministers the 1994 Plan. Generally, the exengige of options granted under the
plan was equal to the fair market value of the uydr®y common stock on the date of grant. Optiorented under the 1994 Plan generally
vest over four years and expire no later than sarg/from the date of grant. As of December 31626fptions to purchase an aggregate o
million shares of common stock were outstandingenriide 1994 Plan. The Company does not intendst@iany additional options or make
any other awards under the 1994 Plan in the future.

(d) 1996 Non-employee director stock option plan

In 1996, the Company adopted a 1996 Non-EmployeecBir Stock Option Plan (the “Director Plan”), whiprovides for the grant to non-
employee Directors of the Company of options tachase shares of its common stock. Originally, tired@or Plan provided for the grant to
non-employee Directors on the date he or shelfesame a Director of an option to purchase 30,0@8es of common stock at a price equal
to the fair market value thereof on the date ofgrsuch options to vest in equal annual instalksener five years. In 1999, the Director P
was amended to provide for (i) the grant to nondegge Directors on the date he or she first becam@&ector of an option to purchase
30,000 shares of common stock at a price per gtpral to the fair market value thereof on the déigrant, such options to vest in equal
annual installments over three years and (ii) tla@gto each non-employee Director at the timénefregular meeting of the Board of
Directors following the annual meeting of stockhetsl (commencing in 2000), of a fully vested optiopurchase 10,000 shares of common
stock at a price per share equal to the fair maridete thereof on the date of grant. The Compems&bmmittee administers the Director
Plan. At December 31, 2006, there were outstanoliigns under the Director Plan to purchase aneagde of 220,000 shares. The Comg
does not intend to issue any options under thecRird°lan in the future.

(e) 1996 Employee stock purchase plan

In 1996, the Company adopted a 1996 Employee Racthase Plan (the “1996 Stock Purchase Plan”upatgo which its employees were
entitled to purchase up to an aggregate of 1.0aniBhares of common stock at a price equal to 8b8e fair market value of the Compasay’
common stock on either the commencement date opletion date for offerings under the plan, which@gdess. During 2005, the Compe
amended the 1996 Stock Purchase Plan to provitlefdh@ach offering period beginning on May 1, 2@ later, employees are entitled to
purchase shares of common stock at a price eq@&%oof the fair market value on the completioredaftthe offering period. As of
December 31, 2006, there had been fifteen offenimgier the plan and approximately 0.8 million skdrad been issued thereunder. The :
Stock Purchase Plan is tax qualified and as of bbéee 31, 2006 no compensation expense relatecatesissued under the plan had been
recognized for financial statement purposes. TH6ock Purchase Plan terminated on NovemberQg.20

(f) 2004 Long-term incentive plan

In 2004, the Company adopted a 2004 Long-Term tiaeRlan (the “2004 Plan”) to provide employees#mployee directors and
consultants with opportunities to purchase stootutgh incentive stock options and ngualified stock options. In addition to optiondgédle
participants under the 2004 Plan may be grantesk gtorchase rights and other stock-based awardsf Becember 31, 2006, a total of

7 million shares of common stock had been authdrizeder the 2004 Plan, approximately 3.3 millioarsls were subject to outstanding
options and approximately 3.4 million shares wesalable for issuance. Beginning June 2006, eaciminee of the Company’s Board of
Directors (except the Company’s Chairman and Chiefcutive Oficer) is entitled to receive on an arhasis a number of shares of
unrestricted common stock equal to $55,000 divigethe fair market value of its common stock onghent date. The Compensation
Committee administers the 2004 Plan. Generallye#tezcise price of options granted under the @aqual to the fair market value of the
underlying common stock on the date of grant. Qystigranted under the 2004 Plan generally vestfoxeyears and expire no later than ten
years from the date of gral

(g) 2006 Employee stock purchase plan

In 2006, the Company adopted the 2006 EmployeekSracchase Plan (the “2006 Stock Purchase PlamSupnt to which the Company’s
employees are entitled to purchase up to an aggre§&00,000 shares of common stock at a pricaléquB5% of the
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fair market value of the Company’s common stocleither the commencement date or completion datefferings under the plan,
whichever is less, or such higher price as the Gmyjs Board of Directors may establish from timeitoe. For the first offering under the
2006 Stock Purchase Plan and for future offeringd the Company’s Board of Directors determindsentvise, the Board has set the
purchase price at 95% of the fair market valuehencompletion date of the offering period. Thetfafering period under the 2006 Stock
Purchase Plan began November 1, 2006. As of Deae3ib@006, no shares had been issued.

The 2006 Stock Purchase Plan is tax qualified amf &ecember 31, 2006, no compensation experseddio shares issued under the plan
had been recognized for financial statement puipose

(h) Dividends

On May 30, 2006, the Board of Directors of the Campapproved an ongoing quarterly cash dividerfdood3 per share, payable to
stockholders of record as of July, 2 and Octob@&0B6 and January 2, 2007. Accordingly, the Comgmaigt cash dividends in July and
October 2006 and January 2007 of $1.1 million, $dildon and $1.1 million, respectively.

(i) Warrants summary

In October 2006, the Company issued 2,586 shariégs admmon stock in connection with an exercisevafrants issued as part of the
consideration for the Company’s acquisition of ldnPorporation in 2002. These warrants were exatdiseone former stockholder of
1mind. The consideration for these exercises wakipahe form of the surrender of 259 shares ef@@mpany’s common stock under the
warrants as a net exercise, which shares wered/alue total of approximately two thousand dollasstl on the average closing price of the
Company’s common stock over the ten consecutivirtgadays ending on the third trading day priothi® date of exercise.

In December 2005, the Company issued 27,766 sbaisscommon stock in connection with an exercearrants issued as part of the
consideration for the Company’s acquisition of ldnorporation in 2002. These warrants were exatdisetwo former stockholders of
1mind. The consideration for these exercises wakipahe form of the surrender of 3,774 sharethefCompany’s common stock under the
warrants as a net exercise, which shares wered/alue total of $27 thousand, based on the avelagig price of the Company’s common
stock over the ten consecutive trading days endintine third trading day prior to the date of eisac

As of December 31, 2006, there were outstandingam#s to purchase 39,191 shares of the Compangisnom stock with a weighted
average fair value of $2.40 per share and a weigterage exercise price of $6.92 per share.

5. COMMITMENTS AND CONTINGENCIES

As of December 31, 2006, the Company did not haaterial commitments for capital or operating expemds other than a purchase
commitment for customer support services and caguitd operating leases. The purchase commitmemusiomer support services covers
quality assurance and engineering support for egaftware. The Company leases certain equipmeteug non-cancelable capital lease.
Our principle administrative, sales, marketing suppand research and development operations eageld in a 108,728 square foot facility in
Cambridge, Massachusetts. The lease for this figeikipires in 2013, subject to the Company’s optmaxtend for two additional five-year
periods. The Company also leases space for its offiees in the United States, Canada, Austrédiance, Hong Kong and the United
Kingdom. These leases expire at various dates @hr2010.

In July 2006, the Company entered into an agreemodatise additional space in its Cambridge, Mdsssatts facility. The lease for this
additional space expires in 2013, subject to the@my’s option to extend for two additional fiveaygeriods. Under a tenant improvement
allowance, the agreement allows the Company tecioteimbursement, up to approximately $864,008h@fcosts associated with the build-
out of this space. As of December 31, 2006, the o has incurred approximately $342,000 in cadtted to this build-out.
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As of December 31, 2006, the Company’s known cetuid obligations, including future minimum renpglyments required under capital
and operating leases with non-cancelable termgdass of one year were as follows:

Capital Operating
(in thousands) Purchase
For the calendar year Obligations Lease Leases
2007 $ 219C $ 64 $ 4,10/
2008 69C — 4,10¢
2009 — — 4,12¢
2010 — — 3,88
2011 — — 4,06(
2012 and thereaftt — — 5,63
Net minimum obligation: $ 288 $ 64  $25091:
Less: amount representing inter D
Present value of minimum lease payme 63
Less: current portio (63)
Capital lease obligation, net of current port $—

Rent expense under operating leases is recognizadstraight-line basis, to account for scheduted increases. The excess of expense over
current payments is recorded as deferred rentrarhdded in other long-term liabilities. As of Decleen 31, 2006, deferred rent of
approximately $1.8 million was included in othendpterm liabilities. Total rent expense under opegaleases was approximately $3.7
million, $3.7 million and $4.2 million, for the yemended December 31, 2006, 2005, and 2004, résggct

The Company is a party in various contractual dispuitigation and potential claims arising in tirélinary course of business. The Company
does not believe that the resolution of these msatt@l have a material adverse effect on its fitiahposition or results of operations.

6. INCOME TAXES
The components of income before provision (benéditjincome taxes are as follows for the years dridecember 31,:

(in thousands) 2006 2005 2004

Domestic $ (643) $4,397 $10,05:

Foreign 1,83( 922 1,10z
Total $1,187 $5,31¢ $11,15¢

The components of the provision (benefit) for ineotaxes are as follows for the years ended DeceBiher

(in thousands) 2006 2005 2004
Current:
Federal $ 422 $ 212 $ 27¢
State 187 13& 111
Foreign 398 63 47€
Total current 1,00z 411 863
Deferred:
Federal (1,329 (220) 2,171
State (423 (143 (11¢)
Foreign 94 79 29
Total deferrec (1,657 (284) 2,082
Total provision (benefit $ (655 $127  $2,94¢
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The effective income tax rate differed from thegiary federal income tax rate due to the following

_2006 2005 2004
Statutory federal income tax re 35.(% 35.(% 35.(%
State income taxes, net of federal benefit andtedits (24.]) (2.9 0.3
Permanent difference 14.2 2.2 0.8
Extraterritorial income exclusic (59.7) (18.2) (8.9
Federal research and experimentation ci (20.5) (3.0 (2.7
Tax effects of foreign activitie (24.9) 4.1 1.C
Changes in deferred tax liabiliti 7.4 (1.6 0.2
Provision to return adjustmer 1.7 1.9 (0.6)
Tax exposure resen 13.7 (1.4 0.2
Valuation allowanct 0.¢ (2.0 (0.5)
Other (0.7) 0.3 0.3
Effective income tax rat (55.2% 24%  26.2%

The difference in the Comparsyeffective federal tax rate for 2006, as compéoetie statutory rate, was primarily the resultioinges to th
following tax provision items: extra-territorialdome exclusions, federal and state credits, foreEigmefunds and overpayments, all of which
reduced the Comparg/effective tax rate. These decreases in the rate offset by permanent differences for meals amer@inment, and ¢
increase to tax contingency reserve.

The Company has provided reserves for certain t@ixems, both domestic and foreign, which it belgegeuld result in additional tax being
due. Any additional assessment or reduction ofetleesitingent liabilities will be reflected in th@@pany’s effective tax rate in the period
that additional facts become known. The reservéaiouncertainties totaled approximately $2 millemof December 31, 2006, 2005, and
2004.

(in thousands) 2006 2005
Software revenu $(15,36¢) $(22,177)
Project Cost: — (1,109
Depreciatior 794 87¢
Accruals and reserve 2,67¢ 1,84¢
Unrealized loss on investmer 224 40¢€
Net operating loss carry forwar 4,15( 11,58
Tax credit carry forward 8,94¢ 8,02¢
Net deferred tax asse 1,42¢ (541)
Less valuation allowanct (806) (1,04¢)
Net deferred income tax $ 618 $ (1,589

Reported as
Current deferred tax asset, included in other cirasset: $ 296 $ —
Current deferred tax liability, included in accosipiyable and accrued expen — (413
Long-term deferred income tax (2,344 (1,176
Net deferred income tax $ 61¢ (1,589)

57



Table of Contents

PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Conti nued)

A valuation allowance has been provided for certgferred tax assets when it is not more likelythat that the Company will realize the
entire benefit of the assets. The $0.2 million dase in the valuation allowance during 2006 wasguily due to realization of tax benefits
generated on the exercise of stock options whichneeorded directly to equity. Included in the \aion allowance at December 31, 2006
was approximately $0.4 million related to acquitaxiloss and credit carry forwards, which if uglé&zwill reduce goodwill. These acquired
tax benefits are subject to limitation by the psians of Section 382 of the Internal Revenue Cédin included in the valuation allowance
December 31, 2006 was approximately $0.3 millidatesl to tax benefits generated on the exercistoak options, which will be recorded
directly to equity when realized. The $0.3 millidecrease in valuation allowance during 2005 wasgmily due to realization of tax benefits
generated on the exercise of stock options whichneeorded directly to equity, and to expiring tagdits. The $0.1 million decrease in
valuation allowance during 2004 was primarily do@xpiring tax credits.

At December 31, 2006, the Company had alternativénmam tax (“AMT"), and research and experimentat{tR&E") net credit carry
forwards for federal and state purposes of appratety $8.9 million, available to offset future ték@income. The carry forward period for
the AMT credit is unlimited. The R&E credit carrgrivards generally expire between 2007 and 2026.

As of December 31, 2006, the Company had availdiffe net operating loss carry forwards of approxetya$10.5 million. The operating
loss carry forwards expire between 2007 and 20B@s@& carry forwards may be used to offset futurerire taxes payable at the federal and
state levels, if any, and are subject to reviewhagyU.S. Internal Revenue Service and various sateg authorities.

The Company has provided reserves for certain tatxems, both domestic and foreign, which it belgegeuld result in additional tax being
due. Any additional assessment or reduction ofetlvestingent liabilities will be reflected in the@@pany’s effective tax rate in the period
that additional facts become known. The reservéaiouncertainties totaled approximately $2 millemof December 31, 2006 and 2005.

As of December 31, 2006, a provision had not beadefor the U.S. or additional foreign taxes or2$8illion of undistributed earnings of
foreign subsidiaries that could be subject to taxaf remitted to the U.S., because the Compaanplto keep these amounts permanently
reinvested overseas.

7. EMPLOYEE BENEFIT PLAN

The Company sponsors a 401(k) defined contribugtinement plan for qualifying employees pursuanivhich the Company makes
discretionary matching profit sharing contributio@®mpany contributions under the plan totaled axprately $0.8 million in 2006, $0.6
million in 2005, and $0.6 million in 2004.
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8. SELECTED QUARTERLY INFORMATION (UNAUDITED)

(in thousands, except per share data)

Revenue

Gross profit

Income (loss) from operatiol

Income before provision for income tay
Net income (loss

Earnings per share, ba:

Earnings per share, dilut

(in thousands, except per share data)

Revenue

Gross profit

Income (loss) from operatiol

Income before provision for income tay
Net income

Earnings per share, ba:

Earnings per share, dilut
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2006
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
$ 29,19¢ $ 27,33 $ 33,52« $ 35,96¢
15,08: 16,28: 18,35} 22,54(
(2,76¢) (2,95¢) (2,059 672
(961) (61€) 10 2,75¢€
(911) (259) (410 3,422
$ (009 $ (001 $ (0.0) $ 0.¢C
$ (00 $ (001 $ (0.0) $ 0.0¢
2005
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
$ 24,41 $ 22,89 $ 27,15¢ $ 25,74
17,16( 15,40 17,81¢ 16,48:
37 (381) 2,02¢ (464)
91C 23z 3,33¢ 841
61C 152 2,24¢ 2,182
$ 0.0z $ 0.0C $ 0.0¢ $ 0.0¢
$ 0.0z $ 0.0C $ 0.0¢ $ 0.0¢
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ITEM 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANT S ON ACCOUNTING AND FINANCIAL DISCLOSURE
Not applicable

ITEM 9A CONTROLS AND PROCEDURES

(a) Evaluation of Disclosure Controls and Procedur@®sir management, with the participation of our Cliigrécutive Officer, or CEO, and
Chief Financial Officer, or CFO, evaluated the efifeeness of our disclosure controls and proced{@eslefined in Rules 13a-15(e) and 15d-
15(e) under the Securities Exchange Act) as of Bédee 31, 2006. In designing and evaluating ourldésze controls and procedures, our
management recognized that any controls and proesdoo matter how well designed and operatedpoarnde only reasonable assuranci
achieving their objectives, and our managementsseedy applied its judgment in evaluating the dostefit relationship of possible controls
and procedures. Based on this evaluation, our QI3C&O concluded that, as of December 31, 2006disafosure controls and procedures
were not effective as of that date, due to the nsteeaknesses in our internal control over firiaheeporting described below.

The Public Company Accounting Oversight Board’s Wind Standard No. 2 defines a “material weaknessa significant deficiency, or a
combination of significant deficiencies, that resuh there being a more than remote likelihood ghanaterial misstatement of the annual or
interim financial statements will not be preventedletected.

(i) Accounting for Certain Complex Software Revenue@@ton Transactions Management identified a material weakness as of
December 31, 2005 related to the ability of the @any’s revenue accounting staff to apply genere¢pied accounting principles as they
relate to the recognition of revenue on transastmontaining complex and non-standard terms. Thapgany made meaningful progress
addressing this material weakness during 2006. $8essed the expertise of our staff responsiblef@nue recognition and addressed any
identified deficiencies. In particular, we improvedr ability to identify when customer contract®i@in non-standard terms. We also
improved our research protocol so that we more futiderstand the applicable accounting for suahgeNonetheless, as of December 31,
2006, management determined that this material mesgkhad not yet been effectively remediated, emdined a material weakness as of
date.

(i) Accounting for Income TaxedManagement identified a significant deficiencyod®ecember 31, 2004 related to insufficient techin
review and supervision of tax decisions includimgious estimates. This significant deficiency hatlbeen effectively remediated as of
December 31, 2005, and management therefore detedrthis deficiency to be a material weakness disatfdate. The Company made
meaningful progress addressing the deficiency gu2B05 and 2006. We added additional technicaluress to assist in the preparation and
review of our tax decisions. We also improved thderlying tax preparation and review procedures.al8e conducted additional training
and implemented enhanced tax preparation softéneetheless, as of December 31, 2006, managemeemirdeed that this material
weakness had not yet been effectively remediatatiy@mained a material weakness as of that date.

(iii) Accounting for Service Revenue Recognition Traiwmast In September 2005, as part of the normal perioaiew by the Securities and
Exchange Commission (the “SEC”) of public compaitigds, we began a series of communications withSEC regarding, among other
things, our method of accounting for certain mugtiplement arrangements that include softwaredfjxgce services that are not considered
essential to the functionality of the other elersasftthose arrangements, and software maintenamneciess. As a result of these
communications, we concluded that we should resisamethod of accounting for these arrangementdantkrtain other arrangements
involving fixed-price services. We also reviewed aacounting for time and materials fees for preif@sal services engagements. We
determined that we had not properly recognizedmeeearned at the end of each quarter for timevatdrials services provided but not yet
invoiced. We have revised our accounting proceduresrrectly record revenue on these services.

As a result of these revisions, we restated owripusly issued financial statements and other fire@rinformation for the years 2005, 2004
and 2003, financial information for the years 2@®2 2001 and for each of the quarters in the y&205 and 2004. We also restated our
previously issued financial statements and othemitial information for the first and second quart 2006. In connection with these
restatements, management determined that thetee@snaterial weakness in internal control ovaauicial reporting relating to
management’s oversight and determination of theaguiate accounting treatment for arrangementsliing professional services.

(iv) Periodic Financial Close Processlanagement has determined that the Company’s deranal procedures relating to the periodic
financial close process were inadequate and in@féeas of December 31, 2006. Specifically, manag@mdetermined that a material
weakness existed in the Company'’s controls andegioes with respect to (a) the timely dispositibreguired adjustments identified
through the period-end account analysis and retiatioh process, (b) the accurate and consisteeggration of all required analyses in
accordance with the Company’s defined closing pede the appropriate accounting period, and (cpaating for complex non-routine
transactions. As a result of this material weaknesgerial post-closing adjustments were identiied posted to the Company’s books and
records and financial statements. These adjustmehtsh are reflected in the Company’s financiaksinents as of and for the year ended
December 31, 2006, caused changes in assetsitigshistockholders’ equity, revenues and expenigis. material weakness could continue
to impact the balances in all of the accounts presly mentioned.
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We are diligently working to remediate these matesieaknesses. To address the material weaknesshéesin clause (i) above, we are
further improving our protocols for the review afmaplex transactions and conducting additional ingiof our revenue recognition staff. To
address the material weakness described in clduabdgve, we are further evaluating our proceddioeshe review and calculation of our tax
provisions. To address the material weakness destimn clause (iii) above, we have changed the ogstlyy which we account for such
arrangements, and applied these changes retrdgdtiveur previously issued financial statementstfe years 2005, 2004 and 2003, and to
financial information for the years 2002 and 208dl to our previously issued financial statememnitste first and second quarters of 2006.
Our revised methods of accounting for such arramgesnare described undeevenue Recognitidn Critical Accounting Policiesn this

2006 Annual Report on Form 10-K. We are also imprgthe expertise of our staff responsible for rewerecognition with respect to the
proper method of accounting for arrangements inuglprofessional services. To address the mategakness described in clause

(iv) above, we are reviewing our controls and pdages relating to the periodic financial close gsscand determining which specific
improvements need to be implemented.

(b) Management’s report on Internal Control over FinaidReporting and Attestation of Independent Regést Public Accounting Firm
The report of our management regarding internafrobover financial reporting and the attestatiepart of our independent registered public
accounting firm are included in Item 8 of this Amh&eport on Form 10-K on pages 34 and 35.

(c) Changes in Internal Control over Financial RepogiNo change in internal control over financial repagt(as defined in Rules 13a-15(f)
and 15d-15(f) under the Securities Exchange Aatioed during the fiscal quarter ended DecembeRBQ@6 that has materially affected, or
is reasonably likely to materially affect, our imel control over financial reporting.

ITEM 9B OTHER INFORMATION
Not applicable
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PART 1lI

ITEM 10 DIRECTORS’ EXECUTIVE OFFICERS AND CORPORATE GOVERANCE
Board of Directors

There are currently six members of our Board oEEtiors, each of whom serves for a one-year terrimiegmt each annual meeting of
stockholders.

The following information, which is as of January, 2007, is furnished with respect to each of owe@ors. The information presented
includes information each Director has given usualhis age, all positions he holds with us, hisgipal occupation and business experience
during the past five years, and the names of qihblicly-held companies of which he serves as a@ar. There are no family relationships
among any of our Directors. Information about thenber of shares of common stock beneficially owmg@ach Director, directly and
indirectly, as of January 31, 2007, appears betoltem 12 under the heading “Security Ownershigeitain Beneficial Owners and
Management and Related Stockholder Matters.”

Alexander V. d’Arbeloff79, has been a Director of Pegasystems since A@§ast In December 2000, he was elected a membmirof
Compensation Committee, and in April 2004, he wasted a member of our Nominating Committee. InQ,9ér. d'Arbeloff co-founded
Teradyne, Inc., a leading manufacturer of autontast equipment and interconnection systems foeldetronics and telecommunications
industries. Mr. d’Arbeloff served as President &idef Executive Officer of Teradyne until May 19%nd remained Chairman of the Board
until June 2000. Between 1989 and 2003, Mr. d’Astfelas a member of the MIT Corporation, and seragds Chairman from July 1997 to
June 2003. Since 2003, Mr. d’Arbeloff has served psofessor at the MIT Sloan School of Manageraedtas an emeritus member of the
MIT Corporation. Mr. d’Arbeloff also serves on theards of several private companies.

Richard H. Jones55, joined Pegasystems in October 1999, sensrigresident and Chief Operating Officer until Seyiter 2002.
Mr. Jones has been a part-time employee of Pegasgstince July 2002. He was elected a DirectoeghBystems in November 2000, and
became Vice Chairman in September 2002. From 1939%7, he served as a Chief Asset Management Exe@nd member of the
Operating Committee at Barnett Banks, Inc., whictha time was among the nation’s 25 largest barksserved as Chief Executive Officer
of Fleet Investment Services, a brokerage and tveadtnagement organization from 1991 to 1995. Haw eixperience also includes serving
as Executive Vice President with Fidelity Investisern international provider of financial serviessl investment resources, and as a
principal with the consulting firm of Booz, Allen 8amilton. Mr. Jones holds an undergraduate defgoae Duke University, with majors in
both economics and management science. He alse &olt¥l.B.A. degree from the Wharton School of timévirsity of Pennsylvania. Since
June 1995, Mr. Jones has served as Chairman of Bmys Ventures, a retailer.

Steven F. Kaplan50, has been a Director of Pegasystems sincesAd§99. In December 2000, he was elected a meofiloer Audit
Committee, and in April 2004, he was elected a mesrobour Nominating Committee. Mr. Kaplan has séras a general partner of
Riverside Partners, LLC, a private equity firm,cgrOctober 2006. He has been President of Kaplaiséid LLC, a financial and strategy
consulting firm, since January 2004. He was a MampBirector of The Audax Group, a private equitdasenture capital firm, from January
2000 until December 2003. From 1998 to 2000, Mmplga was affiliated with Texas Pacific Group, avpte equity firm, and he served as
President, Chief Operating Officer and Chief Finah©Officer of Favorite Brands International HoldiCorp., a confectionery company
controlled by Texas Pacific Group. From 1996 to7,99r. Kaplan was Executive Vice President and Chirancial Officer of the Coleman
Company, an international manufacturer of campandgloor recreation and hardware equipment. Mr. &aplolds an MS in Management, a
BS in Electrical Engineering and Computer Sciemag@BS in Management Science from the Massackusstitute of Technology.

James P. O’Halloran 74, has been a Director of Pegasystems since 198&vember of 2004, he was elected a membeuofadit
and Nominating Committees, and in April 2005, heswkected a member of our Compensation Commitreen Bune 1999 to August 2001,
he was the Senior Vice President, Chief Financfét€r, Treasurer, and Secretary of Pegasystenosn Bi991 to 1999 he served as President
of G & J Associates, Ltd., a financial consultifgrf. From 1956 to 1990, he was with the internatlaccounting firm of Arthur Andersen
LLP, serving as an audit partner from 1967 to aigement in 1990. From August 2002 to February20r. O’Halloran served as President
and Chief Operating Officer of FabTech Industrie8evard, Inc., a certified supplier of precisioomponents for the aerospace, defense,
medical, fuel cell and high tech industries. Sih®83, he has served as a Director of ASA Internatittd., a software firm focusing on
business applications for small and medium-sizedpamies. Since 2004, he has served as a Direc@mbdol, Ltd, a software firm focusing
on electronic business document exchange systems.

Alan Trefler, 50, a founder of Pegasystems, served as Presidéh©ctober 1999 and has been Chief Executiiec€fand a Director
since Pegasystems was organized in 1983. Pribiatplie managed an electronic funds transfer ptddu@MI Systems Corporation, a
software and services company. Mr. Trefler holdegree in economics and computer science from RarttmCollege.

William W. Wyman 69, has been a director of Pegasystems since2D@e In December 2000, he was elected a membmrrof
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Audit Committee, in April 2004 he was elected a rbemof our Nominating Committee, and in June 2086vas elected a member of our
Compensation Committee. In 2001, Mr. Wyman senetha Chief Executive Officer of Predictive Systeins., which was a systems
consulting and installation company. Since 1993, Wyman has been an advisor to Castle Harlan, dngrivate equity firm, and since 1995,
Mr. Wyman has been an advisor to The Sprout Greth is also a private equity firm. In 1984, MryWan cofounded Oliver Wyman ar
Company, a management consulting firm serving lirgancial institutions. He served as Managing iRaruntil 1995, when he became a
counselor to chief executives of several comparaied,a director for a number of companies in tilrielogy and financial sectors. Since
2005, Mr. Wyman has served as a Director of Dags¢orp., a public company that manufactures med@aces. Prior to 1984,

Mr. Wyman was a senior partner at Booz, Allen & Hl&on, where he served as President of the Manage@ensulting Group and head of
the Financial Industries Practice. Mr. Wyman hadiegree in economics with honors from Colgate ehsity and an MBA degree from the
Harvard Business School.

Executive Officers

The information required by this item with resptcbur executive officers is contained under thadieg “Executive Officers of the
Registrant” in Part | of this Annual Report on Fot®K and is incorporated herein by reference.

Corporate Governance

We believe that good corporate governance is inpbib ensure that Pegasystems is managed foorigeérm benefit of its stockholders
and are committed to having sound corporate gowemaprinciples. During the past year, we continigegtview our corporate governance
policies and practices and to compare them to teoggested by various authorities in corporate garece and the practices of other public
companies. We have also continued to review theigioms of the Sarbanes-Oxley Act of 2002, thetingsand proposed rules of the SEC
and the listing standards of the NASDAQ Global 8elédarket (“Nasdaq”). Our corporate governance @ples are described on the
“Governance” section of our website_at www.pega.com

We have adopted a written Code of Conduct thatieppd our Board of Directors and all of our emgesy, including our principal executive
officer, principal financial officer, principal aoanting officer or controller, or persons perforgigimilar functions.

You can access our current committee charters ade 6f Conduct in the “Governance” section of oebsite at www.pega.coor by
writing to:

Shawn Hoyt

General Counsel and Secretary
Pegasystems Inc.

101 Main Street

Cambridge, MA 02142

Phone: (617) 374-9600

Determination of Independence

Our Board of Directors has determined that nongledsrs. d’Arbeloff, Kaplan, O’Halloran or Wyman tesaterial relationship with us
(either directly or as a partner, stockholder dicef of an organization that has a relationshifhwis) and that each of these Directors is
“independent” within the meaning of Nasdagfirector independence standards. Our Board @&ciirs has further determined that each o
members of our Audit Committee, Compensation Come@iand Nominating Committee has no material iatiip with us (either directly

or as a partner, stockholder or officer of an orzmtion that has a relationship with us) and igl§pendent” within the meaning of Nasdaq's
director independence standards. In addition, ®fillKeough and Edward Maybury served on the BoaRirefctors from January 1, 2006
until May 30, 2006. During such period, both Mesg&mough and Maybury were determined by the Boafdiectors to be “independent”
within the meaning of Nasdaq’s director independestandards. There were no other transactionsioredhips or arrangements not disclosed
in this Annual Report on Form 10-K that were relev@ the independence of the persons serving asbmies of our Board of Directors in
2006.

Director Candidates

Our stockholders may recommend Director candidateisiclusion by the Board of Directors in the slaf nominees which the Board
recommends to our stockholders for election. Thaifications of recommended candidates will be eadd by our Nominating Committee.
If the Board determines to nominate a stockholdenmmended candidate and recommends his or héioales a Director by the
stockholders, the name will be included in our groard for the stockholders meeting at which hika@relection is recommended.

Stockholders may recommend individuals for the Nating Committee to consider as potential Directndidates by submitting their
names and background to the “Pegasystems Inc. NoiminCommittee” c/o Pegasystems Inc., 101 MairedtrtCambridge, MA 02142,
Attention: General Counsel and Secretary. The Natirig Committee will consider a recommendation ah@ppropriate biographical
information and background material is providedaaimely basis. The process followed by the Noniigat
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Committee to identify and evaluate candidates meturequests to Board members and others for reeodations, meetings from time to
time to evaluate biographical information and baokgd material relating to potential candidates iatelviews of selected candidates by
members of the Nominating Committee and the Boasduming that appropriate biographical and backgianaterial is provided for
candidates recommended by stockholders, the Noimin@ommittee will evaluate those candidates blpfeihg substantially the same
process, and applying the same criteria, as forcamwlidates submitted by Board members.

In considering whether to recommend any candidatetlusion in the Board’s slate of recommenderkEtor nominees, including
candidates recommended by stockholders, the Noimin@ommittee will apply the criteria appendedie Nominating Committee’s charter.
These criteria include the candidate’s integritysiness acumen, experience, commitment, diligeswd]icts of interest and the ability to act
in the interest of all stockholders. The Nominati®gmmittee does not assign specific weights taqaer criteria and no particular criterion
is necessarily applicable to all prospective nommé&Ve believe that the backgrounds and qualifinatof the Directors, considered as a
group, should provide a significant composite nfiexperience, knowledge and abilities that wilballthe Board to fulfill its responsibilities.
No material changes have been made to these presesince the filing of our proxy statement witbpect to the Compa’s 2006 Annual
Meeting of Stockholders. We did not pay any thiadtp a fee to assist in evaluating and identifyiigector nominees in 2006. During 2006,
no Director candidate was recommended to us bybangficial owner of more than 5% of our common lstoc

Communications from Stockholders and Other Interestd Parties with the Board

The Board of Directors will give appropriate atfentto written communications on issues that alastted by stockholders and other
interested parties, and will respond if and as eate. Absent unusual circumstances or as cor#etpby committee charters, the
Chairman of the Board of Directors will, with theséstance of our General Counsel and Secretarpe(pyimarily responsible for monitoring
communications from stockholders and other inteckgiarties and (2) provide copies or summariesidi sommunications to the other
Directors as he considers appropriate.

Communications will be forwarded to all Directofshiey relate to substantive matters and includgsstions or comments that the Chairr

of the Board of Directors considers to be imporfanthe Directors to know. In general, communica$ relating to corporate governance and
long-term corporate strategy are more likely tddrevarded than communications relating to persgnigvances and matters as to which we
tend to receive repetitive or duplicative commutiarss.

Stockholders and other interested parties who wistend communications on any topic to the Boaoikhaddress such communications to:

Chairman of the Board of Directors

c/o Pegasystems Inc.

101 Main Street

Cambridge, MA 02142

Attention: General Counsel and Secretary

Board of Directors Meetings and Committees

The Board of Directors has responsibility for ebsdting broad corporate policies and reviewing owerall performance, rather than day-to-
day operations. The Board’s primary responsibiitio oversee the management of the Company ase, doing, serve the best interests of
the Company and its stockholders. The Board seleetduates and provides for the succession ofutixecofficers and, subject to
stockholder election each year at our annual mgebirectors. It reviews and approves corporateabjes and strategies, and evaluates
significant policies and proposed major commitmerfitsorporate resources. It participates in denssithat have a potential major economic
impact on us. Management keeps the Directors irddrof company activity through regular written rep@nd presentations at Board and
committee meetings.

The Board of Directors met eight times in 2006. iDgi2006, each of our Directors attended 100% efttiial number of meetings of the
Board of Directors and the committees of which sDalector was a member, except that Mr. Wyman weseat from the meeting of the
Board of Directors on November 20, 2006. The Bdwasl standing Audit, Compensation and Nominating @dtees. Each committee has a
charter that has been approved by the Board. E@oimittee reviews the appropriateness of its chardrperforms a self-evaluation
periodically. Messrs. Jones and Trefler are thg Btectors who are also employees of Pegasyst@®msDirectors who are also employees
do not participate in any portions of meetings hicl their compensation is evaluated. All membémlaccommittees are non-employee
Directors.

Executive sessions of non-employee Directors aie geriodically each year, generally in conjunctieith regularly scheduled meetings of
the full Board. Any non-employee Director can resfubat an additional executive session be schddule

It is our policy that Directors should attend anmaaetings of stockholders. Alexander d’Arbeloffiawilliam Wyman were unable to attend
the 2006 annual meeting of stockholders.
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Audit Committet

The current members of our Audit Committee are Medsaplan (Chairman), O’Halloran and Wyman. MrHalloran qualifies as an “audit
committee financial expert” under SEC rules. Eathlessrs. Kaplan, O’Halloran and Wyman is an “inelegent director” under applicable
SEC and Nasdagq rules governing the qualificatidikeomembers of audit committees. In addition, Baard of Directors has determined
that each member of the Audit Committee is finalhcsophisticated in accordance with applicable dd@pstandards. None of Messrs.
Kaplan, O’Halloran and Wyman serves on the auditmittees of more than two other public companidg Audit Committee met 19 times
during 2006. The responsibilities of our Audit Coittee and its activities during 2006 will be debed in the Report of the Audit Committee
contained in our proxy statement for our 2007 Anieeting of Stockholders.

The charter of the Audit Committee can be foundhen“Governance” section of our website at www.pegjan.

Compensation Committee

The current members of the Compensation Commiteedlassrs. d’Arbeloff, O’Halloran (Chairman), and/ivan. From January 1, 2006
until May 30, 2006, the Compensation Committee =ted of Messrs. D’Arbeloff, O’Halloran and Edwavthybury. The Board has
determined that each of Messrs. d’Arbeloff, O’'Hedio, and Wyman is independent as defined undeicajpé Nasdaq rules. Our
Compensation Committee held five meetings during62@he Compensation Committee evaluates andteetoimpensation of our Chief
Executive Officer and approves the salaries andibes of our other executive officers. The Compéms&ommittee also oversees the
evaluation of management by the Board of Directoh® Compensation Committee also approves the gfatbck options and other stock
incentives (within guidelines established by ouaRbof Directors) to our officers and employeese Tésponsibilities of our Compensation
Committee and its activities during 2006 are furtthescribed in the Compensation Discussion andysisblnd the Report of the
Compensation Committee on Executive Compensatawh ef which is contained in Item 11 of this AnnRaport on Form 10-K.

The charter of the Compensation Committee can tledf@n the “Governance” section of our website @twpega.com

Nominating Committe

The current members of the Nominating CommitteeMeesrs. d’Arbeloff, Kaplan, O’Halloran and Wymadrhe Board has determined that
each of Messrs. d’Arbeloff, Kaplan, O’Halloran avwtyman is independent as defined under applicabfelatprules. The purpose of the
Nominating Committee is to identify qualified indiwals as needed to become Board members and rezmanio the Board the persons to
nominated by the Board for election as Directorthatannual meeting of stockholders. The Nomina@ioghmittee is authorized to retain any
such advisers or consultants it deems necessaypoopriate to carry out its responsibilities. Fdormation relating to nominations of
Directors by our stockholders, see “Director Caatkgd”above. The Nominating Committee met in March 2@0@dnsider and recommend
the full Board of Directors the nominees for elentas a Director at the 2007 Annual Meeting of Ehotders.

The charter of the Nominating Committee can be doom the “Governance” section of our website at wpega.com

Section 16(a) Beneficial Ownership Reporting Congice

Section 16(a) of the Securities Exchange Act of41&@Rjuires our Directors and executive officers tie holders of more than 10% of our
common stock, to file reports with the SEC disailgsiheir ownership of our stock and changes in swahership. Officers, Directors and
10% stockholders are required by SEC regulatiorisrtash us with copies of all Section 16(a) forthey file.

To our knowledge, based solely on review of ouords and written representations by persons redjtiréile these reports, during 2006, all
filing requirements under Section 16(a) were coatpliithin a timely fashion.

Compensation Committee Interlocks and Insider Paitiation

None of the members of our Compensation Commitee yat any time during 2006 or in the three pyears, an officer or employee of o
or any of our subsidiaries. None of them had afgtimmship with us during 2006 that was requirethéadisclosed under ltem 404 of
Regulation S-K under the Securities Exchange Adi9¥4.

None of our executive officers served as a Direotanember of the Compensation Committee (or atbermittee serving an equivale
function) of any other entity, whose executive adfis served on our Board of Directors or Compeosaiommittee.
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ITEM 11 EXECUTIVE COMPENSATION
Compensation Discussion and Analysis
Oversight of Compensation Programs

The Compensation Committ@de Compensation Committee of our Board of Direc{tinie “Compensation Committeadyersees all ¢
the compensation programs that we offer to our @bkee officers. You can find further informationg&rding the composition, responsibilit
and charter of the Compensation Committee under 1t@ of this Annual Report on Form 10-K.

The Committee’s schedule of meetings, and the agefut those meetings, are established by our Riesident of Human Resources,
Carmelina Procaccini, with input from the Chairtiké Compensation Committee, James O’Halloran, ancCbief Executive Officer, Alan
Trefler. The Compensation Committee may retairst#i@ices of advisors and it has the budgetary aitgtto hire such advisors as it deems
necessary.

Compensation Consultarih 2006, the Company’s management continued tz@fifhe Bostonian Group for consulting services
regarding both health benefits and its 401(k) aefinontribution plan. The Bostonian Group assistis benefit plan design, vendor
assessment, cost considerations and plan oversightbers of The Bostonian Group participate in mngstof the Company’internal 401 (k
Committee (which is composed of representatives filte Companyg finance and human resources departments) anaipnmarket data at
regulatory updates.

The Compensation Committee does not currently engagwn outside consultant for advice. The Corspgan Committee is
comfortable with the benchmarking data and othppetting information provided by the Company antidwes it is adequately experienced
and equipped to address the relevant issues. Timp&usation Committee also believes that, other theuservices provided by The
Bostonian Group described above, outside consslametunnecessary at this time because our exeaffigers' compensation is primarily
composed of base salary, bonus and stock optiariggr@nd does not include more complex elements asideferred compensation plans.

Role of Executives in Establishing Compensati@ur. Vice President of Human Resources, Carmelinadecini, researches appropri
types and levels of compensation for our execudffieers and creates preliminary recommendatiorsetan that research. Mr. Trefler and
our Chief Financial Officer, Craig Dynes, revievosie preliminary recommendations and provide additiguidance. Ms. Procaccini then
presents the final recommendations of managemeahet€ompensation Committee for review and disoumsdVis. Procaccini, Mr. Trefler,
and Shawn Hoyt, our General Counsel and Secrajangrally attend meetings of the Compensation Cataenibut do not attend the
executive sessions, which are held periodicallyheyCommittee without members of management present

The Compensation Committee may form and delegatuithority to one or more subcommittees of memabktise Compensation
Committee as it deems appropriate from time to timéer the circumstances (including a subcommdatesisting of a single member of the
Compensation Committee). The Compensation Comrdttes not delegate decisions regarding the compensd executive officers to
management, except that, for 2007, fifty perce@®€pof each executive officer's cash bonus wilbadie tied to the attainment of individual
goals established by the Chief Executive Officer.

Compensation Committee Activiuring 2006, the Compensation Committee met fireeti. At those meetings, the Compensation
Committee addressed the following matters, amohgrst approval of the amount of the Company mat@mployee contributions to the
Company'’s 401(k) plan for 2006; analysis and apakro¥ the actual bonus payments under the 2005datp Incentive Compensation Plan;
approval of the contents of the offer of employmmiade to Edward Hughes, Senior Vice President ob&ISales; approval of the 2006 base
salaries and target bonuses for all executive efficand, beginning in October 2006, approval lafr@nts of stock options to employees of
the Company, including new hires.

In 2006, the Compensation Committee reviewed theustnof base salary, bonus and stock options giverach executive officer. The
Compensation Committee did not review the remaieilegnents of the compensation paid to the execoffigers because such remaining
elements were not considered by the Committee todterial. Beginning in 2007, management will pdevthe Compensation Committee
with “tally sheets” detailing each executive offisetotal compensation, including the cash valueath element of that total compensation.
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Objectives of Compensation Programs

Compensation Philosophyl'he objective of our executive compensation paogis to align executive compensation with the
achievement of the Company’s strategic and findggials. The program focuses on long-term indicatdrthe underlying success of our
business, rather than on ancillary indicators aaschur stock price or earnings per share that reagfluenced by other factors and may not
necessarily demonstrate the underlying successrdiusiness. Pegasystems’ compensation philosephyilt upon principles of internal
equity with respect to each executive’s role retato others within the Company, external compatdiiess, recognition of performance
against short and long-term goals, and the shafisgccess. The Company’s compensation prograreftireris primarily focused on internal
and external benchmarking, and the level of attaimnof target goals, most of which are shared geddding to the Company’s overall
performance.

Our compensation program is designed to rewardrsupgeerformance by our executive officers. In meawy the contribution of the
executive officers to the Company, the Committeesaters their performance relative to the appliealsiit goals such as sales bookings,
profit margins, other financial metrics and otheedific objectives set by management. While comagms surveys are useful guides for
comparative purposes, the Compensation Committigevbe that a successful compensation programratagres the application of judgm
and subjective determinations of individual and @any performance. Therefore, the Committee apjiBgadgment when reconciling the
program’s objectives with the realities of retamialued employees.

Benchmarkingln making compensation decisions, management an@dmpensation Committee compare each elementabf to
compensation against a peer group of publicly-uleated privately-held business-to-business softwarnepanies that the Compensation
Committee believes compete with the Company focetiee talent. A sample of the companies againsthvive benchmark through the use
of proxy statements and national and regional corsgion surveys published by ICR Ltd., CulpeppéaykCConsulting, and Radford incluc
Accela, Activision, Calypso Technology, Cybersout€ptrust, Financial Engines, Hewlett Packard, K&oftware, Microsoft, Motricity,
SAP, Selectica, Sun Microsystems, Onyx Softwarg@wire and Webtrends. We believe that these typesmpanies are appropriate
benchmarks because one or more of the followindjepa) they are of comparable size; (b) theyia=e comparable industry; or (c) they
within our geographic market. We believe that tédpful to utilize data from a very wide arrayamimparable companies in order to
determine the best pay scales to apply to our d¢xeccompensation program.

Elements of Compensati

Elements of Compensatidilements of compensation for our executive offi¢ectude the following: salary; bonus; stock option
awards; health, disability and life insurance; aahdy the Company of 401(k) defined contributidanpcontributions; and company-paid
parking. Base salaries are set for our executifieav§ at the regularly scheduled annual Februaiarch meetings of our Compensation
Committee. At these meetings, the Committee alpooames and adopts the bonus payments based ondnggar’s results, and the target
bonus levels for the current year. In consideriagheelement of compensation, our Compensation Ctgergonsiders the following factors:

Salary. Cash compensation in the form of base salamténded to reflect an executigeknowledge, skills and level of responsibility
well as the economic and business conditions afigthe Company. In determining the salary of eaadcutive officer, the
Compensation Committee reviews compensation fopesable positions in other software companies arathier similarly-sized
companies contained in published surveys or gle&noed the public disclosure filings of publicly-ttad companies. The Compensation
Committee’s general approach in 2006 was that tatgkt cash compensation for our executive offistiould be at, or slightly above,
the median total cash compensation for similatiyased executives in comparable companies. The €nsgtion Committee also
concluded that, on average, the base salarie® @xbcutive officers for 2006, other than the Chieécutive Officer as discussed bel
should comprise approximately 70% of their totadjéd cash compensation, with the remainder provideéde bonus portion of such
compensation.

Bonuses Annual cash bonuses are intended to reward dxeaufficers for the achievement of the Companysmtional and strategic
goals. In 2006, the bonuses for executive offie@se linked to the achievement of financial goelated to annual revenue, license
bookings and profit before tax, and the attainnoéstrategic goals, with each assigned a speo#ficgntage weighting, as follows:
annual revenue (15%), license bookings (45%), pbafiore tax (10%), and the attainment of stratggials (30%). For 2007, fifty
percent (50%) of each executive officer’s cash lsanili also be tied to the attainment of individgalals established by the Chief
Executive Officer.

The target bonus levels established for our exeewtfficers represent management’s and the Compensaommittee’s assessment of
a very high level of achievement of specific goalsd, in many years, these goals have only beeialhaachieved. For example, for
2004 the payout by the Company to the executiviear® was 60% of each individual's target bonugleand for 2005 the payout by
the Company to the executive officers was 73% oheadividual’s target bonus level. For 2006, tlagqut by the Company was 100%
of each individual’s target bonus level and waslaitable to the record revenues and bookings aetiby the Company in 2006.
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Stock OptionsThe Compensation Committee uses stock optiondasyaterm, non-cash incentive and as a meansgrfialy the long-
term interests of executives and stockholders.kStptions are linked to the future performance wf stock because they do not bect
valuable to the holder unless the price of ourkstocreases above the fair market value of ourkstocthe date of grant. Pursuant to our
2004 Long Term Incentive Plan, fair market valuda$ined as the average of the high and low tragiiges of our common stock on
the date of grant.

The Compensation Committee periodically considegsuse of other forms of non-cash incentives, ssctestricted stock or restricted
stock units. The Compensation Committee currerdlieles that stock options are the most effectiat o align the long-term interests
of executives and stockholders, because they dbewaime valuable to the holder unless the pricaipttock increases above the fair
market value of our stock on the date of grant.

Stock Option Granting PracticeBxecutive officers receive a grant of stock optiongheir first day of employment. The
Compensation Committee has also historically ma®gdic grants of stock options to the executiviicefs, which typically occt
every 18-24 months. No periodic grant of stockaptioccurred in 2006. Stock options are awardea &ixercise price equal to,
or greater than, the fair market value of our commsimck on the date of grant, and typically vesaauarterly basis over a 4-5
year period. The number of stock options granteahtexecutive officer is determined by taking intmsideration factors such as:
(i) the number of stock options previously grantiethe executive; (ii) the executive’s remainingdiops exercisable and the value
of those stock options; (iii) the prior performarafeghe executive; (iv) the anticipated value thatexecutive will add to the
Company in the future; and (v) the fair value & @ompany’s stock options under SFAS 123(R).

Other Perquisitesin addition to the elements of compensation disedisdove, the Company offers the executive offiGenmpany-
paid parking at our home office location, and citmiions towards health, dental, life, accideniahdility and dismemberment, and
disability insurance premiums. The Company doeffet deferred compensation of any kind, nor doeffer retirement benefits oth
than a 401(k) defined contribution plan. The Conypigipically matches 50% of contributions made bg@xive officers and other
employees to the 401(k) plan, up to a cap.

Compensation of the Chief Executive Officer in 200& Compensation Committee believes that the Ghietutive Officer continued
to perform at a high level in 2006, and that hifgrenance is not reflected in his salary. The Chirécutive Officer's comparatively low
salary reflects his status as a significant shddelndn the Company, and, as such, his persondthvisaied directly to sustained increases in
the Company’s value. In 2006, the Chief Executiyic®r’s salary was raised from $200,000 to $228,0rhis raise was a result of a market
pay analysis which examined the base salariesief ekecutive officers at companies similar to aargerms of size, industry or geography.
The results of this analysis showed that the Chiefcutive Officers base salary was low relative to the market anies low, even with tt
2006 increase. Additionally, in 2006, Mr. Trefleasveligible for an annual bonus of up to 100% efld@se salary based upon a review of the
Company'’s performance against its financial anatsgic goals for the year. In setting the Chiefdesize Officer’s bonus in 2006, the
Compensation Committee considered the factors ibescabove and ultimately determined that he shbaldranted a bonus of $225,000,
representing 100% of his target bonus, becaus€dhgpany met its financial and strategic goals fieryear. Consistent with the
Compensation Committee’s past practice, no stotibpwere granted to the Chief Executive Officecduse of his already significant
holdings of Company stock.

Compensation of the Named Executive Officers i6200r Named Executive Officers (“NEOs”) for 2006 lizsed in the Summary
Compensation Table in this Iltem 11, other thanGhif Executive Officer, included Craig Dynes, Glwpher Sullivan, Shawn Hoyt, Edward
Hughes, Douglas Kra, and Michael Pyle. With theegtion of Messrs. Dynes and Hughes, who joinedCii@pany in 2006, and Mr. Hoyt,
who was an executive officer only for an interintipd in 2006, the base salaries of each of the N&EE&® raised effective as of January 2,
2006. Mr. Sullivan’s base salary was raised by 8a6fb was the first such raise in three and oneytafs. Mr. Hoyt's salary was raised
effective June 1, 2006 by 13.5% in recognitionisfincreased responsibilities after Mr. Sullivadé&parture from the Company and
Mr. Hoyt’'s promotion to interim Chief Financial @dér on June 1, 2006. Mr. Kra’s base salary wagethby 5% and was the first such raise
in 14 months. Mr. Pyle’s base salary was raised@.B96 and was the first such raise in three andhatiieyears. In each of these cases, the
raises were given to remain competitive with thekatand were
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seen as critical to retention of these executifieas. In setting the actual bonus payments f@62@r our NEOs, other than the Chief
Executive Officer, the Compensation Committee abersid the level of attainment of the Company’sritial and strategic goals for that
year, and determined that they should be grant8éldf their target bonuses because the Companiytsifatancial and strategic goals for
year. The target bonuses for the NEOs, with thegan of our Chief Executive Officer, representwen 30% and 45% of the base sale
for those executive officers.

Elements of Post-Termination Compensatide. have entered into employment offer letters Wissrs. Dynes, Hughes and Kra
containing provisions for additional cash compeiosatipon termination of employment under certamuginstances. Specifically, each of
these letters provides for a lump-sum severancmpayequal to six months of then-current base patahe event that such officer’s
employment is terminated by the Company withousea®ur primary rationale for providing these pagtaés that we believe that it is
standard in our industry to provide a reasonablersece payment to certain high ranking executfieass in the event that they are
terminated without cause, and that the absenceodf arrangements might jeopardize our chancegiofhand retaining such executives. We
limit such post-termination compensation arrangemensituations in which such executive officers actually terminated, rather than those
in which there is a mere change of control. Indghent that such a termination without cause ocduwene of these executive officers at the
base salary levels in effect on December 31, 2BB6Dynes would receive $125,000, Mr. Hughes waelckive $125,000, and Mr. Kra
would receive $105,000. Additionally, while any algration of unvested options generally occurslg@alethe discretion of our Board of
Directors, the options to purchase 100,000 shdresromon stock that Messrs. Dynes and Hughes waaile granted at the time of their hire,
are subject to a minimum acceleration vestingofrenths in the event of a sale of the Companyédisied in the 2004 Long Term Incent
Plan).

Impact of Regulatory Requiremel

Our stock option grant policies have been impabtethe implementation of SFAS No. 123(R), whichad®pted on January 1, 2006.
As a result of the adoption of this accounting @glthe Company has generally reduced the amourptains granted to employees, as has
been the case with many companies of similar sizaur industry.

Section 162(m) of the Internal Revenue Code, eddnt&993, generally disallows a tax deductionubliz companies for compensati
over $1 million paid to its chief executive andfiisir other most highly compensated executivedoReancebased compensation is exclu
from the compensation taken into account for puepad the limit if certain requirements are met. $erently intend to structure our stock
options granted to executives in a manner that tiemwith the performance-based requirements oftarite. The Committee believes that,
given the general range of salaries and bonusesxémutive officers, the $1 million threshold ofc8en 162(m) will not be reached by any of
our executive officers in the foreseeable futurec@xdingly, the Compensation Committee has notidensd what its policy regarding
compensation not qualifying for federal tax deduttnight be at such time, if ever, as that thresiolvithin range of any executive officer.
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Executive Compensation

The following table sets forth information requinedder applicable SEC rules about the compens&iia?006 of (i) our Chief Executive
Officer, (ii) all persons who served as our Chigfancial Officer during 2006, and (iii) our threesat highly compensated other executive
officers who were serving as officers on Decemtigr2B06 (collectively, the “Named Executive Offis8t

SUMMARY COMPENSATION TABLE

Non-Equity
Incentive Plan All Other
Stock Option Compensatior
Salary Bonus  Awards Awards Compensatior

Name and Principal Position Year $) ($) $) ($)(1) $) 2 [E]E)] Total ($)
Alan Trefler
Chairman and Chief Executive Offic 200€ 225,000 — — — 225,00( 17,77C 467,77(
Craig Dynes
Chief Financial Officer (4 200¢ 79,647 — — 80,96¢ 31,85¢ 5,84t 198,31t
Douglas Kra
Vice President of Global Servic 200€¢ 210,000 — — 64,50 94,50( 18,91¢ 387,92(
Edward Hughes
Senior Vice President of Global Sales 200€¢ 214,10. — —  202,75! 180,73 17,95¢ 615,55(
Michael Pyle
Vice President of Product Developmi 200€¢ 215,000 — — 48,48: 96,75( 17,59¢ 377,83:
Shawn Hoyt
Vice President and General Counsel 200€ 199,58 — — 30,83: 59,87 18,56: 308,85
Christopher Sullivan
Chief Financial Officer (7 200¢ 110,41 — — 58,24¢ — 5,30: 173,96¢

(1) The amounts in the “Option Awards” column refléhe dollar amount recognized for financial staet reporting purposes for the year
ended December 31, 2006, in accordance with FA$R)28f stock option awards and therefore may idelamounts from awards
granted in and prior to 2006. Assumptions usedhénctalculation of this amount are included in Nbt@), “Stock Options” to the
Compan’s audited financial statements for the year endatkber 31, 2006, included in this Annual Reporform 1(-K.

(2) Represents annual cash bonuses earned in thehyeem and paid in the following yee

(3) “All Other Compensation” is comprised of ther@many 401(k) match (with the exception of Mr. Sudh who did not qualify for the
Company 401(k) match), and Comp-paid parking, health, dental, and other insurameenpums.

(4) Mr. Dyne¢ employment with us began on September 7, 2

(5) Mr. Hughe’ employment with us began on February 21, 2!

(6) Mr. Hoyt was the interim Chief Financial Officer thfe Company from June 1, 2006 through Septemhbi20G&.

(7) Mr. Sullivan resigned from the Company effectivadd, 2006
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The following table sets forth certain informatiaith respect to the plan-based awards granted glaririor the fiscal year ended
December 31, 2006 to each of the Named Executifieads.

GRANTS OF PLAN-BASED AWARDS

All Other  All Other

. Stock Option
Estimated Future Payouts Awards:  Awards:

Estimated Future Payouts Under Under Equity Incentive Number Number of Exercise oI Grant Date
Non-Equity Incentive Plan Awards Plan Awards of Shares Securities Base Price ~ Fair Value
Threshold of Stock Underlying of Option  of Stock and
Grant Threshold Target Maximum Target Maximum  or Units Options Awards Option
Name Date ($) ($) $)(2) #) (#) #) #) #) ($/Sh)  Awards($)(1)
Alan Trefler 12/08/0: 0 225,000 450,00( — — — — — — —
Chairman and Chief
Executive Officel
Craig Dynes 9/6/200¢ 0 31,667 63,33¢ — — — — 100,00( 8.1¢ 489,96
Chief Financial Officel
Douglas Kra 12/08/0* 0 94,50 189,00( —  — — — — — —
Vice President of Global
Services
Edward Hughes 2/21/06 0 175,71 261,42¢ — — — — 100,00( 7.9 542,70:
Senior Vice President of
Global Sale:
Michael Pyle 12/08/0* 0 96,75( 193,50( —  — — — — — —
Vice President of Product
Developmen
Shawn Hoyt 1/1/06 0 59,87f 119,75( — — — — 25,00( 7.0t 123,518
Vice President and General
Counsel
Christopher Sullivan 12/08/0* 0 119,25( 238,50( —  — — — — — —

Chief Financial Officel

(1) The amounts in the “Grant Date Fair Value afcBtand Option Awards” reflect the FAS 123(R) fealue measured as of grant date for
the entire option (across all vesting periods)each option award granted in 20!
(2) The"Maximurr” for each is 200% of the Target per the terms ofip@icable incentive plai
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The following table sets forth certain informatiaith respect to the value of outstanding equity rasaat December 31, 2006, previously
granted to the Named Executive Officers.

OUTSTANDING EQUITY AWARDS AT FISCAL YEAR-END

Option Awards Stock Awards
Equity Equity
Incentive Incentive
Market Plan Plan
Awards: Awards:
Equity Value Number of Market or
Incentive of Payout
Plan Number Shares Unearned Value of
Number Awards: of Shares or Shares, Unearned
of Number of Units of Units or Shares,
Securities Number of Securities or Units Other Units or
Underlying Securities Underlying of Stock Stock Rights Other
Unexerciset Underlying Unexerciset Option That That That Have  Rights That
Unexercised Exercise Have Have
Options Options Unearned Option Not Not Not Have Not
#) #) Options Price Expiration Vested Vested Vested Vested
Name Exercisable  Unexercisable (#) ($) Date (#) ($) (#) ($)
Alan Trefler — — — — — — — — —
Chairman and Chief Executive
Officer
Craig Dynes 5,00( 95,00( — 8.1€  9/7/201¢(1) — — — —
Chief Financial Officel
Douglas Kra 32,00( 48,00( — 7.21  11/1/20141) — — — —
Vice President of Global 20,00( — 8.67  12/8/201%(2)
Services
Edward Hughes 18,75( 81,25( — 7.9 2/21/201(3) — — — —
Senior Vice President of Global
Sales
Michael Pyle 5,00( — — 7.75  10/15/200i(4) — — — —
Vice President of Product 20,00( — 7.7% Q)
Development 75,00( — 7.75  10/15/200i(21)
35,00( — 4.2z
50,00( — 18.5¢€ (3)
40,00( — 43¢ 10/15/200 (3)
28,00( 12,00( 4.11 Q)
20,00¢ 30,00¢ 7.1 4/29/20044)
20,00¢ — 867 2/25/201(5)
' 3/8/201:
4/18/201.
11/4/201-
12/8/201!
Shawn Hoyt 40,00( — — 7.4¢  11/15/201(1) — — — —
Vice President and General 12,00( — 8.67 2
Counsel 2,50( 22,50( 7.05  12/8/201(1)
5/30/201t

Christopher Sullivan — — = = — — — — _
Chief Financial Officel

(1) These stock options vest quarterly over a-year period beginning on the date of gr:

(2) These stock options vested fully upon the datgrant, December 8, 2005. The exercise priceesgprted a 20% premium to the fair
market value of our common stock on the grant datgsured as the average of the high and low tygatine of the common stock on
such date as reported on Nasc

(3) These stock options vest quarterly over a-year period beginning on the date of gri

(4) These stock options vest quarterly over a-year period beginning on the date of gri
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The following table sets forth certain informatiaith respect to the options exercised by the NaBwetutive Officers during the fiscal year
ended December 31, 2006.

OPTION EXERCISES AND STOCK VESTED TABLE

Option Awards Stock Awards
Number of Number of
Shares Shares

Acquired Value Realizec Acquired Value Realizec

on Exercise on Exercise on Vesting on Vesting
Name #) ($) #) ($)
Alan Trefler —
Chairman and Chief Executive Offic
Craig Dynes — — — —
Chief Financial Officel
Douglas Kra — — — —
Vice President of Global Servic
Edward Hughes — — — —
Senior Vice President of Global Sa
Michael Pyle — — — —
Vice President of Product Developmi
Shawn Hoyt — — — —
Vice President and General Coun
Christopher Sullivan 127,50( 388,45: — —
Chief Financial Officel

REPORT OF THE COMPENSATION COMMITTEE ON EXECUTIVE C OMPENSATION

The Compensation Committee has reviewed and disduke Compensation Discussion and Analysis, or&&D with management
and, based on such review and discussion, recomeddndhe Board of Directors the inclusion of tHe&A\ in this Annual Report on Form
10-K.

Compensation Committe

James P. 'Halloran, Chairmal
Alexander ¢ Arbeloff
William W. Wyman
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Director Compensatior

Effective as of the 2006 annual meeting of the Camyfs stockholders, the Board of Directors unanistpuoted to change the manner in
which it compensates its members. We now pay eackemployee Director an annual cash retainer of $%5,60vering the period from ea
annual meeting of stockholders to the followingn®annual meeting, with the initial $55,000 annpayment being made in June 2006.
Additionally, with the exception of Mr. Trefler, dhe date of each annual meeting of stockholdersnetencing with the 2006 annual
meeting, we grant to each Director a number ofeshaf unrestricted common stock equal to $55,00@ ekl by the fair market value of a
share of common stock on the date of issuanceidugy, each Director, with the exception of Mrefler, was granted on an annual basis a
fully vested option to purchase 15,000 shares ofommon stock at a price equal to the fair maviedtie of the common stock on the date of
grant.

Additionally, we pay an annual cash retainer (paiquarterly installments in advance) to Directsesving on the Audit and Compensation
Committees: $10,000 to each Audit Committee merabdr$20,000 to the Audit Committee Chair; and $8 @each Compensation
Committee member and $8,000 to the Compensatiom@ivee Chair.

Effective as of the 2006 annual meeting, all peeting fees were eliminated. For the period fromuday through May 2006, all Directors
were compensated based upon an annual cash res&B20,000, in addition to receiving $1,000 foegvBoard or committee meeting
attended. The Audit Committee Chair and membersphadously received quarterly retainers of $5,80@8 $2,500 respectively, in addition
to the per meeting fees.

In addition to the above, we also offer to reimieunsn-employee Directors for expenses incurredténding Board, committee or other
company meetings.

The following table provides compensation inforraatfor the one-year period ended on December 316 #fr each member of our Board of
Directors.

DIRECTOR COMPENSATION TABLE

Change in
Fees Earnel Pension
Value and
or Non-Equity Nonqualified
Paid in Stock Option Incentive Plan Deferred All Other
Cash Awards Awards Compensatior Compensatior Compensatior Total
Name (%) (%) ($) $) Earnings $) ($)
Alan Trefler — — — — — — —
Alexander V. ¢ Arbeloff 83,00((1) 55,00( — (2 — — — 138,00(
Richard H. Jone — 55,00( — (3) — — — 55,00(
Steven F. Kapla 111,00(4)  55,00( — (5 — — —  166,00(
James P. 'Halloran 106,00((6)  55,00( — (7 — — — 161,00(

William Wyman 104,00(8)  55,00( — (9) — — —  159,00(

(1) Consists of Board retainer fees of $75,000, conemitetainer fees of $3,000 and per meeting fe&5,600.

(2) As of December 31, 2006, Mr’ Arbeloff held options to purchase an aggregated@td81 shares of our common stc
(3) As of December 31, 2006, Mr. Jones held optiormuchase an aggregate of 550,000 shares of our oarstack.

(4) Consists of Board retainer fees of $75,000, conemitetainer fees of $20,000 and per meeting fe84&D00

(5) As of December 31, 2006, Mr. Kaplan held optionpuaechase an aggregate of 105,000 shares of ounoarstock

(6) Consists of Board retainer fees of $75,000, conemitetainer fees of $13,000 and per meeting fe8$&000

(7) As of December 31, 2006, Mr. Halloran held options to purchase an aggregat& 8f5P4 shares of our common sta
(8) Consists of Board retainer fees of $75,000, conemitetainer fees of $13,000 and per meeting fe8$&D00

(9) As of December 31, 2006, Mr. Wyman held optionpuachase an aggregate of 95,000 shares of our caratook.
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ITEM 12 SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OW NERS AND MANAGEMENT AND RELATED

STOCKHOLDER MATTERS

The following table sets forth information as ohdary 31, 2007 with respect to the beneficial owhigr of our common stock by:

» the stockholders we know to beneficially own mdrarnt 5% of our outstanding common stc

» each Director

» each executive officer named in the Summary CongtensTable included under Item 11 abao

« all of our executive officers and Directors as augr.

Unless otherwise indicated, the address of eaddopdisted below is c/o Pegasystems Inc., 101 M#ieet, Cambridge, MA 02142.

NUMBER OF OPTIONS PERCENTAGE
EXERCISABLE WITHIN TOTAL SHARES OF SHARES

NAME OF NUMBER OF SHARES 60 DAYS OF BENEFICIALLY BENEFICIALLY

BENEFICIAL OWNER OWNED JANUARY 31, 2007 OWNED (1) OWNED (2)

5% Stockholders

Alan Trefler (3) 20,603,16 — 20,603,16 58.2%

Perry Corp.(4 2,911,77! — 2,911,77! 8.2%

Dimensional Fund Advisors LP(! 2,223,73 — 2,223,73 6.2%

Directors and Nominees

Alan Trefler See 5% See 5% See 5% See 5%
Stockholder” Above Stockholder” Above Stockholder” Above Stockholder” Above

Alexander V. ( Arbeloff 557,58 95,00( 652,58 1.8%

Richard H. Jone 766,66° 547,50( 1,314,16 3.7%

Steven F. Kapla 7,581 105,00( 112,58: @

James P. 'Halloran 23,08! 178,52 201,60! *

William W. Wyman 7,581 95,00( 102,58: @

Named Executive Officer

Alan Trefler See 5% See 5% See 5% See 5%
Stockholder” Above Stockholder” Above Stockholder” Above Stockholder” Above

Craig Dynes — 10,00¢( 10,00( *

Shawn Hoy: 11 55,75( 55,76 @

Edward Hughe — 25,00( 25,00( *

Douglas Kre 1,00( 56,00( 57,00( *

Michael Pyle — 297,50( 297,50( *

Christopher Sullival — — —

All executive officers and

Directors as a group (! 21,966,67 1,465,27. 23,431,94 66.5%

* Represents beneficial ownership of less than 1%upbutstanding common stoc

(1) The number of shares of common stock beneffjciained by each person is determined under rulesiplgated by the SEC. Under
these rules, a person is deemed to have “benefiaiaérship” of any shares over which that persandrashares voting or investing
power, plus any shares that the person has thetdgttquire within 60 days, including through thercise of stock options. To our
knowledge, unless otherwise indicated, all of thespns listed above have sole voting and investpamer with respect to their shares
of common stock, except to the extent authorishiared by spouses under applicable

(2) The percent ownership for each stockholderasudry 31, 2007 is calculated by dividing (a) tltnumber of shares beneficially
owned by the stockholder by (b) 35,347,108 shahesr{umber of shares of our common stock outstgnatinJanuary 31, 2007) plus
any shares acquirable (including stock options@sable) by the stockholder within 60 days aftetuzay 31, 2007

(3) Includes 51,500 shares of common stock helthbyTrefler Foundation, of which Mr. Trefler isragtee. Mr. Trefler has voting and
dispositive power over such shares, but has nonigguinterest with respect to such sha

(4)
(5)
(6)

As reported in the Schedule 13G filed by Perry Geith the SEC on February 12, 20(
As reported in the Schedule 13G/A filed by Dimensio~und Advisors LP with the SEC on February 972
Includes all persons who were Directors or exeeutifficers of the Company (11 persons) on Januar2@07.
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Securities Authorized for Issuance Under Equity Corpensation Plans

The following table sets forth information as ofd@enber 31, 2006 regarding the Pegasystems Inc. dedeand Restated 1994 Long-
Term Incentive Plan, the Pegasystems Inc. 1996 Baployee Director Stock Option Plan, the Pegasysteim 1996 Employee Stock
Purchase Plan, the Pegasystems Inc. 2004 Long-heentive Plan, and the Pegasystems Inc. 2006 BraplStock Purchase Plan. Our
stockholders previously approved each of thesespdad all amendments that were subject to stockhalplproval. We have no equity
compensation plans that have not been approvetbbirmlders.

NUMBER OF SHARES OF

NUMBER OF SHARES OF

COMMON STOCK TO BE

ISSUED UPON EXERCISE
OF OUTSTANDING
STOCK OPTIONS (a)

Amended and Restated 1994 Long-Term

Incentive Plan (1 4,933,78:
1996 Non-Employee Director Stock Option

Plan (2) 220,00(
1996 Employee Stock Purchase Plan Not applicabl
2004 Lon-Term Incentive Plan (4 3,281,73l
2006 Employee Stock Purchase Plai Not applicabl
Total 8,435,51:

WEIGHTED -AVERAGE
EXERCISE PRICE OF
OUTSTANDING
STOCK OPTIONS (b)

8.1C

6.61
Not applicabl
7.8C
Not applicabl
7.94

B B B B

COMMON STOCK
REMAINING AVAILABLE
FOR FUTURE ISSUANCE
(EXCLUDING THOSE IN
COLUMN (a)) (c)

0

0

Not applicabl
3,433,58!

Not applicabl
3,433,58!

(1) In addition to the issuance of stock optiohs, Amended and Restated 1994 Long-Term Incentane &lowed for the issuance of stock
appreciation rights, restricted stock and long-tperformance awards. We did not make any additianalrds under the 1994 Long-
Term Incentive Plan, which expired in November 2d0#owing stockholder approval of the 2004 Longrn Incentive Plan at our

2004 annual meeting of stockholde

(2) The Company does not intend to grant any additioptibns under the 1996 N-Employee Director Plan in the futul
(3) Our 1996 Employee Stock Purchase Plan expir@®06, and no shares of our common stock wilsbaed under this plan in future

years. Through December 31, 2006, we had issue@#B8hares under the 1996 Employee Stock Pur¢hare

(4) In addition to the issuance of stock optiohs, 2004 LongFerm Incentive Plan allows for the issuance of lsfmarchase rights and ott

stocl-based award:

(5) Through December 31, 2006, we had not issued aamgghunder the 2006 Employee Stock Purchase
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ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTI ONS

Except as described below, during 2006 there werteamsactions involving more than $120,000, neraary proposed, between us and any
executive officer, Director, beneficial owner of Emore of our common stock or equivalents, oriamyediate family member of any of
the foregoing, in which any such persons or estitiad or will have a direct or indirect materidaknest.

We have entered into employment offer letters Wittssrs. Kra, Hughes and Dynes that provide fonghgum payment of severance equal
to six months of their then base salary in the ettt their employment is terminated without cause

Leon Trefler, the brother of our Chairman and Chirécutive Officer, is employed by the Company &amaging Director, North America
Sales. During 2006, Leon Trefler received basegalad sales commissions totaling $358,845 in ctamation for his services to the
Company.

Effective February 14, 2007, our Board of Directoas adopted a Related Person Transaction Pollighwean be found on the
“Governance” section of our website_at www.pega.cdrhe policy mandates that the Company enter intatify a related person transact
only when the Company’s Board of Directors, or motttee thereof, acting in accordance with theqypldetermines that the transaction is
either in, or is not inconsistent with, the begeirst of the Company and its stockholders. A teslgperson transaction” for these purposes is
defined in the policy to include any transactionr@ationship (involving an amount expected to ext$100,000) between the Company, and
an individual or entity defined as a “related p@fsim the policy. Approval or ratification of a relat@erson transaction may be conditione
the Board, or a committee thereof, directing tHateel person or the Company to take certain actmnsrrow the scope of the relationship,
such as: requiring the related person to resigm,fiar change position within an entity involvediie related person transaction; assuring that
the related person not be directly involved in riegimg the terms of the related person transagtionting the duration or magnitude of the
related person transaction; or requiring that imf@tion about the related person transaction berdented and delivered to the Board or
committee on an ongoing process. Following our &domf this policy, the Board of Directors reviedveapproved and ratified all related
person transactions that occurred between Janu2306 and February 14, 2007, which consisted ohtiie employment of Leon Trefler as
discussed in the preceding paragraph.

The information required by this item with resptcthe independence of our Directors is contaimelteim 10 above under the heading
“Corporate Governance” and is incorporated hergirelference. The information required by this iteith respect to certain relationships of
our Directors and executive officers is containettém 10 above under the heading “Compensationrfiitiee Interlocks and Insider
Participation” and is incorporated herein by refiee

ITEM 14 PRINCIPAL ACCOUNTANT FEES AND SERVICES
Independent Registered Public Accounting Firm Feeand Services

Deloitte & Touche LLP, independent registered puibticounting firm, audited our financial statemédatghe fiscal years ended
December 31, 2006 and December 31, 2005. The fuitptable shows the fees for audit and other sesvrovided by Deloitte & Touche
LLP for 2006 and 2005.

2006 2005
(in thousands (in thousands’

Audit fees (1) $ 2,871 $ 12X
Audit-related fees (2 — 31
Tax fees (3 151 201
All other fees (4 19 1
Total $ 3,041 $ 1,45:

(1) Represents fees billed for professional sesvprevided in connection with the audit of our fic&al statements, statutory audits and the
reviews of quarterly reports on Form 10-Q for tpelacable year. Includes fees of $428,000 and $®for work done in connection
with the requirements of Section 404 of the Sarbdbrley Act of 2002 and fees of $1,119,000 and rfonaork done in connection
with the restatement for 2006 and 2005, respegti

(2) Represents fees billed in the applicable yeartferaudit of our 401(k) plai

(3) Represents fees billed in the applicable yeargwicompliance, tax advice and tax planning serv

(4) Represents fees billed in the applicable yeartferpurchase of tax softwal
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Audit Committee’s Pre-Approval Policy and Procedures

Our Audit Committee pre-approves all services,udaig both audit and non-audit services, providgdilr independent registered public
accounting firm, for the purpose of maintaining theéependence of our independent registered pabtiounting firm, or by any other audit
firm registered with the Public Company Accountibgersight Board that we may engage from time t@t{gach, a “PCAOB Registered
Firm™). For audit services, each year the indepahdegistered public accounting firm provides thedA Committee with an engagement
letter outlining the scope of the audit servicegppised to be performed during the year, which mesiccepted by the Audit Committee. The
independent registered public accounting firm alsomits an audit services fee proposal, which migst be approved by the Audit
Committee before the audit commences.

As required, management also submits to the Audiih@ittee a description of non-audit services thedéommends the independent
registered public accounting firm or any other P@\Registered Firm be engaged and to provide amastiof the fees to be paid for each.
Management and the independent registered puldmuating firm must each confirm to the Audit Context that the performance of the
non-audit services would not compromise the inddpane of the auditors and would be permissible uali@pplicable legal requirements.
The Audit Committee must approve both the non-aselitices and the budget for each such servicedetonmencement of the work.
Management and the independent registered puldmuating firm report to the Audit Committee pericaliy as to the non-audit services
actually provided by the independent registeredipazcounting firm and the approximate fees inedrby us for those services.

All audit and non-audit services provided by Dew#& Touche LLP in 2006 and 2005 were pre-apprdwethe Audit Committee.
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PART IV

ITEM 15 EXHIBITS AND FINANCIAL STATEMENT SCHEDULES
(a) The following are filed as part of this Anndéport on Form 10-K:
(1) Financial Statements

The following consolidated financial statementsiastuded in Item 8:

Page
Consolidated Balance Sheets as of December 31, &0D&00¢ 37
Consolidated Statements of Income for the years@icember 31, 2006, 2005, and 2 38
Consolidated Statements of Stockholders’ Equity @achprehensive Income for the years ended Dece8ih&006,
2005, and 200 39
Consolidated Statements of Cash Flows for the yeaaled December 31, 2006, 2005, and 40
(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 because the infoomadireflected in the consolidated financial stegats 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 behalf byhie undersigned, thereunto duly authorized.

PEGASYSTEMS INC

By: /s/ CRAIG DYNES
Craig Dynes
Chief Financial Officer and Senior Vice President
(principal financial officer)

Date: May 3, 2007

Pursuant to the requirements of the Securities Examge Act of 1934, this Annual Report on Form 10-K &s been signed below on
April 25, 2007 by the following persons on behalffdhe Registrant and in the capacities indicated.

Signature Title
/s/ ALAN TREFLER Chief Executive Officer and Chairman
Alan Trefler (principal executive officer)
/s/ CRAIG DYNES Chief Financial Officer and Senior Vice President
Craig Dynes (principal financial officer)
/sl JAMES REILLY Vice President, Finance, Treasurer, and Chief Asting
James Reilly Officer

(principal accounting officel

/s/ RICHARD H. JONES Vice Chairman and Director
Richard H. Jones
/s ALEXANDER V. D’ARBELOFF Director
Alexander V. d Arbeloff
/s STEVEN F. KAPLAN Director
Steven F. Kaplan
/s/ JAMES P. O'HALLORAN Director
James P. C'Halloran
/s/ WILLIAM WYMAN Director
William Wyman
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EXHIBIT INDEX
Exhibit No. Description
3.3 Restated Articles of Organization, of the Regidtréifiled as exhibit 99.2 to the Registrant’s JAn2005 Form 8-K and
incorporated herein by referenc
3.4 Restated By-Laws of the Registrant. (Filed as ékBi.3 to the Registrant’s June 2, 2005 Form 83K ecorporated herein by
reference.
4.1 Specimen Certificate Representing the Common Stédled as exhibit 4.1 to the Registrant’s RegistraStatement on Form S-
1 (Registration No. 3:-03807) or an amendment thereto and incorporatezrhby reference.
10.1++  Amended and Restated 1994 Long-Term Incentive PHled in the Registrant’s Proxy Statement for2@93 annual
stockholders meeting and incorporated herein greetce.
10.2++ 1996 Non-Employee Director Stock Option Plan. @ile the Registrant’s Proxy Statement for its 2@@6ual stockholders
meeting and incorporated herein by referen
10.3++ 1996 Employee Stock Purchase Plan. (Filed in Regiss Proxy Statement for its 2003 annual stoatid meeting and
incorporated herein by referenc
104 Lease Agreement dated February 26, 1993 betwedRdbistrant and Riverside Office Park Joint Vent(@ifded as exhibit 10.]
to the Registrant’s Registration Statement on F8fin(Registration No. 333-03807) or an amendmaearetb and incorporated
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10.16++ Offer Letter between the Registrant and Edward lgles dated February 21, 2006. (Filed as Exhibi 89the Registrant’s
February 27, 2006 Forn-K and incorporated herein by referenc

10.17++ 2006 Employee Stock Purchase Plan. (Filed in Regiss Proxy Statement for its 2006 annual stoatlid meeting and
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10.18++ Compensation program for members of the Regissd@uard of Directors, effective May 30, 2006. (Dlethin Registrans June 5
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10.19++ Offer Letter between the Registrant and Craig An&ydated September 7, 2006. (Filed as Exhibitt@He Registrant’s
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10.20 Amendment Number 10 to Lease Agreement dated JYlg@6 between the Registrant and NOP Riverfrau@.L(Filed as exhibit
10.1 to the Registra’s September 30, 2006 Form-Q and incorporated herein by referen:
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8-K and incorporated herein by referenc
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Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference iniReggion Statement Nos. 333-09305, 333-53746, 88337, 333-104788, 33Bt6660, an
333-135596 on Form S-8 of our report on the codatdid financial statements of Pegasystems Inc:'QGbmpany”) dated May 2, 2007
(which report expresses an unqualified opinioniactiides an explanatory paragraph relating to ttoption of Statement of Financial
Accounting Standards No. 123(FShare-Based Paymedéscribed in Note 1) and of our report relatingi@nagement’s report on the
effectiveness of internal control over financighogting dated May 2, 2007 (which report expresseadverse opinion on the effectiveness of
the Company’s internal control over financial repay because of material weaknesses), appearitigsiidinnual Report on Form 10-K of
Pegasystems Inc. for the year ended December 88, 20

/s/ DELOITTE & TOUCHE LLP

Boston, Massachusetts
May 2, 2007



Exhibit 31.1

I, Alan Trefler, certify that:

1.
2.

| have reviewed this Annual Report on Forn-K of Pegasystems Inc

Based on my knowledge, this annual report doésontain any untrue statement of a material facimit 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 statemeamd,other financial information included in thisnaial 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 procedortss 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 financigomting, or caused such internal control over fgiahreporting to be designed under
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally 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 contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; ant

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

The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatioernal 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 weases 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 refptahcial information; an

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

Date: May 3, 2007

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




Exhibit 31.2

I, Craig Dynes, certify that:

1.
2.

| have reviewed this Annual Report on Forn-K of Pegasystems Inc

Based on my knowledge, this annual report doésontain any untrue statement of a material facimit 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 statemeamd,other financial information included in thisnaial 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 procedortss 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 financigomting, or caused such internal control over fgiahreporting to be designed under
our supervision, to provide reasonable assuram@ading the reliability of financial reporting attte preparation of financial
statements for external purposes in accordancegeitlerally 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 contintsprocedures, as of the end of the period cougyelis report based on such
evaluation; ant

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

The registrant’s other certifying officer antdve disclosed, based on our most recent evaluatioernal 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 weases 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 refptahcial information; an

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

Date: May 3, 2007

/s/ CRAIG DYNES
Chief Financial Officer and Senior Vice President
(principal financial 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, 2006 as filed with
the Securities and Exchange Commission on thelsatof (the “Report”), |, Alan Trefler, the Chairmand 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

/sl ALAN TREFLER
Chairman and Chief Executive Officer
(principal executive officer)

Dated: May 3, 2007

A signed original of this written statement reqdit®y Section 906 has been provided to Pegasystanarnd will be retained by Pegasystems
Inc. and furnished to the Securities and Exchangar@ission 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, 2006 as filed with
the Securities and Exchange Commission on thelsatof (the “Report”), |, Craig Dynes, the Chieh&ncial Officer and Senior Vice
President of Pegasystems Inc., certify, pursuah8tt.S.C. Section 1350, as adopted pursuant o806 of the Sarbanes-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/ CRAIG DYNES
Chief Financial Officer and Senior Vice Presiden
(principal financial officer)

Dated: May 3, 2007

A signed original of this written statement reqdil®y Section 906 has been provided to Pegasystanand will be retained by Pegasystems
Inc. and furnished to the Securities and Exchangar@ission or its staff upon reque



