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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-K

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

For the fiscal year ended December 31, 2007

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 or ganization)
(IRS Employer Identification No. 04-2787865)
101 Main Street
Cambridge, MA 0214:-1590

(Address of principal executive offices (zip code)

(617) 374-9600

(Registrant’s telephone number, including area code

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

Securities registered pursuant to Section 12(g) t¢ifie Act:
Common Stock, $0.01 par value per share

Indicate by check mark if the Registrant is a vikelbwn seasoned issuer, as defined in Rule 405c0b#turities Act of 1933.  Ye§]
No

Indicate by check mark if the Registrant is notuiegd to file reports pursuant to Section 13 orti®acl5(d) of the Exchanged
Act. Yes O No

Indicate by check mark whether the Registrant ék) filed all reports required to be filed by Sewcti® or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 mofdh$or such shorter period that the Registrard vemjuired to file such reports) and
(2) has been subject to such filing requirementstfe past 90 days. Ye&l No [

Indicate by check mark if disclosure of delinquiletrs pursuant to Item 405 of Regulation S-K i¢ ocontained herein, and will not be

contained, to the best of the Registrant’s knowdedy definitive proxy or information statementsanporated by reference in Part Il of this
Form 10-K or any amendment to this Form 10-Kl

Indicate by check mark whether the Registrantlésge accelerated filer, an accelerated filer, aaccelerated filer, or a smaller report

company. See the definitions of “large acceleréited, “accelerated filer”, and “smaller reportir@mpany” in Rule 12b-2 of the Exchange
Act. (Check one):

Large accelerated filer ] Accelerated filer Non-accelerated filer] Smaller reporting company]

Indicate by check mark whether the Registrantskell company, as defined in Rule 12b-2 of the 8tes Exchange Act of
1934. YesO No

The aggregate market value of the Registrant’'s comstock held by non-affiliates of the Registraaséd on the closing price (as
reported by NASDAQ) of such common stock on thebasiness day of the Registrant’s most recentigpaleted second fiscal quarter (June
30, 2007) was approximately $155 million.

There were 36,077,682 shares of the Registrantsyaan stock, $0.01 par value per share, outstarahnigebruary 29, 2008.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the Registrant’s Proxy Statement ferAmnual Meeting of Stockholders to be held May Z¥)8 are incorporated by
reference into Part Il of this report.
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PART I

ITEM1 BUSINESS

Pegasystems was incorporated in Massachusett881 OQir stock is traded on the NASDAQ Global Selatket under the symbol
PEGA. Our website address is www.pega.com. We @renoluding the information contained on our wébsis part of, or incorporating it by
reference into, this Annual Report on Form 10-Kldds the context otherwise requires, referencéssmnnual Report on Form 10-K to “the
Company,” “we,” “us” or “our” refer to Pegasystemms. and its subsidiaries.

Forward-looking statements

This Annual Report on Form 10-K contains or incogtes forward-looking statements within the mearmhgection 27A of the
Securities Act of 1933 and section 21E of the SéearExchange Act of 1934. These forward-lookitefements are based on current
expectations, estimates, forecasts and projecsibogt the industry and markets in which we opemattmanagement’s beliefs and
assumptions. In addition, other written or oratestgents that constitute forward-looking statememay be made by us or on our behalf. Words
such as “expect,” “anticipate,” “intend,” “plan,bglieve,” “could,” “estimate,” “may,” “target,” “mject,” or variations of such words and
similar expressions are intended to identify suariwérd-looking statements. These statements argusotintees of future performance and
involve certain risks, uncertainties and assumgtibiat are difficult to predict. We have identifieertain risk factors in Item 1A of this Annual
Report on Form 10-K that we believe could causeastual results to differ materially from the fomstdooking statements we make. We do
not intend to update publicly any forward-lookirtgtements, whether as a result of new informafistuye events or otherwise.

” ”ou ”ou ” o ” u ”ou

SEC reports and our Code of Conduct

We make available free of charge through our welsir Annual Reports on Form 10-K, Quarterly Report Form 10-Q and Current
Reports on Form 8-K, and amendments to these @wtsoon as reasonably practicable after werefgcally file such material with, or
furnish such material to, the Securities and Exgea@ommission. We make available on our websitertefiled by our executive officers and
Directors on Forms 3, 4, and 5 regarding their astmig of our securities. Our Code of Conduct, amg@amendments to our Code of Conduct,
are also available on our website.

Overview

We develop, market, license, and support softwaeitomate complex, changing business processesof@iware enables organizations
to build, deploy, and change enterprise applicatigasily and quickly by directly capturing businebgctives, automating programming, and
automating work. Our software also allows orgamizet to avoid the time and expense required totedeagthy policy manuals and system
specifications by unifying business rules with lnasis processes in the software and automatinge¢héan of system documentation. Our
software is standards-based and can leveragergxistthnology investments to reduce implementdtina. Our customers use our software to
improve their customer service, reach new marletd,boost operational effectiveness.

Our SmartBPMP Suite is complemented by software solutions thatefer to as frameworks. These frameworks provigdgase or
industry-specific functionality that allows our ¢osers to quickly implement our software.

We provide implementation, consulting, trainingddachnical support services to help our custonmersimize the business value they
obtain from the use of our software. We also maing#liances with systems integrators and technolmmnsulting firms to support our
customers.
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Business strategy

Our goal is to be the leader of the Business PeokEsagement (“BPM”) software market by leveraging patented technology that
unifies business processes and business rulesermorttrate the many business problems customemdcess using our software, we have
created solution frameworks for industry-speciiquirements and processes, new product developarahtollaboration across the enterprise
that customers can use with our software. We focusales efforts on accounts within target custosnganizations, which are typically large
organizations that are among the leaders in thdirstry. We frequently sell limited size initiatdinses to these target accounts rather than
selling large application licenses. This allows oustomers to quickly realize business value framsoftware and limits their initial
investment. Once a customer has realized thiginiéilue, we work with the customer to identify opipinities for follow-on sales. The sales
process for follow-on sales is often shorter assalt of our established relationship with the ooer. We invest resources in professional
services, customer support, and customer and patradlement to help our customers achieve success.

Strategic partnerships with consultants and systaetagrators are important to our sales effortsabige they influence buying decisions,
help us to identify engagements, and complemensaoftware with their technology and domain expertiehese partners may deliver strategic
business planning, consulting, project managenagrt,mplementation services to our customers. @tlyreour partners include Accenture
Ltd., Capgemini SA, Computer Sciences Corporattmgnizant Technology Solutions Inc., InternatioBakiness Machines Corporation,
Satyam Computer Services Ltd., Steria Group, amtlis4 Corporation.

Pegasystems’ products

We provide a comprehensive rulessed BPM suite intended to help our customers plaitd, and manage business process manage¢
solutions.

PegaRULES Process Commander

PegaRULES Process Commander provides capabilgigigmed to model, execute, monitor, and analyadtse$egaRULES Process
Commander includes an application profiler thadval a business process application to be definseidban business goals and objectives,
simplified “fill in the blank” entry. The productso simplifies process modeling, allowing businessrs to graphically describe and test an
intended business process within the system it6k#.software uses the results of the applicatrofilpr and the process modeling to create
new business solution, including the user intertate executable business models. PegaRULES PrGoessiander also provides a browser-
based graphical development environment, execetigine, and management dashboard for rapid busipgdisation and solution
development. This product helps solve a wide rarig@&M problems, including acquiring new busingssyiding customer service, creating a
servicing backbone for enterpriggde processing, and managing risk, fraud and campé with regulatory requirements. PegaRULES Rs
Commander also allows our customers to leveragaqure technology investments by integrating sofenapplications across a common
platform.

Pegasystems SmartBPM Suite and Solution Frameworks

Pegasystems SmartBPM Suite adds process analysigsg simulation, enterprise integration, poritgration, content management,
and case management to the PegaRULES Process Cdemeapabilities.

Pegasystems also offers purpose- or industry -Bpsolution frameworks built on the capabilitielsonir PegaRULES Process
Commander software. These frameworks allow orgéinizato quickly implement new customer-facing pices and processes, bring new
offerings to market, and provide customized or &deed processing to meet the needs of differestamers, departments, geographies or
regulatory requirements. These include:

. Customer Process Manag
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. Product Configuratiol

. Retail Banking Industry Framewo

. Fraud Investigation and Case Managen

. Healthcare Member and Provider Servi

. Healthcare Payer Industry Framew:

. Customer Process Manager for Insura

. Insurance Industry Framewo

. Control and Compliance Framewc

We also offer other frameworks that address exoaptimanagement — transactions that are not autcetigtprocessed by existing
systems. By automating not only research and aecisiaking, but also the business processes negdesaecute the decisions, our
exceptions management frameworks can reduce the @od risks associated with manual processindeviproving quality and efficiency.

These frameworks include PegaCARD Smart DisputegrBmvestigate for Payments, Smart InvestigateStegurities, Smart Adjust, and
PegaHEALTH Claims Automation Suite.

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 tatgtbmers are large, industry-leading organizatfaned with managing complex and changing
processes that seek the agility needed for grgwtiductivity, and compliance. Our customers aréchlty large companies in the financial
services, healthcare and insurance markets. WghRELES Process Commander, we are also able tosoffigtions to a broader range of
companies as well as a broader range of industies) as life sciences and government.

Financial services

Financial services organizations require softwarenprove the quality, accuracy, and efficiencyco§tomer interactions and transactions
processing. Pegasystems’ customer process andtexcemanagement products allow customers to oresve to changing business
requirements. Representative financial servicewousrs of ours include: Bank of America CorporatiBarclays Bank PLC, Citigroup Inc.,
Credit Suisse Group, HSBC Holdings Plc, JPMorgaaseh& Co., National Australia Bank Limited, the Rbank of Scotland plc, and TD
Bank Financial Group.

Healthcare

Healthcare organizations seek products that integheir front and back office initiatives and hdhive customer service, efficiency, and
productivity. Representative healthcare customemics include: Aetna Inc., Blue Cross Blue ShigldMassachusetts, Blue Cross & Blue
Shield of Minnesota, Computer Sciences Corporatdnoup Health Cooperative, HealthNow New York Ireaxd Wellpoint Inc.

Insurance

Insurance companies, whether competing globallyationally for customers and channels, need soéw@automate the key activities
policy rating, quoting, customization, underwritjrajd servicing as well as products that improv&auer service and the overall customer
experience. Representative insurance industry oes®of ours include: American National Insuranceup, American International Group,
Inc. (“AlG”), The Allstate Corporation, John Hanégd-armers Insurance Group, and Nationwide Mutnsalifance Company.

5
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Other industries

PegaRULES Process Commander offers solutions toallvange of companies and industries. We sasrbhsed BPM technology to
customers in telecommunications, government, tifereces, manufacturing, and travel services. Custsimclude: Amgen Inc., Advanced
Micro Devices, Inc. (“AMD”), General Electric Compg, Novartis Pharmaceuticals Corp., Starwood H&eResorts Worldwide Inc., The
ServiceMaster Company and Vodafone Group Plc.

Services and support

We offer services and support through three groopsprofessional services group which providesketaibusiness and technical
knowledge to assist our customers throughout tleeasad deployment of our products; our customepsttgroup which provides support and
maintenance for our customers; and our educativices group which offers training programs for eanployees, customers and partners. As
of December 31, 2007, our services and supportgroansisted of 276 people located in our 11 dffit®e also utilize third party
subcontractors to assist us in providing services.

Professional services

Our professional services group helps companiegartders implement and optimize our software. Ehiables us to guide our
customers through deployment of our software. Maingur customers choose to engage our professsameaices group to expand their use of
our software to additional business or productdinoeautomate additional processes within exiswigtions. In addition, systems integrators
and consulting firms, with which we have alliandeslp our customers deploy our products.

Our implementation procedures are developed thrdietthexperience and facilitate implementatioroaf software through project
management that establishes standards for prajgciti@s and provides a basis for governance axg@ntability. By adopting a phased
approach to deployment, our customers can engagyaatier, more easily managed projects that ares tilcely to result in a successful
solution.

Customer support

Our customer support group is responsible for sttpgfaour software deployed at customer sites. 8tpgervices include automated
problem tracking, prioritization and escalationgedures, periodic preventive maintenance, docurtientapdates, new software releases, and
regularly scheduled meetings with our staff.

Education services

The success of our sales strategy for multipl@¥elbn sales to target customers depends on our atailitain a larger number of partn
and customers to implement our technology. We dfééning for our staff, customers, and partnersifiing is offered at our regional training
facilities in Cambridge, Massachusetts, London,l&md, and Sydney, Australia, at third party fa@btin numerous other locations, or may be
specially arranged at customer sites. Coursesemigried to meet the specific requirements of paeshitects, system architects, and system
administrators.

Sales and marketing

We market our software and services primarily tigtoa direct sales force. Strategic partnershipls @onhsultants and systems integrators
are important to our sales efforts because thdyente buying decisions, help us to identify engagts, and complement our software with
their technology and domain expertise.

To support our sales efforts, we conduct a broadea@f marketing programs, including industry tratlews, industry seminars, meetil
with industry analysts, and other direct and inctimaarketing efforts. Our consulting staff, busmesartners, and other third parties also
generate sales leads. As of December 31, 200&abes and marketing group consisted of 153 peopté&wide.

6
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Sales by geography

In 2007, 2006, and 2005, sales to customers bassitle of the United States of America (“U.S.”) regented 35%, 37%, and 34%,
respectively, of our total revenue. During 200&0and 2005, we derived our revenue from the falig geographic areas:

(Dollars in thousands) 2007 2006 2005

U.S. $ 104,95: 65% $ 79,90¢ 63% $ 66,45¢ 66%
United Kingdom 34,27¢ 21% 19,741 16% 18,16! 18%
Europe, othe 8,75¢ 5% 11,60¢ 9% 10,73: 11%
Other 13,96¢ 9% 14,77: 12% 4,857 5%

$ 161,94 100% $ 126,02 100% $ 100,20¢ 100%

In 2007, 2006, and 2005, no customer accountetif® or more of our total revenue. We currently efgein one operating segment —
rules-based BPM software. We derive substantidligfaour operating revenue from the sale and suppioone group of similar products and
services. Substantially all of our assets are &xtatithin the U.S.

Research and development

Our product development priority is to continue &xging the capabilities of our rules-based BPMnebttgy. We intend to maintain and
extend the support of our existing solution framekgpand we may choose to invest in additional &awrks which incorporate the latest
business innovations. We also intend to maintatheattend the support of popular hardware platfolpgrating systems, databases and
connectivity options to facilitate easy and rapégpldyment in diverse information technology infrastures. Our goal with all of our products
is to enhance product capabilities, ease of impieat®n, long-term flexibility, and the ability farovide improved customer service.

We believe that the challenge of enhancing futemrogsmance and maintaining technology leadershipdgpend on our ability to
anticipate changes, maintain and enhance our duyreducts, develop new products, and keep padethgt increasingly sophisticated
requirements of our current and prospective custenwge must develop products that conform to ostamuers’ information technology
standards, scale to meet the needs of large eisespoperate globally, and cost less than a cabfmmternal development effort. Our
development organization is responsible for produchitecture, core technology development, protksting and quality assurance.

As of December 31, 2007, our development groupistetsof 119 people and has been significantly Eupented by the use of
contracted resources. During 2007, 2006, and 2@8®arch and development expenses were approxyn$2@l2 million, $22.7 million, and
$19.5 million, respectively. We expect that we witihtinue to commit significant resources to owdurct research and development in the
future to maintain our leadership position.

Competition

The BPM software market is intensely competitiagidly changing, and highly fragmented, as curcempetitors expand their product
offerings and new companies enter the market. Cétopevary in size and in the scope and breadth@fproducts and services offered. We
encounter competition from:

. Enterprise content managermr-based vendors such as the FileNet division of tragonal Business Machines Corporati
. Enterprise application integration vendors suchlil8CO Software Inc.

7
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. BPM vendors such as the Fuego division of BEA Systdnc. and Lombardi Software, In
. Business rules engine vendors such as Fair Isagofadion and ILOG, Inc

. Companies that provide application specific BPMwafe for the financial services, healthcare, iasge and other specific mark
such as Chordiant Software, Inc., DST Systems, @@cle Corporation, and SmartStream Technolddigs

. Current custome’ information technology departments, which may seakodify existing systems or develop proprietargtesms
We are one of the leading companies in the ovBRaM software market, and have a strong presentteeifinancial services, insurance

and healthcare markets. We have been most suctessipeting for customers whose businesses aradieaized by a high degree of change,
complexity and size. We believe that the principahpetitive factors within our market include:

. Product adaptability, scalability, functionalityycgaperformance

. Proven success in delivering c-savings and efficiency improvemen

. East-of-use for developers, business units, anc-users;

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

. Ability to integrate with other products and teclogies;

. Customer service and suppc

. Product price

. Vendor reputation; an

. Relationships with systems integratc

Employees

As of December 31, 2007, we had 657 employeeshohw494 were based in the U.S., 35 were basedriad2a 105 were based in
Europe, 12 were based in Australia, and 11 weredasAsia. Our total headcount includes 153 satesmarketing employees, 276 consul
and customer support employees, 119 research amtbgenent employees, and 109 administrative empgleyim addition, we supplement our
research and development and services employelesaritractors.

Backlog of license, maintenance and consulting rerrees

As of December 31, 2007, we had software licensenaaintenance agreements and fixed fee professsenates agreements with
customers expected to result in approximately $h8lion of future revenue, of which we expect appnoately $82 million to be recognized
revenue in 2008. As of December 31, 2006, we h#td/ace license and maintenance agreements and fiseedrofessional services agreemi
with customers expected to result in approxima$&9 million of future revenue, of which we expectggproximately $49 million to be
recognized as revenue in 2007. Under some of digsements, we must fulfill certain conditions ptmrecognizing revenue, and there ca
no assurance when, if ever, we will be able tesfatll such conditions in each instance. Busimesglitions could change and, therefore,
backlog may not be a reliable indicator of futurehcial performance.

8
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ITEM 1A RISK FACTORS

The following important factors could cause oumatbusiness and financial results to differ matirifrom those contained in forward-
looking statements made in this Annual Report omTb0-K or elsewhere by management from time tetim

Factors relating to our revenues

The volume of our license signings has been incri@gs and we may not be able to sustain this incredsolume of license signings
unless we can provide sufficient high quality praf&onal services, training, and maintenance resoesdo enable our customers to realize
significant business value from our softwarOur customers typically request professional ses/@nd training to assist them in implementing
our products. Our customers also purchase maintenam our products in almost all cases. As a reanlincrease in the number of license
signings is likely to increase demand for profesalservices, training, and maintenance relatingutoproducts. Given that our volume of
license signings has been increasing, we will negaovide our customers with more professionalises, training, and maintenance to en:
our customers to realize significant business valum our software. Accordingly, we have been Igradditional personnel in these areas and
improving our “on-boarding” process to ramp up rnEvsonnel in a shorter period of time. We have hesn increasingly enabling our
partners and our customers through training andrdtion of “centers of excellence” to create gpa@ded universe of people that are skilled
in the implementation of our products. Howeveryd are unable to provide sufficient high qualitpfesssional services, training, or
maintenance resources to our customers, our cussamegy not realize sufficient business value framproducts to justify follow-on sales,
which could impact our future financial performankeaddition, the growth required to meet the @ased demand for our professional sen
could strain our ability to deliver our serviceggagements at desired levels of profitability, therempacting our overall profitability and
financial results.

We are increasingly entering into smaller initialdenses with new customers, which could adversétgda our financial performance i
we are not successful in obtaining follow-on bussgefrom these customerg/e have increasingly entered into small initiatlises with our
new customers rather than selling large applicdt@amses, to allow these new customers to reblizness value from our software quickly
and for a limited initial investment. We expectsthiend to continue in the near future. Once aotost has realized this initial value, we work
with the customer to identify opportunities forléal-on sales. However, we may not be successfdémonstrating this initial value to some
customers, for reasons relating to the performanceir products, the quality of the services angpsut we provide for our products, or
external reasons. For these customers, we maybtaindollow-on sales or the follow-on sales mayde¢ayed, and our license revenue will be
limited to the smaller initial sale. This could lemaverage transaction size and adversely affedirmncial performance.

Our professional services revenue is dependent sigaificant extent on closing license transactiomsth new customersie derive a
substantial portion of our professional servicegneie from implementation of software licensed bwmustomers. Increasingly, we are
relying on business partners to provide the implaatén services for our customers, thus redudiegamount of professional services reve
we derive relative to a given level of license mawe. Accordingly, it is imperative that we closermbcense transactions with new custome
we are to maintain or grow our services revenue.

Factors relating to fluctuations in our financial results

The timing of our license revenue is difficult torgdict accurately, which may cause our quarterlyarpting results to vary
considerably Our quarterly revenue may fluctuate significanithypart because our revenue in any quarter isatable to a relatively small
number of transactions. Our decision to increagiegter into term licenses with contract provisitimst require the term license revenue to be
recognized over the license term as payments bedomer earlier if paid in advance may adverseigcafour profitability in any

9



Table of Contents

period due to sales commissions being paid atitie @f signing and the corresponding revenue biegnggnized over time. The mix of
perpetual license and term license signings inaatqumay cause a fluctuation in the timing of grdaed license revenue, because we
recognize revenue from term licenses over the tspayments become due. We plan selling and magkexipenses, product development,
and other expenses based on anticipated futurauevé revenue falls below expectations, finanpeiformance is likely to be adversely
affected because only small portions of expensgswih revenue. As a result, period-to-period camigons of operating results are not
necessarily meaningful and should not be reliechup@redict future performance.

Our financial results may be adversely affectednié are required to change certain estimates, judgitseand positions relative to our
income taxeslin the ordinary course of conducting a global besgenterprise, there are many transactions acdla@ébns undertaken whose
ultimate tax outcome cannot be certain. Some afethumcertainties arise as a consequence of pasitierhave taken regarding valuation of
deferred tax assets, transfer pricing for traneastiwith our subsidiaries, and potential challerigasexus and tax credit estimates. We estil
our exposure to unfavorable outcomes related teeti@certainties and estimate the probability fichsoutcomes. Although we believe our
estimates are reasonable, no assurance can betigatehe final tax outcome of these matters orcourent estimates regarding these matters
will not be different from what is reflected in ohistorical income tax provisions, returns, andraats. Such differences, or changes in
estimates relating to potential differences, cdwdde a material impact, unfavorable or favorabtepor income tax provisions, require us to
change the recorded value of deferred tax asselsadversely affect our financial results.

We are investing heavily in sales and marketing ambfessional services in anticipation of a contiad increase in license signings,
and we may experience decreased profitability asdes if we are unsuccessful in increasing the vatidicense signings in the futuréiVe
have been increasing our investment in sales amkietirag to meet increasing demand by hiring adddicsales and marketing personnel. We
anticipate that we will need to provide our custesngith more professional services, training, aradntenance as a result of this increase in
demand, and have been hiring additional personnlese areas. These investments have resultedreased fixed costs that do not vary with
the level of revenue. If the increased demand fompooducts does not continue, we could experietleceeased profitability or losses as a result
of these increased fixed costs.

Factors relating to our products and markets

We will need to develop new products, evolve existines, and adapt to technology changkechnical developments, customer
requirements, programming languages, and industndards change frequently in our markets. As @tiesiccess in current markets and new
markets will depend upon our ability to enhanceaentrproducts, to develop and introduce new pradtiet meet customer needs, keep pace
with technology changes, respond to competitivelpets, and achieve market acceptance. Productajeweht requires substantial
investments for research, refinement, and tesfihgre can be no assurance that we will have seffigiesources to make necessary product
development investments. We may experience diffesithat will delay or prevent the successful dgwment, introduction or implementation
of new or enhanced products. Inability to introdocénplement new or enhanced products in a timeyner would adversely affect future
financial performance.

The market for our offerings is increasingly and iensely competitive, rapidly changing, and highkafmented.The market for BPM
software and related implementation, consulting taaicing services is intensely competitive anchhigragmented. We currently encounter
significant competition from internal informatiogstems departments of potential or existing custertteat develop custom software. We also
compete with companies that target the customerantion and workflow markets, companies focusetusiness rules engines or enterprise
application integration, “pure play” BPM companasl professional service organizations that develgbom software in conjunction with
rendering consulting services. Competition for neaghare and pressure to reduce prices and masecaicessions are likely to increase.
Many competitors have far greater resources andbaable to respond more quickly and efficientlyéav or emerging
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technologies, programming languages or standartis@ranges in customer requirements or prefere@mapetitors may also be able to
devote greater managerial and financial resoucdsytelop, promote, and distribute products andigeorelated consulting and training
services. Recently, larger companies such as I1Bi¢l® and SAP have begun to acquire companieptbaide BPM software, and we expect
competition from larger companies to increase. &lvan be no assurance that we will be able to caguecessfully against current or future
competitors or that the competitive pressures fégeds will not materially adversely affect our mess, operating results, and financial
condition.

We have historically sold to the financial servicaed healthcare markets, and rapid changes or coligation in these markets could
affect the level of demand for our productéd/e have historically derived a significant portiinour revenue from customers in the financial
services and healthcare markets, and sales toith&s@ts are important for our future growth. Cotitppe pressures, industry consolidation,
decreasing operating margins, regulatory changegewacy concerns affect the financial conditidroor customers and their willingness to
buy. In addition, customers’ purchasing patternthese industries for large technology projectssaraewhat discretionary. The financial
services market is undergoing intense domestidraadhational consolidation, and consolidation basn increasing in the healthcare market.
Consolidation may interrupt normal buying behaviansl increase the volatility of our operating résuh recent years, several of our
customers have been merged or consolidated. Funeirgers or consolidations may cause a declinevientges and adversely affect our future
financial performance. All of these factors affée level of demand for our products from custonetiese industries, and could adversely
affect our business, operating results and findrciadition.

The recent credit market turmoil may impact our salto our financial services customeRecently, many financial services institutic
have been forced to record massive write-offs eir financial statements to reflect the reducedealf their portfolios of sub-prime mortgage
loans and/or securities derived from these loadslitfonally, financial institutions that are in thesiness of mortgage lending have seen a
dramatic reduction in the number of loan transastid he reduction in loan transactions has alsectdtl the overall amount of borrowing and
liquidity in the market, thereby impacting otheingaanies such as credit card issuers. All of thistil could impact the ability and willingne
of our financial services customers to make invesits in technology, which may delay or reduce theunt of purchases of our software and
professional services by these customers.

We rely on certain third-party relationshipdVe have a number of relationships with third partleat are significant to sales, marketing
and support activities, and product developmemresff We rely on software and hardware vendorgglaystem integrators and technology
consulting firms to provide marketing and salesarpmities for the direct sales force and to sttkeg our products through the use of
industry-standard tools and utilities. We also halationships with third parties that distributer @roducts. There can be no assurance that
these companies, most of which have significantBater financial and marketing resources, will d@telop or market products that compete
with ours in the future or will not otherwise endlimit their relationships with us.

We face risks from operations and customers basetsioe of the U.SSales to customers headquartered outside of therépBsented
approximately 35% of our total revenue in 2007, 3A%006 and 34% in 2005. We, in part through obplly-owned subsidiaries based in the
United Kingdom, Canada, and Australia, market potsland render consulting and training servicesigtomers based in Canada, the United
Kingdom, France, Germany, Spain, the NetherlandlgiBm, Switzerland, Austria, Ireland, Sweden, SoAfrica, Mexico, Australia, Hong
Kong, and Singapore. We have established offic€aimada, Europe, and Australia. We believe thattirovill necessitate expanded
international operations, requiring a diversiomtHnagerial attention and increased costs. We pate&hiring additional personnel to
accommodate international growth, and we may aiserénto agreements with local distributors, repreatives, or resellers. If we are unable
to do one or more of these things in a timely manmer growth, if any, in our foreign operationsyree restricted, and our business, operating
results, and financial condition could be mateyialhd adversely affected.
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In addition, there can be no assurance that web@ilible to maintain or increase international mtademand for our products. Many of
our international sales are denominated in U.SadlAccordingly, any appreciation of the valueled U.S. dollar relative to the currencies of
those countries in which we sell our products miaggus at a competitive disadvantage by effegtiedking our products more expensive as
compared to those of our competitors. Additionsksiinherent in our international business acésitjenerally include unexpected changes in
regulatory requirements, increased tariffs andrdtiagle barriers, the costs of localizing proddictdocal markets and complying with local
business customs, longer accounts receivable pattrd difficulties in collecting foreign accoungéseivable, difficulties in enforcing
contractual and intellectual property rights, héggied risks of political and economic instabiliye possibility of nationalization or
expropriation of industries or properties, diffites in managing international operations, potdigtedverse tax consequences (including
restrictions on repatriating earnings and the thmé&double taxation”), increased accounting amiginal control expenses, and the burden of
complying with a wide variety of foreign laws. Tleezan 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 finanooadition.

Furthermore, our international sales may be denatachin U.S. dollars or foreign currencies dependin the customer and transaction.
However, the operating expenses of our foreignatjmers are primarily denominated in foreign curieacTo the extent our international sales
are also denominated in the foreign currency, ortgifin currency exposure is largely offset. An @ase in the value of foreign currencies,
particularly the British pound and the Euro relatte the U.S. dollar, could adversely impact owereies and operating results.

Factors relating to our internal operations and poential liabilities

We depend on certain key personnel, and must be ablattract and retain qualified personnel in thature. The business is dependent
on a number of key, highly skilled technical, magxda, consulting, sales, and marketing persorineluding our Chief Executive Officer. The
loss of key personnel could adversely affect fimarmerformance. We do not have any significant-kegn life insurance on any officers or
employees and do not plan to obtain any. Our ssagédkdepend in large part on the ability to héned retain qualified personnel. The number
of potential employees who have the extensive kadge of computer hardware and operating systentedde develop, sell, and maintain
our products is limited, and competition for thegrvices is intense, and there can be no assuttzatcee will be able to attract and retain such
personnel. If we are unable to do so, our busirgssating results, and financial condition coutdnbaterially adversely affected.

We may experience significant errors or securitgyls in our product and services, and could face gt liability and warranty
claims as a resultDespite testing prior to their release, softwaprts frequently contain errors or security flaespecially when first
introduced or when new versions are released. €moour software products could affect the abitifyour products to work with other
hardware or software products, or could delay #netbpment or release of new products or new vessid products. The detection and
correction of any security flaws can be time conisignand costly. Software product errors and segéiatvs in our products or services could
expose us to product liability or warranty clainssveell as harm our reputation, which could impaatfoture sales of products and services.
Our license agreements typically contain provisimmsnded to limit the nature and extent of ouk B product liability and warranty claims.
There is a risk that a court might interpret thiesms in a limited way or could hold part or alltbése terms to be unenforceable. Also, there is
a risk that these contract terms might not bindrypother than the direct customer. Furthermarmesof our licenses with our customers are
governed by non-U.S. law, and there is a risk thiaign law might give us less or different protent Although we have not experienced any
material product liability claims to date, a protliability suit or action claiming a breach of wanty, whether or not meritorious, could result
in substantial costs and a diversion of managematitntion and our resources.

We face risks related to intellectual property afas or appropriation of our intellectual property ghts.We rely primarily on a
combination of copyright, trademark and trade ssdesvs, as well as confidentiality
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agreements to protect our proprietary rights. Wieehabtained patents from the U.S. Patent and Trade@ffice relating to the architecture of
our systems. We cannot assure that such patemtsoibe invalidated or circumvented or that rigitanted thereunder or the claims contained
therein will provide us with competitive advantage®mreover, despite our efforts to protect our pi@tary rights, unauthorized parties may
attempt to copy aspects of our products or to alite use of information that we regard as proanetin addition, the laws of some foreign
countries do not protect our proprietary rightasogreat an extent as do the laws of the U.S. Td@rde no assurance that our means of
protecting our proprietary rights will be adequatehat our competitors will not independently depesimilar technology.

We are not aware that any of our products infritigeproprietary rights of third parties. There &&mno assurance, however, that third
parties will not claim infringement by us with resp to current or future products. Although wemgéto limit the amount and type of our
contractual liability for infringement of the prdaetary rights of third parties, these limitatiorfsem contain certain exclusions, and we cannc
assured that these limitations will be applicalrid anforceable in all cases. Even if these linatadiare found to be applicable and enforceable
our liability to our customers for these types lafims could be material in amount given the sizeestain of our transactions. We expect that
software product developers will increasingly bbjsat to infringement claims as the number of patsand competitors in our industry
segment grows and the functionality of productdifferent industry segments overlaps. Any suchnetgiwith or without merit, could be time-
consuming, result in costly litigation, cause pradshipment delays, or require us to enter int@algyor licensing agreements. Such royalty or
licensing agreements, if required, may not be ab&el on terms acceptable to us or at all, whichcchave a material adverse effect upon our
business, operating results, and financial conlitio

ITEM 1B UNRESOLVED STAFF COMMENTS
Not applicable.

ITEM 2 PROPERTIES

Our principal administrative, sales, marketing,sup, and research and development operation®eageld at 101 Main Street,
Cambridge, Massachusetts in an approximately 100s60are foot leased facility. The lease for thility expires in 2013, subject to our
option to extend for two additional five-year pel$o We also lease space for our other officesantts., Canada, Australia, France, and the
United Kingdom. These leases expire at variousstit®ugh 2010. We believe that additional or alérve space will be available as needed
in the future on commercially reasonable terms.

ITEM 3 LEGAL PROCEEDINGS
Not applicable.

ITEM 4 SUBMISSION OF MATTERS TO A VOTE OF SECURI TY HOLDERS
During the fourth quarter of 2007, there were ndtera submitted to a vote of security holders.

13



Table of Contents

EXECUTIVE OFFICERS OF THE REGISTRANT
The names of our executive officers and certaiarmftion about them are set forth below as of Fetyrd, 2008:

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

Alan Trefler 51 Chief Executive Officer and Chairmi

Craig Dynes 52 Chief Financial Officer and Senior Vice Presid
Edward Hughe 56 Senior Vice President, Global Sa

Douglas Kre 45 Vice President of Global Servic

Michael Pyle 53 Senior Vice President of Product Developnr

There are no family relationships among any ofexgcutive officers or Directors.

Alan Trefler,a founder of Pegasystems, serves as Chief Exeddffiger and Chairman and has been a Director siveerganized in
1983. Prior to 1983, he managed an electronic finaasfer product for TMI Systems Corporation, Hvgare and services company.
Mr. Trefler holds a B.A. degree in Economics andrpater Science from Dartmouth College.

Craig Dynegoined Pegasystems in September 2006 as Chief ¢ialafficer and Senior Vice President. Mr. Dynsswamed the role of
principal accounting officer following the resigimat of the Company’s former Vice President of Ficeum November 2007. From 2004 to
2006, Mr. Dynes served as Chief Financial OfficeDbamandware, a venture-backed enterprise softfiraneFrom 2003 to 2004, Mr. Dynes
served as President and CEO of Narad Networks,raufacturer of equipment for the cable televisiomuistry. From 1997 to 2002, Mr. Dynes
served as Chief Financial Officer of SilverStreaaft®are, Inc., an application development softw@mpany. Prior to SilverStream,

Mr. Dynes held senior financial positions at Sybkme and Powersoft Corp. Mr. Dynes is a graduéth® Richard Ivey School of Business
Administration, the University of Western Ontariodais a Canadian Chartered Accountant.

Edward Hughegoined Pegasystems in February 2006 as SeniorRfiesident, Global Sales. From 2003 to 2005, Mr.hHéggserved as
Vice President of Sales in the Americas for theh&afe Development group of International BusinesgMnes Corporation. From 2000 to
2003, Mr. Hughes served as Vice President of SateRational Software, Inc. Prior to Rational, Mtughes held senior management positions
at Compuware Corporation. Mr. Hughes is a gradai€@atholic University and the Potomac School ofvLa

Douglas Krajoined Pegasystems in November 2004 as Vice Prasideslobal Services. From 2002 to 2004, Mr. Keaved as Vice
President at eLoyalty Corp., a consulting compamecmlizing in customer relationship managemerdant2000 to 2001, Mr. Kra served as
President of Zefer Corp., an internet consultimgfiPrior to Zefer, Mr. Kra spent ten years at Cedge Technology Partners Inc. in a variety
of senior roles. He holds a B.A. in Computer Sceeftom Brandeis University and an M.B.A. in finarfoem the New York University Stern
School of Business.

Michael Pylejoined Pegasystems in 1985 and has served as Séo#@President of Product Development since Aug@@$i0. Including
his positions with Pegasystems, Mr. Pyle’s profasal background encompasses almost thirty yeaseftfiare development and managerial
experience throughout Europe and the U.S. Mr. Bgiepleted his B.C.S. specializing in Computer Sméesind Systems Programming at the
Civil Service College in London.
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PART Il

ITEMS MARKET FOR REGISTRANT 'S COMMON STOCK, RELATED STOCKHOLDER MATTERS AND ISS UER
PURCHASES OF EQUITY SECURITIES

The following table sets forth the range of higll &ow sales prices of our common stock on the NA&D®@lobal Select Market for 2007
and 2006. Our common stock is traded under the NRQSymbol “PEGA”. As of February 29, 2008, we happeoximately 64 stockholders
of record and approximately 29,006 beneficial owr@rour common stock. On February 29, 2008, thsiy sale price of our common stock
was $9.40. In July 2006, we began paying a qugrtash dividend of $0.03 per share of common stBdkr to July 2006, we had never
declared or paid any cash dividends on our comrtaoksQuarterly cash dividends are expected toicoatat $0.03 per share, subject to

change or elimination at anytime by our Board afebiors, to stockholders of record as of the fieding day of each quarter.

First Quartel
Second Quarte
Third Quartel
Fourth Quarte

First Quartel
Second Quarte
Third Quartel
Fourth Quarte

2007

2006

15

High Low
$10.0¢ $ 8.07
$11.17 $ 8.8%
$12.67 $10.1(
$13.1(C $10.7(

High Low
$ 8.37 $ 6.91
$ 8.37 $ 6.1¢
$ 8.8¢ $ 6.2C
$10.61 $ 8.52
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COMPARISON OF CUMULATIVE TOTAL STOCKHOLDER RETURN

The following performance graph represents a coisparf the cumulative total return (assuming thievestment of dividends) for a
$100 investment on December 31, 2002 in each ofoommon stock, the Total Return Index for the NASDEBomposite (“NASDAQ
Composite”) (a broad market index) and the StandaPdors (“S&P”) Goldman Sachs Technology Softwindex (“S&P GSTI™ Software
Index”) (a published industry index). We paid dividends @0 per share during 2006 and $0.12 per sharagi@f07. The graph lines mer.
connect measurement dates and do not reflect #tions between those dates.

8250
—l— Pegasystems Ine.
—8— Nusdag Composite
k —h— S&P GSTI Software
S200 1 Y
Index
5150 -
S100
5501
&0 1 l ] |
1231002 12731703 12031414 | 273105 | 2731 /6 |23
12/31/02 12731103 12731704 12731/05 125311k 123107
Pegasystems Ine. SO0 H169.08 S166 .93 $143.05 $193.135 $233.46
Nasdag Composite 100 SIS0 $I62.89 $165.13 FIEOES 19860
Tnﬁd;:x[_:ﬁ TT Softwire 100 H150.08 H170.43 $162.28 $179.8% F205 54
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ISSUER PURCHASES OF EQUITY SECURITIES

On June 4, 2007, we publicly announced that our@oé&Directors approved a new $10.0 million stoggurchase program beginning
July 1, 2007 and ending June 30, 2008 (the “Thiay”am”). Under the Third Program, shares may brelmsed in such amounts as market
conditions warrant, subject to regulatory and otteersiderations. Purchases under the Third Progragnbe made from time to time on the
open market or in privately negotiated transactions

The following table sets forth information regamgliour repurchases of our common stock, under tlrel Frogram, during the fourth
quarter of 2007.

Total Number
of Shares
Purchased as Pai Approximate Dollar
Value of Shares That
of Publicly May Yet Be Purchase:
Total Number Average Price Announced Share
Under The Third
of Shares Paid per Repurchase Program

Period Purchased Share Program (in thousands)
10/1/0%-10/31/07 87,69( $ 11.7¢4 87,69( $ 4,24;
11/1/0%-11/30/07 77,08 12.0¢ 77,08 3,31(
12/1/0%-12/31/07 176,05’ 11.9¢ 176,05’ 1,21(

Total 340,82¢ $ 11.9

In November 2007, a former stockholder of 1mindpg@oation (“1mind”) exercised a warrant to purchagtd8 shares of our common
stock, which was originally issued as part of thasideration for our acquisition of 1mind in 2002 accordance with the net exercise
provisions of this warrant, we withheld 102 shasesur common stock to cover the exercise pricthefwarrant, which shares were valued at
approximately $1,200, based on the average clgsiog of our common stock over the ten consecutaging days ending on the third trading
day prior to the exercise date and issued 1,30@slt our common stock. The issuance of thesessiveais made in reliance on the exemption
from registration provided by Regulation D undex 8ecurities Act of 1933.

In November 2007, International Business Machinegp@ration (“IBM”) exercised a warrant to purch&€738 shares of our common
stock, which was previously issued in 2004 in caioa with our agreement with IBM. In accordancehathe net exercise provisions of this
warrant, we withheld 20,923 shares of our commonksto cover the exercise price, which shares waheed at approximately $0.3 million,
based on the average closing price of our commmok siver the five consecutive trading days endingh@ day prior to the exercise date and
issued 5,815 shares of our common stock. The issuafithese shares was made in reliance on theptixera from registration provided by
Section 4(2) of the Securities Act of 1933.

For information concerning securities authorizedi$suance under equity compensation plans, séélRdem 12 “SECURITY
OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMET AND RELATED STOCKHOLDER MATTERS.”
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ITEM6 SELECTED CONSOLIDATED FINANCIAL DATA

The selected consolidated financial data presdrgtuiv has been derived from our consolidated firsrstatements. This data may not
be indicative of our future condition or resultsoplerations and should be read in conjunction tthnagement’s Discussion and Analysis of
Financial Condition and Results of Operations”,¢tbasolidated financial statements and accompanyihes.

Consolidated Statements of Operations Date
Total revenue
Income (loss) from operatiol
Income before provision for income tay
Net income
Earnings per shar
Basic
Diluted
Cash dividends declared per common sh
Weightec-average number of common shares outstan:
Basic
Diluted

Consolidated Balance Sheet Date

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

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

Capital lease obligation, including current port
Stockholder equity

Year Ended December 31

2007 2006 2005 2004 2003
(in thousands, except per share data)
$161,94¢  $126,02: $100,20¢ $103,29: $ 95,03(
1,951 (7,119 1,21¢ 5,771 14,73¢
9,942 1,18: 5,31¢ 11,15¢ 21,89:
6,59¢ 1,84z 5,192 8,211 16,67¢
$ 01& $ 0.0f $ 01t $ 02 $ 0.4¢
$ 018 $ 0.0F $ 0.14 $ 0.2z $ 047
$ 01z $ 0.0¢ $ — $ — $ —
35,87t 35,22¢ 35,77« 35,69! 34,51¢
37,43 37,13¢ 36,46: 37,04 35,757
Year Ended December 31,
2007 2006 2005 2004 2003
(in thousands)

$149,98:  $127,75¢ $114,73! $ 97,36( $ 87,93t
159,54° 147,22¢ 133,44( 121,27: 98,05¢
8,267 17,45¢ 31,37: 44,34 53,66¢
243,30° 214,00¢ 209,65 195,87¢ 191,95¢
— 63 16€ 262 —
172,94« 166,15¢ 167,68: 166,60° 153,92:
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ITEM 7 MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D RESULTS OF OPERATIONS
BUSINESS OVERVIEW

We develop and license rules-based BPM softwargemdde professional services, maintenance, aiditig related to our software.
We focus our sales efforts on target accounts, lwaiie companies or divisions within companies, amdtypically large organizations that are
among the leaders in their industry. Our strategy isell limited size initial licenses to theseyta accounts rather than selling large application
licenses, with the goal to generate follow-on saléss strategy allows our customers to quicklylireabusiness value from our software and
reduces their initial investment.

Our customers typically request professional ses/&nd training to assist them in implementingpyoducts. Almost all of our
customers also purchase maintenance on our prodavttsh includes rights to upgrades and new rekedseident resolution and technical
assistance. Professional services are providedtljitgy us in some situations and through our nekved partners in other cases. The amou
professional services provided by our partnersblegs increasing in recent years. By utilizing thesetners, we have significantly increased
the supply of skilled service consultants that @ssist our customers.

Our license revenue from new license signingsiimauily derived from our PegaRULES Process Commeaaediéware and related
solution frameworks. PegaRULES Process Commanaecinprehensive platform for building and manaddfdv applications that unifies
business rules and business processes. Our soitgineworks are built on the capabilities of PegaRB Process Commander and are
purpose- or industry -specific collections of bgstctice functionality to allow organizations toigidy implement new customer-facing
practices and processes, bring new offerings t&kebaand provide customized or specialized proogssihese products often require less
implementation assistance than prior generatiormspfoftware products. In many cases this hadtegsin a shorter sales process and
implementation period. PegaRULES Process Commaardkrelated solution frameworks can be used maradty by customers within our
traditional financial services, insurance and tealte markets, as well as by a broader range tdrmess within other markets, such as life
sciences and government. We license our softwamewocustomers pursuant to perpetual and termde&eagreements, depending on customer
circumstances.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Management'’s discussion and analysis of the firmcindition and results of operations is basedwqo consolidated financial
statements, which have been prepared in accordetitaccounting principles generally accepted mthS. The preparation of these financial
statements requires us to make estimates and judgitat affect the reported amounts of assetsitias, revenues and expenses, and related
disclosure of contingent assets and liabilities. Wése our estimates and judgments on historicadrexpe, knowledge of current conditions
and beliefs of what could occur in the future giesilable information. We consider the followingcaunting policies to be both those most
important to the portrayal of our financial conditiand those that require the most subjective judnif actual results differ significantly frc
management’s estimates and projections, there dmubdmaterial effect on our financial statements.

Revenue recognition

Our revenue is derived from two primary sourceftware license fees and service fees. Our licemssgements, whether involving a
perpetual license or a term license, generallyaiomhultiple elements. In addition to the licensese elements generally include professional
consulting services, training, and software maiatee services. Revenue from arrangements in whekair value of one or more undelivered
elements is unknown is deferred until the fair eatd those elements is known and the residual vafitiee license can be determined.
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Software License Revenues

Perpetual software license fees are recognizeev@siue when the software is delivered, any acceptaquired by contract is obtained,
no significant obligations or contingencies exedated to the software, other than maintenanceatignd all other revenue recognition crit
are met.

Term software license fees are generally payable mionthly basis under license agreements thatdilpihave a three to five-year term
and may be renewed for additional terms at theoowst’s option.

As a result of our focus on frequent sales to atgedted customers, our strategy to sell limited Bitial term licensing agreements to
those customers with the goal to generate follovgalas, and as a result of certain contract prawgsiwe recognize term license revenue over
the term of the agreement as payments become dearlar if prepaid, provided all other criteria fevenue recognition have been met.

Historically, the majority of our term license argeements were larger agreements with extended peyerens and therefore, did not
typically result in follow-on license agreementseWave a history of successfully collecting payrsemtder the original payment terms,
therefore for these arrangements, we have recagjttizepresent value of the future term license paymupon customer acceptance, provided
that no significant obligations or contingenciesserelated to the software, other than maintenauogport, and provided all other criteria for
revenue recognition have been met. A portion ofittense fees payable under these agreements (eqin difference between the total
license payments and the discounted present vallese payments) was initially deferred and redegphas installment receivable interest
income (and is not part of total revenue) overlitense term. For purposes of the present valwutzlons, the discount rates used were
estimates of customers’ borrowing rates at the tifrecognition, typically below prime rate, and/bavaried between 3.25% and 6.9% for the
past few years. As of December 31, 2007, the reinmaipalance of these installment receivables tdtajfgoroximately $27.5 million as
summarized in the table on page 33.

For licensing arrangements that include a righirtspecified future products, fees are accounted$@ubscriptions and the revenue is
recognized ratably over the economic life or teffrthe arrangement.

Services Revenues

Our services revenue is comprised of fees for soBvmaintenance, training, and consulting seniioaading software implementation.
Consulting services may be provided on a “standaltasis or bundled with a license and softwargntenance services.

Software maintenance revenue is recognized ovaetheof the related maintenance agreement, wiigeierally one year. Revenue
from training services and consulting services utidee and materials contracts is recognized ascey are performed. We have vendor
specific objective evidence of fair value for oofteare maintenance, training services, and comguttervices under time and materials
contracts.

Services may be provided on a fixed-price basisd@/aot have vendor specific objective evidenctawfvalue for fixed-price services
prior to completion of the services. When fixudee services are part of a multiple element ayeament, and the services are not essential
functionality of the other elements of the arrangatnand when services are the only undeliveradei, we recognize the revenue from the
total arrangement ratably over the longer of tHensye maintenance period or the service perioc limited number of our arrangements, the
fixed-price services are essential to the arrangemenulseove make significant alterations to the fumetiity of the software or build compl
interfaces necessary for the software to be funatio the customer’s environment. We have not lzd#a to make reasonably dependable
estimates for the purpose of determining our pregjte completion, as we have limited experiench thiese types of unique and complex
arrangements. Accordingly, when the fixed-pricevisess are essential to the arrangement, all revandecosts are deferred until the
completion of the fixed-price services under thmpteted contract method. Revenue from fixed-premwises that are not bundled with a
software license is generally recognized as peréorduring the service period, which is typicallgdehan four months.
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We warrant to our customers that our software petedwill conform to documented specifications. WWada not experienced significant
claims related to software warranties beyond tlopsof maintenance support, which we are alreatigaibd to provide, and consequently we
have not established reserves for warranty obtigati

Our agreements with customers generally requite usdemnify the customer against claims that afitvgare infringes third party pate
copyright, trademark or other proprietary rightsc indemnification obligations are generally lietitin a variety of industrgtandard respec
including our right to replace an infringing produés of December 31, 2007, we had not experieargdmaterial losses related to these
indemnification obligations and no claims with respthereto were outstanding. We do not expecifgignt claims related to these
indemnification obligations, and consequently, agédinot established any related reserves.

Deferred project costs

We defer direct costs when a project is being actmlifor under the completed contract method océotain arrangements where all of
the required revenue recognition criteria havelre@n met. We report these deferred project costthir current assets.

Deferred revenue

Deferred revenue consists primarily of billed féest exceed revenue recognized on arrangementsdvathice payment of maintenance
fees.

Allowance for doubtful accounts and allowance for ales credit memos

We maintain an allowance for doubtful accountsefstimated losses resulting from the inability of oustomers to make required
payments. Our estimates are based on the compositibie accounts receivable aging, historical delots, changes in payment patterns,
customer creditworthiness and current economidseli we used different assumptions, or if thaficial condition of customers were to
deteriorate that resulted in their inability to realequired payments, additional provisions for dfwitaccounts would be required and would
increase bad debt expense.

We record allowances for estimates of potenti@satedit memos. We base these estimates on b#dtarialyses of sales credit memos
and assumptions about future events and experieiticeustomer disputes. If we used different asgionp in calculating the allowance,
adjustments would be reflected as changes to revenu

Stock-based compensation

As a result of the adoption of Financial Account®tgndards Board (“FASB”) Statement of Financiat@unting Standards (“SFAS”)
No. 123R,"Share-Based Payment” (“SFAS 123(R)") on Januar®QD6, we recognize stock-based compensation eg@ssociated with
equity awards in our consolidated statements afrimebased on the fair value of these awards atateeof grant. Pro forma disclosure is no
longer an alternative. We adopted the provisionSFAS 123(R) using the modified prospective metlaodl, accordingly prior period amounts
were not restated. Stock-based compensation igmemd over the requisite service period, whichegrerally the vesting period of the equity
award, and adjusted each period for anticipatef@itares. We recognize stock-based compensatioaritheé ratable method, which treats each
vesting tranche as if it were an individual grant.

During the fourth quarter of 2007, our Board ofd@itors approved changes to our equity compensptagram, including the granting
restricted stock units (“RSUs”) in addition to staaptions, for periodic equity compensation graRSUs deliver to the recipient a right to
receive a specified number of shares of our
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common stock upon vesting. Unlike stock optionseretis no cost to the employee at share issuaneezdiMe our RSUs at the fair value of our
common stock on the grant date, which is the ctppitice of our common stock on the grant date, lespresent value of expected dividends
as the employee is not entitled to dividends dutivggrequisite service period. We periodically gistock options and RSUs for a fixed num
of shares to employees and non-employee DirecCtbis exercise price for stock options is greaten thraequal to the fair market value of the
shares at the date of the grant.

We estimate the fair value of stock options usheyBlack-Scholes option valuation model, which ieggius to make estimates of key
assumptions including the expected term of theoopthe expected volatility of our stock price otle option’s expected term, the risk-free
interest rate over the option’s expected term,@ndexpected annual dividend yield. The expectad t& options granted is derived from
historical data on employee exercises and postngestnployment termination behavior. The expectadtility is based on the historical
volatility of our stock price. The expected anndi@idend yield is based on the expected annuatdiwi of $0.12 per share divided by the
average stock price. If factors change and we eymglifferent assumptions in the application of SFES3(R) in future periods, the
compensation expense that we record under SFAR) 234y differ significantly from what we have reded in the current period.

The following table summarizes the estimated impacthe fair value of our stock options grantedmythe years ended December 31,
2007 and 2006, respectively, had we applied diffeveeighted-average assumptions in the Black-Sshm¢ion valuation model as follows:

Hypothetical Estimated Impact on Stocl-
Year ended
SFAS 123(R) Assumption December 31, 20C Change Based Compensation
Expected volatility 53% 10% 15%
Expected term in yea 5.6 1 8%
Risk-free interest rat 4.02% 2% 6%
Expected annual dividend yie 1.1% 1% 9%
Hypothetical Estimated Impact on Stock-
Year ended
SFAS 123(R) Assumptior December 31, 20C Change Based Compensation
Expected volatility 75% 10% 9%
Expected term in yea 6.1 1 6%
Risk-free interest rat 4.81% 2% 3%
Expected annual dividend yie .97% 1% 8%

The amount of stock-based compensation recognigedgla period is based on the value of the portibtihe awards that are ultimately
expected to vest. SFAS 123(R) requires forfeittmdse estimated at the time of grant and revidatkdessary, in subsequent periods if actual
forfeitures differ from those estimates. Basedhmnreview of historical forfeiture data for our doyees, we have applied an annual forfeiture
rate of 18% and re-evaluate and adjust the forkeitate as necessary. Ultimately, we recognizatheal expense over the vesting period only
for the shares that vest.

The choice of a valuation model, and the underlgsgumptions used in applying that model, invosigsificant judgment. Our
judgment reflects our assessment of the most atecaoraethod of valuing the stock options we issuetam our historical experienc
knowledge of current conditions and beliefs of wb@itld occur in the future given available inforioat Our judgment could change over time
as additional information becomes available tooughe facts underlying our assumptions change tiwer, and any change in our judgments
could have a material effect on our financial stegets.

Prior to January 1, 2006, we accounted for stodlonpgrants to employees and Directors using tkrnsic value method in accordance
with Accounting Principles Board Opinion No. 25,¢@ounting for Stock Issued to Employees,” (“APB R3Jnder the intrinsic value method,
compensation associated with stock awards to
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employees and Directors was determined as therelifée, if any, between the current fair value eftinderlying common stock on the date
compensation was measured and the exercise prtbe afvard. In accordance with the provisions oBA®3, since the exercise price of our
employee stock options equaled the market pri¢gheofinderlying stock on the date of the grant, sropensation expense was recorded in the
financial statements. However, we disclosed innthies to our consolidated financial statementptbdorma effect on our consolidated
statements of income had we employed the fair viaethod of accounting for stock option grants iocadance with SFAS No. 123
“Accounting for Stock-Based Compensation” (“SFAS31)2 For purposes of that disclosure, we used tlaelBScholes option valuation model
to value the options granted, which required umaike certain assumptions similar to those requise8FAS 123(R) and as described above,
except the dividend yield was equal to zero, adimdends had been declared through December 3B.20

See Note 4 “STOCK-BASED COMPENSATION” in the noteghe accompanying consolidated financial statesim further
information on the impact of SFAS 123(R) to our salidated financial statements.

Accounting for Income Taxes

As a global company, we use significant judgmerdaigulate and provide for income taxes in eactheftax jurisdictions in which we
operate. In the ordinary course of our businegsethre transactions and calculations undertak@sevhltimate tax outcome cannot be certain.
Some of these uncertainties arise as a conseqoétremsfer pricing for transactions with our sutiaiies and potential challenges to nexus
credit estimates. We estimate our exposure to onédoke outcomes related to these uncertaintiegstiihate the probability for such outcomes
in accordance with the provisions of FASB Interptiein No. 48, “Accounting for Uncertainty in Incorfiaxes — an interpretation of FASB
Statement No. 109” (“FIN 48"), which we adoptedIamuary 1, 2007. As a result of the implementadiolRIN 48, we recorded a $1.5 million
reduction to January 1, 2007 retained earningactordance with FIN 48, as of December 31, 20G7athount of unrecognized tax benefits
totaled approximately $9.8 million, of which $3.9llran, if recognized would favorably affect ourfettive tax rate in any future period. We
not expect the changes in the unrecognized benefii the next twelve months to be material.

We account for income taxes in accordance with SRAS109, “Accounting for Income Taxéq"“SFAS 109”), which requires that
deferred tax assets and liabilities be recognizégguenacted tax rates for the effect of tempodiffgrences between the book and tax bases of
recorded assets and liabilities. We record a vianatllowance to reduce our deferred taxes to aouautnwe believe is more likely than not to
be realized. We consider future taxable incomepmuodent and feasible tax planning strategies iessssg the need for a valuation allowance.

Although we believe our estimates are reasonablessurance can be given that the final tax outasith@ot be different from what is
reflected in our historical income tax provisioresturns, and accruals. Such differences, or chaingestimates relating to potential differences,
could have a material impact on our income tax isios and operating results in the period in whiakh a determination is made.

RESULTS OF OPERATIONS
2007 Compared to 2006

(Dollars in millions) Year Ended December 31, Increase

2007 2006 (Decrease)
Total revenue $ 161.¢ $ 126.( $35.¢ 29%
Gross profil 96.7 72.% 24.£ 34%
Total operating expens 94.¢ 79.4 15.¢ 19%
Income before provision (benefit) for income ta $ 9.¢ $ 1.2 $ 8.8 n/m

n/m = not meaningful
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The increase in total revenue in 2007 compare®@® Zonsisted of a $15.7 million increase in lieersvenue, a $14.3 million increas
professional services and training revenue and@$ilion increase in maintenance revenue, in ease due to an increase in the overall
demand for our software, related professional sesjiand maintenance. Our international revenue3d¥sof total revenue in 2007 compared
to 37% in 2006.

The increase in gross profit for 2007 comparedd@62was due to the increase in license revenuamicrease of $8.7 million in
services gross profit.

Total operating expenses increased in 2007 compar2@d06 due to our continued investment in expamtiie number of sales and
marketing personnel, increased spending in researdfdevelopment, and higher accounting fees asudt of restating our previously issued
financial statements.

The increase in income before provision (benefit)iicome taxes was primarily due to the $24.4iarilincrease in our gross profit,
which was partially offset by a $15.4 million ines® in operating expenses as discussed above.

Revenue
(Dollars in millions) Year Ended December 31 Increase
2007 2006 (Decrease)
License revenut
Perpetual license $37.¢ T74% $27.2 T1% $10.7 3%
Term license: 13z 26 2 23 5.C 61%
Total license revenu $51.1 10(% $35.4 10C% $15.7 44%

The mix between perpetual and term license sigrflogtuates based on customer circumstances. €amde revenue growth in 2007 v
primarily driven by increased demand for perpetigahses of our software. Both the number and Weeame value of perpetual license
arrangements increased in 2007 compared to 2006.

We recognize revenue for our term license arrangér@ver the term of the agreement as paymentaiieedoe or earlier if prepaid.
While the number of term license signings decregtbedaverage value of term license arrangemeatsased in 2007 compared to 2006. The
aggregate value of payments for these term licemggsh will be recognized in future periods aserwe, totaled $71.4 million as of
December 31, 2007 as compared to $14.2 milliorf @&eoember 31, 2006. The aggregate value of thesecancellable term license
arrangements as of December 31, 2007 includes $2illi@n of term license payments that we expeatsitognize as revenue in 2008, which
represents a 61% increase compared to $13.2 mdfieerm license revenue in 2007. We expect oum t@ense revenue could be higher than
$21.3 million in 2008 as we complete new term Igeagreements in 2008. See the table of expecshdeeeipts from these term licenses on
page 33 for an analysis of future receipts by year.

(Dollars in millions) Year Ended December 31, Increase
2007 2006 (Decrease)

Services revenu
Professional services and traini $ 79.
Maintenance 1.

Total services revent $110.¢ @% $90.€ @% $20.2 22%

T T72% $65.4 72% $14.7 22%
1 28 25z 28 58 23%

Professional services are primarily consulting sewrelated to new license implementations. Wéigoe to experience strong demand
for these services as our installed license basgnu®s to grow. As a result of the
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demand for these services, we have increased eeglwadcount in the professional services orgamizhy 42% to 233 employees as of
December 31, 2007 from 164 employees as of DeceBihex006. In addition to our own employees, weam#ractors to provide these
services.

The increase in maintenance revenue in 2007 compar2006 is a result of the continued increagbéninstalled base of our software.

(Dollars in millions) Year Ended December 31 Increase

2007 2006 (Decrease)
Gross Profit
License gross prof $ 511 $ 354 $15.7 44%
Services gross prof 45.€ 36.€ 8.7 24%
Total gross profi $ 96.7 $ 728 $24.4 34%
Services gross marg 41% 41%

There are no significant direct costs associatek Wdense revenue, therefore, increases in licgnasgs profit are due to increases in
license revenue.

Our professional services and training gross masgis unchanged in 2007 compared to 2006. Whilenateased the professional
services headcount by 42% in 2007, and 80% of theseemployees were hired in the second half of/&ae, contractor costs as a percentage
of professional services and training revenue desae to 14%, or $11.2 million, in 2007 comparetiZ®, or $11.3 million, in 2006. We
expect to continue to increase the number of psidesl services employees to meet the demand édegsional services related to new lice
implementations and we will continue to utilize sabtractors while we recruit, hire and train prefesal services employees. Our margin on
maintenance in 2007 was also unchanged in 2007 ax@d o 2006.

Operating expenses

(Dollars in millions) Year Ended December 31 Increase

2007 2006 (Decrease)
Selling and marketinc
Selling and marketin $ 51.7 $ 43¢ $7.8 18%
As a percent of total reveni 32% 35%
Selling and marketing headcot 152 13¢ 15 11%

Selling and marketing expenses include payroll, legge benefits, stock-based compensation expendegtaer headcount-related costs
associated with selling and marketing personnelelsas advertising, promotions, trade shows, samsirand other programs. The increase in
selling and marketing expenses was primarily duentincrease in employee related costs associatednereased headcount in 2007
compared to 2006. Payroll, compensation and beagliénses increased approximately $4.5 millionteagel expenses increased
approximately $0.8 million a result of the higheakcount.

(Dollars in millions) Year Ended December 31 Increase

2007 2006 (Decrease)
Research and developme
Research and developmt $ 26.2 $ 227 $35 15%
As a percent of total reven 16% 18%
Research and development headct 11¢ 10¢€ 11 10%

Research and development expenses include pagmgiloyee benefits, stock-based compensation expemsiacted services, and other
labor-related costs associated with research anelafament. The increase in
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research and development costs during 2007 wasphjndue to $1.1 million of higher headcount ccetsl $1.2 million of higher offshore
contractor costs. We are in the process of estabisa research and development center in India.@8Bsociated start-up costs are included in
general and administrative expenses until the remtet is operational, at which time, the costs @ased with the new center will be included
in research and development expenses.

(Dollars in millions) Year Ended December 31 Increase

2007 2006 (Decrease)
General and administrativi
General and administrati\ $ 16.¢€ $ 12.7 $4.2 32%
As a percent of total reveni 10% 1C%
General and administrative headco 10¢ 10z 6 6%

General and administrative costs include payratipleyee benefits, stock-based compensation exmernsether headcount-related costs
associated with finance, legal, corporate goveraaother administrative headcount, and accountaggl, and other administrative fees as well
as certain start-up costs associated with our esearch and development center in India. The isergageneral and administrative costs
during 2007 was primarily due to $1.4 million ogher compensation and benefit costs relating teased headcount and $1.3 million of
higher accounting fees associated with the resttenf our previously issued financial statemewts.expect to incur additional start-up costs
in 2008 associated with the establishment of aarebeand development center in India.

Stock-based compensation

In accordance with SFAS 123(R) and beginning omidgnl, 2006, we recognize stock-based compensatipense associated with
equity awards in our consolidated statements afrimebased on the fair value of these awards atdteeof grant. The following table
summarizes stock-based compensation expense iddlnaer consolidated statements of income in 200Y 2006:

Year Ended December 31, Increase
(in thousands, except per share amou 2007 2006 (Decrease)
Stock-based compensation exper
Cost of service $  49C $ 28€ $204 71%
Selling and marketin 427 52C (93 (18)%
Research and developmt 13¢ 13t 4 3%
General and administrati\ 562 527 35 7%
Total stocl-based compensation before $ 1,61¢ $ 1,46¢ $15C 10%
Income tax benefi (430) (520)
Net stocl-based compensation expe! $ 1,18¢ $  94¢
Effect on earnings (loss) per she
Basic $ (0.09 $ (0.09
Diluted $ (0.09) $ (0.09
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In December 2007, we granted approximately 4089806k options and approximately 204,000 RSUs ttaseemployees. The
associated stock-based compensation expense &&r ¢inents was insignificant in 2007, due to therdwaeing granted near the end of the
year. As of December 31, 2007, we had approxim&2I$ million of unrecognized stc-based compensation expense related to the unvestec
portion of all our stock options that is expectede recognized as expense over a weighted-avpeagel of approximately 2.0 years and we
had approximately $1.4 million of unrecognized ktbased compensation expense related to the R&Ustbxpected to be recognized as
expense over a weighted-average period of 2.7 years

(Dollars in millions) Year Ended December 31, Increase

2007 2006 (Decrease)
Interest income, Other income and Income tax
Installment receivable interest incol $ 1.3 $ 1.9 $(0.€) (34)%
Other interest income, n 6.7 54 1.3 25%
Other income, ne — 1.C (1.0) (97)%
Interest income and oth $ 8.C $ 8.3 $(0.9) (4%

The increase in interest income was primarily dukatger balances of cash and investments, pgroéfitet by the decrease in interest
rates and an expected reduction in interest indoome installment receivables reflecting the declmbalance of term licenses on which
revenue had been recognized in advance of payments.

Other income, net, consists primarily of currenggh@nge gains and losses and realized gains aseslos the sale of our investments.

Provision (benefit) for income taxes

The provision for income taxes represents curredtfature amounts owed for federal, state, anddareaxes. In 2007, we recorded a
$3.3 million provision compared to a benefit of Bénillion in 2006, which resulted in an effectiaxtrate of 34% in 2007 compared to
(55%) in 2006.

Our effective income tax rate for 2007 was below shatutory federal income tax rate due to appratety $0.3 million of benefits
related to the current period domestic producticiviies, approximately $0.5 million of estimatéetleral income tax credits, and
approximately $0.2 million of state income tax dtedThese benefits were partially offset by $0iBiom of permanent differences primarily
related to nondeductible meals and entertainmeuereses and approximately $0.2 million of prior ye@vision to return adjustments.

Our effective tax rate for 2006 differed from thatatory federal income tax rate due to approxifgek6.7 million of benefits related to
current period extrgerritorial income exclusions, approximately $0.®ion of estimated federal income tax credits,0a3million benefit fron
foreign activities, and approximately $0.3 milliohnet benefit from state income taxes primarilg do state income tax credits. These factors
were partially offset by $0.2 million of permaneifferences primarily related to nondeductible nsemid entertainment expenses and a $0.2
million increase in reserve for tax uncertaintielaited to international activity.

We adopted the provisions of FIN 48 on January0D72 As a result, we recorded the cumulative efééetpplying the provisions of FIN
48 and recorded a $1.5 million reduction to oumdan 1, 2007 retained earnings. As of DecembeRBQ7, the amount of unrecognized tax
benefits totaled approximately $9.8 million, of whi$3.9 million, if recognized would impact ouregffive tax rate. We do not expect the
changes in the unrecognized benefits within the tveslve months to be material.
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2006 Compared to 2005
Revenue

Our total revenue for 2006 increased 26% to $1&6lon from $100.2 million in 2005. This increasas primarily due to a $31.3
million increase in services revenue. The followfabgle summarizes our revenue composition:

Year ended
(in millions) December 31,
2006 2005

License revenut

Perpetual license $ 27.2 $ 20.1
Term license: 8.2 20.€
Total license revenu 35.4 40.¢
Services revenu

Professional services and traini 65.4 39.1
Maintenance 25.2 20.2
Total services revent 90.€ 59.2
Total revenue $126.C $100.:

Total license revenue for 2006 decreased 13% tot$88lion from $40.9 million in 2005. The decredsdotal license revenue was the
result of a $12.6 million decrease in term liceresgenue partially offset by a $7.1 million incre@sgerpetual license revenue. The decrease in
term license revenue was primarily due to our degit increasingly enter into term licenses witintract provisions that require the term
license to be recognized over the license termagimpnts become due or earlier if prepaid. A summéegxpected payments for these term
licenses is provided on page 33. These paymenishwiill be recognized as revenue in future perj@dsthey become due or earlier if prep
have increased in total from $3.5 million at Decem®l, 2005 to $14.2 million at December 31, 2006.

Professional services and training revenue incte@3@6 to $65.4 million in 2006 from $39.1 milliom 2005. The increase was primarily
the result of an increase in demand from our custsrfor professional services. Other componentseincrease in professional services and
training revenue include $4.0 million in revenuenfrthree large fixed fee contracts which were cetepl in 2006, a $2.9 million increase in
billed expenses and $1.4 million increase in trgnmevenue. Typically, we derive substantial rexefiam services provided in connection v
the implementation of software licensed by new @usrs. Maintenance revenue increased 25% to $28i@min 2006 from $20.2 million in
2005. The increase in maintenance revenue for 2@36due to a larger installed base of softwareagnidher proportion of perpetual licenses
in the installed base which yield greater mainteearevenue than term licenses.

Deferred revenue at December 31, 2006 consistethpty of amounts by which billed fees exceed rexerecognized on arrangements,
and unearned portions of annual maintenance fédsrpadvance. Deferred revenue decreased to $iillian as of December 31, 2006, from
$20.5 million as of December 31, 2005. The $3.3ionildecrease was due primarily to a $5.6 milli@emase in the deferred revenue
associated with agreements containing customeptanees 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 totaénere for 2006 from 34% for 2005. This increase pranarily related to one large
international license transaction in the third germof 2006. Our international revenue may fluatuatthe future because such revenue is
generally dependent upon a small number of licéregesactions during a given period. We expectdiatto competition from vendors who
will do business in
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foreign currencies, more of our customer transastimay be denominated in foreign currencies irfuhee, which may expose us to increased
currency exchange risk.

Cost of revenue

The cost of maintenance, professional servicedraiming increased 63% to $53.7 million in 2006nfir&33.0 million in 2005. Cost of
services as a percentage of services revenue gatte¢a 59% for 2006 from 56% for 2005. Such inaeagere due primarily to increases in
compensation costs, contracted services and tcagtd. These increases reflect an investment iargipg the pool of trained service
personnel, including new professional services eyg#s and partners, to support an increase inutmbar of license implementation projects
and in anticipation of increased demand resultiogifnew license signings. Services gross marging88s9 million for 2006 compared to
$26.3 million for 2005. Services gross margin geecentage of services revenue decreased to 412006 from 44% for 2005. The decrease
in services gross margin percentage reflects ttrease in services costs, partially offset by ghowtmaintenance revenue and its associated
higher margin. Maintenance revenue increased 25825 million in 2006 from $20.2 million in 2008tough it decreased as a percentag
services revenue to 28% in 2006 from 34% in 20@5viSes headcount was 198 at the end of 2006 cadparl55 at the end of 2005. In
addition, contracted services increased 82% frorR &6llion in 2005 to $11.3 million in 2006.

Operating expenses

Research and development expenses for 2006 indréa$22.7 million from $19.5 million for 2005 dte increased use of contractors
and costs related to increased employee headobdsiatpercentage of total revenue, research andaiewent expenses decreased to 18% in
2006 from 19% in 2005, primarily due to increasedenue. Research and development headcount atdhef 2006 was 108 compared to 9
the end of 2005.

Selling and marketing expenses for 2006 increa8étl  $43.9 million from $34.1 million for 2005. Bhincrease was primarily due tc
$2.5 million increase in sales commissions, in@dampensation and benefits expenses of $4.%madlnd increased travel expenses of $1.6
million due to higher headcount. As a percentagetal revenue, selling and marketing expensegased to 35% in 2006 from 34% in 2005,
primarily due to increased spending. Selling andketing headcount at the end of 2006 was 138 coedpiar 112 at the end of 2005.

General and administrative expenses for 2006 iset&% to $12.7 million from $12.1 million in 200Ehe increase was primarily
attributed to costs related to increased headcéusnd percentage of total revenue, general andrasimiitive expenses decreased to 10% in
2006 from 12% in 2005, as revenue grew faster ¢fegneral and administrative spending. General andrastrative headcount at the end of
2006 was 103 compared to 95 at the end of 2005.

Installment receivable interest income

Installment receivable interest income, which csissof the portion of all term license fees recagdiunder the net present value method
attributable to the time value of money, decredse®ll.9 million in 2006 from $2.5 million in 200%he decrease was due primarily to a lower
total value of that portfolio. A portion of the fé®m each term license arrangement is initiallfeded and recognized as installment receiv
interest income over the remaining term of thengee For purposes of the present value calculattbegdiscount rates used are estimates of
customers’ borrowing rates, typically below prinag¢er, and have varied between 3.25% and 6.9% dthvengast few years.

Other interest income, net

Other interest income increased to $5.4 millio2006 from $3.0 million for 2005. The increase wasparily due to increased cash and
investment balances and improved yields.
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Other income (expense), net

Other income (expense), net, which consists prignaficurrency exchange gains and losses, was#illion income in 2006 compared
to ($1.4) million expense in 2005. The favorablarale in other income (expense), net, resulted pityrfeom the impact of foreign exchange
rate changes on transactions recorded on our €d§et valued in foreign currencies, consisting prim of cash, investments, license
installments, receivables, accounts payable andialsc

Income before provision for income taxes

Income before provision for income taxes decredaséd.2 million in 2006 from $5.3 million in 200%his decrease was primarily due to
a $5.2 million decrease in license gross marg#hl, 37 million increase in operating expenses prilndue to investments in sales and
marketing, partially offset by a $10.5 million ieerse in services gross margin, a $1.8 million im@neent in installment receivable interest
income and other interest income, net, and a $8libmincrease in other income and expense reltdddreign currency transactions.

Provision for income taxes

The provision for income taxes was a benefit o7 $4illion in 2006 compared to $0.1 million provieicn 2005. The effective tax rate
was (55%) in 2006 compared to 2% in 2005.

Our effective income tax rate for 2006 differednfrthe statutory federal income tax rate primarigduse we recorded $0.7 million of
benefits related to current period extra-territori@ome exclusions, $0.2 million of estimated fiedéncome tax credits, a $0.3 million benefit
from foreign activities, and $0.3 million of netri®dit from state income taxes primarily due toesiatome tax credits. These factors were
partially offset by $0.2 million of permanent diféaces primarily related to nondeductible mealsemtértainment expenses and $0.2 million
increase in reserve for tax uncertainties relatddternational activity.

We have provided reserves for certain tax matterd) domestic and foreign, which we believe coelslit in additional tax being due.
Any additional assessment or reduction of thesdirmgent liabilities will be reflected in the Compas effective tax rate in the period that
additional facts become known. The reserve foutacertainties totaled approximately $2.0 millionca®ecember 31, 2006 and 2005.

LIQUIDITY AND CAPITAL RESOURCES

(in thousands Year Ended December 31,
2007 2006 2005
Cash flows provided by (used i
Operating activitie! $ 25,347 $ 19,84« $ 25,29t
Investing activities (24,84") (20,77)) (20,189
Financing activitie: (251 (4,902 (4,12¢)
Effect of exchange rate on ce 452 523 (572)
Net increase in cash and cash equival $ 70z $ 4,697 $ 40¢
Total cash and cash equivalents and -term investment $149,98: $127,75¢ $114,73!

We have funded our operations primarily from cdsetv$ provided by operations. As of December 31,720 had cash and equivalents
and short-term investments of $150.0 million, a.828illion increase from $127.8 million as of Dedmn 31, 2006. This increase was
primarily due to $25.3 million of cash flow providéy operations and $10.7 million from the exerabstock options, partially offset by $9.1
million used to repurchase shares of our commorkstad $4.3 million used for dividend payments tio shareholders.
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Working capital was $159.5 million as of Decembg&y 3007, a $12.3 million increase from $147.2 millat December 31, 2006. The
increase in working capital was primarily due $22.2 million increase in cash and shierm investments and a $13.9 million increaseade
accounts receivable, partially offset by a $16.lliomi increase in our deferred revenue. The inadadrade accounts receivable is a result of
the growth in our business. Despite the increasede accounts receivables, our days billing aatding decreased from 70 days as of
December 31, 2006 to 48 days as of December 3%, 20@ reduction in our days billing outstandingsvdaie to the increase in billings and
collection efforts.

Working capital was $147.2 million as of Decembgy 2006, a $13.8 million increase from $133.4 wiilas of December 31, 2005. The
increase in working capital in 2006 was primariledo a $13.1 million increase in cash and investmand a $5.0 million increase in trade
accounts receivable, partially offset by a $7.3iarilincrease in accounts payable and accrued sgseihe increase in accounts payable and
accrued expenses was primarily due to increasesnmmissions, vacation and other expenses. Thedseri@a trade accounts receivable was
to the growth in our business. Despite the incr@asede accounts receivables, our days billinggtamding decreased from 73 days as of
December 31, 2005 to 70 days as of December 38.200

Cash flows provided by operating activities

Cash flows provided by operating activities for 200creased $5.5 million in 2007 compared to 200 increase was primarily due to
the $16.1 million increase in deferred revenuechitionsists of billed fees that exceed revenuegrazed on arrangements and advance
payment of maintenance fees, and the $11.8 mitoluction in license installments, partially offbgtthe $13.9 million increase in trade
accounts receivable and higher income taxes paid.

During 2006, cash flows provided by operating atiés benefited from an $18.7 million reductionlizense installments. The decreas
license installments reflects the lower averageaiaimg life of our term licenses recorded on thiabee sheet.

Cash flows used in investing activities

Net cash flows used in investing activities in 200006, and 2005 was primarily for purchases ofketaible debt securities of $109.3
million, $94.0 million, and $44.4 million, respeatly, partially offset by the proceeds receivedrirthe sales, maturities and called marketable
debt securities of $87.2 million, $85.7 million,da$26.5 million, respectively. In addition, we isted $2.7 million, $2.4 million, and $2.2
million in equipment and software in 2007, 20064 &005, respectively.

Cash flows used in financing activities

Net cash flows used in financing activities in 20R@06, and 2005 was primarily for repurchasesuwfoommon stock. Since 2004, our
Board of Directors has approved three stock re@selprograms that authorized us to repurchase iaghregate up to $30.0 million of our
common stock. Purchases under these programs veaste om the open market.

The following table is a summary of our repurchastvity under all of our repurchase programs @02, 2006, and 2005:

(Dollars in thousands 2007 2006 2005

Shares Amount Shares Amount Shares Amount
Prior year authorizations at Januarn $ 6,872 $ 4,12¢ $10,00(
Authorizations 10,00( 10,00( —
Repurchases pa 799,34°  (9,13%) 962,42( (6,819 957,11. (5,877)
Repurchases unsettl 48,01 (569) — —
Expirations (5,95%) (432 —

Authorized dollars remaining as of December

$ 1,21( $ 6,872
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Between January 1, 2005 and December 31, 2007¢pugchased approximately 2,767,000 shares of ourmmmn stock for
approximately $22.4 million under three separatgmams, including $0.6 million of repurchases seittled in January 2008. These share
repurchases partially offset the shares issuegrmbeds received under our various share-basedermation plans in 2007, and more than
offset these amounts in 2006 and 2005. Under thiese=-based compensation plans, we received proémeshares issued of $10.9 million,
$3.7 million, and $1.8 million in 2007, 2006, an@d®, respectively.

On May 30, 2006, our Board of Directors approveaagoing quarterly cash dividend of $0.03 per shaeginning with the second
guarter ended June 30, 2006. Accordingly, the Caomplaclared $0.12 per share and $0.09 per shathdgrears ended December 31, 2007
and 2006, respectively, and paid cash dividendd million and $2.1 million in 2007 and 2006, pestively. It is our current intention to pay
a quarterly cash dividend of $0.03 per share toesttdders of record as of the first trading dagath quarter, however, the Board of Directors
may terminate or modify this dividend program ag #me without notice.

We believe that our current cash, cash equivaleni$ cash flow from operations will be sufficieatfind our business for at least the
next twelve months. Material risks to cash flownfroperations include delayed or reduced cash pagnaecompanying sales of new licenses
or a decline in our services business. There carmlassurance that changes in our plans or otleeteffecting our operations will not result
in materially accelerated or unexpected expenditure

As of December 31, 2007, we had material commitséortpurchases of customer support and consusngices, and payments under
operating leases. Our principal administrativegsamarketing, support, and research and develdpopenations are located in an approximate
100,000 square foot leased facility in Cambridgesbachusetts. The lease for this facility expimne0il3, subject to our option to extend for
two additional five-year periods. We also leasecgfdar our other offices in the U.S., Canada, Aalgtr France, and the United Kingdom.
These leases expire at various dates through Zrft.expense under operating leases is recognizadstraight-line basis to account for
scheduled rent increases. The excess of expensewvent payments is recorded as deferred rentreohaided in other long-term liabilities.

In July 2006, the Company entered into an agreetodpfise additional space in its Cambridge, Mdsssetts facility. The lease for this
additional space expires in 2013, subject to otioogo extend for two additional fivgear periods. Under a tenant improvement allowaiha
agreement allows us to collect reimbursement fioenandlord, up to approximately $0.9 million oétbosts associated with the build-out of
this space. As of December 31, 2007, we had indanel had been reimbursed for approximately $0l€omiof improvement costs, which
were recorded as leasehold improvements with &sponding credit to deferred rent expense to betaad to rent expense over the lease
term.

As of December 31, 2007, our known contractualgations, including future minimum rental paymermguired under operating leases
with non-cancelable terms in excess of one yeae w&srfollows:

Payment due by period

2009 & 2011 & 2013 and

Contractual obligations: (in thousands) Total (1) 2008 20010 2012 after Other (1)

Purchase commitmen $ 69C $ 69C $ — $ — $ — $ —

FIN 48 liability 9,82¢ — — — — 9,82¢

Operating lease obligations ( 22,26¢ 4,21F 8,191 8,41°F 1,44: —
Total $32,77¢ $490f $8,191 $841t $144: $ 9,82¢

(1) Total contractual obligations include our FIB Kability of approximately $9.8 million, but wee@unable to reasonably estimate the
timing in individual years beyond 12 months du@neertainties in the timing of the effective settkent of tax positions

(2) Includes deferred rent of approximately $0.2 milliacluded in accounts payable and accrued expemskapproximately $1.8 million
other lon¢-term liabilities.
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The following table summarizes the cash receiptsidiconnection with our existing term license agnents:

Installment
payments for term Installment
licenses recorded o payments for term
licenses not recorded
Year ended December 31, (in thousands) the balance sheet (. on the balance sheet (;
2008 $ 19,18: $ 21,33¢
2009 3,50(¢ 19,197
2010 2,78( 14,087
2011 2,17¢ 10,61¢
2012 1,267 6,20z
Total 28,90¢ $ 71,44(
Unearned installment interest incol (1,45¢)
Total license installments receivable, $ 27,45(

(1) These amounts have previously been recognizdéidemse revenue, net of unearned installmentdaténcome and consist of
approximately $19.2 million of short-term licensstallments and approximately $8.3 million of loegm license installments included
in the accompanying consolidated balance shedtlsaember 31, 2007. For these agreements, we meafjthe present value of future
term license payments upon customer acceptancédprbthat no significant obligations or contingixscexist related to the software,
other than maintenance support, and provided ldiratriteria for revenue recognition have been |

(2) These amounts will be recognized as revenue ifutibee over the term of the agreement as paymexdsrbe due or earlier if prepa
The aggregate installment payments for these tieendes increased $57.2 million in 2007 from $Mdilion as of December 31, 200

Inflation

Inflation has not had a significant impact on operating results to date, and we do not expeothiave a significant impact in the future.
Our unbilled license and maintenance fees areajlpisubject to annual increases based on recogjiifiation indices.

Significant customers
No customer accounted for 10% or more of our t@aénue in 2007, 2006, or 2005.

New Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 1541y Value Measurements” (“SFAS 1573FAS 157 defines fair values, establis
a framework for measuring fair value, and expaheésdisclosure requirements about fair value measemés. In February 2008, the FASB
issued Staff Position No. FAS 157-2 (“FSP 157-2gttdefers the effective date of applying the miovis of SFAS 157 to the fair value
measurement of nonfinancial assets and nonfinalaklities until fiscal years beginning after Nawber 15, 2008. We were required to adopt
the provisions of SFAS 157 that pertain to finaha&sets and liabilities on January 1, 2008. Treptdn of SFAS 157 did not have a material
impact on our consolidated financial position asulés of operations. We are currently evaluatirggefiect FSP 157-2 will have on our
consolidated financial position and results of agiens.

In February 2007, the FASB issued SFAS No. 159¢"Fhir Value Option for Financial Assets and Finandabilities — Including an
Amendment of FASB Statement No. 115,” (SFAS 158HAS 159 allows entities to voluntarily choosescified election dates, to measure
many financial assets and financial liabilities
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(as well as certain nonfinancial instruments thatsamilar to financial instruments) at fair valdée election is made on an instrument-by-
instrument basis and is irrevocable. If the faiueaoption is elected for an instrument, SFAS 15&cties that all subsequent changes in fair
value for that instrument shall be reported in gays. We were required to adopt SFAS 159 on Janlig?@08. The adoption of SFAS 159 did
not have a material effect on our consolidatednfoia position or results of operations.

In December 2007, the FASB issued SFAS No. 14ldeel, “Business Combinations” (“SFAS 141(R)"). SFA41(R) changes the
accounting for business combinations includingrtteasurement of acquirer shares issued in consiierfat a business combination, the
recognition of contingent consideration, the actimgnfor preacquisition gain and loss contingengciles recognition of capitalized in-process
research and development, the accounting for aitiguiselated restructuring cost accruals, the treatroatquisition related transaction cc
and the recognition of changes in the acquirecsiime tax valuation allowance. SFAS 141(R) appliesectively to business combinations
for which the acquisition date is on or after tleginning of the first annual reporting period beirg on or after December 15, 2008, except
for certain tax adjustments for prior business cmaions. Accordingly, we will adopt this statementJanuary 1, 2009. We are evaluating the
effect SFAS 141(R) will have on our consolidatethficial position and results of operations.

In December 2007, the FASB issued SFAS No. 160ntdatrolling Interests in Consolidated Financiat8ments, an amendment of
ARB No. 51" (“SFAS 160"). SFAS 160 changes the agtng for noncontrolling (minority) interests inmrsolidated financial statements
including the requirements to classify noncontrglinterests as a component of consolidated stdd&ts equity, and the elimination of
“minority interest” accounting in results of opecais with earnings attributable to noncontrollinderrests reported as part of consolidated
earnings. Additionally, SFAS 160 revises the actiogrfor both increases and decreases in a paremtsolling ownership interest. SFAS 160
is effective for fiscal years beginning after Det®mn15, 2008, with early adoption prohibited. Aatingly, we will adopt this statement on
January 1, 2009. We do not expect the adoptiorFéfSS160 to have a material impact on our consadididinancial position or results of
operations.
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ITEM7A  QUANTITATIVE AND QUALITATIVE DISCLOSURE  ABOUT MARKET RISK

Market risk represents the risk of loss that mdgatfus due to adverse changes in financial mamke¢s and rates. Our market risk
exposure is primarily fluctuations in foreign exolja rates and interest rates. We have not entete@dérivative or hedging transactions to
manage risk in connection with such fluctuations.

Foreign currency exposure

We derived approximately 35%, 37%, and 34% of otaltrevenue from sales to customers based outidie U.S. in 2007, 2006, and
2005, respectively. Our international sales magdmominated in U.S. dollars or foreign currenciegahding on the customer and transaction.
However, the operating expenses of our foreignatjmers are primarily denominated in foreign curieacTo the extent the international sales
are also denominated in the foreign currency, otgifin currency exposure is largely offset. An @age in the value of foreign currencies,
particularly the British pound and the Euro relatte the U.S. dollar, could adversely impact owereies and operating results. There can |
assurance that sales denominated in foreign cue®ngll not be material in the future.

Most of our transactions with customers are inwbiftem our offices in the U.S. For those transatithat are denominated in currencies
other than the U.S. dollar, we have receivablesliaedse installments that are valued in foreigmencies. In addition, our U.S. operating
company holds cash and investments in foreign naies in order to support our foreign operationg: fDnctional currency is the U.S. dollar,
therefore, when there are changes in the foreigrecay exchange rates versus the U.S. dollar, e@gréze a foreign currency transaction gain
or (loss) in other income (expense), net in oursotidated statements of income. We had net asakted/in foreign currencies, consisting
primarily of cash, investments, license installnseand receivables, partially offset by accounigapbe and accruals, with a carrying value of
approximately $28.4 million as of December 31, 208§ of December 31, 2007, a ten percent chanf@éign currency exchange rates wa
have changed the carrying value of our net asseapproximately $2.8 million as of that date witbharesponding currency gain (loss)
recognized in our consolidated statement of income.

Interest rate exposure

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

License installments receivable bear interestatdlte in effect when the license revenue was rézed, which does not vary throughout
the life of the contractual cash flow stream. Wkeve that at current market interest rates, tivevidue of license installments receivable
approximates the carrying value as reported orbalance sheets. However, there can be no assutatdée fair market value will
approximate the carrying value in the future. Fectuch as increasing interest rates can redudaitiraarket value of the license installments
receivable. Changes in market rates do not affeicearnings as the license installments receivaigl€arried at cost and, since they are not
financial instruments and are held until maturétse not marked to market to reflect changes irfaliesalue of the portfolio. The carrying val
of our total license installment receivables wag.$2nillion as of December 31, 2007, and refleésweighted-average of historic discount
rates used to record each term license arrangeifiemverage rate changes with market rates adicevge installments receivable are added
to the portfolio, which mitigates exposure to markéerest rate risk. A 200 basis point increasmarket interest rates would have decreased
the fair value of our license installments receledly approximately $0.6 million as of December 300Q7.

We invest primarily in government sponsored entsegrand corporate bonds that are fixed rate matrleetiebt securities. A 200 basis
point increase in market interest rates would hadeiced the fair value of our marketable debt sgesiby approximately $2.2 million as of
December 31, 2007. Changes in market rates and
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the related impact on fair value of the investmausiot generally affect net earnings as our inaests are fixed rate securities and are
classified as available-for-sale and as such, linegbgains and losses, net of tax effect, arertsmbin accumulated other comprehensive
income in our accompanying consolidated balancetshelowever, when the investments are sold, thealined gains and losses are recorded
as realized gains and losses and included in petrie in the accompanying consolidated statemeritgome.

In November 2005, the FASB issued FASB Staff Pasi{fFSP”) FAS 115-1 and FAS 124-1, “The Meaningather-Than-Temporary
Impairment and Its Application to Certain Investi®3r{*FSP 115-1"), which provides guidance on detiging when investments in certain
debt and equity securities are considered impaweéther that impairment is other-than-temporang an measuring such impairment loss.
FSP 115-1 also includes accounting consideratiobsexjuent to the recognition of an other-than-teamydmpairment and requires certain
disclosures about unrealized losses that havee®st lecognized as other-than-temporary impairmeviésanalyze our investments for
impairments on an ongoing basis. Factors considarddtermining whether a loss is temporary incltidelength of time and extent to which
the securities have been in an unrealized lossiposind our ability and intent to hold the investihfor a period of time sufficient to allow for
any anticipated market recovery. As of Decembe280;7, we held investments that had aggregate groeslized losses of approximately
$0.2 million. All such securities have been in amnaalized loss position for less than 12 monthegpkfor approximately $18.9 million of
corporate bonds that had an unrealized loss 00$R0and mature in 2008. We believe that the impamsito these investments are not other-
than-temporary at this time as these securitieslateghly rated investments which have been suhijeroutine market changes that have not
been significant to date and we have the ability iatent to hold these investments for a perioté sufficient to allow for the anticipated
market recovery.

As of December 31, 2007, we did not directly hatgt auction-rate securities or mortgage-backed #i&sIrAs a result, any investment
exposure related to the recent subme mortgage crisis is indirect and limited ta owestments in corporate bonds of financial in$ibns tha
could be impacted by the syiime mortgage crisis. As of the date of this flinve are not aware of any downgrades, lossegher significan
deterioration in the fair value of our cash equévi$ or short-term investments.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

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

We have audited Pegasystems Inc. and subsidiéttes*Company”) internal control over financial ceting as of December 31, 2007,
based on criteria establishedliernal Control — Integrated Framewoitsued by the Committee of Sponsoring Organizatifribe
Treadway Commission. The Company’s managemensoreible for maintaining effective internal cohwager financial reporting and for its
assessment of the effectiveness of internal cootret financial reporting, included in the accomyag Management’s Report on Internal
Control over Financial Reporting. Our responsipiit to express an opinion on the Comparigternal control over financial reporting base
our audit.

We conducted our audit in accordance with the stadedof the Public Company Accounting Oversighti@d@nited States). Those
standards require that we plan and perform thet amidbtain reasonable assurance about whethetigfenternal control over financial
reporting was maintained in all material respe®@tsr audit included obtaining an understanding tdrimal control over financial reporting,
assessing the risk that a material weakness etestsig and evaluating the design and operatifegtfeness of internal control based on that
risk, and performing such other procedures as wsidered necessary in the circumstances. We belat@ur audit provides a reasonable
basis for our opinion.

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 pars performing similar functions, and effected g tompany’s board of directors,
management, and other personnel to provide reakoaaturance regarding the reliability of financégorting and the preparation of financial
statements for external purposes in accordancegeitierally accepted accounting principles. A comfsaimternal control over financial
reporting includes those policies and proceduras(tt) pertain to the maintenance of records thagasonable detail, accurately and fairly
reflect the transactions and dispositions of tree&sof the company; (2) provide reasonable asseriat transactions are recorded as
necessary to permit preparation of financial statein accordance with generally accepted acaogiptiinciples, and that receipts and
expenditures of the company are being made ordgdordance with authorizations of management amdtirs of the company; and
(3) provide reasonable assurance regarding prereatitimely detection of unauthorized acquisitiosg, or disposition of the company’s
assets that could have a material effect on tlanfial statements.

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

A material weakness is a deficiency, or a combimatif deficiencies, in internal control over fingalaeporting, such that there is a
reasonable possibility that a material misstaternéttie Company’s annual or interim financial stagats will not be prevented or detected on
a timely basis. The following material weakness beesn identified and included in management’s assest:

Material Weakness in Accounting for Certain Compl&oftware Revenue Recognition Transactic

The Company did not have effective design or ofi@rat controls over accounting for software revereengnition, specifically; the
Company'’s ability to apply generally accepted aatimg principles as they relate to the recognittbnevenue on transactions containing
complex and non-standard terms. This material wesknesulted in post-closing adjustments propas#tet Company’s consolidated financial
statements
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effecting revenue, accounts receivable and defemeehue. These adjustments, some of which amctefl in the accompanying consolidated
financial statements for the year ended Decembge2@17, were not individually or collectively matdr however there is a reasonable
possibility that a material misstatement of theuatror interim financial statements could occur antlbe prevented or detected on a timely
basis.

This material weakness was considered in deterigithie@ nature, timing, and extent of audit testdiagpn our audit of the consolidated
financial statements as of and for the year endsxkBiber 31, 2007, of the Company and this rep@s dot affect our report on such financial
statements.

In our opinion, because of the effect of the materieakness identified above on the achievemetiteobbjectives of the control criteria,
the Company has not maintained effective interpatmol over financial reporting as of December 3107, based on the criteria established in
Internal Control— Integrated Frameworissued by the Committee of Sponsoring Organizatidriie Treadway Commission.

We have also audited, in accordance with the stdsdz the Public Company Accounting Oversight Bo@snited States), the
consolidated financial statements as of and foydss ended December 31, 2007, of the Company anceport dated March 10, 2008
expressed an unqualified opinion on those finarstatements (which includes an explanatory pardgrajating to the adoption of FASB
Interpretation No. 48Accounting for Uncertainty in Income Taxes an iptetation of FASB Statement No.10&fective January 1, 2007 and
the adoption of Financial Accounting Standards M8R,Share-Based Paymeneffective January 1, 2006).

/s/ DELOITTE & T OUCHELLP

Boston, Massachusetts
March 10, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

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

We have audited the accompanying consolidated balsimeets of Pegasystems Inc. and subsidiaries*@mpany”) as of
December 31, 2007 and 2006, and the related cdiasetl statements of income, stockholders’ equityamprehensive income, and cash
flows for each of the three years in the periodeehBecember 31, 2007. These financial statemeatharresponsibility of the Company’s
management. Our responsibility is to express aniopion these financial statements based on outsaud

We conducted our audits in accordance with thedstiats of the Public Company Accounting OversighamlogUnited States). Those
standards require that we plan and perform thet &mdbtain reasonable assurance about whethdinthecial statements are free of material
misstatement. An audit includes examining, on aliasis, evidence supporting the amounts and digids in the financial statements. An a
also includes assessing the accounting princiged and significant estimates made by managemeniglhas evaluating the overall financial
statement presentation. We believe that our apditgide a reasonable basis for our opinion.

In our opinion, such consolidated financial stateteg@resent fairly, in all material respects, tinarficial position of Pegasystems Inc. and
subsidiaries’ as of December 31, 2007 and 2006fmdesults of their operations and their casWwdlfor each of the three years in the period
ended December 31, 2007, in conformity with accimgnprinciples generally accepted in the United&taf America.

As discussed in Note 1, the Company adopted thdgions of Financial Accounting Standards Boar@iptetation No. 48Accounting
for Uncertainty in Income Taxes an interpretatidrFASB Statement No.1|, effective January 1, 2007 and the provisionsio&kcial
Accounting Standards No. 1238hare-Based Paymeneffective January 1, 2006.

We have also audited, in accordance with the stdsdz the Public Company Accounting Oversight Bo@snited States), the
Company'’s internal control over financial reportiag of December 31, 2007, based on the criterébksited innternal Control — Integrated
Frameworkissued by the Committee of Sponsoring Organizatidribe Treadway Commission and our report datedcha0, 2008 expressed
an adverse opinion on the Company'’s internal cootrer financial reporting because of a materiahkveess.

/s/ DELOITTE & T OUCHELLP

Boston, Massachusetts
March 10, 2008
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PEGASYSTEMS INC.

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

ASSETS
Current assett
Cash and cash equivalel
Shor-term investment
Total cash and cash equivalents and -term investment
Trade accounts receivable, net of allowance fobtfalaccounts of $365 in 2007 and 2(
Shor-term license installmen
Other current asse
Total current asse
Long-term license installments, net of unearned inténestme
Equipment and improvements, net of accumulatededégion and amortizatic
Computer software for internal use, net of accutedlamortizatior
Long-term deferred income taxes and other as
Goodwill
Total asset

LIABILITIES AND STOCKHOLDERS'’ EQUITY
Current liabilities:
Accounts payabl
Accrued expense
Accrued compensation and related expe!
Deferred revenu
Current portion of capital lease obligati
Total current liabilities
Long-term deferred income tax
Income taxes payab
Other lon¢-term liabilities
Total liabilities
Commitments and contingencies (Note
Stockholder’ equity:

Preferred stock, $0.01 par value, 1,000,000 shargw®rized; no shares issued and outstar
Common stock, $0.01 par value, 70,000,000 sharthe@zed; 36,191,590 shares and 35,308,978 s

issued and outstanding at December 31, 2007 argl 2&pectively
Additional paic-in capital
Stock warrant:
Retained earning
Accumulated other comprehensive incol
Net unrealized gain (loss) on investments avai-for-sale
Foreign currency translation adjustme
Total stockholder equity
Total liabilities and stockholde’ equity

See notes to consolidated financial statements.
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As of December 31,

2007 2006
$ 26,71 $ 26,00¢
123,27:  101,75(
149,98: 127,75
45,92: 31,98
19,18: 21,79(
7,24( 9,06t
222,32 190,59
8,267 17,45¢
3,61¢ 2,45:
56¢ 1,05¢
6,59¢ 99
1,93: 2,34¢
$243,30°  $214,00
$ 567C $ 7,451
10,40¢ 7,017
13,52¢ 11,77
33,17¢ 17,06:
— 63
62,77¢ 43,36¢
— 2,34¢
5,18¢ —
2,39¢ 2,137
70,36: 47 ,85(
362 352
123,35: 118,02
50 94
47,32 46,54
7 (343)
1,85: 1,47¢
172,94« 166,15
$243,30°  $214,00¢
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PEGASYSTEMS INC.

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

Revenue
Software licensi
Services
Total revenue
Cost of revenue
Cost of software licens
Cost of service
Total cost of revenu
Gross profi
Operating expense
Selling and marketin
Research and developm
General and administrati
Total operating expens:
Income (loss) from operatiol
Installment receivable interest incol
Other interest income, n
Other income (expense), r
Income before provision (benefit) for income ta
Provision (benefit) for income tax
Net income

Earnings per share, ba:

Earnings per share, diluti

Weightec-average number of common shares outstanding,
Weightec-average number of common shares outstanding, di
Dividends per shar

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

2007 2006 2005
$ 51,08 $3542¢  $ 40,89
110,86! 90,59¢ 59,31
161,94 126,02: 100,20
— 32 35C
65,20: 53,73 32,99
65,20: 53,76: 33,34
96,74’ 72,26( 66,86¢
51,74: 43,93 34,00
26,19¢ 22,70; 19,45’
16,85¢ 12,72¢ 12,10(
94,79¢ 79,37« 65,65(
1,951 (7,119 1,21¢
1,244 1,89¢ 2,471
6,71¢ 5,36( 3,01(
29 1,047 (1,380)
9,94: 1,187 5,31¢
3,347 (655) 127
$ 6595 $ 1,84 $ 510
$ 016 $ 00 $ O0.1F
$ 016 $ 00 $ 0.1¢
35,87t 35,22¢ 35,77
37,43: 37,13¢ 36,46
$ 01z $ 0.0¢ —
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Balance at January 1, 20

Repurchase of common sto

Exercise of stock optior

Issuance of stock under Employee Stock Purchase

Exercise of common stock warrai

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 on itmesits
available-for-sale

Net income

Balance at December 31, 2C

Repurchase of common sta

Exercise of stock optior

Issuance of stock under Employee Stock Purchase

Issuance of stock awar

Exercise of common stock warrai

Stocl-based compensation expel

Tax benefit from exercise of stock optic

Dividends declare:

Foreign currency translation adjustme

Net unrealized loss on investments avail-for-sale

Net deferred tax impact of unrealized loss on imesits
available-for-sale

Net income

Balance at December 31, 2C

Cumulative effect adjustment from adoption of FI8I

Repurchase of common sto

Exercise of stock optior

Issuance of stock under Employee Stock Purchase

Issuance of stock awar

Exercise of common stock warrai

Stocl-based compensation expel

Tax benefit from exercise of stock options, netleferred
tax asset writ-off of $211

Dividends declare:

Realization of stock option tax benefit from neeoating
losses

Foreign currency translation adjustme

Net unrealized loss on investments avail-for-sale, net ¢
tax of $22¢

Net income

Balance at December 31, 2C

PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY AND
COMPREHENSIVE INCOME

Common Stock

(in thousands)

Accumulated

Additional Other Total
Retainec Comprehensive Stock- Comprehensive
Number Paid-In Stock holders’
of Share: Amount Capital Warrant Earnings Income Equity Income
36,071 $ 361 $ 122,15; $  24¢ $ 42,69¢ $ 1,14¢ $166,60° $ 8,04(
(957) 9 (5,867) — — — (5,87¢)
34z 3 1,477 — — — 1,48(
76 1 36€ — — — 36¢
28 — 14z (142) — — —
— — 69€ — — — 69€
— — — — — (430) (430) (430)
— — — — — (58¢€) (58€) (58€)
— — — — — 23C 23C 23C
— — — — 5,19: — 5,19: 5,19:
35,56¢ $ 35€ $ 118,96¢ $ 107 $ 47,88¢ $ 36< $167,68. $ 4,40¢
(962) (10 (6,809 — — — (6,819
64C 6 3,49( — — — 3,49¢
25 1 20¢ — — — 204
37 — 274 — — — 274
3 — 13 (13) — — —
_ _ 1,19¢ — - — 1,19¢
— — 694 — — — 694
— — — — (3,18)) — (3,18))
— — — — — 49z 49z 49z
— — — — — 462 462 462
— — — — — (182) (182) (182)
— — — — 1,84 — 1,84 1,84
35,30¢ $ 35% $ 118,02 $ 94 $ 46,54¢ $ 1,13t $166,15¢ $ 2,614
— — — (1,490 — (1,490
(847) (8) (9,696 — — — (9,709)
1,67¢ 17 10,71¢ — — — 10,73¢
18 17¢ — — — 17¢
26 — 27¢ — — — 27s
7 — 44 (44) — — —
_ _ 1,342 = = — 1,34:
— — 2,12¢ — — — 2,12¢
— — — — (4,339 = (4,339
— — 332 — — — 33z
— — — — — 37t 37t 37t
— — — — — 35C 35C 35C
— — — — 6,59t — 6,59t 6,59t
36,19: $ 362 $ 123,35: $ 50 $ 47,32 $ 1,86( $172,94- $ 7,32(
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Cash flows from operating activitie

Net income

Adjustment to reconcile net income to cash flonsvjated by operating activitie
Excess tax benefits from stock optic
Deferred income taxe
Depreciation and amortizatic
Stoclk-based compensation expel
Loss on sale of investmer
Loss on disposal of equipme
Change in operating assets and liabilit

PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Trade accounts receivable and license installrr

Other current asse

Accounts payable and accrued expel
Deferred revenu

Other lon¢-term assets and liabilitie

Cash flows provided by operating activit

Cash flows from investing activitie

Purchase of investmer

Maturing and called investmer

Sale of investment

Investment in software, equipment and improvem

Cash flows used in investing activiti

Cash flows from financing activitie
Payments under capital lease obliga

Exercise of stock optior

Excess tax benefits from stock optic

Proceeds from sale of stock under Employee Stockhase Plal

Dividend payments to sharehold:
Repurchase of common sta

Cash flows used in financing activiti

Effect of exchange rate on cash and cash equi%

Net increase in cash and cash equival

Cash and cash equivalents, beginning of '
Cash and cash equivalents, end of

Supplemental disclosures of cash flow informat
Cash paid during the year fc

Interest expens
Income taxe:

Non-cash financing activity

Dividends payabli

Repurchases of common stock unset

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

2007 2006 2005
$ 659 $ 184: $ 519
(2,339) (442) 69€
(169) (1,656) (980)
2,19: 2,12( 1,707
1,61¢ 1,46¢ —
242 164 18

4 4 17
(2,136) 13,65¢ 7,27¢
1,05¢ (1,179) (2,866)
5,20¢ 6,37¢ 1,90(
16,11¢ (3,465) 11,97
(3,046) 954 362
25,34’ 19,84« 25,29t
(109,32 (94,01%) (44,427
78,01¢ 85,67¢ 12,00(
9,15¢ — 14,47t
(2,699) (2,43¢) (2,236)
(24,84 (10,77) (20,18%)
(63) (109 (98)
10,73¢ 3,49¢ 1,48(
2,33¢ 442 —
17¢ 204 36¢
(4,307) (2,129) —
(9,137) (6,819) (5,877)
(251) (4,907) (4,126)
45° 527 (572)

70z 4,69¢ 40¢
26,00¢ 21,31« 20,90
$ 2671C  $26,00  $2131
$ 6 $ 23 $ 81
$ 3127 $ 1331 $ 507
$ 1,08 $ 105 0§ —
$ 566 0§ — $ —
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SIGNIFICANT ACCOUNTING POLICIES
(a) Business

The Company develops, markets, licenses, and stggpaftware to automate complex, changing busipessesses. The Company
provides implementation, consulting, training, aachnical support services to facilitate the usisodoftware.

(b) Management estimates and reporting

The preparation of financial statements in confoymiith accounting principles generally acceptethi@ United States of America
("U.S.”) requires management to make estimategwahginents that affect the reported amounts of ass@t liabilities and disclosure of
contingent assets and liabilities at the date effitancial statements and the reported amounesvehues and expenses during the periods
presented. Actual results could differ from thoseneates. Significant accounts with reported amsbiaised on estimates and judgments
include revenue, trade and installment accountsivable, allowance for doubtful accounts, allowafwesales credit memos, deferred income
taxes, deferred revenue, and share based compmemsati

(c) Principles of consolidation

The consolidated financial statements include tlo®ants of Pegasystems Inc. and its wholly ownégidiaries. All inter-company
accounts and transactions have been eliminateohisotidation.

(d) Foreign currency translation

The translation of assets and liabilities of thempany’s foreign subsidiaries is made at period-exthange rates, while revenue and
expense accounts are translated at the averagar@ehates during the period transactions occufieel resulting translation adjustments are
reflected in accumulated other comprehensive incdteealized and unrealized exchange gains or Idss@stransactions and adjustments are
reflected in other income (expense), net, in tramanying consolidated statements of income.

(e) Revenue recognition

The Company’s revenue is derived from two primamyrses: software license fees and service feesCbngpany’s license
arrangements, whether involving a perpetual licemseterm license, generally contain multiple edets. In addition to the license, these
elements generally include professional consubiexyices, training, and software maintenance sesviRevenue from arrangements in which
the fair value of one or more undelivered elementsmiknown is deferred until the fair value of ta@dements is known and the residual value
of the license can be determined.

Software License Revenues

Perpetual software license fees are recognizeev@sniue when the software is delivered, any acceptaquired by contract is obtained,
no significant obligations or contingencies exedated to the software, other than maintenanceatignd all other revenue recognition crit
are met.

Term software license fees are generally payable monthly basis under license agreements thatdilpihave a three to five-year term
and may be renewed for additional terms at theoowst’s option.
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

As a result of the Company’s focus on frequentsstdéts targeted customers, the Company’s strategegll limited size initial term
licensing agreements to those customers with thétgagenerate follow-on sales, and as a resuderdhin contract provisions, the Company
recognizes term license revenue over the termed&fiteement as payments become due or earliegéjat, provided all other criteria for
revenue recognition have been met.

Historically, the majority of the Comparg/term license arrangements were larger agreemgéhtextended payment terms and theref
did not typically result in follow-on license agments. The Company has a history of successfullgatong payments under the original
payment terms, therefore for these arrangemerg<Ctimpany has recognized the present value ofithesfterm license payments upon
customer acceptance, provided that no significaliggations or contingencies exist related to thiénsare, other than maintenance support, and
provided all other criteria for revenue recognitttave been met. A portion of the license fees payahder these agreements (equal to the
difference between the total license payments hadliscounted present value of those payments)nitasly deferred and recognized as
installment receivable interest income (and ispaot of total revenue) over the license term. Roppses of the present value calculations, the
discount rates used were estimates of customen®wing rates at the time of recognition, typicdbglow prime rate, and have varied between
3.25% and 6.9% for the past few years.

For licensing arrangements that include a rightrtspecified future products, fees are accountedd@ubscriptions and the revenue is
recognized ratably over the economic life or teffrthe arrangement.

Services Revenues

The Company’s services revenue is comprised offfresoftware maintenance, training, and consulieryices including software
implementation. Consulting services may be provided “stand-alone” basis or bundled with a licezsusé software maintenance services.

Software maintenance revenue is recognized ovaetheof the related maintenance agreement, wkigenerally one year. Revenue
from training services and consulting services utitdee and materials contracts is recognized adgees are performed. The Company has
vendor specific objective evidence of fair valueife software maintenance, training services, @mbulting services under time and materials
contracts.

Services may be provided on a fixed-price basie. Chmpany does not have vendor specific objectideace of fair value for fixed-
price services prior to completion of the serviddhen fixed-price services are part of a multiplareent arrangement, and the services are not
essential to the functionality of the other elersasftthe arrangement, and when services are tlyeundelivered element, the Company
recognizes the revenue from the total arrangenagably over the longer of the software maintengreréd or the service period. In a limited
number of the Company’s arrangements, the fixedepservices are essential to the arrangement betaei€ompany makes significant
alterations to the functionality of the softwareboiilds complex interfaces necessary for the sofvi@ be functional in the customer’s
environment. The Company has not been able to meslgmnably dependable estimates for the purpodetefmining the Company’s progress
to completion, as the Company has limited expegemith these types of unique and complex arrang&néacordingly, when the fixed-price
services are essential to the arrangement, alhtevand costs are deferred until the completiahefixed-price services under the completed
contract method. Revenue from fixed-price servibas are not bundled with a software license isegalty recognized as performed during the
service period, which is typically less than founnths.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

The Company warrants to its customers that itsxgo#t products will conform to documented specifarzd. The Company has not
experienced significant claims related to softwaegranties beyond the scope of maintenance supplbicth it is already obligated to provide,
and consequently it has not established reservesdioanty obligations.

The Company’s agreements with customers genedjyire it to indemnify the customer against clatheg the Company’s software
infringes third party patent, copyright, trademarlother proprietary rights. Such indemnificatidsligations are generally limited in a variety
of industry-standard respects, including the Comfzarght to replace an infringing product. As oé€ember 31, 2007, the Company had not
experienced any material losses related to thekrinification obligations and no claims with regpgbereto were outstanding. The Company
does not expect significant claims related to thiedemnification obligations, and consequently, @@mpany has not established any related
reserves.

Deferred project costs

The Company defers direct costs when a projeatiisgbaccounted for under the completed contrachoakor for certain arrangements
where all of the required revenue recognition ddatbave not been met. The Company reports thefgerde project costs in other current
assets.

Deferred revenue

Deferred revenue consists primarily of billed féest exceed revenue recognized on arrangemenisdmasce payment of maintenance
fees.

Allowance for doubtful accounts and allowance for ales credit memos

The Company maintains an allowance for doubtfubants for estimated losses resulting from the litglof the Company’s customers
to make required payments. The Company'’s estinsagebased on the composition of the accounts ralsleivaging, historical bad debts,
changes in payment patterns, customer creditwa#isiand current economic trends. If the Compang digkerent assumptions, or if the
financial condition of customers were to deterierdiat resulted in their inability to make requipayments, additional provisions for doubtful
accounts would be required and would increase batlekpense.

The Company records allowances for estimates @niatl sales credit memos. The Company bases éstiggates on historical analyses
of sales credit memos and assumptions about fetteets and experience with customer disputeselQbmpany used different assumption
calculating the allowance, adjustments would bkecéfd as changes to revenue.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

(f) Cash and cash equivalents and short-term inwvashts

(in thousands) December 31, 2007
Unrealized Unrealized
Amortized
Cost Gains Losses Fair Value
Cash and cash equivaler
Cash $ 17,68( $ — $ — $ 17,68(
Money market mutual func 9,03( — — 9,03(
Cash and cash equivalel 26,71( — — 26,71(
Shor-term investments
Government sponsored enterpri 53,30: 94 (15) 53,38:
Corporate bond 68,53¢ 12C (297) 68,46¢
Municipal bonds 90¢ 3 — 912
Foreign bond: 507 2 — 50¢
Shor-term investment 123,25¢ 21¢ (20€) 123,27
Cash and cash equivalents and sterm investment $149,96¢ $ 21¢  $ (206 $149,98:
(in thousands) December 31, 2006
Unrealized Unrealized
Amortized
Cost Gains Losses Fair Value
Cash and cash equivaler
Cash $1087: $ — $ — $ 10,87«
Commercial pape 9,99¢ — (@) 9,99:
Money market mutual func 5,142 — — 5,14
Cash and cash equivalel 26,017 — (4) 26,00¢
Shor-term investments
Government sponsored enterpri 69,34" — (459) 68,88¢
Corporate bond 32,96% — (103) 32,86¢
Shor-term investment 102,31: — (562) 101,75(
Cash and cash equivalents and sterm investment $128,32- $ — $ (566) $127,75¢

The Company considers debt securities with maésrivf three months or less, when purchased, tadfe equivalents. Purchases and
sales of securities are recorded on a trade-daie.baterest is recorded when earned. All of tbenBany’s investments are classified as
available-for-sale and are carried at fair valuthwinrealized gains and losses recorded as a campohaccumulated other comprehensive
income. The Company determines the appropriatsifitzgtion of its investments in debt securitiesheg time of purchase and egaluates suc
determination at each balance sheet date. Theeelie®n no reclassifications between available-ditg-and held-to-maturity investment
categories. The Company’s investments in governsggonsored enterprises include debt securitiesthsitnot be backed by the full faith and
credit of the U.S. Government. As of December 3D 72 remaining maturities of marketable debt s¢iesrranged from January 2008 to
October 2010. As of December 31, 2006, remaininwuritees of marketable debt securities ranged fdamuary 2007 to May 2009. Proceeds
from available-for-sale securities that were soldtured or called during 2007 were $87.2 milliothwgross realized losses of $0.2 million and
no gross realized gains. Proceeds from availablsdte securities that matured or were called du2i®06 were $85.7 million with gross
realized losses of $0.2 million and no gross redligains. Proceeds from available-for-sale seesrttiat were sold,
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matured or called during 2005 were $26.5 milliothwgross realized losses of $18,000 and no gradized gains. Specific identification of t
individual securities was used to determine thésb@s which the gain or loss was calculated.

The following table shows the gross unrealizeddesand fair value of the Company’s investmentd) witrealized losses that are not
deemed to be other-than-temporarily impaired, agaesl by investment category and length of timeitigividual securities have been in a
continuous unrealized loss position as of Decer8thef007.

(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
Government sponsored enterpri $16,08!: $ (5) $11,80: $ (10 $27,88: $ (19
Corporate bond 21,70¢ (181) 7,11: (10) 28,81¢ (191)
Totals $37,78: $ (186 $18,91+ $ (20 $56,70: $ (206

The Company analyzes its investments for impairsmentan ongoing basis. Factors considered in detergnwhether a loss is
temporary include the length of time and extenwbich the securities have been in an unrealizesl position and the Company’s ability and
intent to hold the investment for a period of tisudficient to allow for any anticipated market reeoy. The unrealized losses on the
Company’s investments in commercial paper, govemrsgonsored enterprises, corporate bonds and ipahionds were caused by interest
rate increases. The Company has the ability ameind hold these investments until anticipatedvecy of fair value, which may be maturity,
therefore, the Company does not consider thesetments to be other-than-temporarily impaired aBefember 31, 2007.

(g) Trade accounts receivable

Trade accounts receivable balances, which corsiBlied and unbilled amounts, were $45.9 milliarmda$32.0 million as of
December 31, 2007 and 2006, respectively. Tradewets receivable includes $4.1 million and $2.5iarilas of December 31, 2007 and 2(
respectively, for services earned under time annah arrangements that had not been invoiceddeaehd of the respective period.

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

December 31 December 31
(in thousands) 2007 2006
Deferred income tax ass¢ $ 2,14¢ $ 2,96
Deferred cost of service 1,022 1,59:
Interest receivable 1,72¢ 1,77¢
Income tax receivabl 1,30¢ 1,331
Prepaid expenst 787 84z
Reimbursable expens 71 34¢
Sales tax receivab 17E 212
Balance at the end of peri $ 7,24 $ 9,06t
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(i) Concentration of credit risk

Financial instruments that potentially subject @@mpany to a concentration of credit risk consighmrt-term investments, trade
accounts receivable and license installments rabév The Company records long-term license imatits in accordance with its revenue
recognition policy, which results in long-term iakment receivables from customers (due in pered®eding one year from the reporting
date, primarily from large organizations with stgasredit ratings). The Company grants credit tdaugrs who are located throughout the
world. The Company performs credit evaluationsustomers and generally does not request colldieral customers. Future installments due
under term licenses as of December 31, 2007 welialaw/s:

(in thousands; License

Year ended December 31 installments (1’
2008 $ 19,18
2009 3,50(
2010 2,78(
2011 2,17¢
2012 1,267
28,90¢

Unearned installment interest incol (1,45¢)
Total license installments receivable, $ 27,45(

(1) These amounts have previously been recognizdéidemse revenue, net of unearned installmentdaténcome and consist of
approximately $19.2 million of short-term licensstallments and approximately $8.3 million of loegm license installments included
in the accompanying consolidated balance shedtlsaember 31, 2007. For these agreements, we meafjthe present value of future
term license payments upon customer acceptancédprbthat no significant obligations or contingixscexist related to the software,
other than maintenance support, and provided ldiratriteria for revenue recognition have been |

() Equipment and improvements

Equipment and improvements are recorded at cogird@@mtion and amortization are computed usingtragght-line method over the
estimated useful lives of the assets, which arsetlgears for equipment, including software, and figars for furniture and fixtures. Leasehold
improvements are amortized over the lesser ofitb@1 the lease or the useful life of the assefp&rs and maintenance costs are expensed as
incurred.

(k) Restricted cash

The Company has approximately $0.7 million of riegtd cash related to amounts deposited to sedetéea of credit for its Cambridge
office operating lease and is included in long-tetirer assets in the accompanying consolidatechbalsheet.

() Long-lived assets

The Company evaluates its long-lived assets foaimpent whenever events or changes in circumstandeste that the carrying
amount of such assets may not be recoverable. impat is generally assessed by comparison of ungiiged cash flows expected to be
generated by an asset to its carrying value, Wwigheixception that goodwill impairment is assesseddse of a fair value model. If such assets
are considered to be impaired, the impairment trebegnized is measured by the amount by whicleaneing amount of the asset exceeds its
fair value. There were no impairments in 2007, 2@G0®& 2005.
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(m) Accrued expenses
Accrued expenses consist of the following:

December 31 December 31
(in thousands) 2007 2006
Accrued income taxe $ 3,62 $ 2,35
Dividends payabli 1,08t 1,05¢
Accrued othe 5,69 3,60¢
Balance at the end of peri $ 10,40t $ 7,015

(n) Research and development and software costs

Research and development costs, other than ced#inare related costs, are expensed as incurggatallzation of computer software
developed for resale is accounted for in accordaviteFASB Statement of Financial Accounting Standa(“SFAS”) No. 86 “Accounting for
the Costs of Computer Software to Be Sold, Lease@therwise Marketed” (“SFAS 86”). Accordingly,pitalization of software costs begins
upon the establishment of technical feasibilityngrally demonstrated by a working model or an dparaersion of the computer software
product. Such costs have not been material toatateas a result, no internal costs were capitalizging 2007, 2006, and 2005. Amortization
of capitalized software is included in the cossoftware license. No amortization expense for iva#ly developed capitalized software costs
was charged to cost of software license during 20086, and 2005.

(o) Earnings per share

Basic earnings per share is computed using thehterigaverage number of common shares outstandimggdihe period. Diluted
earnings per share is computed using the weightethge number of common shares outstanding dunmgeériod, plus the dilutive effect of
outstanding options, warrants and restricted stoits (“RSUS”), using the treasury stock method tiredaverage market price of our common
stock during the applicable period. Potential shaetated to certain of our outstanding stock aptiand warrants were excluded from the
computation of diluted earnings per share becéwesewere anti-dilutive in the periods presented,dowld be dilutive in the future.

(in thousands, except per share date Year Ended December 31

2007 2006 2005
Basic
Net income $ 6,59¢ $ 1,842 $ 5,197
Weighte-average common shares outstanc 35,87¢ 35,22¢ 35,77
Earnings per share, ba: $ 0.1¢ $ 0.0t $ 0.1f
Diluted
Net income $ 6,59¢ $ 1,842 $ 5,197
Weighte-average common shares outstanc 35,87¢ 35,22¢ 35,77¢
Effect of assumed exercise of stock options, wasrand RSU: 1,55¢ 1,90¢ 68€
Weighte-average common shares outstanding, assuming dhi 37,43: 37,13¢ 36,46:
Earnings per share, dilut $ 0.1¢ $ 0.0f $ 0.1¢
Anti-dilutive outstanding stock options and warre 1,121 2,971 5,72
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(p) Segment reporting

The Company currently operates in one operatingneatj— rules based Business Process Managemeni()Bsdftware. The Compal
derives substantially all of its operating revefraen the sale and support of one group of simitadpcts and services. Substantially all of the
Company’s assets are located within the U.S. Thegamy derived its operating revenue from the follmygeographic areas (sales outside the
U.S. are principally through export from the U.1)the years ended December 31.:

(Dollars in thousands) 2007 2006 2005

U.S. $104,95: 65% $ 79,90: 63% $ 66,45¢ 66%
United Kingdom 34,27¢ 21% 19,74 16% 18,16: 18%
Europe, othe 8,75¢ 5% 11,60¢ 9% 10,73: 11%
Other 13,96¢ _ 9% 14,77: 12% 4,857 _ 5%

$161,94¢ 10C%  $126,020 10C%  $100,20¢ 10C%

The following table summarizes the Company’s cotregion of credit risk associated with customersoamting for more than 10% of
the Company’s total revenue, outstanding tradeivabkes and long and short-term license installmént the years ended December 31:

2007 2006 2005
Total Revenue
Customer Revenue > 10 None None None
Trade Receivables
Customer A 19% — —
Customer E 14% — —
Customer C — 11% —
Customer C — 1C% —
Customer E — — 19%
Long and shori-term license installments
Customer F 24% 12% —
Customer C 15% — —
Customer — — 13%

(q) Stock-Based Compensation

Upon adoption of FASB Statement of Financial AcdamgStandards (“SFAS”) No. 123R, “Share-Based Rayth(“SFAS 123(R)”) on
January 1, 2006, the Company began to recognizk-stased compensation expense associated withyexyuitrds in its consolidated

statements of income based on the fair value cktlagvards at the date of grant. Pro forma disaboisuno longer an alternative. The Company
adopted the provisions of SFAS 123(R) using theifremtiprospective method, and, accordingly priorige amounts have not been restated.
Stockbased compensation is recognized over the reqgisitéce period, which is generally the vestinggeeof the equity award, and adjus
each period for anticipated forfeitures. The Conypatognizes stock-based compensation under thkleatnethod, which treats each vesting
tranche as if it were an individual grant.

The Company estimates the fair value of stock ogtigsing the Black-Scholes option valuation mogkich requires management to
make estimates of key assumptions including theetegl term of the option, the
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expected volatility of the Company’s stock priceenthe option’s expected term, the risk-free irgerate over the option’s expected term, and
the expected annual dividend yield. The expected td options granted is derived from historicaladan employee exercises and post-vesting
employment termination behavior. The expected iuiiais based on the historical volatility of ostock price. The expected annual dividend
yield is based on the expected annual dividenddfZper share divided by the average stock g

Prior to January 1, 2006, the Company accountedhare-based compensation plans in accordanceheitbrovisions of Accounting
Principles Board Opinion No. 25, “Accounting foro8k Issued to Employees,” (“APB 25”) and relategtipretations, as permitted by SFAS
123 “Accounting for Stock-Based Compensation” (“S8-223"), and, accordingly, did not recognize congagion expense for the issuance of
stock options to employees and non-employee Dirsatith an exercise price equal to or greater tharmarket price at the date of grant. The
Company also followed the disclosure requiremeh®FAS 123 as amended by SFAS No. 148, “Accourfingtock-Based Compensatien
Transition and Disclosure” (“SFAS 148"Had the fair value based method as prescribed BWESR23 been applied to the Companfihancia
statements, the effect on net income and earniegshare would have been as follows:

Year ended
(in thousands, except per share amounts) December 31, 20C
Net income $ 5,192
Add: Share based compensation expense for sto@nsghcluded in reported net income, ne
income taxe: —
Less: Total share based compensation expenseofik gptions determined under fair value
method, net of income taxes | (8,06%)
Net income (loss), p-forma $ (2,879)
Earnings (loss) per shai
Basic—as reportet $ 0.1¢
Basic—pro forma $ (0.0¢)
Diluted—as reporte $ 0.14
Diluted—pro forma $ (0.0¢)

(1) Includes approximately $4.0 million of stockskd compensation expense associated with the eati@heof certain unvested stock
options in the second quarter of 2005. During #tmoad quarter of 2005, the Compensation Commiftpeozed accelerating the vesting
of certain out-of-the-money unvested stock optiealsl by certain current employees, excluding “@ff& as defined under Section 16(a)
of the Securities Exchange Act of 1934. Unvesteibop having an exercise price greater than $7edGpare, representing the right to
purchase a total of approximately 1,600,000 shéesame exercisable as a result of the vestindeaation. All other terms and
conditions in the original grants remained unchandde acceleration of vesting did not result i@ tacognition of compensation expe
for the year ended December 31, 2005 as the erqudise was in excess of the fair market valuehendate of modification resulting in
no intrinsic value under APB 25. The decision toederate vesting of these options was made priynrifeduce compensation expense
that would otherwise be recognized after the adoptif SFAS 123(R)

See Note 4 “STOCK-BASED COMPENSATION” for furtheisdussion of SFAS 123(R).

(r) Fair value of financial instruments

The principal financial instruments held consistagh equivalents, investments, accounts receigleccounts payable, capital lease
obligations, and license installment receivablésirg from license transactions.
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The carrying values of cash equivalents, investsjedcounts receivable and accounts payable appatitheir fair value due to their
relatively short-term nature. The fair value otlise installment receivables approximates carryahge at December 31, 2007 and 2006.

(s) Acquired technology and goodwiill

Intangible assets are recorded at cost and prilhciggoresent technology acquired in business caatimns or from third parties.
Amortization is recognized on a straight-line bamsisr the assets’ estimated useful lives. As ofdbdwer 31, 2007 and 2006, intangible assets
consisted of $1.4 million of technology acquiredhibusiness combination with a net carrying vafu®0oand accumulated amortization of $1.4
million. Amortization expense for this acquiredhaoclogy was $0, $29,000, and $0.4 million for tleans ended December 31, 2007, 2006,
2005, respectively.

Goodwill represents the residual purchase price jpaa business combination after all identifiededs have been recorded. Goodwill is
not amortized, but is tested annually for impairtigncomparing estimated fair value to its carrywadue. During the fourth quarter of 2007,
the Company reduced its valuation allowance reltidtle realization of $0.4 million of certain thpss and credit carry forwards that were
acquired in the 1mind Corporation (“1mind”) in 2Q@hich resulted in a corresponding reduction indyeill.

The Company performed the annual impairment tegtarfourth quarters of 2007 and 2006 and deteminihat goodwill was not
impaired.

(t) Income taxes

As a global company, we use significant judgmerdaiculate and provide for income taxes in eactheftax jurisdictions in which we
operate. In the ordinary course of our businessgthre transactions and calculations undertakesevhltimate tax outcome cannot be certain.
Some of these uncertainties arise as a conseqoétre@sactions and arrangements made among rglatéds, transfer pricing for transactis
with our subsidiaries, and potential challengesexrus and credit estimates. We estimate our expdsurnfavorable outcomes related to these
uncertainties and estimate the probability for sogttomes in accordance with the provisions of FASBrpretation No. 48, “Accounting for
Uncertainty in Income Taxes — an interpretatiofrASB Statement No. 109” (“FIN 48”), which we adoghten January 1, 2007. As a result of
the implementation of FIN 48, we recorded a $1.Bionireduction to January 1, 2007 retained earsig accordance with FIN 48, as of
December 31, 2007, the amount of unrecognized ¢arfits totaled approximately $9.8 million, of whi$3.9 million, if recognized would
favorably affect our effective tax rate. We do ampect the changes in the unrecognized benefitsnwite next twelve months to be material.

We account for income taxes in accordance with SRAS109, “Accounting for Income Taxéq“SFAS 109”), which requires that
deferred tax assets and liabilities be recognizdguenacted tax rates for the effect of tempodiffgrences between the book and tax bases of
recorded assets and liabilities. We record a valnatilowance to reduce our deferred taxes to aouatrnwe believe is more likely than not to
be realized. We consider future taxable income@ndent and feasible tax planning strategies iessisg the need for a valuation allowance.

(u) Other recent pronouncements

In September 2006, the FASB issued SFAS No. 155ir Falue Measurements” (“SFAS 1573FAS 157 defines fair values, establis
a framework for measuring fair value and expandgdikclosure requirements
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about fair value measurements. In February 20@8F&SB issued Staff Position No. FAS 157-2 (“FSF-25) that defers the effective date of
applying the provisions of SFAS 157 to the faimemeasurement of nonfinancial assets and nonfeldiabilities until fiscal years beginning
after November 15, 2008. The Company was requoetiopt the provisions of SFAS 157 that pertaifintancial assets and liabilities on
January 1, 2008. The adoption of SFAS 157 did aweta material impact on the Company’s consolidfitehcial position or results of
operations. The Company is currently evaluatingetiiect FSP 157-2 will have on its consolidateafioial position and results of operations.

In February 2007, the FASB issued SFAS No. 159¢"Fhir Value Option for Financial Assets and Finandabilities — Including an
Amendment of FASB Statement No. 115,” (“SFAS 158FAS 159 allows entities to voluntarily choosesgecified election dates, to meas
many financial assets and financial liabilities gl as certain nonfinancial instruments thatsineilar to financial instruments) at fair value.
The election is made on an instrument-by-instrunbasts and is irrevocable. If the fair value opti®elected for an instrument, the Statement
specifies that all subsequent changes in fair viduéhat instrument shall be reported in earnifigee Company was required to adopt SFAS
159 on January 1, 2008. The adoption of SFAS 18%dt have a material effect on the Company’s clidtested financial position or results of
operations.

In December 2007, the FASB issued SFAS No. 14lideel, “Business Combinations” (“SFAS 141(R)). SFA.(R) changes the
accounting for business combinations includingrtteasurement of acquirer shares issued in consiierfat a business combination, the
recognition of contingent consideration, the actimgnfor preacquisition gain and loss contingengciles recognition of capitalized in-process
research and development, the accounting for aitiguiselated restructuring cost accruals, the treatroatquisition related transaction cc
and the recognition of changes in the acquirecsiime tax valuation allowance. SFAS 141(R) appliesectively to business combinations
for which the acquisition date is on or after tleginning of the first annual reporting period beirg on or after December 15, 2008, except
for certain tax adjustments for prior business cmaions. Accordingly, the Company will adopt teistement on January 1, 2009. The
Company is evaluating the effect SFAS 141(R) walvé& on its consolidated financial position and ltssaf operations.

In December 2007, the FASB issued SFAS No. 160ntdatrolling Interests in Consolidated Financiat8ments, an amendment of
ARB No. 51" (“SFAS 160"). SFAS 160 changes the agtng for noncontrolling (minority) interests iomrsolidated financial statements
including the requirements to classify noncontrglinterests as a component of consolidated stdd&ts equity, and the elimination of
“minority interest” accounting in results of opecais with earnings attributable to noncontrollindeirests reported as part of consolidated
earnings. Additionally, SFAS 160 revises the actiogrfor both increases and decreases in a paremtsolling ownership interest. SFAS 160
is effective for fiscal years beginning after Detemn15, 2008, with early adoption prohibited. Trer@any does not expect the adoption of
this statement to have a material impact on itscobaated financial position or results of operasio
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2. VALUATION AND QUALIFYING ACCOUNTS

The Company maintains allowances for doubtful ant®based on factors such as the composition afuats receivable, historical bad
debts, changes in payment patterns, customer watliiness and current economic trends. These at&srare adjusted periodically to reflect
changes in facts and circumstances. The Compatgigamce for doubtful accounts was $0.4 milliorDetcember 31, 2007, 2006, and 2005.
The following reflects the activity of the allowantor doubtful accounts for each of three yearsedridecember 31:

(iin thousands) 2007 2006 2005
Balance as of beginning of ye $36E $36E $36E
Provision for doubtful accoun — — —
Write-offs — — —
Balance as of end of ye $36E $36¢ $36¢

The Company records allowances for estimates antiail sales credit memos when the related reventezorded and reviews those
allowances periodically. The Company based thetima&tes on historical analyses of sales credit meraod assumptions about future events
and experience with customer disputes. The Compaiigwance for sales credit memos was $1.0 millisiof December 31, 2007, $1.2
million as of December 31, 2006 and $0.5 millioro&®ecember 31, 2005. During the first quarte@d5, the Company refined its estimat
allowances for sales credit memos, which resulteathiincrease in services revenue of $0.3 millidre following reflects the activity of the
allowance for sales credit memos for each of tyeses ended December 31:

(in thousands) 2007 2006 2005

Balance at beginning of ye $1,23¢ $ 47C $ 642
Provision for credit memc 1,16( 2,37 37¢
Credit memos issue 1,417) (1,607%) (550)
Balance at end of peric $ 98¢ $1,23¢ $47C

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

Equipment and improvements are recorded at cogird@@mtion and amortization are computed usingtragght-line method over the
estimated useful lives of the assets, which areigdly three years for equipment and five yearddaniture and fixtures. Leasehold
improvements are amortized over the lesser ofitb@1 the lease or the useful life of the assefp&rs and maintenance costs are expensed as
incurred. The cost and accumulated depreciati@ygafpment and improvements consisted of the fotowi

December 31 December 31

(in thousands) 2007 2006
Computer equipmet $ 5,461 $ 4,24
Furniture and fixture 2,42¢ 2,19¢
Leasehold improvemen 3,631 2,77¢
Equipment under capital leas 594 594
12,11( 9,811
Less: accumulated depreciation and amortize (8,499 (7,35%)
Equipment and improvements, net of accumulatededégion $ 361 $ 245
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Depreciation expense was approximately $1.5 mill§i3 million, and $0.7 million for the years edd@ecember 31, 2007, 2006, and
2005.

During the years ended December 31, 2007, 20062@08, the Company recorded disposals of approgimn&0.4 million, $0.4 million,
and $0.7 million, respectively, of computer equiptéurniture and fixtures and leasehold improvetaeNearly all of the assets written off
during 2007, 2006, and 2005 were fully depreciatesilting in immaterial losses on disposal.

(b) Computer software for internal use

The Company capitalized and amortized costs adedowth computer software developed or purchaseéhtfernal use in accordance
with AICPA Statement of Position 98-1Accounting for the Costs of Computer Software Dewed or Obtained for Internal Use*SOP 98-
1”) . The Company amortized capitalized software costeigdly over three years commencing on the datsdftevare is placed into service.
During 2007, the Company did not capitalize anytsésr computer software developed for internal Bgring 2006, the Company capitalized
costs totaling $0.4 million for computer softwaevdloped for internal use. The amortization expevee approximately $0.2 million for the
year ended December 31, 2007. The cost and acctedw@mortization of computer software for interasé consisted of the followin

December 31 December 31

(in thousands) 2007 2006
Computer software purchas $ 2,27¢ $ 2,441
Computer software developed for internal 721 721
2,99¢ 3,162
Less: accumulated depreciation and amortize (2,430 (2,109)
Computer software for internal use, net of accutedlamortizatior $ 56¢ $ 1,05/

Amortization expense was approximately $0.5 milli$0.4 million, and $0.3 million for the years edd@ecember 31, 2007, 2006, and
2005.

During the years ended December 31, 2007, 20062@08 the Company recorded disposals of approxign@€e2 million, $0.4 million,
and $0, respectively, of purchased software. Neadtyf the assets written off during 2007, 200&J 2005 were fully depreciated, resulting in
immaterial losses on disposal.

4. STOCK-BASED COMPENSATION

In accordance with SFAS 123(R) and beginning oidgnl, 2006, the Company recognizes stock-basegeonsation expense
associated with equity awards in its consolidatatements of income based on the fair value ofetlaegards at the date of grant. Pro forma
disclosure is no longer an alternative. The Compadgpted the provisions of SFAS 123(R) using thdifienl prospective method, and,
accordingly prior period amounts have not beeratedt Stock-based compensation is recognized beeetjuisite service period, which is
generally the vesting period of the equity award] adjusted each period for anticipated forfeitutdsder this approach, the Company is
required to record compensation cost for all she®ed payments granted after the date of adopéisedoon the grant date fair value, estim
in accordance with the provisions of SFAS 123(R}Yl #or the unvested portion of all share-based mgatepreviously granted that remain
outstanding based on the grant date fair valuenattd in accordance with the original provisioh§BAS 123. The majority of the
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Company'’s stock-based compensation arrangemertsweseither a four or five year vesting scheduld have a tegear term. The Compa
recognizes stock-based compensation under thdeatethod, which treats each vesting tranche iasviére an individual grant.

During the fourth quarter of 2007, the Company’sfbof Directors approved changes to its equity memsation program, including the
granting of restricted stock units (“RSUs") in atitath to stock options, for periodic equity compeimagrants. RSUs deliver to the recipient a
right to receive a specified number of shares ef@ompany’s common stock upon vesting. Unlike stmations, there is no cost to the
employee at share issuance. The Company valuBSliis at the fair value of our common stock on ttegdate, which is the closing price of
our common stock on the grant date, less the preséure of expected dividends, as the employeetntitled to dividends during the
requisite service period. In December 2007, the gam granted approximately 408,000 stock optiomsagpproximately 204,000 RSUs to
certain employees.

During the fourth quarter of 2007, the Company’saRbof Directors also approved the election by @ygés to receive 50% of their
2008 target incentive compensation under the Cogip&@orporate Incentive Compensation Plan (therfBlan the form of RSUs. If elected
by an employee, the equity amount will be equaldlue on the date of grant to 50% of his or hegeghincentive opportunity, based on the
employee’s January 2008 base salary. The numiR8b0fs granted will be determined by dividing 50%h& employee’s target incentive
opportunity by the fair value of a RSU on the grdate. If elected, the equity grant will occur agrithe open trading period following the
release of the prior year’s financial results anidwest 100% on the Plan payout date of the folloywear for all participants. Vesting is
conditioned upon threshold funding of the Plan anatontinued employment; if threshold funding donesoccur, the equity grant cannot be
exercised and will expire. The Company will recagnihe associated stock-based compensation expeasthe requisite service period
beginning on the grant date and ending on thedagst

Upon vesting of the RSUs, the Company will withhskdres of common stock in an amount sufficiemoteer its minimum statutory tax
withholding obligations and will issue shares sfébmmon stock for the remaining amount. The corsgon expense incurred by the
Company for RSUs is based on the closing markeemf the Company’s common stock on the date aftdess the future present value of
dividends and is amortized ratably on a straigig-basis over the requisite service period.

Beginning in December 2007, the Company beganrgspptions that will allow the settlement of vesstédck options on a net share
basis, at the employee’s option, such that the eyegl will not tender any cash or shares upon eserélather, the Company will withhold the
number of shares having a fair value equal to fito exercise price and its minimum statutoryuathholding obligations from the shares
that would otherwise be issued upon exercise.

Share-Based Compensation Plans:
(a) 1994 Long-term incentive plan

In 1994, the Company adopted a 1994 Long-Term lineeRlan (the “1994 Plan”) to provide employeeggbtors and consultants with
opportunities to purchase stock through incentigelsoptions and non-qualified stock options. Idiidn to options, participants under the
1994 Plan were eligible to receive stock appremiatights, restricted stock and long-term perforogaawards. The Compensation Committee
of the Board of Directors (“Compensation Commitlegdministers the 1994 Plan. Generally, the exengige of options granted under the
plan was equal to the fair market value of the ullgdey common stock on the date of grant. Optiorented under the 1994 Plan generally vest
over four years and expire no later than ten ylars the date of grant. As of December 31, 200Tipop to purchase an aggregate of
approximately 3,800,000 shares of common stock wetgtanding under the 1994 Plan. The Company doesitend to issue any additional
options or make any other awards under the 1994 iRlthe future.
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(b) 1996 Non-employee Director stock option plan

In 1996, the Company adopted a 1996 Non-EmployeecRir Stock Option Plan (the “Director Plan”), whiprovides for the grant to
non-employee Directors of the Company of optiongurchase shares of its common stock. Originatlg,Director Plan provided for the grant
to non-employee Directors on the date he or skebiezcame a Director of an option to purchase 80sb@res of common stock at a price equal
to the fair market value thereof on the date ohgrauch options to vest in equal annual instalbimener five years. In 1999, the Director Plan
was amended to provide for (i) the grant to momployee Directors on the date he or she firstineca Director of an option to purchase 30,
shares of common stock at a price per share eglaétfair market value thereof on the date of grsunch options to vest in equal annual
installments over three years and (ii) the grargaoh non-employee Director at the time of the leegueeting of the Board of Directors
following the annual meeting of stockholders (comgirg in 2000), of a fully vested option to purchd®,000 shares of common stock at a
price per share equal to the fair market valueetbfeon the date of grant. The Compensation Comenéteninisters the Director Plan. As of
December 31, 2007, options to purchase an aggrefjafgroximately 210,000 shares of common stodewetstanding under the Director
Plan. The Company does not intend to issue angmptinder the Director Plan in the future.

(c) 1996 Employee stock purchase plan

In 1996, the Company adopted a 1996 Employee Rackhase Plan (the “1996 Stock Purchase Plan”upntgo which its employees
were entitled to purchase up to an aggregate 601000 shares of common stock at a price equalktdéesser of 85% of the fair market valu
the Company’s common stock on either the commennedae or completion date for offerings underpta. During 2005, the Company
amended the 1996 Stock Purchase Plan to providefdh@ach offering period beginning on May 1, 3@ later, employees are entitled to
purchase shares of common stock at a price eq@&ltoof the fair market value on the completioredztthe offering period. As of
December 31, 2007, there had been 15 offeringsruhdelan and approximately 800,000 shares had issaed thereunder. The 1996 Stock
Purchase Plan is tax qualified and as of Decembe2@)7 no compensation expense related to stemesd under the plan had been
recognized for financial statement purposes. TH861®ock Purchase Plan terminated on November(g.20

(d) 2004 Long-term incentive plan

In 2004, the Company adopted a 2004 Long-Term lincziPlan (the “2004 Plan”) to provide employeesntemployee Directors and
consultants with opportunities to purchase stoctittgh incentive stock options and non-qualifiectktoptions. In addition to options, eligible
participants under the 2004 Plan may be grantezk gtorchase rights and other stock-based awardef Becember 31, 2007, a total of
7,000,000 shares of common stock had been autkdanizéer the 2004 Plan and approximately 3,225,880es were subject to outstanding
options and stock-based awards. Beginning in J006,2ach member of the Company’s Board of Direcfexcept the Company’s Chairman
and Chief Executive Officer) is entitled to recetrean annual basis a number of shares of unrestr@tommon stock equal to $55,000 divided
by the fair market value of its common stock onghent date. The Compensation Committee adminiter2004 Plan. Generally, the exerc
price of options granted under the plan is equéhéofair market value of the underlying commorckton the date of grant. Options granted
under the 2004 Plan generally vest over five yaatsexpire no later than ten years from the dagranit.

(e) 2006 Employee stock purchase plan

In 2006, the Company adopted a 2006 Employee Frackhase Plan (the “2006 Stock Purchase Plan”ypatgo which the Company’s
employees are entitled to purchase up to an aggre§s00,000 shares of
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common stock at a price equal to 85% of the fairketavalue of the Company’common stock on either the commencement dateropletion
date for offerings under the plan, whichever is|es such higher price as the Company’s Boardifdiors may establish from time to time.
Until the Company’s Board of Directors determinéseowise, the Board has set the purchase pricB%td the fair market value on the
completion date of the offering period. As a resthié 2006 Stock Purchase Plan is non-compensataigr SFAS 123(R) and is tax qualified.
Therefore as of December 31, 2007, no compensatipanse related to shares issued under the plaberadrecognized for financial staten
purposes. The first offering period under the 288&ck Purchase Plan began November 1, 2006. Agoémber 31, 2007, there had been two
offerings under the plan and approximately 18,0t#ras had been issued thereunder.

Shares reserved

As of December 31, 2007, there were approximatdl 3000 shares available for future issuance uthde€ompany’s stock plans,
consisting of approximately 2,645,000 shares utitee2004 Plan and approximately 482,000 sharesrihde®006 Stock Purchase Plan. There
were no shares available for future issuance uth@éet994 Plan, the Director Plan or the 1996 SEunichase Plan.

Equity grants, Assumptions and Activity

The Company periodically grants stock options aBdR for a fixed number of shares to employees anmdemployee Directors. The
exercise price for stock options is greater thaequral to the fair market value of the shareseatftite of the grant. In July 2007, the Company
granted unrestricted common stock to members &adterd of Directors (other than the Company’s Ghain and Chief Executive Officer) in
lieu of the annual stock option grant historicatipde. The Company recorded approximately $0.3amillif compensation expense for this
award. During 2007, the Company recorded $1.3 onilbf compensation expense for employee stock m@p@ad $42,000 of compensation
expense for RSUs. The following table presentstbek-based compensation expense included in thep&@oy’s consolidated statements of
income for 2007 and 2006.

Year ended Year ended

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

Cost of service $ 49C $ 28€

Selling and marketin 427 52C

Research and developmt 13¢ 13t

General and administrati\ 562 527
Total stocl-based compensation before 1,61¢ 1,46¢
Income tax benef (430 (520
Net stocl-based compensation expel $ 1,18¢ $ 94¢
Effect on earnings (loss) per she

Basic $ (0.09) $ (0.09)

Diluted $ (0.09) $ (0.0%)

The Company estimates the fair value of stock ogtigsing a Black-Scholes option valuation model Keuts used to estimate the fair
value of stock options include the exercise pricthe award, the expected term of the option, ttpeeted volatility of the Company’commor
stock over the option’s expected term, the risle-freerest rate over the option’s expected terrd,the Company’s expected annual dividend
yield. The amount of sto-based compensation recognized during a periodsedon the value of the portion of the
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awards that are ultimately expected to vest. SFARR) requires forfeitures to be estimated at itine ©f grant and revised, if necessary, in
subsequent periods if actual forfeitures diffenfrthose estimates. Based on the review of histdidcieiture data for the Company’s

employees, an annual forfeiture rate of 18% has hpelied and is re-evaluated and adjusted as segedJltimately, the Company recognizes
the actual expense over the vesting period onlyhfershares that vest.

The weighted-average assumptions used in the B3abloles option valuation model are as follows:

Year ended Year ended Year ended
December 31, 20C December 31, 20C December 31, 20C
Expected volatility (1 53% 75% 70%
Weighter-average grant date fair val $ 5.44 $ 5.2C $ 2.41
Expected term in years ( 5.6 6.1 5.C
Risk-free interest rate (¢ 4.02% 4.81% 4.27%
Expected annual dividend yield ( 1.1%% .97% None

(1) The expected volatility for each grant is detigred based on the average of historical weekigeprhanges of the Company’s common
stock over a period of time which approximatesedkpected option tern

(2) The expected option term for each grant is detezthased on the historical exercise behavior ofl@yeps and po-vesting
employment termination behavic

(3) The risk-free interest rate is based on the yield of -coupon U.S. Treasury securities for a period th@bmmensurate with the expec
option term at the time of grar

(4) The expected annual dividend yield is basetherweightedaverage of the dividend yield assumptions usedtions granted during t
applicable period. In July 2006, the Company bguaying an on-going quarterly cash dividend of $@6Bshare of common stock. The
expected annual dividend yield for the year endeddinber 31, 2007 is based on the expected divioe$d.12 per share, per year ($(
per share, per quarter times 4 quarters) dividethbyverage stock price. The expected annualetidgield for the year ended
December 31, 2006 includes the weighted averagadigf expected dividends beginning July 2006.esG@ompany did not declare
dividends prior to the year ended December 31, 20@8efore there was no dividend yield assumptic2z005.

Prior to the adoption of SFAS 123(R), the Compamsented all tax benefits resulting from the exserdf stock options as operating ¢
flows in its consolidated statements of cash fla8IRAS 123(R) requires the cash flows resulting ftbetax benefits resulting from tax
deductions in excess of compensation cost recodfiimethe options (“excess tax benefits”) to bessified as financing cash flows. There was
approximately $2.3 million of excess tax benefitsslified as a financing cash inflow that would hbgen classified as an operating cash in
for the year ended December 31, 2007, if the Compad not adopted SFAS 123(R).

SFAS 123(R) provides that for the purposes of datig the pool of excess tax benefits (“APIC pgpthe Company should include the
net excess tax benefits that would have qualifeed the Company adopted SFAS 123(R) from inceplibe. FASB issued FSP 123(R)-3
“Transition Election Related to Accounting for thax Effect of Share-Based Payment Awards” (“FSP(R23"), which provides an
alternative transition method to calculate begigmnol of excess tax benefits. The Company eletediopt the alternative transition method
(“short cut method”) in calculating their historid®PIC pool of windfall tax benefits in regardsite share based compensation.

61



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

The following table summarizes the combined stqutkom activity under the Company’s stock optionngddor the years ended
December 31, 2007, 2006, and 2005:

Weighted-
Weighted Average Aggregate
Average Exercise Pric Remaining Intrinsic
Shares Contractual Value
(in thousands per share Term (in years) (in thousands

Options outstanding at January 1, 2| 9,25¢ $ 7.7C
Granted 1,68 8.0
Exercisec (342) 4.3¢
Forfeited/expirec (867) 7.91
Options outstanding at December 31, 2 9,72¢ 7.8¢€ 6.02
Granted 49C 8.11
Exercisec (64C) 5.4¢€
Forfeited/expirec (1,147 8.7(C
Options outstanding at December 31, 2 8,43¢ 7.94 5.65 $ 24,65¢
Granted 693 11.3¢
Exercisec (1,679 6.3¢
Forfeited/expirec (219 10.0¢
Options outstanding at December 31, 2 7,23¢ $ 8.57 5.0¢ $ 30,02¢
Options vested and expected to ve:

December 31, 200 6,781 $ 8.4¢ 4.8( $ 29,00¢
Options exercisable at December 31, 2 6,092 $ 8.3¢ 4.37 $ 27,29¢

The aggregate intrinsic value of stock options eised (i.e., the difference between the marketpaivexercise and the price paid by the
employee at exercise) during the years ended Deze®ih 2007, 2006, and 2005 was $7.5 million, $iiléon, and $0.8 million, respectively.
The aggregate intrinsic value of stock options tamding and exercisable as of December 31, 200&@sed on the difference between the
closing price of the Company'’s stock of $11.93 @c@mber 31, 2007 and the exercise price of thécaié stock options.

As of December 31, 2007, the Company had unrecedrizmpensation expense related to the unvestédrmpof stock options of
approximately $2.5 million that is expected to beagnized as expense over a weighted-average peragproximately 2.0 years.

Cash received from option exercises under all shased payment arrangements for the year endechibece31, 2007 was $10.7
million. The actual tax benefit for the tax dedoos from stock option exercises for year ended Bées 31, 2007 totaled $2.3 million.

During the second quarter of 2007, 25,535 unrdettishares of the Company’s common stock were gglantmembers of its Board of
Directors under the 2004 Plan. As this award wasstricted, no awards remain unvested as of Dece&lh@007. The weighteaverage gra
date fair value per share of these awards was $10.7
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In December 2007, the Company granted approxim2@#y000 RSUs to certain employees. The followatte presents the RSU
activity, under the 2004 Plan for the year endeddb&ber 31, 2007:

Weighted-

average Weighted-
Grant Date averjdge Agg.reg.ate
Remaining Intrinsic
Shares Contractual Value
(in thousands Fair Value Term (in years) (in thousands
Nonvested at January 1, 20 — —
Granted 20¢ $ 11.7]
Vested — —
Forfeited — —
Nonvested at December 31, 2( 204 $ 11.7] 2.6F $ 2,43:
Ending vested and expected to vest at Decembe(RYT, 128 $ 11.77 2.31 $ 1,47

Ending exercisable at December 31, 2 — — — _

The RSUs vest over five years with 20% vestingradtes year and the remaining 80% vesting in equaitgrly installments over the
remaining four years. The Company expenses itkdiased compensation under the ratable method hwieats each vesting tranche as if it
were an individual grant. As of December 31, 208&,Company had approximately $1.4 million of ugrtzed compensation cost related to
RSUs that is expected to be recognized as expemsaaveighted-average period of 2.7 years.

5. STOCKHOLDERS' EQUITY
(a) Preferred stock

The Company has authorized 1,000,000 shares d&rpeefstock, which may be issued from time to imene or more series. The Bo:
of Directors has the authority to issue the shafgseferred stock in one or more series, to estalthe number of shares to be included in each
series, and to fix the designation, powers, prefee and rights of the shares of each series anguidifications, limitations or restrictions
thereof, without any further vote or action by #teckholders. The issuance of preferred stock cdetalease the amount of earnings and asset:
available for distribution to holders of commoncitpand may have the effect of delaying, deferandefeating a change in control of the
Company. The Company has not issued any sharesfefed stock through December 31, 2007.

(b) Common stock

The Company has 70,000,000 authorized shares ahoonstock, $0.01 par value per share, of which®6390 shares were issued and
outstanding at December 31, 2007.

Since 2004, the Company’s Board of Directors hgsaped three stock repurchase programs that amthtire Company to repurchase in
the aggregate up to $30.0 million shares of itsmom stock. Purchases under these programs may de asamarket conditions warrant,
subject to regulatory and other considerationsnftione to time on the open market or in privatedgotiated transactions.
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The following table is a summary of our repurchastvity under all of the Company’s repurchase paogs for the years ended
December 31:

(Dollars in thousands) 2007 2006 2005

Shares Amount Shares Amount Shares Amount
Prior year authorizations at Januarn $ 6,872 $ 4,12¢ $10,00(
Authorizations 10,00( 10,00( —
Repurchases pa 799,34  (9,13F) 962,42( (6,81¢9) 957,11: (5,877)
Repurchases unsettl 48,01 (569) — —
Expirations (5,95%) (432 —
Authorized dollars remaining as of December $ 1,21C $ 6,87¢ $ 4,12

Between January 1, 2005 and December 31, 200 ahgany invested approximately $22.4 million tourghase approximately
2,767,000 shares of its common stock under thnearate programs, including $0.6 million of repursdsthat settled in January 2008. These
share repurchases partially offset the sharesdszne proceeds received under the Company’s vastioarebased compensation plans in 2C
and more than offset these amounts in 2006 and. 208@er these share-based compensation plansotinpady received proceeds for shares
issued of $10.9 million, $3.7 million, and $1.8 liwih for the years ended December 31, 2007, 2006 2805, respectively.

(c) Dividends

On May 30, 2006, the Company’s Board of Directggraved an ongoing quarterly cash dividend of $@&3share, beginning with the
second quarter ended June 30, 2006. AccordinglyCtimpany declared $0.12 per share and $0.09 per &r the years ended December 31,
2007 and 2006, respectively, and paid cash divisen&4.3 million and $2.1 million for the yearsded December 31, 2007 and 2006,
respectively. It is the Company’s current intentiorpay a quarterly cash dividend of $0.03 perehaishareholders of record as of the first
trading day of each quarter, however, the Boardicdctors may terminate or modify this dividend gram at any time without notice.

(d) Warrants summary

In December 2005, October 2006, and November 26@7Company issued 27,766 shares, 2,586 sharek 20 shares of its common
stock, respectively, in connection with the exex@$ warrants originally issued as part of the aeration for its acquisition of 1mind in 2002.
These warrants were exercised by former stockheloetmind. In accordance with the net exerciseigions of these warrants, the Company
withheld 3,774 shares, 259 shares, and 102 shhatke Gompany’s common stock to cover the exenpig®, which shares were valued at
approximately $27,000, $2,000, and $1,200, respalgtibased on the average closing price of the @2oy’'s common stock over the ten
consecutive trading days ending on the third trgdiay prior to the exercise date.

In November 2007, the Company issued 5,815 shdiesa@mmon stock in connection with the exer@gereviously issued warrants to
International Business Machines Corporation (“IBM%) accordance with the net exercise provisionthigfwarrant, the Company withheld
20,923 shares of the Company’s common stock tordbeeexercise price, which shares were valueg@toximately $0.3 million, based on
the average closing price of the Company’s comntocksover the five consecutive trading days endinghe day prior to the exercise date.
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As of December 31, 2007, there were outstandingamés to purchase 11,045 shares of the Compangisnom stock with a fair value of
$4.50 per share and an exercise price of $0.85l@@e. These warrants expire in 2012.

6. COMMITMENTS AND CONTINGENCIES

As of December 31, 2007, the Company did not haaterial commitments for capital or operating expemds other than a purchase
commitment for customer support services and ojpperégases. The purchase commitment for custonpgastiservices covers quality
assurance and engineering support for legacy stWwae Company’s principal administrative, satearketing, support, and research and
development operations are located in an approxih@®,000 square foot leased facility in Cambriddassachusetts. The lease for this
facility expires in 2013, subject to the Compamydion to extend for two additional five-year peléo The Company also leases space for its
other offices in the U.S., Canada, Australia, Fearand the United Kingdom. These leases expirar@ws dates through 2010.

In July 2006, the Company entered into an agreetodefise additional space in its Cambridge, Mdsssetts facility. The lease for this
additional space expires in 2013, subject to the@any’s option to extend for two additional fiveaygeriods. Under a tenant improvement
allowance, the agreement allows the Company tecobteimbursement from the landlord, up to appratety $0.9 million of the costs
associated with the build-out of this space. ABe€ember 31, 2007, the Company had incurred andéeaw reimbursed for approximately
$0.9 million of improvement costs, which were refmt as leasehold improvements with a corresporadijt to deferred rent expense to be
amortized to rent expense over the lease term.

As of December 31, 2007, the Company’s known cehed obligations, including future minimum renpalyments required under
operating leases with non-cancelable terms in axaksne year were as follows:

Operating
(in thousands) Purchase

For the calendar year Obligations Leases
2008 $ 69C $ 4,21¢
2009 — 4,23¢
2010 — 3,95¢
2011 — 4,132
2012 — 4,28:
2013 — 1,44%

Net minimum obligation: $ 69C $22,26¢

Rent expense under operating leases is recognizadstraight-line basis, to account for scheduted increases and landlord tenant
allowance. The excess of expense over current patgniserecorded as deferred rent and includedhiardong-term liabilities. As of
December 31, 2007, deferred rent of approximatelg $illion was included in accrued expenses anuagmately $1.8 million was included
in other long-term liabilities in the accompanyicgnsolidated balance sheet. Total rent expense wpeeating leases was approximately $4.7
million, $3.7 million, and $3.7 million, for the pes ended December 31, 2007, 2006, and 2005, taspgc

The Company is a party in various contractual dispuitigation and potential claims arising in tivelinary course of business. The
Company does not believe that the resolution afghmatters will have a material adverse effect®firiancial position or results of operatic
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7. INCOME TAXES
The components of income before provision (benéditjincome taxes are as follows for the years dridecember 31:

(in thousands) 2007 2006 2005

Domestic $8,34: $ (643) $4,397

Foreign 1,59¢ 1,83( 922
Total $9,94: $1,18i $5,31¢

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

(in thousands) 2007 2006 2005
Current:
Federal $2,281 $ 42z $ 213
State 35C 187 13t
Foreign 87¢ 39: 63
Total current 3,51( 1,002 411
Deferred:
Federal 582 (2,329 (220
State (699) (423) (143
Foreign (46) 94 79
Total deferrec (163 (1,657 (284)
Total provision (benefit $3,34 $ (65%) $ 127

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

2007 _2006 2005
Statutory federal income tax re 35.(% 35.(% 35.(%
State income taxes, net of federal benefit andtedits (2.9 (24.7) (2.¢
Permanent difference 3.8 14.2 2.2
Extraterritorial income exclusion and domestic prottbn activities (3.2 (59.) (18.2)
Federal research and experimentation cre (4.€) (20.5) (3.0
Tax effects of foreign activitie (.8) (24.7) 4.7
Changes in deferred tax liabiliti — 7.4 (1.6
Provision to return adjustmer 1kt 1.7 (1.¢
Tax exposure resen 1.6 13.7 (1.9
Valuation allowanct 1.C 0.9 (2.0
Other _2.C (0.7 0.2
Effective income tax rat 33.71% (55.29% _2.4%

The difference in the Company’s effective fedeaal tate for 2007 as compared to the statutorywateprimarily the result of changes to
the following tax provision items: domestic prodaontactivities, federal and state credits, all dfieh reduced the Comparsyéffective tax rat:
These decreases in the rate were offset by perrhdiffarences for meals and entertainment and [y&ar provision to return adjustments.
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The Company has recorded a FIN 48 liability forenain tax matters, both domestic and foreign, Wiitibelieves could result in
additional tax being due. Any additions or reduasido the FIN 48 liability will be reflected in tli@ompany’s effective tax rate in the period
that additional facts become known.

Deferred income taxes reflect the net tax effeEtemporary differences between the carrying am@ohfssets and liabilities for
financial reporting purposes and the amounts useth€ome tax purposes. Significant componentsoeferred tax assets and liabilities are
as follows:

(in thousands) 2007 2006
Software revenu $ 30€ $(15,36¢)
Depreciatior 872 794
Accruals and reserve 3,58¢ 2,67¢
Unrealized loss on investmet (5) 224
Net operating loss carry forwar — 4,15(C
Tax credit carry forward 3,40z 8,94¢
Net deferred tax asse 8,15¢ 1,42¢
Less valuation allowanct (209 (806)
Net deferred income tax $7,95¢ $ 61E

Reported as
Current deferred tax asset, included in other cirmsset: $2,14¢ $ 2,962
Long-term deferred income tax assets (liabiliti 5,807 (2,349
Net deferred income tax $7,95¢ $ 61E

A valuation allowance has been provided for certegferred tax assets when it is more likely thantinat the Company will not realize
the entire benefit of the assets. The $0.6 mildearease in the valuation allowance during 2007 puasarily due to realization of
approximately $0.3 million of tax benefits genedats the exercise of stock options, which were né®o directly to equity, and the realization
of approximately $0.4 million of certain tax logsdecredit carry forwards that were acquired inXhend acquisition and were recorded as a
reduction to goodwill. These decreases were offgetn increase in the valuation allowance of $0illian due to additional capital loss carry
forwards in the period.

As of December 31, 2006, the Company had alteraatinimum tax (“AMT”), and research and experiméota(“R&E”) net credit
carry forwards for federal and state purposes pf@pmately $8.9 million, of which $5.5 million hawbeen utilized in 2007 to reduce current
taxes payable. The Company also had available Beacgmber 31, 2006, $10.5 million of net operatoss carry-forwards, all of which have
been utilized in 2007 to reduce current taxes paya#s of December 31, 2007, the Company has alei3.4 million of state tax (“R&E")
and investment tax credits expiring in the yeai@&through 2022.

Undistributed earnings of the Company’s foreignssdilaries amounted to approximately $7.6 millioroé®ecember 31 2007. The
Company has not provided any additional federatate income taxes or foreign withholding taxesr@nundistributed earnings as such
earnings have been indefinitely reinvested in th&ress as defined in the provisions of SFAS 108edkas Accounting Principles Board
Opinion No. 23 “Accounting for Income Taxes — S@dreas” (“APB 23").

The Company adopted the provisions of FIN 48 oudgnl, 2007. As a result, the Company recordedtineulative effect of applying
the provisions of FIN 48 and recorded a $1.5 millieduction to the January 1, 2007 retained easning
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A reconciliation of the beginning and ending bakshof the total amounts of gross unrecognized ¢grefits is as follows:

(in thousands) 2007
Balance as of January 1, 2C $9,68¢
Additions based on tax positions related to theeniryeal —
Additions for tax positions of prior yea 137
Reductions for tax positions of prior ye: —
Settlement: —
Balance as of December 31, 2( $9,82¢

Included in the balance as of December 31, 20032 million of tax positions for which the ultiteasettlement is highly certain but
which there is uncertainty about the timing of sdelductibility. Due to the impact of deferred tacaunting, other than interest and penalties,
a change in the income recognition period wouldaifgict the annual effective tax rate but wouldedeate the payment of cash to the tax
authority to an earlier period.

As of December 31, 2007, the total amount of urgataed tax benefits totaled approximately $9.8iomll of which $3.9 million, if
recognized, would favorably affect our effective tate in any future period. The Company expedstie changes in the unrecognized
benefits within the next twelve months would notrbaterial.

The Company recognizes interest and penaltiescktatuncertain tax positions in income tax expehsethe year ended December 31,
2007, the Company recognized approximately $1.6anibf interest expense and $0.1 million of peealtrelated to uncertain tax positions.

The Company files income tax returns in the U.8efal and state jurisdictions and foreign juriddics. Generally, the Company is no
longer subject to U.S. federal, state, or locafpoeign income tax examinations by tax authorif@sthe years before 2001. Currently, the
Company is under examination in the United Kingdomthe tax years 2001 through 2004. With few exiceys, the statute of limitations
remains open in all other jurisdictions for the yaars 2004 to the present.

8. EMPLOYEE BENEFIT PLANS

The Company sponsors a 401(k) defined contributtinement plan for qualifying employees pursuantvhich the Company makes
discretionary matching profit sharing contributio@@mpany contributions under the plan totaled exiprately $1.0 million in 2007, $0.8
million in 2006, and $0.6 million in 2005. In addit, the Company has defined contribution plangyimlifying international employees and
contributions expensed under those plans totalptbajmately $0.3 million in 2007, approximately $0nillion in 2006, and approximately
$0.1 million in 2005.
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9. SELECTED QUARTERLY INFORMATION (UNAUDITED)

(in thousands, except per share date

Revenue

Gross profi

Income (loss) from operatiol

Income before provision for income tay
Net income

Earnings per share, ba:

Earnings per share, diluti

(in thousands, except per share date

Revenue

Gross profil

Income (loss) from operatiol

(Loss) Income before provision (benefit) for incotages
Net income (loss

Earnings per share, ba:

Earnings per share, dilut
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2007
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
$ 37,48¢ $ 35,66: $ 42,04! $ 46,75¢
21,92¢ 21,34: 26,32( 27,15¢
(244) (939) 2,957 177
1,557 1,08( 5,15¢ 2,151
1,02(C 647 3,51( 1,41¢
$ 0.0 $ 0.0z $ 0.1 $ 0.0¢
$ 0.0 $ 0.0Z $ 0.0¢ $ 0.0¢
2006
1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
$ 29,19¢ $ 27,33 $ 33,52« $ 35,96¢
15,08: 16,28: 18,351 22,54(
(2,76¢) (2,95¢) (2,059 671
(961) (61€) 10 2,75¢
(911) (259) (410 3,42:
$ (0.09) $ (0.01) $ (0.0 $  0.C
$ (0.09) $ (0.0 $ (0.01) $ 0.0¢
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ITEM 9 CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON AC COUNTING AND FINANCIAL DISCLOSURE
Not applicable.

ITEM 9A CONTROLS AND PROCEDURES
(a) Evaluation of Disclosure Controls and Procedwwe

Our management, with the participation of our Cleigécutive Officer, or CEO, and Chief Financial ioéf, or CFO, evaluated the
effectiveness of our disclosure controls and praoesi(as defined in Rules 13a-15(e) and 15d-15{@¢nthe Securities Exchange Act) as of
December 31, 2007. In designing and evaluatingl@alosure controls and procedures, our manageraeagnized that any controls and
procedures, no matter how well designed and opsraga provide only reasonable assurance of actyedtaeir objectives, and our
management necessarily applied its judgment inuatialg the cost-benefit relationship of possiblatomls and procedures.

Our management previously reported four materiakmesses in the Company’s internal control overfaial reporting. These material
weakness related to: (1) inadequate and ineffectivérols over the accounting for certain compleftvgare revenue recognition transactions;
(2) inadequate and ineffective controls over thmaating for service revenue recognition transasti@3) inadequate and ineffective controls
over the accounting for income taxes; and (4) inadée and ineffective controls related to our friahclose process. As described below,
management has taken significant steps to remechatain of these material weaknesses, and hasuctttthat its controls over the
accounting for service revenue recognition transast the accounting for income taxes and the garifinancial close process were each
effective as of December 31, 2007. However, managétmas concluded that the controls over the adsayfor certain complex software
revenue recognition transactions were not effecivef December 31, 2007 and represent a mategihmess, as described below in
management’s report on internal control over finaneporting. Based on this evaluation and theemaltweakness described below, our CEO
and CFO concluded that our disclosure controlspandedures were not effective as of December 31720

Because of its inherent limitations, internal cohtiver financial reporting may not prevent or détisstatements. Projections of any
evaluation of effectiveness to future periods afgect to the risks that controls may become inadegbecause of changes in conditions, or
that the degree of compliance with the policiepracedures may deteriorate.

Notwithstanding the existence of the material wesksndescribed below in management’s report omiateontrol over financial
reporting, the consolidated financial statementtuihed in this Annual Report on Form KOfirly present, in all material respects, ourafitia
position, results of operations and cash flowdtierperiods presented.

(b) Management’s Report on Internal Control over féncial 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 Se@sitixchange Act. Under the supervision and wittptrécipation of our management,
including our CEO and CFO, we conducted an evanaif the effectiveness of our internal control ofleancial reporting based on the
framework ininternal Control — Integrated Framewoissued by the Committee of Sponsoring Organizatadriee Treadway Commission
(*COoso").

Our internal control over financial reporting indks policies and procedures that pertain to thaterance of records that, in reasonable
detail, accurately and fairly reflect transacti@amsl dispositions of assets, provide reasonableasses that transactions are recorded as
necessary to permit preparation of financial stat@sin accordance with U.S. generally acceptedwating principles, and that receipts and
expenditures are being made in accordance withoda#tions of our management and Directors; andigeoreasonable assurance regarding
prevention or timely detection of unauthorized asijions, use or disposition of our assets thatetbave a material effect on our financial
statements.
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A “material weakness” is defined as a deficienaya @ombination of deficiencies, in internal cogrover financial reporting, such that
there is a reasonable possibility that a materiastatement of the annual or interim financialestagnts will not be prevented or detected on a
timely basis.

Material Weakness in Accounting for Certain Compmftware Revenue Recognition Transactions

Based on our evaluation of the effectiveness ofim@rnal control over financial reporting of Dedeen 31, 2007, management identified
a material weakness related to the inadequaterdasig) ineffective operation of our controls relatedur ability to apply generally accepted
accounting principles as they relate to the redomnbf revenue on transactions containing compled non-standard terms. This material
weakness resulted in post-closing adjustments gegpto the Company’s consolidated financial stateseffecting revenue, accounts
receivable and deferred revenue. These adjustmsartse of which are reflected in the accompanyingsotidated financial statements for the
year ended December 31, 2007, were not individualigollectively material; however there is a rewdde possibility that a materi
misstatement of the annual or interim financiatesteents could occur and not be prevented or detecta timely basis.

Because of the material weakness described abamagement has concluded that we did not maintéctafe internal control over
financial reporting as of December 31, 2007, basedriteria in Internal Control — Integrated Franmelwissued by the COSO.

Deloitte & Touche LLP, our independent registerabliz accounting firm which also audited our coimdaled financial statements, has
issued an attestation report on our internal cootrer financial reporting, which is included ongea38.

(c) Changes in Internal Control over Financial Repting.

We implemented and monitored changes in our intewratrols over financial reporting described belith respect to our material
weaknesses in accounting for income taxes, acaayftr service revenue recognition transactionstaageriodic financial close process that,
while individually not material in any prior quartdad in the aggregate by the fourth quarter éf72®aterially affected or were reasonably
likely to materially affect, our internal controber financial reporting. During the fourth quarteee determined that, as a result of these
material changes, the controls in each of thosasamere operating effectively and remediated thpeetive material weakness. We also
implemented changes in our internal control oveaficial reporting with respect to our material wesds in accounting for certain complex
software revenue recognition transactions desciilgdalv in management’s ongoing remediation plarafmounting for certain complex
software revenue recognition transactions. Theve baen no other changes in our internal contret éimancial reporting (as defined in Rules
13a-15(f) and 15d-15(f) under the Securities Exgeafict) during the quarter ended December 31, 208thave materially affected, or are
reasonably likely to materially affect, our intekeantrol over financial reporting.

Remediation of Material Weakness Accounting foroime Taxes

We added additional technical resources to agsibiel preparation and review of our tax deciside.improved the underlying tax
preparation and review procedures. We also condwdditional training and implemented enhancedtaparation software. In addition, we
completed our remedial efforts by hiring an expetbax accounting during the third quarter of 2@®d implemented additional review
procedures during the fourth quarter of 2007. Oanagement’s testing of our internal controls owgaricial reporting indicated that the
controls over accounting for income taxes operafégttively as of December 31, 2007. Therefore bekeve that the previously reported
material weakness related to accounting for inctares has been remediated as of December 31, 2007.

Remediation of Material Weakness Accounting forvi®er Revenue Recognition Transactions

We revised our accounting procedures to correettprd revenue on services. We assessed the erpefrosr staff responsible for
revenue recognition and addressed any identififididecies. We improved the
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expertise of our staff responsible for revenue gadt@n with respect to the proper method of actimgnfor arrangements involving
professional services. Our management’s testirguofnternal controls over financial reporting icalied that the controls over accounting for
service revenue recognition transactions operdfedtively as of December 31, 2007. Therefore, whkeve that the previously reported
material weakness related to accounting for sersod®vare revenue recognition transactions has beraediated as of December 31, 2007.

Remediation of Material Weakness Periodic FinanCiake Process

We implemented additional controls to accuratel¢ eonsistently identify required adjustments thitopgriod-end account analysis and
detailed reconciliation processes. We improvedabasing process and we hired additional personiitél tive required expertise to oversee the
closing process. Our management’s testing of imlerantrols over financial reporting indicated tHa controls over the periodic financial
close process operated effectively as of Decembe2@®)7. Therefore, we believe that the previousported material weakness related to the
periodic financial close process has been remetiegeof December 31, 2007.

Managemeris Ongoing Remediation Plar Complex Software Revenue Recognition Transactions

Management has been addressing the remaining alaterakness related to accounting for certain cempbftware
revenue recognition transactions and is committesffectively remediating this weakness. We hawessed the expertise of «
staff responsible for revenue recognition and veeiathe process of addressing any identified éefiies. We continue to
improve our ability to identify when customer catts contain non-standard terms. We also contimiraggrove our research
protocol so that we more fully understand the ajgtlie accounting for such terms and we added additreviews of these
arrangements by individuals with revenue recogniggpertise. We believe we are taking the stepessecy to remediate this
material weakness and will continue to review, sevand improve the effectiveness of our internatrods as appropriate.
Although we have made enhancements to our contoakplures in this area, this material weaknessneilbe considered
remediated until our controls are operational fpedod of time, tested and management concludgghse controls are
operating effectively.

ITEM 9B OTHER INFORMATION
Not applicable.
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PART IlI

ITEM 10 DIRECTORS, EXECUTIVE OFFICERS, AND CORPO RATE GOVERNANCE

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 FotB+K, and the remainder of the required informai®contained in our proxy statement for
our 2008 Annual Stockholders Meeting (the “2008xgrstatement”) under the heading “Election of Dices,” and is incorporated herein by
reference. Information relating to certain filinggg Forms 3, 4, and 5 is contained in our 2008 psiatement under the heading “Section 16(a)
Beneficial Ownership Reporting Compliance,” anéhisorporated herein by reference. Information respiby this item pursuant to Items 401
(h), 401(i), and 401(j) of RegulationSrelating to an audit committee financial expéng identification of the audit committee of ourdsd ol
Directors and procedures of security holders tomanend nominees to our Board of Directors is coetin the 2008 proxy statement under
the heading “Corporate Governance” and is incoitgdraerein by reference.

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

ITEM 11 EXECUTIVE COMPENSATION

The information required by this item is containedhe 2008 proxy statement under the headingsetiiars Compensation”,
“Compensation Discussion and Analysis”, and “Exe@u€Compensation” and is incorporated herein bgnexice.

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

The information required by this item is contaimedhe 2008 proxy statement under the heading “@gc0wnership of Certain
Beneficial Owners and Management” and is incorpatderein by reference.

ITEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSA CTIONS

The information required by this item is containedhe 2008 proxy statement under the heading ‘deRelationships and Related
Transactions” and is incorporated herein by refezen

ITEM 14 PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by this item is containedhe 2008 proxy statement under the heading ‘feddent Registered Public
Accounting Firm Fees and Other Matters” and is ipocated herein by reference.
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PART IV

ITEM 15 EXHIBITS AND FINANCIAL STATEMENT SCHEDUL ES
(a) The following are filed as part of this AnnéReport on Form 10-K:
(1) Financial Statements
The following consolidated financial statementsiactuded in Item 8:

Page
Consolidated Balance Sheets as of December 31,&@D200¢ 41
Consolidated Statements of Income for the yearseéiecember 31, 2007, 2006, and 2 42
Consolidated Statements of Stockhol’ Equity and Comprehensive Income for the years e
December 31, 2007, 2006, and 2( 43
Consolidated Statements of Cash Flows for the yeraled December 31, 2007, 2006, and 2 44
(b) Exhibits

The exhibits listed in the Exhibit Index immedigtereceding such exhibits are filed as part of &msual Report on Form 10-K.

(c) Financial Statement Schedules

All financial statement schedules are omitted beedhe required information is not present or mesent in sufficient amounts to require
submission of the schedule or because the infooméireflected 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 beHaby the undersigned, thereunto duly authorized.

PEGASYSTEMS INC

By: /s| CRraiG D YNES
Craig Dynes
Chief Financial Officer and Senior Vice President
(principal financial officer and principal accountng officer)

Date: March 10, 2008

Pursuant to the requirements of the Securities Exa@nge Act of 1934, this Annual Report on Form 10-K &s been signed below on
March 10, 2008 by the following persons on behalff ohe Registrant and in the capacities indicated.

Signature Title
/s/ ALAN T REFLER Chief Executive Officer and Chairm:
Alan Trefler (principal executive officer
/s/ CraiG D YNES Chief Financial Officer and Senior Vice President
Craig Dynes (principal financial officer and principal accoumgji officer)
/s/ RICHARD JONES Vice Chairman and Director

Richard Jones

Director
Alexander d’'Arbeloff
/s STEVENK APLAN Director
Steven Kaplan
/s/  JaMES O'H ALLORAN Director
James O’Halloran
/sl WiLLiam W YMAN Director

William Wyman
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Exhibit 10.7

PEGASYSTEMS INC.
2004 LONG-TERM INCENTIVE PLAN

1. Purposes of the PlaiThe purposes of this 2004 Long-Term IncentivenRthe “Plan”) are to attract and retain the besilable
personnel for positions of substantial responsihito provide additional incentive to Employeesetors and Consultants, and to promote the
success of the Company’s business. Options, StoahBse Rights and other stock-based awards mgsabéed under the Plan.

2. Definitions. As used herein, the following definitions shadpdy:
(a) “ Administrator’ means the Board or the Committee administerirgRtan in accordance with Section 5 hereof.

(b) “ Applicable Laws’ means the requirements relating to the admirtistiaof stock options plans under U.S. state cafmlaws,
U.S. federal and state securities laws, the Cadestock exchange or quotation system on whiclCtimon Stock is listed or quoted and the
applicable laws of any other country or jurisdiatiehere Awards are granted under the Plan.

(c) “ Award” means any Option, Stock Purchase Right or ottuaksbased award granted pursuant to the Plan.
(d) “ Board” means the Board of Directors of the Company,asstituted from time to time.

(e) “ Code” means the Internal Revenue Code of 1986, as aetkmd any successor statute or statutes thereferéhce to any
particular Code section shall include any successction.

(H “ Committee” means a committee of Directors appointed by tbarB in accordance with Section 5(b) hereof.
(9) “ Common Stock means the Common Stock, $0.01 par value per shathe Company.
(h) “ Company’ means Pegasystems Inc., a Massachusetts copurati

(i) “ Consultant” means any consultant or adviser if: (i) the cdtasu or adviser renders bona fide services tolatBeé Company;
(ii) the services rendered by the consultant oismhare not in connection with the offer or sdlsexurities in a capital-raising transaction and
do not directly or indirectly promote or maintaimerket for a Related Company’s securities; angtfie consultant or adviser is a natural
person who has contracted directly with a Relatech@any to render such services.

(j) “ Director " means a member of the Board.

(k) “ Disability ” means total and permanent disability as definegiction 22(e)(3) of the Cod



() “ Employee” means any person, including Officers and Direstemployed by a Related Company who is subjetttea@ontrol
and direction of the employer entity as to bothwlek to be performed and the manner and methgadbrmance. An Employee shall not
cease to be an Employee in the case of (i) anelefabsence approved by a Related Company drdifers between locations of a Related
Company or between the Related Companies, or agessor. For purposes of Incentive Stock Optioasuth leave may exceed ninety
(90) days, unless reemployment upon expiratioruohdeave is guaranteed by statute or contraotelihnployment upon expiration of leave of
absence approved by the Related Company is naia@augteed, on the 18Tay of such leave any Incentive Stock Option hgldhe
Participant shall cease to be treated as an IneeBtock Option and shall be treated for tax puep@s a Nonstatutory Stock Option. Neither
service as a Director nor payment of a directar&s iy the Company shall be sufficient to constitetaployment” by the Company.

(m) “ Exchange Act means the Securities Exchange Act of 1934, as aegeind any successor statute or statutes thereferdic
to any particular Exchange Act section shall inelashy successor section.

(n) “ Exercise Pricé or “ Purchase Pricémeans the per Share price to be paid by a Paatitior Purchaser to exercise an Option
or Stock Purchase Right.

(o) “ Fair Market Valu¢' *means, as of any date, the value of a share of Gom8tock determined as follows:

(i) If the Common Stock is listed on any establgtock exchange or a national market system, dinafuwithout limitation the
Nasdaq National Market or the Nasdaq SmallCap Markthe Nasdaq Stock Market, its Fair Market Vashall be the closing price
(excluding “after hours” trading) for a share otbkistock on that day (or, if the Common Stock istraxled on that day, on the last
trading day preceding such date) as reportéithenWall Street Journalr such other source as the Administrator deenabiel

(i) If the Common Stock is regularly quoted byegaognized securities dealer but selling pricehateeported, its Fair Market
Value shall be the mean between the highest bidameist asked prices (excluding “after hours” tragifor a share of the Common
Stock on that day (or, if there are no quotestat tlay, on the last day preceding such date fachwdjuotes were available); or

(iii) In the absence of an established markettier€ommon Stock, the Fair Market Value thereofldf@betermined in good faith
by the Administrator.

(p) “ Incentive Stock Optioft means an Option intended to qualify as an incersiwek option within the meaning of Section 42:
the Code and which is designated as an IncentivekSdption by the Administrator.

(q) “ Nonstatutory Stock Optiohmeans an Option (or portion thereof) that is designated as an Incentive Stock Option by the
Administrator, or which is designated as an Inaen8tock Option by the Administrator but fails taadjfy as an incentive stock option within
the meaning of Section 422 of the Code.

1 This section 1(0) has been restated to reflect dments to the Plan adopted by the Company’s Boabdrectors on December 13,
2007.



(r) “ Officer " means a person who is an officer of the Compaitimthe meaning of Section 16 of the Exchange & the rules
and regulations promulgated thereunder.

(s) “ Option” means a stock option granted pursuant to the.Plan

(t) “ Option Exchange Prografrmeans a program whereby outstanding Optionsxckanged for Options with a lower Exercise

Price.
(u) “ Optioned Stock means the Common Stock subject to an Option®toak Purchase Right.
(v) “ Parent” means a “parent corporation,” whether now or b#iex existing, as a defined in Section 424(ehefCode.
(w) “ Participant’ means the holder of an outstanding Award.
(x) “ Plan” means this 2004 Long-Term Incentive Plan.

(y) “ Purchased Sharésneans the shares of Common Stock purchased lbyt&ipant pursuant to his or her exercise of arafdy

(z) “ Purchaset means a Participant exercising an Option or Sfakchase Right.

(aa) “ Related Compariymeans and includes the Company and the Pareraran&ubsidiaries of the Company.

(bb) “ Restricted Sharésmeans unvested shares of Common Stock acquinestdiaut to the exercise of an Award which are stibjec
to a Right of Repurchase.

(cc) “ Retirement means retirement of an Employee or Director frotivacemployment or service with any Related Compaifiten
having attained age 60.

(dd) “ Right of Repurchasemeans the right of the Company to repurchaseriResd Shares issued pursuant to any Award.

(ee) “ Sale of the Compariymeans (i) a sale of substantially all of the és&d the Company, or (i) a sale or transfer aing
securities of the Company to an individual, entitygroup (within the meaning of Section 13(d)(3)Ld(d)(2) of the Exchange Act), in one
transaction or a series of related transaction@iipa consolidation or merger of the Companyeach case, as a result of which the beneficial
holders of a majority of the voting power of thenQmany’s voting securities entitled to vote gengrailthe election of directors (“Voting
Power”) prior to such transaction do not, directhindirectly, beneficially hold a majority of tAéoting Power (or of the voting power of the
surviving or acquiring entity) after such transanti

(ff) “ Section 16(b)’ means Section 16(b) of the Exchange Act.

(gg) “ Service” means the Participant’s performance of serviceafRelated Company in the capacity of an Emploéector or
Consultant.

(hh) “ Service Providet means an Employee, Director or Consultant.
(i) “ Share” means a share of the Common Stock, as adjustadciordance with Section 12 hereof.
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(jj) “ Stock Option Agreemertmeans a written agreement between the Company &atticipant evidencing the terms and
conditions of an individual Option grant. A Stocpti®n Agreement is subject to the terms and camtiof the Plan.

(kk) “ Stock Purchase Agreemeéhmeans a written agreement between the Company &sdticipant evidencing the terms and
conditions of a Stock Purchase Right. A Stock PasehAgreement is subject to the terms and conditibthe Plan.

(I “ Stock Purchase Rightmeans the right of a Participant to purchase Com®tock pursuant to Section 10 hereof.

(mm) “ Subsidiary’ means “subsidiary corporation,” whether now ordadter existing, as defined in Section 424(f)lef Code.

(nn) “ 10% Stockholdet means the owner of stock (as determined undetic®e424(d) of the Code) possessing more than ten
percent (10%) of the voting power of all classestotk of a Related Company.

3. Effective Date and Term of Plaifhe Plan shall become effective upon its adogtipthe Board. No Awards shall be granted under
the Plan after the completion of ten years fromeaeier of (i) the date on which the Plan was aeidjby the Board or (ii) the date the Plan was
approved by the Company’s stockholders, but Awardsiously granted may extend beyond that date.

4. Stock Subject to the Plan

(a) Number of SharesSubject to the provisions of Section 12 of thenPthe maximum aggregate number of Shares whighbma
subject to Awards and issued under the Plan i0/000 Shares. The Shares may be authorized buugtishares or treasury shares. If an
Award expires or becomes unexercisable withoutrigalsieen exercised in full, or is surrendered purstsaan Option Exchange Program, the
unpurchased Shares which were subject theretolsbadime available for future grant or sale undemtan (unless the Plan has terminated).
However, Shares that have actually been issued tinelé>lan, upon exercise of an Award, shall nateterned to the Plan and shall not
become available for future distribution under an, except that if Restricted Shares are fodeated repurchased by the Company at not
more than their Exercise Price, such Shares shatihe available for future Awards under the Pldrar&s which are delivered by the
Participant or withheld by the Company upon thereise of an Option under the Plan, in payment efekercise price thereof or tax
withholding thereon, may again be optioned, grantregwarded hereunder, subject to the limitatidrihis Section 4(a). Notwithstanding the
provisions of this Section 4(a), no Shares mayragaioptioned, granted or awarded if such actionldvoause an Incentive Stock Option to
fail to qualify as an Incentive Stock Option un&erction 422 of the Code.

(b) PerParticipant Limit. No Participant will receive, over the term of fRkan, Awards for more than an aggregate of 30%ef
shares of Common Stock with respect to which Awandy be granted under the Plan . The per-Partitipait described in this Section 4(b)
shall be construed and applied consistently witttiSe 162(m) of the Code.

5. Administration of the Plan

(a) Administration by Board of DirectorsThe Plan will be administered by the Board. Tloaf shall have authority to grant
Awards and to adopt, amend and repeal such adnaitiv&t rules, guidelines and practices relatingheoPlan as it shall deem advisable. The
Board may correct any defect, supply any omissioreconcile any inconsistency in the Plan or anyafdin
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the manner and to the extent it shall deem expetherarry the Plan into effect and it shall be sbée and final judge of such expediency. All
decisions by the Board shall be made in the Boal's discretion and shall be final and bindingabipersons having or claiming any interest
in the Plan or in any Award. No director or persmting pursuant to the authority delegated by tbar8 shall be liable for any action or
determination relating to or under the Plan madgoiod faith.

(b) Appointment of CommitteesTo the extent permitted by Applicable Laws, th@aRI may delegate any or all of its powers under
the Plan to one or more committees or subcommitietéee Board.

(c) Powers of the AdministratoiSubject to the provisions of the Plan and, indhge of a Committee or executive officer, the
specific duties delegated by the Board to such Citi@en the Administrator shall have the authonityts discretion:

(i) to determine the Fair Market Value;

(ii) to select the Service Providers to whom Awamttsy from time to time be granted hereunder;
(iii) to determine the number of Shares to be cedtdsy each Award granted hereunder;
(iv) to approve forms of agreement for use underRtan;

(v) to determine the terms and conditions of anyafdvgranted hereunder. Such terms and conditiahsde, but are not
limited to, the Exercise Price or Purchase Priwe time or times when an Award may be exercisedcfwmay be based on performance
criteria), any vesting, acceleration or waiver afféiture restrictions, and any restriction or fiation regarding any Award or the Shares rele
thereto, based in each case on such factors @glthaistrator, in its sole discretion, shall detémm

(vi) to determine whether and under what circumstaran Option may be settled in cash under Set8(fyinstead of
Common Stock;

(vii) to reduce the Exercise Price or PurchaseeRufcany Award to the then current Fair Value Maikéhe Fair Market
Value of the Common Stock covered by such Awarddeadined since the date the Award was granted;

(viii) to initiate an Option Exchange Program;
(ix) to prescribe, amend and rescind rules andlagigas relating to the Plan; and
(x) to construe and interpret the terms of the Rlach Awards granted pursuant to the Plan.
6. Eligibility .
(a) Nonstatutory Stock Options, Stock Purchase Righd other stock-based awards (other than Inee8tock Options) may be
granted to Service Providers. Incentive Stock Otimay be granted only to Employees.
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(b) Each Option shall be designated in the Stockid@pAgreement as either an Incentive Stock Optioa Nonstatutory Stock
Option. However, notwithstanding such designattorthe extent that the aggregate Fair Market Vafube Shares with respect to which
Incentive Stock Options are exercisable for th& fime by the Participant during any calendar yaader all plans of the Related Companies)
exceeds $100,000, such Options shall be treatdBiastatutory Stock Options. For purposes of thigiSe 6(b), Incentive Stock Options shall
be taken into account in the order in which theyengranted. The Fair Market Value of the Share# beadetermined as of the time the Option
with respect to such Shares is granted.

7. Term of Option The term of each Option shall be stated in tlelSOption Agreement; provided, however, that grentshall be no
more than ten (10) years from the date of grarmetifeln the case of an Incentive Stock Option ggdro a 10% Stockholder, the term of the
Option shall be five (5) years from the date ofrgrar such shorter term as may be provided in tbek3Option Agreement.

8. Option Exercise Price and Consideration

(a) The Exercise Price for the Shares to be issped exercise of an Option shall be such price agiermined by the
Administrator; provided, however, that in the cafan Incentive Stock Option granted to a 10% Stotder, the Exercise Price shall be no
than 110% of the Fair Market Value per Share ordtite of grant, and provided further that in thgecaf an Incentive Stock Option granted to
any other Employee, the Exercise Price shall bies®than 100% of the Fair Market Value per Sharthe date of grant.

(b) 2For Options issued prior to December 13, 2007 ctresideration to be paid for the Shares to be ésapen exercise of an
Option, including the method of payment, shall b&edmined by the Administrator (and, in the casarofncentive Stock Option, shall be
determined at the time of grant and set forth e$tock Option Agreement). Such consideration nomgist of (i) cash or a check payable to
the Company, (ii) a promissory note of the Pargaip (i) when the Common Stock is registered unile Exchange Act other Shares which
(x) in the case of Shares acquired upon exercisa @ption, have been owned by the Participantnfore than six months on the date of
surrender, and (y) have a Fair Market Value ordtte of surrender equal to the aggregate Exercise & the Shares as to which such Option
shall be exercised, (iv) consideration receivedhgyCompany under a cashless exercise programrmepled by the Company in connection
with the Plan, or (v) any combination of the foregpmethods of payment.

For Options issued on or after December 13, 20@¥consideration to be paid for the Shares tosweets upon exercise of
Option, including the method of payment, shall béeednined by the Administrator (and, in the casarofncentive Stock Option, shall be
determined at the time of grant and set forth e$tock Option Agreement). Such consideration nomgist of (i) cash or a check payable to
the Company; (ii) a promissory note of the Par#aif (iii) consideration received by the Compangema cashless exercise program
implemented by the Company in connection with tlamP(iv) when the Common Stock is registered uriderExchange Act, consideration
received by the Company under a “net exercise’ngeement pursuant to which the number of Sharegdssuthe Participant in connection
with the Participant’s exercise of the Option idueed by the Company’s retention of a portion ef#nares otherwise issuable in connection
with such exercise having a Fair Market Value (dateed as of the date of the exercise notice) etputile aggregate exercise price of the
Shares as to which such Option is being exercizetl)) any combination of the foregoing methodpayment.

2 This section 8(b) has been restated to reflect dments to the Plan adopted by the Com/|s Board of Directors on December :
2007.



9. Exercise of Option

(a) Procedure for ExerciséAny Option granted hereunder shall be exercisabt®rding to the terms hereof at such times adémun
such conditions as determined by the Administratat set forth in the Stock Option Agreement. UntissAdministrator provides otherwise,
vesting of Options granted hereunder shall beddliering any unpaid leave of absence. An Option mabe exercised for a fraction of a
Share.

An Option shall be deemed exercised when the Coynpeives: (i) written notice of exercise (in actance with the Stock Opti
Agreement) from the person entitled to exerciseQpgon, and (ii) full payment for the Shares wieispect to which the Option is exercised.
Full payment may consist of any consideration aethad of payment authorized by the Administratat parmitted by the Stock Option
Agreement and the Plan. Shares issued upon exeifcgeOption shall be issued in the name of thiéidaant or, if requested by the
Participant, in the name of the Participant andohiser spouse.

Exercise of an Option in any manner shall result decrease in the number of Shares thereaftdabiegiboth for purposes of the
Plan and sale under the Option, by the number af&has to which the Option is exercised.

(b) Termination of Servicelf a Participant terminates Service other thamdason of the Participant’s death, Disability or
Retirement, such Participant may exercise his oQpgion within such period of time as is specifindhe Stock Option Agreement to the
extent that the Option is vested on the date ofitgation (but in no event later than the expiratidthe term of the Option as set forth in the
Stock Option Agreement). In the absence of a sigecifime in the Stock Option Agreement, the Optball remain exercisable for three
months following the Participant’s termination adr8ice. If, on the date of termination, the Paptgit is not vested as to his or her entire
Option, the Shares covered by the unvested poofitine Option shall revert to the Plan. If, aftermbination of Service, the Participant does not
exercise his or her Option within the time spedifig’ the Administrator in the Stock Option Agreeméme Option shall terminate, and the
Shares covered by such Option shall revert to the.P

(c) Disability of Participant If a Participant terminates Service as a redith® Participans Disability, the Participant may exerc
his or her Option within such period of time aspcified in the Stock Option Agreement to the eixtee Option is vested on the date of
termination (but in no event later than the expirabf the term of such Option as set forth in $teck Option Agreement). In the absence of a
specified time in the Stock Option Agreement, thei@n shall remain exercisable for 24 months foilogvthe Participant’s termination of
Service as the result of the Participant’s Disabilff, on the date of termination of Service, &rticipant is not vested as to his or her entire
Option, the Shares covered by the unvested poofitine Option shall revert to the Plan. If, aftlembination of Service, the Participant does not
exercise his or her Option within the time spedifie the Stock Option Agreement, the Option stelhinate, and the Shares covered by such
Option shall revert to the Plan.

(d) Death of Participantlf a Participant dies while a Service Providag Option may be exercised within such periodrogtas is
specified in the Stock Option Agreement to the eixtkat the Option is vested on the date of ddathiq no event later than the expiration of
the term of such Option as set forth in the Stopkidh Agreement) by the Participant’s estate oalperson who acquires the right to exercise
the Option by bequest or inheritance. In the absefi@ specified time in the Stock Option Agreemérg Option shall remain exercisable for
12 months following the Participant’s terminatidnService because of death. If, at the time ofliletiie Participant is not vested as to the
entire Option, the Shares covered by the unvegeibp of the Option shall immediately revert t@th
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Plan. If the Option is not so exercised within tinee specified in the Stock Option Agreement, thei@nh shall terminate, and the Shares
covered by such Option shall revert to the Plan.

(e) Retirement of Participantf a Participant terminates Service as a reduRatirement, the Participant may exercise hisesr h
Option within such period of time as is specifiadhie Stock Option Agreement to the extent the @i vested on the date of termination |
in no event later than the expiration of the tefrsuch Option as set forth in the Stock Option Agnent). In the absence of a specified time in
the Stock Option Agreement, the Option shall renesi@rcisable for 24 months following the Participaitermination of Service as the result
of the Participant’'s Retirement. If, on the dateesmination of Service, the Participant is nottedsas to his or her entire Option, the Shares
covered by the unvested portion of the Option seadért to the Plan. If, after termination of Seryithe Participant does not exercise his or her
Option within the time specified in the Stock Optidgreement, the Option shall terminate, and ther&hcovered by such Option shall revert
to the Plan.

(H Unvested SharesThe Administrator shall have the discretion targrOptions which are exercisable for Restrictedr&h
Should the Participant terminate Service or fadatisfy performance objectives while holding s&gstricted Shares, the Company shall have
a Right of Repurchase, at the Exercise Price paiicSpare or such other price determined by the Aditnator and set forth in the Stock Opt
Agreement, with respect to any or all of those Reted Shares. The terms upon which such RightegfuRchase shall be exercisable (incluc
the period and procedure for exercise and the @piate vesting schedule for the purchased Shahedl) s established by the Administrator
and set forth in the Stock Option Agreement or otteeument evidencing such repurchase right.

(g) 3 Automatic Extension of PoStermination Exercise Period$-or Options issued on or after December 13, 20@7period of
time during which a Participant may exercise ani@pafter he or she terminates Service pursuathtiscSection 9 or as specified in any Stock
Option Agreement (the “Post-Termination Exercisadet) shall be extended by the amount of timerif/, during the Post-Termination
Exercise Period when the effectiveness of any tiegisn statement covering the issuance of Shardenthe Plan is suspended for any reason;
provided, however, that in no event shall the H@stnination Exercise Period be extended beyon@xtpé&ation of the stated term of the
Option.

10. Stock Purchase Rights

(a) Rights to PurchaseStock Purchase Rights may be issued either allorgdition to, or in tandem with other Awards rped
under the Plan and/or cash awards made outside ¢flan. After the Administrator determines thatilt offer Stock Purchase Rights under
the Plan, it shall advise the Participant in wgtof the terms, conditions and restrictions relatethe offer, including the number of Shares
such person shall be entitled to purchase, the poibe paid, and the time within which such persmist accept such offer. The offer shall be
accepted by execution of a Stock Purchase Agreeiméimé form determined by the Administrator.

(b) Right of RepurchaseUnless the Administrator determines otherwise,3tock Purchase Agreement shall grant the Comaany
Right of Repurchase exercisable upon the terminatfahe Purchases’Service with the Company for any reason (inclgdlaath or disability
or upon the failure to satisfy any performance cofdyes or other conditions specified in the Stockdhase Agreement. Shares issued as
Restricted Shares may not be sold, assigned, énaedf pledged or otherwise disposed of, exceptilhpr the laws of descent and distributic
or as otherwise determined by the Administratdhan Stock Purchase Agreement, for such periodeafdministrator shall determine. The
purchase price for Restricted Shares repurchassdigmi to the Right of Repurchase

3 This section 9(g) has been inserted to reflect aimemts to the Plan adopted by the Company’s Bdfabdrectors on December 13,
2007.



shall be the purchase price paid by the Purchasarah other price determined by the Administratad set forth in the Stock Purchase
Agreement, and may be paid by cancellation of adghbtedness of the Purchaser to the Company. Tgie & Repurchase shall lapse upon
such conditions or at such rate as the Administrai@y determine and set forth in the Stock PurciAageement.

Each certificate for Restricted Shares shall baappropriate legend referring to the Right of Repase and other
restrictions and shall be deposited by the stodédralith the Company together with a stock powetoesed in blank. Any attempt to dispose
of Restricted Shares in contravention of the RaftiRepurchase and other restrictions shall beandlvoid and without effect. If Restricted
Shares shall be repurchased by the Company pursutive Right of Repurchase, the stockholder gheathwith deliver to the Company the
certificates for the Restricted Shares, accompayeslich instrument of transfer, if any, as magoeably be required by the Company. If the
Company does not exercise its Right of Repurchassh Right of Repurchase shall terminate and e déirther force and effect.

The Administrator may in its discretion waive therender and cancellation of one or more RestriSieares (or other ass:
attributable thereto) which would otherwise occpom the non-completion of the vesting scheduletoeroconditions applicable to those
Restricted Shares. Such waiver shall result inrtireediate vesting of the Purchaser’s interest énRlestricted Shares as to which the waiver
applies. Such waiver may be effected at any tinfestier before or after the Purchaser’s terminatfo®ervice or the attainment or non-
attainment of the applicable conditions.

(c) Other Provisions The Stock Purchase Agreement shall contain st ¢erms, provisions and conditions not incoesistvith
the Plan as may be determined by the Administiatds sole discretion.

11. Other StociBased Awards The Administrator shall have the right to gratitey Awards based upon the Common Stock having suct
terms and conditions as the Administrator may deiteg, including the grant of Shares based upomitecbnditions, the grant of securities
convertible into Common Stock and the grant of lstmgpreciation rights.

12. Adjustments Upon Changes in Capitalization msBlution or Sale of the Company.

(a)*Changes in Capitalizatiorin the event of any stock split, reverse stodk,sgiock dividend, recapitalization, combinatiof
shares, reclassification of shares, spin-off oep#imilar change in capitalization or event, oy distribution to holders of Common Stock
other than an ordinary cash dividend, (i) the nunamel class of securities available under the Klgrihe per-Participant limit set forth in
Section 4(b), (iii) the number and class of se@siand exercise price per share subject to eastaoding Award, (iv) the price per share at
which outstanding Restricted Shares may be repsethpursuant to a Right of Repurchase and (v)etimast of each other outstanding Award
shall automatically be proportionately adjustecaguro rata basis.

(b) Dissolution or Liquidation In the event of the proposed dissolution or liigtion of the Company, the Administrator shall fyc
each Participant as soon as practicable prioreeffective date of such proposed transaction.Administrator in its discretion may provide
for a Participant to have the right to exercisedniser Award until 15 days prior to such transactas to all of the Shares covered thereby,
including Shares as to which the Award would nbeotvise be exercisable. In addition, the Admintstranay provide that any Right of
Repurchase applicable to any Restricted Sharefased upon exercise of an Option or Stock PurdRagd shall lapse as to all such Shares,
provided the proposed dissolution or liquidatioketaplace at the time and in the manner contentplate

4 This section 12(a) has been restated to reflechdments to the Plan adopted by the Com’s Board of Directors on December .
2007.



To the extent it has not been previously exerciaaddward will terminate immediately prior to thensummation of such proposed dissolution
or liquidation of the Company.

(c) Sale of the CompanyExcept as otherwise provided in any Stock Opfigreement or Stock Purchase Agreement or other
document evidencing such rights, in the event 8&ke of the Company when any unexercised AwarchpiRestricted Shares remains
outstanding, the Administrator may in its discretapply one or more or any combination of the folltg provisions:

(i) the Administrator may provide that outstandigards or Restricted Shares shall be assumed equairalent option or
right or restricted stock substituted by the susoeentity or a Parent or Subsidiary thereof; or

(i) the Administrator may, subject to the provissoof clauses (iv) and (v) below, after the effextiate of the Sale of the
Company, permit a holder of an Award immediatelpipto such effective date, upon exercise of theaflyto receive in lieu of Shares of
Common Stock, shares of stock or other securitie®osideration as the holders of Common Stockivedepursuant to the terms of the Sal
the Company; or

(iii) the Administrator may waive any discretiondiyitations imposed with respect to an Award sat tsome or all Options
or Stock Purchase Rights, from and after a date ithe effective date of the Sale of the Compasgpecified by the Administrator, are
exercisable in full and any Restricted Shares sieglbe to be subject to restrictions in whole guart; or

(iv) the Administrator may cause any outstandingafde to be canceled as of the effective date oB#ie of the Company,
provided that notice of cancellation is given taleaolder of an Award, and each holder of an Awsasl the right to exercise the Award in full
prior to or contemporaneous with the effective ddtsuch Sale of the Company; or

(v) the Administrator may cause any outstanding Alsdo be canceled as of the effective date oStide of the Company,
provided that notice of such cancellation is giteeach holder of an Award, and each holder of il has the right to exercise the Award,
to the extent exercisable in accordance with anitdtions imposed thereon, prior to or contempooasewith the effective date of such Sale of
the Company

13. General Provisions Applicable to Awardsvery Award and all Shares issued pursuant téthae shall be subject to the following
provisions:

(a) Time of Granting AwardsThe date of grant of an Award shall, for all ppgps, be the date on which the Administrator makes
the determination granting such Award, or such otta¢e as is determined by the Administrator. Tleniistrator will give notice of the
determination to each Service Provider to whom amawl is so granted within a reasonable time alfterdtate of such grant.

(b) No Rights to Employment or Other Statideither the Plan nor any Award shall confer upag Participant any rights with
respect to continuing in Service with any Relatetn@any, nor shall the Plan or any Award interferany way with the Participant’s right or
the Related Company’s right to terminate the Pigditt’s Service at any time, with or without cause.

(c) Rights as a Stockholdet)ntil the Shares are issued (as evidenced bgppeopriate entry on the books of the Company ar of
duly authorized transfer agent of the Companyy)igiat to vote or receive dividends or any othehtigas a stockholder shall exist with respect
to the Shares, notwithstanding the exercise ofward. The Company shall issue (or cause to bedysbe Shares promptly after an Award is
duly exercised. No adjustment will be made foraddind or other
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right for which the record date is prior to thealtite Shares are issued, except as provided ilp8d& hereof.

(d) Acceleration The Administrator may at any time provide thay &wards shall become immediately exercisable Ihduin par
or that any Restricted Shares shall be free ofictishs or conditions in full or in part or otheise realizable in full or in part, as the case may
be.

(e) Buyout Provisions The Administrator may at any time and from tiradiine offer to buy out for a payment in cash oa/®is
any Award previously granted, based on such termdscanditions as the Administrator shall estabdisdl communicate to the holder of such
Award at the time such offer is made.

(f) Conditions on Delivery of Share§ he Company shall not be obligated to deliver 8hgres pursuant to the Plan or to remove
any restrictions from Shares previously deliveradar the Plan, until (i) all conditions of the Awldrave been met or removed to the
satisfaction of the Administrator, (ii) in the opn of the Company’s counsel, all other legal nratte connection with the issuance and
delivery of such Shares have been satisfied inrdacce with Applicable Laws; and (iii) the Partigift has executed and delivered to the
Company such representations or agreements aothpally may consider appropriate to satisfy theirements of Applicable Laws.

(9) Amendment of Award The Administrator may amend, modify or terminaty outstanding Award, including but not limited to
substituting therefor another Award of the samdifferent type, changing the expiration date orfgise Price or Purchase Price or converting
an Incentive Stock Option to a Nonstatutory Stogki@h, provided that the Participant’s consentuchsaction shall be required unless the
Administrator determines that the action would matterially and adversely affect the Participant.

(h) Withholding Taxes Each Participant shall pay to the Company, orenabvisions satisfactory to the Administrator faymen
of, any taxes required by Applicable Laws to behwitld in connection with any Awards to the Participno later than the date of the event
creating the tax liability. Except as the Adminégtr may otherwise provide in an Award, when thenBwn Stock is registered under the
Exchange Act, Participants may satisfy such taigatibns in whole or in part by delivery of Sharesluding Shares retained from the Award
creating the tax obligation, valued at their Fagrkkt Value. The Company may, to the extent peeahitty Applicable Laws, deduct any such
tax obligations from any payment of any kind othisendue to a Participant.

(i) Cancellation and Forfeiture for Miscondudtiotwithstanding the terms of any Award or otheavision of the Plan, in the event
of any Misconduct by the Participant or Purchasédrether before or after the termination of Servi¢@)all Awards granted to the Participant
shall be terminated and the holder thereof shak e further rights thereunder and (ii) all Shares held by the Participant or Purchaser (or
any successor) which were acquired by the PartitipaPurchaser (or any successor) pursuant torearddunder the Plan shall thereupon be
(or revert to being) Restricted Shares and shaditgect to a Right of Repurchase exercisable yCthmpany at any time within 180 days &
the occurrence of such Misconduct or, if later, #&9s after the Company has knowledge of such Midact. The purchase price for Shares
repurchased by the Company pursuant to the RigRepfirchase pursuant to this Section 13(i) shadichml to the purchase price originally
paid by the Participant or Purchaser for such Sharee following shall constitute “Misconduct” by &articipant or Purchaser: (i) the
unauthorized use or disclosure of the confidemi@rmation or trade secrets of any Related Compalmigh use or disclosure causes material
harm to the Related Company; (ii) conviction ofriene involving moral turpitude, deceit, dishonestyfraud; (iii) gross negligence or willful
misconduct of the Participant or Purchaser witipeesto any Related Company or (iv) the breacthbyRarticipant or Purchaser of any
material term of an agreement with a Related Compasiuding
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covenants not to compete and provisions relatirgptdidential information and intellectual properights.

(j) Limits on Transferability of AwardsAn Incentive Stock Option shall be exercisabl day the Participant during his or her
lifetime and shall not be assignable or transferaiher than by will or by the laws of descent distribution following the Participant’s death.
A Nonstatutory Stock Option, Stock Purchase Rigl8lmares may be assigned in whole or in part duliedParticipant’s lifetime to one or
more members of the Participant’s family or towstrestablished exclusively for one or more suatilfemembers or to the Participant’s
former spouse, to the extent such assignmentdsrinection with the Participant’s estate plan aspant to a domestic relations order. The
assigned portion may only be exercised by the pers@ersons who acquired a proprietary interegténNonstatutory Stock Option, Stock
Purchase Right or Shares pursuant to the assigniftemterms applicable to such assigned portiot Bahe same as those in effect for the
Nonstatutory Stock Option, Stock Purchase Rigl8tmares immediately prior to such assignment anill lsdaet forth in such documer
issued to the assignee as the Administrator mam adgmgpropriate. Notwithstanding the foregoing, thetitipant may also designate one or
more persons as the beneficiary or beneficiaridgbr her outstanding Awards under the Plan,thogde Awards shall, in accordance with
such designation, automatically be transferredith $eneficiary or beneficiaries upon the Particifsadeath while holding those Awards. S
beneficiary or beneficiaries shall take the tramsfé Awards subject to all terms and conditionthefapplicable agreement evidencing each
such transferred Award, including (without limitat) the limited time period during which Awards mag exercised following the Participant’
death.

(k) Documentation Each Award shall be evidenced by a written imsgnt in such form as the Administrator shall detaemEach
Award may contain terms and conditions in additmthose set forth in the Plan.

(I) Administrator Discretion Except as otherwise provided by the Plan, eachrwnay be made alone or in addition or in relation
to any other Award. The terms of each Award neddpddentical, and the Administrator need notttRaticipants uniformly.

14. Amendment and Termination of the Plan

(a) Amendment and TerminatiorThe Board may at any time amend, alter, suspetetiminate the Plan.

(b) Stockholder Approval The Board shall obtain stockholder approval of Blan amendment to the extent necessary and bk
to comply with Applicable Laws.

(c) Effect of Amendment or TerminatiorNo amendment, alteration, suspension or ternunaif the Plan shall impair the rights of
any Participant, unless mutually agreed otherwitevben the Participant and the Administrator, wiiigheement must be in writing and sig
by the Participant and the Company. TerminatiothefPlan shall not affect the Administrator’s apitio exercise the powers granted to it
hereunder with respect to Awards granted undePtae prior to the date of such termination.

15. Reservation of ShareThe Company, during the term of the Plan, shalldimes reserve and keep available such numb8hares
as shall be sufficient to satisfy the requiremefthe Plan.

16. Stockholder ApprovalThe Plan shall be subject to approval by thek$tolders of the Company within 12 months afterdage the
Plan is adopted. Such stockholder approval shadlkbained in the degree and manner required ungplidable Laws.

17. Governing Law The provisions of the Plan and all Awards madeineder shall be governed by and interpreted inralemce with
the laws of The Commonwealth of Massachusetts,ownithegard to any applicable conflicts of law.
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Exhibit 10.8

"

Pega

FORM OF EMPLOYEE STOCK OPTION AGREEMENT

Pegasystems Inc.

Notice of Grant of Stock Options and Option Agreemst Pegasystems In
ID: 04-2787865
101 Main Street
Cambridge, MA 0214.

First MI Last Option Number:  0000XXXX
Address 1 Plan: 2004
Address 2 ID: XXXXX

City, State Country Zip Code

Effective X/X/20XX, you (the “Optionee”) have begrnanted a Non-Qualified Stock Option (the “Optiotd)buy XXX shares of Pegasystems
Inc. (the “Company”) common stock at an exercisegpof $X.XXXX per share (the “Exercise Price”),rpuant to the Pegasystems Inc. 2004
Long-Term Incentive Plan (the “Plan”).

The total exercise price of the shares grantedjX$X.XX.

Shares subject to this Option will vest in equaléments over the five-year period measured frartffiective Date on the last day of each
completed full three-month period after the EffeetDate.

The undersigned Optionee agrees to all of the tefrttse Plan and all those set forth on Exhibitttaehed hereto and incorporated herein by
reference.

IN WITNESS WHEREOF, the Company and the Optioneselexecuted this instrument as of the date sdi fdvove.
Pegasystems In

By: /s/ Alan Trefler
Alan Trefler, Chairman and Chief Executive Offit

First MI Last



Exhibit A
To Notice of Grant of Stock Option and Option Agreenent

1. Exercise Price The Exercise Price is equal to Fair Market Valgedefined in Section 2(0) of the Plan, of a sh&ith@ Companys commo
stock on the date of the Notice of Grant of Stoghi@h and Option Agreement (of which this ExhibiisAa part) (the “Option Agreement”).

2. Option Exercise Once vested, the Option shall remain exercisablehiole or in part at any time through and includihg day immediately
preceding the date set forth under the headingit&tipn” on the Option Agreement (the “Expiratiomf2”), after which the Option shall exp
and no longer be exercisable.

The Option shall be exercisable by notice to thenBany or the Company’s designated stock option adtnator, which shall:

(a) state the election to exercise the Optionntimaber of shares with respect to which it is beirgrcised, and, if different than the
Optionee, the person in whose name the stock icatgfor certificates for such shares of commooksgoe to be registered, and the
address and Social Security number of such person;

(b) be signed by the person or persons entitlezkéocise the Option, and if the Option is beingreised by a person or persons other
the Optionee, be accompanied by proof satisfadtotige Company’s legal counsel of the right of sperson or persons to exercise the
Option; and

(c) if to the Company, be in writing and deliveiagerson or by certified mail to the Chief Finaalddfficer of the Company or, if to the
Company’s designated stock option administratoiniibe manner and form specified by such stocloomdministrator.

Payment of the full purchase price of any sharét, respect to which the Option is being exercisbdl|l accompany the notice of exercise of
the Option and such payment may be made in cashemk payable to the Company. Alternatively, thei@ye may elect to pay the full
purchase price of any shares, with respect to wiietOption is being exercised, by having the Campaithhold, or by tendering to the
Company through a stock swap, such number of sldi@smmon Stock as are equal in value to theplutthase price. The certificate or
certificates for shares of common stock as to wktiehOption is exercised shall be registered imémae of the person or persons exercisin
Option.

3. Termination of Service If the Optionee terminates Service other than lagoe of the Optionee’s death, Disability or Retieat) the
Optionee may exercise his or her Option for threatms following such termination to the extent ttiet Option is vested on the date of
termination (but in no event later than the expirabf the term of the Option).

4. Retirement of Optioneelf the Optionee terminates Service as a resultair@nent, the Optionee may exercise his or hero@gor 24
months following such termination to the extent ti@ Option is vested on the date of terminatlmut (n no event later than the expiration of
the term of the Option).

5. Disability of Optionee If the Optionee terminates Service as a resulh@fQptionee’s Disability, the Optionee may exerdiseor her
Option for 24 months following such terminationth@ extent that the Option is vested on the daterafination (but in no event later than the
expiration of the term of the Optior




6. Death of Optionee If the Optionee dies while a Service Provider,@ion may be exercised by the Optionee’s estaby @ person who
acquires the right to exercise the Option by beoemheritance for 12 months following the Op#ers termination of Service because of
death.

7. Optioneés Agreement The Optionee agrees to all the terms stated ilOteon Agreement (of which this Exhibit is a pa#$, well as to the
terms of the Plan (which shall control in caseafftict with the Option Agreement), a copy of whishattached and of which the Optionee
acknowledges receipt.

8. Withholding . The Optionee consents to fulfill all withholdingligations for all applicable payroll and income ¢axwith respect to the
Option when they are due and arrange for satisfagtayment of all withholding obligations in a manras set forth in Section 13(h) of the
Plan. The Company may delay issuance of a cettifigatil proper payment of such taxes has been rpadee Optionee. The Company may
satisfy such withholding obligations by withholdjrar by having the Optionee tender to the Compamyugh a stock swap, such number of
shares of Common Stock as are equal in value tartf@unt of the required withholding.

9. Rights as ShareholdersThe Optionee shall have no rights as a sharehofdée Company with respect to any of the shargerea by the
Option until the issuance of a stock certificateertificates upon the exercise of the Option, threeth only with respect to the shares represe
by such certificate or certificates.

10. Non-Transferability . The Option may not be transferred in any mannegratien as permitted in Section 13(j) of the Plre terms of the
Option shall be binding upon the executors, adrtraisrs, heirs and successors of the Optionee.

11. Compliance with Securities, Tax and Other Lawhe Option may not be exercised if the issuancghafes upon such exercise would
constitute a violation of any applicable federabtate securities law or any other law or validutation. As a condition to the exercise of the
Option, the Company may require the Optionee, grpgison acquiring the right to exercise the Optiormake any representation or warranty
that the Company deems to be necessary under aligedpe securities, tax, or other law or regulatio

12. Adjustments upon Changes in Capitalizatiomn the event of any change in the shares subjabet®lan or to any Option granted under
the Plan by reason of a merger, consolidation geatization, recapitalization, stock dividend, stepkit, combination or exchange of shares, or
other change in the structure of the Company, theher of shares subject to each outstanding Optidifor the Option price with respect to
the shares shall be appropriately adjusted by trag@any and such adjustment shall be final, binding) conclusive.

13.No Right to Employment The granting of the Option does not confer uponQpé&onee the right to continue in the Servicehef t
Company, or affect in any way the right and powfethe Company to terminate the Service of the Q@@at any time with or without
assigning a reason therefor, to the same extegheaSompany might have done if the Option had eehbgranted.

14.No Guarantee The Company offers no guarantee or assurancei@&@ampany’s stock has any value at the time efghant or will have
any value or liquidity at any future time.

15. Amendment and Termination of OptionThe Company may not, without the consent of thaddpt, alter or impair any Option granted
under the Plan. The Option shall be considereditexted in whole or in part, to the extent thataazordance with the provisions of the Plan, it
can no longer be exercised for shares originalbjest to the Option




16. Governing Law. The Option Agreement shall be governed by andpnéted in accordance with the laws of The Commoitived
Massachusetts, without regard to any applicabldictsof law provisions thereof.

17. Severability. In the event any one or more of the provisiondhef®ption Agreement shall for any reason be heliktmvalid, illegal or
unenforceable, the remaining provisions of the @p#A\greement shall be unimpaired, and the invdl&hal or unenforceable provision shall
be replaced by a mutually acceptable provisionctviieing valid, legal and enforceable, comes ctdsetbe intention of the parties underlying
the invalid, illegal or unenforceable provision.

18. Definitions . All capitalized terms used herein and not otherwlistned shall have the meanings assigned to suptstin the Plan.



Exhibit 10.15
PEGASYSTEMS INC.
2006 EMPLOYEE STOCK PURCHASE PLAN

PURPOSE. The purpose of this 2006 Employee Stock Purchése (the* Plar”) is to provide employees of Pegasystems In
Massachusetts corporation (the “Company”), andltssidiaries, who wish to become stockholders @Qbmpany an opportunity to
purchase shares of the Common Stock, $.01 par paiushare, of the Company (the “Shares”). The Rlamtended to qualify as an
“employee stock purchase " within the meaning of Section 423 of the InternavBnue Code of 1986, as amended “Code").

ELIGIBLE EMPLOYEES. Subject to provisions of Sections 7, 8 and 9\webmy individual who is in the fi-time employment (a
defined below) of the Company, or any of its sulasids (as defined in Section 424(f) of the Codhe)émployees of which are designe
by the Board of Directors of the Company (the “Baas eligible to participate in the Plan, is éig to participate in any Offering of
Shares (as defined in Section 3 below) made b timapany hereunder. Full-time employment shall idelall employees whose
customary employment i

(a) in excess of 20 hours per week; and

(b) more than five months in the relevant calensar.

OFFERING DATES From time to time the Company, by action of treagl, will grant rights to purchase Shares to eygss eligible
to participate in the Plan pursuant to one or nadferings (each of which is an “Offeringtin a date or series of dates (each of which
“Offering Dat¢") designated for this purpose by the Bo:

PRICES. The price per share for each grant of rights ivader shall be equal to the lesser of (a) ei-five percent (85%) of the fa
market value of a share of Common Stock on ther®ffeDate on which such purchase right is grante@peightyfive percent (85%) ¢
the fair market value of a share of Common Stockhendate such purchase right is exercised, or kigtter price as may be set by the
Board of Directors from time to tim

At its discretion, the Board of Directors may detare a higher price for a grant of rights with resfto any Offering.

For purposes of this Plan, the term “fair markdugadmeans, as of any date, the value of a share of @wn8tock determined as follov
(i) if the Common Stock is listed on any establik&ock exchange or a national market system, divoguwithout limitation the Nasdaq
National Market or the Nasdaq SmallCap Market efftasdag Stock Market, its fair market value shalthe closing price (excluding
“after hours” trading) for a share of such stockiloat day (or, if the Common Stock is not tradedtat day, on the last trading day
preceding such date) as reportedlive Wall Street Journalr such other source as the Administrator deenebiel (ii) if the Common
Stock is regularly quoted by a recognized securifigaler but selling prices are not reported aitsrharket value shall be the mean
between the highest bid and lowest asked pricedu@ixg “after hours” trading) for a share of ther@mon Stock on that day (or, if there
are no quotes for that day, on the last day pregeslich date for which quotes were available)jipirf the absence of an established
market for the Common Stock, the fair market vahereof shall be determined in good faith by thauglo!

This section 4 has been restated to reflect amentinie the Plan adopted by the Company’s Boardidibrs on February 14, 2008.
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EXERCISE OF RIGHTS AND METHOD OF PAYMEN.
(a) Rights granted under the Plan will be exercisabléoglically on specified dates as determined byBbard.

(b) The method of payment for Shares purchased agerctise of rights granted hereunder shall beufitnoegular payroll deductions
or by lump sum cash payment, or both, as deterntigetie Board. No interest shall be paid upon pagexructions unless
specifically provided for by the Boar

(c) Any payments received by the Company from a padiiing employee and not utilized for the purchdsstmres upon exercise o
right granted hereunder shall be promptly returteeslich employee by the Company after terminatfdheright to which the
payment relate:

TERM OF RIGHTS Rights granted on any Offering Date shall be ezable upon the expiration of such period (“OffgrPeriod”) as
shall be determined by the Board when it authoriieOffering, provided that such Offering Perib@lsin no event be longer than
twenty-seven (27) month:

SHARES SUBJECT TO THE PLAI No more than 500,000 Shares may be sold pursoaigtts granted under the Plgprovided,
however, that appropriate adjustment shall be made in suchber, in the number of Shares covered by oudstgmrights granted
hereunder, in the exercise price of the rightsiantle maximum number of Shares which an employag purchase (pursuant to
Section 9 below) to give effect to any mergers,sodidations, reorganizations, recapitalizationscktsplits, stock dividends or other
relevant changes in the capitalization of the Camypaccurring after the effective date of the Plamoyvided that no fractional Shares shall
be subject to a right and each right shall be ag§judownward to the nearest full Share. Any agrexroemerger or consolidation will
include provisions for protection of the then exigtrights of participating employees under thenPEither authorized and unissued
Shares or issued Shares heretofore or hereaftaguiead by the Company may be made subject togightler the Plan. If for any reason
any right under the Plan terminates in whole grart, Shares subject to such terminated right ngaynebe subjected to a right under the
Plan.

LIMITATIONS ON GRANTS.

(&) No employee shall be granted a right hereunderdf €mployee, immediately after the right is grdnteould own stock or rights
purchase stock possessing five percent (5%) or ofdiee total combined voting power or value ofdésses of stock of the
Company, or of any subsidiary, computed in accardamith Sections 423(b)(3) and 424(d) of the C«

(b) No employee shall be granted a right which perhiggight to purchase shares under all employezkgiarchase plans of tl
Company and its subsidiaries to accrue at a ratehvédxceeds twenty-five thousand dollars ($25,d60such other maximum as
may be prescribed from time to time by the Coddheffair market value of such Shares (determindkeatime such right is
granted) for each calendar year in which such iiglbuitstanding at any time in accordance withptiftvisions of Section 423(b)(8)
of the Code

(c) Noright granted to any participating employee uralsingle Offering shall cover more shares thag beapurchased at an exerc
price equal to 10% of the base salary payablea@thployee during the Offering not taking into ddagation any changes in the
employee’s rate of compensation after the datethgloyee elects to participate in the Offeringswech other percentage as
determined by the Board from time to time. Thisysmn shall be construed to meet the requiremseit$orth in



9.

10.

11.

12.

13.

14.

15.

Section 423(b)(5) of the Cod
LIMIT ON PARTICIPATION . Participation in an Offering shall be limitedebigible employees who elect to participate in s@éfering

in the manner, and within the time limitation, ddished by the Board when it authorizes the offgr
CANCELLATION OF ELECTION TO PARTICIPATE An employee who has elected to participate iO&rring may, unless the

employee has waived this cancellation right atitlwe of such election in a manner established byRibard, cancel such election as to all
(but not part) of the rights granted under suctefify by giving written notice of such cancellatimnthe Company before the expiration
of the Offering Period. Any amounts paid by the &yee for the Shares or withheld for the purchdsghares from the employee’s
compensation through payroll deductions shall bid fmthe employee, without interest, upon suckcedation.

TERMINATION OF EMPLOYMENT . Upon termination of employment for any reasonoluding the death of the employee, before
date on which any rights granted under the Plamagecisable, all such rights shall immediatelynieiate and amounts paid by the
employee for the Shares or withheld for the puretasShares from the employee’s compensation thrgagroll deductions shall be
paid to the employee or to the emplc’'s estate, without intere:

EMPLOYEFE'S RIGHTS AS STOCKHOLDEE. No patrticipating employee shall have any rigltsiatockholder in the Shares cove

by a right granted hereunder until such right heenbexercised, full payment has been made fordiresponding Shares and a certificate
for the Shares is actually issut

RIGHTS NOT TRANSFERABLE Rights under the Plan are not assignable orfeeaisde by a participating employee and are

exercisable only by the employs
LIMITS ON SALE OF STOCK PURCHASED UNDER THE PLA. The Plan is intended to provide shares of ComB8tock for

investment and not for resale. The Company dogshoetever, intend to restrict or influence any emypk in the conduct of his or her
own affairs. An employee may, therefore, sell stpakchased under the Plan at any time the empldyeeses, subject to the terms and
conditions of the Company’s Insider Trading Polad open and closed trading windows, and compliavitteany applicable federal or
state securities laws; providetiowever, that because of certain federal tax requiremeatsh) employee agrees by entering the Plan,
promptly to give the Company notice of any sucltlstdisposed of within two years after the dateraing or within one year of the date
of exercise of the applicable right, such noticegbforth the number of such shares disposediE EMPLOYEE ASSUMES THE
RISK OF ANY MARKET FLUCTUATIONS IN THE PRICE OF THISTOCK.

AMENDMENTS TO OR DISCONTINUANCE OF THE PLANThe Board may at any time terminate or amendPtha without notice

and without further action on the part of stockleotdof the Companyprovided:
(&) that no such termination or amendment shall adiyeegtect the then existing rights of any partidipg employee; an
(b) that any such amendment whi

0] increases the number of Shares subject to the(Rldject to the provisions of Section

(i) changes the class of persons eligible to partieipatier the Plan;



(i)  materially increases the benefits accruingé&aticipants under the Plan shall be subject py@aml of the stockholders of the
Company.

16. EFFECTIVE DATE AND APPROVALS The Plan was adopted by the Board on March 306 20 become effective as of said date.
Companys obligation to offer, sell and deliver its Shavesler the Plan is subject to the approval of isldtolders not later than June
2006 and of any governmental authority requiredannection with the authorized issuance or sakuoh Shares and is further subject to
the Company receiving the opinion of its counsat #il applicable securities laws have been cordpliigh.

17. TERM OF PLAN. No rights shall be granted under the Plan afiee B0, 2011

18. ADMINISTRATION OF THE PLAN. The Board or any committee or persons to whaaeliégates its authority (the “Administrator”)
shall administer, interpret and apply all provisiai the Plan. The Administrator may waive suchvjgions of the Plan as it deems
necessary to meet special circumstances not aaitécipor covered expressly by the Plan. Nothingainatl in this Section shall be
deemed to authorize the Administrator to alterdmister the provisions of the Plan in a manneonsistent with the provisions of
Section 423 of the Code. No member of the Admiatstrshall be liable for any action or determinatinade in good faith with respect
the Plan or any right granted undel

Date approved by the Board of Directors of the Canyp March 30, 2006
Date approved by the stockholders of the Compargy BD, 2006



Exhibit 21.1
SUBSIDIARIES OF PEGASYSTEMS INC.

Name of Subsidiary State or Jurisdiction of Entity
Pegasystems Limite England
Pegasystems Proprietary Limit Australia
Pegasystems Worldwide Ir Massachusett
Pegasystems Investment |i Massachusett
Pegasystems Compa Canadz
Pegasystems Private Limit Singapore

Pegasystems Worldwide India Private Limi India



Exhibit 23.1
CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference inifeggion Statement Nos. 333-09305, 333-53746, 83837, 333-104788, 333-116660, and
333-135596 on Form S-8 of our report dated March2008 (which report expresses an unqualified opiind includes an explanatory
paragraph relating to the adoption of FASB Intetigtien No. 48 Accounting for Uncertainty in Income Taxes an iptetation of FASB
Statement No.10%effective January 1, 2007 and the adoption o&R@mal Accounting Standards No. 123hare-Based Paymeneffective
January 1, 2006.), and our report dated March @08 2elating to effectiveness of internal contreéofinancial reporting (which report
expresses an adverse opinion on the effectiverieghe €ompany’s internal control over financial oefing because of a material weakness),
appearing in this Annual Report on Form 10-K of #ggtems Inc. for the year ended December 31, 2007.

/s/ DELOITTE & TOUCHE LLP

Boston, Massachusetts
March 10, 2008



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 doésantain any untrue statement of a materialdactmit 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 rep

Based on my knowledge, the financial statememts,other financial information included in thisnaial report, fairly present in all
material respects the financial condition, resoftsperations and cash flows of the registrantfaaral for, the periods presented in this
annual report

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contanld procedures (i
defined in Exchange Act Rules 13a-15(e) and 15@))%(d internal control over financial reportirag @efined in Exchange Act Rules
13&-15(f) and 15-15(f)) for the registrant and hay

a) designed such disclosure controls and procedoiresiused such disclosure controls and procedaontes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this annual report is beinggared

b) designed such internal control over financial réipgr or caused such internal control over finahaaorting to be designed unc
our supervision, to provide reasonable assurargagdang the reliability of financial reporting atfte preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtag annual report our conclusic
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougredis report based on such
evaluation; ant

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

The registrar's other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @mver financia
reporting, to the registrant’s auditors and theiteemnmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) all significant deficiencies and material weaknsssehe design or operation of internal contradiofinancial reporting which au
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpmhcial information; ant

b) any fraud, whether or not material, that involvesnagement or other employees who have a significéain the registra’s
internal control over financial reportin

Date: March 10, 2008

/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 doésantain any untrue statement of a materialdactmit 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 rep

Based on my knowledge, the financial statememts,other financial information included in thisnaial report, fairly present in all
material respects the financial condition, resoftsperations and cash flows of the registrantfaaral for, the periods presented in this
annual report

The registrar's other certifying officer and | are responsibledetablishing and maintaining disclosure contanld procedures (i
defined in Exchange Act Rules 13a-15(e) and 15@))%(d internal control over financial reportirag @efined in Exchange Act Rules
13&-15(f) and 15-15(f)) for the registrant and hay

a) designed such disclosure controls and procedoiresiused such disclosure controls and procedaontes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhgubsidiaries, is made known to us
by others within those entities, particularly dgrithe period in which this annual report is beinggared

b) designed such internal control over financial réipgr or caused such internal control over finahaaorting to be designed unc
our supervision, to provide reasonable assurargagdang the reliability of financial reporting atfte preparation of financial
statements for external purposes in accordancegeitierally accepted accounting princip

c) evaluated the effectiveness of the regis’s disclosure controls and procedures and presémtag annual report our conclusic
about the effectiveness of the disclosure contintsprocedures, as of the end of the period cougredis report based on such
evaluation; ant

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

The registrar's other certifying officer and | have disclosedsdrhon our most recent evaluation of internal @mver financia
reporting, to the registrant’s auditors and theiteemnmittee of registrant’s board of directors p@rsons performing the equivalent
functions):

a) all significant deficiencies and material weaknsssehe design or operation of internal contradiofinancial reporting which au
reasonably likely to adversely affect the regid’s ability to record, process, summarize and refpmhcial information; ant

b) any fraud, whether or not material, that involvesnagement or other employees who have a significéain the registra’s
internal control over financial reportin

Date: March 10, 2008

/s/ CRAIG DYNES
Chief Financial Officer and Senior Vice Presiden
(principal financial officer and
principal accounting officer)




Exhibit 32.1

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

In connection with the Annual Report of Pegasystéms(the Company) on Form 10-K for the year enBedember 31, 2007 as filed with the
Securities and Exchange Commission on the dat@h@he “Report”), I, Alan Trefler, the Chairmand&hief Executive Officer of
Pegasystems Inc., certify, pursuant to 18 U.S.Cti@® 1350, as adopted pursuant to Section 906eoSarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeof1934; anc
(2) The information contained in the Report faphgsents, in all material respects, the finan@aldition and results of operations of
the Company

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

Dated: March 10, 2008

A signed original of this written statement reqdil®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 Pegasystéms(the Company) on Form 10-K for the year enBedember 31, 2007 as filed with the
Securities and Exchange Commission on the dat@h@he “Report”),l, Craig Dynes, the Chief Financial Officer and BerVice President c
Pegasystems Inc., certify, pursuant to 18 U.S.Cti@® 1350, as adopted pursuant to Section 90BeoSarbanes-Oxley Act of 2002, that:

(1) The Report fully complies with the requirementsSefction 13(a) or 15(d) of the Securities Exchangeof1934; anc

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

/s CRAIG DYNES
Chief Financial Officer and Senior Vice Presiden
(principal financial officer and
principal accounting officer)

Dated: March 10, 2008

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



