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Forward-looking statements

This Annual Report on Form 10-K contains or incaogtes forward-looking statements within the mearihgection 27A of the
Securities Act of 1933 and section 21E of the SéearExchange Act of 1934. These forward-lookitefements are based on current
expectations, estimates, forecasts and projectibast the industry and markets in which we opesmattmanagement’s beliefs and
assumptions. In addition, other written or oratestaents that constitute forward-looking statememdy be made by us or on our behalf.
Words such as “expect,” “anticipate,” “intend,” gul,” “believe,” “could,” “estimate,” “may,” “target “project,” or variations of such words
and similar expressions are intended to identithdorward-looking statements. These statementa@rguarantees of future performance
and involve certain risks, uncertainties and assiomg that are difficult to predict. We have idéeti certain risk factors included in Item 1A
of this Annual Report on Form 10-K that we beli@eglld cause our actual results to differ materifithyn the forward-looking statements we
make. We do not intend to update publicly any fooMaoking statements, whether as a result of ndarination, future events or otherwise.

ITEM 1. Business

Pegasystems Inc. was incorporated in Massachuisdi®83. Our stock is traded on the NASDAQ GlobeleSt Market under the
symbol PEGA. Our Website address is www.pega.comavé not including the information contained on\ebsite as part of, or
incorporating it by reference into, this Annual Repon Form 10K. Unless the context otherwise requires, refergimtehis Annual Report ¢
Form 10-K to “the Company,” “we,” “us” or “our” ref to Pegasystems Inc. and its subsidiaries.

Our business

We develop, market, license, and support softwaeaitomate complex, changing business processesoBiware enables
organizations to build, deploy, and change entsepaipplications easily and quickly by directly cajotg business objectives, automating
programming, and automating work. It also allowgamizations to avoid the time and expense requaredeate lengthy policy manuals and
system specifications by unifying business ruleth wisiness processes in the software and autagrthtncreation of system documentation.
Our software is standards-based and can leveragtingxechnology investments to reduce implemémtaime. Our customers use our
software and services to improve their customarisergenerate new business, improve productigityl facilitate case management.

Our PegaRULES Process Commartler (“PRPC”) softvgatteei primary component of our Pega BPM  Suite, wksc
complemented by software solutions that we refastrameworks. These frameworks provide purposedustry-specific functionality that
allows our customers to quickly implement and gagiistomize our software to suit their unique regyuient.

We provide implementation, consulting, traininggdaechnical support services to help our custommersimize the business value
they obtain from the use of our software. We mainsdliances with systems integrators and technotmmnsulting firms that also provide
consulting services to our customers.

We lead the Business Process Management (“BPMtjvaoé market by leveraging our patented Build fon@ge® technology that
unifies business processes and business rulesré\&sa a leader in the Customer Relationship Mamamt (‘CRM”) and Dynamic Case
Management software markets. We focus our salestefbn target accounts, which are large companmiésvisions within companies, and
typically leaders in their industry. We frequersigll initial licenses that are focused on a spegifirpose or area of operations, rather than
selling large enterprise licenses. A primary obyjecof this strategy is to have our customers duickalize
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business value from our software. Once a customerdalized this initial value, we work with thaisstomer to identify opportunities for
follow-on sales. The sales process for follow-des#s often shorter as a result of our establisb&dionship with the customer. We invest
resources in professional services, customer stipgomat customer and partner enablement to helpwuatomers achieve success.

Our partners

Strategic partnerships with technology consultingi$ and systems integrators are important to alessefforts because they
influence buying decisions, help us to identify agpgments, and complement our software with theirado expertise and services
capabilities. These partners may deliver stratbggness planning, consulting, project managenagt,implementation services to our
customers. Currently, our partners include, butnatdimited to, Accenture Ltd., Capgemini SA, Cagmt Technology Solutions Inc., Infos
Technologies Limited, International Business Maeki€orporation (“IBM”), PricewaterhouseCoopers LIBta Consultancy Services
Limited, and Wipro Ltd.

Our products

Our primary software solutions are as follows:

PegaRULES Process Command

PRPC provides capabilities designed to model, erecoonitor, and analyze results. PRPC includespgtication profiler that allow
a business process application to be defined b@sbdsiness goals and objectives, with simplififidit the blank” forms. The product also
simplifies process modeling, allowing business sisergraphically describe and test an intendednessiprocess within the system itself. The
software uses the results of the application profihd the process modeling to create the new éssisolution, including the user interface
and executable business models. PRPC also proaibesvser-based graphical development environnegatution engine, and management
dashboard for rapid business application and soludevelopment. This product helps solve a widgeasf BPM problems, including
acquiring new business, providing customer sendoegting a servicing backbone for enterprise-wpideessing, and managing risk, fraud
and compliance with regulatory requirements. PRRBG allows our customers to leverage previous teltgyy investments by integrating
software applications across a common platform.

Pega BPM Suite and Solution Frameworl

The Pega BPM Suite adds process analysis, procestagon, enterprise integration, portal integoati content management, case
management and more to the PRPC capabilities.

We also offer purpose or industry-specific solutitmmeworks built on the capabilities of our PRR@wsare. These frameworks
allow organizations to quickly implement new cusesdacing practices and processes, bring new offeriogsarket, and provide customiz
or specialized processing to meet the needs dardift customers, departments, geographies or tegul@quirements. We also offer other
frameworks that address exceptions management—atraoiss that are not automatically processed bstiegj systems. By automating not
only research and decision making, but also thenbas processes necessary to execute the decisioresceptions management framewc
can reduce the costs and risks associated with ahanecessing, while improving quality and effioign

Pega CRM®

Pega CRM software offers a process-driven, custametric business solution in order to optimize ¢bhetomer experience while
reducing costs. The capabilities within Pega CRb@uate customer service
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inquiries and marketing and apply analytics to jmtahd adapt customer service processes, whiclit ieghe delivery of a personal custor
interaction. As a result of our acquisition of Ctliant Software, Inc. (“Chordiant”) in April 2010,eahave increased our customer base and
depth of CRM-related product capabilities.

Pega Decision Managemel

We offer Pega Decision Management as a resultoacquisition of Chordiant. Our decision managenpeatucts and capabilities
are designed to manage processes so that all acjimize the outcome based on business objectezm Decision Manager and
Recommendation Advisor support cross-channel deeisiaking for offer management, risk, and otherkmting and customer management
solutions. Pega frameworks for Cross-Sell/Up-$&ditention, and Collections help marketing professi® build and deploy decision making
solutions fast, while Predictive and Adaptive atiafysupport creation and improvement of decisi@muefs for outstanding operational
performance.

Pega Clouc®

Pega Cloud is Pegasystems’ cloud computing seoffeeing that allows customers to create and ruR@Rpplications using an
internet-based infrastructure. This offering enaldar customers to immediately build, test, andajetheir applications in a secure cloud
environment while minimizing their infrastructurachhardware costs.

Our services and support

We offer services and support through our profesdieervices group, customer support group, andraiming services group. We
also utilize third party contractors to assistruptioviding services.

Professional service

Our professional services group helps companiegartders implement our software. This enable® @gitde our customers throu
deployment of our software. Many of our customérsase to engage our professional services groapgdand their use of our software to
additional business or product lines or automatbtiadhal processes within existing solutions. Imlidn, systems integrators and consulting
firms, with which we have alliances, help our cas¢éos deploy our products.

Customer support

Our customer support group is responsible for stpgmur software deployed at customer sites whestomer support has been
purchased. Support services include automatedegmobhcking, prioritization and escalation proceduperiodic preventive maintenance,
documentation updates, new software releases egudiarly scheduled customer meetings with our staff

Training services

The success of our sales strategy for multipleelbn sales to target customers depends on ottyabilrain a larger number of
partners and customers to implement our technolgyoffer training for our staff, customers, andtpers. Training is offered at our regio
training facilities in Cambridge, Massachusettsifded, New Hampshire, London, England, Hyderabadid, Sydney, Australia, at third
party facilities in numerous other locations, ahdwstomer sites. Courses are designed to mesp#wfic requirements of process architects,
system architects, and system administrators.
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Our markets and representative customers

The market for BPM and the related software mar&egdriven by businesses that seek to close #euérn gaps that may exist
between their business objectives and their exjdiirsiness processes. Our target customers agg ladyistry-leading organizations faced
with managing transaction intensive, complex arehging processes that seek the agility neededéevt, productivity, customer retention,
and compliance. Our customers are typically lam@amganies in the financial services, healthcareiasutance markets. With PRPC, we are
also able to offer solutions to a broader rangeoofipanies as well as a broader range of industirs, as life sciences, communications,
travel and entertainment, and government.

Financial services

Financial services organizations require softwarieprove the quality, accuracy, and efficiencyco$tomer interactions and
transactions processing. Pegasystems’ customeegz@nd exceptions management products allow castdmbe responsive to changing
business requirements. Representative financialcssr customers of ours include: BBVA Bancomer SBNP Paribas, Citigroup Inc.,
HSBC Holdings Plc, ING Bank, JP Morgan Chase, M&sed Worldwide, National Australia Bank LimitedhdaRBC Financial Group.

Healthcare

Healthcare organizations seek products that integhair front and back office initiatives and hdkive customer service, efficiency,
and productivity. Representative healthcare custsmiours include: Aetna Inc., Blue Cross Blueeghof Massachusetts, Blue Cross Blue
Shield of Minnesota, Blue Cross Blue Shield of Tessee, Group Health Cooperative, HealthNow New Ymack Medco Health Solutions,
Inc., United Healthcare Services, Inc., and ViPS3WB.

Insurance

Insurance companies, whether competing globallyationally for customers and channels, need softw@automate the key
activities of policy rating, quoting, customizatjamderwriting, and servicing as well as produbtt tmprove customer service and the ov
customer experience. Representative insurancetiydusstomers of ours include: American Nationaurance Group, CARDIF, Chartis,
Farmers Insurance Group of Companies, John Hardéeknsurance Co., Manulife Financial Corporatiamd Zurich North America.

Other industries

PRPC offers solutions to a broad range of compamedsndustries. We sell rules-based BPM technotogyustomers in
telecommunications, government, life sciences, rfaturing, and travel services. Customers inclddbzanced Micro Devices, Inc.
(“AMD"), Deutsche Telekom, Novartis Internationatzh O2, Orange, The British Airport Authority, Ther8iceMaster Company, UPS, and
Vodafone.

Competition

We compete in the BPM, CRM, Case Management aniéidadVlanagement software markets. These marketmtnsely
competitive, rapidly changing, and highly fragmehtas current competitors expand their productrioffis and new companies enter the
market. Competitors vary in size and in the scapkleadth of the products and services offerededéeunter competition from:

. Service-Oriented Architecture (“SOA#iddleware vendors including IBM, Oracle Corporati®oftware AG, and Tibco Softwe
Inc.;
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BPM vendors such as Appian Corporation, Global36€,the Lombardi Software division of IBM, MetastoInc. (pending
acquisition by Open Text), and the Savvion divisiéiProgress Softwar:

Business Rules Engine vendors such as Corticonnbéafiies Inc., Fair Isaac Corporation, and the ILd@sion of IBM,;

Customer Relationship Management (“CRM") applicati@ndors such as the Microsoft Dynamics CRM divisif Microsoft,
Salesforce.com, and the Siebel division of Ore

Enterprise Content Management-based vendors suble &ocumentum division of EMC Corporation, anel HileNet division of
IBM’s Information Management GroL

Companies that provide application specific sofevar the financial services, healthcare, insuraaratother specific markets
such as Guidewire Software, Inc., Norkom Group BloartStream Technologies Ltd., SunGard, and Th#&efto Group, Inc.; an

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

We have been most successful competing for customleose businesses are characterized by a highelefichange, complexity,

and size. We believe that the principal competifaeors within our market include:

Product adaptability, scalability, functionalityydaperformance

Proven success in delivering ¢-savings and efficiency improvemen
Eastof-use for developers, business units, anc-users;

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

Ability to integrate with other products and teclogies;

Customer service and suppc¢

Product price

Vendor reputation; an

Relationships with systems integratc

We believe we compete favorably with our compesiton the basis of most of these competitive faasrsur Build for Change

technology includes a comprehensive set of busin#ss that are unified with business processespeadeveloped quickly by both client
business and IT staff, and incorporates a singteyserbased user interface. We believe we also competeahly due to our expertise in ¢
target industries and our lorsganding customer relationships. We believe we @aiefess favorably on the basis of some of theserfawith
respect to our larger competitors, many of whichehgreater sales, marketing and financial resoumese extensive geographical presence
and greater name recognition than we do. In additiee may be at a disadvantage with respect t@loility to provide expertise outside our
target industries.
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Sales and marketing

We market our software and services primarily tigfoa direct sales force. Strategic partnershipls @ohsultants and systems
integrators are important to our sales efforts bsedhey influence buying decisions, help us tatileengagements, and complement our
software with their domain expertise and servicgzmobilities.

To support our sales efforts, we conduct a broageaf marketing programs, including targeted sotutampaigns, industry trade
shows, including our PegaWorld user conferenceitiool seminars industry analysts and press relatioeb marketing, community
development, social media, and other direct anulentdmarketing efforts. Our consulting staff, less partners, and other third parties also
generate sales leads.

Sales by geography

In 2010, 2009, and 2008, sales to customers bassitle of the United States of America (“U.S.”) regented approximately 41%,
34%, and 38%, respectively, of our total revenue.dalfrrently operate in one operating segment —ri&ssi Process Solutions. We derive
substantially all of our operating revenue from shée and support of one group of similar prodacis services. Substantially all of our as:
are located within the U.S. See Note 16 “Geograpifarmation and Major Customers” included in thetes to the accompanying audited
consolidated financial statements for further detai

Research and development

Our development organization is responsible fodpob architecture, core technology developmentlpeobtesting, and quality
assurance. Our product development priority isoitioue expanding the capabilities of our rub@sed technology. We intend to maintain
extend the support of our existing solution framegkgpand we may choose to invest in additional &aarks which incorporate the latest
business innovations. We also intend to maintatheaxttend the support of popular hardware platfolpsrating systems, databases, and
connectivity options to facilitate easy and rapéghldyment in diverse information technology infrastures. Our goal with all of our produ
is to enhance product capabilities, ease of imphgati®n, long-term flexibility, and the ability forovide improved customer service.

During 2010, 2009, and 2008, research and developexpenses were approximately $55.2 million, $38illon, and $31.5
million, respectively. We expect that we will canie to commit significant resources to our prodasearch and development in the future to
maintain our leadership position.

Employees

As of January 31, 2011, we had 1,509 employeesiwatk, of which 950 were based in the U.S., 278avimsed in Europe, 209
were based in India, 30 were based in Canada, 22 lvased in Australia and 20 were based in Asia.t@al headcount includes 535
consulting and customer support employees, 392 salé marketing employees, 400 research and deweltpemployees, and 182
administrative employees. In addition, we augmeptadresearch and development and professionatssrgmployees with approximately
345 contractors.

Backlog of license, maintenance, and professionaryices

As of December 31, 2010, we had software licensgnt@nance, and professional services agreemetitcustomers expected to
result in approximately $232.1 million of futurevemue, of which we expect approximately $143.9iatilkto be recognized in 2011. As of
December 31, 2009, we had backlog of software §ieemaintenance, and professional services agrégméh customers of approximately
$192 million.
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Under some of these agreements, we must fulfithgeiconditions prior to recognizing revenue, ameré can be no assurance when, if ever,
we will be able to satisfy all such conditions ach instance. Business conditions could changetherkfore, backlog may not be a reliable
indicator of future financial performance.

Available Information

We make available free of charge through our Wehsitw.pegasystems.coour Annual Reports on Form 10-K, Quarterly Reports
on Form 10-Q and Current Reports on Form 8-K, andralments to these reports, as soon as reasomrabticpble after we electronically
file such material with, or furnish such materia| the Securities and Exchange Commission (“SETTe SEC maintains a Website that
contains reports, proxy, and information statemantsother information regarding issuers thatdlkctronically with the SEC at
www.sec.govWe make available on our Website reports filed byexecutive officers and Directors on Forms 3 5 regarding their
ownership of our securities. Our Code of Conduad, any amendments to our Code of Conduct, is alaitedle on our Website.
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ITEM 1A. RISK FACTORS

The following important factors could cause oumnatbusiness and financial results to differ matgrifrom those contained in
forward-looking statements made in this Annual Repo Form 10-K or elsewhere by management frone tiontime.

Factors relating to our financial results

The number of our license arrangements has beenreasing, and we may not be able to sustain thisvgifo unless we can provic
sufficient high quality professional services, traihng, and maintenance resources to enable our cusérs to realize significant busine:
value from our softwareQur customers typically request professional ses/and training to assist them in implementingpyaducts. Our
customers also purchase maintenance on our produgiisiost all cases. As a result, an increashémtmber of license arrangements is
likely to increase demand for professional seryit@sning, and maintenance relating to our progluGiven that the number of our license
arrangements has been increasing, we will needbtade our customers with more professional sesjitrining, and maintenance to enable
our customers to realize significant business vaiua our software. Accordingly, we have been lgradditional personnel in these areas
improving our “on-boarding” process to ramp up meavsonnel in a shorter period of time. We have bésn increasingly enabling our
partners and customers through training to creaxpanded universe of people that are skilletiénimplementation of our products.
However, if we are unable to provide sufficienthhiguality professional services, training, or mairence resources to our customers, our
customers may not realize sufficient business vatua our products to justify follow-on sales, whicould impact our future financial
performance. In addition, the growth required tcetrthe increased demand for our professional ses\dould strain our ability to deliver our
services engagements at desired levels of prditiglihereby impacting our overall profitabilitynd financial results.

We frequently enter into limited scope initial linoges with new customers, which could adversely effaur financial performance
if we are not successful in obtaining follow-on bingss from these customerd/e frequently enter into initial licenses with mew
customers that are focused on a specific purpoaesarof operations, rather than selling largerprige licenses, to allow these new
customers to realize business value from our soéwaickly and for a limited initial investment. @na customer has realized this initial
value, we work with the customer to identify oppities for follow-on sales. However, we may not be successful in dstraiing this initia
value to some customers, for reasons relatingeg@érformance of our products, the quality of thevises and support we provide for our
products, or external reasons. For these customersjay not obtain follow-on sales or the followsales may be delayed, and our license
revenue will be limited to the smaller initial sa¥éhis could lower the total value of all transans and adversely affect our financial
performance.

Our professional services revenue is dependent sigaificant extent on closing new license transaets with customersWe
derive a substantial portion of our professionalises revenue from implementation of new softwiaenses with our customers.
Accordingly, it is imperative that we close moreelnse transactions with our customers if we ameaimtain or grow our services revenue.

If we are unable to maintain vendor specific objeat evidence (“VSOE”) of fair value of our professial services arrangements,
we may be required to delay a portion of our revero future periods We have established VSOE of fair value of our pssienal services
in North America and Europe, other than Spain, thasethe price charged when these services aressplrately. The weakened economy
and significant competition within our industry leaereated pricing pressure on professional seryicmgded by technology companies. If
elect to discount our professional services pri@ngtherwise introduce variability in our professal services arrangements to attract or
retain customers, this could lead to an insufficmmber of consistently priced professional sewiarrangements for us to maintain VSOE.
If we do not have VSOE of fair value of our professl services, we may be required to recognizecaktnue for these professional services
arrangements, including any related license, maartee, and other services revenue if the profeakion
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services are bundled in an arrangement, ratablytbedonger of the software maintenance periotherservice period.

The timing of our license revenue is difficult targdict accurately, which may cause our quarterlyaypting results to vary
considerably A change in the number or size of high value lieemsangements, or a change in the mix betweerepeaipand term licenses,
can cause our revenues to fluctuate materially foarter to quarter. Our decision to enter intotécenses that require the term license
revenue to be recognized over the license ternagasipnts become due or earlier if prepaid may aéleedfect our profitability in any peric
due to sales commissions being paid at the tingégoing and the corresponding revenue being rezedriver time. We plan selling and
marketing expenses, product development, and ettpnses based on anticipated future revenuee tfrting or amount of revenue fails to
meet our expectations in any given quarter, owrfaial performance is likely to be adversely affddbecause only small portions of expel
vary with revenue. As a result, period-to-periothgarisons of operating results are not necessaegningful and should not be relied upon
to predict future performance.

Our financial results may be adversely affectednié are required to change certain estimates, judgitseand positions relative to
our income taxesln the ordinary course of conducting a global besfenterprise, there are many transactions acdl&i@bns undertaken
whose ultimate tax outcome cannot be certain. Safitleese uncertainties arise as a consequencesiions we have taken regarding
valuation of deferred tax assets, transfer priéomgransactions with our subsidiaries, and potdallenges to nexus and tax credit
estimates. We estimate our exposure to unfavomlittomes related to these uncertainties and estithatprobability for such outcomes.
Future realization of our deferred tax assets altély depends on the existence of sufficient tax@idome within the available carryback or
carryforward periods. We record a valuation alloe&ato reduce our deferred tax assets to an amaaibelieve is more likely than not to be
realized. If our taxable income is not consisteithwur expectations or the timing of income is within the applicable carryforward period,
we may be required to establish a valuation allagaon all or a portion of these deferred tax as§#tanges in our valuation allowance
impact income tax expense in the period of adjustnmfdthough we believe our estimates are reasenalal assurance can be given that the
final tax outcome of these matters or our currstit@ates regarding these matters will not be diffefrom what is reflected in our historical
income tax provisions, returns, and accruals. Slifferences, or changes in estimates relating teniil differences, could have a material
impact, unfavorable or favorable, on our incomegeovisions, require us to change the recordedevefudeferred tax assets, and adversely
affect our financial results.

We are investing heavily in sales and marketing gmbfessional services in anticipation of a contiad increase in license
arrangements, and we may experience decreased fafafity or losses if we are unsuccessful in incisag the value of our license
arrangements in the futureWe have been increasing our investment in salesrearkleting to meet increasing demand by hiring tiaithl
sales and marketing personnel. We anticipate teawilv need to provide our customers with more pssfonal services, training, and
maintenance as a result of this increase in densamthave been hiring additional personnel in tlasas. These investments have result
increased fixed costs that do not vary with thelef revenue. If the increased demand for our petgldoes not continue, we could
experience decreased profitability or losses &saltrof these increased fixed costs.

Factors relating to our products and markets

The continued weakness in the U.S and internatioraionomies may negatively impact our sales to, Hredcollection of
receivables from, our financial services and insumee customers and possibly our customers in ottnetustries.Our sales to, and our
collection of receivables from, our customers mayrbpacted by adverse changes in global economidittons, especially in the U.S.,
Europe and Asia Pacific. In the past few yearssehregions have experienced instability in finanmiarkets, tightening credit, and weak
overall economic conditions, which has impactedfih@ncial services and insurance industries itigaar. These trends could impact the
ability and willingness of our financial servicasdainsurance
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customers, and possibly our customers in othersimighs, to make investments in technology, whicly aelay or reduce the amount of
purchases of our software and professional servidesse factors could also impact the ability amltingness of these customers to pay their
trade obligations and honor their contractual commants under their nocancellable term licenses. These customers mayalsame subje
to increasingly restrictive regulatory requirememtkich could limit or delay their ability to proed with new technology purchases. Our
financial services and insurance customers aswgpgepresent a significant amount of our revennésraceivables. Accordingly, their
potential financial instability could negatively ract our business, operating results, and finacoiadlition.

We will need to acquire or develop new productyleg existing ones, and adapt to technology changechnical developments,
customer requirements, programming languages,rahgiry standards change frequently in our markets result, success in current
markets and new markets will depend upon our ghiditenhance current products, to acquire or deveta introduce new products that meet
customer needs, keep pace with technology charegsynd to competitive products, and achieve matetptance. Product development
requires substantial investments for researcmegfent, and testing. There can be no assurance¢hatll have sufficient resources to make
necessary product development investments. We wyaarience difficulties that will delay or prevehetsuccessful development,
introduction, or implementation of new or enhanpeaducts. Inability to introduce or implement nemeahanced products in a timely mar
would adversely affect future financial performance

The market for our offerings is increasingly and iensely competitive, rapidly changing, and highiafmented.The market for
BPM software and related implementation, consultarg training services is intensely competitiapidly changing and highly fragmented.
We currently encounter significant competition froxternal information systems departments of padént existing customers that develop
custom software. We also compete with large teagywtompanies such as IBM, Oracle and SAP, compdhé target the customer
interaction and workflow markets, companies focusedyusiness rules engines or enterprise applicattegration, “pure play” BPM
companies, and professional service organizatiuaisdevelop custom software in conjunction withdening consulting services. Competit
for market share and pressure to reduce pricesnaii@ sales concessions are likely to increase. Mampetitors have far greater resources
and may be able to respond more quickly and efftgiego new or emerging technologies, programmantgluages or standards or to changes
in customer requirements or preferences. Compestitaty also be able to devote greater manageridiranttial resources to develop,
promote, and distribute products and provide rdlatssulting and training services. There has lbeesnt consolidation in the BPM market
whereby larger companies such as IBM, Oracle, S&PRrogress Software have acquired companies theide BPM software, which we
expect will further increase competition. There bemo assurance that we will be able to compeateessfully 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 servigéssurance and healthcare markets, and rapid chasgor consolidation in these
markets could affect the level of demand for ouroglucts.We have historically derived a significant portioinour revenue from customers
the financial services, insurance, and healthcankets, and sales to these markets are importanufduture growth. Competitive pressur
industry consolidation, decreasing operating margiegulatory changes, and privacy concerns atfiectinancial condition of our customers
and their willingness to buy. In addition, custosiguurchasing patterns in these industries fordaeghnology projects are somewhat
discretionary. The financial services and insuraneekets are undergoing intense domestic and itiermal consolidation and financial
turmoil, and consolidation has been occurring shealthcare market. Consolidation may interruptnab buying behaviors and increase the
volatility of our operating results. In recent ygaseveral of our customers have been merged splidated, and we expect this to continu
the near future. Future mergers or consolidatioag oause a decline in revenues and adversely affeduture financial performance. All of
these factors affect the level of demand for oodpcts from customers in these industries, anddcadversely affect our business, operating
results and financial condition.
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We rely on certain third-party relationship&Ve have a number of relationships with third partleat are significant to sales,
marketing and support activities, and product dawalent efforts. We rely on software and hardwarelees, large system integrators, and
technology consulting firms to provide marketinglaales opportunities for the direct sales forattarstrengthen our products through the
use of industry-standard tools and utilities. Waodlave relationships with third parties that distie our products. There can be no assurance
that these companies, most of which have signifigayreater financial and marketing resources, mif develop or market products that
compete with ours in the future or will not otheseiend or limit their relationships with us.

We face risks from operations and customers basetside of the U.SSales to customers located outside of the U.Sesepted
approximately 41% of our total revenue in 2010, 3#P6ur total revenue in 2009, and 38% of our toeakenue in 2008. We, in part through
our wholly owned subsidiaries, market products mmdier consulting and training services to custerbased outside of the U.S. including,
for example, customers based in Canada, the UKitegom, France, Germany, Spain, Italy, the Netadb, Belgium, Switzerland, Austria,
Ireland, Finland, Hungry, Poland, Sweden, Turkeysd$ta, Mexico, Australia, China, Hong Kong, andggjmore. We have established offices
in Canada, Europe, Asia and Australia. We beliée¢ growth will necessitate expanded internati@parations, requiring a diversion of
managerial attention and increased costs. We patehiring additional personnel to accommodaterirational growth, and we may also
enter into agreements with local distributors, espntatives, or resellers. If we are unable torsoar more of these things in a timely man
our growth, if any, in our foreign operations mayrestricted, and our business, operating resntsfinancial condition could be materially
and adversely affected.

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

We are exposed to fluctuations in currency exchamgées that could negatively impact our financiagésults and cash flows.
Because a significant portion of our business i®locted outside the U.S., we face exposure to advapovements in foreign currency
exchange rates. These exposures may change oeeadifusiness practices evolve, and they could davaterial adverse impact on our
financial results and cash flows. Our internaticsees have increasingly become denominated imgfoirrencies. The operating expenses
of our foreign operations are primarily denominateébreign currencies, which partially offset dareign currency exposure. Our U.S.
operating company invoices most of our foreign aonrs in foreign currencies, so it holds cash aedivables valued in these foreign
currencies, which are subject to foreign curremaggaction gains or losses. A decrease in the \dlfareign currencies, particularly the
British pound and the Euro relative to the U.Slafpkould adversely impact our financial resulisl @ash flows.
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Factors relating to our internal operations and poential liabilities

We depend on certain key personnel, and must be ablattract and retain qualified personnel in tifature. The business is
dependent on a number of key, highly skilled techlhimanagerial, consulting, sales, and marketearggnnel, including our Chief Executive
Officer. The loss of key personnel could adversdfgct financial performance. We do not have agyificant key-man life insurance on any
officers or employees and do not plan to obtain & success will depend in large part on thatghid hire and retain qualified personnel.
The number of potential employees who have thensikte knowledge of computer hardware and operatystems needed to develop, sell,
and maintain our products is limited, and compatifior their services is intense, and there candbassurance that we will be able to attract
and retain such personnel. If we are unable taogdowr business, operating results, and financiatlition could be materially adversely
affected.

We may experience significant errors or securitgyls in our product and services, and could facevagy, product liability and
warranty claims as a resulDespite testing prior to their release, softwadpcts frequently contain errors or security flaaspecially whe
first introduced or when new versions are releaBeahrs in our software products could affect thiitg of our products to work with other
hardware or software products, or could delay taneetbpment or release of new products or new vessid products. The detection and
correction of any security flaws can be time conisignand costly. Errors or security flaws in ourta@fre could result in the inadvertent
disclosure of confidential information or persodata relating to our customers, employees, or tarties. Software product errors and
security flaws in our products or services coulgase us to privacy, product liability and warraokgims as well as harm our reputation,
which could impact our future sales of products sevices. Our license agreements typically corgaivisions intended to limit the nature
and extent of our risk of product liability and wemty claims. There is a risk that a court migheipret these terms in a limited way or could
hold part or all of these terms to be unenforceahlso, there is a risk that these contract ternghtmot bind a party other than the direct
customer. Furthermore, some of our licenses withcagtomers are governed by non-U.S. law, and teaeisk that foreign law might give
us less or different protection. Although we hawt experienced any material product liability claito date, a product liability suit or action
claiming a breach of warranty, whether or not nogidgius, could result in substantial costs and amien of management’s attention and our
resources.

We face risks related to intellectual property atas or appropriation of our intellectual property ghts.We rely primarily on a
combination of copyright, trademark and trade gsdeavs, as well as confidentiality agreementsrtiget our proprietary rights. We have
obtained patents from the U.S. Patent and Trade@#ite relating to the architecture of our systeli¥& cannot assure that such patents will
not be invalidated or circumvented or that rightsnged thereunder or the claims contained therdimpmvide us with competitive
advantages. Moreover, despite our efforts to ptatecproprietary rights, unauthorized parties ratigmpt to copy aspects of our products or
to obtain the use of information that we regargm@prietary. In addition, the laws of some fore@untries do not protect our proprietary
rights to as great an extent as do the laws of)tBe There can be no assurance that our meanstefcfing our proprietary rights will be
adequate or that our competitors will not indepetigiedevelop similar technology.

There can be no assurance that third parties wflttaim infringement by us with respect to currenfuture products. Although we
attempt to limit the amount and type of our cortinatliability for infringement of the proprietarjghts of third parties, these limitations oft
contain certain exclusions, and we cannot be adshed these limitations will be applicable andagnéable in all cases. Even if these
limitations are found to be applicable and enfobbeaour liability to ourcustomers for these types of claims could be nateriamount give
the size of certain of our transactions. We expeat software product developers will increasinggysubject to infringement claims as the
number of products and competitors in our induseégment grows and the functionality of productdifferent industry segments overlaps.
Any such claims, with or without merit, could bm&-consuming, result in costly litigation, causedurct shipment delays, or require us to
enter into royalty or licensing agreements. Sugfalty or licensing agreements, if required, may lmavailable on terms acceptable to us or
at all, which could have a material adverse efig@cn our business, operating results, and finaciadlition.
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If our security measures are breached and unauthmail access is obtained to a customer’s confidernititdrmation from our
cloud computing service offering, we may be expotedignificant legal and financial liabilitiesOur cloud computing service offering
allows customers to create and run PRPC-basedcafiphis using an internet-based infrastructures ©ffering involves the hosting of
customers’ confidential information, including penal and financial data regarding their end custsntgecurity breaches could expose us to
a risk of loss or misuse of this information. Oacu@rity measures may be breached as a resultrdfghity action, including intentional
misconduct by computer hackers, system error, huenan or otherwise. Because the techniques usebtton unauthorized access or to
sabotage systems change frequently and generallyohrecognized until launched against a targetnay be unable to anticipate these
techniques or to implement adequate preventativesares. Any security breach could result in a tdsnfidence in the security of our
service, damage our reputation, disrupt our busijriead to legal liability and negatively impact duture sales.

The acquisition of other businesses and technol@gmay present new riskgVe have undertaken an acquisition during the past t
years and may continue to evaluate and consider pthtential strategic transactions, including &itjans of businesses, technologi
services, products and other assets in the fullmese acquisitions, if undertaken, may involve ificemt new risks and uncertainties,
including distraction of management attention aiayn our current business operations, insufficieaw revenue to offset expenses,
inadequate return on capital, integration challesngew regulatory requirements, and issues novdésed in our due diligence process. No
assurance can be given that such acquisitiondbwifuccessful and will not adversely affect oufitability or operations.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.

ITEM 2. Properties

Our principal administrative, sales, marketing,mu, and research and development operation®eateld at 101 Main Street,
Cambridge, Massachusetts in an approximately 10560are foot leased facility. The lease for thislity expires in 2013, subject to our
option to extend for two additional five-year petso We also lease space for our other officesan lts., Australia, Canada, India, the United
Kingdom and in other European countries. Theseskagpire at various dates through 2020. We betleateadditional or alternative space
will be available as needed in the future on conuiadly reasonable terms.

ITEM 3. Legal Proceedings

None.

ITEM 4. [Removed and Reserved]
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PART II

ITEM 5.  Market for Registrant’'s Common Equity, Related Stockholder Matters and Issuer Purchases of Edty Securities

Market Information

Our common stock is quoted on the NASDAQ Globak8eMarket (“NASDAQ”) under the symbol “PEGA.” Ttiellowing table
sets forth the range of high and low sales priéemiocommon stock on NASDAQ for each quarter ia yiears ended December 31.:

Common Stock Price

2010 2009
High Low High Low
First Quartel $ 396! $ 322¢ $ 192 $ 11.7:
Second Quarte $ 3966 $ 263z $ 279¢ $ 16.21
Third Quartel $ 33924 $ 203¢ $ 352¢ $ 22.2:
Fourth Quarte $ 3781 $ 2392 $ 36.0¢ $ 25.7%

Holders

As of February 11, 2011, we had approximately 8glgtolders of record and approximately 26,300 herafowners of our commc
stock.

Dividends

In July 2006, we began paying a quarterly cashddivil of $0.03 per share of common stock. Quartedh dividends are expecter
continue at $0.03 per share to stockholders ofrceas of the first trading day of each quarterjetttto change or elimination at any time by
our Board of Directors.

Issuer Purchases of Equity Securities
The following table sets forth information regamgliour repurchases of our common stock during thettioquarter of 2010.

Total Number of
Shares
Purchased as Pai

Approximate Dollar
Value of Shares That
May Yet Be Purchased
Under Publicly

Total Number Average Price Annotjuljllégltlicgharf Replﬁr;ﬂgl;zgegrsggés a
of Shares Paid per Repurchase
Period Purchased Share Program (1) (in thousands)
10/1/10- 10/31/10 20,13’ $ 26.9¢ 20,13 $ 9,25(
11/1/10- 11/30/10 56,00( 29.3¢ 56,00( 13,35¢
12/1/10-12/31/10 3,24 36.52 3,24 13,23
Total 79,38 $ 29.0f

(1) Since 2004, our Board of Directors has appratedk repurchase programs that have authorizegethechase, in the aggregate, up to
$80.8 million of our common stock. On November 81@, we announced that our Board of Directors apgmi@n increase in the
remaining funds available under the program exgicn December 31, 2010, from $9.2 million to $18iam, and an extension of tt
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expiration date to December 31, 2011. Under thigjmm, purchases may be made from time to timé@mwpen market or in privately

negotiated transactions. Shares may be repurclirasedh amounts as market conditions warrant, stibjeregulatory and other
considerations. We have established a pre-arrastgel repurchase plan, intended to comply withrélgeiirements of Rule 10b5-1
under the Securities Exchange Act of 1934, as apterahd of Rule 10b-18 of the Exchange Act (thebStQ Plan”). All share

repurchases under the Current Program during clivadohg window periods will be made pursuant t® 10b!-1 Plan.

Stock Performance Graph and Cumulative Total Stockblder Return

The following performance graph represents a corsparof the cumulative total stockholder returrs(aming the reinvestment of
dividends) for a $100 investment on December 30520 our common stock, the Total Return Indextfer NASDAQ Composite
(“NASDAQ Composite”), a broad market index, and 8tandard & Poors (“S&P”) North Software-Softwaneléx™ (“S&P NSSI”), a

published industry index that was formerly the S&Bldman Sachs Technology Software Index. We paidieinds of $0.12 per share during

2010, 2009, 2008, and 2007 and $0.06 per sharagl€i06. The graph lines merely connect measuredates and do not reflect
fluctuations between those dates.
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12/31/200! 12/31/200 12/31/200 12/31/200: 12/31/200! 12/31/2011
Pegasystems In $ 100.0( $ 136.5! $ 167.3¢ $ 175.2: $  484.2( $ 523.6(
NASDAQ Composite $ 100.0( $ 110.3¢ $ 122.1F $73.3: $ 106.5¢ $ 125.9:
S&P NSSI $ 100.0( $ 111.0: $ 129.0¢ $79.7¢ $ 117.9¢ $ 147.6:
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ITEM 6. Selected Financial Date

The selected financial data presented below has deved from our audited consolidated financiatements. This data should be
read in conjunction with “Management’s Discussion &nalysis of Financial Condition and Results gfe@ations”, the consolidated

financial statements and accompanying notes.

Consolidated Statements of Operations Date
Total revenue
(Loss) income from operatiol
(Loss) income before (benefit) provision for income
taxes
Net (loss) incomi
Net (loss) earnings per sha
Basic

Diluted
Cash dividends declared per common sl

Consolidated Balance Sheet Dat¢

Total cash, cash equivalents, and marketable $ies

Working capital

Long-term license installments, net of unearneerast
income

Intangible assets, net of accumulated amortiz:

Goodwill

Total asset

Stockholder' equity

Year Ended December 31,

2010 2009 2008 2007 2006
(in thousands, except per share amounts)
$ 336,59¢ $ 264,01: $ 211,64 $ 161,94¢ $ 126,02
(2,580 41,81¢ 14,47¢ 1,951 (7,119
(6,197 47,41°¢ 15,67 9,942 1,18i
(5,89 32,21 10,97 6,59¢ 1,84:
$ (0.16) $ 0.8¢ $ 0.3C $ 0.1¢ $ 0.0t
$ (016 $ 0.8t $  0.2¢ $  o0.1¢ $  0.0¢
$ 0.1z $ 0.1z $ 0.1z $ 0.1z $ 0.0¢
Year Ended December 31,
2010 2009 2008 2007 2006
(in thousands)

$ 87,25 $ 202,65: $ 167,22¢ $ 149,98: $ 127,75
71,94 188,55: 159,08( 159,54 147,22¢
1,227 2,97¢ 5,41: 8,267 17,45¢
80,68¢ 33€ 47¢ - -
22,61¢ 2,391 2,141 1,93: 2,34¢
337,48: 279,58! 245,85( 243,30° 214,00¢
195,67( 205,21¢ 173,11 172,94 166,15¢

The following items impact the comparability of axmsolidated financial data:

— Our acquisition of Chordiant in April 2010. See BIgt“Acquisition, Goodwill, and Other Intangiblesgets” in the notes to the
accompanying audited consolidated financial statesnir further discussiol

— Foreign currency transaction (losses) gains o6}@illion, $2.1 million, $(4.5) million, $0.3 mithn, and $1.2 million during the years
ended December 31, 2010, 2009, 2008, 2007, and 2&f)gectively. See ltem 7A. “Quantitative and @atle Disclosure about
Market Risl” for further discussion of our foreign currency exwe risk
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ITEM 7.  Managemen’s Discussion and Analysis of Financial Condition ahResults of Operations

Business overview

We develop, market, license, and support softw@asritomate complex, changing business processesoBware enables
organizations to build, deploy, and change entsepapplications easily and quickly by directly cajotg business objectives, automating
programming, and automating work. Our softwaresisdito build a wide range of business processisniincluding customer on-boarding
and account opening, CRM, exception and case marageand risk/fraud and compliance managementaMéeprovide professional
services, maintenance, and training related tsofiware.

We focus our sales efforts on target accounts, hvhie large companies or divisions within comparaesl typically leaders in their
industry. Our strategy is to sell initial licengbat are focused on a specific purpose or arep@fations, rather than selling large enterprise
licenses. This strategy allows our customers tokdyirealize business value from our software amit$ their initial investment. Once a
customer has realized this initial value, we woithwvthe customer to identify opportunities for foli-on sales.

Our license revenue is primarily derived from saeesur PRPC software and related solution framé&adPRPC is a comprehensive
platform for building and managing BPM applicatidhat unifies business rules and business proceSsesolution frameworks are built on
the capabilities of PRPC and are purpose or inghsgtecific collections of best practice functiobatio allow organizations to quickly
implement new customer-facing practices and prass$sing new offerings to market, and provide @usted or specialized processing.
These products often result in shorter implememtigbieriods than competitive enterprise softwar@pects. PRPC and related solution
frameworks can be used by a broad range of custowithin financial services, insurance and healthcaarkets, as well as other markets,
such as life sciences and government.

As a result of our acquisition of Chordiant in Af@010, we expanded our ability to develop andlgeCRM software. We acquired
additional products (Chordiant Decision Managemé&hprdiant Foundation Server, and Chordiant MankeDirector solutions) that enable
customers to maximize customer lifetime value thfoa suite of industry-leading technologies. Weritto remain a leader in the use of
decision management to improve customer experiepcagide better cross-sell/up-sell abilities, and customer retention by leveraging our
flexible, Build for Change configuration capabiii.

We also offer Pega Cloud, which is our cloud corimguservice offering that allows customers to aeemtd run PRPC applications
using an internet-based infrastructure. This affggenables our customers to immediately build, sesd deploy their applications in a secure
cloud environment while minimizing their infrasttuce and hardware costs.

Our total revenue increased 27% in 2010 compar@@®d and reflects revenue growth in each of safiiaense, maintenance, and
professional services revenue. Maintenance revierwueased 67% primarily due to the recognitionhef fair value of deferred maintenance
revenue acquired from Chordiant and the continnerkise in the aggregate value of the installed bhsur software. Due to the rapid
integration of the products, sales force, and djmers of Chordiant, it is no longer feasible to aeely identify revenue from new
arrangements as being attributable to either Chaotdir Pegasystems. However, our total revenu@10 hcludes approximately $12.1
million of maintenance revenue related to the radamn of the fair value of deferred maintenanceeraue acquired from Chordiant and
approximately $3.6 million of professional servicesenue related to Chordiant professional sendcemgements existing at the acquisition
date. We incurred $5.9 million of acquisition-reldtexpenses and $8.1 million in restructuring cass®ciated with our acquisition of
Chordiant. In 2010, we generated approximately 4idllion in cash from operations, which was priifyadriven by our net loss as adjusted
for noncash items and changes in working capital,ended the year with $87.3 million in cash, caghivalents, and marketable securities.
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We believe our growth and success in 2010 wergalue
— Increased market acceptance of our industry leadicighology
— Expansion of our solutions frameworks offerin
— Disciplined and focused strategy of selling to édegl customer:
— Expansion of our targeted customer |
— Development and growth of our proficiency across imelustries; ani

— Our acquisition of Chordian

We believe that the ongoing challenges for ourress include our ability to drive revenue growttpand our expertise in new and
existing industries, remain a leader in the denisimnagement market, and maintain our leaderstspigoin the BPM market.

To support our growth and successfully addressthballenges through 2011 we plan to:
— Invest in our research and development by sigmiflgancreasing headcour
— Hire significantly more sales and marketing proi@sals;
— Expand our partner alliances; a

— Develop and increase our solutions frameworks wifsrand expertise across targeted indust
RESULTS OF OPERATIONS

2010 Compared to 2009

(Dollars in thousands) Year Ended December 31, Increase (Decrease)
2009
2010
Total revenue $ 336,59 $ 264,01 $ 72,58¢ 27%
Gross profit 207,86! 173,07¢ 34,78¢ 20%
Acquisitior-related cost 5,92¢ - 5,92¢ n/m
Restructuring cost 8,06¢ - 8,06¢ n/m
Other operating expens 196,45 131,25 65,20( 50%
Total operating expens 210,44! 131,25 79,18¢ 60%
(Loss) income before (benefit) provision for incotares (6,197 47,41¢ (53,612 (113%

n/m — not meaningful

We continue to experience demand for our softwahatisns and related services, which we believduis to the strong value
proposition, short implementation period, and ugrad licensing models we offer our customers.

The increase in gross profit was primarily duehi® increase in maintenance and license revenue.

The increase in operating expenses during 201(Qoviamsrily due to the continued expansion of ouesdbrce and our research and
development operations. It was also due to theisitigm-related expenses and restructuring cosisaated with our acquisition of
Chordiant.
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The decrease in (loss) income before (benefit) ipiaw for income taxes during 2010 compared to 2088 primarily due to the
higher growth rate in operating expenses and ldatat gross profit percent in 2010. The lower tgpalss profit percent was due to lower
software license gross profit percent in 2010 eesalt of the amortization of acquired Chordiachtgology intangible assets. The decrease in
(loss) income before (benefit) provision for incotares was also due to the $5.6 million foreigmeney transaction loss in 2010 compared
to a gain of $2.1 million in 2009.

Revenue

(Dollars in thousands Year Ended December 31, Increase (Decrease)
2010 2009

License revenut

Perpetual license $ 79,04: 66% $ 71,67¢ 62% $ 7,36 10%

Term license: 31,94( 27% 36,63¢ 32% (4,69¢) (13)%

Subscriptior 8,85¢ 7% 7,618 6% 1,24C 16%

Total license revenu $ 119,837 100% $ 11593  10(% $  3,90f 3%

License revenue is primarily due to new licensarsgements executed in the period. Through thetfirse quarters of 2010, the
aggregate value of new license arrangements exkwas lower compared to the same periods in 200%ever, we executed a record
aggregate value of new license arrangements dthiaépurth quarter of 2010, and as a result, thygexgate value of new license arrangem
executed for the year exceeded that of 2009. Cemsiwith our strategy to focus on follow-on sale®ur targeted customers, approximately
75% of the aggregate value of new license arrangeexecuted during 2010 were from existing custeme

The increase in perpetual license revenue durid@ 20mpared to 2009 was driven by an increasesimtimber and value of new
perpetual license arrangements. Many of our pegbétuense arrangements include extended paymenstand/or additional rights of use
that delay the recognition of revenue to futuréquis. The aggregate value of payments due undse therpetual and certain subscription
licenses was $32.8 million as of December 31, 2@ifpared to $57.1 million as of December 31, 2@&® the table of future cash receipts
by year from perpetual and subscription licensepage 31.

We recognize revenue for our term license arrangé&srever the term of the agreement as paymentsiieedae or earlier if prepaid.
Our term license revenue decreased in 2010 compa2@D9 primarily due to more prepayments of técenses by a few customers in 2009
and the expiration of one term license in 2009. [/tarm license revenue decreased in 2010, theeggty value of new term license
arrangements executed in 2010 was significantlizdrighan in 2009. As a result, the aggregate vallfigture payments due under term
licenses increased to $90.9 million as of Decer8ie2010 compared to $76.3 million as of Decemie2B09 and includes approximately
$30.9 million of term license payments that we expe recognize as revenue in 2011. Our term lieeasenue in 2011 could be higher than
$30.9 million as we complete new term license agegs in 2011 or if we receive prepayments fronsteng term license agreements. See
the table of future cash receipts by year fromdftesm licenses on page 31.

A change in the mix between perpetual and ternmsieearrangements executed, which varies basedstonter needs, can cause our
revenues to vary materially quarter to quarter.
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Subscription revenue primarily relates to our ageaments that include a right to unspecified fupn@ducts and is recognized ratably
over the term of the arrangement. The increasabsaiption revenue during 2010 compared to 2009 dvee to a new customer arrangement
that began in the third quarter of 2009 and coweiihtinrough all of 2010. The timing of scheduledmamts under customer arrangements and
a change in a customer’s selection of a renewapan cause our subscription revenue to varytgusr quarter.

(Dollars in thousands Year Ended December 31, Increase
2010 2009

Maintenance revenut
Maintenance $ 83,87¢ $ 50,09¢ $ 33,77 67%

The increase in maintenance revenue during 201@amed to 2009 was primarily due to the $12.1 millio maintenance revenue
attributable to the recognition of the fair valdedeferred maintenance revenue acquired from Chotdind the continued increase in the
aggregate value of the installed base of our soéwa

(Dollars in thousands Year Ended December 31, Increase

2010 2009
Professional services revent
Consulting service $ 126,28 95% $ 93,91( 96% $ 32,37¢ 34%
Training 6,59¢ _ 5% 4,07( 4% 2,52¢ 62%
Total Professional servic $ 132,88 10C% $ 97,98( 10C% $ 34,90: 36%

Professional services are primarily consulting mewrelated to new license implementations. Theese in consulting services and
training revenue during 2010 compared to 2009 wizsauily due to a higher demand for these serviodgorth America associated with new
license arrangements executed in the later p&200% and includes approximately $3.6 million ofe@eme associated with professional
services arrangements existing at the acquisitae df Chordiant.

(Dollars in thousands Year Ended December 31, Increase

2010 2009
Gross Profit
Software licens $ 115,53 $ 115,81 $ (277 n/m
Maintenance 72,831 43,89¢ 28,94 66%
Professional service 19,49: 13,36: 6,12¢ 46%
Total gross profi $ 207,86! $ 173,07t $ 34,78 20%
Total gross profit percel 62% 66%
Software license gross profit perci 96% 10C%
Maintenance gross profit perce 87% 88%
Professional services gross profit perc 15% 14%

n/m — not meaningful

The decrease in software license gross profit pebaring 2010 compared to 2009 was due to the @aation of acquired
technology intangibles related to Chordiant.
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Gross profit percent for maintenance and profesdiservices during 2010 were relatively unchangedmared to 2009.

Year Ended December 31,

(Dollars in thousands Increase
2010 2009
Amortization of intangibles:
Cost of software licens $ 423 % 12 $ 4,11 n/m
Selling and marketin 3,28¢ - 3,28¢ n/m
General and administrati 18t 20 16E n/m
$ 7,701 $ 141 $ 7,56( n/m

n/m — not meaningful

The increase in amortization expense during 20h@pewed to 2009 was due to the amortization assatiaith $88 million of
acquired intangible assets recognized as a refsthlegurchase price allocation of Chordiant. Tdhentifiable intangible assets are expected to
be amortized over a weighted-average period of8ats on a straight-line basis.

Operating expenses

Year Ended December 31,

(Dollars in thousands Increase
2010 2009
Selling and marketing
Selling and marketin $ 116,23 $ 74,37 $ 41,85 56%
As a percent of total reveni 35% 28%
Selling and marketing headcot 377 258 124 49%

Selling and marketing expenses include compensdiemefits, and other headcount-related expensesiased with our selling and
marketing personnel as well as expenses for adirggtipromotions, trade shows, seminars, and gitegirams. Selling and marketing
expenses also include the amortization of custoeiated intangibles.

We significantly increased sales hiring in thetfivalf of 2010 in order to target new accounts ssm@xpanded geographies and to create
additional sales capacity for future periods. Tieease in selling and marketing expenses was plyndaie to a $23.3 million increase in
compensation and benefit expenses associated ighlkrheadcount, a $3.3 million increase in amatitin expense related to the acquired
Chordiant customer related intangibles, a $3.9onilincrease in travel expenses, a $3.2 milliomease in expenses related to marketing
programs, including our 2010 PegaWorld user confe@eWe did not host a PegaWorld conference in 2008 increase was also due to a
$1.0 million increase in contractor services, @$tillion increase in telecom expenses, a $0.5anilincrease in training expenses and a
million increase in agency and recruiting expenses.

Year Ended December 31,

(Dollars in thousands Increase
2010 2009
Research and developme
Research and developme $ 55,19 $ 38,86 $ 16,33 42%
As a percent of total reveni 16% 15%
Research and development headct 397 222 17t 79%

Research and development expenses include comigendmnefits, contracted services, and other fmaderelated expenses
associated with research and development. Theasena headcount reflects growth in our Indianaedefacility as well as new employees
from the Chordiant acquisition. The increase islofire headcount lowered our average compensatimnsg per employee.
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The increase in research and development expenseg @010 compared to 2009 was due to an $11leomihcrease in
compensation and benefit expenses associated ighlkrheadcount, a $1.4 million increase in engingecontractor expenses, a $0.6 mill
increase in travel expenses, and a $0.5 millioreeme in depreciation and equipment related expense

Year Ended December 31,

(Dollars in thousands Increase
2010 2009
General and administrativ
General and administrati $ 25,03: $ 18,01% $ 7,01 39%
As a percent of total reveni 7% 7%
General and administrative headco 18C 144 36 25%

General and administrative expenses include conapiens benefits, and other headcount-related exgseassociated with the
finance, legal, corporate governance, and otheirasirative headcount. It also includes accountiegal, and other professional consulting,
and administrative fees. The general and adminigéreadcount includes employees in human resspirt®rmation technology and
corporate services departments whose costs amtdibto the rest of our functional departments.

The general and administrative expenses during B@d@de $1.1 million of compensation and benefjppenses for Chordiant
employees who were in transitional roles that ertethe end of the third quarter of 2010.

The increase in general and administrative expetsisg 2010 compared to 2009 was primarily dua 2.2 million increase in
compensation and benefit expenses associated ighlkrtheadcount, a $1.3 million increase in contraexpenses, a $1.2 million increase in
professional fees, and a $1.2 million increaseuinrmn-income tax reserves.

Acquisition-related costs

Acquisitiontelated costs are expensed as incurred and indivele and incremental costs associated with areidimg or complete
acquisition. During 2010, we incurred $5.9 milliohacquisition-related costs associated with ther@iant acquisition. These costs consisted
of approximately $3.1 million of due diligence c®sind advisory and legal transaction fees, apprateiy $0.8 million of valuation and tax
consulting fees, approximately $1.6 million of legasts associated with acquired litigation, angragimately $0.4 million of integration ar
other expenses.

Restructuring cost:

Restructuring costs included approximately $6.3iomlof severance and related benefit costs rezegniluring the second and third
quarters of 2010 for the reduction of approximatypersonnel as a result of the integration ofr@ilant. These personnel were in redundant
roles, primarily in general and administrative ftioes.

In connection with our evaluation of our combinedifities, we approved a plan to eliminate one neldunt facility. We ceased use of
this space during the fourth quarter of 2010 ardnaed approximately $1.6 million of restructuriexpenses, consisting of future lease
payments and demising costs, net of estimated asidi@come for this space.

Stocl-based compensation

We recognize stockased compensation expense associated with eguaigla in our consolidated statements of operatiaised on th
fair value of these awards at the date of grant.
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(Dollars in thousands Year Ended December 31, Increase

2010 2009
Stocl-based compensatio
Cost of service $ 1,82 $ 1,09¢ $ 72¢ 67%
Operating expenst 4,92( 3,571 1,34: 38%
Total stocl-based compensation before 6,74t 4,67 $ 2,07: 44%
Income tax benef (2,18%) (1,68¢)

The increase in stock-based compensation experZg¥ hcompared to 2009 was primarily due to arease in the number of
employees electing to receive 50% of their corpoiatentive compensation plan (“CICP”) in RSUs anthe number of new hire stock-
based grants. As of December 31, 2010, we had =ppately $9.5 million of unrecognized stock-basethpensation expense, net of
estimated forfeitures, related to the unvested@ouf our equity awards that is expected to begezed over a weighted-average period of
approximately 2.3 years. See Note 13 “Stock-Basmdg&nsationin the notes to the accompanying audited conselitifihancial statemen
for further information on our stock-based awards.

Non-operating income and (expenses), net

(Dollars in thousands Year Ended December 31, Change
2010 2009
Foreign currency transaction (loss) g $ (5,569 $ 2,08 $ (7,652) n/m
Interest income, ne 88: 3,14« (2,267 (72)%
Installment receivable interest incol 25k 347 (92 (271)%
Other income, ne 81 22 79 n/m
$ (3,619 $ 5,59¢ $ (9,219 n/m

n/m — not meaningful

Foreign currency transaction losses in 2010 congp@rgains in 2009 were due to the significant dase in the value of the British
pound and the Euro relative to the U.S. dollar taedhigher total amount of foreign currency denated net assets held in the U.S. during
2010, consisting primarily of cash and receivablesa result of our acquisition of Chordiant, weanded our international operations. We
hold U.S. dollars in these foreign operations whosetional currency is the Euro, which partialfysets our exposure to foreign currency
transaction losses related to foreign currencié&$tiyeour U.S. operating company. See Item 7A. “Qitative and Qualitative Disclosure
about Market Risk” for further discussion of ourdign currency exchange risk.

The decrease in interest income during 2010 condpar2009 was due to the sale of our marketablergexs we used to pay for the
Chordiant acquisition.

Other income during 2010 includes a $0.6 millicalied gain on the sale of shares of a closely-peicite company.

(Benefit) provision for income taxes

The (benefit) provision for income taxes representsent and future amounts owed for federal, statd foreign taxes. During 2010
and 2009, we recorded a $0.3 million benefit a®d% 2 million provision, respectively, which resdtin an effective tax rate of (4.9%) and
32.1%, respectively.

During 2010, we recorded a valuation allowanceragjatate credits and a discrete item relatedegmémdeductible portion of
acquisition-related costs we incurred during 2@@ich reduced our tax benefit by
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approximately $2.3 million and $0.7 million, respieely. The consolidation of Chordiant’s operatidresl a significant impact on our
consolidated state apportionment factors. As dtre$this change, we recorded a valuation alloveaagainst certain state credits.

Our effective income tax rate for 2009 was below statutory federal income tax rate due to a $Gll&mbenefit related to the
current period domestic operating activities, @3$8illion benefit from tax-exempt income, and a8illion reduction in the Company’s
reserve for uncertain tax positions related toseitiement of the Company’s income tax audit whth Wnited Kingdom government and tax
positions of prior years for which the statuteiofitations had expired. These benefits were péytafset by $0.4 million of permanent
differences, primarily related to nondeductible feeand entertainment expenses.

As of December 31, 2010, unrecognized tax bentfitded approximately $20.3 million, all of whidhrécognized, would decrease
our effective tax rate. However, approximately $1rillion of these unrecognized tax benefits retatacquired net operating losses
(“NOLs") and research tax credits, which if recaggd, would be subject to limitations on use. Weeekphat the changes in the unrecognized
benefits within the next twelve months will be apgmately $2 million and would reduce our effecties rate.

2009 Compared to 2008

(Dollars in thousands Year Ended December 31, Increase

2009 2008
Total revenue $ 264,01 $ 211,64 $ 52,36 25%
Gross profit 173,07¢ 129,89( 43,18¢ 33%
Total operating expens 131,25 115,41: 15,84¢ 14%
Income before provision for income tay 47,41 15,67: 31,74 203%

The increase in our total revenue during 2009 coethto 2008 was attributable to an increase irdémand for our software
products due to growth in the BPM sector and owitfum as leader in that sector.

The increase in gross profit was primarily duehi® increase in license revenue and to a lessantakte to the increase in
maintenance revenue, partially offset by a decréasar professional services gross profit. Theease in income before provision for
income taxes during 2009 compared to 2008 was pifintue to our license and maintenance revenuwigipat a faster rate than our
operating expenses. These increases in revenuet tifeshigher expenses associated with our cordimwestment in research and
development, expanding our sales and marketingpees, and our professional services infrastructDiging 2008, due to credit market
turmoil and adverse changes in the economy, weggththe mix of our investment portfolio to increase holdings of tax-exempt pre-
refunded municipal bonds, which resulted in $1.8iomi of lower interest income in 2009 compare®@®8. Our income before provision for
income taxes in 2009 was positively impacted byl $2illion of foreign currency transaction gains.

Revenue
(Dollars in thousands Year Ended December 31, Increase

2009 2008
License revenut
Perpetual license $ 71,67¢ 62% $ 46,66" 61% $ 25,01 54%
Term license! 36,63¢ 32% 25,61 33% 11,027 43%
Subscriptior 7,618 6% 4,29¢ 6% 3,32¢  T7%
Total license revenu $ 11593 10(% $ 76,57 10(% $ 39,36 51%

The mix between perpetual and term license arraegeniluctuates based on customer circumstancesin€hease in perpetual
license revenue during 2009 compared to 2008 weasrdby increases in the number
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of perpetual licenses. We generated the majoriguoficense revenue in 2009 from follow-on satestisting customers. Many of the
perpetual license arrangements include extendea@atyterms and/or additional rights of use thaayéhe recognition of revenue to future
periods. The aggregate value of payments due uhdse perpetual and certain subscription licensss$s7.1 million as of December 31,
2009 compared to $30.3 million as of December 8082

The increase in term license revenue during 2008eoed to 2008 was primarily due to significantgangments of certain term
licenses. In addition, the increase in term licenesenue in 2009 compared to 2008 was due to tirease in the aggregate value of payments
for non-cancellable term licenses signed during@2@008, and 2007 for which a portion of the rexewas recognized in 2009. The
remainder of the revenue under these agreementsaniécognized in future periods. The aggregaligevaf future payments due under these
term licenses decreased to $76.3 million as of Bdez 31, 2009 compared to $88.5 million as of Ddmem31, 2008 primarily due to the
higher proportion of new perpetual licenses arrargygs in 2009 and due to significant prepaymen0iD.

The increase in subscription revenue during 2008pzsed 2008 was primarily due to a new customeangement.

(Dollars in thousands Year Ended December 31, Increase
2009

2008

Maintenance revenus
Maintenance $ 50,09¢ $ 40,11 $ 9,98 25%

The increase in maintenance revenue in 2009 compar2008 was primarily due to the continued insesia the installed base of «
software and to a lesser extent due to fees paaldmstomer to reinstate maintenance.

Increase

(Dollars in thousands Year Ended December 31, (Decrease)

2009 2008
Professional services revent
Consulting service $ 93,91 96% $ 89,84. 95% $ 4,06t 5%
Training 4,07C 4% 511¢ 5% (1,049 (200%
Total Professional servici $ 97,98 10C% $ 94,96( 100% $ 3,02C 3%

Professional services are primarily consulting mewrelated to new license implementations. Widecontinue to experience
demand for these services as the number of oulinemse arrangements increases, our professionatss revenue was negatively impac
by pricing pressures associated with a weaker gldznomy and the decline in the value of the Eeampcurrencies relative to the U.S. dc
during 2009 compared to 2008.

Increase

(Dollars in thousands Year Ended December 31, (Decrease)

2009 2008
Gross Profit
Software licens: $ 115,81 $ 76,471 $ 39,33 51%
Maintenance 43,89¢ 34,72°¢ 9,171 26%
Professional service 13,36 18,68¢ (5,32 (28)%
Total gross profi $ 173,07¢ $ 129,89 $ 43,18¢ 33%
Maintenance gross marg 88% 87%
Professional services gross mar 14% 20%
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Professional services gross profit during 2009 cameg to 2008 was adversely impacted by lower ratidia rates globally due to the
challenging economic conditions. In addition, tlrect costs associated with the professional sesvimindled with a license arrangement
recognized on a subscription basis were record#keithird quarter of 2009, but the related reveniliebe recognized over the subscription
period. The bundled professional services for éiniangement were completed during the third quaift@009.

In addition, during the second half of 2009, a gigant number of our professional services cormuk completed our enhanced
training curriculum to achieve the master leveP&PC certification, which resulted in lower billatliours and an increased use of
contractors.

Operating expenses

(Dollars in thousands Year Ended December 31, Increase
2009 2008
Selling and marketing
Selling and marketin $ 74,37 $ 63,79 $ 10,57 17%
As a percent of total reveni 28% 30%
Selling and marketing headcot 258 19C 63 33%

The increase in selling and marketing expensegwasrily due to a $6.0 million increase in compatian and benefit expenses
associated with higher headcount, as well as $4libmhigher sales commissions in 2009 compare?@08, mainly due to an increase in the
value of our new license arrangements in 2009 coeapt® 2008. Selling and marketing expenses alseased due to a $0.5 million increase
in contractor expenses and a $0.2 million incréasearketing campaign expenses, partially offseal$p.5 million decrease in employment
agency fees.

(Dollars in thousands Year Ended December 31, Increase
2009 2008
Research and developme
Research and developm $ 38,86 $ 31,47 $ 7,39 23%
As a percent of total reveni 15% 15%
Research and development headct 222 162 60 37%

During the first three quarters of 2008, our reskea@nd development center in India was not oparatiand therefore associated start-
up expenses were classified as general and admthistexpenses. Subsequent to becoming operatio@adtober 2008, all expenses
associated with our development center are classifs research and development. The change infickatisn of these expenses resulted in a
$2.1 million increase in research and developmepérses during 2009 compared to 2008.

The increase in research and development expenseg @009 compared to 2008 was also due to arfillibn increase in
compensation and benefit expenses associated ighlkrtheadcount, a $0.6 million increase in dejitém expense, and a $0.4 million
increase in contractor expenses.

Increase

(Dollars in thousands Year Ended December 31, (Decrease)
2009 2008
General and administrative
General and administratiy $ 18,01 $ 20,14 $ (2,123 (11)%
As a percent of total reveni 7% 10%
General and administrative headco 144 12¢ 15 12%

During 2009 compared to 2008, the change in ciassibn of the expenses related to the researcldanelopment center in India
resulted in a $2.1 million decrease in generalaministrative. In addition, general and administeaexpenses decreased by $1.0 million
due to a reduction in our reserves for non-incoeteted

28



Table of Contents

taxes. These decreases in general and administetpenses were partially offset by a $1.6 millirease in compensation and benefit
expenses and a $1.5 million increase in contrastpenses.

Stocl-based compensation

The following table summarizes stock-based comp@msaxpense included in our consolidated statesnehbperations in 2009 and

2008:
(Dollars in thousands Year Ended December 31, Increase

2009 2008
Stocl-based compensation expen
Cost of service $ 1,09 $ 99t $ 101 10%
Operating expens 3,571 2,53 1,04( 41%
Total stocl-based compensation before 4,67: 3,532 $ 114 32%
Income tax benef (1,68¢) (2,090

The increase in stock-based compensation expergthcompared to 2008 was primarily due to ourop@r stock option grant in
December 2008 and new hire stock option grantsiglisroffset by a decrease in our stock-based amsption as a result of our refining our
forfeiture estimate in the second quarter of 20G9of December 31, 2009, we had approximately #$@llfon of unrecognized stock-based
compensation expense related to the unvested patiall our stock options and RSUs that is expbtdebe recognized over a weighted-
average period of approximately 2.4 years. See Wdtttock-Based Compensation” in the notes taatt@mmpanying audited consolidated
financial statements for further information on stock-based awards.

Increase

(Dollars in thousands Year Ended December 31, (Decrease)
2009 2008

Interest income, Other income and Income tax

Interest income, ne $ 3,14« $ 5,02¢ $ (1,889 (371%
Foreign currency transaction gain (lo 2,08: (4,537%) 6,62( 14€%
Installment receivable interest incol 347 597 (250 (42)%
Other income, ne 22 104 (82 (79%
Interest income and oth $ 5,59¢ $ 1,19 $ 440 36<%

The decrease in interest income in 2009 compar28@8 was primarily due to our investment in lowielding tax-exempt
municipal bonds. During 2008, due to credit matketnoil and adverse changes in the economy, weggththe mix of our investment
portfolio to increase our holdings of pre-refundednicipal bonds. These bonds are collateralizethéyssuer purchasing U.S. Treasury
securities to fund all the cash flows of the refedhahunicipal bonds that will mature when the issueond matures.

The increase in foreign currency transaction gedsslted primarily from the increase in the valfiéooeign currency denominated
net assets held in the U.S., consisting primafilyash, receivables, license installments and atsquayable. As a result of the significant
increase in the value of the British pound and Eatative to the U.S. dollar during 2009, we reeaté $2.1 million foreign currency
exchange transaction gain as compared to a $4libmrfibreign exchange transaction loss in 2008.

Provision for income taxe

During 2009 and 2008, we recorded a $15.2 milliod $4.7 million provision, respectively, which réed in an effective tax rate of
32% and 30%, respectively.

Our effective income tax rate for 2009 was below dtatutory federal income tax rate due to a $Gll@mbenefit related to the
current period domestic production activities, @%illion benefit from
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tax-exempt income, and a $0.8 million reductiotthia Company’s reserve for uncertain tax positi@hated to the settlement of the
Companys income tax audit with United Kingdom governmemd sax positions of prior years for which the statof limitations has expire:
all of which reduced the Company’s effective taberd hese benefits were partially offset by $0.4iom of permanent differences, primarily
related to nondeductible meals and entertainmeguereses.

Our effective income tax rate for 2008 was below dtatutory federal income tax rate due to a $GllfEombenefit related to the
current period domestic production activities, apgmately $0.8 million of estimated federal incotag credits, and a $0.6 million benefit
from tax-exempt income. These benefits were péytidfset by an increase in the Company’s reseovauficertain tax positions of $1.3
million, the majority of which is related to theatt tax credits, and permanent differences of 80l{on primarily related to nondeductible
meals and entertainment expenses.

As of December 31, 2009, the amount of unrecogrtiardenefits totaled approximately $4.4 millioh,cd which if recognized,
would decrease our effective tax rate.

LIQUIDITY AND CAPITAL RESOURCES

(in thousands Year Ended December 31,
2010 2009 2008

Cash provided by (used ir

Operating activitie: $ 18,41 $ 49,58 $ 38,39
Investing activities 6,841 (18,167 (13,769
Financing activitie: (13,25) (5,049 (13,35¢)

Effect of exchange rate on ce (4,739 1,401 (1,909

Net increase in cash and cash equival $ 7,27( $  27,77( $ 9,37

As of December 31,
2010 2009 2008
Total cash, cash equivalents, and marketable $sies $ 87,25 $ 202,65: $ 167,22

We have funded our operations primarily from casivigled by operations and we expect to continudifumour operations in this
manner in 2011.

The decrease in cash, cash equivalents, and mblikestcurities in 2010 compared to 2009 was prigndtie to our acquisition of
Chordiant, for which we paid $109.2 million in caslet of approximately $47.6 million of cash acqdirThe increase in cash, cash
equivalents, and marketable securities in 200Dapared to 2008 was primarily due to $49.6 millddrcash provided by operations offset
$20.9 million in repurchases of our common stoott $4.3 million in dividend payments to our shareleos. Working capital was $71.9
million as of December 31, 2010 compared to $1&8Ibon as of December 31, 2009.

In connection with our integration plan of Chordiand the reduction of approximately 50 employaespaid approximately $3.7
million in severance and related benefit costsrduthe 2010. We will pay an additional $2.8 millionseverance and related benefit costs
through the second half of 2012, of which $2.5imllwill be paid in 2011. In connection with oumeination of space within one facility, we
expect to pay approximately $2.1 million in leasgmpents and demising costs, net of estimated ssdbieaome, of which approximately $
million will be paid in 2011.

We believe that our current cash, cash equivalemsketable securities, and cash from operatio29iri will be sufficient to fund
our operations and our share repurchase prograat feast the next 12 months. We also evaluateisiiqn opportunities from time to time,
which if pursued, could require use of our funds.
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Approximately $30.1 million of our total cash arebkb equivalents is held in our foreign subsidiafieis became necessary to repatriate these
funds, we may be required to pay U.S. tax, nengfapplicable foreign tax credits, upon repatriatibhere can be no assurance that changes
in our plans or other events affecting our operatiwill not result in materially accelerated or ypected expenditures.

Cash provided by operating activities

The $31.2 million decrease in cash provided by &gy activities in 2010 compared to 2009 was prilpdue to the decrease in ¢
net income and the $23.9 million increase in act®weceivable. The primary components of cash pealby operations during 2009 was
$32.2 million of net income, a $16.3 million incseain accounts payable and accrued expenses thestiming of payments, and a $5.1
million decrease in license installments for teitemse arrangements with extended payment terms.

Future Cash Receipts from License Arrangements

The following table summarizes the cash receipésiduwconnection with our existing license agreement

Installment Installment Other license payments nc
payments for payments for term
licenses recorded on licenses not recorded recorded on the balance
As of December 31(in thousands the balance sheet (1) on the balance sheet (2) sheet (3)
2011 $ 2,25¢ $ 30,92( $ 21,48(
2012 1,31¢ 25,81¢ 9,91¢
2013 - 17,507 633
2014 - 8,41: 724
2015 - 6,65( -
Thereafte - 1,622 -
Total 3,57¢ $ 90,93( $ 32,752
Unearned installment interest
income (95)
Total license installments receival
net $ 3,481

(1) These license installment payments have alrbady recognized as license revenue and are irttloddhort and long-term license
installments in the accompanying audited consadd&ialance sheet as of December 31, 2

(2) These amounts will be recognized as revenue ifutinee over the term of the agreement as paymeusrbe due or earlier if prepa

(3) These amounts will be recognized as reventigtime periods and relate to perpetual and sultsmnificenses with extended payment
terms and/or additional rights of u:

Cash provided by (used in) investing activities

During the first quarter of 2010, we sold our maakde securities to pay for the Chordiant acquisitDuring the second quarter of
2010, we paid $109.2 million, net of cash acquitedsomplete the Chordiant acquisition. During 2048 invested $3.6 million in computer
equipment, leasehold improvements and furniturefaares primarily for our Cambridge location a#idl.2 million in capitalized software
primarily related to our implementation of an acetug system.
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During 2009, cash used in investing activities wamnarily for purchases of marketable debt se@sitf $79.4 million, partially
offset by the proceeds received from the salesyritias and called marketable debt securities gt Sénillion.

During 2008, we paid approximately $0.8 millioncash to acquire certain assets of privately hetlisdechnology Group, Inc. and
a related entity (collectively, “Focus”). In Septieen 2009, the parties to the original Focus assethase agreement entered into an
amendment of that agreement such that $1.8 mitifdhe original potential contingent consideratas forfeited and $0.3 million of the
contingent consideration was earned and paid inals2010.

Cash used in financing activities

Net cash used in financing activities during 2QA@)9, and 2008 was primarily for repurchases ofoounmon stock and the paym
of our quarterly dividend. Since 2004, our Boardakctors has approved annual stock repurchaggams that have authorized the
repurchase up to $80.8 million of our common stéuk.chases under these programs have been male open market.

Common stock repurchases

The following table is a summary of our repurchastvity under all of our stock repurchase progralmsng 2010, 2009, and 2008:

(Dollars in thousands 2010 2009 2008

Shares Amount Shares Amount Shares Amount
Prior year authorizations at Januan $ 15,77 $ 12,86 $ 1,21
Authorizations 5,75( 15,00( 30,00(
Repurchases pa 294,05¢ (8,272) 673,06t (11,947 1,503,55. (17,969
Repurchases unsettl 53¢ (20 3,89¢ (139 32,37¢ (379
Authorized dollars remaining as of December $ 13,23: $ 15,77¢ $ 12,86:

In addition to the share repurchases made undeepurchase programs, we net settled the majofibyioemployee stock options
exercised and RSUs vested. During 2010 and 20@8tydtplders net settled their equity awards repnéiag the right to purchase a total of
889,000 shares and 2,451,000 shares, respectfelhich only 493,000 shares and 1,188,000 shaespgectively, were issued. The balance
of the shares was surrendered to us to pay foexbecise price and the applicable taxes. Durind201d 2009, instead of receiving cash from
these equity holders, we withheld shares with aezaf $7.0 million and $8.6 million, respectivelgr payment of taxes, and $6.7 million and
$22.3 million, respectively, for payment of the iige price. The value of share repurchases anéshathheld for net settlement of our
employee stock option exercises and vesting of R8fdst the proceeds received under our variousesbased compensation plans during
2010, 2009, and 2008.

Dividends

We declared a cash dividend of $0.12 per sharedoh of the years ended December 31, 2010, 2068208 and paid cash
dividends of $4.4 million, $4.3 million, and $4.4lion, in 2010, 2009, and 2008, respectively slbur current intention to pay a quarterly
cash dividend of $0.03 per share to shareholdemscofrd as of the first trading day of each quattewever, the Board of Directors may
terminate or modify this dividend program at amgdiwithout notice.
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Contractual obligations

As of December 31, 2010, we had material purchbigations for customer support and consulting isesyand payments under
operating leases. Our principal administrativeesamarketing, support, and research and develdpopenations are located in approxima
105,000 square foot leased facility in Cambridgasb&chusetts. The lease for this facility expme&0il3, subject to our option to extend for
two additional five-year periods.

We also lease space for our other offices undercamicelable leases that expire at various datesghr2020. Rent expense under
operating leases is recognized on a straight-lasésito account for scheduled rent increases. Xtese of expense over current payments is
recorded as deferred rent and included in accrypdreses and other long-term liabilities.

As of December 31, 2010, our known contractualgztiions, including future minimum rental paymermguired under operating leases
with non-cancelable terms in excess of one yeae wsifollows:

Payment due by period

Contractual obligations: 2012 & 2014 & 2016 &

(in thousands) Total 2011 2013 2015 Thereafter Other

Purchase obligations ( $ 1,28 $ 1,28 $ — 3 — 8 —  $ —

Liability for uncertain tax positions (: 5,43¢ — — — — 5,43¢

Operating lease obligations ( 26,56¢ 7,542 11,197 2,48( 5,34¢ —
Total $ 3328 ¢ 883 $ 11,19 $ 248 $ 534 $ 543

(1) Represents the fixed or minimum amounts due unahase obligations for customer support and ctinguservices

(2) As of December 31, 2010, our recorded liabilityuncertain tax positions was approximately $8ilion. We are unable to reasonably
estimate the timing of the cash outflow due to utageties in the timing of the effective settlemeftax positions

(3) Includes deferred rent of approximately $1.8iam included in accrued expenses and approximéitl1l million in other long-term
liabilities in the accompanying audited consolidab@lance sheet as of December 31, 2

CRITICAL ACCOUNTING POLICIES, SIGNIFICANT JUDGMENTS AND ESTIMATES

Management’s discussion and analysis of the firgmcindition and results of operations is basedhupo consolidated financial
statements, which have been prepared in accordgititaccounting principles generally accepted mthS. and the rules and regulations of
the SEC for annual financial reporting. The prepansof these financial statements requires usakerestimates and judgments that affect
the reported amounts of assets, liabilities, reesrand expenses, and related disclosure of contiagsets and liabilities. We base our
estimates and judgments on historical experienoeywledge of current conditions and beliefs of wd@ild occur in the future given availal
information. We consider the following accountimgipies to be both those most important to thenagel of our financial condition and
those that require the most subjective judgmeractifial results differ significantly from managertieestimates and projections, there could
be a material effect on our financial statements.

Revenue recognitiol

Our revenue is derived from software licenses, teaance fees related to our software licensespesfdssional services. Our
license arrangements, whether involving a perpditeise or a term license,
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generally contain multiple elements, including pssional consulting services, training, and sofwaaintenance services.

Software revenue recognition requires judgmentutling whether a software arrangement includesiplalelements, and if so,
whether vendor-specific objective evidence (“VSOB&ffair value exists for those elements. The anhofinevenue allocated to undelivered
elements is based on the VSOE of fair value fos¢helements and recognized as those elementslmerel Any remaining portion of the
total arrangement fee is then allocated to thevso# license, the delivered element. Revenue tgréeed for each element when all of the
revenue recognition criteria have been met.

Changes in the mix of the elements in a softwar@ngement, the ability to identify VSOE for thosemsents, the fair value of the
respective elements, and changes to a producirsagst life cycle could materially impact the ambahearned and unearned revenue.

Before we can recognize revenue, the following tmasic criteria must be met:

* Persuasive evidence of an arrangemesfs evidence of the existence of an arrangementjsgea contract signed by the customer for
software licenses and a statement of work for pifmal services.

» Delivery of product—Software is delivered electronically or shipped disk media.

* Fee is fixed or determinable-We assess whether a fee is fixed or determindlifeeautset of the arrangement. In addition, veess
whether contract modifications to an existing temmangement constitute a concession. Our softvi@ade agreements do not incluc
right of return.

» Collection of fee is probable-We assess the probability of collecting from eagstomer at the outset of the arrangement based on
number of factors, including the customer’s payniesiiory, its current creditworthiness, econominditions in the customes’industry
and geographic location, and general economic tiondi If in our judgment collection of a fee istpwobable, revenue is recognized as
cash is collected, provided all other conditionsréavenue recognition have been met.

Software license revenue

Perpetual software license fees are recognizeev@nue when the software is delivered, any acceptayuired by contract that is
not perfunctory is obtained, no significant obligas or contingencies exist related to the softvedher than maintenance support, and all
other revenue recognition criteria are met.

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

As a result of our focus on frequent sales to artgdted customers, our strategy to sell initiahtécensing agreements to those
customers with the goal to generate follow-on salad as a result of extended payment terms, vagynéze term license revenue over the
term of the agreement as payments become duelr égprepaid, provided all other criteria forvenue recognition have been met.

Until 2005, the majority of our term license arrangents were larger agreements with extended payerans that did not typically
result in follow-on license agreements. We havéestoty of successfully collecting payments under dhiginal payment terms, therefore for
these arrangements, we have recognized the pnesleptof the future term license payments uponornst acceptance, provided that no
significant obligations or contingencies exist tethto the software, other than maintenance supadt provided all other criteria for revenue
recognition have been met. A portion of the licefess payable under these agreements (equal thfteeence between the total license
payments and the discounted present value of thmgments) was initially deferred and recognizethsallment receivable interest income
(and is not part of total revenue) over the
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license term. For purposes of the present valumilzdions, the discount rates used were estimditesstomers’ borrowing rates at the time of
recognition, typically below prime rate. As of Dedger 31, 2010, the discount rates associated hétldémaining installment receivables
ranged from 4.00% to 6.50%. As of December 31, 2@i#0remaining balance of these installment red#es totaled approximately $3.5
million as summarized in the table on page 31.

For licensing arrangements that include a righirtspecified future products, fees are accountedd@ubscriptions and the revenue
is recognized ratably over the term of the arrareygm

Maintenance revenue

First-year maintenance typically is sold with tleéated software license and renewed on an anna@ theereafter. Maintenance
revenue is deferred and recognized ratably ovetettme of the support period, which is generally gaar and subject to annual renewals.
Perpetual license maintenance obligations are basaseparately stated renewal rates in the arragigetinat are substantive and therefore
represent VSOE of fair value. Term license arrargy@siinclude separately stated maintenance feethar@ompany uses separate sales to
determine VSOE of fair value.

Professional services revenu

Our services revenue is comprised of fees for dtinguservices, including software implementatitiajning, and reimbursable
expenses. Consulting services may be provided“stand-alone” basis or bundled with a license asftiv@are maintenance services.

Revenue from “stand-alone” training services anusotting services under time and materials corgrsatecognized as services are
performed. We have VSOE of fair value for our tmagnservices and consulting services under timenaatrials contracts in North America
and Europe, other than Spain.

Consulting services may be provided on a fixedephiasis. We do not have VSOE of fair value fordixeice services. When fixed-
price services are part of a multiple element ayeament, and the services are not essential tattatibnality of the software, and when
services, including maintenance, are the only uveledd element, we recognize the revenue fromdts arrangement ratably over the lon
of the software maintenance period or the servig®g. In the past, in a limited number of our agaments, the fixed-price services were
essential to the arrangement because we madeisigniélterations to the functionality of the scdie or built complex interfaces necessary
for the software to be functional in the customerisironment. We have not been able to make reasodapendable estimates for the
purpose of determining our progress to completi@nye have limited experience with these typesa@fue and complex arrangements.
Accordingly, when the fixed-price services are atiakto the arrangement, all revenue and costsleferred until the completion of the fixed-
price services under the completed contract metRedenue from fixegbrice services that are not bundled with a softliaense is general
recognized ratably during the service period, wiéctypically less than four months.

Revenue from stand-alone sales of Pega Cloud,latiopn-as-a-service offering, is recognized ragabler the term of the service.

Warranties and Indemnification

We warrant to our customers that our software petsdwill conform to documented specifications fdinaited period. We have not
experienced significant claims related to softwaagranties beyond the scope of maintenance suppbith we are already obligated to
provide, and consequently we have not establiskeglves for warranty obligations.
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Our agreements with customers generally requite isdemnify the customer against claims that aftware infringes third party
patent, copyright, trademark or other proprietégits. Such indemnification obligations are gergdahited in a variety of industry-standard
respects, including our right to replace an infimggproduct. As of December 31, 2010, we had npeaenced any material losses related to
these indemnification obligations and no materaines were outstanding, other than as discusséibia 11 “Commitments and
Contingenciesin the accompanying notes to the audited conselitifihancial statements. The Company is currergfgnding claims relate
to certain software that was assumed in the adiuisif Chordiant.

Deferred revenue

Deferred software license revenue typically resiutisn customer specific acceptance provisions ahdrarrangements for which all
of the criteria to recognize revenue have not meeti Deferred maintenance revenue represents seftiwanse updates and product support
contracts that are typically billed on an annuai®@ advance and are recognized ratably ovesupport periods. Deferred professional
services revenue represents advanced billingsofusudting and training services that are recognaethe services are performed.

Allowance for doubtful accounts and allowance foalgs credit memo

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

We record allowances for estimates of sales credihos for services rendered. We base these estimatgistorical analyses of
sales credit memos and assumptions about futuréseaad experience with customer disputes. If veal ulfferent assumptions in calculati
the allowance, adjustments would be reflected as@és to revenue.

Goodwill and Intangible Assets Impairment

Goodwill represents the residual purchase pricé jpaa business combination after all identifiededs and liabilities have been recorded.
Goodwill is not amortized, but is tested annudhythe fourth quarter, for impairment by the fawe model at a reporting unit level. If the
fair value of the reporting unit is less than iggrging amount, we would determine the implied failue of the goodwill and evaluate if it is
impaired.

We evaluate our intangible assets for impairmergmelver events or changes in circumstances indicatéhe carrying amount of such
assets may not be recoverable. In evaluating pgateémpairment of these assets, we specificallysoder whether any indicators of
impairment are present, including, but not limited

i whether there has been a significant adverse charthe business climate that affects the valugnodsset
g whether there has been a significant change imsttent or manner in which an asset is used;
g whether there is an expectation that the assebwifiold or disposed of before the end of its pally estimated useful life

If indicators of impairment are present, we comphesestimated undiscounted cash flows that theifipasset is expected to generate to
its carrying value. These estimates involve sigaifit subjectivity. If such assets are considerdzktompaired, the impairment to be
recognized is measured by the amount by whichdhging amount of the asset exceeds its fair value.
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Valuation of Acquired Intangible Assets

In connection with our acquisition of Chordiant ang preliminary purchase price allocation, we rded $88 million of intangible
assets, relating principally to customer relatedrigible assets and acquired technology. The vatuptocess used to calculate the values
assigned to these acquired intangible assets iplearand involves significant estimation relatieeour financial projections. The principal
component of the valuation process is the deterioimaf discounted future cash flows, which aredsbsn a number of estimates and
assumptions. There is inherent uncertainty involwét this estimation process. The estimates asdraptions that are most sensitive
include, but are not limited to:

i the selection of an appropriate discount r

i the required return on all assets employed by #heed asset to generate future inco

g our projected overall revenue growth and mix oferaye from a market participis perspective
g our gross margin estimates (which are highly depethdn our mix of revenue

i our technology life cycles

i the attrition rate of our custome

g our planned level of operating expens

Accounting for Income Taxe:

We recognize deferred tax assets and liabilitiestduemporary differences between the book anthaars of recorded assets and
liabilities. Future realization of our deferred tssets ultimately depends on the existence atmrft taxable income within the available
carryback or carryforward periods. Sources of téxarome include future reversals of existing tdgg¢emporary differences, future taxable
income, taxable income in prior carryback years, ax planning strategies. We record a valuatiowance to reduce our deferred tax assets
to an amount we believe is more likely than ndteéaealized. Changes in our valuation allowanceathpncome tax expense in the period of
adjustment. Our deferred tax valuation allowaneggiire significant judgment and uncertainties,udaohg assumptions about future taxable
income that are based on historical and projectiatmation.

We have preliminarily determined that we may ugilagpproximately $150.8 million of acquired Chorditederal and foreign net
operating losses (“NOLs"). The acquired federal [$Q@lce subject to annual limitations through 2028 aAesult of the preliminary purchase
price allocation, we recorded deferred tax asseapproximately $52.3 million related to these aoeghi NOLs. If our taxable income is not
consistent with our expectations or the timingrafome is not within the applicable carryforwardiperwe may be required to establish a
valuation allowance on all or a portion of theséeded tax assets.

We assess our income tax positions and recordeaefits based upon management’s evaluation ofattts,fcircumstances, and
information available at the reporting date. Farsintax positions where it is more-likely-than-tiatt a tax benefit will be sustained, we
record the largest amount of tax benefit with aateethan 50 percent likelihood of being realizedruultimate settlement with a taxing
authority having full knowledge of all relevantdmmation. For those income tax positions whers itdt more-likely-than-not that a tax
benefit will be sustained, no tax benefit is redegd in the financial statements. We classify lieibs for uncertain tax positions as non-
current liabilities unless the uncertainty is expddo be resolved within one year. We classifgr@est and penalties on uncertain tax positions
as income tax expense.
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As a global company, we use significant judgmertdaiculate and provide for income taxes in eactheftax jurisdictions in which we
operate. In the ordinary course of our businegsgethre transactions and calculations undertak@sevhltimate tax outcome cannot be
certain. Some of these uncertainties arise as sequience of transfer pricing for transactions with subsidiaries and nexus and tax credit
estimates. In addition, the calculation of acquieedattributes and the associated limitationscaraplex. We estimate our exposure to
unfavorable outcomes related to these uncertaiatidsestimate the probability for such outcomes.

Although we believe our estimates are reasonabl@ssurance can be given that the final tax outasitheot be different from what is
reflected in our historical income tax provisioreturns, and accruals. Such differences, or chaingestimates relating to potential
differences, could have a material impact on oocoine tax provision and operating results in théopgen which such a determination is
made.

See Note 14 “Income Taxes” in the notes to the mpamying audited consolidated financial statemfmtfurther information.

Stocl-based compensation

We recognize stock-based compensation expenseiassbwith equity awards in our consolidated statets of operations based on
the fair value of these awards at the date of g@tock-based compensation is recognized overetipgisite service period, which is generally
the vesting period of the equity award, and is stéjgh each period for anticipated forfeitures. Wemgaize stock-based compensation using
the ratable method, which treats each vesting l@mas if it were an individual grant.

We periodically grant stock options and RSUs ffixad number of shares to employees and non-emplByectors. RSUs deliver
to the recipient a right to receive a specified benof shares of our common stock upon vestingphtetx withholding. Unlike stock options,
there is no cost to the employee at share issuiieealue our RSUs at the fair value of our comrsitmtk on the grant date, which is the
closing price of our common stock on the grant dates the present value of expected dividendseasrmployee is not entitled to dividends
during the requisite service period. The exerciseefor stock options is greater than or equdhtofair market value of the shares at the date
of the grant.

We estimate the fair value of stock options ushgBlack-Scholes option valuation model, which reggius to make estimates of
key assumptions including the expected term obteon, the expected volatility of our stock primeer the option’s expected term, the risk-
free interest rate over the optisréxpected term, and our expected annual dividexid. yhe expected term of options granted is eefifrom
historical data on employee exercises and postrgesmployment termination behavior. The expectedtility is based on the historical
volatility of our stock price. The expected anndizidend yield is based on the expected annuatidivil of $0.12 per share divided by the
average stock price. The risk-free interest ratmsed on the yield of zero-coupon U.S. Treaswyriées for a period that is commensurate
with the expected option term at the time of gr#frfactors change and we employ different assuomgtiin future periods, the compensation
expense that we record may differ significantlyniravhat we have recorded in the current period.

The choice of a valuation model, and the underlgsgumptions used in applying that model, invokigrificant judgment. Our
judgment reflects our assessment of the most atecorethod of valuing the stock options we issuetham our historical experienc
knowledge of current conditions, and beliefs of tmwuld occur in the future given available infotioa. Our judgment could change over
time as additional information becomes availablagpor the facts underlying our assumptions chawge time, and any change in our
judgments could have a material effect on our fam@rstatements

See Note 13 “Stock-Based Compensation” in the riotése accompanying audited consolidated finarstetements for further
information.
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ITEM 7A.  Quantitative and Qualitative Disclosure about Marke Risk

Market risk represents the risk of loss that mdgaifus due to adverse changes in financial mantie¢s and rates. Our market risk
exposure is primarily related to fluctuations imeign exchange rates and interest rates. To dateawe not entered into derivative or hedging
transactions to manage risk in connection with dhatiuations.

Foreign currency exposure

We derived approximately 41%, 34%, and 38%, oftotal revenue from sales to customers based out$ithe U.S. in 2010, 2009,
and 2008, respectively. Our international license professional services sales have increasinglgrbe denominated in foreign currencies.
However, the operating expenses of our foreignaijers are also primarily denominated in foreigrrencies, which partially offset our
foreign currency exposure. A decrease in the valdereign currencies, particularly the British pmuand the Euro relative to the U.S. dollar,
could adversely impact our revenues and operaésglts.

Our U.S. operating company invoices most of oueifym customers in foreign currencies, so it holshcand receivables valued in
these foreign currencies. Our U.S. operating cowyigdanctional currency is the U.S. dollar. Themefowhen there are changes in the foreign
currency exchange rates versus the U.S. dollarea@gnize a foreign currency transaction gainasg) in our consolidated statements of
operations. In addition, we have intercompany antothat are eliminated in consolidation, but #rgiose us to foreign currency exchange
rate fluctuation, which are recorded as foreigreney transaction gains or (losses) in our conatdid statements of operations.

As a result of our acquisition of Chordiant, we éi@xpanded our international operations. We ho&l dollars in these foreign
operations whose functional currency is the Eutagctv partially offsets our exposure to foreign emcy transaction losses related to foreign
currencies held by our U.S. operating company. fA3ezember 31, 2010, we held cash and receivablgea to foreign currency transacti
gains or losses with a net carrying value of apnately $27.1 million. A ten percent change in theeign currency exchange rates as of
December 31, 2010 would have changed the net ogriglue of our net monetary assets by approxim&2I7 million as of that date with a
corresponding currency gain (loss) recognized incomsolidated statement of operations. During 20@0recorded a $5.6 million foreign
currency transaction loss due to the decreaseinmalue of our net monetary assets held in foreigrencies, primarily the Euro and British
pound, relative to the U.S. dollar.

Interest rate exposure

During the first quarter of 2010, we sold our maakde securities to pay for the Chordiant acquisitDuring the second quarter of 2010,
we paid approximately $109.2 million in cash, neapproximately $47.6 million in cash acquired torplete the Chordiant acquisition. As
December 31, 2010, we had $14.3 million of cashvedents, which were primarily liqguid money mariends, and $16.1 million of
marketable debt securities, which consisted of gowent sponsored enterprise bonds, corporate bandsnunicipal bonds. Due to the
highly liquid nature of these investments, we aresubject to significant interest rate risk.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

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

We have audited the accompanying consolidated balsineets of Pegasystems Inc. and subsidiarie$Qtmpany”) as of
December 31, 2010 and 2009, and the related cdasetl statements of operations, stockholders’ gaquitl comprehensive income (loss),
and cash flows for each of the three years in gt®gd ended December 31, 2010. These financiarsttts are the responsibility of the
Company’s management. Our responsibility is to egpran opinion on these financial statements basedr audits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighamioUnited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whethdindrecial statements are free of material
misstatement. An audit includes examining, on tldasis, evidence supporting the amounts and disads in the financial statements. An
audit also includes assessing the accounting ptesiused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe thataodits provide a reasonable basis for our opinio

In our opinion, such consolidated financial statetegresent fairly, in all material respects, tin@ricial position of Pegasystems Inc.
and subsidiaries as of December 31, 2010 and 20@Bthe results of their operations and their ¢asts for each of the three years in the
period ended December 31, 2010, in conformity w&itbounting principles generally accepted in thetdthStates of America.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
Company’s internal control over financial reportiag of December 31, 2010, based on the criterabkstted innternal Control—Integrated
Frameworkissued by the Committee of Sponsoring Organizatifriee Treadway Commission and our report datecca6, 2011
expressed an unqualified opinion on the Compamg&ymal control over financial reporting.

/SIDELOITTE & TOUCHE LLP

Boston, Massachusetts
March 16, 2011
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Current asset:

Cash and cash equivalel
Marketable securitie

CONSOLIDATED BALANCE SHEETS
(in thousands, except per share amounts)

ASSETS

PEGASYSTEMS INC.

Total cash, cash equivalents, and marketable $ies
Trade accounts receivable, net of allowance of 3 dnd $64¢
Shor-term license installmen

Deferred income taxe
Income taxes receivab
Other current asse

Total current asse

Long-term license installments, net of unearned inténestime
Property and equipment, r
Long-term deferred income tax
Long-term other asse
Intangible assets, n

Goodwill

Total asset

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities:
Accounts payabl
Accrued expense

Accrued compensation and related expe

Deferred revenu

Total current liabilities

Income taxes payab

Long-term deferred revent
Other lon¢-term liabilities

Total liabilities

Commitments and contingenci

Stockholder equity:

Preferred stock, $0.01 par value, 1,000 share®eréd; no shares issued and outstan
Common stock, $0.01 par value, 70,000 shares anéuhr37,250 shares and 36,818 shares issue

outstanding

Additional paic-in capital

Retained earning

Accumulated other comprehensive incol
Net unrealized (loss) gain on availe-for-sale marketable securiti
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,

2010 2009
$ 71,127 $ 6385
16,12 138,79
87,25 202,65
77,63 39,39
2,25¢ 2,82¢
5,466 2,52
9,26¢€ 5,04¢
5,121 3,79
187,00 256,24;
1,22 2,97¢€
11,01 8,931
32,72 7,51
2,217 1,19t
80,68 33€
22,61 2,391
$ 337,48 $ 279,58
$ 628 $ 4,791
24,74 6,74¢
27,12 23,28
56,90 32,87(
115,05t 67,68
5,78: 4,82¢
17,75 —
3,221 1,84¢
141,81 74,36
372 36¢€
122,60° 121,38
71,43 81,77¢
(36) 53¢
1,29¢ 1,147
195,67( 205,21
$ 337,48 $ 279,58
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Revenue
Software licens
Maintenance
Professional service
Total revenue
Cost of revenue
Cost of software licens
Cost of maintenanc
Cost of professional servic
Total cost of revenu
Gross profit
Selling and marketin
Research and developmt
General and administratiy
Acquisitior-related cost
Restructuring cosl
Total operating expens
(Loss) income from operatiol
Foreign currency transaction (loss) g
Interest income, ne
License installment receivable interest incc
Other income, ne
(Loss) income before (benefit) provision for incotages
(Benefit) provision for income taxt
Net (loss) incomi

Net (loss) earnings per shg
Basic

Diluted

Weighte-average number of common shares outstar
Basic

Diluted

Cash dividends declared per sh

See notes to consolidated financial statements.

PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except per share amounts)
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Year ended December 31,

2010 2009 2008
$119,83¢  $11593:  $ 76,57
83,87¢ 50,09¢ 40,11
132,88: 97,98( 94,96(
336,59 264,01 211,64
4,30: 121 95
11,04: 6,20: 5,39(
113,39( 84,61 76,27-
128,73 90,93: 81,75
207,86 173,07¢ 129,89(
116,23( 74,37¢ 63,79¢
55,19: 38,86: 31,47:
25,03¢ 18,01" 20,14(
5,92¢ — —
8,06¢ — —
210,44 131,25° 115,41
(2,580) 41,81¢ 14,47¢
(5,569 2,08: (4,537)
882 3,14¢ 5,02¢
25E 347 597
814 22 104
(6,197) 47 41 15,67:
(30€) 15,20: 4,69t
$ (5,89) $3221: $ 10,97
$ (016 $ 08¢ $ 0.3
$ (016 $ 088 $ 0.2
37,03 36,20¢ 36,14¢
37,03 38,11¢ 37,60¢
$ 01z $ 01z $ 0.1c
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PEGASYSTEMS INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY AND
COMPREHENSIVE INCOME (LOSS)
(in thousands, except per share amounts)

Accumulated

Other Total
Additional Comprehensive Stock-
Paid-In Retained holders’
Common Stock Capital Earnings Income Equity
Number
of Shares Amount
Balance at December 31, 20 36,19: $ 36z $ 123,40. $ 47,321 $ 1,86( $ 172,94.
Repurchase of common sta (1,53¢) (15) (18,339 — — (18,349
Issuance of common stock for sk-based compensation pla 1,10¢ 11 5,80¢ — — 5,817
Issuance of stock under Employee Stock Purchase 24 — 265 — — 265
Stock-based compensation expel 22 — 3,53 — — 3,53
Tax benefit from exercise of stock options net efiedred tax asset deficiencies of $: — — 3,25¢ — — 3,25¢
Cash dividends declared ($0.12 per sh — — — (4,369) — (4,369)
Comprehensive incom
Foreign currency translation adjustme — — — — (2,020 (2,020
Net unrealized holding gain on investments avag-for-sale, net of tax $ — — — — 1,05¢ 1,05¢
Net income — — — 10,971 — 10,977
Total comprehensive incon $ 10,017
Balance at December 31, 20 35,81( 35€ 117,92¢ 53,93t 89t 173,11
Repurchase of common sta 677) ) (12,07¢) — — (12,087
Issuance of common stock for sk-based compensation pla 1,64¢ 17 (4,140 — — (4,129
Issuance of stock under Employee Stock Purchase 15 — 33t — — 33t
Exercise of common stock warral 7 — —
Issuance of stock awar 18 454 454
Stocl-based compensation expel — — 4,21¢ — — 4,21¢
Tax benefit from exercise or vesting of equity adgamet of deferred tax asset
deficiencies of $74 — — 14,67 — — 14,67
Cash dividends declared ($0.12 per sh — — — (4,37)) — (4,37))
Comprehensive incom
Foreign currency translation adjustme — — — — 1,31¢ 1,31¢
Net unrealized holding gain on investments avagé-for-sale, net of tax of $4 — — — — (529) (529)
Net income — — — 32,21: — 32,21
Total comprehensive incon $ 33,00
Balance at December 31, 20 36,81¢ 36¢ 121,38 81,77¢ 1,68¢ 205,21¢
Repurchase of common sta (295) ) (8,28¢) — — (8,2972)
Issuance of common stock for sk-based compensation pla 69C 4,720 — — (4,719
Issuance of stock under Employee Stock Purchase 22 — 59t — — 59t
Issuance of stock awar 15 42C 42C
Stoclk-based compensation expel — — 6,32¢ — — 6,32¢
Value of stock options issued for acquisition ofo@hant — — 3,51¢ — — 3,51¢
Tax benefit from exercise or vesting of equity asgamet of deferred tax asset
deficiencies of $35 — — 3,36¢ — — 3,36¢
Cash dividends declared ($0.12 per sh — — — (4,459 — (4,459
Comprehensive los
Foreign currency translation adjustme — — — — 14¢ 14¢
Unrealized loss on securitie
Net unrealized holding loss on investments avag-for-sale, net of tax of $1 — — — — (33¢) (33¢)
Less: reclassifications adjustment for gains inetlich net loss, net of tax of ¢ (237) (237)
Net loss — — — (5,899 — (5,899
Total comprehensive lo: $ (6,317)
Balance at December 31, 20 37,25 $ 37. $ 12260 $ 71,43 $ 1,26 $ 195,67

See notes to consolidated financial statements.
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PEGASYSTEMS INC.

CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Operating activities
Net (loss) incomi
Adjustment to reconcile net (loss) income to casiviped by operating
activities:
Excess tax benefits from exercise or vesting oftggwards
Deferred income taxe
Depreciation and amortizatic
Amortization of investment
Stocl-based compensation expel
Foreign currency transaction Ic
Gain on sale of investmer
Loss on disposal of equipme
Change in operating assets and liabilit
Trade accounts receivat
License installment
Income taxes receivable and other current a
Accounts payable and accrued exper
Deferred revenu
Other lon¢-term assets and liabilitie
Cash provided by operating activiti
Investing activities
Purchases of marketable securi
Proceeds from sales, maturities and called marleetszurities
Payments for 2010 acquisition, net of cash acqt
Payments for 2008 acquisitit
Investment in property and equipmi
Cash provided by (used in) investing activit
Financing activities
Issuance of common stock for sk-based compensation pla
Proceeds from sale of stock under Employee Stockhage Plal
Excess tax benefits from exercise or vesting oftggwards
Dividend payments to sharehold:
Common stock repurchases for tax withholdings firsettlement of equity
awards
Common stock repurchases under share repurchageprs
Cash used in financing activiti
Effect of exchange rate on cash and cash equis
Net increase in cash and cash equival
Cash and cash equivalents, beginning of
Cash and cash equivalents, end of \

Supplemental disclosure
Income taxes pai

Non-cash investing and financing activi
Dividends payabli
Repurchases of common stock unset
Contingent consideration payal

Year ended December 31,

See notes to consolidated financial statements.
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2010 2009 2008
$ (589) $ 3221 $ 10,97
(3,719 (15,417) (3,471)
(1,574) 1,417 (3,806)
10,83¢ 2,801 2,15¢
994 3,91( 2,10¢
6,74F 4,67: 3,53-
4,75: : s
(242) 1) (84)
147 114 08
(23,93%) 3,40¢ 3,121
2,324 5,05: 16,59:
(1,217 (4,542) 448
4,51 16,31: 7,39€
23,92 63¢ (947)
74¢ (994) 282
18,41+ 49 58 38,39¢
(73,619 (79,447 (194,47
195,68( 67,32 185,55¢
(109,22 — —
(250) — (79€)
(5,74%) (6,04%) (4,050)
6,841 (18,169 (13,769
2,26¢ 4,47¢ 6,72(
59E 33t 26
3,71¢ 15,41: 3,471
(4,441) (4,346) (4,36¢)
(6,982) (8,596) (904)
(8,40¢) (12,326 (18,53¢)
(13,257 (5,049) (13,35
(4,739 1,401 (1,90
7,27C 27,77 9,377
63,85’ 36,08 26,71(
$ 7112 $ 638 $ 36,08
$ 158 $ 702 $  4,95¢
$ 1,116  $ 1,108  $ 1,08(
$ 200 % 136 $ 37¢
$ - $ 25C $ -
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. BASIS OF PRESENTATION

(a) Business

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

(b) Management estimates and reporting

The preparation of financial statements in confeymiith accounting principles generally acceptethia United States of America
("U.S.”) requires management to make estimategaaginents that affect the reported amounts of asse liabilities and disclosure of
contingent assets and liabilities at the date effittencial statements and the reported amountsvehues and expenses during the periods
presented. Actual results could differ from thosgéneates. Accounts with reported amounts basedgmifisant estimates and judgments
include revenue, allowance for sales credit memefgrred income taxes, income taxes payable, iitEngssets, goodwill, accrued expen
deferred revenue, and stock-based compensation.

(c) Principles of consolidation
The consolidated financial statements include Begesis Inc. and its wholly owned subsidiaries.iAtér-company accounts and
transactions have been eliminated in consolidation.
(d) Reclassifications
The Company combined certain captions within tlvesting section of its consolidated statement shdbws to conform to the current
period presentation. The combining of these captitid not have any impact on the total cash usé@wvisting activities.

2. SIGNIFICANT ACCOUNTING POLICIES

(a) Revenue recognition

The Company’s revenue is derived from softwarenkess, maintenance fees related to the Companyisaseflicenses, and
professional services. The Company'’s license amanggts, whether involving a perpetual license teria license, generally contain multiple
elements, including professional consulting sesiteining, and software maintenance services.

Software revenue recognition requires judgmentutling whether a software arrangement includesiplalelements, and if so,
whether vendor-specific objective evidence (“VSOB&ffair value exists for those elements. The anhofinevenue allocated to undelivered
elements is based on the VSOE of fair value fos¢helements and recognized as those elementslaereld Any remaining portion of the
total arrangement fee is then allocated to thenswé license, the delivered element. Before wereaognize revenue, the following four be
criteria must be met:

. Persuasive evidence of an arrangem—As evidence of the existence of an arrangementjsgea contract signed by the custa
for software licenses and maintenance, and a statieofl work for professional service
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PEGASYSTEMS INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

. Delivery of produc—Software is delivered electronically or shippeddisk media

. Fee is fixed or determinab—We assess whether a fee is fixed or determinahileeaoutset of the arrangement. In addition, we
assess whether contract modifications to an egisérm arrangement constitute a concession. Otwand license agreements do
not include a right of returi

. Collection of fee is probable-We assess the probability of collecting from eacst@mer at the outset of the arrangement bas
a number of factors, including the customer’s paynhéstory, its current creditworthiness, econongaditions in the customer’s
industry and geographic location, and general emangonditions. If in our judgment collection ofee is not probable, revenue
recognized as cash is collected, provided all atbeditions for revenue recognition have been

Software license revenues

Perpetual software license fees are recognizeev@nue when the software is delivered, any acceptayuired by contract that is
not perfunctory is obtained, no significant obligas or contingencies exist related to the softwaileer than maintenance support, and all
other revenue recognition criteria are met.

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

As a result of the Company'’s focus on frequentsstdets targeted customers, the Company’s stratetgysell initial term licensing
agreements to those customers with the goal torgenfollow-on sales, and as a result of extendsanent terms, the Company recognizes
term license revenue over the term of the agreeaseptyments become due or earlier if prepaid,igeovall other criteria for revenue
recognition have been met.

Until 2005, the majority of the Company’s term lse arrangements were larger agreements with eedgrayment terms that did
not typically result in follow-on license agreementhe Company has a history of successfully ctsiggpayments under the original
payment terms, therefore for these arrangemems;timpany has recognized the present value ofitbesfterm license payments upon
customer acceptance, provided that no significaligations or contingencies exist related to thiévgare, other than maintenance support,
and provided all other criteria for revenue rectignihave been met. A portion of the license fegaple under these agreements (equal
difference between the total license payments hadliscounted present value of those payments)nitedly deferred and recognized as
installment receivable interest income (and ispast of total revenue) over the license term. Roppses of the present value calculations
discount rates used were estimates of customersdwimg rates at the time of recognition, typicdbglow prime rate. As of December 31,
2010, the discount rates associated with the ranmainstallment receivables ranged from 4.00% &D%o.

For licensing arrangements that include a righirtspecified future products, fees are accountedd@ubscriptions and the revenue
is recognized ratably over the term of the arrargy@m

Maintenance revenues

First-year maintenance typically is sold with tleéated software license and renewed on an annea theereafter. Maintenance revenue
is deferred and recognized ratably over the terth@&upport period, which is generally one year subject to annual renewals. Perpetual
license maintenance obligations are based on depastated renewal rates in the arrangement tieagubstantive and therefore represent
VSOE of fair
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

value. Term license arrangements include separstaigd maintenance fees and the Company usestepales to determine VSOE of fair
value.

Professional services revenues

The Company’s services revenue is comprised offfeesaining, consulting services including softedamplementation, and
reimbursable expenses. Consulting services maydwded on a “stand-alone” basis or bundled witlt@nse and software maintenance
services.

Revenue from “stand-alone” training services anusotting services under time and materials corgrsatecognized as services are
performed. The Company has VSOE of fair value farteaining services and consulting services utidez and materials contracts in North
America and Europe, other than Spain.

Consulting services may be provided on a fixedephiasis. The Company does not have VSOE of faireviar fixed-price services.
When fixedprice services are part of a multiple element ayeament, and the services are not essential tatiaiénality of the software, at
when services including maintenance, are the ondlelivered element, the Company recognizes thente/&om the total arrangement
ratably over the longer of the software maintengreréod or the service period. In the past, im@téd number of the Company’s
arrangements, the fixed-price services were esdeatihe arrangement because the Company madécaghalterations to the functionality
of the software or built complex interfaces necaséar the software to be functional in the custoi®environment. The Company has not
been able to make reasonably dependable estinatd®efpurpose of determining the Company’s pragtesompletion, as the Company has
limited experience with these types of unique amthigiex arrangements. Accordingly, when the fixeideservices are essential to the
arrangement, all revenue and costs are deferrddhatompletion of the fixed-price services untter completed contract method. Revenue
from fixed-price services that are not bundled waitsoftware license is generally recognized ratdblyng the service period, which is
typically less than four months.

Revenue from stand-alone sales of Pega Cloud, ahgp@ny’s platform-as-a-service offering, is recagdiratably over the term of
the service.

Warranties and Indemnification

The Company warrants to its customers that itsxeo#t products will conform to documented specifaa for a limited period. The
Company has not experienced significant claimgedlto software warranties beyond the scope of t@aémce support, which it is already
obligated to provide, and consequently it has stdaldished reserves for warranty obligations.

The Company’s agreements with customers genesdlyire it to indemnify the customer against clatheg the Companyg’ software
infringes third party patent, copyright, trademarlother proprietary rights. Such indemnificatidsligations are generally limited in a variety
of industry-standard respects, including the Comgizarght to replace an infringing product. As oé€mber 31, 2010, the Company had not
experienced any material losses related to themaminification obligations and no material claimgaeveutstanding, other than as discusse
Note 11“Commitments and Contingencies”. The Company isentty defending claims related to certain softwia was assumed in the
acquisition of Chordiant.

Deferred revenue

Deferred software license revenue typically resiutisn customer specific acceptance provisions ahdrarrangements for which all
of the criteria to recognize revenue have not een Deferred maintenance
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS—(Continu ed)

revenue represents software license updates addgirsupport contracts that are typically billedeoper annum basis in advance and are
recognized ratably over the support periods. Deteprofessional services revenue represents advéiltegs for consulting and training
services that are recognized as the services d@ped.

Allowance for doubtful accounts and allowance for ales credit memos

The Company maintains an allowance for doubtfubaots for estimated losses resulting from the iitghif the Company’s
customers to make required payments. The Compasyiimates are based on the composition of the atsoeceivable aging, historical bad
debts, changes in payment patterns, customer watlitiness and current economic trends. If therfaia condition of the Company’s
customers were to deteriorate resulting in theibility to make required payments, additional psavis for doubtful accounts would be
required and would increase bad debt expense.

The Company records allowances for estimates essakdit memos for services rendered. The Compasegs these estimates on
historical analyses of sales credit memos and gssomms about future events and experience withotust disputes. If the Company
experienced actual results that were different thase used in determining the assumptions in tzlog the allowance, adjustments to the
allowance would be reflected as changes to revenue.

(b) Fair value of financial instruments

The principal financial instruments held by the @amy consist of cash equivalents, marketable s&esjraccounts receivable, and
accounts payable. The carrying value of theselnstnts approximates their fair value. See Note arkdtable Securities” and Note 4 “Fair
Value Measurements” for further discussion of ficiahinstruments that are carried at fair valueaaecurring basis.

(c) Property and equipment

Property and equipment are recorded at cost. Diggieat and amortization are computed using thegitdine method over the
estimated useful lives of the assets, which arsetlgears for equipment and five years for furniamd fixtures. Leasehold improvements are
amortized over the lesser of the term of the lemghe useful life of the asset. Repairs and maartee costs are expensed as incurred.

The Company capitalizes and amortizes certain doasts associated with computer software developgairchased for internal
use. The Company amortizes capitalized softwarts g@nerally over three to five years commencinghendate the software is placed into
service. During 2010 and 2009, the Company capédl$0.7 million and $0.5 million of computer sdding costs related to the Company’s
implementation of an accounting system for inteuss. During 2008, the Company did not capitalizg @sts for computer software
developed for internal use.

(d) Goodwill

Gooduwill represents the residual purchase price jpaa business combination after all identifiededs and liabilities have been
recorded. Goodwill is not amortized, but is tesedually in the fourth quarter for impairment otween annual tests if indicators of poter
impairment exist. To test for impairment, the Compaompares the carrying value of the reporting tmits fair value. If the reporting unit’s
carrying value
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exceeds its fair value, the Company would recorthgrairment loss to the extent that the carryinig@af goodwill exceeds its implied fair
value. The Company performed its annual impairnbesttin 2010, 2009, and 2008 and determined thad\gl was not impaired.

(e) Intangible Assets

All of the Company’s intangible assets are amodtizsing the straightne method over their estimated useful life, whiahges fron
one to nine years. The Company evaluates its iflilngssets for impairment whenever events or abangcircumstances indicate that the
carrying amount of such assets may not be recoleerabpairment is assessed by comparing the undiged cash flows expected to be
generated by the intangible asset to its carryalge: If an impairment exists, the Company calagdhe impairment by comparing the
carrying value of the intangible asset to its failue as determined by discounted expected casis.flbhe Company has not recorded any
impairments in 2010, 2009, or 2008.

(f) Research and development and software costs

Research and development costs are expensed adhdDapitalization of computer software develofmdesale begins upon the
establishment of technological feasibility, genlgrdemonstrated by a working model or an operatemsion of the computer software
product. Such costs have not been material toatatechnological feasibility is established withighort timeframe from the software’s
general availability and, as a result, no costeweapitalized during 2010, 2009, and 2008.

(g) Stock-Based Compensation

The Company recognizes stock-based compensati@nsg@mssociated with equity awards based on thesfaie of these awards at
the grant date. Stock-based compensation is repedjmver the requisite service period, which isegalty the vesting period of the equity
award, and is adjusted each period for anticipfidditures. The Company recognizes stock-basecpeosation using the ratable method,
which treats each vesting tranche as if it weradividual grant. See Note 13 “Stock-based Comptmsafor discussion of the Company’s
key assumptions included in determining the falugaf its equity awards at grant date.

(h) Acquisition-related costs

Acquisition-related costs are expensed as inclanedinclude direct and incremental costs associatiddan impending or completed
acquisition. During 2010, the Company incurred $8ilion of acquisition-related costs associatethviis acquisition of Chordiant Software,
Inc. (“Chordiant”). These costs consisted of apprately $3.1 million of due diligence costs andiadwy and legal transaction fees,
approximately $0.8 million of valuation and tax salhing fees, $1.6 million of legal costs assodatdth the assumed litigation, and $0.4
million of integration and other expenses. See Ndt&cquisition, Goodwill and Intangibles” for furer discussion of the acquisition.

(i) Restructuring costs

Restructuring costs include severance and relaadft costs for the reduction of personnel duthgsecond and third quarter of 2010
related to the Chordiant acquisition. They alsdude future lease payments and demising cost®frestimated sublease income, for the
elimination of space within one facility. See Nd@“Accrued Restructuring Costs” for further detail
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(j) Foreign currency translation

The translation of assets and liabilities for thajarnty of the Company’s foreign subsidiaries isdaat period-end exchange rates,
while revenue and expense accounts are translated average exchange rates during the perioddddions occurred. The resulting
translation adjustments are reflected in accumdlateer comprehensive income. Our India subsidiass the U.S. dollar as its functional
currency, therefore, its monetary assets and liiggsilare remeasured at current rates and its rmmetary assets are recorded at historical
exchange rates. Realized and unrealized exchamge gdosses from transactions and remeasurendgrdtments are reflected in foreign
currency transaction (loss) gain, in the accompangonsolidated statements of operations.

(k) Accounting for Income Taxes

The Company recognizes deferred tax assets arilitigsbdue to temporary differences between thekband tax bases of recorded
assets and liabilities. Future realization of thempany’s deferred tax assets ultimately dependbh@existence of sufficient taxable income
within the available carryback or carryforward pels. Sources of taxable income include future salsrof existing taxable temporary
differences, future taxable income, taxable incamgrior carryback years, and tax planning strategihe Company records a valuation
allowance to reduce its deferred tax assets toranuat it believes is more-likely-than-not to belizsd. Changes in the valuation allowance
impacts income tax expense in the period of adjestnThe Company’s deferred tax valuation allowamcgiires significant judgment and
uncertainties, including assumptions about futaxable income that are based on historical aneégi@j information. The Company
recognizes excess tax benefits when they are eeliwough a reduction in income taxes payablegu$ia with and without method.

The Company assesses its income tax positionsezodds tax benefits based upon management’s eigalatthe facts,
circumstances, and information available at themapy date. For those tax positions where it igsariely-than-not that a tax benefit will be
sustained, the Company records the largest amduiax denefit with a greater than 50 percent ltketid of being realized upon ultimate
settlement with a taxing authority having full knledge of all relevant information. For those incotave positions where it is not more-likely-
than-not that a tax benefit will be sustained,aolienefit is recognized in the financial stateraefihe Company classifies liabilities for
uncertain tax positions as non-current liabilitiedess the uncertainty is expected to be resohitdnwone year. The Company classifies
interest and penalties on uncertain tax positienaeome tax expense.

As a global company, the Company uses signifiazafgment to calculate and provide for income taresaich of the tax jurisdictions
in which it operates. In the ordinary course of business, there are transactions and calculatiotisrtaken whose ultimate tax outcome
cannot be certain. Some of these uncertainties ass consequence of transfer pricing for traimsectvith the Company’s subsidiaries and
nexus and tax credit estimates. In addition, theutation of acquired tax attributes and the asstedi limitations are complex. See Note 14
“Income Taxes” for further information.
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3. MARKETABLE SECURITIES

(in thousands)

December 31, 2010

Unrealized
Amortized Unrealized
Cost Gains Losses Fair Value
Marketable securitie:
Government sponsored enterprise bc $ 5,601 1 9 $ 5,59:
Corporate bond 5,46¢ — (49 5,41¢
Commercial pape 2,99¢ — (D 2,99¢
Municipal bonds 2,114 — — 2,114
Marketable securitie $ 16,18. 1 59 ¢ 16,12«
(in thousands) December 31, 2009
Unrealized
Amortized Unrealized
Cost Gains Losses Fair Value
Marketable securitie:
Municipal bonds $ 112,12 601 G5 $ 112,72
Government sponsored enterprise bc 19,65( 17 (207) 19,56(
Corporate bond 6,517 — (4) 6,513
Marketable securitie $ 138,29 61 (11¢) $ 138,79¢

The Company considers debt securities with madsritif three months or less when purchased, todfeemjuivalents. Interest is recorded
when earned. All of the Company’s investments tassified as available-f@ale and are carried at fair value with unrealigaiths and losst

recorded as a component of accumulated other cdrepsése income.

As of December 31, 2010, remaining maturities ofketable debt securities ranged from January 260 Nowvember 2013, with a
weighted-average remaining maturity of approximaifé&l months. Proceeds from available-for-sale séesithat were sold during 2010 were
$161.3 million with gross realized gains of appmately $0.4 million and $0.1 million gross realidedses. Proceeds from available-for-sale
securities that were sold during 2008 were $9318amiwith gross realized gains of $0.3 million agibss realized losses of $0.2 million. The
Company did not sell any of its marketable debtigées in 2009. Specific identification of the imtlual securities was used to determine

basis on which the gain or loss was calculated.

4. FAIR VALUE MEASUREMENTS

Fair value is an exit price, representing the arhthet would be received from the sale of an agsphtid to transfer a liability in an
orderly transaction between market participantethas assumptions that market participants wouddmupricing an asset or liability. As a
basis for classifying the fair value measuremeatiyee-tier fair value hierarchy, which classifiies fair value measurements based on the
inputs used in measuring fair value, was estaldigtsefollows: (Level 1) observable inputs suchwested prices in active markets for ident
assets or liabilities; (Level 2) significant ottedrservable inputs that are observable either djrectiindirectly; and (Level 3) significant
unobservable inputs in which there is little ormarket data, which requires the Company to deviddopvn assumptions. This hierarchy
requires the Company to use observable market wht) available, and to minimize the use of unolade inputs when determining fair

value. On a recurring basis, the Company recosdnirketable securities at fair value.
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The Company’s investments classified within Levelf the fair value hierarchy are valued using qdaterket prices. The
Company’s investments classified within Level Ztod fair value hierarchy are valued based on matiting compiled by third party pricing
vendors, using observable market inputs such asaisttrates, yield curves, and credit risk.

The fair value hierarchy of the Company’s cash egjents and marketable securities at fair valsifollows:

Fair Value Measurements at

Reporting
Date Using
Quoted Prices Significant
in Active Other
Markets for Observable
Identical Assets Inputs
(in thousands) December 31, 201 (Level 1) (Level 2)
Money market fund $ 14,34 $ 14,34 $ —
Marketable securitie:
Government sponsored enterprise bc $ 5,59: $ = $ 5,59:
Corporate bond 5,41¢ 5,41¢ —
Commercial pape 2,99¢ — 2,99¢
Municipal bonds 2,11¢ — 2,11¢
Total marketable securitit $ 16,12 $ 5,41¢ $ 10,70¢
Fair Value Measurements at
Reporting
Date Using
Quoted Prices Significant
in Active Other
Markets for Observable
Identical Assets Inputs
(in thousands) December 31, 200 (Level 1) (Level 2)
Money market fund $ 9,88( $ 9,88( $ —
Marketable securitie:
Municipal bonds $ 112,72: $ 27,15 $ 85,57
Government sponsored enterprise bc 19,56( — 19,56(
Corporate bond 6,512 6,51: —
Total marketable securiti¢ $ 138,79t $ 33,66¢ $ 105,13:

Assets Measured at Fair Value on a Nonrecurringi

Assets not recorded at fair value on a recurrirgishauch as property and equipment, and intangisets are recognized at fair value
when they are impaired. During 2010, 2009, and 2€688Company did not recognize any nonrecurrimmgvielue measurements from
impairments. The Company recorded assets acquigttabilities assumed related to its acquisitibCbordiant at fair value as described in
Note 7“Acquisition, Goodwill, and Other Intangible Asséts
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5. TRADE ACCOUNTS RECEIVABLE, NET OF ALLOWANCES

Unbilled trade accounts receivable relate to sess/garned under time and material arrangementatenaince and license arrangements
that had not been invoiced as of December 31, 28tilDecember 31, 2009, respectively.

December 31, December 31,

(in thousands) 2010 2009
Trade accounts receivak $ 65,37 $ 32,04
Unbilled accounts receivab 13,42 8,00:

Total accounts receivab 78,79 40,04
Allowance for sales credit mem (1,027%) (540
Allowance for doubtful accoun (132) (109

Total allowance (1,159 (649)

$ 77,63 $ 39,39

The Company records an allowance for estimatestgfipial sales credit memos when the related reventecorded and reviews
this allowance periodically. The following refle¢tse activity of the allowance for sales credit nosrfor each of three years ended
December 31:

(in thousands) 2010 2009 2008

Balance at beginning of ye $ 54(C $ 1,12¢ $ 08¢
Provision for credit memc 3,05( 2,60( 1,771
Credit memos issue (2,569 (3,18%) (1,63¢)

$ 1,02 $ 5S4 $ 1,12

6. PROPERTY AND EQUIPMENT

December 31, December 31

(in thousands) 2010 2009
Computer equipmer $ 8,55( $ 6,65¢
Leasehold improvemen 7,24: 5,714
Computer software purchas 3,07¢ 1,34
Furniture and fixture 2,73¢ 2,22
Computer software developed for internal 721 721
Fixed assets in progre 62€ 694

22,95« 17,35:
Less: accumulated depreciation and amortize (11,944 (8,427
Property and equipment, r $ 11,01 $ 8,93

As of December 31, 2010, the majority of fixed &s&e progress are leasehold improvement costierkta the Company’s expansion of
its existing office in Hyderabad, India.

Depreciation and amortization expense was apprdri;n&4.3 million, $2.8 million, and $2.2 milliorof the years ended December 31,
2010, 2009, and 2008, respectively.
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7. ACQUISITION, GOODWILL, AND OTHER INTANGIBLE ASSE TS

Chordiant Acquisition

On April 21, 2010, the Company acquired all of tlwtstanding shares of common stock of Chordial#ading provider of customer
relationship management (“CRM”) software and sasiwith a focus on improving customer experienbesugh decision technology. The
aggregate purchase price for Chordiant was appeteim$160.3 million, consisting of $156.8 milliamcash and stock options with a fair
value of $3.5 million. The Company issued approxetya241,000 stock options as replacement of ondiitey Chordiant stock options at the
acquisition date. The majority of the fair valuetlogse stock options was recorded as purchasehassa on the portion of the awards related
to pre-combination services. The compensation esgpassociated with the portion of the replacemematds related to post-combination
services totaled $0.2 million and will be recoguizes compensation expense over the remaining sgpeitod. The Company has expensed
all transaction costs, as described in Note 2 ‘igant Accounting Policies.” These costs have bieefuded in acquisition-related costs in
the accompanying consolidated statement of opesatio

The Company believes the acquisition will expasdjibbal customer base and provide complementduyigas. Chordiant clients will
able to incorporate Pegasystems process automatemhance their experience in their existing catiter and marketing solutions.
Pegasystems’ clients will benefit from Chordiamécision management solutions and extensive CRbtsads addition, the Company
believes the combination of the two companies &xfpand the partner network and provide incremdntsiness opportunity growth.

The operations of Chordiant are included in the Gany’s operating results from the date of acquisitDue to the rapid integration of
the products, sales force, and operations of Chntdother than the maintenance revenue attribeitatthe recognition of the fair value of
acquired deferred maintenance revenue and profegservices revenue attributable to arrangemedigtireg at the acquisition date, it is no
longer feasible for the Company to identify revefraen new arrangements attributable to Chordiant.

The valuation of acquired tax assets, uncertaitiahyities, and certain accrued liabilities isepminary. The Company is in the process
of investigating the facts and circumstances exgséis of the acquisition date in order to finaltsevaluation and establish the related
recoverable deferred tax assets. During the thiedtgr of 2010, the Company preliminarily deternditigat it may utilize approximately $146
million of acquired Chordiant federal net operatiogses (“NOLs"), which are subject to annual latiiins through 2029. As a result of this
determination and other tax related adjustmenésCibmpany updated its purchase price allocatiahdrihird quarter of 2010 and recorded a
$31.5 million increase in net deferred tax asse®).3 million decrease in accrued federal incamed, a decrease of $2.4 million in acquired
intangible assets, and a $29.4 million decreag®adwill. During the fourth quarter of 2010, ther@many recorded a valuation adjustmen
certain acquired foreign NOLs, preliminarily detémed it may utilize a total of $150.8 million of@ared Chordiant federal and foreign
NOLs, and recorded additional assumed liabilithesa result of these changes, the Company reca@&id8 million increase in net defert
tax assets, a $3.4 million increase to accrueditiab, and a $0.6 million decrease to long-terafilities, which resulted in a $1.0 million net
increase to goodwill.
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As of December 31, 2010, as a result of the purcpase allocation, the Company recognized appratéhy $20.2 million of goodwill,
which is primarily due to the expected synergiethefcombined entities and the workforce in plade goodwill created by the transactiol
nondeductible for tax purposes. A summary of tfeiminary purchase price allocation for the acdigaiof Chordiant is as follows:

(in thousands)
Total purchase consideratic

Cash $ 156,83

Stock options 3,51¢
Total purchase considerati $ 160,35!
Allocation of the purchase consideratis
Cash $ 47,60¢
Accounts receivable, net of allowar 14,23
Other asset 2,661
Property and equipme 753
Deferred tax assets, r 26,58:
Identifiable intangible asse 88,04¢
Goodwill 20,227
Accounts payabl (5,303
Accrued liabilities (13,878
Deferred maintenance rever (17,863
Long-term liabilities (2,713

Net assets acquire $ 160,35:

The valuation of the assumed deferred maintena@nue was based on the Company’s contractual comemi to provide postentrac
customer support to Chordiant customers. The flinesof this assumed liability was based on thienaséd cost plus a reasonable margin to
fulfill these service obligations. The majority thie deferred revenue is expected to be recogniztitkil2 months following the acquisition.

The valuation of the acquired intangible asseishisrently subjective and relies on significant lis@rvable inputs. The Company use
income approach to value the acquired customeiegtlatangible assets, technology and tradenaneyvaluation for each of these intangi
assets was based on estimated projections of e&peash flows to be generated by the assets, ditabto the present value at discount r
commensurate with perceived risk. The valuatiommagdions take into consideration the Compargstimates of contract renewal, techno
attrition and revenue growth projections.

The values for specifically identifiable intangildssets, by major asset class, are as follows:

Weighted-average
amortization

period
(in thousands) (in years)
Customer related intangible ass $ 44,355 9
Technology 43,446 8
Trade namt 248 1
$ 88,049 8.4
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Pro forma Information

The following pro forma financial information prege the combined results of operations of the Campad Chordiant as if the
acquisition had occurred on January 1, 2009 afteng effect to certain pro forma adjustments. Pine forma adjustments reflected herein
include only those adjustments that are directiytaitable to the Chordiant acquisition, factuallsterminable, and expected to have a
continuing impact on the Company. These pro fordjastments include a reduction of historical Chandirevenue for fair value adjustme
related to acquired deferred revenue and eliminaifaleferred costs associated with revenue, amoetase in amortization expense to
eliminate historical amortization of Chordiant inggble assets and to record amortization expensiéa$88 million of acquired identifiable
intangibles, and a decrease in interest incomeraesudt of the cash paid for the acquisition. Theforma financial information for 2010
includes approximately $8.5 million of acquisitioglated costs, including transaction costs incumgthe Company and Chordiant. The pro
forma financial information does not reflect anyustinents for anticipated synergies resulting ftbmacquisition and is not necessarily
indicative of the operating results that would haewaially occurred had the transaction been consatetas of January 1, 2009.

Pro Forma
Twelve Months Ended
December 31,

2010 2009
Revenue $ 355,43 $ 323,47
Net (loss) incomi (21,890 5,49(
Net (loss) income per basic shi $ (0.59 $ 0.1¢F
Net (loss) income per diluted sh $ (0.59 $ 0.14

Goodwill and Intangibles

The Company operates in one operating segmennédsssprocess solutions, for which discrete findmefarmation is available and its
performance is evaluated regularly by the CEO, isttbe chief operating decision maker. The Comgaas/one reporting unit, the fair value
of which, is evaluated annually to determine whegwodwill is impaired.

The following table presents the changes in theysay amount of goodwill:

(in thousands) 2010 2009

Balance as of January $ 2,39 $ 2,14
Gooduwill acquired during the ye 20,227 —
Adjustment to goodwill balanc — 25C
Balance as of December : $ 22,61¢ $ 2,39]
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Intangible assets are recorded at cost and aretiaetbusing the straight-line method over theimeated useful life, which range from
one to nine years. The technology designs and nompete agreements are being amortized over thainaed useful lives of four and five
years, respectivel

Accumulated

Net Book

(in thousands) Cost Amortization Value
As of December 31, 201

Customer related intangibl $ 44,35! $ (3,286 $ 41,06
Technology 43,44¢ (4,109) 39,33¢
Trade nam 24¢ (165) 83
Technology design 49C (340 15C
Non-compete agreemer 10C (56) 44
Intellectual propert 1,40( (1,400 —
Total $ 90,03¢ $ (9,355 $ 80,68
As of December 31, 200

Technology design $ 49C $ (21¢) $ 272
Non-compete agreemer 10C (36) 64
Intellectual propert 1,40( (1,400 —
Total $ 1,99 $ (1,659 $ 33€

Amortization expense for acquired intangibles wag $nillion during the year ended December 31, 201@hich $4.2 million was
included in cost of software licenses and $3.5iamllvas included in operating expenses. Amortizegigpense was de minimis in 2009 and
2008.

Future estimatec

(in thousands) amortization
As of December 3] expense
2011 $ 11,31¢
2012 11,13;
2013 11,09¢
2014 9,48¢
2015 8,68¢
2016 and thereaftt 28,96(
$ 80,68
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8. ACCRUED EXPENSES

December 31, December 31

(in thousands) 2010 2009
Accrued restructurin $ 3,671 $ =
Accrued other taxe 2,971 1,28¢
Accrued setinsurance medical and dental clai 1,63¢ -
Accrued professional fet 1,61¢ 38¢
Accrued professional services partners 1,49¢ 1,05t
Accrued sho-term deferred rer 1,272 427
Accrued income taxe 1,201 -
Dividends payabli 1,11¢ 1,10¢
Accrued employee reimbursable exper 57& 79¢
Repurchases of common stock unset 20 13€
Accrued othe 9,16¢ 1,55:
$ 24,74 $ 6,74

9. DEFERRED REVENUE

December 31 December 31

(in thousands) 2010 2009
Software licens $ 7,61 $ 4.41.
Maintenance 43,59¢ 22,03¢
Professional services and otl 5,69: 6,41¢
Current deferred revent 56,90: 32,87(
Software licens: 15,83: -
Maintenance and professional servi 1,91¢ -
Long-term deferred revent 17,75: -
$ 74,65« $ 32,87(

Deferred maintenance revenue includes the fairevafunaintenance obligations assumed in our adopunisdf Chordiant. See Note 7
“Acquisition, Goodwill, and Intangibles” for furth@iscussion of the acquired assets and assuni#iitiés from the acquisition.

10. ACCRUED RESTRUCTURING COSTS

During 2010, in connection with the Company’s imtmn plan of Chordiant, the Company recorded $&ilbon of severance and
related benefit costs for the reduction of apprately 50 personnel in redundant roles. These paetamere primarily in general and
administrative functions and their employment enbigdhe third quarter of 2010. The severance alade@ benefit costs will be paid by the
end of the second quarter of 2012.

In connection with the Company’s evaluation ofcitenbined facilities, the Company approved a plaglitoinate space within one
facility. The Company ceased use of this spacendutie fourth quarter of 2010 and recognized $1lkom of restructuring expenses,
representing future lease payments and demisirtg,aoet of estimated sublease income for this spdoe lease payments will be completed
by the end of 2013.
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A summary of the restructuring activity during 20&@&s follows:

(in thousands) Personnel Facilities Total

Balance as of April 21, 201 $ - $ - $ -
Restructuring cost 6,50. 1,56: 8,06
Cash payment (3,749 (69) (3,819
Other (1) - 623 623

Balance as of December 31, 2( $ 2,752 $ 2,11i $ 4,86¢

(1) Reflects the liability initially recorded foné acquired above market operating lease termsyatsition, which was subsequently
restructured.

As of
December 31
(in thousands) 2010
Reported as
Accrued expense $ 3,67
Other lon¢-term liabilities 1,19¢
$ 4,86¢

11. COMMITMENTS AND CONTINGENCIES

The Company’s principal administrative, sales, retirlg, support, and research and development opesaire located in an
approximate 105,000 square foot leased facilit@ambridge, Massachusetts. The lease for thisfiaeikpires in 2013, subject to the
Company’s option to extend for two additional fiyear periods. The Company also leases space fathiés offices under non-cancelable
operating leases that expire at various dates gr@020.

As of December 31, 2010, the Company’s future mimmrental payments required under operating leaghson-cancelable terms
in excess of one year were as follows:

(in thousands) Operating
For the calendar yeal Leases

2011 $ 7,54

2012 7,39¢

2013 3,801

2014 1,39:

2015 1,087

2016 & Thereafte 5,34

$ 26,56¢

Rent expense under operating leases is recognizadtraight-line basis to account for scheduled irecreases and any landlord
tenant allowance. The excess of expense over ¢yagments is recorded as deferred rent and indlidaccrued expenses and other long-
term liabilities. As of December 31, 2010, deferredt of approximately $1.3 million was includedsiccrued expenses and approximately
$1.1 million was included in other long-term liatés in the accompanying consolidated balancetsfie¢al rent expense under operating
leases was approximately $8.8 million for the yeradted December 31, 2010, and $5.3 million for edi¢he years ended December 31, 2009
and 2008, respectively.
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As of December 31, 2010, the Company did not hayeuaconditional purchase obligations.

Yue vs. Chordiant Software, Inc.

On January 2, 2008, Chordiant and certain of fisefs and one other employee were named in a @mgiled in the United States
District Court for the Northern District of Califoia (the “Court”) by Dongxiao Yue under the captidangxiao Yue (“Plaintiff”)v. Chordian
Software, Inc. et al. Case No. CV 08-0019 (N.D..)Cdlhe complaint alleged that Chordiant’'s MarkgtiDirector (“CMD”) software product
infringed copyrights in certain software marketgd\Netbula LLC. On May 14, 2010, a jury awarded Eantiff approximately $1.4 million,
which the Company deposited with the Court in Nolken2010. This judgment was approved by the Cauugust 3, 2010, following the
conclusion of various post-trial motions filed hetparties. The Company has not yet determinedh&hétwill file an appeal in this matter.

On August 17, 2010, the Plaintiff filed an additbecomplaint with the Court against a number of @ient customers and partners,
alleging that their use of CMD infringed the samgyrights at issue in the complaint filed againkbfgliant. In accordance with the terms of
Chordiant’s contracts with these customers anthpest the Company has agreed to indemnify and défase customers and partners in this
matter. On November 1, 2010, the Company filed amstiwith the Court seeking to dismiss the claimthis complaint. The Court hearing
this compliant will be in May 2011.

The matters subject to litigation against Chordamd its customers existed at the date of acquisénd are included in assumed
liabilities at the date of the business combinatidime Company has accrued for probable losses lmasitsl best estimate of the liability
assumed at acquisition. The Company does not expeicthe outcome of these matters will result material charge to the results of
operations. Any adjustments made to the assumiedities after the conclusion of the Company’s gwase accounting will be reflected in
earnings.

The Company is a party in various other contraddisgutes, litigation and potential claims arisinghe ordinary course of business. The
Company does not believe that the resolution cfataher matters will have a material adverse eéfedts financial position or results of
operations. Accordingly, no material accruals hawen recorded in the Company’s consolidated balsineets related to such contract
disputes, litigation or potential claims.

12. STOCKHOLDERS’ EQUITY

(a) Preferred stock

The Company has authorized 1,000,000 shares ddrpeefstock, which may be issued from time to timene or more series. The Board
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, poweefgpences and rights of the shares of each sertetha qualifications, limitations or
restrictions thereof, without any further vote otian by the stockholders. The issuance of prefiesteck could decrease the amount of
earnings and assets available for distributionaiddrs of common stock, and may have the effedetdying, deferring or defeating a change
in control of the Company. The Company had notddsany shares of preferred stock through Decenthe2@®LO.

(b) Common stock

The Company has 70,000,000 authorized shares ahoonstock, $0.01 par value per share, of which=Y,(®9 shares were issued and
outstanding at December 31, 2010.
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Since 2004, the Company’s Board of Directors hags@ped stock repurchase programs that have augtbtie Company to repurchase
in the aggregate up to $80.8 million of its comnstock. Purchases under these programs have beenandbe open market.

The following table is a summary of the Compangpurchase activity under all of the Company’s repase programs for the years
ended December 31:

(Dollars in thousands) 2010 2009 2008

Shares Amount Shares Amount Shares Amount
Prior year authorizations at Januan $ 15,77¢ $ 12,86 $ 1,21(
Authorizations 5,75( 15,00( 30,00(
Repurchases pa 294,05¢ (8,272) 673,06t (11,947  1,503,55. (17,969
Repurchases unsettl 53¢ (20) 3,89¢ (136) 32,37¢ (379
Authorized dollars remaining as of December $ 13,23 $ 15,77¢ $ 12,86

(c) Dividends

On May 30, 2006, the Company’s Board of Direct@praved an ongoing quarterly cash dividend of $@@&3share, beginning with the
second quarter ended June 30, 2006. AccordingtyCtdmpany declared $0.12 per share, for the yealesdeDecember 31, 2010, 2009 and
2008, and paid cash dividends of $4.4 million, $#iBion, and $4.4 million for the years ended Dater 31, 2010, 2009, and 2008,
respectively.

(d) Warrants summary

In August 2009, the Company issued 7,264 shardgs obmmon stock in connection with the exercisevafrants originally issued as p
of the consideration for its acquisition of 1mimd2002. These warrants were exercised by formekitdders of 1mind. As of December 31,
2010, there were outstanding warrants to purcha# 3hares of the Company’s common stock withxancése price of $0.85 per share.
These warrants expire in 2012.

13. STOCK-BASED COMPENSATION

The majority of the Company'’s stock-based compémsatrrangements vest over either a four or fivarywesting schedule and the
Company’s stock options have a ten-year term. Tdmgany recognizes stock-based compensation usingtable method, which treats
each vesting tranche as if it were an individuahgr

The Company periodically grants stock options asdricted stock units (“RSUs”) for a fixed numbéisbares to employees and non-
employee Directors. The exercise price for stodioog is greater than or equal to the fair marledti® of the shares at the grant date. RSUs
deliver to the recipient a right to receive a sfiedinumber of shares of the Company’s common stipadn vesting. Unlike stock options,
there is no cost to the employee at share issudheeCompany values its RSUs at the fair valueunfommmon stock on the grant date, wl
is the closing price of our common stock on thengdate, less the present value of expected didgleas the employee is not entitled to
dividends during the requisite service period. Upesting of the RSUs, the Company withholds shafeemmon stock in an amount
sufficient to cover the minimum statutory tax withting obligations and issues shares of its comstock for the remaining amount.
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Employees may elect to receive 50% of their taimegntive compensation under the Company’s Corpdratentive Compensation Plan
(the “CICP") in the form of RSUs instead of cadtelected by an employee, the equity amount is ledquaalue on the date of grant to 50% of
his or her target incentive opportunity, basedreneémployees base salary. The number of RSUs granted is detednby dividing 50% of tr
employee’s target incentive opportunity by the falue of a RSU on the grant date. If electedatard vests 100% on the CICP payout date
of the following year for all participants. Vestiigconditioned upon the performance conditionthefCICP and on continued employmen
threshold funding does not occur, the equity grétitbe cancelled. The Company recognizes the aatautstock-based compensation
expense over the requisite service period beginaimtipe grant date and ending on the vest date.

The Company grants options that allow for the eetéint of vested stock options on a net share fasissettled stock options”), instead
of settlement with a cash payment (“cash settledksbptions”). With net settled stock options, émployee does not surrender any cash or
shares upon exercise. Rather, the Company withltleédsumber of shares to cover the option exeprise and the minimum statutory tax
withholding obligations from the shares that woatherwise be issued upon exercise. The settleniemisted stock options on a net share
basis results in fewer shares issued by the Company

Share-Based Compensation Plans:

(a) 1994 Long-term Incentive Plan

In 1994, the Company adopted a 1994 Long-Term tiaeRlan (as amended in 2003, the “1994 Planfravide employees, Directors
and consultants with opportunities to purchasekstimmugh incentive stock options and non-qualiéock options. In addition to options,
participants under the 1994 Plan were eligiblest®ive stock appreciation rights, restricted stu long-term performance awards. As of
December 31, 2010, options to purchase an aggrefafmproximately 482,000 shares of common stodlewetstanding under the 1994
Plan. The Company does not intend to issue anyiaddi options or make any other awards under 84 Plan in the future.

(b) 1996 Non-Employee Director Stock Option Plan

In 1996, the Company adopted a 1996 Non-EmployeecRir Stock Option Plan (the “Director Plan”), whiprovided for the grant to
non-employee Directors of the Company of optiongurchase shares of its common stock. All shartwaaed for issue under this plan
have been awarded. Beginning in July 2006, indiegranting fully vested options, the Company gsasttares of its common stock to is non-
employee directors under the 2004 Long-term ingergilan, as described below. As of December 310 26dtions to purchase an aggregate
of approximately 100,000 shares of common stocleweitstanding under the Director Plan.

(c) 2004 Long-Term Incentive Plan

In 2004, the Company adopted a 2004 Long-Term tieeRlan (the “2004 Plan”) to provide employees#mployee Directors and
consultants with opportunities to purchase stootutgh incentive stock options and ngualified stock options. In addition to optiondgédle
participants under the 2004 Plan may be grantezk storchase rights and other stock-based awardgn&eg in June 2006, each member of
the Company’s Board of Directors (except the Compfga@hairman and Chief Executive Officer) is emtitlto receive on an annual basis a
number of shares of common stock, which as of M@0 was equal to $70,000, divided by the fairketvalue of its common stock on 1
grant date. As of December 31, 2010, approxim&g$1,000 shares were subject to outstanding optod stock-based awards under the
2004 Plan.
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(d) 2006 Employee Stock Purchase Plan

In 2006, the Company adopted a 2006 Employee Racthase Plan (the “2006 ESPP”) pursuant to wiielCiompany’s employees are
entitled to purchase up to an aggregate of 500658@0es of common stock at a price equal to 85%eofdir market value of the Company’s
common stock on either the commencement date opletion date for offerings under the plan, whichdgdess, or such higher price as the
Company'’s Board of Directors may establish frometito time. Until the Company’s Board of Directoet@mines otherwise, the Board has
set the purchase price at 95% of the fair marklketevan the completion date of the offering periad.a result, the 2006 Stock Purchase Plan
is noneompensatory and is tax qualified. Therefore, adafember 31, 2010, no compensation expense ratatdthres issued under the
had been recognized. As of December 31, 2010, appately 79,000 shares had been issued thereunder.

Shares reserve

As of December 31, 2010, there were approximat@@d,000 shares remaining for issuance for futqrétg grants under the Compasy’
stock plans, consisting of approximately 1,179,888res under the 2004 Plan and approximately 4@k @@res under the 2006 ESPP. There
were no shares available for future equity grantten the 1994 Plan or the Director Plan.

Equity grants, Assumptions and Activity

During 2010, the Company issued approximately Sl ghares to its employees under the Company’sdi@sed compensation plans
and approximately 15,000 shares to its nhon-empl@yeactors.

The following table presents the stock-based comsgu@m expense included in the Company’s cons@ilatatements of operations for
the years ended December 31:

2010 2009 2008
(in thousands)
Stocl-based compensation expen
Cost of service $ 1,82¢ $ 1,09¢ $ 99t
Operating expenss 4,92 3,57 2,53
Total stocl-based compensation before 6,74t 4,67: 3,53
Income tax benef (2,18 (1,68¢) (2,090

Stock Options

The Company estimates the fair value of stock otigsing 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’s
common stock over the option’s expected term, ilefree interest rate over the option’s expectztht and the Company’s expected annual
dividend yield. The amount of stock-based compémsaecognized during a period is based on theevafithe awards that are ultimately
expected to vest. Forfeitures are estimated dirtfeeof grant and revised, if necessary, in subsegperiods if actual forfeitures differ from
those estimates. Ultimately, the Company recogritzesctual expense over the vesting period onlyhi® shares that vest. The weighted-
average grant-date fair value for stock optionsigm in 2010, 2009, and 2008 was $12.22, $10.1b3$41v5 per share, respectively.
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The weighted-average assumptions used in the B3atloles option valuation model are as follows fieryears ended December 31.:

2010 2009 2008
Expected volatility (1 41% 41% 46%
Expected term in years ( 5.1 6.1 5.6
Risk-free interest rate (¢ 1.65% 2.52% 2.36%
Expected annual dividend yield ( 0.71% 0.81% 1.07%

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

(2) The expected option term for each grant isrdateed based on the historical exercise behaviengbloyees and post-vesting
employment termination behavic

(3) The risk-free interest rate is based on thilyaé zero-coupon U.S. Treasury securities for aguethat is commensurate with the
expected option term at the time of gre

(4) The expected annual dividend yield is basetherweighted-average of the dividend yield assumngtused for options granted during
the applicable period. The expected annual dividsthsed on the expected dividend of $0.12 peesper year ($0.03 per share, per
quarter times 4 quarters) divided by the averageksprice.

The Company elected to adopt the alternative tiansmethod (“short cut method”) in calculating ithieistorical pool of windfall tax
benefits in regards to its share-based compensation

The following table summarizes the combined stqufiom activity under the Company’s stock optionngdor the years ended
December 31, 2010:

Weighted-
average Aggregate
Weighted- remaining intrinsic value (in
Shares (in average contractual
thousands) exercise price term (in years) thousands)
Options outstanding as of January 1, 2 3,66¢ $ 9.9
Granted 20€ 34.12
Assumec 241 23.8¢
Exercisec (957) 9.4z
Forfeited/Cancelle: (162 16.5(C
Options outstanding as of December 31, 2 3,00 $ 12.5¢
Vested and expected to vest as of December 31, 2,661 $ 11.7Z 5.1¢€ $ 66,47
Exercisable as of December 31, 2( 2,12t $ 9.2¢ 4.37 $ 58,15

The aggregate intrinsic value of stock options eised (i.e., the difference between the marketgpaicexercise and the price paid by the
employee at exercise) in 2010, 2009, and 2008 ®as3%nillion, $42.8 million, and $7.6 million, resgtively. The aggregate intrinsic value
of stock options outstanding and exercisable d3eaember 31, 2010 is based on the difference bettiweclosing price of the Company’s
stock of $36.63 on December 31, 2010 and the eseepmice of the applicable stock options.
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As of December 31, 2010, the Company had unrecedritock-based compensation expense related tmtlested portion of stock
options of approximately $2.7 million that is expeetto be recognized as expense over a weightedge@eriod of approximately 2.2 years.

RSUs

The weighted-average grant-date fair value for R@tdsted in 2010, 2009, and 2008 was $33.90, $2ar9$11.23, respectively. The
following table summarizes the combined RSU agtifar periodic grants and the CICP under the 20 For the year ended December 31,
2010:

Weighted-
Average Aggregate
Shares Grant-Date Intrinsic Value
(in thousands) Fair Value (in thousands)

Nonvested at January 1, 2C 43z $ 17.9¢
Granted 30C 33.9(
Vested (13%) 16.37
Forfeited (27) 25.1¢
Nonvested at December 31, 2C 57C $ 26.4¢ $ 20,86¢
Expected to vest at December 31, 2 38 $ 27.3 $ 13,93

The RSUs associated with periodic grants vest fivelyears with 20% vesting after one year andrémeaining 80% vesting in eqL
quarterly installments over the remaining four ge@dpproximately 42,000 RSUs granted in connectitth the 2010 CICP are expected to
vest 100% in March 2011.

The fair value of RSUs vested in 2010, 2009, ar@B28as $4.5 million, $3.0 million, and $0.5 milliorespectively. The aggregate
intrinsic value of RSUs outstanding and expectedesst as of December 31, 2010 is based on thengi@sice of the Company’s stock of
$36.63 on December 31, 2010.

As of December 31, 2010, the Company had approgiymn&6.8 million of unrecognized stodlased compensation expense relate
all unvested RSUs that is expected to be recogrigexkpense over a weighted-average period of gippately 2.4 years.

14. INCOME TAXES
The components of (loss) income before (benefidyigion for income taxes are as follows for thergeended December 31.:

(in thousands) 2010 2009 2008

Domestic $ (13,699 $ 42,51 $ 13,22

Foreign 7,49 4,90: 2,45
Total $ (6,197 $ 47,41 $ 15,67:
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The components of the (benefit) provision for ineotaxes are as follows for the years ended DeceBiber

(in thousands)

Current:
Federal
State
Foreign

Total current provisiol

Deferred:
Federal
State
Foreign

Total deferred (benefit) provisic
Total (benefit) provisior

2010 2009

$ (376 $ 10,78

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

Statutory federal income tax re

Valuation allowanct
Transaction cosl

State income taxes, net of federal benefit andtadits

Permanent difference

Domestic production activitie
Federal research and experimentation crt
Tax effects of foreign activitie

Tax-exempt incomq

Provision to return adjustmer

Tax exposure resen
Other

Effective income tax rat

297 1,447

__ 135 _ 1,564

1,26¢ 13,79(

(4,622) 89¢

2,48¢ 671

56z __ (159

(1,579 1,417

$ (306 $ 15,20¢

2010 2009
35.0% 35.0%
(37.9) 0.5
(10.7) -
7.8 1.8
(7.9) 0.8
- (1.9)
5.5 (0.4)
14.1 (1.2)
1.8 (1.6)
1.7 0.1
0.2 (1.7)
(5.5) 0.7
4.% 32.1%
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Deferred income taxes reflect the tax attributebtan effects of temporary differences betweenctreying amounts of assets and
liabilities for financial reporting purposes ane thmounts used for income tax purposes. Significamponents of net deferred tax assets and
liabilities are as follows:

(in thousands) 2010 2009
Deferred tax asset
Net operating loss carryforwar $ 64,63¢ $ -
Accruals and reserve 9,79¢ 5,20z
Software revenu 1,332 607
Depreciatior 2,652 521
Tax credit carryforward 4,991 3,87z
Other 67 93
Total deferred tax asse 83,48( 10,29¢
Less valuation allowanct (14,619 (257)
Net deferred tax asse $ 68,86 $ 10,03¢
Deferred tax liabilities
Software revenu $ (429 $ -
Intangibles (30,249 -
Total deferred tax liabilitie (30,679 -
Net deferred income tax $ 38,19 $ 10,03
Reported as
Current deferred tax ass $ 5,46¢ $ 2,52:
Long-term deferred income tax ass 32,72¢ 7,51t
Total deferred income tax $ 38,19¢ $ 10,03¢

The Company recognized approximately $174 millibfederal net operating losses (“NOLs”) and appmedely $6 million of foreign
NOLs from the Chordiant acquisition. The Company peeliminarily determined that it may utilize appimately $150.8 million of acquire
Chordiant federal and foreign NOLs after applicatid applicable tax limitations impacting the anhuse of the NOLs. A valuation
allowance is recorded on the deferred tax assetsdess of the NOL that is recoverable as a restiftese limitations. The Company has also
preliminarily recorded approximately $2.5 milliohdeferred tax assets related to acquired Chordizté NOLSs.

As of December 31, 2010, the Company had approrim&tl74 million of federal NOLs, of which $145 fioh are available for use
subject to annual limitations through 2029, an@$dillion of foreign NOLs that have an unlimitedrigaover period. As of December 31,
2010, the Company had approximately $4.4 millioffiegfieral credits that it has not recognized asferd tax asset in the table above due to
the existence of excess tax deductions from stasledh compensation that are not realized. Whenestggss tax deductions are realized,
additional paid-in capital will be increased.

The Company records a valuation allowance for defetax assets when it is more-likely-than-not thatCompany will not realize the
entire benefit of the assets. This determinatiquires significant judgment, including assumptiabsut future taxable income that are based
on historical and projected information. The $1rhiflion increase in the valuation allowance dur@L0 primarily relates to a $12 million
valuation allowance recorded against acquired Ghotdederal and state NOLs, which the Companydessrmined it will not be able to
utilize due to various statutory limitations. Inditibn, the consolidation of Chordiant’s
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operations had a significant impact on the Companghsolidated state apportionment factors, whedueced the Comparg/ability to realizt
state research credits. As a result of this chathgeCompany recorded a $2.3 million valuationwadloce against state research credits in
2010. The Company recorded a $0.3 million valuasibtowance during 2009 against state researchtsrgdnerated during 2009.

As of December 31, 2010, the Company had avails®l& million of state tax research and experimémat'R&E") credits and $0.2
million of investment tax credits expiring in thears 2012 through 2025.

Our India subsidiary is a development center imi@a designated as a Special Economic Zone (“SBAY),is entitled to a tax holiday in
India. The tax holiday reduces or eliminates incdaxein that country and expires in 2022. For tharg ended December 31, 2010, 2009, anc
2008, the effect of the income tax holiday waseiuce the overall income tax provision by approetya$0.4 million, $0.2 million, and $0
million, respectively.

Undistributed earnings of the Company’s foreignssdilaries amounted to approximately $25.2 millisrodDecember 31, 2010. The
Company has not provided any additional federaltate income taxes or foreign withholding taxestenundistributed earnings as such
earnings have been indefinitely reinvested in tharess.

A reconciliation of the beginning and ending bakmof the total amounts of gross unrecognized émetits is as follows:

(in thousands) 2010 2009 2008

Balance as of January $ 4,447 $ 6,201 $ 9,82t
Additions based on tax positions related to theeniryeal 54 12¢ 45(
Additions for tax positions of prior yea 16 50 86C
Additions for acquired uncertain tax bene 16,67( - -
Reductions for tax positions of prior yei (91€) (1,937%) (4,939
Balance as of December ¢ $ 20,26 $ 4,44 § 6,20

As of December 31, 2010, approximately $20.3 millad the total unrecognized tax benefits would dase our effective tax rate if
recognized. However, approximately $11.1 milliortiefse unrecognized tax benefits relate to acqiN@ts and research tax credits, which
are subject to limitations on use. The Company etsgihat the changes in the unrecognized benettitsnthe next twelve months will be
approximately $2 million, which would reduce then@many’s effective tax rate if realized.

For the years ended December 31, 2010 and 2008 dimpany recognized interest expense of approxiyn$tet,000 and $0.1
million, respectively. For the year ended Deceniier2009, the Company recognized a reduction efést expense of approximately $0.5
million. For the years ended December 31, 20109280d 2008, the Company did not recognize anyifgignt penalties. As of
December 31, 2010 and 2009, the Company had acepmdximately $1.4 million and $1.3 million, resfieely, for interest and penalties.

The Company files income tax returns in the U.$l. iarforeign jurisdictions. Generally, the Compasyo longer subject to U.S.
federal, state, or local, or foreign income taxreiwations by tax authorities for the years befdd®722 With few exceptions, the statute of
limitations remains open in all other jurisdictidios the tax years 2007 to the present.
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15. NET (LOSS) EARNINGS PER SHARE

Basic net (loss) earnings per share is computed)ube weighted-average number of common sharssamaling during the period.
Diluted net earnings per share is computed usiagvkighted-average number of common shares ouistaddring the period, plus the
dilutive effect of outstanding options, warrantsl&SUs, using the treasury stock method and theageemarket price of our common stock
during the applicable period. Certain shares rdladesome of our outstanding stock options, was;samd RSUs were excluded from the
computation of diluted earnings per share becahesewere antidilutive in the periods presented,dould be dilutive in the future.

Year Ended December 31,

(in thousands, except per share amounts) 2010 2009 2008
Basic
Net (loss) incom $ (5,897 $ 32,21: $ 10,97;
Weightec-average common shares outstanc 37,03 36,20 36,14
Net (loss) earnings per share, bz $ (0.1€) $ 0.8¢ $ 0.3C
Diluted
Net (loss) incom $ (5,897 $ 32,21: $ 10,97;
Weighte-average common shares outstant 37,03: 36,20¢ 36,14¢
Weightec-average effect of dilutive securitie
Stock options - 1,29 1,38:
RSUs - 601 67
Warrants - 7 10
Effect of assumed exercise of stock options, wasrand RSU: - 1,90t 1,45¢
Weightec-average common shares outstanding, assuming di 37,03: 38,11 37,60¢
Net (loss) earnings per share, dilu $ (0.1¢) 0.8¢ 0.2¢
Outstanding options, warrants and RSUs excludéchpact would be
antidilutive 3,77¢ 362 1,52

16. GEOGRAPHIC INFORMATION AND MAJOR CUSTOMERS

Operating segments are defined as componentseritarprise about which separate financial inforomais available that is
evaluated regularly by the chief operating decisiaker (“CODM”") in deciding how to allocate resoescand in assessing performance.

The Company develops and licenses its rules-baxfesage solutions and provides professional sesyiogintenance, and training
related to its software. The Company derives sultisiyy all of its revenue from the sale and supmdrone group of similar products and
services— software that provides business proacggtans in the enterprise applications market. Toenpany’s CODM is its Chief
Executive Officer. To assess performance, the CoyipdODM primarily reviews financial informatiomaa consolidated basis. Therefore,
the Company has determined it operates in one sagrirISiness process solutions.
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The Company'’s international revenue is from sadesustomers based outside of the U.S. The Compariyedi its operating revenue
from the following geographic areas for the yeardesl December 31:

(Dollars in thousands) 2010 2009 2008
u.S. $ 200,18 5% $ 174,97 66% $ 131,25 62%
United Kingdom 59,571 18% 46,41¢ 18% 40,06 19%
Europe, othe 42,53( 13% 27,12 10% 27,34t 13%
Other 34,31¢ _10% 15,49 6% 12,98¢ 6%
$ 336,59 10C% $ 264,01 10C% $ 211,64 10C%
Long-lived assets related to the Company’s U.S.iat&inational operations as of December 31 weffelksvs:
(Dollars in thousands) 2010 2009
u.sS. $ 8,61 78% $ 6,60 74%
India 2,12( 19% 2,072 23%
International, othe 274 3% 25( 3%
$ 11,01( 100% $ 8,93: ~100%

There were no customers accounting for more théf d0the Company’s total revenue in 2010, 2009, 200B or trade receivables, net,
as of December 31, 2010 and 2009. The Comgdityancial services and insurance customers asupgepresent a significant amount of
Company’s revenues and receivables, which the Coynpansidered and determined it did not have a niahienpact on its allowances for
doubtful accounts and sales credit memos as ofrbleee31, 2010.

Marketable securities are another financial insennthat potentially subject the Company to a cotre¢ion of credit risk. See Note 3
“Marketable Securities” and Note 4 “Fair Value Megsnents” for further discussion.

17. EMPLOYEE BENEFIT PLANS

The Company sponsors a 401(k) defined contribugtinement plan for qualifying employees pursuanwhich the Company mak
discretionary matching profit sharing contributio@®mpany contributions under the plan totaled axprately $2.0 million in 2010, $1.6
million in 2009, and $1.3 million in 2008. In addit, the Company has defined contribution plangjfalifying international employees and
contributions expensed under those plans totalptbapnately $1.2 million in 2010, approximately @million in 2009, and approximately
$0.6 million in 2008.

18. SELECTED QUARTERLY INFORMATION (UNAUDITED)

2010
(in thousands, except per share amounts) 1st Quarter 2nd Quarter 3rd Quarter 4th Quarter
Revenue $ 75,08 $ 8224 $ 90,01 $ 89,25
Gross profit 48,64¢ 50,98¢ 55,02¢ 53,20¢
Income (loss) from operatiol 8,562 (9,140 1,94: (3,94%)
Income (loss) before provision (benefit) for incotares 6,29/ (11,510 4,20¢ (5,189
Net income (loss 3,851 (8,189 3,13¢ (4,699
Net earnings (loss) per share, basic and dil $ 0.1( $ (0.29) $ 0.0¢ $ (0.19)
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(in thousands, except per share amounts) 1st Quarter

Revenue $ 62,36
Gross profit 41,83t
Income from operatior 12,33t
Income before provision for income tay 12,41(
Net income 8,64
Net earnings per share, ba $ 0.24
Net earnings per share, dilut $ 0.2t

72

2nd Quarter

$

63,87
42 ,28¢
11,83(
15,71¢
11,24:

0.31

0.3C

3rd Quarter

$

64,82
40,76
7,46¢
8,52¢
6,001
0.1¢€

0.1€

4th Quarter

$

$

72,94
48,19:
10,18¢
10,76:
6,32¢
0.17

0.1€
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ITEM 9. Changes In and Disagreements with Accountants on &ounting and Financial Disclosure

None.
ITEM 9A. Controls and Procedures

(a) Evaluation of Disclosure Controls and Procedwwe

Our management, with the participation of our Clirécutive Officer, or CEO, and Chief Financial icéf, or CFO, evaluated the
effectiveness of our disclosure controls and prooesi(as defined in Rules 13a-15(e) and 15d-15(@@uthe Securities Exchange Act) as of
December 31, 2010. In designing and evaluatingdmalosure controls and procedures, our manageraeeoginized that any controls and
procedures, no matter how well designed and opkraten provide only reasonable assurance of actyeiieir objectives, and our
management necessarily applied its judgment iruawialg the cost-benefit relationship of possiblatomls and procedures. Based on this
evaluation, our CEO and CFO concluded that oulalsce controls and procedures were effective &egaember 31, 2010.

(b) Management’s Report on Internal Control over fancial 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) underSeeurities Exchange Act. Under the supervisionwaitit the participation of our
management, including our CEO and CFO, we condwateglaluation of the effectiveness of our intenmaitrol over financial reporting
based on the framework internal Control—Integrated Framewoigsued by the Committee of Sponsoring Organizatidrise Treadway
Commission (“COSQO").

Our internal control over financial reporting indks policies and procedures that pertain to theter@nce of records that, in
reasonable detail, accurately and fairly refleghsactions and dispositions of assets, provid®nadde assurances that transactions are
recorded as necessary to permit preparation ofi¢iahstatements in accordance with U.S. genesaltepted accounting principles, and that
receipts and expenditures are being made in accoedaith authorizations of our management and Borsgcand provide reasonable
assurance regarding prevention or timely deteafamauthorized acquisitions, use or dispositioowfassets that could have a material
effect on our financial statements.

Our management assessed the effectiveness oftetmahcontrol over financial reporting as of Det@mn31, 2010. Based on this
evaluation, our management concluded that we magdaeffective internal control over financial refiog as of December 31, 2010, based
on criteria ininternal Control—Integrated Framework issued by @@SO.

Deloitte & Touche LLP, our independent registerablie accounting firm which also audited our comdated financial statements, has
issued an attestation report on our internal cbwtrer financial reporting, which is included below
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

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

We have audited the internal control over finangglorting of Pegasystems Inc. and subsidiaries“@ompany”) as of
December 31, 2010, based on criteria establishédeémal Control—Integrated Framewoiksued by the Committee of Sponsoring
Organizations of the Treadway Commission. The Camijsamanagement is responsible for maintainingatiffe internal control over
financial reporting and for its assessment of fifiecéveness of internal control over financial ogfing, included in the accompanying
Management’s Report on Internal Control over FimgrReporting. Our responsibility is to expresso@mion on the Company’s internal
control over financial reporting based on our audit

We conducted our audit in accordance with the stadwdof the Public Company Accounting OversightriBq@nited States). Those
standards require that we plan and perform thet &amdbtain reasonable assurance about whetheatigianternal control over financial
reporting was maintained in all material respe®is: audit included obtaining an understanding térimal control over financial reporting,
assessing the risk that a material weakness etasting and evaluating the design and operatifegéfeness of internal control based on the
assessed risk, and performing such other procedsre®& considered necessary in the circumstancefeéliéve that our audit provides a
reasonable basis for our opinion.

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

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

In our opinion, the Company maintained, in all maleespects, effective internal control over fingl reporting as of December 31,
2010, based on the criteria establishebhtarnal Control—Integrated Frameworksued by the Committee of Sponsoring Organizatidrike
Treadway Commission.

We have also audited, in accordance with the stasd# the Public Company Accounting Oversight Bo@snited States), the
consolidated financial statements as of and foy#sr ended December 31, 2010 of the Company anckpart dated March 16, 2011
expressed an unqualified opinion on those finarste@tkements.

/sIDELOITTE & TOUCHE LLP

Boston, Massachuse!
March 16, 201:
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(c) Changes in Internal Control over Financial Repting.

There have been no changes in our internal coowrel financial reporting (as defined in Rules 13¢fland 15d-15(f) under the
Securities Exchange Act) during the quarter endeceihber 31, 2010 that have materially affectedrereasonably likely to materially
affect, our internal control over financial repodi

ITEM 9B.  Other Information

None.

PART IlI

ITEM 10.  Directors, Executive Officers, and Corporate Goverance

Except as set forth below, the information requipgadhis Item is contained in our proxy statememtdur 2011 annual stockholders
meeting (the “2011 proxy statement”) under the hegatElection of Directors,” and is incorporatedréim by reference. Information relating
to certain filings on Forms 3, 4, and 5 is contdimeour 2011 proxy statement under the headingti®e 16(a) Beneficial Ownership
Reporting Compliance,” and is incorporated hergimeference. Information required by this item manst to Items 407 (c) (3), 407(d) (4),
and 407(d) (5) of Regulation S-K relating to aniaadmmittee financial expert, the identificatiohtbe audit committee of our Board of
Directors and procedures of security holders tomanend nominees to our Board of Directors is coetdin the 2011 proxy statement under
the heading “Corporate Governance” and is incotedraerein by reference.

We have adopted a written code of conduct thati@eppd our Board of Directors and all of our em@ey, including our principal
executive officer, principal financial officer, pdipal accounting officer, or persons performimitar functions. A copy of our code of
conduct can be found on our website, www.pega.tmintend to satisfy the disclosure requirementieuttem 5.05 of Form & and unde
the applicable the NASDAQ Global Select Market subg posting such information on our website inoadance with such requirements.

EXECUTIVE OFFICERS
The names of our executive officers and certaiormftion about them are set forth below as of Fatyrd, 2011

Alan Trefler,age 54, a founder of Pegasystems, serves as Ctaetifive Officer and Chairman and has been a Diresihce we
organized in 1983. Prior to 1983, he managed artrelgc funds transfer product for TMI Systems Gigtion, a software and services
company. Mr. Trefler holds a B.A. degree in Econmsrand Computer Science from Dartmouth College.

Craig Dynes, age 55, joined Pegasystems in September 2006iagFinancial Officer and Senior Vice President. BMynes also served
as the Company’s principal accounting officer frllmvember 2007 until May 2008. From 2004 to 2006, Piynes served as Chief Financial
Officer at Demandware, a venture-backed entergo$tvare firm. From 2003 to 2004, Mr. Dynes serasdPresident and CEO of Narad
Networks, a manufacturer of equipment for the céddievision industry. From 1997 to 2002, Mr. Dysesved as Chief Financial Officer
SilverStream Software, Inc., an application develept software company. Prior to SilverStream, Mmn&s held senior financial positions at
Sybase Inc. and Powersoft Corp. Mr. Dynes is awgrtedof the Richard Ivey School of Business Adntiaton, the University of Western
Ontario and is a Canadian Chartered Accountant.
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Efstathios Kouninis age 49 joined Pegasystems in April 2008 as Vice PresidéRinance. In May 2008, the Board of Directors
appointed Mr. Kouninis as the Company’s Chief Aatting Officer. From February 2006 to April 2008, Nkouninis served as Chief
Financial Officer and Treasurer of Tasker Prod@isporation, a publicly traded manufacturer of mitrobial chemicals. From November
2004 to February 2006, Mr. Kouninis served on ttedf ®f the Division of Corporation Finance of tbe S. Securities and Exchange
Commission. Mr. Kouninis holds a Post Baccalaurgatsccounting, a M.S. in taxation from Bentley &gle, and a B.S. from the University
of Massachusetts.

Douglas Kra,age 48 joined Pegasystems in November 2004 as Vice Prasidéslobal Services. From 2002 to 2004, Mr. Keaved as
Vice President at eLoyalty Corp., a consulting campspecializing in customer relationship managénigom 2000 to 2001, Mr. Kra serv
as President of Zefer Corp., an internet consufiing. Prior to Zefer, Mr. Kra spent ten years anibridge Technology Partners Inc. in a
variety of senior roles. He holds a B.A. in Comp&eience from Brandeis University and an M.B.Afimance from the New York
University Stern School of Business.

Michael Pyle, age 56 joined Pegasystems in 1985 and has served as S&o@President of Product Development since Augo80.
Including his positions with Pegasystems, Mr. Pyjarofessional background encompasses almost tiaess of software development and
managerial experience throughout Europe and theNdk.SPyle completed his B.C.S. specializing in Quiter Science and Systems
Programming at the Civil Service College in London.

Leon Treflerage 50, joined Pegasystems in April 1998 as an dmicBxecutive for Strategic Business DevelopmeinicéSthen he has
held various senior sales management positionsathe Company and in Channel Sales. In 2002 umeleed the commercialization of
PRPC. From April 2007 to January 2010, Mr. Treflerved as Vice President of Sales, North Americhimdanuary 2010, Mr. Trefler was
promoted to Senior Vice President of Sales. Mrfl@rénolds a B.A. degree from Dartmouth College.

Alan Trefler and Leon Trefler are brothers. Theer@o other family relationships among any of owgaaitive officers or Directors.

ITEM 11.  Executive Compensatior

The information required by this item is contairiedhe 2011 proxy statement under the headingsetthar Compensation”,
“Compensation Discussion and Analysis”, and “Exaeu€ompensation” and is incorporated herein bgnegice.
ITEM 12.  Security Ownership of Certain Beneficial Ovners and Management and Related Stockholder Matter

Information required by this item with respect tock ownership of certain beneficial owners and aggment is contained in the 2011
proxy statement under the heading “Security OwniprshCertain Beneficial Owners and Management” enidcorporated herein by
reference.
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Equity Compensation Plan Information

The following table provides certain informationtlvrespect to our equity compensation plans incetis of December 31, 2010:

(In thousands, except per share
amounts) (@ (b) (c)

Number of shares o

Common stock

Number of shares of Weighted-average Remaining available
common stock to be exercise price per share ¢
issued upon exercise For future issuance
of outstanding outstanding (excluding those in
stock options and vesting of RSUs ( stock options (4) Column (a)) (5)
Equity compensation plans
approved by stockholder
(1) 3,43: $ 11.9: 1,60(
Equity compensation plans
not approved by
stockholders (2 14C $ 25.2¢ -

1)

()

Our equity compensation plans include the Aneehaind Restated 1994 Long-Term Incentive Plan“{®84 Plan”), the 1996 Non-
Employee Director Stock Option Plan (the “Dired®dan”), the 2004 Long-Term Incentive Plan (the “2@%an”), the 2006 Employee
Stock Purchase Plan (the “2006 ESPP”). Our stocldislpreviously approved each of these plans aradn@ndments that were subject
to stockholder approval. In addition to the issu#aatstock options, the 1994 Plan allowed for #saance of stock appreciation rights,
restricted stock, and long-term performance awarbds.Company does not intend to issue any additimptgons or make any other
awards under the 1994 Plan or the Director Plaherfuture. In addition to the issuance of stockams, the 2004 Plan allows for the
issuance of stock purchase rights and other stask<awards, including RSUs. See Note 13 “Stocle@&ompensation” included in
the notes to the accompanying audited consolidatadcial statements for further information andatgtion of our equity
compensation plan

These stock options were assumed in connegtithnour acquisition of Chordiant and were origlgaranted under the Chordiant
Software, Inc. 2005 Equity Incentive Plan (the “@@®lan”), the Chordiant Software, Inc. 2000 Nongtaty Equity Incentive Plan (the
“2000 Plan”), the Chordiant Software, Inc. Amended Restated 1999 Non-Employee Director Stock @eian (the “1999 Director
Plan”), and the Prime Response Group, Inc. 1998kStptions/Stock Issuance Plan (the “1998 PrimepBese Plan”) (collectively, the
“Chordiant Plans”). No additional awards were otyrba granted under the Chordiant Plans followiregdhte of acquisition. These
plans were not approved by our stockholders sineg were adopted at the date of acquisition. Imeotion with our acquisition of
Chordiant, all outstanding equity awards issueckutige Chordiant Plans with an exercise price 0d&®r lower were assumed by us
and converted into the right to receive 0.13 shafé®egasystems common stock for every one shatdafdiant common stock
covered by such awards. All other outstanding gcpitards issued under the Chordiant Plans werestiadc

The 2005 Plan was approved by Chordiant’s stocldreldnd provided for the grant of incentive stoptians, nonstatutory stock
options, stock purchase awards, RSAs, RSUs and fattms of equity compensation. Awards granted urige 2005 Plan generally
expire four to ten years after the grant date arteplly become exercisable over a period of twiotio years, with either yearly or
monthly vesting. The 2000 Plan provided for thentyif nonstatutory stock options, restricted staoll stock bonuses to employees.
Generally, awards under the 2000 Plan vest overiaghof four years in equal monthly installmenigw25% of the shares vesting after
one year, and the remainder vesting in equal myirtstallments over the remaining three years. I9@9 Director Plan provided
directors to be issued a single grant at each yaanual meeting of the stockholders equal to abeuf shares of restricted stock ec
to $100,000 divided by the fair market value of @hant's common stock on the date of the annualtimgeThese shares of restricted
stock generally vest on the earlier of the nextr@lamt annual meeting or twelve months from theddtgrant. The 1998 Prime
Response Plan provided for the grant of stock aptioommon stock and stock bonuses to employeasemployee directors, and
consultants or other
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(3)

(4)

()

independent advisors who provided service to PReagponse. Awards granted under this plan had anmuaxiexpiration of ten years.

The number of shares of common stock issued epercise of vested stock options and vestingSiKwill be less than 3,573,000
because of the “net settlement” feature of moshes$e stock options and RSUs. This feature enétidesmployee to satisfy the cost to
exercise (in the case of stock options) and, ifiepple, taxes due (in the case of stock optiorsREUS) by surrendering shares to the
Company based on the fair value of the shareseatxtbrcise date (in the case of stock optionsgsting date (in the case of RSUs),
instead of selling all of the shares on the operketao satisfy these obligations. The settleménested stock options and vested R:
on a net share basis will result in fewer sharasad by the Company. During 2010, stock optionR8Ud holders net settled stock
options and RSUs representing the right to purchaséal of 889,000 shares, of which only 493,0@0enissued to the stock option and
RSU holders and the balance of the shares wererslared to the Company to pay for the exercise @z the applicable taxe

The weighted-average exercise price does Retitdo account the shares issuable upon vestingitstanding RSUs, which have no
exercise price

Includes approximately 421,000 shares remainingabla for issuance as of December 31, 2010 urideR006 ESPF
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ITEM 13.  Certain Relationships and Related Transactions, an®irector Independence

The information required by this item is containedhe 2011 proxy statement under the headingsté@eRelationships and Related
Transactions” and “Determination of Independencaet & incorporated herein by reference.
ITEM 14.  Principal Accounting Fees and Services

The information required by this item is contairiedhe 2011 proxy statement under the heading fJrddent Registered Public
Accounting Firm Fees and Services” and is incorygal&erein by reference.

PART IV

ITEM 15.  Exhibits and Financial Statement Schedule
(a) The following are filed as part of this AnndRgport on Form 10-K:
(1) Financial Statements

The following consolidated financial statementsiastuded in Item 8:

Page
Consolidated Balance Sheets as of December 31,&01.200¢ 42
Consolidated Statements of Operations for the yeded December 31, 2010, 2009, and - 43
Consolidated Statements of Stockholders’ Equity @adhprehensive Income (Loss) for the years endextmber 31, 2010, 2009,
and 200¢ 44
Consolidated Statements of Cash Flows for the ye@ided December 31, 2010, 2009, and = 45
(b) Exhibits

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

All financial statement schedules are omitted bseahe required information is not present or mesent in sufficient amounts to require
submission of the schedule or because the infoomadireflected in the consolidated financial stegats or notes thereto.
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Signatures

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

PEGASYSTEMS INC

B /sl CRAIG DYNES
Y:

Craig Dynes
Senior Vice President, Chief Financial Officer
(principal financial officer)
(duly authorized officer)

Date: March 16, 2011

Pursuant to the requirements of the Securities Examge Act of 1934, this Annual Report on Form 10-K &s been signed below on
March 16, 2011 by the following persons on behalff the Registrant and in the capacities indicated.

Signature Title.
/s/ ALAN TREFLER ) _ _ _ o _ _
Alan Trefler Chief Executive Officer and Chairman (principal extive officer)
/s/ CRAIG DYNES Senior Vice President, Chief Financial Officer (uipal financial
Craig Dynes officer)
/s/ EFSTATHIOS KOUNINIS Vice President of Finance and Chief Accounting €&fi(principal
Efstathios Kouninis accounting officer
/s/ RICHARD JONES ] . .
Richard Jones Vice Chairman and Directc
/s/ CRAIG CONWAY .
Craig Conway Director
/s/ PETER GYENES _
Peter Gyenes Director
/s/ STEVEN KAPLAN _
Steven Kaplan Director
/s/ JAMES O'HALLORAN _
James O’Halloran Director
/s WILLIAM WYMAN _
William Wyman Director
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Exhibit No.

2.1

3.3

3.4

4.1

10.1++

10.2++

10.3

10.4

10.5

10.6

10.7++

10.8++

10.9++

10.10

10.11++

10.12

10.13++

EXHIBIT INDEX

Description

Agreement and Plan of Merger, dated as of Marct2@40, by and among Pegasystems Inc., Maple Leaigition Corp.
and Chordiant Software, Inc. (Filed as Exhibit @ 1he Registrant’s March 15, 2010 Form 8-K anaiporated herein by
reference.

Restated Articles of Organization, of the Regidtréifiled as exhibit 99.2 to the Registrant’s JAn2005 Form 8-K and
incorporated herein by referenc

Amended and Restated Bylaws of Pegasystems Ided(& Exhibit 99.3 to the Registrant’s April 1080Form 8-K and
incorporated herein by referenc

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

Amended and Restated 1994 Long-Term Incentive Pialed in the Registrant’s Proxy Statement for2®3 annual
stockholders meeting and incorporated herein greetce.

1996 Non-Employee Director Stock Option Plan. (@ile the Registrant’s Proxy Statement for its 2@8@ual stockholders
meeting and incorporated herein by referen

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

Amendment Number 1 to Lease Agreement dated August994 between the Registrant and Riverside ©ffiark Joint
Venture. (Filed as exhibit 10.14 to the RegistmRegistration Statement on Form S-1 (Registrdtion333-03807) or an
amendment thereto and incorporated herein by ne¢er}

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

Letter Amendment to Lease Agreement dated JulB302 between the Registrant and NOP Riverfront L(E@ed as
exhibit 10.24 to the Registré s 2002 Form 1-K and incorporated herein by referenc

2004 Long-Term Incentive Plan, as amended on Noee?, 2008. (Filed as exhibit 10.7 to the Regigtsa?008 Form 10-
K and incorporated herein by referenc

Form of Employee Stock Option Agreement, as amendedecember 15, 2009. (Filed as Exhibit 10.8 téoRfegistrant’s
2009 Form 1-K and incorporated herein by referenc

Form of Restricted Stock Unit Agreement, as amermeBecember 15, 2009. (Filed as Exhibit 10.9 toRegistrant’s 2009
Form 1(-K and incorporated herein by referenc

Form of Non-Employee Director Stock Option Agreeméhiled as exhibit 10.2 to the Registrant’s Sepier 30, 2004
Form 1(-Q and incorporated herein by referen:

Offer Letter between the Registrant and Dougl&gd. dated October 19, 2004. (Filed as Exhibit 1a®the Registrant’s
2004 Form 1-K and incorporated herein by referenc

Form of Director Indemnification Agreement. (Filad Exhibit 99.1 to the Registrant’s April 11, 208&rm 8-K and
incorporated herein by referenc

2006 Employee Stock Purchase Plan, as amendedoondrg 14, 2008. (Filed as exhibit 10.15 to the iRegnt's 2007 Forn
1C-K and incorporated herein by referenc
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Exhibit No.

10.14++

10.15++

10.16

10.17++

10.18

10.19++

10.20++

10.21++

10.22++

10.23++

10.24++

10.25

10.26++

10.27++

+21.1
+23.1

EXHIBIT INDEX—(CONTINUED)

Description

Compensation program for members of the Regissd@dard of Directors, effective May 30, 2006. (Dlethin Registrant’s
June 5, 2006 Form-K and incorporated herein by referenc

Offer Letter between the Registrant and Craig An®&ydated September 7, 2006. (Filed as Exhibit@dtle Registrant’s
September 7, 2006 Forn-K and incorporated herein by referenc

Amendment Number 10 to Lease Agreement dated Jyl2@6 between the Registrant and NOP Riverfrau@.L(Filed as
exhibit 10.1 to the Registre’s September 30, 2006 Form-Q and incorporated herein by referen:

Amendment to Stock Option Agreement between thaédiagt and Richard H. Jones dated December 2%.2B0ed as
Exhibit 99.1 to the Registre’s January 4, 2007 Forn-K and incorporated herein by referenc

Amendment Number 11 to Lease Agreement dated Asnaf 11, 2008 between the Registrant and NOP RiverfLC.
(Filed as Exhibit 10.2 to the Registr's June 30, 2008 Form -Q and incorporated herein by referen:

Director Indemnification Agreement dated as of Ma8¢ 2009 by and between Pegasystems Inc. and Ggdaes. (Filed as
Exhibit 99.1 to the Registre’s March 11, 2009 Forrr-K and incorporated herein by referenc

2009 Section 16 Officer/FLT Member Corporate InsesnCompensation Plan. (Filed as Exhibit 99.1 ®Registrant’s
March 19, 2009 Form-K and incorporated herein by referenc

2009 Executive Officers Base Salaries and TargauBd@ayments. (Filed as Exhibit 99.2 to the Remists March 19, 2009
Form ¢-K and incorporated herein by referenc

Director Indemnification Agreement dated as of M&a26, 2009 by and between Pegasystems Inc. and Coauway. (Filed
as Exhibit 99.1 to the Registr’s April 1, 2009 Form -K and incorporated herein by referenc

2010 Section 16 Officer/FLT Member Corporate InsesnCompensation Plan. (Filed as Exhibit 99.1 ®Registrant’s
February 17, 2010 Forn-K and incorporated herein by referenc

2010 Section Executive Officers Base Salaries arddt Bonus Payments. (Filed as Exhibit 99.2 tdRbgistrant’s
February 17, 2010 Forn-K and incorporated herein by referenc

Form of Tender and Voting Agreement by and amorgpBgstems Inc., Maple Leaf Acquisition Corp. araitidividuals
listed on the signatures pages thereto, dated blsuath 14, 2010 (Filed as Exhibit 10.1 to the Regi#t’s March 15, 2010
Form ¢-K and incorporated herein by referenc

2011 Section 16 Officer/FLT Member Corporate InsesnCompensation Plan. (Filed as Exhibit 99.1 ®Registrant’s
March 2, 2011 Form-K and incorporated herein by referenc

2011 Section Executive Officers Base Salaries arddt Bonus Payments. (Filed as Exhibit 99.2 tdRbgistrant’s
March 2, 2011 Form-K and incorporated herein by referenc

Subsidiaries of the Registra
Consent of Independent Registered Public Accourking—Deloitte & Touche LLP

82



Table of Contents

EXHIBIT INDEX—(CONTINUED)

Exhibit No. Description
+31.1 Certification pursuant to Exchange Act Rules-14 and 15-14 of the Chief Executive Office
+31.2 Certification pursuant to Exchange Act Rules-14 and 15-14 of the Chief Financial Office

+32 Certification pursuant to 18 U.S.C. Section 135€¢hef Chief Executive Officer and the Chief FinahC#icer.

++ Management contracts and compensatory plan orgemaents required to be filed pursuant to Iltem 16{¢jorm 1(-K.
+  Filed herewitt
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Exhibit 21.1

SUBSIDIARIES OF PEGASYSTEMS INC.

Name of Subsidiar State or Jurisdiction of Entity
Chordiant Software Europe Limite United Kingdom
Chordiant Software International E Netherland:
Chordiant Software International Espana, Spain
Chordiant Software International Gmt Germany

Chordiant Software International Limitt

United Kingdom

Pegasystems Al Switzerland
Pegasystems B Netherland
Pegasystems Canada | Canade
Pegasystems France, S.A.R France
Pegasystems Gmh Germany
Pegasystems Investment | Massachuseti

Pegasystems Limite

United Kingdom

Pegasystems Mauritit Mauritius
Pegasystems Private Limit Singapore
Pegasystems Proprietary Limit Australia
Pegasystems Software (Beijing) Co., Limi China
Pegasystems Sp. Zi Poland
Pegasystems Spain, S Spain
Pegasystems Worldwide Ir Massachuseti
Pegasystems Worldwide India Private Limi India



Exhibit 23.1

CONSENT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

We consent to the incorporation by reference iniRegjion Statement Nos. 333-09305, 333-53746, 88337, 333-104788, 33B16660
333-135596, 333-166287, and 333-166544 on Fornofe8r reports dated March 16, 2011 relating tofth@ncial statements of
Pegasystems Inc. and the effectiveness of Pegasy$te.s internal control over financial reporting, appegrin this Annual Report on Fol
10-K of Pegasystems Inc. for the year ended DeceBihe2010.

/s/ DELOITTE & TOUCHE LLP

Boston, Massachusetts
March 16, 2011



Exhibit 31.1
I, Alan Trefler, certify that:

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

2.  Based on my knowledge, this report does notatominy untrue statement of a material fact or donftate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

3.  Based on my knowledge, the financial statemeamd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amgdtfe periods presented in this rep

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

a) designed such disclosure controls and procedoresiused such disclosure controls and procedoes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtbsidiaries, is made known to us
by others within those entities, particularly dgrite period in which this report is being prepa

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

c) evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in the tegig's internal control over financial reportirftat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo#) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a

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

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

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

Date: March 16, 2011

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




Exhibit 31.2
I, Craig Dynes, certify that:

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

2.  Based on my knowledge, this report does notatominy untrue statement of a material fact or donftate a material fact necessary to
make the statements made, in light of the circuntgts.under which such statements were made, nigadisg with respect to the
period covered by this repo

3.  Based on my knowledge, the financial statemeamd,other financial information included in théport, fairly present in all material
respects the financial condition, results of operstand cash flows of the registrant as of, amgdtfe periods presented in this rep

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

a) designed such disclosure controls and procedoresiused such disclosure controls and procedoes designed under our
supervision, to ensure that material informatidatieg to the registrant, including its consolidhtbsidiaries, is made known to us
by others within those entities, particularly dgrite period in which this report is being prepa

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

c) evaluated the effectiveness of the registratisslosure controls and procedures and presentiisineport our conclusions about
the effectiveness of the disclosure controls andguiures, as of the end of the period coveredibyédport based on such
evaluation; an

d) disclosed in this report any change in the tegig's internal control over financial reportirftat occurred during the registrant’s
most recent fiscal quarter (the registrant’s fodigbal quarter in the case of an annual repo#) tfas materially affected, or is
reasonably likely to materially affect, the regast’s internal control over financial reporting; a

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

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

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

Date: March 16, 2011

/ s/ CRAIG DYNES
Senior Vice President, Chief Financial Officel
(principal financial officer)




Exhibit 32
CERTIFICATION PURSUANT TO SECTION 1350, AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Pegasystams(the Company) on Form 10-K for the year enBedember 31, 2010 as filed
with the Securities and Exchange Commission ord#te hereof (the “Report”), Alan Trefler, Chairmeamd Chief Executive Officer of

Pegasystems Inc., and Craig Dynes, Chief Fina@ffader and Senior Vice President of Pegasysteros &ach certifies, pursuant to 18
U.S.C.

Section 1350, as adopted pursuant to Se@fi6rof the Sarbanes-Oxley Act of 2002, that:
1)

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

The information contained in the Report faphesents, in all material respects, the finana@aldition and results of operations of the
Company

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

Dated: March 16, 2011

/ s/ CRAIG DYNES
Senior Vice President, Chief Financial Officel
(principal financial officer)

Dated: March 16, 201



