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GLOSSARY

Also see Glossary in my first expert report in these proceedings dated 29 November 2018.
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Amendment to the THS Shirt Sponsorship Agreement

Amgen Hosting Services and License
Addendum

Autonomy Hosting Services and License Addendum dated
21 December 2010

Amgen Master Software License and
Services Agreement

Master Software License and Services Agreement between
Autonomy and Amgen dated 13 December 2006
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Auxilium Tech S.r.l.
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Bank of America N.A.
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Biblioteca Apostolica Vaticana (Vatican Library)

Capax EDD Sale 1

Sale transaction between Autonomy and Capax Discovery in
Q1 2009

Capax EDD Sale 2

Sale transaction between Autonomy and Capax Discovery in
Q4 2009

Capax EDD Sale 3

Sale transaction between Autonomy and Capax Discovery in
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Capax Global

Parent company of Capax Discovery
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CitiGroup Citigroup Technology Inc.
COGS Cost of goods sold

Credit Suisse

Credit Suisse Securities (USA) LLC

Dell

Dell Inc.

DiscoverEngine

DiscoverPoint Engine software

Mr Disilvestro

Brian Disilvestro of EMC

DKO US Department of the Army Through Defense Knowledge Online
Dol US Department of the Interior

Mr D Truitt David Truitt, Microlink's majority owner and CEO

EAS Enterprise Archive Solution

EDD Services Electronic Data Discovery services

EMC EMC Corporation

EMC Purchase

Purchase of hardware, software, services and maintenance by
Autonomy from EMC on 30 September 2010
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FileTek Sale 1

Sale transaction between Autonomy and FileTek in Q4 2009

FileTek Sale 2

Sale transaction between Autonomy and FileTek in Q1 2010

FileTek Transactions

Transactions relating to Schedule 5, Transaction 3: FileTek Inc

My First Report

My first expert report in the proceedings dated 29 November 2018

GB

Gigabytes

Mr Geall

Marc Geall, Head of Corporate Strategy & IR, Autonomy

General Motors

General Motors Corporation

Mr Gersh Andrew Gersh, Partner at KPMG LLP
HDS/Hitachi Hitachi Data Systems Corporation
Mr Holgate Peter Alan Holgate, Claimants’ accounting expert

Holgate Assumptions 1 to 13 /
Holgate Assumptions

The 13 general assumptions that Mr Holgate has been instructed to
adopt in respect of the reseller transactions, as set out in section
5 of Mr Holgate’s First Report

Holgate Capax Discovery Reciprocal
Assumptions

Assumptions that Mr Holgate has been instructed to apply to the
Capax Discovery reciprocal transactions

Holgate EMC Reciprocal
Assumptions

Assumptions that Mr Holgate has been instructed to apply to the
EMC reciprocal transactions

Holgate FileTek Reciprocal
Assumptions

Assumptions that Mr Holgate has been instructed to apply to the
FileTek reciprocal transactions

Mr Holgate's First Report

Mr Holgate's first expert report dated 29 November 2018

Holgate MicroTech Reciprocal
Assumptions

Assumptions that Mr Holgate has been instructed to apply to the
MicroTech reciprocal transactions

Holgate “Other” Amgen
Assumptions

Assumptions that Mr Holgate has been instructed to apply to
“Other” transaction set out in Schedule 7, Transaction 3

Holgate “Other” Iron Mountain
Assumptions

Assumptions that Mr Holgate has been instructed to apply to
“Other” transaction set out in Schedule 7, Transaction 4

Holgate “Other” PRISA Assumptions

Assumptions that Mr Holgate has been instructed to apply to
“Other” transaction set out in Schedule 7, Transaction 2
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Holgate “Other” THS Assumptions

Assumptions that Mr Holgate has been instructed to apply to
“Other” transaction set out in Schedule 7, Transaction 1

Holgate Vidient Reciprocal
Assumptions

Assumptions that Mr Holgate has been instructed to apply to the
Vidient reciprocal transactions

Holgate VMS Reciprocal

Assumptions that Mr Holgate has been instructed to apply to the

Assumptions VMS reciprocal transactions

Honeywell Honeywell Aerospace

IAS 10 International Accounting Standard 10 ‘Events after the Reporting
Period’

IAS 22 International Accounting Standard 22 ‘Business Combinations’

IAS 32 International Accounting Standard 32 'Financial Instruments -
Presentation’

IAS 37 International Accounting Standard 37 'Provisions, Contingent
Liabilities and Contingent Assets’

IFRIC IFRS Interpretations Committee

IFRS 5 International Financial Reporting Standard 5 ‘Non-current Assets
Held for Sale and Discontinued Operations’

IFRS 6 International Financial Reporting Standard 6 ‘Exploration for and
Evaluation of Mineral Resources'

IFRS 11 International Financial Reporting Standard 11 ‘Joint Arrangements'’

IFRS 13 International Financial Reporting Standard 13 ‘Fair Value

Measurement’

Joint Statement

Joint statement of issues agreed and disagreed by Mr Holgate and
me dated 28 January 2019

Mr Kalbag

Sam Kalbag, Autonomy’s Vice President of Technology of the
Federal Group

Mr Kalbag's Witness Statement

Witness statement of Mr Kalbag dated 13 September 2018

Mr Kanter Andrew Kanter, Autonomy's Chief Operating Officer and General
Counsel during the Relevant Period

Mr Krakoski James Michael Krakoski, Senior account executive at Micro Focus

Logica Logica plc

Dr Lynch's Second Witness
Statement

Witness statement of Dr Lynch dated 16 November 2018

MAF

Marketing Assistance Fee

Manufacturers Life

Manufacturers Life Insurance Company
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Mr Martin's Witness Statement

Witness statement of Mr Martin dated 16 November 2018

McAfee

McAfee Inc.

Dr Menell

Peter Menell of Autonomy

Merrill Lynch

Merrill Lynch & Co

Microlink

Microlink LLC

MicroTech Assignment

Assignment of rights under the MicroTech Assignment Agreement

MicroTech Assignment Agreement

Autonomy Maintenance and Support Services Agreement effective
30 March 2011

MicroTech Sale

Sale of software licences from Autonomy to MicroTech under
MicroTech Sale Agreement

MicroTech Sale Agreement

End User Software License Agreement between Autonomy and
MicroTech dated 30 March 2011

Misys

Misys plc

Mr Mooney

Mike Mooney of Autonomy

Morgan Stanley

Morgan Stanley & Co. Incorporated

Morgan Stanley Hardware
Transaction

Sale of USS$6 million of hardware from Autonomy to Morgan Stanley
in Q2 2009

Morgan Stanley Letter Agreement

Agreement between Autonomy and Morgan Stanley dated 30 June
2009

Morgan Stanley Master Purchase
Agreement

Master Purchase Agreement dated 30 June 2009 between
Autonomy and Morgan Stanley

Mr Murray

Tom Murray of Deloitte

Mr Pao's Witness Statement

Witness statement of Mr Pao dated 14 November 2018

Mr Pearson's Witness Statement

Witness statement of Mr Pearson dated 8 November 2018

PMI Philip Morris International Management S.A.

PO1 Purchase order from Capax Discovery to Autonomy dated
30 June 2009

PO2 Purchase order from Capax Discovery to Autonomy dated

30 September 2009

Poste Italiane

Poste Italiane S.p.A.

Project Shockwave

Business plan dated 21 March 2009 prepared by Autonomy
management in relation to the potential acquisition and
integration of VMS data within Autonomy’s products

Ms Raynal

Emily Raynal of Autonomy
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Realise

Realise Limited

Red Ventures

Red Ventures S.r.l.

Saa$S

Software-as-a-Service

Sage

The Sage Group plc

Sales Consulting

Sales Consulting S.R.L.

Mr Scott

Joel Scott, Autonomy’s General Counsel and COO of the Americas
throughout the Relevant Period

Shirt Sponsorship Agreement

Shirt Sponsorship Agreement between Autonomy and THS dated
5 July 2010

Sixth Amendment

Sixth amendment to the Verity OEM Agreement between Autonomy
and EMC

SOP 97-2 Statement of Position 97-2 (US GAAP)
Mr Szukalski Gary Szukalski, President of FileTek
ThinkTech ThinkTech Inc.

THS Tottenham Hotspur PLC

Tikit Tikit Limited

Tikit Additional Agreement

Additional agreement between Autonomy and Tikit dated
31 December 2010

Transcript of Deposition

Transcript of the deposition on 15 August 2018 in the civil
proceedings brought by MicroTech against Autonomy Inc. in the
United States District Court, Northern District of California.

Travers Smith

Travers Smith LLP

TXU TXU Energy

UBS UBS AG

USDVA United States Department of Veterans Affairs
USPS United States Postal Service

Vidient Transactions

Transactions relating to Schedule 5, Transaction 4: Vidient

VMS Transactions

Transactions relating to Schedule 5, Transaction 2: VMS Inc

Voluntary Particulars

Voluntary particulars served by the Claimants on 26 September,
2 October, 10 October, 16 October, 24 October and 7 November
2018, corresponding to Schedule 4 and Schedule 6 to the
Re-Re-Amended Particulars of Claim

Worksite Master Reseller Agreement

Worksite Alliance Program Agreement ‘iResell Partner’
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Mr Yan Samuel Yan, senior member of the Digital Safe product
development team at Micro Focus
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1 INTRODUCTION AND TERMS OF REFERENCE

1.1 I am the same Gervase MacGregor who issued an expert report in these proceedings on
29 November 2018 (“my First Report”). Unless otherwise stated, all terms and definitions

used in my First Report apply equally and have been adopted in this report.

1.2 My CV is attached as Appendix 1 to my First Report.

Instructions and scope of my work

1.3 My instructions and the scope of my First Report are set out in section 1 of that report. A

brief background to this matter is set out in section 2 of my First Report.

1.4 I do not act as accountant or auditor to any of the parties to the claim and except where
specified | have carried out no audit or verification work in relation to the information on

which | have relied.

1.5 I have been assisted by members of my staff in the preparation of this report. All work in
this report has been carried out under my supervision and control and as such, any opinions

and views in this report are my own.

Events since submission of my First Report

1.6 Since the submission of my First Report | have been provided with a copy of a report by
Peter Alan Holgate (“Mr Holgate”) dated 29 November 2018 (“Mr Holgate’s First Report”).
Mr Holgate is instructed by Travers Smith LLP (“Travers Smith”) on behalf of the Claimants
to provide expert evidence on “the appropriate accounting treatment for the impugned

transactions, including as to their presentation in Autonomy'’s published information™’.

1.7 Mr Holgate and | met to discuss our respective reports on 14 December 2018. We prepared
a joint statement of issues agreed and disagreed dated 28 January 2019 (“the Joint

Statement”).

1.8 For the purposes of my First Report, | was instructed to rely on the draft Re-Re-Amended
Particulars of Claim provided by the Claimants on 23 July 2018.2 Since the submission of
my First Report the Claimants have updated the Re-Re-Amended Particulars of Claim. For
the purposes of this report | have been instructed to rely on the Re-Re-Amended Particulars
of Claim dated 15 February 2019 (the “Re-Re-Amended Particulars of Claim”)3.

' Mr Holgate’s First Report, Appendix 2, Annex 1, paragraph 1.
2 My First Report, page 2, footnote 2.
3 Re-Re-Amended Particulars of Claim, page 1, footnote 2.
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Scope of this report

1.9 | have been instructed to provide expert evidence in “Expert Field 1” in this matter. The
Court defines this field as relating to “the appropriate accounting treatment for the
impugned transactions, including as to their presentation in Autonomy’s published

information” .

1.10  Specifically, | have been instructed on behalf of Dr Lynch to prepare a report providing my
analysis of the accounting treatment of certain transactions or types of transactions, and
certain disclosures in Autonomy’s Consolidated Financial Statements, which occurred

during the Relevant Period.

1.11 | set out at paragraph 1.14 of my First Report the categories of alleged “improper
transactions and accounting practices” as asserted by the Claimants. Mr Holgate provided
his analysis of each of these categories of transactions, with the exception of the
representation of IDOL OEM revenue in Autonomy’s published financial information, in his
first report. As set out in my First Report®, the representation of IDOL OEM revenue in

Autonomy’s published information is not an accounting issue and is not covered by IFRS.

1.12  This report includes my comments in response to Mr Holgate’s analysis, as well as my own

further analysis, of:
() Autonomy’s “[u]ndisclosed, loss-making hardware sales’, specifically:
(i) the reporting of hardware sales in Autonomy’s published information;

(ii) the allocation of hardware costs between Cost of Goods Sold (“COGS”) and sales

and marketing expenses;
(iii) disclosure of the accounting policy in relation to hardware costs allocation; and
(iv) the Morgan Stanley hardware transaction;

(b) the appropriate accounting treatment for all of the 37 reseller transactions

impugned in this matter;

(c) the appropriate accounting treatment for the six alleged reciprocal transactions

impugned in this matter;
(d) the alleged acceleration of hosting revenue;

(e) the appropriate accounting treatment for the four “other” transactions impugned

in this matter; and

4 Order of Mr Justice Hildyard dated 14 July 2016, paragraph 17(1).
5 My First Report, paragraph 1.15.
6 Re-Re-Amended Particulars of Claim, paragraph 30.1.
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(f) the Claimants’ Voluntary Particulars in respect of the categories of transactions
set out at 1.12(a) to 1.12(e) above.

| set out at section 2 below further details regarding my approach to analysing the

impugned transactions and types of transactions in this matter.

Where | refer to ‘Autonomy’ in this report, | am referring to the group of Autonomy
companies’, including any Autonomy subsidiary. Although a specific transaction may have
been carried out by a specific subsidiary of Autonomy, this will also have been accounted

for by Autonomy at the consolidated level.

Similarly, where | refer to Autonomy’s published financial information in this report | use
the terms ‘Consolidated Income Statement’ and ‘Consolidated Balance Sheet’

interchangeably with the terms ‘Income Statement’ and ‘Balance Sheet’.

Factual matters and witnesses including Mr Welham of Deloitte

Both the Claimants and the Defendants have submitted a number of witness statements,
some of which contain evidence which deal with accounting matters. While it is not my
role as an accounting expert to opine upon the facts as stated in a witness statement, in
a case where the facts are (or may be) critical to the accounting as applicable at the time,
a fact and whether it is disputed or not may be highly relevant to the way in which a

transaction can be accounted for.

Therefore, in setting out my analysis in this report, | refer to the factual evidence
submitted by the parties where | believe it to be relevant from an accounting perspective.
For the avoidance of doubt, | have not set out all of the evidence relating to each
transaction, particularly if | believe it would be outside of my range of expertise to give

an opinion on the implications of such evidence.

As noted in my First Report, Mr Welham of Deloitte deals with a number of accounting
issues across a large number of transactions impugned in this matter. In many cases, based

on his own knowledge he also comments on auditing matters.

However, beyond this, Mr Welham has been asked by the Claimants to make a large number
of additional assumptions regarding additional circumstances and/or issues relating to
those transactions impugned in this matter which, he is asked to further assume, the

Claimants will establish as facts.

Mr Welham then seeks to explain how (now) he believes that Deloitte’s accounting

treatment judgements reached at the time (and potentially the opinions that Deloitte

7 The parent company of the group of Autonomy companies was Autonomy Corporation Plc, which became
Autonomy Corporation Limited after it was acquired by Hewlett-Packard Company.
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1.22

1.23

1.24

1.25

1.26

formed) might have been different in light of the ‘assumed facts’ by comparison to the
information that was contemporaneously obtained by Deloitte. Only in some cases does
Mr Welham explain any potential impact on Deloitte’s consideration of the accounting
treatment judgements for a particular individual assumption within these overall

alternative assumed circumstances or ‘facts’.

I understand that these assumed circumstances and/or issues, insofar as they might or
could impact the accounting treatment and/or judgements made at the time relating to
the transactions, are disputed by the Defendants, generally individually per transaction,

and collectively per transaction.

In preparing this report | have relied upon the evidence Mr Welham has provided as a
factual witness only. For the avoidance of doubt, where Mr Welham seeks to now give an
opinion on Deloitte’s accounting treatment judgements reached at the time (and
potentially the opinions that Deloitte formed) based on ‘assumed facts’, | have not

considered these comments in preparing this report.

Confidentiality

This document has been prepared strictly for use in the claim by Dr Lynch. However, |
understand that my duty in providing written reports and giving evidence is to help the
Court, and that this duty overrides any obligation to the party by whom | am engaged or

the person who has paid or is liable to pay me.

| understand that this document will be made available to the parties, their legal advisers,
other parties connected with the action and the Court. In all other respects, this report
is confidential and should not be used, reproduced, or circulated for any other purpose, in
whole, or in part, without my prior written consent. | will not accept liability to any party

other than Dr Lynch.

Legal and factual issues

This report should not be read as expressing any opinion on factual matters which depend
on disputed testimony of the witnesses of fact, or legal issues, although it inevitably
reflects my understanding of the position. This is particularly relevant in this case in

relation to issues of fact.

As set out in my First Report, | understand that many of the facts, issues and/or
circumstances relating to the transactions in dispute in this case are themselves disputed
between the Claimants and Defendants, as is evidenced by the competing evidence

provided in the parties’ withess statements.
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1.28

1.29

1.30

1.31

1.32

1.33

| consider it probable that eventual determinations of each individual fact will, in most
cases, impact in alternative ways any final determination of the permitted, or permissible,
accounting treatment for any given transaction in dispute in this case. This, in turn, may
impact whether the annual and/or quarterly financial reports and information published
by Autonomy contained potentially material errors and/or were properly prepared in

accordance with IFRS.

Even in the event that a particular set of facts is determined in respect of a particular
transaction, this would not necessarily result in one specific accounting treatment being

the only permitted, or permissible, treatment.

In general, the application of certain accounting standards, and in particular some past
accounting standards, requires or required the use of more discretionary professional
accounting judgement than for the application of accounting standards that have been
issued more recently, and therefore may result in two different accountants (neither of
whom is wrong) arriving at two different conclusions. In such a scenario, a difference in
the conclusions reached would not, or does not, indicate that either of them was
necessarily inappropriate but rather that they formed part of a range of possible

conclusions, each or all of which might be, or could be appropriate.

Preparation of report

In preparing some of the appendices to this report | have used spreadsheet programs on
personal computers and minimal arithmetic errors may occur within the computer

programs as a result of rounding.

Any opinions or views expressed in this report are subject to any further information which
may be made available to me. To the extent that facts are subsequently determined that
impact upon the accounting treatment in respect of the impugned transactions, it may be
necessary for me to reconsider my opinions.

Sources of Information

The sources of information used for the purposes of preparing this report are set out in
Appendix 1 to this report.

Structure of my report

The structure of the remainder of my report is as follows:

() in section 2, | set out my approach in this report and Mr Holgate’s approach in

preparing his first report in this matter;



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN
P e—— Supplemental Expert Report by Gervase MacGregor
Report dated: 23 March 2019

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

(b) in section 3, | provide further comments on the accounting standards and related

guidance in relation to the recognition of revenue throughout the Relevant Period;

(c) in section 4, | consider Mr Holgate’s comments on hardware sales throughout the

Relevant Period and provide further comments of my own;

(d) in section 5, | consider Autonomy’s Morgan Stanley hardware transaction including

Mr Holgate’s review of such;

(e) in section 6, | provide my observations on Mr Holgate’s approach in respect of the
reseller transactions impugned in this matter and provide my comments on each
of the 13 general assumptions Mr Holgate has been instructed apply to these
transactions. In Appendix 3.1 to 3.37, | consider each of the 37 individual

transactions with resellers impugned in this matter;

(f) in section 7, | consider matters relating to the alleged reciprocal transactions. In
Appendix 5.1 to 5.6 | consider each of the six alleged reciprocal transactions

impugned in this matter;

(g) in section 8, | consider Mr Holgate’s comments on the alleged acceleration of

hosting revenue and provide further comments of my own;

(h) in section 9, | consider the “other” transactions impugned in this matter. | consider
these to be standalone transactions and therefore | do not make any overarching
comments about them. In Appendix 7.1 to 7.4 | consider the four “other”

transactions impugned in this matter;

(i) in section 10, | provide my comments on the Claimants’ Voluntary Particulars in

respect of the categories of transactions impugned in this matter;
() in section 11, | provide a summary of my conclusions; and

(k) in section 12, | provide my expert’s declaration.
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2 MY APPROACH IN THIS REPORT AND MR HOLGATE’S APPROACH IN HIS FIRST
REPORT

My approach in this report

2.1 As set out above at paragraph 1.9, | have been instructed to provide expert evidence in
“Expert Field 1” in this matter. The Court defines this field as relating to “the appropriate
accounting treatment for the impugned transactions, including as to their presentation in

Autonomy’s published information” %

2.2 As set out above, in this report | provide my comments in response to Mr Holgate’s analysis,

as well as my own analysis, of:
() Autonomy’s “[u]ndisclosed, loss-making hardware sales™, specifically:
(i) the reporting of hardware sales in Autonomy’s published information;

(ii)) the allocation of hardware costs between COGS and sales and marketing

expenses;
(iii) disclosure of the accounting policy in relation to hardware costs allocation; and
(iv) the Morgan Stanley hardware transaction;

(b) the appropriate accounting treatment for all of the 37 reseller transactions

impugned in this matter;

(c) the appropriate accounting treatment for the six alleged reciprocal transactions

impugned in this matter;
(d) the alleged acceleration of hosting revenue;

(e) the appropriate accounting treatment for the four “other” transactions impugned

in this matter'%; and

() the Claimants’ Voluntary Particulars in respect of the categories of transactions
set out at 2.2(a)to 2.2(e) above.

2.3 In setting out my analysis of Autonomy’s hardware sales and the recognition of revenue on
hosting transactions in the Relevant Period, | do not consider each transaction involving

the sale of hardware or hosting products on an individual basis. Rather, | deal with these

8 Order of Mr Justice Hildyard dated 14 July 2016, paragraph 17(1).
9 Re-Re-Amended Particulars of Claim, paragraph 30.1.
10 Re-Re-Amended Particulars of Claim, Schedule 7.
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2.4

2.5

2.6

2.7

2.8

issues generally. However, | do provide my analysis of the individual hardware transaction
referred to by Mr Holgate, being the sale to Morgan Stanley in Q2 2009'".

My overall methodology for examining the appropriate accounting treatment for the 37
impugned reseller transactions, the six alleged reciprocal transactions and the four
“other” transactions in this case is to consider each transaction on an individual basis. As
set out in the Joint Statement, both | and Mr Holgate agree that the facts relating to each
transaction must be considered on an individual basis as they are highly relevant to its

accounting treatment. "

| start by providing a general description of each of the impugned transactions and | set
out how they were accounted for by Autonomy at the time of the transaction. For the
avoidance of doubt, | have not had access to Autonomy’s accounting records or ledgers
and, therefore, my comments in respect of the accounting treatment applied by Autonomy
is my best understanding from the pleadings and extracts from Autonomy’s accounting
records included in the voluntary particulars served by the Claimants on 26 September, 2
October, 10 October, 16 October, 24 October and 7 November 2018, corresponding to
Schedule 4 and Schedule 6 to the Re-Re-Amended Particulars of Claim (the “Voluntary

Particulars”).

| then consider the facts surrounding each transaction as they were known at the time. In
this respect, my most commonly used source of information for this purpose has been the
contemporaneous Deloitte audit and review working papers, and also the underlying
documents referred to therein where | consider relevant. For those transactions which
Deloitte tested, the Deloitte working papers generally contain the facts, the accounting
treatment, an explanation of the accounting treatment and Deloitte’s commentary and

challenge on the accounting treatment.

For the avoidance of doubt, | have not been provided with access to Deloitte’s audit
software, AS2. Therefore, | cannot be certain that the version of the Deloitte working
paper | have referred to is the final version saved on Deloitte’s audit file. In some cases |
have seen a number of versions of the working papers, some in Microsoft Excel format and

some saved as PDF copies of the Microsoft Excel document.

| then provide my view on Autonomy’s accounting treatment based on the

contemporaneous information contained in Deloitte’s working papers.

" Mr Holgate’s First Report, paragraphs 4.52 to 4.54.
2 Joint Statement, page 12, “Agreed view” on “Agenda Item” 3(a) and (b).
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2.9

2.10

2.12

2.13

2.14

2.15

Next | consider the “Factual summaries” and assumptions on which Mr Holgate has been
instructed to base his opinions, and Mr Holgate’s analysis and conclusions in respect of the

accounting treatment for each transaction.

| then provide my own opinion on the accounting treatment adopting the assumptions
Mr Holgate has been instructed apply to each transaction, without any consideration of

the underlying facts.

Next | set out my understanding of the facts applicable to the assumptions Mr Holgate has
been instructed apply to each transaction by reference to the evidence contained in the
documents disclosed in this case (by way of targeted searches of the disclosure database),
including underlying transaction specific documentation, the parties’ witness statement
and hearsay notice evidence and evidence contained in the Transcripts of Proceedings from
the U.S. trial. While it is not my role as an accounting expert to opine upon the facts as
stated in witness statements and trial testimony, in a case where the facts are (or may be)
critical to the accounting as applicable at the time, a fact and whether it is disputed or
not may be highly relevant to the way in which a transaction can be accounted for.

Therefore, | have referred to facts and disputed facts in my analysis.

Finally, | conclude on how this analysis of the factual evidence impacts my earlier opinion
regarding the appropriate accounting treatment for the impugned transactions based on

the facts as they were known at the time.

Mr Holgate’s approach

Mr Holgate has been instructed to consider the appropriate accounting treatment for the
impugned transactions in this case on the basis of numerous assumptions and against a
background of certain assumed, but in many cases disputed, “Factual summaries”,

provided to him by Travers Smith, his instructing solicitors.

It appears that Mr Holgate has not sought to look for evidence that would corroborate or
challenge any of his instructed assumptions or assumed facts, nor has he carried out any
analysis to determine whether the assumptions he has been provided with do in fact apply
to the transactions he is opining on. Rather, Mr Holgate has been instructed to assume that
the assumptions he has been provided with apply, in various combinations, to the

transactions he has considered.

Mr Holgate’s sources of information

For the purposes of preparing his report, Mr Holgate has been provided with a limited set

of documents by Travers Smith as listed at Annex 2 to Appendix 2 to his report.
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2.16

2.17

2.18

2.19

Mr Holgate’s sources of information include the industry standard practical guides for UK
users of IFRS published by PwC', KPMG and Ernst & Young which include guidance on the
application of the accounting standards. Mr Holgate has not been provided with similar
guidance prepared and published by Deloitte during the Relevant Period. | refer to
Deloitte’s 2009 Guidance in my First Report as well as the guidance published by PwC,
KPMG and Ernst & Young.'

Similarly, the list of documents supplied to Mr Holgate does not include the working papers
prepared by Deloitte in carrying out its quarterly and interim reviews and year end audits
throughout the Relevant Period and Mr Holgate has not seen these Deloitte working
papers'. As set out in my First Report, | consider that these contemporaneous working
papers prepared by Deloitte provide extremely valuable evidence of the contemporaneous
circumstances surrounding the transactions themselves and why Autonomy accounted for
them in the way it did, as well as the contemporaneous views of Autonomy’s auditor on

each of the transactions.'®

Deloitte also reviewed and provided its opinion on the underlying contractual
documentation for many of the impugned transactions. Mr Holgate was apparently
provided with “Contractual documentation in respect of the VAR transactions”'’, but it is
not clear what, if any, consideration Mr Holgate has given to these documents. It appears
that Mr Holgate has not been provided with any contractual documentation in respect of
the remaining categories of transactions impugned in this matter, as these are not included

in the list of documents provided to Mr Holgate.®

The list of documents provided to Mr Holgate also includes only four of the 64 witness
statements and makes no reference to any of the 10 hearsay notices submitted by the
Claimants and Defendants in this case. It is unclear whether Mr Holgate has considered any
of the information contained in these other witness statements and hearsay notices when
forming his opinions. As he makes no reference to this evidence in his report, | presume

he has not.

13 Mr Holgate states he edited and was responsible for PwC’s ‘Manual of accounting - IFRS for the UK’ (Mr
Holgate’s First Report, paragraph 1.2).

4 My First Report, section 4.

5 Joint Statement, page 8, “Mr Holgate’s view” on “Agenda Item” 2(a).

16 My First Report, paragraph 6.16.

7 Mr Holgate’s First Report, Appendix 2, Annex 2, page 38.

8 Mr Holgate’s First Report, Appendix 2, Annex 2, page 38.

10
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3.1

3.2

3.3

3.4

IFRS ACCOUNTING STANDARDS AND GUIDANCE - FURTHER COMMENTARY

Introduction

In my First Report | set out, by way of background:

(@)

(b)

(©)

an overview of the key accounting matters, accounting and disclosure standards

relevant to this case'?;

an overview of IFRS accounting industry guidance produced by the ‘Big 4’

accounting firms?%; and

the background to IFRS and Autonomy’s financial reporting requirements, including

comparing IFRS with US GAAP and explaining the principles based nature of IFRS?'.

| also previously set out a detailed review of the sections of IAS 18 that | consider relevant

to the Claimants’ allegations??, along with some more general matters relevant to the

accounting issues in this case?.

In most cases, Mr Holgate and | are in agreement in regards to the accounting principles

which are relevant and applicable to the issues in this case. Where we do not agree, or

where Mr Holgate has referred to an accounting principle | have not considered in my First

Report, | set out my comments in this section. | also set out any further references to IFRS

or guidance which | consider relevant to the accounting issues in this case but which | did

not include in my First Report.

Below | provide:

(@)

(b)

an overview of the guidance contained in IFRS regarding the appropriate

accounting treatment for events after the reporting period;

my comments on Mr Holgate’s analysis of the relevant accounting principles set

out in his first report, including:

(i) an assessment of the economic substance of a transaction and the appropriate
accounting treatment for a transaction which lacks or has no economic

substance; and

(ii) Mr Holgate’s interpretation of certain requirements of 1AS 18;

9 My First Report, paragraphs 4.4 to 4.7.

20 My First Report, paragraphs 4.8 to 4.10.

21 My First Report, paragraphs 4.11 to 4.21.
22 My First Report, paragraphs 4.22 to 4.88.
23 My First Report, paragraphs 4.89 to 4.102.

11
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3.5

3.6

3.7

(c) my comments on Mr Holgate’s view, as set out in the Joint Statement, regarding

my conclusions on the principles based nature of IFRS; and

(d) the transition between IAS 18 and IFRS 15.

Events after the reporting period

As set out in the Joint Statement, Mr Holgate and | agree the following with regard to the

relevance of hindsight to an accountant:

“Financial statements are necessarily prepared, approved and audited after the relevant
reporting date. For example, Autonomy’s year end (annual reporting date) was
31 December and it generally approved and published its accounts towards the end of the
following February (the signing date). Financial statements are based on transactions and
events up to the reporting date and conditions as at the reporting date. Information
coming to light between the reporting date and the signing date is taken into account
only insofar as it sheds light on circumstances prevailing at the reporting date.
Information coming to light in that period is disregarded insofar as it describes
transactions and other events that arise after the reporting date. Information that comes

to light after the signing date can be taken into account only at the next reporting date.”?*

IAS 10 ‘Events after the Reporting Period’

| set out below the references to the accounting standard, IAS 10 ‘Events after the

Reporting Period’ (“IAS 10”), which prescribes the accounting treatment described above.
IAS 10 defines events after the reporting period as:

“..those events, favourable and unfavourable, that occur between the end of the
reporting period and the date when the financial statements are authorised for issue. Two

types of events can be identified:

(a) those that provide evidence of conditions that existed at the end of the reporting

period (adjusting events after the reporting period); and

(b) those that are indicative of conditions that arose after the reporting period (non-

adjusting events after the reporting period).”?

2 Joint Statement, pages 6 to 7, “Agreed view” on “Agenda Item” 1(g).
25 Exhibit AA - 1AS 10.3.

12
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3.8

3.9

3.10

3.11

3.12

3.13

IAS 10 sets out that, “[e]vents after the reporting period include all events up to the date
when the financial statements are authorised for issue, even if those events occur after

the public announcement of profit or of other selected financial information.”?
IAS 10 also states:

“The process involved in authorising the financial statements for issue will vary depending
upon the management structure, statutory requirements and procedures followed in

preparing and finalising the financial statements.”?’

For the avoidance of doubt, where | refer to Autonomy’s quarterly, interim or annual
financial information being ‘signed’, ‘dated’, ‘published’, ‘released’, or use similar
wording, | use these terms interchangeably with the term ‘authorised for issue’ and they

should be interpreted as having the same meaning.
IAS 10 prescribes the treatment for events after the reporting period as follows:

() “an entity shall adjust the amounts recognised in its financial statements to

reflect adjusting events after the reporting period”?®; and

(b) “an entity shall not adjust the amounts recognised in its financial statements to

reflect non-adjusting events after the reporting period”?.

IAS 10 provides examples of adjusting events after the reporting period that require an
entity to adjust the amounts recognised in its financial statements, or to recognise items
that were not previously recognised.3® One such example is “the discovery of fraud or

errors that show that the financial statements are incorrect”?'.

IAS 10 also provides the following example of a non-adjusting event after the reporting

period:

“...a decline in market value of investments between the end of the reporting period and
the date when the financial statements are authorised for issue. The decline in market
value does not normally relate to the condition of the investments at the end of the
reporting period, but reflects circumstances that have arisen subsequently. Therefore, an
entity does not adjust the amounts recognised in its financial statements for the

investments.”3?

2 Exhibit AA - IAS 10.7.

77 Exhibit AA - IAS 10.4.

28 Exhibit AA - IAS 10.8.

29 Exhibit AA - IAS 10.10.
30 Exhibit AA - IAS 10.9.

3 Exhibit AA - 1AS 10.9(e).
32 Exhibit AA - IAS 10.11.

13
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3.14

3.15

3.16

3.17

3.18

IAS 8 ‘Accounting Policies, Changes in Accounting Estimates and Errors’

In my First Report | set out my comments on the use of hindsight when amending

comparative information for prior periods by reference to IAS 8.33

IAS 8 prescribes the criteria for selecting and changing accounting policies, together with
the accounting treatment and disclosure of changes in accounting policies, changes in

accounting estimates and corrections of errors.3*

For the avoidance of doubt, IAS 8 sets out that restatements of prior period figures within
financial statements are required solely for changes in accounting policies, or for the
correction of material errors in the prior period figures, as these are the only two changes

which are required to be applied retrospectively, as follows:

“..when an entity changes an accounting policy upon initial application of an IFRS that
does not include specific transitional provisions applying to that change, or changes an

accounting policy voluntarily, it shall apply the change retrospectively.”3
And

“...an entity shall correct material prior period errors retrospectively in the first set of

financial statements authorised for issue after their discovery by:

(a) restating the comparative amounts for the prior period(s) presented in which the

error occurred; or
(b) if the error occurred before the earliest period presented, restating the opening
balances of assets, liabilities and equity for the earliest prior period presented.”3¢
Mr Holgate’s analysis of the relevant accounting principles

Mr Holgate set out, in section 3 of his first report, his analysis and interpretation of the
accounting principles which he considered relevant to this case. Where | disagree with Mr

Holgate’s comments or wish to provide further comments, | do so below.

Economic substance of a transaction

Both | and Mr Holgate have referred to the guidance set out in the Framework which
requires that transactions should be accounted for and presented in accordance with their

substance and economic reality and not merely their legal form.”

33 My First Report, paragraphs 4.99 to 4.102.

34 Exhibit N to my First Report - IAS 8.1.

35 Exhibit N to my First Report - IAS 8.19(b).

36 Exhibit N to my First Report - |AS 8.42.

37 My First Report, paragraph 4.90 and Mr Holgate’s First Report, paragraph 3.16.

14
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3.19

3.20

3.2

3.22

3.23

3.24

As set out in my First Report, PWC’s 2009 Guidance® states that the substance will “have
to be analysed based on all the transaction’s contractual terms, or the combination of the
contractual terms of linked transactions” and that “Contracts, while inherently form-
driven, often provide strong evidence of the intent of the parties involved, as parties to
a transaction generally protect their interests through the contract”.® This guidance
highlights that while it is important to consider the substance of a transaction, the contract
terms should not be ignored as they can drive the accounting treatment. However,

Mr Holgate’s approach, by definition, includes no such analysis.

For example, in respect of each of the reseller transactions, while Mr Holgate’s conclusions
do not refer to anything more than a high level analysis of the economic substance (or
otherwise) of the transactions - because it appears that he has not undertaken the relevant
detailed analysis - he has nonetheless opined on the overall issue and stated, for 34 out of

37 of the impugned reseller transactions, that they “lacked economic substance”.*

Mr Holgate also concluded that the sales and purchases which took place under four of the
six alleged reciprocal transactions were “artificial and lacked substance”*' and that the

sales element of the remaining two transactions lacked* or had no substance®.

Again, Mr Holgate provides very little analysis of the contractual documentation in respect
of each of the impugned transactions in this matter in order to reach his conclusions

regarding the substance of these transactions.

As set out in my First Report, it is clear that a consideration of revenue recognition under

IAS 18 has to be based on a fact heavy analysis. Indeed, as PwC’s 2009 Guidance sets out:

“Understanding a revenue transaction’s substance requires more than a high-level
knowledge of the business arrangement. It is often a lack of understanding of the details
of contracts or of the existence of additional contractual terms, such as side letters or
oral agreements, that creates difficulties in assessing revenue recognition. Only once the
transaction has been properly understood, can the questions of when and how much

revenue to recognise be addressed.”*

In addition to any analysis of economic substance, Mr Holgate’s opinion that the reseller

and alleged reciprocal transactions lacked economic substance means that the impugned

38 Mr Holgate states that he edited and was responsible for PwC’s ‘Manual of accounting - IFRS for the UK’ (Mr
Holgate’s First Report, paragraph 1.2) and the writing team of PwC’s 2009 Guidance was co-led by Mr Holgate
(Exhibit KK - PwC’s 2009 Guidance, page P003).

39 Exhibit G to my First Report - PwC’s 2009 Guidance, page 9006, paragraph 9.30.

40 paragraph 10.135 of this report and footnotes 844 and 845.

41 Mr Holgate’s First Report, paragraphs 6.21, 6.38, 6.56 and 6.73.

42 Mr Holgate’s First Report, paragraph 6.85.

43 Mr Holgate’s First Report, paragraph 6.96.

44 Exhibit G to my First Report - PwC’s 2009 Guidance, page 9007, paragraph 9.31.
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3.25

3.26

3.27

3.28

3.29

3.30

transactions were not genuine transactions. Clearly, the correct way to account for a
transaction which is not genuine is not to account for it at all, or if it has been accounted
for, to reverse it. To put it another way, the transaction should be accounted for in
accordance with its economic substance and if there is none, it should not be accounted

for.

However, as set out in section 10 of this supplemental report, Mr Holgate’s opinion
regarding a lack of economic substance is contrary to his agreement with the accounting
treatment suggested by the Claimants in their Voluntary Particulars. The treatment of the
transaction suggested by the Claimants is to defer the revenue recognised on the sale to
the reseller, rather than to reverse the entire transaction. This proposed treatment means
the Claimants’ consider the impugned transactions to have economic substance at the time

the transaction took place.

Mr Holgate’s IAS 18 analysis

As set out in the Joint Statement, both | and Mr Holgate agree that IAS 18 is the relevant
accounting standard dealing with the recognition of revenue in financial statements under
IFRS* throughout the Relevant Period.

However, in a number of areas we disagree, or | provide further comments, as follows.

Measurement of revenue - fair value

IAS 18 requires that revenue is measured “at the fair value of the consideration received

or receivable”*, which in most cases “is in the form of cash or cash equivalents”¥ .

Mr Holgate did not provide the definition of fair value in his first report, but, as set out in
the Joint Statement, both | and Mr Holgate agree that fair value is defined in IFRS as “the
amount for which an asset could be exchanged, or a liability settled, between

knowledgeable, willing parties in an arm’s length transaction” .“®

Mr Holgate referred to circumstances in which determining fair value may be problematic
and provided the example of an asset being sold with associated services where there is a
desire to recognise the revenue in respect of the asset up front. He stated that in this case

“it is necessary to be able to determine the fair value of the asset”.*

4 Joint Statement, page 5, “Agreed view” on “Agenda Item” 1(e).

46 Exhibit F to my First Report - IAS 18.9.

47 Exhibit F to my First Report - IAS 18.11.

48 Exhibit F to my First Report - IAS 18.7 and Joint Statement, page 5, “Agreed view” on “Agenda Item” 1(f).
4 Mr Holgate’s First Report, paragraph 3.34.4.
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3.31

3.32

3.33

3.34

3.35

However, IAS 18 does not say this. Instead, the amount allocated to the asset, to be
recognised up front, is a residual amount after the deduction from the total consideration
received or receivable of a cost based amount for the subsequent services. The guidance

in the Appendix to IAS 18 is as follows:

“When the selling price of a product includes an identifiable amount for subsequent
servicing (for example, after sales support and product enhancement on the sale of
software), that amount is deferred and recognised as revenue over the period during
which the service is performed. The amount deferred is that which will cover the
expected costs of the services under the agreement, together with a reasonable profit

on those services.”>[emphasis added]

IAS 18 is silent on what might constitute a reasonable profit which introduces an element
of judgement to determining the amount of revenue which should be deferred under this

scenario.

Further, Mr Holgate stated, “If, for example, the asset was sold to various customers at
different prices, it may not be possible to determine its fair value. If so, then it would
not be permissible to recognise revenue in respect of it at the time of the sale”.>
Mr Holgate does not explain, given these circumstances, when revenue should be
recognised, if not at the time of the sale. Mr Holgate referenced this statement to IAS 18.9,
as set out at paragraph 3.28 above. It is not clear to me why Mr Holgate referred to IAS
18.9 when making this statement as there is no requirement under IAS 18.9 to determine
the fair value of the asset being sold; rather the fair value is based on the consideration

received or receivable.

There are plenty of situations where the same asset is sold at different prices to different

customers.

Mr Holgate’s reference to the requirement to determine the fair value of the asset being
sold appears to be a reference to new guidance that is included in International Financial
Reporting Standard 15 ‘Revenue from Contracts with Customers’ (“IFRS 15”)%2. The
requirement in IFRS 15 that would appear more relevant to Mr Holgate’s analysis is the
potential use of a residual approach when determining the selling price of a good or service
that is included in a bundle. A residual approach is only permitted when either the same
(residual) good or service is sold to different customers for a broad range of amounts, at

or near the same time, (meaning that the selling price is highly variable) or the selling

50 Exhibit F to my First Report - IAS 18 Illustrative Examples, paragraph 11.
51 Mr Holgate’s First Report, paragraph 3.34.4.
52 | note however, that the IFRS 15 references are to the stand-alone selling prices of items, and not their fair

values.
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3.36

3.37

3.38

price for the item has not yet been established and the good or service has not previously

been sold on a standalone basis (i.e. the selling price is uncertain).>

IFRS 15, as explained further below, has an effective date of 1 January 2018 for annual
periods beginning on or after 1 January 2018, and, as such, was not applicable during the
Relevant Period. If this is the source of Mr Holgate’s contention, | do not know why he
thinks it is relevant. In my view the test at the relevant time was whether the revenue was
measured at the fair value of the consideration received or receivable, not at the fair

value of the asset being sold.

Sale of goods

As set out in the Joint Statement, both | and Mr Holgate agree that one of the most
important parts of IAS 18 is paragraph 14 which sets out the five criteria for the recognition
of revenue on the sale of goods.> | set out below my comments on IAS 18.14(a) (Transfer
of significant risks and rewards of ownership) and (d) (Probable that economic benefits will
flow to the entity) where | disagree with Mr Holgate’s comments in his first report, and on
(b) (Entity retains neither continuing managerial involvement nor effective control) where

| expand upon the comments made by Mr Holgate.

IAS 18.14(a) - Transfer of significant risks and rewards of ownership

Mr Holgate provided his comments on consideration of each of the five criteria separately.
When considering the requirement that the entity has transferred to the buyer the
significant risks and rewards of ownership of the goods (IAS 18.14(a)), Mr Holgate stated
that:

“The point in time when the seller has transferred to the buyer the significant risks and
rewards of ownership of the goods will often coincide with when all significant
performance obligations have been met. This was reflected in the guidance that KPMG
issued at the time. Consistent with this, IAS 18 gives an example of where the seller
retains significant risks of ownership because not all significant performance obligations
have been met: “an entity may retain the significant risks and rewards of
ownership..when the goods are shipped subject to installation and the installation is a
significant part of the contract which has not yet been completed by the entity.”
[IAS 18.16(c)]”>®

53 Exhibit BB - IFRS 15.79(c).
34 Joint Statement, page 5, “Agreed view” on “Agenda Item” 1(e).
% Mr Holgate’s First Report, paragraph 3.39.1.
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3.39

3.40

3.41

3.42

Firstly, | note that the term “performance obligation” was not a term used explicitly in
IAS 18, and was in fact introduced in IFRS 15%, which, as described above, was not
applicable during the Relevant Period. In my view, the test at the time of when an entity
had transferred the significant risks and rewards of ownership to a buyer required an
examination of the circumstances surrounding a transaction and, in most cases, coincided

with the transfer of legal title and passing of possession, as set out in IAS 18.15%.

Further, as set out at paragraph 3.38, Mr Holgate states that the situation described in IAS
18.16(c) provides an example of where a seller retains significant risks and rewards of
ownership, when in fact, this situation is explicitly stated to be an example of where a
seller may retain the significant risks and rewards of ownership® and therefore, is not

definitive.

IAS 18.14(b) - Entity retains neither continuing managerial involvement nor

effective control

In considering this limb of IAS 18.14, Mr Holgate refers to guidance produced by PwC in

2011 on the concepts of control and continuing managerial involvement.>
Similarly, PwC’s 2009 Guidance sets out:

“The concept of control is relatively straightforward, since, the definition of an asset in

3

the Framework is: “...a resource controlled by the entity as a result of past events and
from which future economic benefits are expected to flow to the entity”. [Framework
para 49]. It follows that if an entity retains effective control over the goods sold, the

transaction is not a sale and revenue is not recognised.

“Continuing managerial involvement to the degree usually associated with ownership” is
less straightforward, although it is highly unlikely that an entity would retain such
involvement without retaining the economic benefits of the asset. Nor is it likely that a
buyer would accept continuing involvement where it had acquired the asset for fair
consideration. Commercially, continuing involvement to the degree envisaged would not
normally occur where a genuine sale has taken place. If it does, it is likely that there are

other features of the arrangement that need to be considered.”®

% Exhibit BB - IFRS 15.4.

57 Exhibit F to my First Report - IAS 18.15.

8 Exhibit F to my First Report - IAS 18.16.

39 Mr Holgate’s First Report, paragraph 3.39.6.

60 Exhibit KK - PwC’s 2009 Guidance, pages 9021 to 9022, paragraphs 9.81 to 9.82.
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3.43

3.44

3.45

3.46

3.47

3.48

In my First Report | set out the potential indicators of continuing managerial involvement

or retention of effective control provided by PwC.®'

Further, | note that PwC’s 2009 Guidance provides the following example of “Ongoing

involvement”:

“Entity A sells a racehorse to entity B. As part of the arrangement entity A continues to
house and train the horse, determine which races the horse will enter and set stud fees

for the horse. Should entity A recognise revenue on the sale of the horse to entity B?

If a proper training agreement is in place that provides a market fee for the services that
entity A provides and any winnings or fees achieved by the horse going to the buyer, it
may be appropriate to recognise revenue on the sale. However, it would also be necessary
to consider whether entity A had given any guarantees or incurred other obligations that
may indicate it had not disposed of the significant risks and rewards of ownership of the

horse.”?

Clearly, it is difficult to apply this type of situation involving a unique physical asset to a

software licence that is an intangible asset that can be infinitely reproduced.

IAS 18.14(d) - Probable that economic benefits will flow to the entity

When considering the requirement that it is probable that the economic benefits
associated with the transaction will flow to the entity (IAS 18.14(d)), Mr Holgate states
that while the Claimants’ acknowledge that the meaning of the term “probable” in IFRS is
taken to mean more likely than not which translates, numerically, to over 50%, in his
experience, “entities tend to require a significantly higher probability than 51% before

they will consider it appropriate to recognise revenue”.%

| do not agree with Mr Holgate’s comment above. As set out in my First Report, “probable”
is not defined under IAS 18. There is a definition of “probable” provided in International
Accounting Standard 37 ‘Provisions, Contingent Liabilities and Contingent Assets’ (“IAS
37”), but as explicitly noted, the interpretation of this term in IAS 37 does not necessarily

apply in other standards.®

International Financial Reporting Standard 5 ‘Non-current Assets Held for Sale and

Discontinued Operations’ (“IFRS 5”) also defines the term as meaning “More likely than

61 My First Report, paragraph 4.45.

62 Exhibit G to my First Report - PwC’s 2009 Guidance, page 9022, “Example 1 - Ongoing involvement”.
63 Mr Holgate’s First Report, paragraph 3.39.9.

64 My First Report, paragraph 4.51.
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3.49

3.50

3.51

3.52

3.53

3.54

not” and defines “highly probable” as “Significantly more likely than probable”.%> IFRS 5
does not state that the interpretation of “probable” in this standard does not necessarily
apply in other standards and is the standard referred to in the IFRS glossary for the term
“probable”®. IFRS 5 was effective for annual periods beginning on or after 1 January

2005%, and, as such, was applicable during the Relevant Period.

If the standard was intended to convey a threshold higher than “probable”, then it would
say so, as it was considered necessary to refer to this higher level of probability in other
standards in IFRS, such as IFRS 5.

Furthermore, PwC’s 2009 Guidance provides a threshold for the term “more likely than

not” in relation to the requirements of IAS 37, as follows:

“e

more likely than not’ means a probability of more than 50 per cent...”%8

| note from the Foreword to PwC’s 2009 Guidance that this view has support from across
PwC:

“...this IFRS Manual of Accounting...gives preparers and practitioners the benefits of the

extensive experience and professional judgement of PricewaterhouseCoopers.”®

The view is consistent with my own experience, including where IFRS “probable” has been
contrasted with US GAAP “probable”.”

By referring to “a significantly higher probability than 51%” as the threshold for
recognising revenue on the basis that it is considered probable that economic benefits will
flow, it seems to me that Mr Holgate is attempting to introduce the meaning of probable
as applied in US GAAP.

Statement of Position 97-2 (“SOP 97-2) which set out the principles of software revenue
recognition in US GAAP throughout the Relevant Period required that revenue was
recognised when, among other criteria, “collectability is probable””'. SOP 97-2 also
stated:

“The term probable is used in this SOP with the same definition as used in FASB Statement

No. 5, Accounting for Contingencies.””?

65 Exhibit CC - IFRS 5, Appendix A - Defined Terms (this appendix is noted as being “an integral part of the

IFRS”).

66 Exhibit LL - glossary of terms in IFRS and the definition of probable.

67 Exhibit CC - IFRS 5.44.

68 Exhibit KK - PwC’s 2009 Guidance, pages 21016 to 21017, paragraph 21.82.

6 Exhibit KK - PwC’s 2009 Guidance, Foreword, page P005.

70 For the avoidance of doubt, | am not an expert in, although | have some familiarity with, accounting under

US GAAP.

71 Exhibit MM - SOP 97-2, paragraph 8.
72 Exhibit MM - SOP 97-2, footnote 5.
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3.56

3.57

3.58

3.59

FASB Statement No. 5, ‘Accounting for Contingencies’ defines probable as “[t]he future
event or events are likely to occur”.” In their normal meanings “likely to occur” has a

higher threshold than “more likely than not”.

Guidance published by PwC in 201474 setting out similarities and differences between IFRS

and US GAAP regarding revenue recognition explains that:

“The term “probable” has a different meaning under US GAAP (where it is generally
interpreted as 75-80% likelihood) and IFRS (where it means more likely than not—that is,
greater than 50% likelihood).””*

The higher threshold, “likely to occur” was not the threshold required to be met when

considering collectability under IAS 18. The correct threshold was “more likely than not”.
Principles-based nature of IFRS

Clarification of comments in my First Report

Mr Holgate’s view, as set out in the Joint Statement, is that, in commenting on IFRS and

the way in which it is applied, | overstate:

(a) the principles-based nature of IFRS;

(b) the extent of discretionary professional judgement;
(c) the range of generally accepted accounting practices; and
(d) how to react when there is no explicit guidance in IFRS.”¢

As set out in my First Report, IFRS sets out the basic principles of accounting for
transactions, rather than specific rules that relate to every situation.” | reiterate my

agreement with Mr Welham’s statement that:

“there are always a range of acceptable or reasonable accounting treatments applied in
the financial statements depending on the judgements applied under the accounting
standards. Accordingly, there will be a number of acceptable presentations in the

financial statements which would be considered to represent a ‘true and fair view’.”’®

73 Exhibit NN - FASB Statement No. 5, ‘Accounting for Contingencies’, paragraph 3a.

74| note that while this guidance was not published in the Relevant Period, similar guidance published by PwC
in 2010 sets out the same comparison of the term probable (albeit in relation to the recognition of a provision)
- Exhibit OO - PwC guidance ‘US GAAP, IFRS and Indonesian GAAP similarities and differences, 2010 edition’,

page 97.

75 Exhibit PP - PwC guidance ‘IFRS and US GAAP: similarities and differences, October 2014’, page 25.
76 Joint Statement, page 3, “Mr Holgate’s view” on “Agenda Item” 1(b).

77 My First Report, paragraph 4.16.

78 Mr Welham’s Witness Statement, paragraph 56.
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3.60 Mr Holgate also appears to agree with this statement as he notes in his first report:

“It is important to note that the requirement is that the accounts should give ‘a true and
fair view’, not ‘the true and fair view’. This is widely understood to mean that there may
be more than one accounting policy or treatment that is able to result in a true and fair

view.””®

3.61  However, | would take this opportunity to clarify that my reference to the principles-based
nature of IFRS and a range of possible conclusions on the accounting treatment of
transactions should not be interpreted as a suggestion that there was latitude for more
discretion in determining the appropriate accounting treatment for a transaction than
actually existed i.e. it is not my opinion that under IFRS, the range of possible accounting
treatments is so wide that any and all accounting treatments could be considered
permissible. | simply intended to highlight the fact that it is possible that two accountants
may or could treat a transaction differently but this does not mean one is correct and one

is not.

3.62  Further, | highlighted in my First Report, that within IFRS generally, IAS 18 was considered
to be “one of the few truly principles-based standards in the IFRS literature”®. The
guidance in IAS 18 was general in nature and there was no specific guidance provided on
revenue recognition for software-related transactions®!, which resulted in companies that
reported under IFRS being able to adopt a relatively wide range of possible approaches??
to revenue recognition while still complying with the requirements of the standard. These
limitations were noted in IFRS accounting industry guidance produced by the ‘Big 4’

accounting firms, for example:

“IFRSs contain general principles for revenue recognition that apply to all entities. There
is limited industry-specific guidance in IFRSs on revenue recognition. For example, there
is no specific guidance for the recognition of revenue and costs by entities in the software

industry.”®
and

“..applying the general revenue recognition principles to software transactions can
sometimes be difficult. The result of this has been that in practice software companies
have used a variety of methods to recognise revenue, often producing significantly

different financial results for similar transactions...this very principled-based

79 Mr Holgate’s First Report, paragraph 3.10.

80 My First Report, paragraph 4.18.

8 My First Report, paragraph 4.30.

82 Relative to the approaches permissible under other standards in IFRS.
8 Exhibit QQ - KPMG’s 2008/9 Guidance, page 791, paragraph 4.2.10.10.
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3.63

3.64

3.65

3.66

approach requires preparers to exercise substantial judgement in practice, and is
unlikely to promote consistency when addressing the complex revenue recognition issues

that characterise the software services industry.”® [emphasis added]

Transition from IAS 18 to IFRS 15

As set out at paragraph 3.58, Mr Holgate’s view is that, in my First Report | have overstated

the principles-based nature of IFRS. | have provided clarification of my comments above.

I do not believe that | have overstated the principles-based nature of IFRS, particularly by
reference to IAS 18, which, as also noted above, was truly principles based and the result
of this limited guidance was the requirement for a higher level of judgement and,
consequently, a greater variation of acceptable accounting treatments. An indication of
how revenue recognition has moved on from a principles-based approach is the recent
transition from IAS 18 to IFRS 15, which | describe below.

IAS 18 was originally issued in December 1993 by the IASB’s predecessor, the IASC and was
adopted by the newly constituted IASB in April 2001.% Minor consequential amendments
were subsequently made as a result of the issue of new IFRSs®. Apart from these, the only
substantive change was the addition of an illustrative example in a 2009 amendment, for
the determination of whether an entity is acting as a principal or as an agent, the

background to which | describe below.

IAS 18 is therefore a relatively old standard, and was developed at a time when accounting
standards were typically much shorter, with less precise requirements, than more recent
accounting standards. The IASB acknowledged the deficiencies of the requirements in IFRS

for revenue recognition as follows:

“In International Financial Reporting Standards (IFRSs), the principles underlying the two
main revenue recognition standards (IAS 18 Revenue and IAS 11 Construction Contracts)
are inconsistent and vague, and can be difficult to apply beyond simple transactions. In
particular, those standards provide limited guidance for transactions involving multiple

components or multiple deliverables.”®

and

84 Exhibit C to my First Report - EY’s 2008 Guidance, page 2070, section 7.12.

8 Exhibit F to my First Report - IAS 18, page 1.

8 For example, International Financial Reporting Standard 11 ‘Joint Arrangements’ (“IFRS 11”) issued in 2011
and International Financial Reporting Standard 13 ‘Fair Value Measurement’ (“IFRS 13”) issued in 2013.

87 Exhibit DD - IASB Discussion Paper ‘Preliminary Views on Revenue Recognition in Contracts with Customers’,
dated December 2008, page 7, paragraph S2.
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“In IFRSs, diverse revenue recognition practices have arisen because IAS 18 Revenue and
IAS 11 Construction Contracts contain limited guidance on some topics and the guidance
that is provided can be difficult to apply to complex transactions. Some companies also

supplement the limited guidance in IAS 18 by selectively applying US GAAP.”88

If, as would appear to be the case, IAS 18 was deficient then a follow on question is why
the accounting standard setter did not take action more swiftly to deal with the lack of
guidance, and did not take steps to improve IAS 18. The explanation provided was as

follows:
“Why not amend IASs 18 and 11?

Making amendments to IASs 18 and 11 would not resolve the fundamental weaknesses in
those standards - ie that a company could recognise revenue in different ways depending
on which standard it applies. The effect of such inconsistency is pronounced because
IFRSs do not clearly distinguish between goods and services and, consequently, it can be
difficult to determine whether to account for some transactions in accordance with IAS
18 or IAS 11.

Amending IASs 18 and 11 would also not achieve convergence between IFRSs and US GAAP

in the recognition of revenue.”®

If the IASB has a project to develop a new standard for a particular topic, then it will
typically not make any changes to existing guidance (as this guidance is expected to be
replaced in the relative short term) or, if it does, will make only very limited changes. This
is illustrated for IAS 18 where the only changes made since issuance were those noted at

paragraph 3.65 above which were minor.

In relation to the principal/agent example, the amendment to IAS 18 originated from a
submission to the IFRS Interpretations Committee (“IFRIC”). While the IFRIC debated
whether it should issue an Interpretation® it ultimately concluded that it should not®' and

instead referred the issue to the IASB for consideration®?. The IASB subsequently discussed

8 Exhibit EE - IFRS Revised Exposure Draft, ‘Snapshot: Revenue from Contracts with Customers’ dated
November 2011, page 2.

8 Exhibit EE - IFRS Revised Exposure Draft, ‘Snapshot: Revenue from Contracts with Customers’ dated
November 2011, page 3.

9% Exhibit FF - IASB IFRIC Update, May 2007, page 3, ‘IAS 18 - Revenue - Guidance on identifying agency
arrangements’.

91 Exhibit GG - IASB IFRIC Update, July 2007, pages 4 to 5, ‘Tentative agenda decisions - IAS 18 - Revenue
Recognition - Guidance on identifying agency arrangements’.

92 Exhibit HH - IASB IFRIC Update, September 2007, page 3, ‘IFRIC agenda decisions - IAS 18 - Revenue -
Guidance on identifying agency arrangements’.
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3.71

3.72

3.73

the request at its October 2007 meeting and directed the staff to develop high level

guidance based on existing guidance issued in some jurisdictions®® (for example, US GAAP).

By putting the project into the Annual Improvements project, the IASB acknowledged that
the change to the Appendix was narrow in scope and relatively minor. The IASB’s archive

website notes that:

“The Annual Improvements project contains amendments to IFRS Standards or
Interpretations that are minor or narrow in scope that are packaged together and exposed
in one document even though the amendments are unrelated. These amendments are
limited to changes that either clarify the wording in an IFRS or correct relatively minor
unintended consequences, oversights or conflicts between existing requirements of IFRS
Standards. Because of their nature, it is not necessary to undertake consultation or

outreach for annual improvements beyond the comment letter process.”%

In my First Report | set out that IAS 18 was eventually replaced by IFRS 15 for annual
reporting periods beginning on or after 1 January 2018.%> The following reasons were

provided for issuing IFRS 15:

“Previous revenue recognition requirements in IFRS provided limited guidance and,
consequently, the two main revenue recognition Standards, IAS 18 and IAS 11, could be
difficult to apply to complex transactions. In addition, IAS 18 provided limited guidance
on many important revenue topics such as accounting for multiple-element

arrangements.”%

When IFRS 15 was issued in May 2014, there was a substantial period of time allowed before
it was required to be adopted, which was for annual reporting periods beginning on or
after 1 January 2017, subsequently extended to 1 January 2018 after clarifications were
made to IFRS 15.%

In setting the effective date, the IASB acknowledged in the Basis for Conclusions to IFRS 15
that the new requirements would bring potentially very significant changes to the
accounting by some entities. These significant changes also illustrate that a significantly
wider range of approaches could have been followed under IAS 18 than under IFRS 15.

Again, this illustrates the weakness of 1AS 18.

93 Exhibit Il - IASB Update, October 2007, page 3, ‘Annual improvements process - Determining whether an
entity is acting as a principal or as an agent’.

94 Exhibit JJ - IFRS Website - Annual Improvements to IFRS - http://archive.ifrs.org/Current-Projects/IASB-
Projects/Annual-Improvements/Pages/Annual-Improvements-Landing.aspx.

9 My First Report, paragraph 4.20.

% Exhibit BB - IFRS 15.IN4. While this standard was not in effect in the Relevant Period, it refers to the
revenue standards in IFRS at the time.

97 Exhibit BB - IASB ‘Effective Date of IFRS 15’, page 1.
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IFRS 15 states:

“...many respondents, including respondents in industries for which there could be
significant process and systems changes required to comply with IFRS 15 (for example, in
the telecommunication and software industries), indicated that the proposed formula [an

effective date of 1 January 2016] would not provide them with adequate time...”%
and

“The boards [IASB and FASB] acknowledged that the period of time from which IFRS 15 is
issued until its effective date is longer than usual. However, in this case, the boards
decided that a delayed effective date is appropriate because of the unique attributes of
IFRS 15, including the wider range of entities that will be affected and the potentially
significant effect that a change in revenue recognition has on other financial statement

line items.”*®

Based on the comments set out above, | do not believe that | have overstated the
principles-based nature of IFRS, particularly by reference to IAS 18 and the substantial
judgement required to apply this standard to software-related transactions in particular.
The reasons provided by the IASB for the issuance of a new standard on revenue recognition
highlight the fact that IAS 18 contained limited guidance and that companies reporting
under IFRS could adopt a relatively wide range of possible approaches to revenue

recognition, while still complying with the requirements of the standard.

However, despite the limited guidance in IAS 18, it is not appropriate for Mr Holgate to
give any consideration, whether explicitly or implicitly, to the subsequent revenue
recognition guidance contained in IFRS 15 to remedy any deficiencies in IAS 18 when
considering transactions carried out between 2009 and 2011. What is relevant to the
accounting treatment of these transactions is what was accepted, or acceptable, generally

at the relevant time in the reporting jurisdiction.

98 Exhibit D to my First Report - IFRS 15.BC447.
99 Exhibit D to my First Report - IFRS 15.BC450.
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4 HARDWARE SALES AND DISCLOSURES

Introduction

4.1 In chapter 4 of Mr Holgate’s First Report, Mr Holgate considers “the various accounting
issues that arise in relation to Autonomy’s hardware transactions”.'® Mr Holgate states

that he has been asked to consider four issues in this regard as follows:

(a) the reporting of hardware sales in Autonomy’s published information;
(b) the allocation of hardware costs between COGS and sales and marketing expenses;
(c) disclosure of the accounting policy in relation to hardware costs allocation; and
(d) the Morgan Stanley hardware transaction.

4.2 | consider each of these in turn, with the disclosure and cost allocation issues considered

in this section, and the Morgan Stanley hardware transaction in section 5 of this report.

4.3 As is the case throughout Mr Holgate’s First Report, Mr Holgate has been asked to make a
number of assumptions including in relation to the issue of hardware sales. The
assumptions Mr Holgate has been asked to proceed upon in relation to hardware sales are

as follows:

() “Insofar as relevant to any consideration of paragraph 32 of IFRS 8, please assume
that information relating to the revenues from Autonomy's hardware sales was

available.”";

(b) “Please assume that Schedule 1 to the draft Re-Re-Amended Particulars of Claim

("RRAPOC") is accurate.”'%; and

(c) “Please assume, for the purposes of the [Morgan Stanley hardware transaction],

the following:

3.3.1 In Q2 2009 Autonomy recognised US$6 million of revenue in relation to a
sale by Autonomy Inc of hardware to Morgan Stanley pursuant to an
agreement dated 30 June 2009.

3.3.2 The (Hitachi) hardware that was sold to Morgan Stanley pursuant to the
30 June 2009 agreement was, contrary to a representation given to
Deloitte by Autonomy management, despatched to Morgan Stanley during
August and September 2009, and thus in Q3 2009 rather than Q2 2009.”'%

100 Mr Holgate’s First Report, paragraph 4.1.

10" Mr Holgate’s First Report, Appendix 2, page 5.
192 Mr Holgate’s First Report, Appendix 2, page 5.
103 Mr Holgate’s First Report, Appendix 2, page 5.
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4.4

4.5

4.6

4.7

4.8

4.9

| refer to these as necessary throughout the remainder of this section, and in regard to the

Morgan Stanley transaction in section 5 of this report.

Reporting of hardware sales in Autonomy’s published information

In my First Report, | concluded that sales of hardware did not need to be separately or
individually, disclosed, either under IAS 18.35 or IFRS 8.32. | remain of that opinion after
considering Mr Holgate’s First Report. | note Mr Holgate refers also to IAS 1, and | now
consider IAS 1 in this section. My comments in this section in respect of IAS 18 and IFRS 8

are made in response to Mr Holgate’s opinions on those accounting standards.

In support of my opinion, | now also exhibit other examples of published financial
statements for software companies who reported their financial results during the period
2009-2011 under IFRS in the same way as Autonomy. These software companies clearly
confirmed that they sold hardware alongside software, but, like Autonomy, did not make
any such hardware sales disclosures of the type that Mr Holgate indicates that Autonomy

was required to. | consider these in further detail below.

Mr Holgate’s First Report states that, in his view, IAS 18, IAS 1 and IFRS 8 required Autonomy
“to disclose its hardware sales separately in its annual financial statements if they were
material”'®. | consider this opinion only by reference to Autonomy’s 2009 and 2010
Consolidated Financial Statements, as | understand Mr Holgate to acknowledge that no
disclosures in relation to hardware sales would be required in any quarterly or interim

financial statements.'%
As a preliminary point, | note that Mr Holgate states that:

“The remaining sources reviewed (that is the 2006 Act, the Code and the DTR) would also
strongly suggest that disclosure of the hardware sales should have been given, but in my

view those requirements are not sufficiently specific as to require such disclosure.”'%

On the basis that Mr Holgate clearly confirms the position that such other reporting
frameworks are also not sufficiently specific enough to require such disclosure (even if Mr
Holgate contends by his “strongly suggest” such disclosures could have been made), | do
not comment further on the requirements of these sources except to make a general

observation, which in my opinion is extremely relevant to this issue.

104 Mr Holgate’s First Report, paragraph 4.6.
195 Mr Holgate’s First Report, paragraphs 4.26 and 4.27.
106 Mr Holgate’s First Report, paragraph 4.7.

29



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

4.10

4.1

4.12

4.13

4.14

4.15

This is the observation, confirmed by Mr Holgate in the Joint Statement'?”, that he does
not consider any of the Deloitte year end audit or quarterly review working papers. |

referred to these in my First Report at section 7 of this report.

To put the issue in context, consideration of these audit and review working papers is
needed. If Mr Holgate had considered them, he would have observed that Deloitte
considered whether disclosure of the hardware sales would be appropriate. Ultimately -
as Mr Holgate also does in relation to all but Autonomy’s 2009 and 2010 Consolidated
Financial Statements - Deloitte concluded that the overall accounting standard disclosure
requirements were not sufficiently specific enough as to require Autonomy to make
disclosure of hardware sales and separately costs, including (and contrary to Mr Holgate’s
opinion) in the context of the disclosures within Autonomy’s 2009 and 2010 Consolidated
Financial Statements. If that were not the case, the result, in the absence of such
disclosure by Autonomy, could have been a Deloitte qualification of the respective audit

opinion.

To put this another way, while the disclosure of hardware sales could have been made
voluntarily, the relevant accounting standards did not make disclosure of such hardware

related information compulsory.

Concerning the cost allocations that | discuss in more detail later on in this section, again
a different allocation and disclosure could have been made voluntarily, but again the
relevant accounting standards did not make disclosure of such hardware related
information compulsory.

Reporting of hardware sales: IAS 18 ‘Revenue’

Mr Holgate references IAS 18.35'%, which | set out in full in my First Report'®. For ease

of reference, the relevant extract of IAS 18.35, quoted by Mr Holgate, is as follows:

“(b) the amount of each significant category of revenue recognised during the period,

including revenue arising from:
(i) the sale of goods;
(ii) the rendering of services ...”'"0

Mr Holgate considers that “sales of hardware are ... significantly different in their nature

and economic effect from other sales of ‘goods’ such as software”'''. On this basis,

107 Joint Statement, page 1, point 2.

108 Mr Holgate’s First Report, paragraph 4.5.1.
199 My First Report, paragraph 7.11.

10 Exhibit F to my First Report - IAS 18.35.

1 Mr Holgate’s First Report, paragraph 4.5.1.
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Mr Holgate considers that, in his view, sales of hardware are “significant” enough to

require separate disclosure.!"?

| do not agree with this interpretation of IAS 18.35. As set out in my First Report, in my
opinion, the category “the sale of goods” is solely that, one of the five types of defined
revenue referred to in IAS 18.""% Disclosure by category of revenue entails disclosure of
the overall sale of all goods (if significant), there being no additional requirement under
IAS 18 for it to be broken down further.''4

This is irrespective of whether hardware sales are “significantly different” from software
sales as Mr Holgate asserts and relies upon, contrary to the disclosure of revenue category
only included in the accounting standard itself. | have seen no guidance to indicate that
the disclosures required under IAS 18.35 are required to be made at sub-level categories

below the five categories listed in IAS 18.35.

In addition, again as set out in my First Report, Autonomy’s disclosure in this regard was
audited/reviewed by Deloitte and unqualified audit and/or review opinions were issued
throughout the Relevant Period.'"”

Reporting of hardware sales: IAS 1 ‘Presentation of financial statements’

Mr Holgate also references IAS 1.29"¢ which states as follows:

“An entity shall present separately each material class of similar items. An entity shall

present separately items of a dissimilar nature or function unless they are immaterial.”'"”
| deal with this below as follows:

() IAS 1 is a presentational accounting standard dealing with the basis for
presentation of general purpose financial statement; other IFRSs deal with

disclosure requirements for specific transactions and events;

(b) The dissimilarity of hardware sales, and the issue of classification of ‘nature’ and

‘function’ in IAS 1; and

(c) Materiality and aggregation (in IAS 1).

"2 Mr Holgate’s First Report, paragraph 4.5.1.
13 My First Report, paragraphs 7.15.

114 My First Report, paragraphs 7.15.

"5 My First Report, paragraph 7.20.

16 Mr Holgate’s First Report, paragraph 4.5.2.
"7 Exhibit P to my First Report - IAS 1.29.
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IAS 1 as a presentational accounting standard

| did not address IAS 1 in my First Report because it is a presentation standard concerned

with the overall presentation of financial statements rather than concerned with,

specifically, disclosure stipulations.

Having reached, as | did, the conclusion that disclosure of hardware sales did not require
its own disclosure under the much more specific requirements of either IAS 18 or IFRS 8,
then in my experience, it follows that compliance with specific financial reporting standard
disclosure obligations is sufficient for the purposes of meeting IAS 1 presentation
requirements. This is also clear from the text of IAS 1. As stated at IAS 1.17"%8, in virtually
all circumstances, an entity achieves a fair presentation by compliance with applicable
IFRSs.

IAS 1 also does not contain disclosure requirements for specific transactions and events.

This is because the disclosure requirements in IAS 1 are ‘entity wide’.

The entity wide requirements mean that, for example, in addition to the disclosure of
accounting policies (IAS 1.117 onwards), there are requirements for the disclosure of
judgements that have been made in applying the accounting policies (IAS 1.122), as well

as disclosures pertaining to the sources of estimation uncertainty (IAS 1.125 onwards).

As noted above at paragraph 4.22, as per IAS 1.17""°, in virtually all circumstances, an
entity achieves a fair presentation by compliance with applicable IFRSs, and whereas the
remainder of the same paragraph does refer to a non-entity wide disclosure, that is for
the circumstance where there is no IFRS that specifically applies to an item, which is not

the case here where IAS 18 and IFRS 8 specifically apply.
Similarly, IAS 1 is defined by its objective in paragraph 1'%,

Paragraph 1 confirms that IAS 1 prescribes the basis for presentation of general purpose
financial statements to ensure comparability both with the entity’s financial statements
of previous periods and with the financial statements of other entities. In particular,
paragraph 1 then confirms that IAS 1 sets out overall requirements for the presentation of
financial statements, guidelines for their structure and minimum requirements for their
content. What IAS 1 does not do is stipulate the accounting for specific transactions or

events.

118 Exhibit P to my First Report - IAS 1.17.
19 Exhibit P to my First Report - IAS 1.17.
120 Exhibit P to my First Report - IAS 1.1.
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In this context, IAS1 paragraphs 2 and 3 state that:

“An entity shall apply this Standard in preparing and presenting general purpose financial
statements in accordance with International Financial Reporting Standards (IFRSs).” (IAS

1 paragraph 2)

“Other IFRSs set out the recognition, measurement and disclosure requirements for

specific transactions and other events.” (IAS 1 paragraph 3)

Dissimilarity of hardware sales - the issue of nature and function

Notwithstanding my consideration as laid out above, by contrast Mr Holgate concludes that
hardware sales “are dissimilar from sales of software and of services” and so should have

been separately disclosed if they were a material class of revenue. !

However, in distinction to Mr Holgate’s view, IAS 1 does not define similar (or dissimilar)
items for the purposes of paragraph 29 of IAS 1. This contention by its character is

therefore a matter of accounting judgement.

By way of illustration, whereas Mr Holgate does not elaborate on his reasoning for
concluding that hardware sales are “dissimilar” from other sales under IAS 1.29 he does
state earlier in his chapter 4 that “sales of hardware are, in my view, significantly
different in their nature and economic effect from other sales of ‘goods’ such as

software”'?? [emphasis added].

On this basis, | would understand that Mr Holgate’s conclusion that hardware sales are not
similar to Autonomy’s other sales to be based simply on his own judgement, including his
assessment of their ‘nature’. He points to no standard or accounting rule on this point,
and separately in any event, the ‘nature’ to which he refers, is not the same as the issue

of ‘nature’ referred to in IAS 1.

By way of explanation of this point, IAS 1 deals expressly with the explanation of ‘nature’
and ‘function’ (in the context of IAS 1) in IAS 1.102 and IAS 1.103. The clear implication
being that when IAS 1.29 talks about disclosure under IAS 1 by ‘nature or function’, it is
with reference to the level of aggregation set out in IAS 1.102 and IAS 1.103. If a greater
degree of analysis is required over and above what is determined to be their ‘nature or
function’ in the context of IAS 1, then that analysis will be required in the context of any

specific standards that apply (in this case IAS 18 and/or IFRS 8). This explanation is

121 Mr Holgate’s First Report, paragraph 4.5.2.
122 Mr Holgate’s First Report, paragraph 4.5.1.
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different from Mr Holgate’s use of the word ‘nature’ when he says that ‘sales of hardware

are, in my view, significantly different in their nature and economic effect’.'?3

Accordingly, in my view, Mr Holgate’s adaptation of IAS 1.29 for his own purposes is based
on his own judgement, and his own assessment of their nature, outside of the meaning of
that term in IAS 1.29, and the wider IAS 1.

This can also be shown further.

For example, in the context of the statement of financial position, IAS 1.59 refers to the
use of different measurement bases for different classes of assets as being suggestive that
their ‘nature’ or ‘function’ would differ, and hence separate line item presentation be

required.'?*

Materiality and aggregation (in IAS 1)

Similarly, in respect of the statement of profit or loss which is addressed from IAS 1.81
onwards, IAS 1.97 states that when items of income or expense are material, an entity
shall disclose their nature and amount separately, with a number of examples of
circumstances of separate disclosure of items of income and expense then laid out in IAS
1.98.1%

However, none of the items laid out in IAS 1.98 identifies a requirement to disclose
different categories of income, either explicitly or implicitly. That is because that
requirement is more specifically considered in IAS 18 (and hence not required under the

higher level presentational issues to which IAS 1 applies).

Notwithstanding the above though, and even if | am wrong regarding what Mr Holgate
means when referring to a compliance required under IAS 1.29 in terms of hardware sales,
then | would still further disagree with Mr Holgate’s reliance on IAS 1.29 for a second

reason.

This is because at the time of the Relevant Period the guidance in IFRS for materiality in
IAS 1.29 was regarded generally as vague, and hence could be poorly applied during this
period, while still resulting in compliance with IFRS; and the best way to explain this is by

reference to what subsequently happened to IAS 1 in 2016.

123 For the avoidance of doubt, in any event during the Relevant Period Autonomy presented its financial
statements under IAS 1 using a function of expense approach, with for example expense classifications on the
face of its financial statements rather than separately in the notes to those financial statements.

124 Exhibit P to my First Report - IAS 1.59.

125 Exhibit P to my First Report - IAS 1.97 and 1.98.
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Effective for annual periods commencing on or after 1 January 2016, the IASB amended
IAS 1 with the addition of IAS 1.30A.

In response to widespread comments about the length and complexity of many IFRS
financial statements, and the difficulties that users could have in understanding them, the
IASB added a Disclosure Initiative Project to its agenda. As part of this, the IASB held a
‘Discussion Forum - Financial Reporting Disclosure’ in January 2013. A number of the
observations made at that Discussion Forum focussed on the fact that the guidance on
materiality in IFRS was not clear, meaning that materiality might not have been applied

well in practice.
As a result, paragraph 30A was added to IAS 1.
IAS 1.30A added the following text:

“When applying this and other IFRSs an entity shall decide, taking into consideration all
relevant facts and circumstances, how it aggregates information in the financial
statements, which includes the notes. An entity shall not reduce the understandability
of its financial statements by obscuring material information with immaterial
information, or by aggregating material items that have different natures or

functions.”1%¢

By making this addition to IAS 1, the IASB was explicitly acknowledging that additional
guidance was needed for the application of materiality in the context of the immediately
preceding paragraphs (i.e. including IAS 1.29), and that it had been possible for a range of
views to be taken about the extent to which information - by its nature or function - should

be combined or disaggregated in financial statements.

Reporting of hardware sales: IFRS 8 ‘Operating segments’

Mr Holgate references IFRS 8.32'%, which requires an entity to “report the revenues from
external customers for each product and service, or each group of similar products and

services”?8, | set out this paragraph in full in my First Report'? 130,

On the basis of IFRS 8.32, Mr Holgate’s view is that:

126 Exhibit RR - IAS 1.30A.

127 Mr Holgate’s First Report, paragraph 4.5.3.

128 Exhibit T to my First Report - IFRS 8.32.

129 My First Report, paragraph 7.35.

130 |FRS 8.32 allows for an exemption to the required disclosure where the necessary information is not
available. Mr Holgate has assumed that the relevant information was available (see paragraph 4.3 above).
This is a matter of fact on which | do not express an opinion. However, for the purposes of this section of my
report, | also adopt this assumption.
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“Given that hardware was dissimilar to Autonomy’s other products and services, this
provision of IFRS 8 clearly requires, in my view, separate disclosure of revenues from sales
of hardware if the information was available (which | am asked to assume it was) and the

sales were material (which | discuss below).” 3!

As IFRS 8 does not define similar (or dissimilar) products for the purposes of paragraph 32,
this is again a matter of judgement. As was the case in paragraph 4.31 above, Mr Holgate
does not elaborate on his reasoning for concluding that hardware was “dissimilar” under
IFRS 8.32 but from the comments at paragraph 4.5.1 of Mr Holgate’s First Report |
understand this to be based on his own judgement. Again, he points to no standard or

accounting rule on this point.

Again, therefore, | consider that based on the same facts, different judgements could be
reached by different accountants in relation to this issue. In particular, as set out in detail
in paragraphs 7.40 to 7.58 of my First Report, both Autonomy and Deloitte considered that
hardware sales were not a different product or service requiring separate disclosure under
IFRS 8.32.

Reporting of hardware sales: materiality
| have already touched on the issue of materiality in the context of IAS 1.29 above.

In paragraphs 4.8 to 4.18 of Mr Holgate’s First Report, Mr Holgate discusses whether the
hardware sales were material to Autonomy. | considered the concept of materiality in
paragraphs 4.94 to 4.98 of my First Report including setting out the relevant paragraphs

from the Framework and the subsequent Conceptual Framework.
Mr Holgate also references IAS 1.7, which states:

“Omissions or misstatements of items are material if they could, individually or
collectively, influence the economic decisions that users make on the basis of the financial
statements. Materially depends on the size and nature of the omission or misstatement,
judged in the surrounding circumstances. The size or nature of the item, or a combination

of both, could be the determining factor.”'3?

131 Mr Holgate’s First Report, paragraph 4.5.3.
132 Exhibit P to my First Report - IAS 1.7.
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Mr Holgate sets out three tables (A, B and C) in relation to Autonomy’s hardware sales

which he states:

“... taken together, demonstrate that information about sales of hardware was ‘material’
in the sense described in IAS 1 and the Conceptual Framework (as well as the 1989

Framework).”'33
Mr Holgate continues:

“In my view, the sales of hardware became material from Q3 2009 and should have been
disclosed in the 2009 and 2010 annual financial statements ... This view is based on: the
absolute amounts of hardware sales, the amounts of hardware sales relative to total
revenues, the significant effect that hardware sales have on growth percentages, the
vastly different gross profit percentages on hardware and software and the fact that

Autonomy continued to describe itself as a pure software company ...”."3*

Mr Holgate concludes as follows:

{3

.. in my view, information about Autonomy’s sales of hardware not only ‘could’ have

influenced the decisions of users, but would have done so.”'*[original emphasis]

I am unclear on what basis Mr Holgate is able to make this last comment. It seems to me

to go beyond the accounting concept of materiality into an area of fact.

Regarding the issue of materiality, | note that Mr Holgate does not specify the level/s of

materiality he is applying when reaching his conclusions. As set out in my First Report:

“Judgement is necessarily required [when considering materiality], given that IFRS does

not specify how a materiality threshold should be arrived at.”'3¢

For the avoidance of doubt | do, however, add to my opinions on materiality in general,
and in respect of hardware specifically, in response to matters arising in Mr Holgate’s First

Report.

Notwithstanding this, | remain of the opinion that based on the same facts, different
judgements could be reached by different accountants in relation to this issue. Had
Mr Holgate considered Deloitte’s year end audit and quarterly review working papers he

would have understood that Deloitte was aware of all the factors to which Mr Holgate'?’

133 Mr Holgate’s First Report, paragraph 4.17.

134 Mr Holgate’s First Report, paragraph 4.17.

35 Mr Holgate’s First Report, paragraph 4.17.

136 My First Report, paragraph 4.98.

137 For background, | note that one of the Claimant’s witnesses of fact, Mr Welham, was part of the Deloitte
audit team, and was involved in the discussions at the time in relation to these same disclosure issues.
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now refers but reached a different conclusion as regards the sales being material to

Autonomy (as Mr Holgate does now, seven to nine years later).
A working paper prepared during the course of the 2010 year end audit stated:

“Since Q3 2009, Autonomy has been selling hardware products at an overall loss as part
of a wider strategic move to secure additional licence revenue from major Digital Safe
customers. The level of these sales has continued to increase on a quarterly basis and now

contribute approximately 12% of the group’s revenue in FY 2010.”'38

This is just one small example of Autonomy’s disclosure being audited, reviewed and
considered by Deloitte in the presence of the relevant facts. Other examples are provided

in my First Report.

On the basis of the relevant facts disclosed to Deloitte and discussed at the time, Deloitte

issued unqualified audit and/or review opinions throughout the Relevant Period.

Of course, it is open to Mr Holgate to hold a contrary opinion, since it is a matter of
judgement, but it appears to me that Deloitte was in possession of all material information
in respect of the hardware sales, notwithstanding the assumption Mr Holgate is instructed

to make.

Example IFRS software company hardware disclosures

To put the above into some further context, in respect of the disclosure of sales of
hardware, it is also possible to demonstrate first hand that the technical issues and

accounting judgements are not anywhere near as clear cut as Mr Holgate asserts.

| refer here to a 2010/11 PwC published survey entitled ‘Global Software Leaders, Key
players and market trends’, which appears to me to rank software selling companies based
on revenues from around 2008, although it is not clear how the revenue figures used to
rank the software selling companies are compiled. Autonomy is one of the companies

listed in the survey.'®

| have reviewed a number of the 2010 financial statements of the IFRS reporting entities

identified in this survey and comment as follows.

The survey identified the leading software companies globally, and regionally. In the UK,
The Sage Group plc (“Sage”) was recognised as the largest software vendor in the UK, and

the second largest software vendor in Europe.

138 {POS00168126}, page 6.
139 Exhibit VV.
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Sage

In Sage’s financial statements to the year ended 30 September 2010'“, it is clear that Sage
sold hardware alongside software. Relevant aspects of Sage’s revenue recognition policy

was disclosed as follows:

“Revenue is measured at the fair value of the consideration received or receivable and
represents amounts receivable for goods and services provided in the normal course of

business, net of discounts, VAT and other sales related taxes.
The Group reports revenue under two revenue categories:

- Subscription revenues, which are recurring in nature and include combined
software/support contracts, maintenance and support, transaction services (payment and

health insurance claims processing) and hosted products; and

- Software and software-related services revenue, which includes software licences, sale

of professional services, business forms, hardware and training.

Other products (which includes business forms and hardware) - revenue is recognised as

the products are shipped.”'*!

So clearly, as outlined above, Sage recognised hardware as part of “software revenues”

(i.e. software related services) and “other products”.

In its 2010 financial statements, Sage disclosed that it adopted IFRS 8 for the first time.
According to Sage’s 2010 financial statements IFRS 8 “replaced IAS 14, “Segment
Reporting”, and aligns operating segments reported to those segments reported internally
to senior management. The basis for the segments under IFRS 8, is set out in note 1. The
standard does not change the recognition, measurement, or disclosure of transactions in
the consolidated financial statements.”'* It also disclosed that total revenues for software
and software related services were £481.5m and total subscription revenues were
£953.5m'3, and that “the operating segments are reported in a manner which is consistent

with the operating segments produced for internal management reporting”.'#

Hardware was also sold by Sage in the year to 30 September 2009.'4

140 Exhibit TT.

41 Exhibit TT - pages 67-68.

142 Exhibit TT - pages 72-73.

43 Exhibit TT - page 74.

144 Exhibit TT - page 72.

45 Exhibit UU - see for example page 64.
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As noted above, Sage described hardware in its revenue recognition policy as a ‘product’,
and separately noted that such product revenue was recognised when the product was

shipped.

Sage’s 2010 financial statements were audited by PwC (UK), who confirmed that they were

properly prepared in accordance with IFRSs as adopted by the European Union. "6

Sage’s segment information note was set out at note 1 to Sage’s 2010 financial
statements.' Sage’s 2010 financial statements do not disclose any split out of sales
revenue for products and services below the identified segment level of respectively

‘subscription revenues’ and ‘software and software-related services revenue’.

There is also no disclosure that the information relating to below segment level revenues
for products and services was not available or that the cost to develop it too excessive.
Sales revenue is however split out by geographical areas, consistent with IFRS 8.33,

another of the IFRS 8 entity-wide disclosures.

In other words, Sage made no separate disclosures in conformance with IFRS 8.32,
notwithstanding that it identified that it sold hardware as part of its software-related

services.

In many aspects, Sage applied the same approach to its IFRS 8 disclosures when adopting
IFRS 8 as Autonomy did, and though it also sold hardware (but labelled it as ‘software and
software-related services revenue’), it did not separately disclose hardware product
revenue. It did note that its operating segment disclosures were consistent with the
manner of information produced for internal management, and did separately disclose

entity-wide geographical information (as Autonomy did).

Logica

In the same PwC 2010 survey ‘Global Software Leaders, Key players and market trends’,
Logica plc (“Logica”) was ranked as the eighth largest European software vendor by
software revenue, and fourth largest in the UK.'® Despite being identified by PwC as a
global software leader, its software sales represented less than 7% of its total revenue

according to the same survey.
Logica, like Sage, prepared its financial statements under IFRS and was audited by PwC.

Logica’s financial reporting period was to 31 December, and its 2009 financial statements

confirmed that in the year to 31 December 2009 Logica adopted IFRS 8.

146 Exhibit TT - page 108.
147 Exhibit TT - pages 74-77.
148 Exhibit VV - PwC 2010 Survey.
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Like Sage, Logica also disclosed in its revenue recognition accounting policy that it sold

hardware.

In its revenue and profit recognition accounting policy note, Logica states that it generates
revenue from the supply of consulting and professional services, software and hardware
products, and that “the Group may ... source software and hardware products” as part of
its contracts. Further, revenue from hardware is recognised, inter alia, on delivery or a
percentage of completion method where modification, integration or customisation is
required.' In the same accounting policy note Logica disclosed that the main components
within the Group’s contracts are product sales and contracts to supply professional

services.

Like Sage (and Autonomy), Logica identified its operating segments as being reported in a
manner consistent with the operating segments produced for internal management

reporting.' As in the case of Sage, Logica identified these as geographical segments.

In Logica’s accounting note relating to segment information, it does include separately an
‘analysis of revenue by product and services’. This is broken down into ‘sales of goods’

and ‘revenue from services’. "'

This note, however, (in the relevant part) appears to be a mixture of the requirements of
IFRS 8.32 and IAS 18.35, in that it refers in its title to ‘analysis of revenue by product and
services’ (IFRS 8), but in the actual disclosure refers to ‘sales of goods’ and ‘revenue from
services’ (IAS 18). Nowhere, though, do Logica’s 2009 financial statements disclose sales

of hardware separately.
The same is true for Logica’s 2010 financial statements.'?

Logica in its successive 2009 and 2010 financial statements disclosed together the
combined revenue from its separate software and hardware product sales, for the purpose

of its IFRS 8 disclosures.

These examples of other entity IFRS 8 disclosures, again suggest to me, that at least when
first implemented, the entity-wide IFRS 8 disclosures were the subject of a range of

approaches and disclosure judgements.

49 Exhibit WW - Logica 2009, page 85.
150 Exhibit WW - Logica 2009, page 86.
151 Exhibit WW - Logica 2009, page 89.
152 Exhibit XX - Logica 2010.
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Autonomy’s absence of a IFRS 8.32 disclosure relating to hardware product sales separately
disclosed from software product sales'> appears not to have been an uncommon or
exceptional approach for UK IFRS-reporting entities selling both software and hardware

products.

In addition, on the one-hand Sage disclosed that it recognised the sale of hardware within
‘services’, whereas Logica appeared to recognise the sale of hardware within ‘products’,
which in turn appears to be within sales of goods. As a result, these further examples, in
my view, suggest that different approaches and disclosure judgements were acceptable
during the Relevant Period, and Autonomy was by no means out of the ordinary in not

disclosing separately sales of hardware.

Misys

For fullness, | also highlight the range of disclosure practices evidenced from this period
(from software selling companies similarly identified in the PwC survey and reporting

financial statements under IFRS 8).

Across the range of practice, it appears to me that in other cases disclosures made
regarding an entities’ revenue streams and/or revenue by products and services appear to
include the disclosure of immaterial matters. This would be too much disclosure and is
the other side of the subsequent amendment requirement to IAS 1 (i.e. IAS 1.30A, for

which see paragraph 4.44).

Misys plc (“Misys”) first adopted IFRS 8 in its financial statements for the year ended 31
May 2010.">* Misys was ranked in the PwC survey as the fifth largest software seller in

Europe, and the second largest in the UK.

Misys’ segmental reporting accounting policy note noted its segmental analysis was by
business sector and that the business sectors were defined by distinctly separate product

offerings or markets e.g. Allscripts, Banking, or Treasury and Capital Markets. '

Separately, the revenue recognition accounting policy note listed out the revenue
recognition policies for all different revenue streams, including sales of hardware.™ A

comparison against the Misys 2009 financial statements shows that in general terms the

153 Where according to Mr Holgate, in the context of his overall opinions on the issue, sales of hardware would
be significantly different in their nature and economic effect from other sales of ‘goods’ such as software
such as to require disclosure.

154 Exhibit YY - Misys 2010 financial statements, page 76.

155 Exhibit YY - Misys 2010 financial statements, page 83.

136 Exhibit YY - Misys 2010 financial statements, page 78.
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segmental disclosures did not change in format between the two years irrespective of the

changing segmental reporting IFRS requirements.

In Misys’ 2010 financial statements, notwithstanding the adoption for the first time of IFRS
8, in the segmental analysis note, disclosures relating to revenue streams, by segment,
were included. Hardware revenue in the year to 31 May 2010 was disclosed as being £27.8
million out of total revenue of £782.3 million, equivalent to less than 3.6% of total revenue,
and £20.0 million out of £692.4 million in the year to 31 May 2009, or approximately 2.9%

of the total annual revenue for the year.

As the apparent opposite of the disclosure approach taken by Sage, Logica, and Autonomy,

Misys’s approach was to include potentially immaterial disclosures.

By way of illustration, according to Mr Holgate, Autonomy’s sales of hardware were
material from Q3 2009 onwards'’, but not in Q2 2009. In Q2 2009, sales of hardware by
Autonomy represented 3.2% of total quarterly revenue. Thereafter, the lowest quarterly
amount they represented was 4.1% in Q4 2009."® In other words, the hardware disclosures
made by Misys in its 2010 financial statements segmental analysis note would have been
of the order of magnitude regarded as immaterial by Mr Holgate and therefore not

requiring of separate disclosure.

Reporting of hardware sales: conclusions

In my First Report, | concluded that sales of hardware did not need to be separately or
individually disclosed, either under IAS 18.35 or IFRS 8.32. | remain of that opinion after

considering Mr Holgate’s First Report.

| note Mr Holgate refers also to IAS 1. In my opinion, the references to IAS 1 do not take
the issue any further. Indeed, in relation in particular to IAS 1.29, the fact that the IASB
decided to take action to tighten the requirements (while it has no bearing on what
Autonomy was required or not required to do), demonstrates that the IASB did
subsequently acknowledge that improvements were required in how IAS 1 was applied in

practice.

Similarly, in my view, for the purposes of Autonomy’s 2009 and 2010 financial statements,
it also indicates clearly that there was scope for different, alternative views, i.e. both Mr
Holgate’s view and Autonomy’s position taken during the Relevant Period, of the level of

aggregation (of transactions) considered acceptable for the purposes of IAS 1.

157 Mr Holgate’s First Report, paragraph 4.17.
158 Mr Holgate’s First Report, Table A, paragraph 4.12.
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This can also be seen separately from the different disclosures across the sets of financial

statements of the software selling companies that | refer to.

In my opinion, | consider therefore that based on the same facts, different judgements
could be reached by different accountants in relation to IAS 1 presentational matters
within financial statements. In this same context, | consider Mr Holgate’s reference to the

need for disclosure of hardware sales under IAS 1.29 by virtue of their nature to be flawed.

This is all the more the case where Deloitte specifically considered Autonomy’s
presentation in its financial statements of these matters as part of its audit and review

work, and was satisfied that no additional disclosure was required.

In particular, Deloitte concluded that Autonomy’s presentation of its classification of
transactions on a functional basis was allowable, and as such any nature of different sales
within income or revenue was not in any event required to be split out in the way Mr

Holgate asserts.

Overall, | consider that Mr Holgate is seeking to use IAS 1 as a disclosure standard rather
than its true purpose as a presentation standard; this being so, his reliance on IAS 1.29 is

inappropriate (as also shown by the subsequent amendment of IAS 1.30A).

Accounting for hardware costs: allocation of hardware costs between COGS and

sales and marketing expenses

| now turn to Mr Holgate’s views on how in his opinion Autonomy’s hardware sales costs

should have been accounted for.
Mr Holgate’s view on how such hardware costs should have been accounted for is that:

“... all the cost of the hardware should have been accounted for as COGS. No part of it

should have been accounted for as sales and marketing expenses.” >

Furthermore, Mr Holgate is of the opinion that this is the case irrespective of Autonomy’s

rationale for the hardware sales. '6°
Below, | consider and respond to:

(@) comments made by Mr Holgate in respect of IAS 2 ‘Inventory’'®;

159 See Mr Holgate’s First Report, paragraph 4.29, albeit stated with a very limited, conditional exception.
160 Mr Holgate’s First Report, paragraph 4.29.
161 Mr Holgate’s First Report, paragraphs 4.30 to 4.32.
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(b) comments made by Mr Holgate regarding Autonomy’s COGS accounting policy'¢? in
its 2009 and 2010 Consolidated Financial Statements'®3; and

(c) the assertion by Mr Holgate that costs allocation does not involve “choices or

different judgements or disputed theories”®4.

In respect of the last of these points, | make the point again that as Autonomy presented
its financial statements, and in particular classified its expenses, on a functional basis
rather than by their nature, it was open to management judgement as to how to allocate
costs to functions. This is how Autonomy approached the exercise i.e. in the language of
IAS 1.103 “allocating costs to functions may require arbitrary allocations and involve

considerable judgement”'¢>,

Accounting for hardware costs: IAS 2 ‘Inventory’

Mr Holgate refers to the provisions of IAS 2 ‘Inventory’ in relation to the allocation of the

hardware costs, and in particular, IAS 2.38, which states:

“The amount of inventories recognised as an expense during the period, which is often
referred to as cost of sales, consists of those costs previously included in the measurement

of inventory that has now been sold ...” 1%
| considered this paragraph in my First Report and concluded that:

“[IAS 2.38] does not require that this expense must be presented specifically and in its
entirety as ‘cost of sales’ (or COGS) in the financial statements - the reference to cost of

sales is solely an indication of how this expense is often described.” '’

In addition, ‘cost of sales’ is specifically one of the line items identified under IAS 1 as

relating to the functional presentation of expenses. "6

Mr Holgate has interpreted IAS 2.38 to mean that the amount of a previously measured
inventory item recognised as an expense must be presented as COGS or some similar

permutation of this category.'®

In line with my position in my First Report, | do not concur that this has to be the only

approach, and that no other approach is allowable. Further, the wording of IAS 2.38 is

162 Autonomy actually refers to “COGS” as “cost of revenues” in its Consolidated Financial Statements.
However, for ease, | use the term COGS throughout this section.

163 Mr Holgate’s First Report, paragraphs 4.33 to 4.37.

164 Mr Holgate’s First Report, paragraphs 4.38 to 4.42.

165 Exhibit P to my First Report - IAS 1.103.

166 Exhibit X to my First Report - 1AS 2.38.

167 My First Report, paragraph 7.72.

168 See Exhibit P to my First Report - IAS 1.103.

169 Mr Holgate’s Report, paragraphs 4.32, 4.38.
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such that the requirement relates solely to the expense recognised consisting of costs
previously included in the measurement of inventory. Irrespective of the reference to an
often referred “cost of sales” within IAS 2.38, there is no indication that the expense

recognised must be presented as such.
As set out in my First Report:

“As there is no explicit accounting guidance under IFRS regarding how the cost of
purchasing the hardware for resale should be allocated to particular line items in the

financial statements, it is a matter of accounting judgement.”'”°

Clearly Mr Holgate does not agree with this approach, since it is based not on what is set
out in IFRS (which, as | have noted above, can by itself result in different conclusions being
reached by different accountants), but on what is not prohibited within IFRS (where IFRS

is as | have stated not a rules based set of accounting standards'”").

Whereas Mr Holgate considers that the rationale for the hardware sales has no impact on
the appropriate accounting treatment of the costs of the hardware'”, it is my view that
given that it is clear that management’s accounting judgement is required when
determining how the costs should be presented'”? it is in fact necessary to consider the

rationale behind the sales. As IAS 1 states, this is an area of “considerable judgement”."74

As also set out in my First Report, | understand that Autonomy considered that the
hardware sales were incidental sales made to drive its core software business.'> While this
rationale appears to be disputed by the Claimants'’¢, | note that Deloitte considered, and

accepted, Autonomy’s explanation for the pursuit of these hardware sales at the time'”’.

In conclusion, therefore, Deloitte expressly considered whether the accounting treatment
applied by Autonomy in respect of the hardware costs was allowable or permissible in
accordance with IFRS."78 As set out in my First Report, Deloitte concluded at the time that
the allocation of the cost of the hardware sold was materially allowable."® This was the

case whether or not it was a usual approach, as expressly conceded by Mr Welham (where

170 My First Report, paragraph 7.73.

71 My First Report, paragraph 4.16.

72 Mr Holgate’s First Report, paragraph 4.29.

173 To illustrate other entity accounting judgement approaches to loss making sales, Rolls Royce on the sale
of aircraft engines at below cost, capitalised the loss as an intangible asset, in the expectation that aftersales
services relating to the engine would result in future economic benefits (although there was no guarantee on
the future sales). See Exhibit SS - Extract from Rolls Royce Annual Report 2009.

174 Exhibit P to my First Report - IAS 1.103.

175 My First Report, paragraphs 7.43 to 7.45.

176 Re-Re-Amended Particulars of Claim, paragraph 54A.

177 See for example, Mr Welham’s Witness Statement, paragraphs 188, 262, 310, 347, 348 and 424.

178 My First Report, paragraph 7.74.

179 My First Report, paragraph 7.75.
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he recorded that “... whilst what they are doing does not appear correct, they are not

technically in breach of an accounting standard ...”"®°) and Deloitte at the time'8',

Disclosure of Autonomy’s ‘cost of goods sold’ accounting policy

In its 2010 financial statements, Autonomy disclosed that hardware costs constituted an

element of the costs associated with Autonomy’s revenue recognised.

By virtue of this disclosure in 2010, it can be assumed that the absence of the disclosure
in 2009 meant that in 2010 the disclosure was made because that disclosure was considered
material. That does not mean that the cost of hardware itself had necessarily become
material; the only assumption that can be made is that the hardware cost had become

more significant enough to warrant narrative disclosure.

At paragraphs 4.33 and 4.34 of Mr Holgate’s First Report, Mr Holgate quotes Autonomy’s
COGS policy from each of its 2009 and 2010 Consolidated Financial Statements, conceding
that in 2010 the wording of the disclosed COGS accounting policy changed to include

specific reference to the cost of hardware within COGS.
Mr Holgate goes on to state that:

“Two points arise from these two disclosures. First, Autonomy disclosed that there was
some hardware cost in 2010, but there was no equivalent disclosure in 2009. Yet there
must have been some hardware cost in 2009, because there were significant sales of
hardware in 2009 ... Second, a reader would be entitled to assume from the 2010 wording,
in the absence of other references to the treatment of hardware costs, that all of the
cost of hardware was accounted for in ‘Cost of revenues’, whereas this was not in fact

the case.” 82

With regard to Mr Holgate’s first point, | do not know the decision making process behind
the situation and, therefore, | am not aware of the reason for the change to the wording
of the stated policy in the 2010 Consolidated Financial Statements as compared to the
2009 Consolidated Financial Statements. However, in my view the more relevant
observation is that in general terms such changes in wording are made in respect of the
period when it becomes, or is considered to become, significant. This does not mean that
there were no such hardware sales in 2009, only that they were considered to fall below

some threshold for disclosure (because they were not regarded as significant).

180 See my First Report, paragraph 7.74, and the references to Mr Welhams’s contemporaneous conclusions.
See also Exhibit ZZ - Transcript of Proceedings Vol. 20, and the evidence of Mr Welham at pages 160 to 164,
174 to 178.

181 My First Report, paragraphs 7.73 to 7.75.

82 Mr Holgate’s First Report, paragraph 4.35.
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For example, based on the information presented in Schedule 2 to the Re-Re-Amended
Particulars of Claim'®, even though the proportion of COGS attributable to hardware was
24% in 2009 and 48% in 2010 as set out below, it was still the case that hardware
represented only a small percentage (7%) of Autonomy’s overall revenue in 2009 compared
to the percentage in 2010 (12%). As a result, functionally, hardware revenues appear not
to be material, or regarded as material, in 2009, and hence associated disclosures were

likely considered immaterial.

Table 1: Proportions of revenue and COGS attributable to hardware in 2009 and 2010

Us$’000

Total
reported
revenue'

[A]

Hardware
revenue'®s

[B]

Hardware
revenue as
percentage

of total
revenue
[BI/[A]

Total
reported
COGS18¢

[l

Hardware
costs
included as
COGS1'87

[D]

Hardware
COGS as
percentage
of total
COGS
[D1/[C]

Year

739,688

53,693

7%

137,397

33,108

24%

4.128

4.129

ended
2009

Year 12% 48%
ended

2010

870,366 105,557 168,793 81,656

In any case, there is no explicit standard within IFRS stipulating disclosure requirements
for COGS. Mr Holgate himself confirms that “many companies do not state an accounting
policy for COGS”'®, It follows that Autonomy was not under any obligation to disclose the
categories of content let alone an exhaustive list of the nature of the costs comprising
COGS in its 2009 or 2010 Consolidated Financial Statements. Autonomy’s disclosure in this
regard was similarly audited/reviewed by Deloitte which issued unqualified audit and/or

review opinions whether it had strong views on the issue or not.

With regard to Mr Holgate’s second point, that “.. a reader would be entitled to assume
from the 2010 wording, in the absence of other references to the treatment of hardware
costs, that all of the cost of hardware was accounted for in ‘Cost of revenues’, whereas

this was not in fact the case”'®, | do not consider that this follows at all.

18 | have assumed for the purposes of this section of my report that Schedule 2 to the Re-Re-Amended
Particulars of Claim is accurate. | have not however verified the figures included in Schedule 2 and therefore
my calculations are illustrative.

184 Re-Re-Amended Particulars of Claim, Schedule 2, page 2.

185 Re-Re-Amended Particulars of Claim, Schedule 2, page 1.

186 Re-Re-Amended Particulars of Claim, Schedule 2, page 2.

187 Re-Re-Amended Particulars of Claim, Schedule 2, page 1.

18 Mr Holgate’s First Report, paragraph 4.38.

189 Mr Holgate’s First Report, paragraph 4.35.
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Mr Holgate offers no reason why the disclosure on hardware means that the cost of

hardware was only accounted for in COGS.
Mr Holgate states that, in his view:

“.. it is clear to accountants from IAS 2 and obvious to accountants and other business

people from a common sense perspective that:
4.38.1 The costs of items that are sold are accounted for in COGS;

4.38.2 Expenses incurred on sales and marketing activities are accounted for in

sales and marketing expenses.

This seems clear and it is not one of those matters in accounting where there are choices

or different judgements or disputed theories. It is quite straightforward.”'®°

However, the situation is not “clear” or “straightforward”. If it were, the treatment
conceded by Deloitte, in full knowledge of the issues, would not have been allowed, the

more so where Mr Holgate believes the matters now to be material.

In particular, as set out at paragraphs 4.112 to 4.116 above, Mr Holgate and | differ in our
interpretations of IAS 2.38, Mr Holgate’s view being that the amount of inventories
recognised as an expense must be presented as COGS whereas my view is that this

overstates the case.
IAS 2.34 requires only that:

“When inventories are sold, the carrying amount of those inventories shall be recognised

as an expense in the period in which the related revenue is recognised.”

There is therefore no requirement for the expense to be presented in any particular line

item. The related requirements in IAS 18.19 are consistent:

“Revenue and expenses that relate to the same transaction or event are recognised
simultaneously; this process is commonly referred to as the matching of revenue and

expenses...”
IAS 2.39 then requires that:

“Some entities adopt a format for profit or loss that results in amounts being disclosed
other than the cost of inventories recognised as an expense during the period. Under this
format, an entity presents an analysis of expenses using a classification based on the

nature of expenses. In this case, the entity discloses the costs recognised as an expense

190 Mr Holgate’s First Report, paragraphs 4.38 to 4.39.
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for raw materials and consumables, labour costs and other costs together with the amount

of the net change in inventories for the period.”

Consequently, IAS 2 explicitly acknowledges that the allocations of expenses might not
result in disclosure of the amount of inventory recognised as an expense in the period and,
if that is the case, requires this information to be disclosed in the notes. This did not

apply, however, to Autonomy.

As set out at paragraph 4.121 above, Deloitte considered at the time whether the
accounting treatment applied by Autonomy in respect of the associated costs of hardware
was permitted by, and therefore in accordance with, IFRS and concluded that the
allocation was materially allowable - a conclusion different to that which Mr Holgate now

arrives at.

Therefore, again, while to Mr Holgate the issue is obvious and one of common sense, it is
apparent that based on the same circumstances different opinions have been reached by
different accountants in relation to this issue. If the matter involved no accounting

judgement as Mr Holgate suggests, no one could expect such different approaches to occur.

In relation to including hardware costs in sales and marketing expenses, Mr Holgate’s states
that:

“... generally there would not necessarily be a need to disclose the accounting policy

relating to what is included in sales and marketing expenses.” 1’
Mr Holgate then goes on to state:

“However, in this particular case, as the accounting treatment adopted was non-compliant
with IFRS, and given the materiality of the amounts concerned, there was a need for
disclosure so as to alert users to the invalidity of the understanding that they would

otherwise have derived from the numbers presented.”%?
Below, | consider and respond to:

(a) comments made by Mr Holgate regarding Autonomy’s sales and marketing expenses
disclosure in its 2009 and 2010 Consolidated Financial Statements and the

compliance of this disclosure with IAS 1 ‘Presentation of financial statements’; and

(b) comments made by Mr Holgate regarding the materiality of the hardware costs.

191 Mr Holgate’s First Report, paragraph 4.51.
92 Mr Holgate’s First Report, paragraph 4.51.
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Disclosure of accounting policy in relation to sales and marketing expenses

At paragraph 4.45 of Mr Holgate’s First Report, Mr Holgate quotes from Autonomy’s 2009
and 2010 Consolidated Financial Statements in respect of sales and marketing expenses.

The relevant accounting policy quotation is as follows:

“... sales and marketing costs comprise the costs of the sales force, commissions and costs

of promoting new products and entering into new markets ...” "%

Mr Holgate highlights that this wording does not make reference to hardware costs whereas
(as discussed in paragraphs 4.122 to 4.129 above) Autonomy’s COGS policy in its 2010
Consolidated Financial Statements does make reference to hardware costs.' Mr Holgate’s

conclusion is that this:

“... clearly gives the incorrect impression that all hardware cost was included in cost of

revenue and none was included in sales and marketing expenses.” %>

This comment applies only to the 2010 Consolidated Financial Statements, there being no
reference to hardware costs in Autonomy’s COGS policy in the 2009 Consolidated Financial

Statements.

Based on the information again presented in Schedule 2 to the Re-Re-Amended Particulars
of Claim, in 2010 the proportion of COGS attributable to hardware was 48%'%, which was
significantly higher than the equivalent proportion of the sales and marketing expenses

attributable to hardware, which was 15%'%.

This difference may be a potential reason for the inclusion of a reference to hardware in
the COGS policy wording in the 2010 Consolidated Financial Statements and not in the sales
and marketing expenses disclosure. Although equally it may not have formed any part of
the decision making process as to what was considered a disclosure necessity and what
was considered not to require disclosure by way of additional insertion into the already
voluntary policy note. Here | would agree with Mr Holgate that Autonomy was not under
any obligation to disclose an exhaustive list of costs comprising sales and marketing

expenses in its 2009 or 2010 Consolidated Financial Statements. %

193 Exhibits | and J to my First Report- Autonomy’s Consolidated Financial Statements 2009, page 43, and
Autonomy’s Consolidated Financial Statements 2010, page 52.

194 Mr Holgate’s First Report, paragraph 4.46.

195 Mr Holgate’s First Report, paragraph 4.46.

19 See paragraph 4.127 of this report.

197 .US$31,211,018 / US$204,109,000 (Re-Re-Amended Particulars of Claim, Schedule 2, pages 1 and 2).

198 Mr Holgate’s First Report, paragraph 4.51.
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It is very clear, though, that in both 2009 and 2010, Autonomy expressly disclosed that
sales and marketing costs included expenses relating to ‘promoting new products and

entering into new markets’, which Mr Holgate acknowledges.'®’

The reality was that Autonomy adopted an approach of presenting its income statement
by function. By definition, where it was a function of hardware sales to promote sales of
new products and/or sales into new markets?’® then the exact nature of the costs was
capable in the circumstances of being argued as secondary to their purpose. This is of
course a judgemental accounting area wherein management could consider its position, as
was allowable, and arguably required; and as | have noted above, also in any event once
you get beyond the line items set out in IAS 1.102 and IAS 1.103, then it is the requirements
of specific IFRSs that take over for more detailed disclosures (unless a conclusion is reached
that additional line items or sub totals on the face of the financial statements were

required by IAS 1.85, which is not the case contended by Mr Holgate).

Compliance with IAS 1 ‘Presentation of financial statements’

Based on his analysis of IAS 12°, and specifically what is included in the standard in respect

of disclosure requirements for accounting policies, Mr Holgate states that:

“It would have been ‘relevant to an understanding of the financial statements’ for a user
to have known that gross profit had been increased by moving part of COGS to a heading
(sales and marketing expenses) that was presented below gross profit. Likewise,
‘disclosure would have assisted users in understanding’ the accounting treatment and the
underlying business undertaken and margins achieved. In addition, disclosure of the
accounting policy would assist users in understanding the ‘judgement’ that ‘management

[had] made’...”?%

Much of this commentary focusses on the impact that the allocation of part of the cost of
hardware sales as sales and marketing expenses would have had on Autonomy’s gross profit

margin.203

The requirement to disclose accounting policies in IAS 1, is in comparison, a requirement
to disclose significant accounting policies. However, Mr Holgate has not commented at all

on the extent or magnitude of this impact of hardware expenses included in sales and

199 Mr Holgate’s First Report, paragraph 4.45.

200 My First Report, paragraphs 7.43 to 7.45.

201 By reference to IAS 1.117, 1.119 and 1.122.

202 Mr Holgate’s First Report, paragraph 4.49.

203 Mr Holgate also seeks to make the point by reference to the relevance to the single ‘user’ of the financial
statements, which is conceptually wrong in any event.
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marketing. Ignoring the Claimant’s allegations, as a percentage of overall revenue, total

sales and marketing expenditure fell in 20092%, and was stable at the lower level in 20102%.

4.153 Based on the information presented by the Claimants in Schedule 2 to the Re-Re-Amended
Particulars of Claim, the impact on Autonomy’s gross profit margin of allocating a
proportion of the hardware costs to sales and marketing expenses as compared to
allocating all hardware costs to COGS during the Relevant Period is as follows (as

calculated):

Table 2: Impact on Autonomy’s gross profit margin of allocating a proportion of hardware costs to

sales and marketing expenses as compared to allocated all hardware costs to COGS

Reported gross profit | Restated gross profit Difference

margin according to margin according to

Claimants’ Claimants’

Schedule 220 Schedule 2207
[A] [B] [Al-[B]
Q3 2009 78.0% 63.2% 14.8%
Q4 2009 82.8% 79.5% 3.3%
Year ended 2009 81.4% 76.6% 4.8%
Q1 2010 81.4% 78.7% 2.8%
Q2 2010 79.5% 71.7% 7.8%
H1 2010 80.4%208 75.0%2%° 5.4%
Q3 2010 80.9% 78.6% 2.3%
Q4 2010 80.7% 79.1% 1.6%
Year ended 2010 80.6% 77.0% 3.6%
Q1 2011 82.2% 81.2% 0.9%
Q2 2011 81.1% 80.1% 1.0%
H1 2011 81.6% 80.6% 0.9%

4.154 As the above table shows, in reality the impact of the hardware cost allocation to sales

and marketing in terms of the year end and interim (i.e. mid-year) gross profit margins

204 See my First Report, Exhibit |, page 11.

205 See my First Report, Exhibit J, page 16.

206 Re-Re-Amended Particulars of Claim, Schedule 2, page 2.

207 Re-Re-Amended Particulars of Claim, Schedule 2, page 2.

208 (US$158,104,000 + US$175,904,000) / (USS$194,180,000 + USS$221,125,000).
209 (US$152,748,000 + US$158,651,000) / (US$194,180,000 + US$221,125,000).
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4.155

4.156

4.157

4.158

4.159

ranged from 0.9% for H1 2011 to 5.4% for H1 20102'°, In the context of Autonomy’s average
reported gross profit margin for these interim and full year results of 81.0%%'", | consider

these differences to represent less of a material issue compared to Mr Holgate.

The same average ‘restated’ gross profit margin for these interim and year end results
would have been 77.3%2'2. This represents a difference in average margin of 3.7% and less
than 5% of the restated average margin; which restated average margin is already
depressed by the fact of the hardware sales (which | understand the Claimants are not
contending did not constitute proper sales, other than a US$6 million sale in Q2 2009,

which | consider in further detail in section 5 of this report).

| note in addition that, in accordance with this issue above, Mr Bloomer’s Witness

Statement states:

“If you compare Autonomy to a company that operates on very tight margins, such as a
supermarket, the impact of reported margins is very different. A supermarket which
might have margins of 2-3%. In a business like that, a 1-2% fall is very significant. For a
company with margins around 80% or 90% that fluctuated by a few percentage points up

and down every quarter, movements in margin are less relevant.”?'?

Similarly, Mr Pearson states in his witness statement dated 8 November 2018 (“Mr Pearson’s

Witness Statement”) that:

“I would have been concerned if gross margins fell substantially, but | would not have
been concerned if they fell by a few percentage points because all that would have told

me was that the company was selling some low-margin products.”*'*

Given such an impact on Autonomy’s gross margin (and, as explained in my First Report,
the fact that there was no impact at all on net profit/margin?'®), | would not agree with
Mr Holgate that for a user of the Consolidated Financial Statements to have known that a
proportion of hardware costs had been allocated to sales and marketing expenses would

have been determinative.

Moreover, it remains that Autonomy’s disclosure in this regard was audited/reviewed by
Deloitte and unqualified audit and/or review opinions were issued throughout the Relevant

Period (in circumstances that it appears that Mr Holgate has determined are not relevant

210 Albeit | note that there are two instances where the difference in the quarterly gross profit margins is
higher than this.

211 (81.4% + 80.4% + 80.6% + 81.6%) / 4 = 81.0%.

212 (76.6% + 75.0% + 77.0% + 80.6%) / 4 = 77.3%.

213 Mr Bloomer’s Witness Statement, paragraph 97.

214 Mr Pearson’s Witness Statement, paragraph 65.

215 My First Report, paragraph 7.69.
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4.160

4.161

4.162

4.163

4.164

4.165

4.166

4.167

for the purposes of his instructions, notwithstanding it was open to him to request access

to the relevant working papers).

Materiality of the hardware costs in the context of the disclosures
Finally, Mr Holgate considers that:

“... the treatment of part of the hardware costs as sales and marketing cost is inherently

material qualitatively by virtue of it being non-compliant [with IAS 2]72¢
Mr Holgate goes on to state that the treatment of the hardware costs:

“... is also material quantitatively as shown by the amounts set out in Schedule 2 to the

[Re-Re-Amended Particulars of Claim]”2"7

In relation to Mr Holgate’s first point, given that | do not consider that the treatment was
non-compliant with IAS 2 (see paragraphs 4.112 to 4.121 above), | do not agree that the
treatment of part of the hardware costs as sales and marketing cost is “inherently material

qualitatively”. | do not believe | need to say anymore on this point.

In relation to Mr Holgate’s second point, | note that Mr Holgate does not specify his level
of materiality he is applying in respect of the hardware costs. As set out in my First Report

(and reiterated at paragraph 4.57 above):

“Judgement is necessarily required [when considering materiality], given that IFRS does

not specify how a materiality threshold should be arrived at.”*'®

In my opinion, it is difficult in relation to hardware accounting and disclosure to get away
from the facts and circumstances that Autonomy’s disclosure in this regard was
audited/reviewed by Deloitte and unqualified audit and/or review opinions were issued

throughout the Relevant Period.

As such, it is clear that Deloitte did not feel sufficiently moved to mandate that the
hardware costs accounted for as sales and marketing expenses be disclosed by virtue of

them being material, or even an accounting policy note be disclosed to this effect.

In the circumstances of this issue, therefore, | believe that Mr Holgate’s position now is at
odds with what was known, evaluated and considered at the time, including in the context

of the relevant time.

The disclosures that Mr Holgate asserts should have been made represent only one side of

the possible approaches to the issue at the time, i.e. were not the only possible approach.

216 Mr Holgate’s First Report, paragraph 4.50.
217 Mr Holgate’s First Report, paragraph 4.50.
218 My First Report, paragraph 4.98.

55



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

4.168

4.169

4.170

4.171

4.172

4.173

4.174

As such, while | do not consider Mr Holgate’s opinions wrong per se, | do not consider them
to be the only possible opinions that could be arrived at on such judgemental calls. My
opinions therefore that | have set out in my First Report have not been altered by my

consideration of Mr Holgate’s views on this matter.

Disclosure of hardware cost related accounting: conclusions

By way of conclusion, where Autonomy presented its financial statements, and in
particular classified its expenses, on a functional basis rather than by their nature, it was

open to Autonomy management judgement as to how to allocate costs to functions.

This is how Autonomy approached the exercise. In the language of IAS 1.103 “allocating
costs to functions may require arbitrary allocations and involve considerable

judgement”?'°,

Whereas Mr Holgate considers that the rationale for the hardware sales has no impact on
the appropriate accounting treatment of the costs of the hardware??, it is my view that
given that it is clear that management’s accounting judgement is required when
determining how the costs should be presented, it is in fact necessary to consider the

rationale behind the sales.

This separately also goes to the heart of the different presentations and the understanding
of them by users of financial statements. Both presentations (by nature or function) are

allowable and neither has primacy over the other, as set out in IAS 1.

Further, purely because it is disclosed that cost of revenues includes hardware, it does not
then necessarily mean that a hardware expense can only exclusively be included in cost of

revenues.

Similarly, while there was only a high level disclosure of what constituted sales and
marketing expenses (including costs of entering into new markets??'), and no line-by-line
disclosure of the nature of item costs included in sales and marketing expenses, | do not
consider that it necessarily follows that a reader must assume that all of the cost of

hardware was accounted for only in COGS.

As | have explained elsewhere, costs that were considered to fall below some threshold

for disclosure (because for example they were not regarded as significant or functionally

219 Exhibit P to my First Report - IAS 1.103.

220 Mr Holgate’s First Report, paragraph 4.29.

221 See, for example, the ‘Profit from operations’ accounting policy notes in Exhibits | and J to my First Report,
pages 43 and 52 respectively.
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4.175

4.176

4.177

4.178

4.179

significant in a wider context) would not in any event be separately identified, and it would

then be likely quite opaque as to where such costs were recognised.

While to Mr Holgate the issue of hardware accounting disclosure is ‘obvious’ and one of
‘common sense’, it is apparent that based on the same circumstances different opinions
have been reached by different accountants in relation to this issue (i.e. Deloitte and Mr
Holgate). If the matter involved no accounting judgement as Mr Holgate suggests, no one

could expect such different approaches to occur.

Indeed, because of the very fact that this was a judgemental accounting area wherein
Autonomy management could consider its position, as was allowable, and arguably
required, then once you get beyond the line items set out in IAS 1.102 and IAS 1.103, then
it is the requirements of specific IFRSs that take over for more detailed disclosures. That
is unless a conclusion is reached that additional line items or sub totals on the face of the
financial statements were required by IAS 1.85, which is not the case | understand

contended by Mr Holgate.

Given that the impact on Autonomy’s gross margin of recognising hardware expenses in
sales and marketing was a matter of a few percentage points only against an average gross
margin of approximately 81% during the Relevant Period, | do not agree with Mr Holgate
that for a user of the Autonomy’s financial statements to have known that a proportion of
hardware costs had been allocated to sales and marketing expenses would have been

determinative.

Moreover, it remains that Autonomy’s disclosure in this regard was considered by Deloitte
as part of its audits/reviews and unqualified audit and/or review opinions were issued
throughout the Relevant Period (in circumstances that it appears that Mr Holgate has
determined are not relevant for the purposes of his instructions, notwithstanding it was

open to him to request access to the relevant working papers).

In the circumstances of this issue, therefore, | believe that Mr Holgate’s position now is at
odds with what was known, evaluated and considered at the time, including in the context
of the relevant time. Accordingly, my overall opinions have not changed on this matter

from those expressed in my First Report.
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5 HARDWARE SALES - MORGAN STANLEY TRANSACTION

Introduction

5.1 In this section | set out, in respect of the sale of US$6 million of mass storage hardware to
Morgan Stanley that was recognised by Autonomy as revenue in Q2 2009 (the “Morgan

Stanley Hardware Transaction”):
(a) a general description of the transaction (paragraphs 5.2 to 5.4);

(b) an explanation of Autonomy’s accounting treatment in respect of the transaction

(paragraphs 5.5 to 5.8);

(c) a detailed description of Deloitte’s audit and review work in respect of the
transaction and consideration of the underlying documents (paragraphs 5.9 to
5.37);

(d) my view of the accounting treatment based on the information contained in

Deloitte’s working papers and underlying documents (paragraphs 5.38 to 5.39);

(e) the Claimants’ general allegations regarding the accounting treatment of this
transaction as asserted in the Re-Re-Amended Particulars of Claim (paragraph
5.40);

(f) the general assumptions that Mr Holgate has been instructed to apply to this
transaction (also referred to as “Holgate-Morgan Stanley Assumptions”), together

with my comments (paragraphs 5.41 to 5.45);

(g) an overview of Mr Holgate’s analysis and conclusions in respect of the accounting

treatment for this transaction (paragraphs 5.46 to 5.54);

(h) my opinion on the accounting treatment adopting the Holgate-Morgan Stanley
Assumptions, without any consideration of the underlying facts (paragraphs 5.55
to 5.71); and

(i) my understanding of the facts applicable to the Holgate-Morgan Stanley
Assumptions, and my conclusion on the accounting treatment (paragraphs 5.72 to
5.188).

General description of the transaction

5.2 The transaction was for the sale of US$6.0 million of mass storage hardware to Morgan

Stanley on 30 June 2009, recognised by Autonomy as revenue in Q2 2009.%22

222 \joluntary Particulars, spreadsheet "00_Further particulars - Morgan Stanley Q2 2009".
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5.3

5.4

5.5

5.6

5.7

5.8

5.9

| understand that the sale was entered into pursuant to the terms of a Master Purchase
Agreement also dated 30 June 2009 between Autonomy and Morgan Stanley (“Morgan
Stanley Master Purchase Agreement”??}). Pursuant to this agreement, and subject to
certain conditions, the parties to the Morgan Stanley Master Purchase Agreement agreed

that Autonomy was entitled to resell equipment to Morgan Stanley.?2*

My understanding referred to immediately above, is drawn from the fact that the specific
transaction, and the timing of the transaction, was made a condition of a separate
equipment purchase commitment between Autonomy and Morgan Stanley.??> This separate
commitment by Morgan Stanley to Autonomy was also dated 30 June 2009, related to
performance by the respective parties over the following 12 months to 30 June 2010, and
was said to be subject to the terms of the Morgan Stanley Master Purchase Agreement.?%
As a result, | have assumed that the 30 June 2009 condition precedent US$6 million sale of
hardware to Morgan Stanley was also subject to the terms of the Morgan Stanley Master

Purchase Agreement.??’
Autonomy’s accounting treatment

On 30 June 2009 Autonomy recognised hardware revenue of US$6 million.?2

Insofar as it is relevant, US$6 million cost of goods sold was recognised at the same time

via an accounting journal entry.??
The cost of goods sold was revised to US$5,997,303 in the following quarter.?®

From this point onwards, | consider the accounting treatment of the hardware revenue in
Autonomy’s consolidated income statement only, except where | consider other accounting

entries relating to the transaction to be relevant.

Deloitte’s work and underlying documents

Below | set out Deloitte’s consideration of the revenue recognition issues related to this
transaction. From what | have been able to observe, Deloitte considered the revenue
recognition issues on the hardware transaction separately from its audit testing on general

sales of licences in the quarter. However, it was also the case that Autonomy made a sale

223 f{D0085005183.

224 fD006567608}.

225 f{D0065676083.

226 1D006567608}.

227 | have seen an unsigned purchase order {D010800423} dated 30 June 2009, that refers to the Morgan Stanley
Master Purchase Agreement, but note that the purchase order ultimately sent electronically by Morgan
Stanley does not make this reference; see {DEL1_003_1_000001103}.

228 See ledger extract in voluntary particulars, document “MS 2009-01”.

229 See ledger extract in voluntary particulars, document “MS 2009-02”.

230 Voluntary Particulars, spreadsheet "00_Further particulars - Morgan Stanley Q2 2009".
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5.10

5.1

5.12

5.13

5.14

5.15

5.16

5.17

of a software license to EMC in the quarter, which was considered at the time by Deloitte

in the context of the hardware transaction and whether the two transactions were linked.

For reasons that will become clear, | do not consider the sale of the license to EMC in the

context of the hardware transaction.

| refer below to the contemporaneous Deloitte working papers and also the underlying
documents referred to therein where | consider them relevant. For the avoidance of
doubt, | do not consider here the disputed facts and/or allegations that have arisen

subsequently.

A Deloitte memo dated 12 July 2009 prepared in relation to the Q2 2009 review considers
the accounting treatment for the contracts entered into with EMC on 29 June 2009 and
Morgan Stanley on 30 June 2009.2

In particular, the memo considers whether it was appropriate for Autonomy to recognise
revenue of US$6 million for the hardware sale, along with the associated costs of sales.?2
The memo makes reference to the Morgan Stanley and EMC purchase agreements and
supporting documents (which appear to have been attached to Deloitte’s review working

papers at the time).

At the same time, a second Deloitte memo dated 13 July 2009 prepared in relation to the
Q2 2009 review also refers to the Autonomy purchase of hardware from EMC, albeit more
generally in the context of the sale of a software license to EMC that occurred in the same

quarter.?33

Neither Deloitte memo was broken down into specific sections addressing respectively

each of the five limbs or conditions of IAS 18.14.

Due to the size of the software license sale to EMC in the quarter (US$4.345 million
including support and maintenance), a separate revenue testing sheet was prepared by
Deloitte which considered all aspects of IAS 18.14 and the question of software license
revenue recognition. This review sheet refers to an original agreement involving EMC
dated 22 February 2002. It also refers to the separate consideration given to the purchase

of hardware from EMC in the quarter.?*
In the memo dated 13 July 2009, Deloitte noted that:

“On 29 June 2009 Autonomy entered into the contract with EMC to purchase $9.0m of

hardware. The payment terms meant that Autonomy would purchase an initial $5.0m

231 {DEL1_003_1_00000036}.
232 {DEL1_003_1_00000036}.
233 {p0S00132586}.
234 {pOS001487303.
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5.18

5.19

5.20

5.21

5.22

5.23

upfront, and would then purchase $1.0m in November 2009 and $3.0m in February 2009.
The $5.0m was paid pre year end [sic] and we have agreed that to bank statements as
being paid on 30/06/09.

On 30 June 2009, Autonomy entered an agreement with Morgan Stanley Corporation
(“Morgan Stanley”) to purchase $6.0m of hardware from Hitachi Data Systems Corporation
(“HDS”) and sell it onto Morgan Stanley at cost. Autonomy had entered into an agreement
with HDS on 27 June 2009, to purchase the relevant $6.0m of hardware, but HDS were
unable to deliver it in time for the quarter-end. As such, Autonomy entered the above
agreement with EMC to purchase the $5.0m (which EMC could deliver in time) and they
would use a further $1.0m from their own reserve of new stock about to be integrated
into the Digital Safe facility. "2

However, the principal Deloitte working paper on the issue appears to be the 12 July 2009
memo, entitled “Commitment to purchase hardware from EMC and sell to Morgan

Stanley” .23

The objective of the memo was to consider the accounting treatment for the contracts
entered into with EMC on 29 June 2009 and Morgan Stanley on 30 June 2009, and in
particular, whether it was appropriate to recognise a trade debtor and revenue of US$6

million with associated costs of sales as at the 30 June 2009 balance sheet date.

Deloitte raised three questions in the memo: how much of the US$9 million of hardware
purchased from EMC was delivered to Autonomy before 30 June 2009, and what proportion

of this was subsequently sold on to Morgan Staley for US$6 million.

Second, did the terms of the agreements stipulate when title and risks and rewards of

ownership passed between EMC, Autonomy and Morgan Stanley.

Third, did title and risks and rewards of ownership pass prior to the period end; if not,
then Deloitte considered that it may not be appropriate to recognise the revenue as
generated within the Q2 2009 period.

“Review of the agreements and supporting schedules”

Deloitte reviewed the fully signed agreement between EMC and Autonomy dated 29 June
2009. The agreement referred to Autonomy purchasing hardware manufactured by EMC,
for the consideration of US$9 million. This would involve a payment plan of a US$5 million
upfront down payment, followed by instalments of USS1 million payable on 1 November
2009 and USS3 million payable on 1 February 2010.

235 {POS00132586}, page 1.
23 {DEL1_003_1_00000036}.
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5.24

5.25

5.26

5.27

5.28

5.29

5.30

While Deloitte discussed the instalment plan in its working paper, | do not address the
reasons for this subsequent instalment payment profile, or the mechanics of it, as it
related to subsequent unrelated financing arrangements that | do not consider relevant to
the transaction at hand. Deloitte did record, however, that the payment to EMC for US$5

million was agreed to bank statements as having been paid on 30 June 2009.%

Deloitte also recorded that it considered that the US$5 million of hardware was fully paid
for and delivered to Autonomy. Deloitte then recorded that the hardware “can then be

sold to Morgan Stanley”.

Having confirmed that Autonomy paid EMC for US$5 million of hardware pre-quarter end,

Deloitte’s next consideration was the sale and purchase of hardware with Morgan Stanley.

According to Deloitte, they “reviewed the fully signed agreement between Autonomy and
Morgan Stanley (dated 30 June 2009)” and highlighted the key areas for discussion which
would determine the accounting treatment for the recognition of US$6 million revenue

related to the sale of hardware to Morgan Stanley on 30 June 2009.

These audit discussion areas were recorded as several clauses within the agreement over
the delivery of the hardware, its acceptance by Morgan Stanley, and at what point the risks
and rewards of ownership are transferred. The agreement was the Morgan Stanley Master

Purchase Agreement?3® to which | referred above.
The following clauses were noted:

“The Products shall be deemed accepted upon delivery to the address(es) specified in an

applicable Purchase Order, which may be Seller’s warehouse...”?%

“Title and risk of loss for the Product(s) shall transfer to Morgan Stanley upon shipment
from the Product(s)’ manufacturer: provided, however, Seller shall indemnify and hold
harmless Morgan Stanley and its affiliates from and against any and all claims, liabilities,
losses and damages to the Products until the Products are installed by Morgan Stanley or

pursuant to Morgan Stanley’s instruction ...”*%

Based on these clauses, Deloitte determined that they needed to obtain audit evidence of
where Morgan Stanley ‘specified the delivery point per the purchase order and the amount
of consideration paid for it’. They also needed ‘assurance over when the hardware was

shipped from EMC and received by Autonomy’.

237 {pOS00132586}, page 2.

238 {D008500518}.

239 fp008500518}, paragraph 2.
240 D0085005183, paragraph 5.
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5.31  According to what Deloitte recorded, they were told that the full US$5 million of hardware
paid for up front from EMC was received by Autonomy on 30 June 2009 and was all sold on
to Morgan Stanley. They also examined correspondence between Autonomy and Morgan
Stanley over the completion of the order and Morgan Stanley’s acceptance and beginning
of the payment process as evidence of delivery of the hardware (and hence that shipment
from EMC has taken place). Further, they reviewed the Morgan Stanley Purchase Order
dated 30 June 2009, which specified that USS6 million of hardware was to be purchased
from Autonomy, and examined the invoice raised by Autonomy to Morgan Stanley on 30
June 2009 for the associated US$6 million. They noted, however, that the Purchase Order

specified Morgan Stanley’s New York offices as the point for delivery of the hardware.
5.32  Deloitte’s overall conclusion was therefore:

“The above clauses in the master agreement with Morgan Stanley make clear that title of
the goods transfers to Morgan Stanley when the products are shipped from the
manufacturer (i.e. EMC), and the delivery note proves that this has occurred. We can
therefore be comfortable that ownership is with Morgan Stanley as at 30 June 2009,
regardless of the fact that the goods are not formally ‘accepted’ until delivery to the
Morgan Stanley New York offices. The clause regarding liabilities, losses and damages to
the products remaining Autonomy'’s until installed by Morgan Stanley is simply a standard
commercial arrangement to allow Morgan Stanley to send the equipment back if it is
faulty (and in turn Autonomy would return it to EMC, thus this is a standard warranty
situation which has no impact upon revenue recognition here). Deloitte have also noted
that a S1m accrual is in place for the $1m additional assets needed for the Morgan Stanley
sale on top of the $5m from EMC. It is therefore appropriate to recognise a $5m cost of
sales associated with this deal. The valid invoice and Morgan Stanley purchase order both
specify consideration of $6m; hence it is appropriate to recognise the debtor and revenue

for this amount. This is the case because title had passed as at 30 June 2009. Satisfactory.”

5.33 In addition to the above and subsequent to the date of the Deloitte memo, Deloitte sought
a separate source of confirmation of the delivery of the hardware from EMC pre-quarter

end, ultimately to Morgan Stanley.

5.34 Inits report to the Audit Committee, Deloitte recorded that it had yet to have sight of the

delivery of hardware by EMC pre quarter end and listed this as an “outstanding”.?!

5.35 On 15 July 2009, Deloitte recorded that EMC were unable to supply any fully approved
documentation regarding the delivery point. Deloitte recorded that Autonomy’s point was

that Morgan Stanley “have accepted the goods on 30 June as per email chains forwarded

241 See {D003950267}, page 13.
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5.36

5.37

5.38

5.39

5.40

5.41

5.42

[to Deloitte] and then approved for payment the amount”. As a result, Deloitte finally
considered that they needed to document the facts and then seek a “rep letter point”

along the following lines:

“We confirm that the despatch of hardware with a purchase price of $5 million was made
from EMC on the 30 June 2009."*#

This representation was included in the signed 15 July 2009 letter of representation
provided by Autonomy to Deloitte as part of the Q2 2009 interim review undertaken by

Deloitte.2*3

Deloitte’s overall conclusion in respect of IAS 18.14

With regard to revenue recognition for this transaction, following the above events,

Deloitte’s overall conclusion was that US$6 million hardware revenue was recognised.

My conclusion on the accounting treatment for the hardware

Based on the contemporaneous evidence set out above, | agree with Deloitte that it was

appropriate to recognise a sale in respect of the hardware.

Accordingly, in my opinion Autonomy’s accounting treatment in respect of the hardware

set out at paragraph 5.5 was appropriate.

Claimants’ allegations

The Claimants allege that the recognition of revenue in respect of this transaction was not
compliant with IAS 18.14 as the hardware was not despatched until August and September
2009, therefore, the revenue should have been recognised in Q3 2009 and not in Q2 2009744,

Mr Holgate’s instructed assumptions

Unlike the approach taken in Mr Holgate’s instructions in respect of other impugned
transactions (as discussed later in this report), in relation to the Morgan Stanley Hardware
Transaction, Mr Holgate is not provided with any “Factual summary” on which he is

requested to proceed.

Further, Mr Holgate is also not provided with any transaction specific contractual

documentation in respect of this transaction, or series of transactions.?#

242 See {DEL00235854}.

243 fPOS00132681).

244 Re-Re-Amended Particulars of Claim, Paragraph 63J.

245 Mr Holgate’s ‘Instructions’ and Annex 2 to those instructions at page 38, as appended to Mr Holgate’s First
Report at Appendix 2.
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5.43

5.44

5.45

5.46

5.47

5.48

5.49

Instead, Mr Holgate is instructed to proceed only on assumptions provided by the

Claimants.

Mr Holgate’s opinions in respect of the Morgan Stanley Hardware Transaction are based

exclusively therefore on two assumptions.
In respect of this transaction, Mr Holgate has been instructed to assume that:

() “In Q2 2009 Autonomy recognised USS6 million of revenue in relation to a sale by
Autonomy Inc of hardware to Morgan Stanley pursuant to an agreement dated
30 June 2009”*¢; and

(b) “The (Hitachi) hardware that was sold to Morgan Stanley pursuant to the
30 June 2009 agreement was, contrary to a representation given to Deloitte by
Autonomy management, despatched to Morgan Stanley during August and
September 2009, and thus in Q3 2009 rather than Q2 20094 .

Mr Holgate’s analysis and conclusions in respect of the accounting treatment

for the transaction

Mr Holgate’s First Report states, based on the two instructed assumptions, that in respect

of the Morgan Stanley Hardware Transaction:

“It seems clear to me that only two of IAS 18’s five criteria for revenue recognition were
met as at 30 June 2009. Hence it was contrary to IFRS to recognise revenue on this

transaction in Q2 2009. 724
According to Mr Holgate:

“In a sale of goods transaction such as this one, the application of IAS 18’s criteria for
revenue recognition are quite straightforward. Unless there were any complications or
unusual features - and | am not aware of any - the date of delivery of the goods to Morgan
Stanley (MS) is a strong indicator of the date on which revenue should have been

recognised”.?#

More specifically, the transaction can be tested against the IAS 18.14 criteria, according

to Mr Holgate, as follows.

Mr Holgate’s view in relation to IAS 18.14(a) is that:

246 Mr Holgate’s First Report, Appendix 2, page 5.
247 Mr Holgate’s First Report, Appendix 2, page 5.
248 Mr Holgate’s First Report, paragraph 4.54.
249 Mr Holgate’s First Report, paragraph 4.53.
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“In the absence of evidence to the contrary, risks and rewards of ownership of the
hardware would be transferred to MS [Morgan Stanley] at the time of delivery, which |

understand to be August/September 2009.
Hence, limb 14(a) is not met. 2%
Mr Holgate’s view in relation to IAS 18.14(b) is that:

“Again, in the absence of evidence to the contrary, it appears that Autonomy would not
have transferred continuing managerial involvement with the goods in question until the

time of delivery, which | understand to be August/September 2009.
Hence, limb 14(b) is not met. %'

Mr Holgate’s view in relation to IAS 18.14(c) is that IAS 18.14(c) was met.
Mr Holgate’s view in relation to IAS 18.14(d) is that:

“As there had been no delivery or transfer of control at 30 June 2009, it can be inferred
that there was no reason, as at 30 June 2009, why MS [Morgan Stanley] would have been

willing to pay for the goods.
Hence, limb 14(d) is not met.”?>?

Mr Holgate’s view in relation to IAS 18.14(e) is that IAS 18.14(e) was (likely) met, although
he makes the point that the facts that he is asked to assume do not cover the point.
However, he then goes further and asserts that, as it seems likely from the context that
Autonomy would have known, at 30 June 2009, the cost of the goods in question that limb

14(e) was met.2>

Based on the above, and particularly his observations, Mr Holgate concludes that as only
two of IAS 18’s five criteria for revenue recognition were met as at 30 June 2009, it was

contrary to IFRS to recognise revenue on the transaction in Q2 2009.2

My opinion on the accounting treatment adopting the Holgate-Morgan Stanley

Assumptions

Below, | comment in turn on each of the two Holgate-Morgan Stanley Assumptions Mr
Holgate is instructed apply to this transaction, without any consideration of the underlying

facts.

250 Mr Holgate’s First Report, table at paragraph 4.53.
251 Mr Holgate’s First Report, table at paragraph 4.53.
252 Mr Holgate’s First Report, table at paragraph 4.53.
253 Mr Holgate’s First Report, table at paragraph 4.53.
254 Mr Holgate’s First Report, paragraph 4.54.
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In respect of the first assumption that Mr Holgate has been instructed to make, there does
not appear to be any dispute that US$6 million of revenue was recognised by Autonomy in

Q2 2009 in relation to the Morgan Stanley Hardware Transaction.
Accordingly, | do not add any further comment on this assumption.

In relation to the second Holgate-Morgan Stanley Assumption, in my opinion a sale can be

genuine regardless of when inventory is physically despatched.

This is because it is more appropriately a matter of title to the goods passing, as well as
the question of when the risks and rewards associated with the goods pass. The date of
delivery of goods, even according to Mr Holgate, is only an indicator (albeit a strong one),

even then in the absence of any complications or unusual features.?®

In other words, substantive performance conditions under a contract (such as physical
delivery) do not always have to be met in order for the IAS 18.14 criteria to be met and

revenue recognised.

As noted, Mr Holgate implicitly confirms this by acknowledging that “Unless there were
any complications or unusual features ... the date of delivery of the goods to Morgan
Stanley... is a strong indicator of the date on which revenue should have been

recognised” .2

In other words, in a straightforward sale and purchase of goods, the date of delivery could

positively be a primary indicator for the appropriate date of revenue recognition.

However, this might not be the case where there might be complications or unusual

features in the transaction.
Mr Holgate states that he is not aware of any such complications or unusual features.

Likewise, every comment Mr Holgate makes in respect of his analysis of the IAS 18.14
criteria (where he concludes that the relevant limb or condition is not met on the
assumptions) is caveated by one or more of “in the absence of evidence to the contrary”,

“it appears ...” or “... it can be inferred that ...” %’

Notwithstanding these qualifications across the board, Mr Holgate then proceeds however
to state that it ‘seems clear’ that it was contrary to IFRS to recognise revenue on the

transaction in Q2 2009, and does so in unequivocal terms.

That is, Mr Holgate proceeds and concludes on the only basis that he can, given the

assumptions he is instructed to make. For example, if the only assumption he is given (in

255 Mr Holgate’s First Report, paragraph 4.53.
256 Mr Holgate’s First Report, paragraph 4.53.
257 Mr Holgate’s First Report, paragraph 4.53.
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the absence of the facts), is that despatch of the hardware did not occur until after 30
June 2009, then he can only comment by regard to date of despatch or date of delivery of

the referred to hardware.

Concluding on revenue recognition based only on an actual physical delivery of hardware

to Morgan Stanley is, however, not conclusive in accounting treatment terms.

Although it is possible that the analysis in Mr Holgate’s First Report at paragraphs 4.52 to
4.54 is appropriate, it is not necessarily the case. For this type of transaction it is

necessary to understand more than the assumptions in Mr Holgate’s paragraph 4.52.

In summary, therefore, in my opinion neither of the Holgate-Morgan Stanley Assumptions
makes any difference to the accounting for this transaction, since the first assumption is
not disputed, and the second assumption, Mr Holgate himself acknowledges, is useful only
in the absence of evidence to the contrary that there were no complications or unusual

features.

| now turn to that evidence.

My understanding of the facts applicable to the Holgate-Morgan Stanley

Assumptions, and my conclusion on the accounting treatment

In this section | set out my understanding of the facts applicable to the Holgate-Morgan

Stanley Assumptions in relation to this transaction.

For this transaction Mr Holgate’s methodology is slightly different to other transactions

and | explain what this means for my approach concerned.

In addition, | also set out why my approach to this transaction involves dealing with a
much broader set of circumstances rather than restricting it only to facts touching on the
assumptions given to Mr Holgate, and for a wider set of transactions in the summer of 2009

(see paragraph 5.17 above).

Next | deal with an aspect not covered by Mr Holgate (or Deloitte) - that is whether this
transaction qualified as what is called a “bill and hold” sale - and the implications of that
if it did.

| then set out my understanding of the relevant facts for the wider set of transactions
needed to understand this impugned transaction i.e.:

() the Autonomy - Morgan Stanley transactions in June - September 2009;

(b) the Autonomy - Hitachi/HDS transactions in June - August 2009; and

(c) the Autonomy - EMC transactions in June - September 2009.
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I also include some relevant correspondence between Autonomy and Deloitte, and then

summarise the factual position.
| then set out my conclusion on the accounting for the transaction.

My approach to this transaction so far as Mr Holgate’s methodology is

concerned

Elsewhere in my report, | adopt the approach of setting out my understanding under each
of the accounting requirements opined upon by Mr Holgate in respect of the applicable

transaction, which in this transaction would mean:
(@) IAS 18.14(a);

(b) IAS 18.14(b); and

(c) IAS 18.14(d).

However, in his approach to commenting on the revenue recognition relating to this
transaction, Mr Holgate uses the same reason (i.e. timing of delivery) to come to the
conclusion that each of these three criteria of IAS 18.14 were not met as at 30 June 2009,

being the original date of revenue recognition by Autonomy.

My understanding is, therefore, that Mr Holgate’s position is that only physical delivery of
the hardware (based on the assumptions given) should trigger revenue recognition in the

context of this transaction.

Accordingly, | deal with my understanding of the facts applicable to this single issue rather
than by consideration against each of the applicable criteria of IAS 18.14, although as |
have alluded to, this appears to me to be an issue around a much broader set of

circumstances.

Further, in respect of the applicable first assumption, that in Q2 2009 Autonomy recognised
USS6 million of revenue in relation to a sale by Autonomy of hardware to Morgan Stanley
pursuant to an agreement dated 30 June 2009, this | understand is not in dispute.

Accordingly, | do not comment further on this assumption.

Finally, Mr Holgate did not provide any opinion concerning the economic substance of this
transaction, and therefore | do not address this as an issue. | assume, however, that Mr
Holgate agrees that the transaction had substance, i.e. did not lack substance or economic
substance, and proceed on this basis. Similarly, Mr Holgate is not instructed to consider

the relevant cost of the hardware sold, and therefore | likewise do not address this.

The only issue, therefore, is the appropriate date for revenue recognition.
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Why my approach to this transaction involves dealing with a much broader

set of circumstances

I do not believe that this transaction can be understood on its own outside of a broader

range of related transactions.

Areview of the documentation provided by the Claimants in their Voluntary Particulars in

relation to this transaction shows there are a number of other parties involved.

First, the provider or manufacturer of the hardware that was actually delivered to Morgan

Stanley was Hitachi Data Systems (“HDS”, “Hitachi”), not Autonomy.?8

Second, a comparison between the Hitachi hardware quote provided to Autonomy (HDS
Quote ID 5251967.0001, dated 30 June 2009%°), and the shipment notification of
equipment shipped to Morgan Stanley pursuant to HDS Quote ID 5251967.0001%%°, shows
that the documented ‘date shipped’ was recorded to be 19 August 2009, but also that the
shipment made by Hitachi included different, additional items to that requested as at 30

June 2009 (by Autonomy purchase order to HDS) in any event.

Third, comparing Autonomy’s general ledger hardware revenue listing for Q3 2009, as
relied upon by the Claimants in their Voluntary Particulars?', to the Hitachi hardware
delivery to Morgan Stanley similarly disclosed, shows that Autonomy recorded five other

sales of hardware to Morgan Stanley in Q3 2009.

These Autonomy sales were recorded in August 2009 (one) and September 2009 (four),
corresponding to the same period covered by the equipment shipment notes disclosed in
MS 2009-07, which it therefore appears is the basis (and documentation) upon which the
Claimants’ rely for the delivery dates in relation to the assumption for delivery made

regarding this transaction.

In this transaction in particular, the subsequent physical delivery of hardware to Morgan
Stanley is only a small element of the transaction. In my opinion, and more so in relation
to this transaction, only once the entirety of the transaction has been properly laid out
and understood can the question of when and how much revenue to recognise be

addressed. 262

258 My understanding is derived from a comparison of the Claimant’s voluntary particulars MS 2009-07, pages
14-16 but in particular MS 2009-07 page 16 with the ‘contract number FE677000°’, compared to MS 2009-07,
pages 19-22 and the associated detail including ‘Waybill Number FE 6770 F’ (as well as order status, reference
number, contract number, date shipped and PO number). The hardware actually delivered to Morgan Stanley
was physically delivered in the period 19-24 August 2009.

259 Voluntary Particulars, document “MS 2009-07”, page 7.

260 Voluntary Particulars, document “MS 2009-07”, pages 19-22.

261 Voluntary Particulars, document “MS 2009-06”.

262 As part of this, | also comment on the EMC hardware purchased.
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5.93  As aresult, in order to reach a conclusion, it is therefore necessary to understand more
about the underlying transaction and what was agreed to be delivered, and if applicable
why the delivery was delayed, and whether Morgan Stanley specifically requested this
approach. Given the absence of any factual summary in relation to the Morgan Stanley
Hardware Transaction as identified by the Claimants to Mr Holgate, | set out below a
factual background to this transaction, as | can understand it, based on the sources of

information available to me.

5.94 | note here that when looking at the wider set of transactions it becomes apparent that

the second assumption given to Mr Holgate is factually incorrect.
5.95 The second assumption states as follows:

“The (Hitachi) hardware that was sold to Morgan Stanley pursuant to the 30 June 2009

agreement was, contrary to a representation given to Deloitte by Autonomy management,
despatched to Morgan Stanley during August and September 2009, and thus in Q3 2009
rather than Q2 2009.7%63

(my emphasis)

5.96  The actual applicable representation given to Deloitte by Autonomy management was as

follows:

“We are satisfied that the acquisition of $9.0 million of hardware from EMC Corporation

was an arms length commercial transaction. Additionally, we confirm that the despatch
of hardware with a purchase price of $5.0 million was made from EMC Corporation on the
30 June 2009. %%

(my emphasis)

5.97 By reference to the emphasised phrases above, the despatch dates in the assumption relate
also to purchases under the Morgan Stanley purchase commitment. Further, Autonomy
management provided confirmation over the despatch of EMC hardware. No
representation was made by Autonomy regarding Autonomy’s sale of hardware to Morgan

Stanley or any aspect of it, contrary to the instruction provided to Mr Holgate.
Whether this transaction qualified as a “bill and hold” sale - and the
implications of that

5.98 Before | address the circumstances of the transaction, however, it appears relevant to me

to set out a material accounting consideration, unmentioned by Mr Holgate (or Deloitte).

263 Mr Holgate’s First Report, Appendix 2, Annex 1, page 5, paragraph 3.3.2.
264 {pOS00132681}, page 2.
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Assuming the final hardware despatch date is August 2009, the sale may have qualified as
a ‘bill and hold’ sale. As noted elsewhere in this report and my First Report, revenue is
recognised based on the specific circumstances of the transaction and there are many

variations of underlying facts that can give rise to different accounting treatment.

The IAS 18 Appendix gives various illustrative examples showing that significant risks and
rewards of ownership can pass at different times, depending on the circumstances. It
directly confirms that it is possible that the risks and rewards of ownership can pass to a
customer before any economic benefits pass to the customer via performance of
contractual promises such as delivery. It is possible for the situation to arise, therefore,
where the benefits to the customer of ownership of the goods in question attach not to

the actual physical possession of the goods.

These forms of sale are highlighted in Illustrative Example 1 to IAS 18, where in the
illustrative example it is presumed that delivery is delayed at the buyer’s request but
nevertheless the buyer accepts or takes title and accepts billing. This is referred to as a
bill and hold sale.

IAS 18 Appendix IE1 notes in respect of its example of a bill and hold sale, that revenue is

recognised?®> when the buyer takes title, provided:
() It is probable that delivery will be made;

(b) the item is on hand, identified and ready for delivery to the buyer at the time the

sale is recognised;
(c) the buyer specifically acknowledges the deferred delivery instructions; and
(d) the usual payment terms apply.

Therefore, revenue can be recognised on a bill and hold sale meeting the above criteria
where an entity bills a customer for goods but does not deliver those goods until a later
date.

The appendix to IAS 18 acknowledges also as follows:

“The law in different countries may mean the recognition criteria in the Standard are
met at different times. In particular, the law may determine the point in time at which
the entity transfers the significant risks and rewards of ownership. Therefore, the
examples in this section need to be read in the context of the laws relating to the sale of

goods in the country in which the transaction takes place.”?%

265 Revenue is not recognised when there is merely an intention to acquire or manufacture the goods in time
for delivery.
266 |AS 18, Appendix A.

72



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

5.105

5.106

5.107

5.108

5.109

5.110

This does not mean that different revenue recognition criteria are applied in different
countries but, rather, the recognition criteria are met at different times in different
countries. The principle remains that the significant risks and rewards of ownership must

have passed from the seller to the buyer.

Thus, under applicable law physical possession may not be a requirement for the economic
benefits of the goods, or significant risks and rewards of ownership, to have passed to the
customer. By way of example, this might be evidenced by a requirement for the customer
to pay for the cost of storage, shipment and insurance on the goods even before taking

physical possession. The criteria are also still relevant but may be broadly interpreted.

For example, where it might be expected that delivery has to be delayed at the buyer’s
request, in fact this is not explicitly stated, and is not a mandatory requirement. Hence,
it is open to interpretation that IAS 18 accommodates recognising revenue in situations
where the arrangement is prompted not by the customer but by the vendor (maybe

because of hold-ups in the delivery process).

Similarly, IAS 18 could also allow a vendor to recognise revenue from a bill and hold
arrangement as long as the vendor has enough of the item generally to be able to deliver
it when requested, and meets all the other criteria. This is because the item has only to
be on hand, identified and ready for delivery ‘at the time the sale is recognised’, albeit
the seller must have had title to the goods, otherwise the seller could not validly have

transferred title to the customer.2¢7

As explained in my First Report, inter alia, “Only once the transaction has been properly
understood, can the questions of when and how much revenue to recognise be

addressed”2%8,

Similarly, based on various contemporaneous accounting guidance, | noted that while in
most cases the transfer of the risks and rewards of ownership coincided with the transfer
of the legal title or the passing of possession to the buyer, this may not always be the
case?®. | also noted that one of the considerations of revenue recognition was the
shipment terms?’?; and another consideration was that it was important to establish the
responsibilities of each party during the period between sale and delivery?”'. In other

words, a clear understanding of all the terms agreed between the parties is fundamental

267 |n my view a comparison to US GAAP bill and hold requirements illustrates comfortably some of the IFRS
bill and hold sales requirements in practice, which are much less specific than the US GAAP requirements.
See Exhibit AAA - KPMG 2009 US GAAP - IFRS comparison.

268 My First Report, paragraph 4.26.

269 My First Report, paragraph 4.37.

270 My First Report, paragraph 4.42.

271 My First Report, paragraph 4.39.
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to the issue of revenue recognition, including if applicable the point in time when the

buyer accepts billing.

As a result, simply saying as Mr Holgate does, for example, that “In the absence of evidence
to the contrary, risks and rewards of ownership of the hardware would be transferred ...
at the time of delivery” and that as a result of the post quarter end delivery IAS 18.14(a)

was not met, is in my opinion incorrect.

As EY acknowledges in its relevant accounting guidance on bill and hold sales under IFRS,
this is an area of revenue recognition in practice that “might be open to inconsistent,

controversial or varied accounting practices”.?’?

The above takes on greater meaning in the context of the actual representation?”? (as
opposed to that included in the second assumption given to Mr Holgate) made by Autonomy

management to Deloitte as at 30 June 2009.

However, if it did qualify as a bill and hold sale then revenue could be recognised despite

no physical delivery at Autonomy’s point of revenue recognition.

The Facts: Autonomy - Morgan Stanley: June-September 2009

On 30 June 2009, Autonomy entered into a letter agreement with Morgan Stanley (pursuant
to a Master Purchase Agreement of the same date?“) titled “RE: Purchase of Certain

Hardware and Software from Autonomy, Inc.”?” (the “Morgan Stanley Letter Agreement”).

In the Morgan Stanley Letter Agreement, Morgan Stanley agreed that on or before
30 June 2010, it would:

“

purchase from Autonomy hardware and related software (collectively, the
‘Equipment’), manufactured and supplied by Autonomy’s third party supplier, Hitachi
Data Systems Corporation (‘HDS’) or other third party suppliers agreed upon by the parties
... With an aggregate value of Twenty Million United States Dollars (US $20,000,000.00)

(the ‘Purchase Commitment’) ...”%’¢

The value of the purchases made towards satisfaction of the US$20.0 million Purchase

Commitment is stated to be determined by reference to the prices that Morgan Stanley

272 Exhibit BBB - Ernst & Young 2008 International GAAP Volume 2, page 2053.

273 See paragraph 5.96: “... we confirm that the despatch of hardware with a purchase price of $5.0 million
was made from EMC Corporation on the 30 June 2009”.
274 {D008500518}.

275 {D003987275}.
276 fD003987275}, page 1.
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could have purchased the Equipment at if the purchases were made directly from the

suppliers.?” However, the agreement also stipulated that the:

“... aggregate purchase price to be paid to Autonomy by Morgan Stanley for the Equipment
purchase pursuant to this Purchase Commitment shall be Thirteen Million Five Hundred
Thousand United States Dollars (US $13,500,000.00). %78

5.118 In other words, Autonomy and Morgan Stanley agreed that Autonomy would source for
Morgan Stanley over the following 12 months US$20 million of hardware and related

software (‘Equipment’) for the agreed aggregate purchase price of U5$13.5 million.

5.119 The Morgan Stanley Letter Agreement further noted, however, that it (the letter

agreement) and the parties’ performance under it was specifically:

“... made contingent on Morgan Stanley submitting a purchase order to Autonomy on or
before June 30, 2009 for Equipment, with an aggregate purchase price to Autonomy of
Six Million United States Dollars (US $6,000,000.00) valued with reference to the price
Morgan Stanley would have paid the applicable Supplier had it bought the equipment
directly from the Supplier. Such purchase order shall be in addition to, and not in place

of, the purchase orders otherwise required to satisfy the Purchase Commitment.”?”°

5.120 In respect of the transfer of title, risk of loss, delivery and acceptance of the Equipment
(possibly pursuant it appears - although it is a matter of legal interpretation outside my
expertise - only to the Purchase Commitment) and the transfer of risks and rewards of

ownership, the Morgan Stanley Letter Agreement stated:

“Unless the parties agree otherwise in writing, title and risk of loss in and to the
Equipment shall pass to Morgan Stanley F.0.B. [Free On Board] Autonomy’s warehouse,
and acceptance shall be deemed to occur upon shipment in accordance with the
Agreement. Autonomy shall accept delivery of all Equipment from [Equipment suppliers]
at its warehouse facilities. Upon direction from Morgan Stanley, Autonomy shall, at its
sole cost and expense, cause such Equipment to be delivered to each location specified
by Morgan Stanley from time to time. Autonomy shall indemnify and hold harmless Morgan
Stanley and its dffiliates from and against any and all claims, liabilities, losses and
damages to the Equipment until the Equipment is installed by Morgan Stanley or pursuant
to Morgan Stanley’s instruction... Morgan Stanley may deploy any Equipment [including
purchased under the US$6 million purchase order] in any facility of Morgan Stanley or its

affiliates, including any facility of a third party contractor, subcontractor, or service

277 {D003987275}, page 1.
278 {D0039872753, page 1.
279 {D003987275}, page 2.
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provider engaged by Morgan Stanley or its affiliates to provide services for Morgan Stanley
and/or its affiliates’ benefit, which includes, without limitation, Autonomy and its

affiliates.”?80

The ‘Agreement’ referred to above was the Master Purchase Agreement entered into

between Autonomy and Morgan Stanley also on the same date i.e. 30 June 2009.

According to the Morgan Stanley Letter Agreement, the parties to the Morgan Stanley
Letter Agreement agreed that (at least) the Purchase Commitment was made pursuant to

the terms of the Agreement.

The Morgan Stanley Letter Agreement was agreed to be governed by, and construed in

accordance with, the internal laws of the State of New York.2®!

The Master Purchase Agreement with Morgan Stanley stated the following in respect of

purchase orders?®;

“If any of the terms or conditions of this Agreement conflict with any of the terms or
conditions of any Purchase Order, unless otherwise provided herein, the terms or
conditions of this Agreement will control. Subject to the terms and conditions hereof,
[Autonomy] agrees to sell the products, and all associated documentation, identified in a
Purchase Order (the “Products”), in the quantities, at the prices (“Product Prices”) set

forth in the applicable Purchase Order”.

The Master Purchase Agreement further stated the following in respect of transfer of title,

risk of loss, acceptance, payment, shipment, delivery, installation and warranties?3;

“The Products shall be deemed accepted upon delivery to the address(es) specified in an

applicable Purchase Order, which may be Seller’s [Autonomy’s] warehouse. 7?8

“All payments due to [Autonomy] by Morgan Stanley hereunder shall be payable forty-five

(45) days following the date of receipt of an invoice from [Autonomy]. 2

“[Autonomy] is fully responsible for all shipping, logistics and associated costs, and shall
make the Products available to Morgan Stanley at the delivery site stipulated in the

relevant Purchase Order. 28

“Title and risk of loss for the Product(s) shall transfer to Morgan Stanley upon shipment

from the Product(s) manufacturer, provided, however, [Autonomy] shall indemnify and

280 {D003987275}, page 2.

281 {D003987275}, page 3.

282 {D0085005183}, paragraph 1.
283 fD003996766}, pages 1 to 2.
284 fD003996766}, paragraph 2.
285 fD003996766}, paragraph 3.
286 fD003996766}, paragraph 5.
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hold harmless Morgan Stanley and its affiliates from and against any and all claims,
liabilities, losses and damages to the Products until the Products are installed by Morgan

Stanley or pursuant to Morgan Stanley’s instruction; provided further and notwithstanding

the foregoing to the contrary, in no event shall Seller be liable for any damage or liability
to the extent arising by reason of any act or omission of Morgan Stanley or any of its

contractors (excluding [Autonomy] or its affiliates), as applicable.” [original emphasis]®’

“The parties acknowledge and agree that, prior to installation, Morgan Stanley and its
affiliates shall have the right to confirm the Products shipped hereunder, including,
without limitation, confirming the manufacturer, product number and SKUs for each such
Product so shipped, and shall notify Seller of any variance thereof, which variance shall

be promptly remedied by Seller at its sole cost and expense.” 28

“[Autonomy] shall pass through and make available to Morgan Stanley any manufacturer’s
warranties available from the Products manufacturer, to the extent the applicably supply
contracts with such manufacturer(s) allow such warranties to be so passed to Morgan

Stanley.” %

The Master Purchase Agreement was also agreed to be governed by, and construed in

accordance with, the internal laws of the State of New York.2

A Morgan Stanley purchase order in respect of US$6.0 million of ‘Bulk Premium MASS
Storage Devices (3.278 Petabytes)’ was issued to Autonomy on 30 June 2009 with reference
NADO361176%"2%2, Shipment was noted to be to ‘Morgan Stanley, 1 New York Plaza, New
York NY 10004°.

| have also seen an unsigned, unheaded purchase order dated 30 June 2009, stating that it
was issued under and pursuant to the Master Purchase Agreement, with an as yet blank
‘TB’ requirement of mass storage, to be provided using certain of the hardware included
in a detailed accompanying hardware matrix. The matrix listed hardware from Hitachi
(HDS), EMC and Zantaz (ZTZ).?

287 fD003996766}, paragraph 5.

288 1D003996766}, paragraph 5.

289 fD003996766}, paragraph 6.

2% fD003996766} page 3, paragraph 10(b).

291 fDEL1_003_1_00000110}, email dated “Wednesday, July 01, 2009 12.12 AM” which includes purchase order
NADO361176.

292 The purchase order is actually dated 1 July 2009, however, this is stated to be “EDT” (Eastern Daylight
Time) and is included in an email dated 1 July 2009 12.12 AM. As Eastern Daylight Time is three hours ahead
of Pacific Daylight Time (the time zone in San Francisco) the purchase order was in fact issued on 30 June

2009.

293 {D010800423}. See generally also {D010800421}-{D010800423}; and {D003998350}-{D003998350A}
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5.129 Autonomy issued an invoice to Morgan Stanley, 5614-ANA dated 30 June 2009, for USS$6.0

million, referencing purchase order NADO361176.2°4 Payment terms were ‘net 45’.

5.130 On 2 July 2009, Kathleen Macedonio (Consultant at Morgan Stanley) emailed Cynthia

Watkins (Autonomy) to confirm “So this is payment only, correct” 2%

5.131 On the same day, Cynthia Watkins emailed confirmation back to Morgan Stanley that “... |
am confirming that we received the PO and that your order is assembled in our Pleasanton

facility. So payment can be issued as we have fulfilled the order.”*%

5.132 Again on the same day, Morgan Stanley replied, emailing “The order has been received in

so payment can be released”.?”

5.133 As | have previously noted above?®®, physical delivery of the US$6 million revenue
associated hardware to Morgan Stanley occurred in the period in and around 19-24 August

2009. The hardware delivered in August 2009 to Morgan Stanley was HDS hardware.

5.134 Autonomy subsequently received the US$6 million in payment from Morgan Stanley on 16
September 2009.%%°

The Facts - Autonomy - Hitachi/HDS: June-August 2009

5.135 Autonomy entered into a “ONE-TIME RESELLER AUTHORIZATION AGREEMENT” with HDS,

effective 27 June 2009, to purchase hardware for onward sale to Morgan Stanley.3%®

5.136 Attached to the One-time Reseller Authorization Agreement was a list of equipment and
services that HDS agreed Autonomy could resell to Morgan Stanley. | assume that the list
set out the hardware included in quote ID 5251967.000 below.

5.137 Under the One-time Reseller Authorization Agreement, HDS agreed on behalf of Autonomy
to provide Morgan Stanley with the services required to install and support the hardware,
as well as warranties associated with the hardware. Title and risk of loss was to pass to
Autonomy FOB HDS distribution centre, and the hardware deemed accepted upon

shipment. 39!

294 fDEL1_003_1_000000393}. | note that a copy of invoice 5614-ANA is also included in the Claimants’ Voluntary
Particulars referenced MS 2009-05. This copy is dated 6 July 2009 rather than 30 June 2009. It appears that
the invoice was reissued because the original did not include tax.

295 {DEL1_003_1_000001103.

2% fDEL1_003_1_000001103.

297 {DEL1_003_1_000001103.

2% Footnote 258 of this report.

299 Voluntary Particulars, document “MS 2009-10”.

300 fD0040022483.

301 In general terms, FOB is a shipping term that stands for ‘free on board’. If a shipment is designated FOB
(the seller's location), then as soon as the shipment of goods leaves the seller's warehouse, the seller records
the sale as complete. The buyer owns the products en route to its warehouse and must pay any delivery
charges.
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5.145

5.146

No right of return was granted under the One-time Reseller Authorization Agreement, with

all hardware issues to be handled by HDS on behalf of Autonomy.

A quote for the hardware was issued by HDS pursuant to this agreement on 30 June 2009;
it stated the quote ID as 5251967.0001 and the total purchase price as just under
USS$6.0 million. 3%

The quote issued covered equipment of the nature that Morgan Stanley was seeking to
acquire at this time i.e. storage equipment included in the undated purchase order that |

refer to above.

Autonomy issued the relevant purchase order for the HDS hardware on the same day (30
June 2009) with the purchase order number PO09410-0.3%

The purchase order referenced the quote ID 5251967.0001 and stated the total price to be
USS$5,997,303.00.3% The hardware was listed to be shipped to Switch Communications, C/0
Zantaz, Nevada. Shipping terms were ‘FOB: ShipPt’. The product description was ‘AMS
Storage solutions per June 30, 2009’.

There is further background to the intended arrangement between Autonomy, Morgan

Stanley and HDS in email correspondence from the time.3%

HDS invoiced Autonomy for this hardware on 21 September 2009 (invoice number 7128700)
referencing purchase order PO09410-0.3% As | have already noted, in fact it appears that
the hardware was shipped from HDS on 19 August 2009 and was received by Morgan Stanley
between 21-24 August 2009.3 The invoice separately confirms that the equipment was

referenced as ‘Install at - Morgan Stanley, 1 New York Plaza, New York NY 10004’.

| assume, therefore, that title to the HDS hardware did not pass to Autonomy any earlier

than 19 August 2009 under the terms of the One-time Reseller Authorization Agreement.

The Facts - Autonomy - EMC: June-September 2009

Separately, and around the same time, Autonomy was negotiating with EMC to purchase
hardware. It appears that each of HDS and EMS was seeking to make sales to Autonomy
for their own quarter end revenue requirements, and was targeting Autonomy because of

Autonomy’s Digital Safe hardware storage requirements. 308

302 Voluntary Particulars, document “MS 2009-07”, page 7: US$5,997,303.00.

303 Voluntary Particulars, document “MS 2009-07”, page 6.

304 Voluntary Particulars, document “MS 2009-07”, page 6.

305 See, for example, {D0040081953.

306 Voluntary Particulars, document “MS 2009-07”, page 5.

307 Voluntary Particulars, document “MS 2009-07”, pages 16 and 19 to 22.

308 See, for example, {D0040489823, {D004044674}, {D004012248}. According to Mike Sullivan, EMC “... must
really need the deal for the qtr.”
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For example, on or around 17 June 2009 EMC appeared to be offering to sell to Autonomy
USS4.5 million of equipment for US$2.96 million, with EMC acknowledging that there was
an opportunity of a larger deal with Autonomy for the sale of US$5 million of equipment
to Autonomy?3®. This was against a background of a similar offer from HDS for the sale and
purchase of US$5 million of HDS hardware in return for a commitment from HDS to
purchase Autonomy software of US$2.5 million in Q2 2009.3'° The context of the
negotiations appears to be Digital Safe related, and Autonomy moving Digital Safe towards
HDS drives.

Subsequently, on 29 June 2009, Autonomy entered into an arrangement to purchase
US$9.0 million of hardware from EMC.3"" The context again appeared to be Digital Safe
related.?'? According to the same correspondence, it appears that Autonomy considered
that it was successful in reaching a very good deal for Autonomy in terms of negotiated

purchase price for the goods or products receivable.3"?

The order for hardware (‘Order Letter No.3’3'¥) was made by Zantaz to EMC, and was made
subject to the terms and conditions of the Basic Ordering Agreement between the parties
dated 22 September 2006.3

The Basic Ordering Agreement between the parties dated 22 September 2006 consists of
‘general terms and conditions’, and, inter alia, an ‘equipment exhibit’ to the Basic
Ordering Agreement. In general terms, following EMC’s completion of an order or portion
thereof, EMC “will issue an invoice for the Products with respect to which the order is
complete”.3'® The Basic Ordering Agreement was governed by the laws of the

Commonwealth of Massachusetts.3"”

Under the ‘equipment exhibit’, and the section titled ‘Delivery and Acceptance’, the

agreement stated:

“Title and risk of loss for Equipment shall transfer to Customer upon EMC’s delivery to
Customer location specified by Customer, except that for any shipment made during the
last two weeks of any calendar quarter, title and risk of loss for Equipment shall pass to
Customer FOB EMC'’s point of shipment. For shipments made during the last two weeks

of any calendar quarter, EMC will provide and pay the cost of insurance, and in the event

309 1D004044674}.

310 {D004048982}.

311 {D0036468891.

312 fD004012248}. Introspect, or EDD, is also referred to.

313 |t is possible that the fair value of the US$9 million EMC goods referred to at this time may have exceeded
the purchase price, but | do not have any information to assess this further.

314 1D003646889}.

315 {D0007073513.

316 £D000707351}, page 2, paragraph 2A.

317 {D0007073513, page 4, paragraph 14.
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of damage to the Equipment during transit, EMC will assist in filing necessary claims with
the appropriate parties and will make commercially reasonable efforts to make
replacement Equipment available to Customer. Unless otherwise agreed in an order, EMC

shall pay all shipment related charges and transit insurance.” 38

Order Letter No.3 stated “EMC shall ship the Products on or about June 29, 2009, to the
following location” and listed five locations, including Switch Communications and Zantaz,

Pleasanton.
According to Order Letter No.3:

“Delivery of Equipment and Software shall be F.O.B. EMC’s shipping location. EMC shall
be responsible for all costs of shipment including cost of insurance. In the event the
Equipment is damaged or lost during shipment, EMC will assist in filing necessary claims

with the appropriate parties.”
“Payment terms are Net 30 days from date of invoice.” 3'"°

In fact, the order involved an upfront payment by Autonomy of US$5 million to EMC,320
with subsequent financed instalment payments for the balance of US$4 million. The
payment of the USS5 million was made by Autonomy on 30 June 2009, i.e. pre-quarter

end.3!

| am unable to comment on any Basic Ordering Agreement meaning of the upfront US$5
million payment from Autonomy to EMC made pre-quarter end, since the Basic Ordering
Agreement in the ‘Ordering, Pricing and Payment’ general terms and conditions appears
not to contemplate this scenario.3?? | assume, however, that EMC accepted payment in
this way so that for its own financial reporting requirements2? it could recognise revenue

in the same period.3*

On invoice date 30 June 2009, EMC issued ‘proforma’ invoices to Autonomy totalling
approximately US$9 million. The proforma invoices included language stating ‘Invoices will

be revised once order is shipped’.?®

318 {D000707351}, page 5.

319 fD0036468893.

320 {D003646889}, page 3, and {D003950348}.

321 Voluntary Particulars, document “MS 2009-04a”.

322 fp0007073513, page 2, paragraph 2A.

323 EMC had a similar quarter end: https://www.emc.com/about/news/press/2009/20090723-earnings.htm.
324 Whether this was the case would necessarily be a matter of US GAAP at the time on which | do not comment
in detail. However, | can make the general observation that unlike IFRS there was extensive guidance under
US GAAP on revenue recognition specific to industries and types of contract.

325 fPOS00121959}, pages 11 to 14.
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On the one hand, it is stated that the proforma invoices were issued before the contract
was signed?®?, and on the other hand that the proforma invoices provide confirmation that
hardware had not been despatched as at 30 June 2009.3” The proforma invoices did not
reference a ‘Customer PO#’ (Autonomy purchase order or order number), and therefore

appear to support the former contention.3%

It appears that EMC on or around 14 July 2009 agreed to re-issue the proforma sales
invoices, with this language removed. Autonomy requested the reissued invoices on 13 July
2009%% in advance of the Q2 2009 Audit Committee meeting held on 14 July 20093, noting
that the equipment had already been paid for33'. In the event, EMC did provide revised
invoices with the language removed, albeit with ‘proforma’ still on the top of the invoice
and only then at the end of the US working day on 14 July 2009.33

Subsequently and almost immediately, it then appears that EMC began properly to re-issue
the invoices, from 14 July 2009. Examples of the re-issued invoices show that they
represented a series of invoices issued from 14 July 2009 onwards, nearly all referencing
‘Order Letter #3’.3%

Each of these fuller invoices referenced a ‘document date’ or ‘invoice date’, with dates
between 14 July 2009 and 3 August 2009. The ‘document date’ or ‘invoice date’ matched
the entry of ‘date shipped’. The due date on each of the series of invoices was 30 days
after the ‘document date’ or ‘invoice date’. In other words, no account was taken on the
face of any of the invoices (and it is not clear why) of the advance USS$5 million paid by
Autonomy to EMC on 30 June 2009. The shipping terms noted on each of these fuller

invoices were almost uniformly ‘shipping point’.

It is unclear why Mike Sullivan was unable to obtain an email confirmation from EMC to
confirm that ‘all hardware ... was shipped to Autonomy on 30 June 2009’33, and | note that
Mr Sullivan does not address this transaction at all, or his involvement in it, in his witness

evidence. This is the case even though the Claimants’ allege that Mr Sullivan “did not

326 {D0039503703.

327 Re-Re Amended Particulars of Claim, paragraph 63E.

328 fP0S00121959}, pages 11 to 14.

329 fD003941703}.

330 fD0039503703.

331 fD003941703}.

332 {D0039417033}. The email correspondence is timed after 5pm on 14 July 2009.

333 fD003555421}. There is a first page (annotated excel sheet) to these invoices, with no clear provenance.
For the avoidance of doubt, | do not rely on this page. | do however note that it appears that, if applicable,
any ‘HULK’ storage represented a small percentage of the overall order. See {D004001137} and {D004001138}
and Exhibit LLL - Transcript of Proceedings, Volume 3, pages 344 to 345.

334 f{D0039503703.
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request that EMC provide an email in the form suggested”?3, thereby confirming his

participation.

Nonetheless, on the face of the documents referred to above, it appears that EMC provide
both confirmation that shipment of the equipment took place in Q2 2009, and separately
that it was shipped in the weeks after 30 June 2009. The former is based in particular on
the shipping terms referenced in the re-issued fuller invoices i.e. referencing ‘shipping
point’, which of itself would require EMC sales hardware being shipped in the last two
weeks of a calendar quarter according to the delivery and acceptance provisions of the

Basic Ordering Agreement.33¢

If EMC therefore were confirming title to the EMC hardware did pass to Autonomy on 30
June 2009 in this way, then by virtue of this, Autonomy were in a probable position to have
transferred title to Morgan Stanley under the Master Purchase Agreement. However, this
appears in my view, to be a legal construction across different commercial agreements

outside my area of expertise.

I note also that this does not explain the contradiction within the series of reissued EMC
invoices, which had as a mirror entry on the invoice the same post quarter end shipping
date as the ‘document date’ or ‘invoice date’, even though the shipping term was one

applicable only to shipment in the last two weeks of a calendar quarter.

According to the Claimants, ultimately the EMC hardware was recorded as being accounted

for by Zantaz as hardware for internal Autonomy use.3?%”

Notwithstanding this, this does not create an accounting issue, particularly in a bill and

hold transaction where title to goods passes before physical delivery or possession.

This is because in such a scenario, it was possible, under the Morgan Stanley Master

Purchase Agreement, and prior to installation at Morgan Stanley, for Morgan Stanley:

“... to confirm the Products shipped hereunder, including, without limitation, confirming
the manufacturer, product number, and SKUs for each such Product so shipped, and shall
notify Seller of any variance thereof, which variance shall be promptly remedied by Seller

at its sole cost and expense. 3%

In other words, the agreement between Autonomy and Morgan Stanley allowed in any event

confirmation of the Products to be installed at Morgan Stanley. That is, Morgan Stanley

335 Re-Re Amended Particulars of Claim, paragraph 63F.

336 See paragraph 5.151 of this report.

337 Re-Re Amended Particulars of Claim, paragraph 63l.2: see also Claimants’ voluntary particulars in relation
to this transaction, including US$7.179 million of hardware recognised by Zantaz (see MS 2009-11) as at 30
September 2009.

338 {D008500518}, page 2.
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had the right to confirm that the products that were actually delivered were those they

believed they had acquired under the bill and hold arrangement.33°

This would be the case equally where Morgan Stanley was the customer and whether it

was a bill and hold sale or otherwise.

Autonomy - Deloitte Correspondence: July 2009

| have identified previously much of the Deloitte review work in respect of this transaction,
including the 12 July 2009 Deloitte working paper that specifically addressed the
transaction, and therefore do not repeat it here. However, | also consider it relevant to
set out some of the later exchanges between Deloitte and Autonomy management around
this time. As the 12 July 2009 Deloitte working paper acknowledged, Deloitte needed

“assurance over when the hardware was shipped from EMC and received by Autonomy” .34

On 13 July 2009, Autonomy indicated clearly that it was trying to get the invoices from
EMC, showing delivery date.

Autonomy was also clear that the invoices then held by Autonomy were the pro-forma
invoices issued in advance of the EMC contract signing to facilitate the payment of the
USS5 million upfront, and that Autonomy had already provided the contract, proof of
payment of the USS5 million, and “Confirmation - albeit implied - that MS received the

goods and are processing the payment” .34

On the same day, in the background, the Autonomy Finance department was still separately
seeking written confirmation from EMC to say that EMC shipped all relevant hardware on
30 June 2009.34

On 15 July 2009, Deloitte noted from conversations between Autonomy and Deloitte that
Autonomy confirmed to Deloitte that “EMC are unable to supply any fully approved

documentation” .343

Following this came Deloitte’s suggestion for the specific wording of the management
representation to be provided by Autonomy. The wording, therefore, was Deloitte’s
suggested wording, and was very specific: “We confirm that the despatch of hardware

with a purchase price of $5 million was made from EMC on the 30 June 2009.” 34

339 For any avoidance of doubt, this is not the same as a right of return, which could again effect the date of
revenue recognition.

340 {DEL1_003_1_00000036}, page 3.

341 {D0039503483.

342 See {D003950370}.

343 {POS00132300}.

344 fPOS001323003.
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5.176 | interpret the word ‘despatch’ to mean ‘shipped’ in this context. Accordingly, it appears
to me that the Deloitte requirement was solely in relation to confirmation that EMC had
shipped the hardware on 30 June 2009. What Deloitte may have meant by this is not
explained, but what this means, in my view, in practice was a matter of legal agreement

and transfer of title, rather than necessarily physical shipment.

Summary of the Factual Position

5.177 Therefore, and as | understand the relevant facts, the following is a brief summary of the
various conditions and/or events needed for Autonomy to recognise the US$6 million

revenue.

(a) the USS6 million purchase order received from Morgan Stanley on 30 June 2009
was agreed to be governed by the terms of the Master Purchase Agreement of the

same date;

(b) title to hardware purchased under the Master Purchase Agreement passed to

Morgan Stanley upon shipment from the hardware manufacturer;

(c) the USS6 million purchase order received from Morgan Stanley related to the
purchase of ‘bulk premium MASS storage devices’, which were capable of being

acquired from multiple sources;

(d) Morgan Stanley conceded taking title to the hardware by confirming payment
instruction shortly after 30 June 2009, i.e. on 2 July 2009, Morgan Stanley provided
written confirmation that they were happy to release payment for the hardware

sold to Morgan Stanley by Autonomy3%;

(e) the Master Purchase Agreement allowed Morgan Stanley to subsequently confirm

the hardware shipped by reference to manufacturer, product number and SKU;

() Autonomy agreed to purchase US$9 million of EMC hardware and related goods also
on or around 29-30 June 2009;

(g) title to this hardware passed from EMC to Autonomy ‘FOB EMC’s point of shipment’;

(h) EMC shipped Autonomy’s US$9 million order (or substantially all of it) on 30 June
2009 (meaning that EMC implicitly confirmed the EMC hardware was identified and
on hand at EMC’s ‘point of shipment’). The re-issued invoices provided by EMC
confirmed that the hardware was ‘shipped’ (within the terms of the Basic Ordering

Agreement between EMC and Autonomy dated 22 September 2006);

345 £DEL1_003_1_00000110}.
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(i) Autonomy separately purchased hardware from HDS, and subsequently physically
delivered this hardware to Morgan Stanley in place of EMC hardware to which

Morgan Stanley had taken title but not installation;

() Deloitte’s Q2 2009 review requirement was for Autonomy management to provide
a written representation to Deloitte that the despatch of (relevant) hardware with

a purchase price of USS$5 million was made from EMC on 30 June 2009;

(k) there was USS$1 million of relevant hardware on hand at Autonomy’s facility at

Pleasanton to make up the Morgan Stanley order to US$6 million; and

L) transfer of title in the above arrangements meant that the risks and rewards of
ownership passed to the relevant customer when expected, and prior to actual

physical possession being taken of the goods.

| note, however, that confirmation of when legal title to the EMC hardware passed from
EMC to Autonomy, (and onward to Morgan Stanley under separate agreement) is a legal
issue outside of my expertise. | would, again however, note that assuming that this was
the arrangement for the transfer of title to the hardware between EMC, Autonomy and
Morgan Stanley, then | would further assume that these parties understood this to be the

arrangement.

Conclusion

The arrangements entered into between Morgan Stanley and Autonomy on or around 30

June 2009 essentially appear to be back to back with that between EMC and Autonomy.

Under IFRS bill and hold sales, subject to certain judgemental criteria, physical shipment
or delivery of goods to the customers’ own premises would not necessarily be required to

recognise revenue from the arrangement.

So long as Autonomy held legal title to the hardware that it was selling to Morgan Stanley
as at 30 June 2009, then from an accounting perspective it was possible for Autonomy to

recognise revenue. This appears consistent with Deloitte’s view.
The written representation provided by Autonomy to Deloitte (as drafted by Deloitte), i.e.

“We are satisfied that the acquisition of $9.0 million of hardware from EMC Corporation
was an arms length commercial transaction. Additionally, we confirm that the despatch
of hardware with a purchase price of $5.0 million was made from EMC Corporation on the
30 June 2009. 3%

34 {P0S00132681}, page 2.

86



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

5.183

5.184

5.185

5.186

5.187

5.188

does not, in my view, contradict this situation; to the contrary, in my opinion, it adds

weight to the form of the arrangement.

This was the case where Deloitte was asking only for confirmation that EMC ‘despatched’
the hardware, i.e. that EMC acted to transfer legal title of the USS$5 million of hardware

to Autonomy.

From an accounting perspective, each of the Morgan Stanley Letter Agreement, Morgan
Stanley Master Purchase Agreement and EMC Basic Ordering Agreement provides details of
the transfer of legal title and the details of responsibility for the goods under different
scenarios. As | have noted above, in a bill and hold sale, the legal circumstances are highly

relevant.

From Deloitte’s perspective, they also appear to acknowledge that the legal provisions
around responsibility for the goods under different scenarios reflected standard
commercial arrangements, rather than issues of the risks and rewards of ownership

transferring, and what they were primarily concerned with was transfer of (legal) title.

Subject to a legal determination of transfer of title to hardware from EMC to Autonomy3¥,

the USS6 million of revenue recognised by Autonomy as at 30 June 2009 was appropriate.

In my view, Mr Holgate’s analysis in proceeding from the factually incorrect second

Holgate-Morgan Stanley Assumption leads to the wrong accounting conclusion.

Further, | also do not agree with the Claimants’ voluntary particulars in respect of this

transaction.

347 | assume that Autonomy was able to separately identify the US$1 million balance of the sale from its own
inventory, as claimed at the time.
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6.1

6.2

6.3

6.4

6.5

6.6

RESELLERS - GENERAL ASSUMPTIONS MADE BY MR HOLGATE

Introduction

In section 5 of Mr Holgate’s First Report he sets out the 13 general assumptions that he has
been instructed to adopt by his instructing solicitors (“Holgate Assumptions3® 1 to 13”).
Mr Holgate has then been instructed to consider, in the light of these instructed
assumptions (and against the background of certain assumed (but in many cases disputed)
facts), the accounting treatment and, more specifically, the accounting for revenue, for

the reseller transactions3#’ impugned by the Claimants.3%

In this section of my report | make some general observations on Mr Holgate’s approach in

respect of the reseller transactions impugned in this case (see paragraphs 6.7 to 6.47).

| then consider in general each of the 13 assumptions that Mr Holgate has been instructed
to adopt in respect of the impugned reseller transactions and provide my comments at

paragraphs 6.49 to 6.170 below.

In general, Mr Holgate concludes that the recognition of revenue for each reseller
transaction within the impugned transactions was not in accordance with IAS 18.14 (in
particular, 1AS 18.14(a) and/or IAS 18.14 (b) and IAS 18.14(d), as a result of certain of the

Holgate Assumptions in each case) and was therefore invalid®'.

In respect of Transaction 5 in Schedule 3 to the Re-Re-Amended Particulars of Claim
Mr Holgate asserts that 1AS 18.14, IFRS 3.51 and IFRS 3.52 were not met.3*? In respect of
Transaction 29 in Schedule 3 to the Re-Re-Amended Particulars of Claim Mr Holgate asserts
that IAS 18.20(b) was not met.3

| consider Mr Holgate’s assertions in respect of non-compliance with these accounting
standards, and the Holgate Assumptions that he has been instructed apply, for each of the

individual reseller transactions at Appendix 3.1 to 3.37 of this report.

348 | use the term “Holgate Assumptions” for expediency. For the avoidance of doubt, | recognise that the
assumptions on which Mr Holgate comments are those given to him by his instructing solicitors. | do not mean
to convey that they are Mr Holgate’s assumptions in any way; rather they are the basis on which Mr Holgate
has been instructed to proceed.

349 With the exception of Transaction 5: MicroTech (end-user DiscoverTech) where Mr Holgate has been
provided with a “Factual summary” but not Holgate Assumptions to adopt.

350 As set out in Mr Holgate’s letter of instruction, attached as Appendix 2 to Mr Holgate’s First Report.

351 Mr Holgate’s First Report, Appendix 3.

352 Mr Holgate’s First Report, Appendix 3, page 112.

353 Mr Holgate’s First Report, Appendix 3, page 150.
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6.7

6.8

6.9

6.10

6.11

6.12

Mr Holgate’s approach to analysis of reseller transactions

| first of all set out some features of Mr Holgate’s analysis of the reseller transactions

before looking at each of the 13 assumptions he has been instructed to adopt.

The features are as follows:

(a) Mr Holgate’s analysis is not fact specific;

(b) the relative importance of facts, substance and assumptions in Mr Holgate’s
analysis;

(c) overall format of Mr Holgate’s analysis;

(d) the use of hindsight by Mr Holgate; and

(e) reference to “patterns” to justify the use of hindsight.

Mr Holgate’s analysis is not fact specific

As noted at paragraph 6.1 above, Mr Holgate has assessed the accounting treatment of the
reseller transactions on the basis of the assumptions that he has been instructed to adopt.
The Holgate Assumptions are, by their nature, general; Mr Holgate has not been provided

with any transaction-specific assumptions in respect of the impugned reseller transactions.

Mr Holgate makes much of the summary at Appendix 4 and throughout section 5 of his First
Report as to the common “features” of certain of the transactions®*. These “features”
are the assumptions provided to Mr Holgate by his instructing solicitors (including, for each
transaction, a statement of the assumptions that purportedly apply) and are based on the

Claimants’ allegations.

It is unclear exactly what supporting documents Mr Holgate has reviewed as he does not
provide such detail in his report; Annex 2 to his instruction letter3 states that he has been
provided with “Contractual documentation in respect of the VAR transactions” and a “VAR
agreement between Autonomy, Inc and Iron Mountain Information Management, Inc with
an effective date of 3 June 2011”.

This means that Mr Holgate may have reviewed some documents and determined them to
be supportive of his position, or determined them to be unsupportive - it is impossible to
know. Equally it is unclear what documents he has not reviewed, or only briefly reviewed

and dismissed as not relevant. Furthermore, it is not clear that Mr Holgate has considered

354 See, for example, Mr Holgate’s First Report, paragraph 5.4 and Appendix 4.
355 Attached as Appendix 2 to Mr Holgate’s First Report.
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6.13

6.14

6.15

6.16

6.17

if the available evidence - whether provided by the Claimants or the Defendants - is

consistent with the assumptions that he has been instructed to adopt.

In undertaking his “IFRS analysis” of each transaction in Appendix 3 to his First Report,
Mr Holgate has not seen or been provided with, and hence has not taken account of, much
of the witness evidence (either the Claimants’ or Defendants’)33¢ and the contemporaneous
documentation, including the working papers of Deloitte, all of which is available in the
documents submitted and disclosed in these proceedings. Instead, his analysis appears to
have been based almost exclusively upon the assumptions that he has been instructed to
make (together with a “Factual summary” for each transaction provided to him by his
instructing solicitors, to which | refer further below). In light of the highly judgemental
nature of many of the accounting issues in this case | consider these all to be important

sources of information, as set out in sections 4 and 6 of my First Report.

As a general matter, when considering the accounting treatment of transactions, one has
to have regard to the facts. This is particularly the case in my view when dealing with

IAS 18 because the eventual treatment is so fact dependent.

The actual facts become even more important where they are disputed and in my opinion
regard must be had to all of the relevant facts - including the disputed facts - of each
individual transaction in considering the appropriate accounting treatment. Indeed,
Mr Holgate and | agreed in our Joint Statement that the individual commercial facts
relating to each transaction or item are highly relevant to its accounting treatment and

that regard has to be had to the individual facts of each transaction.3’

It is very common to have large numbers of transactions that have essentially the same
basic facts that drive the accounting treatment - for example the treatment of the sale of
a product is unlikely to be dependent on whether 10 or 20 items are sold. The quantity
sold is not a relevant fact for the accounting treatment. One would not therefore need to

look at every single sale of that product to ascertain the accounting treatment.

However, that is not the case here - and indeed it is often not the case with large
transactions and negotiated transactions. Mr Holgate and | both noted that each of the 37
reseller transactions is different (albeit Mr Holgate also makes the point that the impugned

reseller transactions “share many similarities”)3*®.

356 Annex 2 to Mr Holgate’s letter of instruction lists the documents provided to him, which includes only four
witness statements - see Mr Holgate’s First Report, Appendix 2.

357 Joint Statement, page 12, sections 3(a) and (b).

38 Joint Statement, page 19, section 5(a).
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6.18

6.19

6.20

6.21

6.22

6.23

The relative importance of facts, substance and assumptions in Mr Holgate’s

analysis

Clearly the facts are important in these matters, and Mr Holgate does not disregard them
altogether. Indeed, he has a “Factual summary” for each transaction that he has been
provided with setting out the basic elements of each transaction - customer, amount, date
etc. - but also other matters that are assumed. The basic elements are not the facts that
drive the accounting. The facts that drive Mr Holgate’s conclusions on the accounting are
mainly assumed facts. Each of Mr Holgate’s assumptions is an assumed fact or a number

of separate assumed facts.

Mr Holgate does analyse many of the assumptions he has been given; much of Mr Holgate’s
analysis concerns the matter of ‘substance’, and he asserts that substantially all of the
assumptions that he has been instructed to adopt go to the substance of the transactions®°
(except Holgate Assumptions 6 and 73¢). Essentially the point Mr Holgate is making is that
all of the assumed facts mean that, when applied to any individual transaction, that

transaction had no economic substance.

However, when setting out his comments as to which Holgate Assumptions are relevant to
the economic substance of individual transactions in Appendix 3 to his First Report,
Mr Holgate only refers to some or all of Holgate Assumptions 1 to 4 and 9 to 10. It is not
clear why Mr Holgate does not refer to the other Holgate Assumptions where he is
instructed that they apply to a particular transaction. Therefore it appears that
Mr Holgate’s analysis in the main body of his report is inconsistent with his Appendix 3 in

this regard.

Mr Holgate also uses some of the assumptions to bolster the conclusions that he has drawn

from other assumptions'.

In this way, he treats the assumptions as fact, without acknowledging that they are based
on matters that are, for the most part, disputed between the parties, and without setting

out the underlying evidence.

In addition, Mr Holgate has not considered whether the assumptions that he has been asked
to make apply to any, or all, of the other (non-impugned) transactions that Autonomy
entered into in the Relevant Period. As a result, he has not considered whether the

assumptions are common features of Autonomy’s business.

359 Mr Holgate’s First Report, paragraphs 5.5, 5.9, 5.17.1(2), 5.21.1(2), 5.21.4(2), 5.21.5(2) and 5.21.6(2).
360 Mr Holgate’s First Report, paragraphs 5.21.2 and 5.21.3.
361 See, for example, Mr Holgate’s First Report, paragraphs 5.9.3, 5.11 to 5.13, 5.18 and 5.22.
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Overall format of Mr Holgate’s analysis

6.24  In Appendix 3 to his First Report Mr Holgate sets out his analysis of each of the reseller

transactions.

6.25 Mr Holgate’s analysis of each transaction follows a brief “Factual summary” that he is
again instructed to adopt and a statement of the assumptions that purportedly apply to
that particular transaction, both of which collectively have been provided to him by his
instructing solicitors.?¢? In some cases the “Factual summary” contains information that
is disputed between the parties and, as such, amounts to further assumptions based on

assertions made by the Claimants’ witnesses.363

6.26  Further Mr Holgate does not appear to have attempted to link any of the assumptions that
he has been instructed to adopt back to the available evidence relating to each individual

transaction3®.

6.27 Insome cases Mr Holgate comments additionally on condition (b) of IAS 18.14, which is not

pleaded for certain transactions3®.

The use of hindsight by Mr Holgate

6.28 In many cases the “Factual summary” contains information that would only have been
available after the consideration of the recognition of revenue by Autonomy and which
therefore involves the use of hindsight. In some cases the later events took place many
months, and even over a year, after Autonomy’s sale of a licence to the reseller.?® Also,
in some cases the information relates to a decision taken by HP, after its acquisition of

Autonomy?3¢7,

362 As set out in Mr Holgate’s letter of instruction, attached as Appendix 2 to his First Report.

363 See, for example, in Appendix 3 to Mr Holgate’s First Report, Transaction 6, MicroTech (end-user
Honeywell) and Transaction 13, MicroTech (end-user Vatican Library), paragraph 1.2: “Autonomy did not need
[the ATIC] facility”; Transaction 10, Capax Discovery (end-user FSA), paragraph 1.3: “The ‘significant up-
front costs and expenses’ referred to in the 29 June 2011 agreement were not required”; Transaction 18,
FileTek (end-user USDVA), paragraph 1.3: “The Autonomy group company did not need any of the Storhouse
licences that it purchased”; Transaction 30, DiscoverTech (end-user PRISA), paragraph 1.4: “The
DiscoverPoint Engine software purchased was not needed or used and was of no discernible value to the
Autonomy group”.

364 See, for example, paragraphs 6.56, 6.65, 6.66 and 6.87 of this section of my report. Also see
paragraphs 6.11 to 6.13 above.

365 |n Appendix 3 to his First Report Mr Holgate comments on IAS 18.14(b) in respect of Transactions 5, 9, 17,
19 and 22 where he says “Unclear whether criterion met or not”; this condition is not referred to for these
transactions in Schedule 3 to the Re-Re-Amended Particulars of Claim.

366 See, for example, in Appendix 3 to Mr Holgate’s First Report, Transaction 6, MicroTech (end-user
Honeywell), paragraphs 1.2 to 1.4; Transaction 10, Capax Discovery (end-user FSA), paragraphs 1.2 to 1.5;
Transaction 13 MicroTech (end-user Vatican Library), paragraph 1.2; Transaction 18, FileTek (end-user USDVA),
paragraph 1.2.

367 See, for example, “Factual summary” for Transaction 15, Realise (end-user Credit Suisse), paragraph 1.2
of Appendix 3 of Mr Holgate’s First Report: “On 21 September 2012, the full invoice value remaining was
written off.”
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6.29

6.30

6.31

6.32

In accounting terms such events would not therefore impact on revenue recognition, which
should be based only on contemporaneous information available at the point of considering

the accounting for the revenue.

As set out in the Joint Statement, Mr Holgate and | agreed the following with regard to the

relevance of hindsight to an accountant:

“Financial statements are necessarily prepared, approved and audited after the relevant
reporting date. For example, Autonomy’s year end (annual reporting date) was
31 December and it generally approved and published its accounts towards the end of the
following February (the signing date). Financial statements are based on transactions and
events up to the reporting date and conditions as at the reporting date. Information
coming to light between the reporting date and the signing date is taken into account
only insofar as it sheds light on circumstances prevailing at the reporting date.
Information coming to light in that period is disregarded insofar as it describes
transactions and other events that arise after the reporting date. Information that comes
to light after the signing date can be taken into account only at the next reporting

date.”368

In summary, then, to the extent that there was subsequent evidence that provided more
information about conditions that existed at a particular reporting date, this can be taken
into account up to the point that the quarterly / interim reviews / financial statements
are authorised for issue. Thereafter, one would not ordinarily reopen or revisit the
accounting for transactions in prior periods (unless there was a change of accounting policy
or error)’®®,  Accordingly, when considering the individual reseller transactions in
Appendix 3.1 to 3.37 of this report | only consider information up to the date that the

relevant quarterly / interim reviews / financial statements were authorised for issue.

Reference to “patterns” to justify the use of hindsight

Mr Holgate justifies the use of hindsight by reference to patterns that he sees developing
in the impugned transactions. He is effectively saying that certain matters that happened

after a transaction should have been foreseen based on prior events.

368 Joint Statement, pages 6 to 7.
369 See section 3 of this report - “Events after the reporting period”.
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6.33 Mr Holgate refers to this issue in his First Report (in the context of Holgate

Assumptions 11379, 1237 and 13372, which | consider separately in this section):

“A different point also needs to be made about assumptions 11, 12 and 13. They all relate
to events that occurred after the date of what was held out as a sale by Autonomy to the
VAR. However, they are all different ways of implementing the agreement/understanding
referred to at assumption 10, which existed at the time of the transaction. It might be
argued that, ignoring assumption 10 and viewing assumptions 11-13 in isolation, these
factors could not reasonably have been taken into account in considering the accounting
for the transaction at the time it was effected. This would have been a fair point as
regards the first, or perhaps the first few such transactions, but it would soon have
become clear that a pattern of frequent cancellations, in one form or another, was
emerging. That pattern should have signalled that something unusual was occurring and
have led to a reconsideration of the appropriate accounting treatment of subsequent
transactions - namely that the sales had no substance and that no revenue should be

recognised in respect of them.”3"?
6.34  Also in relation to this point Mr Holgate states, in respect of Holgate Assumption 11:

“Most businesses of any size have had experiences in customer relationships in which they
have had to cancel a sales agreement or issue a credit note or write off a debt in full.
However, generally these are rare and unfortunate events, not routine ways of conducting
business and are not based on a prior agreement or understanding that the counterparty
to a transaction will be protected from risk (i.e. assumption 10). Where one, or a
combination, of these features was adopted as a routine or even occasional way of dealing
with situations that occur from time to time, they constitute strong evidence that the
sale to the VAR was not genuinely made and that there was no transfer of the risks and

rewards of ownership.”374

6.35  Mr Holgate elaborates on his First Report in the Joint Statement as follows:

370 Holgate Assumption 11: “The VAR was relieved of its ostensible liability to pay the price for the Autonomy
software licence it had purchased by one or more of the following means: (a) the purported sales agreement
between Autonomy and the VAR being cancelled, (b) a credit note being issued to the VAR discharging its
ostensible liability to pay the price, or (c) the VAR’s debt being written off” - Mr Holgate’s First Report,
paragraph 5.2.11.

371 Holgate Assumption 12: “Where the Autonomy group company subsequently achieved a direct sale to the
end-user, the Autonomy group company arranged for the end-user to pay the VAR so that the VAR could then
pay the relevant Autonomy group company” - Mr Holgate’s First Report, paragraph 5.2.12.

372 Holgate Assumption 13: “An Autonomy group company was caused to make a payment to the VAR to
purchase rights, goods or services that the Autonomy group company did not need (and which had no
discernible value to it), but which had the purpose and effect of putting the VAR in funds which it then used
to pay for the Autonomy software licence” - Mr Holgate’s First Report, paragraph 5.2.13.

373 Mr Holgate’s First Report, paragraph 5.23.

374 Mr Holgate’s First Report, paragraph 5.21.4.
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6.36

6.37

6.38

6.39

6.40

“A related point is that accounting for transactions should take into account information
about earlier, similar transactions. For example, if it emerges prior to a signing date that
a significant proportion of sales to a particular category of customer result in
non-payment, it is necessary to take that information into account in deciding how to
account for a current transaction, even though it might be too early to draw a conclusion

(for example, that there is a bad debt) about that current transaction in isolation.”3

Also in the Joint Statement, in response to the question of “Whether, in accounting for the
sale to a VAR, Autonomy should have taken into account the outcome of earlier, similar

transactions with VARs”, Mr Holgate states:

“Yes, Autonomy should have done so. This can be regarded simply as ‘learning from
experience’. | note that in no case did the VAR effect a sale to the end-user; rather
Autonomy’s sale to the VAR was concluded by Autonomy putting the VAR in funds or was
cancelled by reversing the sale or issuing a credit note or the debt being written off. This

should have been taken into account in Autonomy’s accounting.”37¢

A critical point here is that Mr Holgate disregards the fact that the impugned transactions
do not constitute all of the transactions entered into by Autonomy during the Relevant
Period. If one proceeds on the basis that one can draw a pattern from a group of earlier
impugned transactions then applying that to later transactions of the same type is going

to mean that all those later transactions are similarly impugned.
In fact Mr Holgate goes further than this when he says, in respect of Holgate Assumption 11:

“... Where one, or a combination, of these features was adopted as a routine or even
occasional way of dealing with situations that occur from time to time, they constitute
strong evidence that the sale to the VAR was not genuinely made and that there was no

transfer of the risks and rewards of ownership.”3""

So, according to Mr Holgate, there is a relevant pattern to consider here even if something
happens only occasionally and therefore | presume is the justification for Mr Holgate not
considering all of the transactions. This overall approach is self-fulfilling and is not the

way that any relevant accounting, for example provisioning, proceeds.

However, this approach means that Mr Holgate does not provide any indication of when or
how a pattern could be said to be established in the context of all the transactions
Autonomy entered into with different end-users and/or resellers over time, or even in the

context only of the impugned transactions (including, for example, whether regard should

375 Joint Statement, page 6.
376 Joint Statement, pages 21 and 22.
377 Mr Holgate’s First Report, paragraph 5.21.4.

95



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

6.41

6.42

6.43

6.44

6.45

6.46

be had to one or more particular resellers in seeking to identify a “pattern”, in which
accounting period(s) or at what point the number and/or value of transactions would

constitute a “pattern”).

Instead Mr Holgate refers back to his instructed assumptions as support for the proposition.
This results in a circular situation whereby, even before any pattern emerges (or has had
time to emerge and be considered on its facts), Mr Holgate adopts the position in the
Voluntary Particulars that already pre-emptively seeks to assert that the revenue in
question was not recognisable at the point of the transaction with the reseller from the

outset.

To take an example with regard to Holgate Assumption 11(c) (write off of the reseller’s
debt) and his comments in the Joint Statement with regard to bad debts set out above,
Mr Holgate has given no consideration to what a “usual” level of bad debts might be for

Autonomy or even for software companies in general.

Instead it seems that Mr Holgate proceeds on the basis that a bad debt by its nature is very
rare and if one sees more than a few, that is indicative of something suspicious. He writes

as follows:

“Most businesses of any size have had experiences in customer relationships in which they
have had to cancel a sales agreement or issue a credit note or write off a debt in full.

However, generally these are rare and unfortunate events...” 38,

My own experience as an accountant is that while bad debts or the issue of credit notes
are “unfortunate” they are far from rare. Indeed | would say that they are common in
business. However, | do see how, if one is used to seeing bad debts only rarely, one would
take the view that a number is indicative of some different circumstance, or as Mr Holgate

says, “That pattern should have signalled that something unusual was occurring”3”°.
But if that is the case it underlines the need to look at the facts.

It is apparent from Deloitte’s contemporaneous audit and review working papers that
Deloitte considered during its audit and review work whether a pattern was emerging of
reseller deals being replaced by direct deals between Autonomy and end-users3. Deloitte
brought the matter to the attention of Autonomy’s Audit Committee®' and ultimately

concluded that Autonomy’s revenue recognition was still reasonable overall, with the

378 Mr Holgate’s First Report, paragraph 5.21.4.

379 Mr Holgate’s First Report, paragraph 5.23.

380 See, for example, section 10 (Capax Discovery (end-user Eli Lilly); section 19 (MicroTech (end-user Vatican
Library); section 27 (Capax Discovery (end-user Merrill Lynch) and section 29 (DiscoverTech (end-user Bank of
America)) in this report.

381 See, for example, Deloitte’s Q1 2010 Audit Committee Report, page 2 and Q2 2010 Audit Committee
Report, page 5 ({DEL1_003_1_00000245} and {DEL1_003_1_00000143} respectively.

96



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

6.47

6.48

6.49

6.50

6.51

6.52

6.53

6.54

knowledge of instances of sales being resold directly, including across different accounting
periods. Mr Holgate has not seen Deloitte’s working papers so makes no comment in this

regard.

In overall terms Mr Holgate’s identification of a pattern seems to me to be based on a
limited number of assumed facts and the basic overall assumption that the impugned
transactions should be impugned. In those circumstances Mr Holgate’s conclusions seem

somewhat inevitable.

I now consider in general each of the 13 assumptions that Mr Holgate has been instructed
to adopt in respect of the impugned reseller transactions.

Holgate Assumption 1: Communication between Autonomy and reseller

Mr Holgate has been instructed to assume that, “There had been no communication
between Autonomy and the VAR relating to a transaction involving the identified end-user

until immediately prior to the end of the relevant quarter”.3®

Mr Holgate’s analysis

Mr Holgate does not identify what is meant by the timeframe in this assumption, and what

constitutes “immediately prior to the end of the relevant quarter”.

Notwithstanding this, Mr Holgate asserts that this assumption goes to the substance of a

transaction rather than the criteria for recognition of revenue under IAS 18.14.38
Indeed, Mr Holgate questions:

“For a significant sale to occur, as it were, suddenly, with no prior communication is highly
unusual. It raises questions about the substance of the transaction. What were the
circumstances surrounding the goods that Autonomy suddenly decided to sell to a VAR,
and the VAR, equally quickly, with little or no opportunity for investigation, decided to

buy7n384

My comments

As a general point, a sale is (and can be) genuine regardless of when in an entity’s reporting

period it takes place and how quickly (or not) it appears to take place.

It is irrelevant to the recognition of revenue whether communication between Autonomy

and a reseller relating to the impugned reseller transactions took place well in advance of

382 Mr Holgate’s First Report, paragraph 5.2.1.
383 Mr Holgate’s First Report, paragraph 5.9.
384 Mr Holgate’s First Report, paragraph 5.9.1.
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the quarter end or immediately before, however those time periods might be defined (as
noted at paragraph 6.50, Mr Holgate does not specify). This would not, in my view,

invalidate a sale that took place under a written sales contract.

6.55 In carrying out my analysis of the transactions with resellers impugned in this case | have
seen multiple purchase orders relating to sales to resellers of Autonomy’s software which
state that they are entered into pursuant to a master reseller agreement that was in place
prior to the date of the purchase order. In some cases the master reseller agreement was
in place substantially before the date of the impugned transaction, and substantially

before the Relevant Period.38>

6.56  Therefore, the general terms and conditions of sales to Autonomy’s resellers appear, at
least in these cases, to have been agreed upon by both parties earlier than “immediately
prior to the end of the relevant quarter” in which a transaction was carried out; rather it
was the transaction-specific terms on an individual basis which were agreed close to the
end of the quarter. Indeed, the purchase order states that it was under and pursuant to
an already negotiated master agreement. Such agreements are common in business. One
of the reasons of course is to govern the very common situations where matters may have
had to be expedited quickly, or without having to go through various administrative
procedures again and again. It appears, then, that Holgate Assumption 1 presupposes that
there were no master reseller agreements in place. Indeed, Mr Holgate does not appear

to have been aware of their existence.

6.57 The Defendants state that it was common (both for Autonomy and in the software industry
generally) for sales (including reseller sales) to be concluded close to quarter end, as

customers were aware of the bargaining power this gave them3¢,

6.58  Similarly, the nature of Autonomy’s product (software that had already been developed
and did not require material customisation prior to sale3), together with a delivery by

online download meant that delivery (and sales) could take place very quickly,38

385 See master reseller agreements for MicroTech dated 29 June 2006 ({D0000019513}), Tikit dated 27 October
2005 ({D001166033}) and Microlink dated 21 November 2003 ({D0028823083}). Purchase orders between Capax
Discovery and Autonomy refer to a Value Added Reseller Agreement dated 30 June 2009 (see, for example,
{D003986835}) although the agreement itself refers to the “Effective Date” as “May __, 2009”
({POS00131269}). The Second Defendant’s Amended Defence also refers to May 2009 as the effective date of
the agreement - Schedule 3, page 8, paragraph 25. Of the impugned reseller transactions, nine relate to
MicroTech (Transactions 5, 6, 7, 8, 13, 25, 32, 33 and 37), ten to Capax Discovery (Transactions 2, 3, 4, 10,
16, 20, 21, 27, 28 and 34) and one to Tikit (Transaction 26). Transaction 1 in respect of Microlink relates to
11 individual transactions (although the purchase orders for these transactions do not specify that they are
issued under a master reseller agreement - see section 7, paragraph 7.5 of this report).

36 Dr Lynch’s First Witness Statement, paragraphs 93 and 257; Mr Hussain’s Witness Statement,
paragraph 118(A).

387 See paragraph 4.34 of my First Report.

388 As also noted, for example, in Dr Lynch’s First Witness Statement, paragraph 257.
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particularly when also taking into account the existence of master reseller agreements as

referred to above.

Moreover, many of the resellers were repeat customers of Autonomy that had done deals
with Autonomy in the past.3® As Mr Holgate observes, a reseller was unlikely to be “a
naive and inexperienced party”.’*® However, Mr Holgate does not consider the wider
commercial context, or investigate what was (or was not) usual practice between

Autonomy and the resellers, or indeed in the software industry generally.

Holgate Assumption 2: Price negotiation between Autonomy and reseller

Mr Holgate has similarly been instructed to assume that, “There was no price negotiation

between the VAR and Autonomy” .3

Mr Holgate’s analysis

Although he states, with regard to the circumstances assumed under Holgate Assumption 2,
that “this is highly unusual”, Mr Holgate then accepts that this may happen in practice
and provides three examples. Again Mr Holgate questions why a reseller would agree to a
price proposed by Autonomy without any negotiations, noting that it “seems unlikely” that
the reseller was a naive or inexperienced party and that a “more obvious answer is that

the VAR was not truly taking on the risk of the goods in question” .3%?

Again, Mr Holgate asserts that this assumption goes to the substance of a transaction rather

than the criteria for recognition of revenue under IAS 18.14.3%

My comments

Again, as a general point, there is nothing to say that a sale price must always be

negotiated between parties, nor what such “negotiation” should involve.

The First Defendant’s Amended Defence refers to the allegation that there was no price

negotiation between Autonomy and the reseller and explains:

{3

. the resellers were often repeat customers that had done numerous deals with
Autonomy in the past, and typically received a standard 10% discount on the purchase

price of the software.”3%

389 First Defendant’s Amended Defence, paragraph 99.4.2 - also see paragraph 6.64 of this section.
39 Mr Holgate’s First Report, paragraph 5.9.2.

391 Mr Holgate’s First Report, paragraph 5.2.2.

392 Mr Holgate’s First Report, paragraph 5.9.2.

393 Mr Holgate’s First Report, paragraph 5.9.

394 First Defendant’s Amended Defence, paragraph 99.4.2.
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Mr Holgate makes no acknowledgement of these comments (although he was provided with
the First Defendant’s Amended Defence3®); instead Mr Holgate’s “more obvious answer”

as set out at paragraph 6.61 merely reiterates the Claimants’ allegations.

Furthermore, as set out at paragraph 6.55, in respect of many of the transactions there
was a master reseller agreement in place between Autonomy and the reseller, in some
cases going back a number of years. One of the three examples put forward by Mr Holgate
of where there might not be price negotiations in practice is “if there was an established
pattern of trade between the two parties and the price was predetermined under a supply
agreement”¥%. However, he then asserts that “none of these circumstances applied in

this case”.

In so doing, Mr Holgate fails to acknowledge the fact that some of the resellers were repeat
customers as noted above, as well as the existence of the master agreements between
Autonomy and resellers that were already in place (albeit, other than discounts agreed
such as those referred to by Dr Lynch3¥, purchase prices were not agreed in those master

agreements).

Holgate Assumption 3: Reseller prior sales efforts and relationship with

end-user

Mr Holgate has been instructed to assume that, “The VAR had made no prior efforts to sell
such a licence to, and had no prior relationship or contact with, the identified

end-user”.3%

Mr Holgate’s analysis

Again, Mr Holgate asserts that this assumption goes to the substance of a transaction rather

than the criteria for recognition of revenue under IAS 18.14.3%
Mr Holgate states:

“Where the end-user was an existing Autonomy customer (for example, Kraft and Eli
Lilly), then one would have thought that both Autonomy and the customer/end-user
would have wanted to maintain its existing relationship. If the end-user were a new

customer to Autonomy, then Autonomy would surely not wish to confuse a new customer

39 Annex 2 to Mr Holgate’s instruction letter.

3% Mr Holgate’s First Report, paragraph 5.9.2.

397 See, for example, paragraph 6.64 of this section of my report.
398 Mr Holgate’s First Report, paragraph 5.2.3.

399 Mr Holgate’s First Report, paragraph 5.9.
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by suddenly selling the goods under discussion to a third party who was unknown to the

new customer.”4%0

My comments
Mr Holgate states:

“... one might think that, from Autonomy’s point of view, the relationship and interaction
between the VAR and the end-user does not greatly matter. If Autonomy were selling to
the VAR in a genuine, straightforward manner, it would matter little what the VAR then
did with the goods.”*"

This is an important point. As set out in my First Report, when selling software to resellers,
Autonomy treated the reseller (not the ultimate end-user) as its customer. If the relevant
revenue recognition requirements were met, Autonomy recognised revenue on the sale to
the reseller.“? What subsequently happened between the reseller and the end-user was
irrelevant for the purposes of Autonomy’s revenue recognition. This was also the basis on
which Deloitte undertook its audit and review work in respect of Autonomy; Mr Welham

explains:

“Our audit testing, through confirmations obtained from the VARs, addressed whether
ownership and risk passed to the VAR. We did not therefore seek to interrogate either
Autonomy or third parties as to the subsequent negotiations of the VAR's sale to the
proposed end-users - the transaction being audited was the sale to the VAR, not the

end-user.”*%

However, Mr Holgate goes on to state that the other assumptions he has been instructed
to adopt regarding the reseller transactions impugned by the Claimants suggest that the
“sale by Autonomy to the VAR was far from genuine and straightforward”.** In this way
Mr Holgate treats the assumptions that he has been asked to make as if they were fact,

without acknowledging the areas of dispute in this case.

It further appears from Mr Holgate’s comments at paragraph 6.70 above that he is
suggesting that, under the only two possible scenarios in a reseller transaction with regard
to Autonomy’s relationship with the customer (i.e. the customer was either a new, or

existing, customer of Autonomy), there is not a good reason to enter into such a transaction

400 Mr Holgate’s First Report, paragraph 5.9.3.

401 Mr Holgate’s First Report, paragraph 5.9.3.

402 First Report, paragraph 8.6.

403 Mr Welham’s Witness Statement, paragraph 224.
404 Mr Holgate’s First Report, paragraph 5.9.3.
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or arrangement. However, a number of individuals acknowledge in their witness

statements that resellers were, and are, commonly used in the software industry. 4

In some cases the master reseller agreements between Autonomy and the resellers
provided for the reseller to deliver “Services” to the end-user that might include, among
other things, demonstration, pre-sales support, installation, customisation, training,
maintenance and support services and other consulting or integration of Autonomy

products*s,

| understand that the motivation for the reseller in entering into these transactions with
Autonomy was, at least in part, the opportunity to build a relationship with the end-users
identified in the contracts in order to subsequently sell its own services to such end-
users?’, Therefore, it does not appear unduly unusual that a reseller may not have had
any relationship or contact with the identified end-user prior to the sale by Autonomy to

the reseller.

Furthermore, if a reseller could typically earn a 10% margin on multi-million dollar
transactions such as these, in addition to the possibility of entering into a professional
relationship of its own with the end-user (as happened, for example, between Capax
Discovery and both TXU and the FSA“%®) it would appear to be incentivised to do such deals

even where there had been no prior relationship or contact with the identified end-user.

Holgate Assumption 4: Reseller provision of added value or service

Mr Holgate has been instructed to assume that, “The VAR did not undertake or propose to

provide any added value, or any service, to the end-user” .

Mr Holgate’s analysis

Again, Mr Holgate asserts that this assumption goes to the substance of a transaction rather

than the criteria for recognition of revenue under IAS 18.14.41°

405 See, for example, Dr Lynch’s First Witness Statement, paragraph 248; Mr Egan’s Witness Statement,
paragraph 22; Mr Welham’s Witness Statement, paragraph 72.

406 See, for example, MicroTech Autonomy Government Reseller Agreement {D0000019513}, paragraph 1.1 (22)
and 3.1(1); Capax Discovery Value Added Reseller Agreement {POS00131269}, paragraphs 1.1(i) and 3.1(a);
Tikit Worksite Master Reseller Agreement {D001414332}, paragraph 5.3 and Schedule 2, paragraph 3.3.

407 For example, Mr Baiocco, in his US testimony, agreed that “being a VAR” was “a way to potentially create
direct and valuable relationships with new clients in order to sell them additional products and services” -
see Exhibit Y to my First Report - Mr Baiocco, Transcript of Proceedings, Volume 4, page 640 (lines 6 to 11).
Also see for example, Mr S Truitt, Hearsay Notice of the Transcript of Proceedings, page 3340 (lines 5 to 13).
408 | discuss this further at paragraph 6.85 of this report.

409 Mr Holgate’s First Report, paragraph 5.2.4.

410 Mr Holgate’s First Report, paragraph 5.9.
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6.80 Mr Holgate states:

“Normally in a multi-party commercial relationship, each party provides a service or adds
value in some way, so as to justify its role and its economic return. A VAR would,
therefore, be expected to add value either by assisting in securing the sale or in offering

further services to the end-user (or both).”*"

6.81 At the same time, Mr Holgate acknowledges, “There is no rule in either commercial
practice or in IAS 18 that precludes a party from being involved in a transaction without

adding any value.”*"?

6.82  Mr Holgate questions why Autonomy would allow a reseller a margin or a Marketing
Assistance Fee (“MAF”) in a transaction without the reseller adding any value or apparently

being involved in the sale process. He states:

“A possible answer is that Autonomy gave a margin or MAF to the VAR as the price of
trying (but failing, in my view) to justify revenue recognition that could not otherwise
occur or earlier revenue recognition than would have arisen from a sale direct to the end-

user.”413

My comments

6.83 There was, and is, no requirement (whether in commercial practice or in accounting terms)
for a reseller to provide “added value”. Indeed, as set out above, Mr Holgate acknowledges

this point himself.4!4

6.84 Notwithstanding this, as set out at paragraph 6.75, in some cases the master reseller
agreements between Autonomy and the resellers provided for the reseller to deliver

“Services” to the end-user.

6.85 I note that in the example of the Capax Discovery transaction relating to TXU as end-user,
Capax Global (the parent company of Capax Discovery) subsequently provided installation

services to TXU#'>, and for the Capax Discovery transaction relating to the FSA as end-user,

41" Mr Holgate’s First Report, paragraph 5.9.4.

412 Mr Holgate’s First Report, paragraph 5.9.4.

413 Mr Holgate’s First Report, paragraph 5.9.4.

414 Mr Holgate’s First Report, paragraph 5.9.4. Also see, for example, Dr Lynch’s Witness Statement,
paragraph 248. More particularly, Mr Egan states that a reseller might send software to its customer “with or
without modifications made by the VAR” (Mr Egan’s Witness Statement, paragraph 24) and that, “In many
instances, VARs provide additional value to a software company's products by modifying or adding features
to the software itself or by providing a service to an end-user associated with the software (for example,
integrating new software with the customers' existing computer systems). VARs of this type make money by
charging the end-user for the value they have added to, or provided with, the software. Some VARs merely
purchase and resell software to their own customers. They act as sales organizations and make a profit by
purchasing a software license at one price and reselling the same license to an end-user at a higher price”
(Mr Egan’s Witness Statement, paragraph 22).

415 Mr Baiocco’s Witness Statement, paragraph 35.
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Mr Baiocco states, “More than a year later we did provide professional services to the FSA

relating to the software that Autonomy licensed to the FSA.”#16

With regard to MAFs, Dr Lynch states that, “payment of MAFs was an industry standard
mechanism for incentivising and rewarding resellers” and sets out a number of reasons
why Autonomy would pay a MAF to a reseller, including such a situation as where the goods
were not in the event sold on by the reseller.#'” Further, Mr Hussain’s evidence sets out

specifically that:

“[a] decision to pay a MAF was not necessarily predicated on the VAR having provided
specific “actual marketing assistance” in relation to a particular transaction, but could
be paid to ensure that a VAR was incentivised to market Autonomy products in the

future” .48

Mr Holgate makes no acknowledgement of Dr Lynch’s comments when he questions why
Autonomy would allow a reseller a margin or MAF (although he was provided with
Dr Lynch’s First Witness Statement*"®); instead Mr Holgate’s “possible answer” as set out

at paragraph 6.82 again merely reiterates the Claimants’ allegations.
Holgate Assumption 5: Digital Safe operation

Mr Holgate has been instructed to assume that:

“For VAR transactions involving the sale of a licence to use Digital Safe software (and
software to be used with Digital Safe), the Digital Safe software could only be
implemented and thereafter operated by Autonomy (and not by the VAR)”.4%

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes again to the substance of a transaction, as
well as to IAS 18.14(a) and (b).*!

Mr Holgate states:

“... a typical contract between Autonomy and the end-user for a licence to use Digital Safe
software (and software to be used with Digital Safe) involved the supply of the software,
implementation, monitoring and support of the same, together with hosting over a period

of time. It is that combination that is of value to an end-user. The Digital Safe software

416 Mr Baiocco’s Witness Statement, paragraph 48.

417 Dr Lynch’s First Witness Statement, paragraph 253.

418 Second Defendant’s Amended Defence, paragraph 295(b).
419 Annex 2 to Mr Holgate’s instruction letter.

420 Mr Holgate’s First Report, paragraph 5.2.5.

421 Mr Holgate’s First Report, paragraph 5.21.1.
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was of no value to the end-user absent Autonomy's implementation and operational
services. It follows that the supply of only the Digital Safe software (and software to be
used with Digital Safe) to a VAR had no economic significance: (a) from Autonomy’s point
of view, it did not supply anything of independent value to the VAR, and so no revenue
should have been recognised; (b) from the VAR’s point of view, it did not acquire anything
that it could either use itself or on-sell to an end-user in the absence of the ‘related
services’ (implementation and monitoring and support); and the VAR was not in a position

to provide those related services to an end-user.”*?

My comments

Holgate Assumption 5 does not of itself invalidate the sale as a reseller could sell the
Digital Safe software to an end-user and arrange for Autonomy to provide the related
services. Indeed, Mr Holgate notes this himself in a footnote to his report; at the same
time, Mr Holgate states that he has been further instructed to assume that this did not
happen and would only occur when the end-user was ready to contract. However, even
if, subsequently, this did not happen, it does not mean that the sale was invalid in

circumstances where Autonomy could provide such services.

Further, as set out in my First Report“?, it appears that some of Autonomy’s customers
who did have a Digital Safe licence for use on their own premises were able to archive
their own data independently from Autonomy’s storage capability, and paid additionally

for the related services as required.**

| deal with Digital Safe and the facts applicable to Holgate Assumption 5 separately as part
of my consideration of hosting.

Holgate Assumption 6: Reseller ability to pay Autonomy

Mr Holgate has been further instructed to assume that, “The VAR did not have the means
to pay the Autonomy group company in the absence of an onward sale of the relevant
licence to the identified end-user”.*®

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes to IAS 18.14(d).*?¢

422 Mr Holgate’s First Report, paragraph 5.21.1.

423 My First Report, paragraph 15.32.

424 For example, it appears that Manufacturer’s Life ({D000161474}) and the Serious Fraud Office
({D001420337}) operated Digital Safe on their premises and paid Autonomy for related services such as
monitoring.

425 Mr Holgate’s First Report, paragraph 5.2.6.

426 Mr Holgate’s First Report, paragraph 5.21.2.
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Mr Holgate states:

“If a customer does not have the means to settle the purchase price of the goods it is
buying, that invalidates the recognition of a sale by the seller. IAS 18, paragraph 14(d)
requires, among other things, that "it is probable that the economic benefits associated
with the transaction will flow to the entity". It follows clearly from this that, if the
customer does not have the means to pay, recognition of revenue is invalid. The question
then is whether the additional words "in the absence of an onward sale of the relevant
licence to the identified end-user” affects that conclusion. They mean that the VAR could
not pay Autonomy unless and until the VAR made a sale to the end-user. But there were
no cases in which the VAR made a sale to the end-user, so these additional words are of
no relevance. This sixth assumption (VAR’s inability to pay), therefore results in the

recognition of revenue by Autonomy being invalid at the time of the ‘sale’ to the VAR.”*¥

My comments

Of course, revenue should not be recognised if it was known at the time of the sale that a

reseller was unable (and would never be able) to pay for the goods being sold. In such a
situation, in my opinion the transaction would fail to meet 1AS18.14(d) and the revenue
could not be recognised until such time as it became probable that the goods would be
paid for. However, this is not the same as Holgate Assumption 6 which states that the

reseller did not have the ability to pay in the absence of an onward sale, not that it would

never be able to pay. Similarly, Mr Holgate states in his First Report that, “If a customer
does not have the means to settle the purchase price of the goods it is buying, that
invalidates the recognition of a sale by the seller.”*?® Given Mr Holgate states “does not”,
in my view, this can only be a reference to the position at the time of the sale. Again, this
is not the same as an assumption that the reseller would never be able to pay. | do not
know whether the Claimants and Mr Holgate meant to say that the reseller would never
be able to pay, but it is not what either has said (as referred to above in this paragraph),
and | am not in a position to re-write the Holgate Assumptions. A sale shall still be
recognised if, at the time of the sale, it was probable that the reseller would be able to
pay within a reasonable time, even if at the time of the sale it did not have money in the

bank to make payment immediately.

The “collectability” test*?® was, and is, an important consideration when recognising
revenue. It is a judgement formed at the time of the sale, and needs to be considered

based on what was understood at the time. Deloitte considered collectability as part of

427 Mr Holgate’s First Report, paragraph 5.21.2.
428 Mr Holgate’s First Report, paragraph 5.21.2.
429 As to which, see my First Report, paragraph 4.52.
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its audit and review work when testing individual transactions, and when reviewing the
individual reseller transactions | have considered whether this was sufficient to conclude
that IAS 18.14(d) (Probable that economic benefits will flow to the entity) was met (see
Appendix 3.1 to 3.37 of this report). Mr Holgate has not seen Deloitte’s working papers

so makes no comment in this regard.

| would add here that a subsequent bad debt does not invalidate a sale. In line with
IAS 18.18, in the event that an uncertainty over the collectability of a debt associated with
a sale arises subsequent to recognising that sale, the appropriate treatment is to recognise
this as an expense i.e. a bad debt, or bad debt provision. It does not suggest that the

revenue should not have been recognised at the time of the transaction.

Holgate Assumption 7: Capax Discovery financial history
Mr Holgate has been instructed to assume that:

“For sales to Capax Discovery as VAR: Capax Discovery was a newly incorporated company
in March 2009 and therefore had no financial history at that time. Capax Discovery wrote
to Autonomy in March 2009, providing financial information for Capax Global “on the
express understanding that Capax Global is a separate and distinct entity from Capax
Discovery. All contractual obligations will be between Capax Discovery and Autonomy

only”.”430

Mr Holgate’s analysis
Mr Holgate notes:

“The effect of this letter seems clear, namely that Capax Global’s financial strength was
not relevant. Therefore, any assessment of creditworthiness should have focused on
Capax Discovery, which was the entity with which Autonomy was contracting. If, in the
event of any difficulty, Capax Global were to step in and give support, that would be
entirely voluntary on its part and therefore not something that could be relied on by
Autonomy. As Capax Discovery was a new company with no trading history, there was no
available evidence of its ability to pay and therefore no basis for concluding that it could

or would do so.”

Mr Holgate asserts that this assumption goes to IAS 18.14(d).*

430 Mr Holgate’s First Report, paragraph 5.2.7.
431 Mr Holgate’s First Report, paragraph 5.21.3.
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My comments

The logical extension of Mr Holgate’s analysis is that seemingly Autonomy entered into an
arrangement in which it knew it could never recognise revenue, as it did not have a
reasonable expectation that it was probable that it would be paid. In particular, Mr Holgate
states, “As Capax Discovery was a new company with no trading history, there was no
available evidence of its ability to pay and therefore no basis for concluding that it could
or would do so”. This would seem to suggest that, for every sales transaction to a new
company with no trading history, the seller would be prohibited from recognising revenue.

This does not appear to me to be particularly commercial.

In addition, even if there was no legal obligation for Capax Global to support Capax
Discovery, this would not preclude Capax Global from choosing to do so (as Mr Holgate
acknowledges). In circumstances where a group of companies has common ownership and
management, in my opinion it would be usual to assume that a group would stand behind

the financial obligations of one of its subsidiaries if required.

Mr Holgate has been instructed that this assumption relates to Capax Discovery
transactions with end-users TXU (Q2 and Q3 2009), Kraft (Q3 2009), Eli Lilly (Q4 2009) and
the FSA (Q12010)42. It is not clear why this assumption has been applied to these
transactions and not to the other Capax transactions within the impugned transactions,
nor what the Claimants consider changed after Q1 2010 such that this assumption no longer
applies. Clearly, by the time of the transaction with end-user FSA in Q1 2010,
approximately a year had passed and Capax had undertaken a number of transactions with

Autonomy, thus building up a trading and payment history over that time.

As far as | am aware, Deloitte never concluded that revenue could not be recognised
because Capax Discovery was unable to meet its obligations to Autonomy. Deloitte was
aware that Capax Discovery was a relatively new company and considered collectability in

detail as part of its audit work and review work*3,
Mr Holgate has not seen Deloitte’s working papers and so makes no comment in this regard.

Further, as set out in my First Report, Mr Baiocco, in the Transcript of Proceedings, refers

to a line of credit that may have been used to pay for ‘VAR licences’.**

432 Appendix 4 to Mr Holgate’s First Report. These are Transactions 2, 3, 4, and 10 in Schedule 3 to the
Re-Re-Amended Particulars of Claim.

433 See, for example, section 8, paragraphs 8.23 to 8.26.

434 See paragraph 9.38 of my First Report.
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Holgate Assumption 8: Subsequent sales effort to end-user
Mr Holgate has been instructed to assume that:

“The VAR did not, after the agreement between Autonomy and the VAR had been entered
into, make any effort to sell a licence for the relevant software to the end-user. Instead,
the Autonomy group company continued its own efforts to achieve a sale of the licence

directly with the end-user (and without consultation with the VAR)” %3

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes to the substance of a transaction, as well as
IAS 18.14(a) and (b).*%*

Mr Holgate states:

“... if the reseller had genuinely bought the item, the reseller would have everything to
gain or lose by succeeding or failing to make the sale to the end-user that is, the reseller
would have the risks and rewards relating to the item it had bought. If, as posited here,
it is Autonomy who continued that sales effort, that is strong evidence that it had not
transferred to the reseller the risks and rewards with respect to licences that the reseller
purported to purchase. This is particularly so where key commercial terms with the
identified end-user such as the nature of the goods or services sold and their prices have
not been agreed at the time of the purchase order (as | can see was the case for some of
the 37 transactions discussed at Appendix 3). Likewise, a vendor who continued the sales
effort would clearly have retained managerial involvement in and control over the goods

in question.”*¥

My comments

As noted in my First Report and at paragraph 6.72, when selling software to resellers,
Autonomy treated the reseller (not the ultimate end-user) as its customer. If the relevant
revenue recognition requirements were met, Autonomy recognised revenue on the sale to

the reseller.#38

Accordingly, on its own, whether or not a reseller subsequently sold, or even attempted to
sell, a licence for the relevant software to an end-user was of no consequence to
Autonomy’s revenue recognition considerations as the relevant transaction from

Autonomy’s perspective was its own sale to the reseller. Where Autonomy continued its

435 Mr Holgate’s First Report, paragraph 5.2.8.
436 Mr Holgate’s First Report, paragraph 5.17.1.
437 Mr Holgate’s First Report, paragraph 5.17.1.
438 My First Report, paragraph 8.6.
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own efforts to achieve a sale of the licence directly to the end-user, in my opinion this
would not necessarily have invalidated the sale, and could simply have been for genuine

commercial reasons.
Dr Lynch also states:

“where Autonomy staff continued in discussion with the proposed end user, the reseller
retained control of the product and it was the reseller’s decision as to whether to

transact” .*¥

However, if at the time of the sale to the reseller, Autonomy intended to continue to
attempt to sell direct to the end-user, and if it intended to cancel the sale to the reseller
(or otherwise relieve the reseller of the debt) on a subsequent successful direct sale (or
no sale) then no revenue should be recognised in the income statement until such time as,
for example, a sale to the end-user made probable the flow of economic benefits to

Autonomy.

Therefore, Holgate Assumption 8 is only relevant to the accounting treatment in these

particular circumstance described above.

If, as appears to have happened in certain cases, an identified end-user in a reseller
transaction subsequently elected to contract directly with Autonomy, the timing of this
would need to be considered. Where the deal went direct after the point that the
quarterly / interim reviews / financial statements were authorised for issue, this would be
irrelevant for the purposes of Autonomy’s revenue recognition at the time*. Where the
deal went direct before the point that the quarterly / interim reviews / financial
statements were authorised for issue, this would need to be considered further based on
the individual facts of the transaction to ascertain whether that (direct) sale indicated
that a condition existed in relation to the sale to the reseller at the balance sheet date

and which could impact upon the appropriate accounting treatment.

Holgate Assumption 9: Specified end-user

Mr Holgate has been instructed further to assume that, “The purchase orders or sales
agreements for the transactions between Autonomy and the VAR specified that the

software was for onward licensing to the particular end-user” .*4'

439 First Defendant’s Amended Defence and Counterclaim, paragraph 109.2.
440 See paragraphs 6.28 to 6.31 of this report.
441 Mr Holgate’s First Report, paragraph 5.2.9.
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Mr Holgate again asserts that this assumption goes to the substance of a transaction rather

than any criteria for recognition of revenue under IAS 18.14.44

Mr Holgate’s analysis
Mr Holgate states:

“... this strongly suggests that the ‘sale’ from Autonomy to the VAR lacked substance and
was artificial. | cannot imagine that a VAR would purchase a defined set of software
licences having no knowledge of the likelihood that the sale would complete and no means
of selling the goods it was purchasing to anyone else. ... Assumption 9 tells us that the
sale to the VAR was not the end of the story as far as Autonomy was concerned; indeed it

suggests that the sale to the VAR is not an important part of the story at all.”**

My comments

In my view, such suggestions as made by Mr Holgate do not appear commercial, or based
in commercial reality, for example without consideration of the master reseller

agreements entered into.

While | am not a lawyer, in the context of, for example, proprietary intellectual property,
in isolation, | cannot see how specifying an end-user for onward licensing would invalidate

a sale to a reseller; it merely demonstrates a way of working.

Mr Holgate’s comment that “Assumption 9 tells us that the sale to the VAR was not the
end of the story as far as Autonomy was concerned” raises an important point regarding
Autonomy’s accounting treatment in respect of reseller transactions. In the very nature
of a reseller transaction, it is unlikely that it would be “the end of the story”, since
Autonomy would still have an interest in ensuring that its reputation was not eroded in any

way.

As noted at paragraph 4.45 of my First Report, PwC’s Guidance includes the seller having
control over the resale of the item (for example, being able to control the price or
counterparty) as one of five potential indicators of continuing managerial involvement.
However, as also explained in my First Report, in my experience, a feature of the sale of
intangible assets is the manufacturer’s desire to control any potential exploitation of its
intellectual property*#. In my opinion, in the case of intellectual property, features such

as the above are just protective rights attempting to prevent Autonomy’s intellectual

442 Mr Holgate’s First Report, paragraph 5.12.
443 Mr Holgate’s First Report, paragraph 5.11.
444 My First Report, paragraph 4.46.
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property being devalued in the market, and would not amount to managerial involvement

to the degree normally associated with ownership.

6.125 In any case, as noted in my First Report and at paragraph 6.72 above, when selling software
to resellers, Autonomy treated the reseller (not the ultimate end-user) as its customer. If
the relevant revenue recognition requirements were met, Autonomy recognised revenue
on the sale to the reseller; whether or not the reseller sold the product on to an identified

end-user was irrelevant for Autonomy’s revenue recognition.*

6.126 This approach, by reference to IFRS (in particular IAS 18.14), differs to HP’s accounting for
sales to resellers as, under US GAAP, sales to resellers are viewed on a “sell-through basis”;
in other words, revenue is recognisable by the product manufacturer only when the reseller
sells the product to the end-user.* Mr Holgate introduces and acknowledges the concept
of such “sell-through arrangements” in his report* and uses this as an example of
circumstances in which risks and rewards are not transferred (in the context of Holgate

Assumption 10)*8,

6.127 Mr Holgate’s comments therefore appear to suggest that, in his opinion, any transaction
entered into by Autonomy with a reseller where an end-user is named in the contractual
documents lacks substance. A review of other purchase orders and sales agreements
relating to transactions with resellers which are not impugned in this case shows that the

end-user is, in practice, also identified in these documents.*¥

6.128 Mr Holgate also refers to the “combined effect” of Holgate Assumptions 1 to 4, plus Holgate
Assumption 9, as indicative of a lack of substance**. In my opinion, these five assumptions
do not necessarily mean that there was no economic substance to a transaction. This is
because a transaction can still have economic substance if the five assumptions described
above apply either individually or collectively to a transaction: that is, a sale will still be

a sale even if, subject to the facts:

(a) it is only first envisaged at a quarter-end;

(b) the price is agreed without negotiation;

(c) the reseller had no prior relationship or contact with the proposed end-user;

(d) the reseller did not undertake or propose to provide any added value, or any

service, to the end-user; and

445 My First Report, paragraph 8.6.

446 This distinction is referred to in Dr Lynch’s First Witness Statement, paragraph 239.
447 Mr Holgate’s First Report, paragraph 3.39.2.

448 Mr Holgate’s First Report, paragraph 5.8.1.

449 See, for example, {D010066947} and {D001693156}.

450 Mr Holgate’s First Report, paragraphs 5.10 to 5.11.
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(e) the sales contract specified that the software was for onward licensing to a

particular end-user.

To be clear, even with these five assumptions present, if there is a written sales contract
and all of the criteria for revenue recognition set out in IAS 18.14 have been met, the sale

has economic substance and revenue should be recognised.

Holgate Assumption 10: Side agreement - reseller liability to pay Autonomy
Mr Holgate has been instructed to assume that:

“There was an agreement or understanding (whether or not legally enforceable) between
the Autonomy group company and the VAR, which was not apparent on the face of the
written contractual documentation between the Autonomy group company and the VAR,
to the effect that the VAR would not be required to satisfy any liability to Autonomy from

its own resources”.*"

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes to the substance of a transaction, as well as
IAS 18.14(a), (b) and (d).*?

Mr Holgate notes:

“The presence of a side agreement or understanding contradicts the formal provisions of
the contract regarding payment; it evidences that the intention of the parties is that a
conventional sale is not taking place at all. It tells us that there might be some kind of
conditional sale, but that is quite different; a conditional sale does not merit accounting

recognition until the conditions are satisfied.”*>
Mr Holgate also states:

“Payment for goods or services supplied is so fundamental a feature of a commercial
contract that an agreement or understanding indicating that payment out of the VAR’s
own resources is not necessary fundamentally changes the substance of the transaction:
a transaction with this feature is artificial and lacks substance. This would be the case
even if the understanding were unenforceable in a Court of law. It remains the case that,
because the parties intended the side agreement or understanding to apply, the

transaction lacked substance.”**

41 Mr Holgate’s First Report, paragraph 5.2.10.
42 Mr Holgate’s First Report, paragraph 5.8.
43 Mr Holgate’s First Report, paragraph 5.5.
454 Mr Holgate’s First Report, paragraph 5.6.
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My comments
Mr Holgate’s analysis appears to be inconsistent where he states that:

“In circumstances where the VAR does not have to pay for the software from its own
resources, it is clear that Autonomy would not have transferred to the VAR the risks and
rewards of ownership of the goods (para 14(a)). Indeed, IAS 18 gives this situation as a

specific example of where risks and rewards are not transferred”*>.

However, the “specific example” that Mr Holgate refers to, IAS 18.16(b), is an example of

a situation in which an entity may retain the significant risks and rewards of ownership**®.

In respect of Holgate Assumption 10, the key part is the assumption that the reseller would
not be required to satisfy any liability to Autonomy from its own resources. In such a
situation, in my opinion the transaction would lack economic substance and would fail to
meet at least IAS 18.14(a) and (d) (and likely (b)). In these circumstances, no revenue
associated with Autonomy’s transaction with the reseller should be recognised in the
accounting records, until such time as, for example, a sale to an end-user made probable

the flow of economic benefits to Autonomy.

The existence, or otherwise, of a side agreement such that the reseller was not liable to
settle its debts to Autonomy from its own resources is a matter of disputed fact. The
existence of a side agreement would not necessarily have prevented the recognition of
revenue on the transaction. [f such an arrangement did exist, the judgement made around
whether or not it was appropriate to recognise revenue at the relevant date would depend
upon the actual terms of the side agreement. If the side agreement was clear in terms
that the reseller would not be bound, or otherwise required, to satisfy a liability to
Autonomy from its own resources, then it would not be appropriate for Autonomy to
recognise the revenue associated with the transaction with the reseller, until such time,
for example, as a sale to an end-user made probable the flow of economic benefits to

Autonomy.

From the documentation | have reviewed, it appears that representatives of the resellers
understood, in fact and contrary to Holgate Assumption 10, that such an agreement did
not relieve the resellers of their recognised obligations to pay Autonomy in respect of the

transactions.*’

In response to the allegations raised in witness evidence concerning alleged side

agreements, Dr Lynch states:

45 Mr Holgate’s First Report, paragraph 5.8.1.
456 Mr Holgate’s First Report, paragraph 5.8.1.
47 See for example, my First Report, paragraphs 9.33 to 9.36 and 10.35 to 10.36.
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“At no point did [Mr Egan] suggest to me that he was assuring the resellers that they
would not be on risk for the full contract price or that he was otherwise entering into
oral side agreements. | was not aware of any side agreements and my understanding was
that the contractual terms of our arrangements with resellers precluded any such

agreements.”*%®
Dr Lynch also states:

“The contractual paperwork made it plain that resellers were on risk and | never thought
otherwise. My understanding was that the contractual paperwork was designed to render
invalid any oral side agreements, assurances, handshakes, words of comfort,
understandings or mixed messages that a salesperson or managers in Autonomy's offices
around the world might have given any reseller. It overruled any hope a reseller might
harbour that Autonomy would provide assistance in the event an end-user deal did not
close or forgive a late payment. There was nothing to prevent Autonomy from enforcing
its rights against any reseller to my knowledge, then and now. If Autonomy did not do so,
for whatever commercial reason, that was entirely Autonomy'’s business decision. It is a
commercial reality that suppliers have some reluctance to sue their resellers and may
view this as a last resort, but that is a very different thing to an agreement or
understanding of the type that HP claims existed on the sales it has challenged. Further,
Autonomy had clear policies forbidding the sales department from entering into any such
“inferable” agreements or understandings. HP overlooks the hundreds of reseller deals
that were performed in accordance with their terms. Resellers were legally on risk and

they knew this.”*°

Finally | understand, although again it is a legal matter, that the reseller agreements
contained an entire agreement clause that provided that these agreements could not be
varied other than in writing*°, which is contrary to Holgate Assumption 10. While a legal
matter, even if there was an oral side agreement in place (which is disputed), such a clause
suggests there would be no validity to any agreement which was not contained in the

contractual documentation itself.

As noted in my First Report, as is clear from PwC’s 2009 Guidance, while it is important to
consider the substance of a transaction as well as its legal form, the contract terms can
drive the accounting treatment and should not be ignored in determining the point at

which revenue should be recognised and the measurement of revenue.*’

48 Dr Lynch’s Second Witness Statement, paragraph 44.

459 Dr Lynch’s First Witness Statement, paragraph 245.

40 First Defendant’s Amended Defence, paragraph 99A. See, for example, MicroTech {D000001951},
clause 14.4.

461 My First Report, paragraphs 4.25 to 4.29.
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Holgate Assumption 11: Reseller relieved of liability to pay
Mr Holgate has been instructed to assume that:

“The VAR was relieved of its ostensible liability to pay the price for the Autonomy
software licence it had purchased by one or more of the following means: (a) the
purported sales agreement between Autonomy and the VAR being cancelled, (b) a credit
note being issued to the VAR discharging its ostensible liability to pay the price, or (c) the
VAR’s debt being written off”.4?

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes again to the substance of the transaction, as
well as IAS 18.14(a) and (d).463

Mr Holgate states:

“Most businesses of any size have had experiences in customer relationships in which they
have had to cancel a sales agreement or issue a credit note or write off a debt in full.
However, generally these are rare and unfortunate events, not routine ways of conducting
business and are not based on a prior agreement or understanding that the counterparty
to a transaction will be protected from risk (i.e. assumption 10). Where one, or a
combination, of these features was adopted as a routine or even occasional way of dealing
with situations that occur from time to time, they constitute strong evidence that the
sale to the VAR was not genuinely made and that there was no transfer of the risks and

rewards of ownership.”464

My comments

In making the assertions set out at paragraph 6.145, Mr Holgate provides no indication of
what he would consider to be “occasional”, “routine” or “from time to time”, whether in
the context of the impugned transactions or taking into account all of the transactions
entered into by Autonomy in the Relevant Period (as noted at paragraph 6.23 Mr Holgate
has not considered the latter at all). For example, encountering events such as those
described under Holgate Assumption 11 on an “occasional” basis may not be cause for
concern, whereas their being “adopted as a routine” might. Obviously “rare” speaks for
itself - and | would disagree based on my experience that this is a relevant test, but | do

understand how Mr Holgate based on his experience may have taken a contrary view.

462 Mr Holgate’s First Report, paragraph 5.2.11.
463 Mr Holgate’s First Report, paragraph 5.21.4.
464 Mr Holgate’s First Report, paragraph 5.21.4.
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Dr Lynch sets out that, in some instances, Autonomy could take a commercial decision to
supply directly to the end-user and reverse its deal with the reseller or designate the

reseller as Autonomy’s payee“>,

Dr Lynch and Mr Hussain both describe how Autonomy (like all companies, in my view)
would sometimes take commercial decisions at Autonomy’s discretion.#%® Such, or similar,
decisions can be made for any number of reasons, including, but not limited to,
safeguarding a company’s route to market and its sales channels and/or protecting its
reputation. The presence of such subsequent actions is not in or of itself cause for

concern.

Further, as already noted, relying on events that occurred subsequent to the date at which
quarterly / interim reviews / financial statements were authorised for issue involves
hindsight. Such events would not therefore directly impact on revenue recognition, which
should be based only on contemporaneous information available at the time of

consideration of the recognition of revenue by Autonomy.4’

Mr Holgate does not even distinguish between decisions taken by Autonomy and those
taken by HP. For example, in the case of Transaction 15, Realise (end-user Credit Suisse),
the actual write off by Autonomy took place under HP’s ownership. It is difficult to
reconcile Mr Holgate’s assertion that Holgate Assumption 11(c) was a method of
implementing a side agreement (i.e. Holgate Assumption 10)%8 with HP having taken the

decision to make the write off.

465 Dr Lynch states: “I had a general understanding that, on occasion, reseller deals departed from the
conventional pattern of "Autonomy sells to reseller/reseller sells to end user”, for example, where an end
user decided to purchase from Autonomy directly. HP has cherry picked 37 transactions to try to identify
deals of this nature. In those circumstances, Autonomy had a couple of options. We could say to the end user
that we would not supply them and direct them to the reseller, but we would avoid doing this if it was likely
to cause problems in our relationship with the end user, particularly if the end user was a repeat customer.
I had a general awareness that Autonomy could take the commercial decision to supply to the end user and
unwind the reseller deal or designate the reseller as Autonomy's payee, although | would not have been the
person at Autonomy to make that decision. In those circumstances, Autonomy would generally pay the
reseller a MAF for their lost margin on the end-user deal. | now know that this happened in a handful of
cases, a very small percentage of the overall total of sales to resellers.” Dr Lynch’s First Witness Statement,
paragraph 258.

466 Dr Lynch’s First Witness Statement, paragraphs 245, 258, 266 and 267 and Mr Hussain’s Witness Statement,
paragraphs 118E and 122.

467 See paragraphs 6.28 to 6.31 of this report.

468 Mr Holgate’s First Report, paragraphs 5.22 and 5.23.
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Holgate Assumption 12: Autonomy asks end-user to pay reseller after direct

sale
Mr Holgate has been instructed to assume that:

“Where the Autonomy group company subsequently achieved a direct sale to the end-user,
the Autonomy group company arranged for the end-user to pay the VAR so that the VAR

could then pay the relevant Autonomy group company.”*¢

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes to the substance of a transaction, as well as
IAS 18.14(a), (b) and (d).#’°

Mr Holgate states:

“The key question that arises here is why the Autonomy group company would seek to
achieve a direct sale with the end-user. The situation evidences very strongly that the
‘sale’ to the VAR was artificial. The Autonomy group company might assist the VAR with
the VAR’s sales effort but that is a different arrangement to what is described. It is equally
artificial for the Autonomy group company to ask the end-user to pay the VAR - a party

with which the end-user had had little or no contact.”*

My comments
In my opinion, my comments in respect of Holgate Assumption 11 are also relevant here.

Mr Holgate asserts that a direct sale to an end-user “evidences very strongly” that the sale
to a reseller was artificial, when all this does is replicate an assumption without
consideration or investigation as to the chain of events leading up to why the sale may

subsequently have been made directly with a previously identified end-user.

Mr Holgate does not appear to have considered Dr Lynch’s explanation (as also referred to
at paragraph 6.147 in the context of Holgate Assumption 11) that, in some instances,
Autonomy could take a commercial decision to supply directly to the end-user and reverse

its deal with the reseller or designate the reseller as Autonomy’s payee*’2.

Further, as already noted, relying on events that occurred subsequent to the date at which
quarterly / interim reviews / financial statements were authorised for issue involves

hindsight. Such events would not therefore directly impact on revenue recognition, which

469 Mr Holgate’s First Report, paragraph 5.2.12.
470 Mr Holgate’s First Report, paragraph 5.21.5.
47" Mr Holgate’s First Report, paragraph 5.21.5.
472 Dr Lynch’s First Witness Statement, paragraph 258.
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should be based only on contemporaneous information available at the time of

consideration of the recognition of revenue by Autonomy.“’

Holgate Assumption 13: Autonomy makes purchase from reseller
Mr Holgate has been instructed to assume that:

“An Autonomy group company was caused to make a payment to the VAR to purchase
rights, goods or services that the Autonomy group company did not need (and which had
no discernible value to it), but which had the purpose and effect of putting the VAR in

funds which it then used to pay for the Autonomy software licence”.*’*

Mr Holgate’s analysis

Mr Holgate asserts that this assumption goes to the substance of a transaction, as well as
IAS 18.14(a) and (d).*?

Mr Holgate states:

“It is clearly not normal commercial practice for an entity to purchase goods from any
party that it does not need. These types of arrangement are generally artificial. To buy
goods that are not needed is in effect a disguised gift; it is a transfer of value with little
or nothing of value being received in exchange. For Autonomy to have made a disguised
gift to a VAR in order that the VAR could settle the amount outstanding invalidates
Autonomy’s original sale, as, taking the two transactions together, Autonomy has not

gained from the transactions.”7®

My comments

Mr Holgate appears to have considered little, if any, of the underlying evidence and he
does not appear to have questioned in any way the assumption put to him that Autonomy

was simply purchasing goods that it did not need.

As a general point, | note that there is nothing wrong with a company buying goods or
services from its own customers. This is common practice in many industries, as is also

noted by Dr Lynch, who also notes that this is commonplace in the software industry*”’.

Nor is there anything wrong with a customer waiting for payment from the other party

before making payment to that same party. If a reseller used the money paid by Autonomy

473 See paragraphs 6.28 to 6.31 of this report.

474 Mr Holgate’s First Report, paragraph 5.2.13.

475 Mr Holgate’s First Report, paragraph 5.21.6.

476 Mr Holgate’s First Report, paragraph 5.21.6.

477 Dr Lynch’s Amended Defence and Counterclaim, paragraph 111.
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for the purchase of a certain product from the reseller to pay down some of the reseller’s
outstanding debts to Autonomy, it does not necessarily follow that Autonomy must have

purchased that product for that sole reason.

The matter of whether various goods purchased were of value to Autonomy is in dispute

and, in my view, needs to be considered for each individual transaction.

Further, as already noted, relying on events that occurred subsequent to the date at which
quarterly / interim reviews / financial statements were authorised for issue involves
hindsight. Such events would not therefore directly impact on revenue recognition, which
should be based only on contemporaneous information available at the time of

consideration of the recognition of revenue by Autonomy.4’

Mr Holgate states that buying goods that are not needed are in effect a disguised gift.
Further, Mr Holgate states “For Autonomy to have made a disguised gift to a VAR in order
that the VAR could settle the amount outstanding invalidates Autonomy’s original sale,
as, taking the two transactions together, Autonomy has not gained from the

transactions.”*®

However, in order for this to be the case, when considering collectability at the time of
the original sale, Autonomy must have anticipated that it was not probable that the
economic benefits would flow to it as it intended to put the reseller in funds by purchasing
unnecessary goods or services from it. This appears to require Holgate Assumption 10 to

be present also.

In my opinion, if it was not anticipated at the time of an original sale to the reseller that
Autonomy would purchase goods or services it did not need as a way to relieve the reseller
of its obligation to pay (such that the reseller was not required to settle its liability to
Autonomy from its own resources), then such a purchase could not have been taken into
account when considering if Autonomy would gain from the transaction (i.e. whether it

was probable that economic benefits would flow to Autonomy).

As | have explained above, in line with IAS 18.18, in the event that an uncertainty over the
collectability of a debt associated with a sale arises subsequent to recognising that sale,
the appropriate treatment is to recognise this as an expense i.e. a bad debt, or bad debt
provision. It does not suggest that the revenue should not have been recognised at the
time of the transaction. So, if the purchase was a way of relieving the reseller of its
obligation to pay because it was no longer probable that the reseller would be able to

make payment, then the effect of the purchase would be to avoid recognising a bad debt.

478 See paragraphs 6.28 to 6.31 of this report.
479 Mr Holgate’s First Report, paragraph 5.21.6.
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In summary, in the absence of Holgate Assumption 10, if Holgate Assumption 13 alone
applies, this would mean that Autonomy had avoided recognising a bad debt, but would
not impact upon the initial recognition of Autonomy’s sale to the reseller.

Conclusion on Holgate Assumptions in respect of resellers

In summary, in my opinion none of the Holgate Assumptions makes any difference to the

initial accounting for the impugned reseller transactions save for:

() Holgate Assumption 8, specifically, if Autonomy continued efforts to make a direct

sale to the end-user with the intention of relieving the reseller of the debt; and
(b) potentially, Holgate Assumption 10, the responsibility for payment.

In respect of Holgate Assumption 8, if at the time of the sale to the reseller, Autonomy

intended to continue to attempt to sell direct to the end-user, and if it intended to cancel

the sale to the reseller (or otherwise relieve the reseller of the debt) on a subsequent
successful direct sale (or no sale) then no revenue should be recognised in the income
statement until such time as, for example, a sale to the end-user made probable the flow

of economic benefits to Autonomy.

However, Holgate Assumption 8 is only relevant to the accounting treatment in these

particular circumstances described above.

In respect of Holgate Assumption 10, the key part is the assumption that the reseller would
not be required to satisfy any liability to Autonomy from its own resources. If it were
found that there was a side agreement to this effect, in my opinion the transaction would
lack economic substance and would fail to meet at least IAS 18.14(a) and (d) (and likely
(b)). In these circumstances, no entries at all in respect of revenue associated with
Autonomy’s transaction with the reseller should have been recognised in the accounting
records, until such time, for example, as a sale to an end-user made probable the flow of

economic benefits to Autonomy.

In respect of Holgate Assumption 6 revenue should not have been recognised if it was

known at the time of the sale that a reseller was unable (and would never be able) to pay

for the goods being sold. In such a situation, in my opinion the transaction would fail to
meet IAS18.14(d) and the revenue could not be recognised until such time as it became
probable that the goods would be paid for. However, this is not the same as Holgate

Assumption 6 which states that the reseller did not have the ability to pay in the absence

of an onward sale, not that it would never be able to pay.

With regard to the reseller’s ability to pay Autonomy in respect of its debts, | have

reviewed Deloitte’s contemporaneous audit and review working papers for each
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transaction (where available), in particular Deloitte’s comments as to collectability. | set
out my comments in this regard, as part of my consideration of whether IAS 18.14(d) was
met for each of the reseller transactions impugned by the Claimants, in Appendix 3.1 to
3.37 to this report that follow.
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7.2

7.3

7.4

7.5

ALLEGED RECIPROCAL TRANSACTIONS

Introduction

In section 6 of Mr Holgate’s First Report he sets out his views on the accounting for six
alleged reciprocal transactions entered into by Autonomy in the Relevant Period.

Mr Holgate states:

“These transactions (which some may describe as barter transactions) typically involve
Autonomy selling goods or services to third parties and, at or around the same time,

buying goods or services from the same third party.”*%

For the avoidance of doubt, the fact that sales and purchase transactions are carried out
with the same counterparty, at around the same time, does not necessarily mean that
those transactions are barter transactions. As set out in my First Report*', KPMG’s 2008/9
Guidance sets out that these features are only an indicator that transactions could be
linked, or barter transactions. In assessing the accounting treatment of the transactions

regard has to be had to the individual facts of each transaction.

| set out in my First Report what is meant by a reciprocal transaction and the paragraphs
of IAS 18 which are applicable in order to identify and measure revenue resulting from
such transactions.®® | also set out the Claimants’ allegations in respect of the alleged

reciprocal transactions.“®

In the Joint Statement Mr Holgate and | agreed that “[e]ven if the alleged reciprocal
transactions are determined to be linked, this does not necessarily preclude separate
recognition of each limb of any such transaction i.e. the recognition of the gross fair value

of the sale and purchase.”*®
In this section | provide:

() my comments on Mr Holgate’s approach to considering the alleged reciprocal

transactions; and

(b) my approach to determining if a sale and purchase are linked and, if so, how such

transactions should be accounted for.

480 Mr Holgate’s First Report, paragraph 6.1.

481 Exhibit H to my First Report - KPMG’S 2008/9 Guidance, page 801, paragraph 4.2.100.20.
482 My First Report, paragraphs 12.5 to 12.12.

483 My First Report, paragraphs 12.14 to 12.18.

484 Joint Statement, page 25, “Agreed view” on “Agenda Item” 6(a).
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7.6

7.7

7.8

7.9

7.10

Mr Holgate’s approach to analysis of the alleged reciprocal transactions

Mr Holgate’s sources of information

Mr Holgate has assessed the accounting treatment of the reciprocal transactions on the
basis of the assumptions he has been instructed to adopt. It is unclear exactly what
supporting documents Mr Holgate has reviewed in carrying out his analysis of the alleged

reciprocal transactions as he does not provide such detail in his report.

In undertaking his analysis of each transaction in section 6 to his First Report, Mr Holgate
does not appear to have seen or been provided with, and hence has not taken account of,
much of the witness evidence (either the Claimants’ or Defendants’)® and the
contemporaneous documentation, including the working papers of Deloitte, all of which is
available in the documents submitted and disclosed in these proceedings. Instead, his
analysis appears to have been based almost exclusively upon the assumptions that he has
been instructed to make (together with a “Factual summary” for each transaction provided
to him by his instructing solicitors). In the light of the highly judgemental nature of many
of the accounting issues in this case | consider these all to be important sources of

information, as set out in sections 4 and 6 of my First Report.

Further, he appears to have taken no account of substantial amounts of information -
including accounting information - which is presumably in the hands of the Claimants, for
example Autonomy’s underlying accounting records. Such information unless disclosed is

not available to me.

As set out in section 2 of this report, when considering the accounting treatment of
transactions, one has to have regard to the facts. This is particularly the case when
considering whether transactions are linked in such a way that the commercial effect
cannot be understood without reference to the series of transactions as a whole as this is
fact specific, and the actual accounting will typically require the application of judgement
in the context of the existence (or not) and applicability (or not) of relevant indicators of

linkage.

The actual facts become even more important where they are disputed and in my opinion
regard must be had to all of the relevant facts - including the disputed facts - of each
individual transaction in considering the appropriate accounting treatment. Indeed,

Mr Holgate and | agreed in our Joint Statement that the individual commercial facts

485 Annex 2 to Mr Holgate’s letter of instruction lists the documents provided to him, which includes only four
witness statements - see Mr Holgate’s First Report, Appendix 2.
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7.11

7.12

7.13

7.14

7.15

7.16

relating to each transaction or item are highly relevant to its accounting treatment and

that regard has to be had to the individual facts of each transaction.¢

Mr Holgate’s consideration of the overall relationship between Autonomy and

the counterparties in the alleged reciprocal transactions

As | understand it, the identification of the existence of reciprocity and the transactions
asserted to be relevant in consideration of this reciprocity as analysed by Mr Holgate, is
an exercise undertaken by the Claimants. This was not something considered by Autonomy

at the relevant time. Nor is it the product of any analysis by Mr Holgate himself.

The Claimants have provided no methodology which enables me to understand the basis

on which any two or more transactions are asserted to be reciprocal.

This means that if, for example, there are transactions between Autonomy and a
counterparty, some of which are asserted to be reciprocal and some which are not, there

is no reasoning either by the Claimants or Mr Holgate as to why that is the case.

Before determining that reciprocal arrangements existed between Autonomy and its
counterparties and what the appropriate accounting treatment for transactions carried out
under these arrangements should be, it is necessary for all of the relevant transactions
between the parties to be considered together in order to understand the overall

commercial relationship at the time and the effect of the series of transactions as a whole.

Mr Holgate has considered only the transactions suggested to him by the Claimants to be
relevant for the purposes of considering the substance of the transactions between
Autonomy and its counterparties. He has not considered other transactions or the wider

relationship between the parties.

In my opinion, failing to consider other potentially relevant transactions in a commercial
relationship under these circumstances means that IAS 18.13 has not been appropriately
considered. This is because IAS 18.13 requires that the “[revenue] recognition criteria are
applied to two or more transactions together when they are linked in such a way that
the commercial effect cannot be understood without reference to the series of
transactions as a whole”, not just two transactions in isolation. That is, it is difficult to
see how the commercial effect can be properly understood if all relevant transactions have

not been appropriately considered. [emphasis added]

48 Joint Statement, page 12, sections 3(a) and (b).
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7.17

7.18

7.19

Mr Holgate’s approach to determining the accounting treatment for linked

transactions

Mr Holgate sets out two approaches to determining the accounting treatment of a given
transaction or set of related transactions at paragraphs 6.7(a) and (b) of his First Report
and states that either approach leads to the same answer. However, Mr Holgate only
describes the accounting treatment, or lack thereof, for transactions with no substance. |
set out below the approach that | consider is appropriate to apply to all transactions which

are, or may be, linked and which have, or may have, no substance.

Accounting considerations for linked transactions

| set out below the series of considerations under IAS 18 when determining the accounting
treatment for sales and purchase transactions which are, or may be, linked, whether they

have substance or not.
The necessary analysis is as follows:

(a) consider if a sale and purchase are linked in such a way that the commercial effect
cannot be understood without reference to the series of transactions as a whole
as set out in IAS 18.13.

(i) if not, i.e. if there is a commercial rationale for each transaction separately,
these transactions shall be accounted for as a separate sale and a separate

purchase;

(ii) if, as set out in Mr Holgate’s analysis, the transactions are considered to have

no substance then nothing is accounted for;

(iii) if however, the substance of the transactions is that they are linked in the way
anticipated by IAS 18.13, then;

(b) IAS 18.13 requires that the revenue recognition criteria are applied to the linked
transactions together. Therefore it is necessary to consider whether the
transactions taken as a whole meet the recognition criteria of IAS 18.14. The
criteria most relevant to the transactions described as reciprocal transactions are
IAS 18.14(c) and (d);

(c) in order to reliably measure revenue (IAS 18.14(c)), the measurement criteria in
IAS 18.9 to IAS 18.12, in particular IAS 18.12, should be applied to determine the
amount of revenue which is generated in a scenario where goods or services are

exchanged between parties. The requirements of IAS 18.12 are, in summary:
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(i) if the goods or services exchanged are similar, no revenue is generated (and
consequently IAS 18.14(d) is not met);

(i) if the goods or services are dissimilar then the revenue is measured at the fair
value of the goods or services received, adjusted by the amount of any cash or

cash equivalents transferred;

(iii) where the fair value of the goods or services received cannot be reliably
measured, the revenue is measured at the fair value of the goods or services
given up, adjusted by the amount of any cash or cash equivalents transferred;

and

(d) similarly, in considering whether it is probable that the economic benefits
associated with the transaction will flow to the entity (IAS 18.14(d)) it is necessary
to consider if the benefit of the goods or services being received in exchange for
the sale will flow. If the value has been determined in IAS 18.14(c) to be nil, then
effectively IAS 18.14(d) is not met as no economic benefits will flow to the entity
making the sale. In fact, if the fair value of the goods or services being received is
nil, then the transaction will fail to give rise to revenue as defined in IAS 18.7
because there is no gross inflow of economic benefits that gives rise to an increase

in the seller’s equity.

7.20  Mr Holgate, in omitting his consideration of the second approach set out in paragraph
6.7(b) of his first report, suggests his overriding assumption is that the two or more
transactions have no substance. Given this assumption it seems to me that Mr Holgate
does not need to proceed any further. That is, if the relevant transactions have no
substance then, so far as the revenue element in Autonomy’s books is concerned, it should

not be accounted for.

7.21  However, Mr Holgate does go further in describing the transactions, but it is always against

the backdrop that these transactions were artificial.

7.22  For five of the six alleged reciprocal transactions*®’, Mr Holgate has been instructed to
assume that Autonomy did not need and / or use products and / or services purchased
from the counterparties to the transactions. In my opinion this is insufficient reason not
to regard a transaction as a sale. Part of the overall assessment is whether the transaction
had commercial rationale, and part of that assessment may include a consideration of
whether there was an intention to utilise the products and / or services at the relevant

time. What actually happened with the use of the products / services as a result of

487 All except Transaction 6: MicroTech.
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circumstances that may have arisen after the purchase has no effect on the assessment of

the commercial rationale at the time of the transaction.

7.23 My approach is somewhat different to Mr Holgate’s. | have looked at each of the
transactions and identified the accounting treatment based on the available evidence
including identifying elements of disputed factual evidence which, if so determined (i.e.
if the Claimants’ allegations are confirmed), would mean the transactions did not have

substance.

7.24 In Appendix 5.1 to 5.6 | set out my detailed analysis of the six alleged reciprocal

transactions in this matter.
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8.1

8.2

8.3

8.4

8.5

HOSTING TRANSACTIONS

Introduction

The Claimants assert that Dr Lynch and Mr Hussain “caused Autonomy group companies to
engage in improper transactions and accounting practices”® including “Improper revenue

recognition”.*®

The assertions extend to the alleged “Acceleration of hosting revenue”**°, being the

subject matter which | consider in this section of my report.

First, | summarise my observations, comments and opinions as set out in my First Report
(paragraphs 8.7 to 8.55), based on the documentation and evidence available to me at

that time. This is organised as follows:

(a) background to the hosting transactions;

(b) how Autonomy accounted for revenue from the hosting transactions;

(c) the Claimants’ allegations regarding the purpose of the hosting transactions;

(d) the relevant parts of 1AS18 for recognising revenue from the sale of goods; the

rendering of services; linked transactions and transactions involving multiple

elements;
(e) the principle issue in dispute;
(f) the substance of the Digital Safe transactions according to the witness evidence

reviewed by me; and
(g) my preliminary conclusions.

I next set out a summary of Mr Holgate’s analysis, including the assumptions he is instructed
to make, and his conclusions (paragraphs 8.56 to 8.87), and then provide comment on Mr

Holgate’s analysis ((paragraphs 8.88 to 8.96).

| then set out the sources of further evidence reviewed by me subsequent to my previous
report, which include applicable Deloitte audit and review transaction working papers
(paragraphs 8.97 to 8.174). This includes also setting out my understanding, based on this

further review and assessment, of the following issues:

(@) commerciality of the re-structuring arrangements;

488 Re-Re-Amended Particulars of Claim, paragraph 26.
489 Re-Re-Amended Particulars of Claim, paragraph 30.2.
4% Re-Re-Amended Particulars of Claim, paragraph 30.2.3.
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8.6

8.7

8.8

8.9

8.10

8.11

8.12

8.13

(b) independent value of the licences as separate components; and
(c) fair value.

Lastly, | then set out my overall conclusions on the accounting treatment (paragraphs 8.175
to 8.216).

My First Report: summary findings
| refer to section 15 of my First Report (“Hosting Transactions”).
Background

In 2007, Autonomy purchased Zantaz Inc (“Zantaz”), a global market leader in content
archiving and electronic discovery products (e-Discovery software). Zantaz offered
customers data hosting services, utilising data hosting software known as “Digital Safe”.
Data stored at Zantaz’s data centres could be accessed, searched and retrieved remotely

by customers. "

The e-Discovery software was used for the purposes of the review and disclosure of

material in litigation.*?

Following its acquisition of Zantaz, Autonomy continued to offer customers hosted

services. %

Revenue arising from hosting transactions was originally accounted for as a stream of
revenue over the period of the hosting contract and recognised rateably over this period.**
This was due to the functionality of the software at the time being mainly focused on the

storage of information, not its analysis.*”

From around summer 2008 4% Autonomy restructured the Zantaz hosted offering to develop
a “hybrid” model which included a licence for customers to own Autonomy’s software

which Autonomy would host.?’

Under the restructured model, the customer had the option to relocate its data elsewhere
(including the software under licence) without the loss of its archive and without the loss

of the software functionality. 4%

41 First Defendant’s Amended Defence, paragraph 29.15 to 29.15.2.

492 Mr Yealland’s Witness Statement, dated 14 September 2018, paragraph 54.
493 Re-Re-Amended Particulars of Claim, paragraph 30.2.3.1.

494 Re-Re-Amended Particulars of Claim, paragraph 30.2.3.1.

4% First Defendant’s Amended Defence, paragraph 137.1.

4% Mr Sullivan’s Witness Statement, paragraph 24.

497 First Defendant’s Amended Defence, paragraph 29.15.2.

4% First Defendant’s Amended Defence, paragraph 48.4.0.
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8.14

8.15

8.16

8.17

8.18

8.19

Accounting for revenue

In broad terms, Autonomy accounted for the revenue arising from these “hybrid”

transactions in two separate parts:

() the value of the licence component was recognised upfront, providing the sale met
the conditions required by IAS 18.14;%° and

(b) the data hosting (storage) component (and any other services) was recognised

rateably over the period of provision.>®
Claimants’ allegations

The Claimants allege that the hosting arrangements were restructured by Autonomy for
the purposes of accelerating the recognition of revenues, by charging a substantial upfront
fee ostensibly for a licence to use Autonomy’s Digital Safe or e-Discovery software and a
greatly reduced fee for data hosting and related services over the term of the hosting

relationship.>!

The Claimants assert that both the Digital Safe and e-Discovery hosting arrangements
were, in substance, transactions for the provision of services and should be accounted for
as such (under the provisions of IAS 18), with all revenue recognised over the period during

which Autonomy hosted the customer’s data.>®

The Claimants assert that the Digital Safe software licence had no independent value to
the hosting arrangement in the absence of additional support from Autonomy. Customers
were incentivised into entering such arrangements by the overall reduction in fees over

the term of the arrangement.>%

According to the Claimants, because Digital Safe software licences were not separately
identifiable components of hosting arrangements, the requirements of IAS 18.13, for the

recognition of revenue from licence fees separately from hosting services, were not met.3%

As regards e-Discovery software, the Claimants acknowledge that it was capable of
operating independently of the hosting services. However, it is asserted that the fair value
of the revenue on a sale of a licence for e-Discovery software could not be reliably

measured and therefore the requirements of IAS 18.14 were not met.>®

499 First Defendant’s Amended Defence, paragraphs 141 to 141.2.

500 First Defendant’s Amended Defence, paragraph 141.

501 Re-Re-Amended Particulars of Claim, paragraph 30.2.3.2.

502 Re-Re-Amended Particulars of Claim, paragraphs 30.2.3.3 and 109.
503 Re-Re-Amended Particulars of Claim, paragraphs 30.2.3.3.and 110.1.
504 Re-Re-Amended Particulars of Claim, paragraphs 30.2.3.3 and 110.1.
505 Re-Re-Amended Particulars of Claim, paragraph 110.2
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8.20

8.21

8.22

Recognition of revenue - relevant accounting standards

In Section 4 of my First Report, | reviewed the relevant sections of International Accounting
Standard 18 ‘Revenue’ (“IAS 18”) and related industry guidance relevant to the Claimants’

allegations.
To summarise:

() International Reporting Standards (and in particular within this framework IAS 18)
are principles-based and as such application thereof requires professional

judgement given the particular facts and circumstances;

(b) owing, in part, to limited guidance on important topics (such as revenue
recognition for multiple-element arrangements), IAS 18 has subsequently been
replaced by International Financial Reporting Standard 15 (“IFRS 15 - Revenue from
Contracts with Customers”). IFRS 15 was developed in order to remove

inconsistencies between accounting for revenue under IFRS and US GAAP;
(c) IAS 18 prescribes the accounting treatment of revenue arising from:

(i) the sale of goods;

(ii) the rendering of services; and

(iii) interest, royalties and dividends.

(d) the guidance requires consideration of the substance of transactions and not just

their legal form; and

(e) revenue generation from the sale of software licences was not specifically

addressed under IAS 18, giving rise for the need for judgement in its application.
Recognition of revenue from the sale of goods

IAS 18.14 states that revenue from the sale of goods shall be recognised when the following

five conditions are met:

(a) the entity has transferred to the buyer the significant risks and rewards of

ownership of the goods;

(b) the entity retains neither continuing managerial involvement to the degree usually

associated with ownership nor effective control over the goods sold;
(c) the amount of revenue can be measured reliably;

(d) it is probable that the economic benefits associated with the transaction will flow

to the entity; and
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8.23

8.24

8.25

8.26

8.27

8.28

8.29

(e) the costs incurred or to be incurred in respect of the transaction can be measured

reliably.

As regards the measurement of revenue, IAS 18 provides that:

”

“Revenue shall be measured at the fair value of the consideration received or receivable.

“Fair value is the amount for which an asset could be exchanged, or a liability settled,

between knowledgeable, willing parties in an arm’s length transaction.”
Recognition of revenue from the rendering of services

IAS 18.20 states that when the outcome of a transaction involving the rendering of services
can be estimated reliably, revenue associated with the transaction shall be recognised by
reference to the stage of completion. The outcome of a transaction can be estimated

reliably when the following four conditions are satisfied:
(@) the amount of revenue can be measured reliably;

(b) it is probable that the economic benefits associated with the transaction will flow

to the entity;

(c) the stage of completion of the transaction at the end of the reporting period can

be measured reliably; and

(d) the costs incurred for the transaction and the costs to complete the transaction

can be measured reliably.

Conditions (a), (b) and (d) are identical to conditions (c), (d) and (e) under IAS 18.14

required to recognise revenue on the sale of goods.

Revenue is recognised in the accounting periods in which the services are rendered (IAS
18.21).

When the outcome cannot be estimated reliably, revenue shall be recognised only to the

extent of the expenses recognised that are recoverable (IAS 18.26).
Linked transactions and exchange of goods for sale

Transactions have to be analysed in accordance with their economic substance in order to
determine whether they should be combined or segmented for revenue recognition

purposes.

Two or more transactions may be linked so that the individual transactions have no
commercial effect on their own. In such cases, it is the combined effect of the two

transactions together that is accounted for.

133



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

8.30

8.31

8.32

8.33

8.34

8.35

8.36

Transactions involving multiple elements

Revenue recognition criteria are usually applied separately to each transaction. However,
in certain circumstances it is necessary to apply the recognition criteria to the separately
identifiable components of a single transaction in order to reflect the substance of the

transaction.
The principal issue in dispute

The principal issue in dispute between the parties in relation to hosting transactions is
whether or not the components of these “hybrid” transactions could, and therefore should,

be separately identified in accordance with IAS 18.13.

The answer to this question then determines whether the revenues in respect of these

transactions should be recognised:

() in part, in accordance with revenue recognition for a sale of goods by reference to
IAS 18.14 (in respect of the software licence component) and in part as a provision
of services by reference to IAS 18.20 (and IAS 18.25 in respect of storage and other

services). This being the accounting treatment adopted by Autonomy; or

(b) as a sale from the rendering of services over time, by reference to IAS 18.20 and

IAS 18.25. This being the accounting treatment asserted by the Claimants.
Substance of Digital Safe transactions

The Claimants’ fundamental assertion is that the Digital Safe software licences could not
be separated from the data storage services and as such the licences had no independent

value to the customer.

It is asserted by the Claimants that the revenue recognition criteria could not therefore
be applied separately to a Digital Safe licence sale (as a separately identifiable component

of a data archiving transaction).

It is my understanding that under the “hybrid” hosting arrangements, customers
considered they had acquired the right to a Digital Safe licence and therefore had the
option (and right) to take the storage system in-house to archive data itself at any time

during the licence term.
According to Dr Lynch’s witness evidence:

“Customers owned the licences and could choose where to host their data, whether with

Autonomy, onsite or with third-party providers.” 3%

506 Dr Lynch’s First Witness Statement, paragraph 443(b).
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8.37

8.38

8.39

8.40

“Digital Safe licences had value to customers and could be used by customers without

significant Autonomy support.” >

“Digital Safe licences were used by customers onsite and at third-party data centres,

where they were operated by the customers and third-party providers.” 5%
“... Digital Safe was written in industry-standard language and protocol ...” 5%

“... Autonomy offered training courses and manuals to customers on how to operate the

software.” 310
Dr Lynch’s witness evidence is consistent with that of Mr Hussain, who notes:

“... the Digital Safe software had value independent of the hosting services provided by

Autonomy and could operate on a standalone basis.”

“On many occasions Digital Safe was used by customers independently of those hosting

services, for example by Merck, BNPP, CIBC, Rand and Air Liquide.”

“Configuration of Digital Safe for use on a customer’s own premises did not require

proprietary knowledge and resources.”
“It was not necessary that any customisation be done by Autonomy itself.” >

By contrast, Mr Goodfellow, Autonomy’s Director of Global Accounts and Chief Technology
Officer of Infrastructure, expresses difficulties which would be faced by customers should
they choose to set up and make use of Digital Safe without the support of Autonomy’s

managed services.5"?

Mr Goodfellow lists a number of Autonomy customers who utilised Digital Safe on-premises
(including American Express, AXA, BNP Paribas, Citibank, Manufacturers Life, Merck, the
Serious Fraud Office, UBS and VA Vaco). However, he notes that “managed services” would
need to have been provided by Autonomy in order for customers to use the software

on-premise.>"

Notwithstanding any practical difficulties which customers may have faced in taking Digital
Safe software on-premise, it would appear that a number of Autonomy customers chose

to, and were able to, archive their own data independent of Autonomy.

507 Dr Lynch’s First Witness Statement, paragraph 448(a).

508 Dr Lynch’s First Witness Statement, paragraph 448(a).

509 Dr Lynch’s First Witness Statement, paragraph 448(a).

510 Dr Lynch’s First Witness Statement, paragraph 448(a).

51" Mr Hussain’s Witness Statement, paragraphs 215 to 216.

512 Mr Goodfellow’s Witness Statement, paragraph 18.

513 Mr Goodfellow’s Witness Statement, paragraph 25 (a) to 25(l).
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8.47

There also appear to be instances of hosted customers moving Digital Safe in-house during
the term of the contract. Mr Wang, Autonomy’s Vice President of Product Development for
Digital Safe, refers in his first witness statement to the transition of Citigroup data from

Autonomy data centres to Citigroup’s own site.>'

Furthermore, from a customer’s perspective, there would appear to have been
independent value to the customer owning a Digital Safe (see, for example, withess
statement of Mr Sullivan).>' Mr Sullivan appears to support, from a customer’s perspective,
an independent value to owning a Digital Safe licence separate to the value of the data

storage service provided by Autonomy.

It will be a question of fact to be determined, but on the basis that Autonomy customers
themselves ascribed a value to the licence rights then prima face, from an accounting
perspective, the Digital Safe licence was separable from the underlying archiving of

customer data.

By way of illustration, in Q1 2011 Morgan Stanley chose to cancel the services associated
with its Digital Safe licence but did not want to cancel the licence itself, suggesting that
Morgan Stanley, as a customer, considered the licence and hosting services to be separate

components of the transaction.5'
Reliable measurement of revenue - e-Discovery licences

Whilst the Claimants accept that e-Discovery software licences could be operated by
customers independently of the hosting services provided by Autonomy, it is asserted that

no reliable fair value could be measured and attributed to a hosted licence.

The Claimants therefore consider that the requirements of IAS 18.14 could not be satisfied
and accordingly revenue from the hosted licences could not be recognised as a sale at the

time of the agreement.

It is my understanding that revenue recognised on Autonomy’s e-Discovery licence sales
was based on the price agreed in the contract between Autonomy and the customer, on an

arms-length basis.

514 Mr Wang’s First Witness Statement, paragraph 34.

515 See, for example, Mr Sullivan’s Witness Statement, paragraph 32: “... The license model also had the
theoretical benefit for the customer that it now owned a license to the [Digital Safe] software. A few
customers did express some interest in having the ability to bring their [Digital Safe] archives in-house in
the future, if for example, Autonomy were to go bankrupt”

516 fDEL1_004_1_00002242}.
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8.54

Dr Lynch sets out in his first witness statement:

“Autonomy often priced EDD services using rate cards. [D001457677, D004178874,
D002345263] There was a lively market in EDD services and many third parties would
provide rate cards. Thus, the fair value of the services could be distinguished from the

value of the licence, based on the market price of the services.” 5"
This is consistent with Mr Hussain’s witness evidence:

“...areliable fair value could be (and was) attributed to the licence to use the eDiscovery
software and the hosting and related services provided together with the eDiscovery
software, on the basis of (i) a per-data unit price for hosting services; (ii) man-hour rates

for services; and (iii) a maintenance charge of 5 per cent. of the licence fee.” >

“So far as | am aware, the unit prices and rates were set out in Autonomy’s rate card

and/or recorded in each contract for eDiscovery services.” 5'°

An example contract (with Phillip Morris International) provided by Dr Lynch contains a
rate card setting out fees for the components and possible services as described by Mr

Hussain.?20

As part of the 2010 year-end audit, Deloitte reviewed and concluded that the separate e-
Discovery licence sale satisfied the requirements of IAS 18.14 and therefore could be

recognised at the time of the agreement.>*'
Revenue recognised on rendering of services

Autonomy accounted for what it considered to be the separate storage element of the
“hybrid” hosting transactions by recognising the revenue over the term of the

agreement.>?
My preliminary conclusions

Based on the evidence which | had reviewed and considered in preparing my First Report,
it appeared to me that the Digital Safe licences were capable of being separated from the

hosting services provided by Autonomy.

In these circumstances (providing the criteria of IAS 18.14 and/or IAS 18.20 were met

where applicable), Autonomy was entitled to recognise the revenue generated from Digital

517 Dr Lynch’s First Witness Statement, paragraph 472.
518 Mr Hussain’s Witness Statement, paragraph 219.
519 Mr Hussain’s Witness Statement, paragraph 219.
520 {D001457677}, page 21.

521 £POS001765293, tab “2”.

522 |n accordance with IAS 18.20 and IAS 18.25.
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Safe licence sales at the date of the sale agreement, with the separate storage services

revenue recognised over the term of the underlying agreement.

The evidence also suggests that information was available to assist in arriving at a fair
value for e-Discovery services, which could then be used to determine a residual fair value
of an e-Discovery licence. In these circumstances (subject to the other four criteria of 1AS
18.14 being met) Autonomy was entitled, and arguably required, to recognise the revenue
generated on e-Discovery licence sales at the date of the agreement, with the separate

data storage revenue recognised over the term of the underlying agreement.

Mr Holgate’s Assumptions and conclusions: Digital Safe transactions

At section 7 of his First Report, Mr Holgate considers the accounting treatment of Digital
Safe and e-Discovery transactions under separate headings and under the separate
assumptions he is instructed to make. Mr Holgate is not provided in this section of his
instructions with a “Factual Summary” in relation to either Digital Safe transactions or e-

Discovery transactions.>??

The assumptions that Mr Holgate has been instructed to make, and Mr Holgate’s concluding
opinions as to the appropriate accounting treatment of revenue in each of the

circumstances, are as detailed below.
Digital Safe Transactions
The underlying assumptions that Mr Holgate has been instructed to make are as follows>?*:

(@) “After Autonomy sold customers licences to the Digital Safe software, new
customers received substantially the same service as they would have done if they
had contracted on a Software-as-a-Service (“SaaS”) basis, and existing customers
received substantively the same service as they had previously received under
their prior SaaS arrangements, albeit under a different legal / payment

structure”;3?

(b) “The Digital Safe system (comprising the Digital Safe software - which performed
the capture and index function - and the hardware) was at all times installed only

at Autonomy’s data centres”;>%

(c) “A Digital Safe licence was of no independent value to a hosted customer. A

customer could not customise, configure or implement the Digital Safe system

523 Mr Holgate’s First Report, Appendix 2, Annex 1, pages 28 to 31.

524 Where it appears applicable, | have split out individual assumptions where it appears to me that the
instruction includes more than one assumption Mr Holgate is asked to make.

525 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.1.

526 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.1.
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(including the software) for use on its own premises. This could only be performed
by Autonomy, using Autonomy’s proprietary knowledge and resources. The
implementation process for use on a customer’s premises was complex and took
several weeks (at a minimum) to complete. Unless and until that process had been
undertaken, the Digital Safe system was incapable of operation. Provision of the
necessary Autonomy customisation, configuration and implementation services
for the use of Digital Safe on a customer’s premises did not generally form part

of the contracts with hosted customers”;>*

(d) “The Digital Safe system (including the software) required ongoing managed
services (without which it would malfunction and ultimately stop working
altogether). In practice, only Autonomy could provide these services and provision
for them for use of Digital Safe on a customer’s premises did not form part of the

contracts with hosted customers” ;>

(e) “There were no user-manuals regarding either the implementation or ongoing
support and management of Digital Safe, and no third parties (let alone

customers) who could provide such services”; 52°

(f) “Where hosted Digital Safe deals involved sale of software other than Digital Safe
software, such software could only be used, or was sold for use, with Digital
Safe”;530

(g) “The negotiations between Autonomy and existing hosted customers preceding

the restructured hosting transactions were largely instigated by Autonomy (not
the customer). In the case of both new and existing customers the licence model
proposed by Autonomy and the negotiations largely centred on price (i.e. the
amount that the customer would save over the lifetime of the contract).
Autonomy’s primary purpose in structuring the deals to include a licence was the

upfront recognition of revenue”;'

(h) “The intention and understanding of both Autonomy and the customers was that,
after the sale of the licence, the Digital Safe system and the customers’ data
would be hosted, and all associated services would be performed, by Autonomy

at its data centres”;%? and

527 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.2.
528 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.3.
529 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.4.
330 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.5.
331 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.6.
332 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.7.
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(i) “None of the hosted customers brought the Digital Safe system (comprising the

Digital Safe software and accompanying hardware) in house”. 533

Based on the above instructed assumptions, Mr Holgate proceeds to consider his views as
to the relevant and appropriate accounting treatment of revenue recognition for the sale
of a Digital Safe licence in conjunction with Autonomy’s provision of hosting services, as

follows.

First of all, Mr Holgate notes his understanding that:

“

. the Claimants do not take issue for the purpose of these proceedings with the
accounting treatment for “on premise” deals, i.e. where Digital Safe was implemented at

the customer’s own site.”>3*

Mr Holgate’s considerations are therefore limited to the “hosted” Digital Safe

arrangements as set out in Schedule 6 to the Re-Re Amended Particulars of Claim.
Amongst others, Mr Holgate makes the following commercial observations:

“[Despite a new customer being] granted a licence to use the Digital Safe software, the
software in fact remained in Autonomy’s data centres and was used by Autonomy to

provide the services to the customer. %

“Even if a hosted customer wanted to take the Digital Safe system (including the software)
on premise at some stage within the term of the software licence, the customer would

not have had the technical knowledge and understanding to be able to make use of it.”
536

Mr Holgate states, with reference to both existing and new customers:

“... to speak of granting to the customer a licence to use the Digital Safe software had no

real meaning for practical purposes”.>

In considering the accounting treatment for hosted transactions involving the sale of a

Digital Safe licence, Mr Holgate observes®®:

(a) economic substance / substance over form is an important underlying concept in

accounting;

333 Mr Holgate’s First Report, Appendix 2, page 29, paragraph 57.8.
334 Mr Holgate’s First Report, paragraph 7.1

335 Mr Holgate’s First Report, paragraph 7.4.3.

336 Mr Holgate’s First Report, paragraph 7.4.3.

337 Mr Holgate’s First Report, paragraph 7.4.3.

538 Mr Holgate’s First Report, paragraph 7.6.
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(b) the substance of a transaction is represented by its commercial effect (or

economic reality) in practice;
(c) identifying substance is to some extent a matter of professional judgement;

(d) where the substance differs from the strict legal form, it is the substance (over

strict legal form) which determines the accounting treatment;
(e) where a transaction has no substance it should have no accounting effect;

(f) the sale of a licence had no commercial effect in practice and therefore had no
substance (in the sense that the service provided was unaffected by the

contractual changes that have been made)>*°; and

(g) the substance of the arrangement was the capturing, indexing and archiving of
data throughout the contract period. These services were unaffected by the sale

of the licence.

Based on the above premises, Mr Holgate concludes the appropriate accounting treatment

for fees payable for such services is:

() “For existing customers: continuation of recognition of revenue over the period

that the services were rendered”; 340

(b) “For new customers: recognition of revenue over the period that the services were

rendered”; >*' and

(c) there should be, “[n]Jo upfront recognition of revenue in respect of the grant to
the customer of the right to use the Digital Safe software” (on the basis of there

being no commercial meaning or significance to such a grant).3#

Mr Holgate then proceeds to consider whether transactions should be considered together
or separately. As regards hosted Digital Safe transactions, Mr Holgate notes there were two

different components:
() the grant of a licence; and
(b) the provision of ongoing services,

but notes that the licence was not a separate component which could be provided on a

standalone basis (i.e. could not be used by a customer independently from the hosting and

539 Mr Holgate identifies as being particularly important, in identifying substance, the instructed assumptions
as paragraphs 7.3.1, 7.3.6, 7.3.8 and 7.3.8 of his First Report. (See Mr Holgate’s First Report, paragraph 7.6)
340 Mr Holgate’s First Report, paragraph 7.6.1.
341 Mr Holgate’s First Report, paragraph 7.6.2.
342 Mr Holgate’s First Report, paragraph 7.6.3.
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related services component), adding that it was “not feasible, from a commercial or

technical perspective, for the licence to be sold as a separable good”.>#

Accordingly, the revenue recognition criteria should be applied to each Digital Safe
transaction as a whole in accordance with the overall substance, namely the provision of
data hosting services over a period of time with no part of the revenue recognised
upfront.>** Mr Holgate proceeds then to conclude that recognising revenue using the
straight line method in relation to the upfront license is preferable®®, and that the pattern
of recognition of the revenue over time should not be affected by the pattern of cash

flows.54

As regards the sale of software that was not itself Digital Safe, Mr Holgate notes that he

was:

“asked to assume that such software “could only be used, or was sold for use, with Digital

Safe 9999 547

On this basis, Mr Holgate concludes that the same criteria would apply as for licence fees,
as there would be no transfer of independent value to the customer other than the value
of the Digital Safe services provision. However, Mr Holgate accepts that if the software
could be used by the customer separately from Digital Safe, then the licence sale may

qualify for immediate revenue recognition.>*

Finally, Mr Holgate accepts that if he were wrong about the Digital Safe services, and if
the Digital Safe licence was a separately identifiable component of the hosting
arrangements such that the provisions of IAS 18 relating to the sale of goods applies. He
continues to say that he does not believe that those criteria for the sale of goods would

be met in any event. ¥

In particular, Mr Holgate states that two of the five IAS 18.14 criteria are not, and would
not, be met at any time during the hosting arrangement. These two criteria (which sales

of Digital Safe Licences would fail on) are:

() Autonomy has transferred to the buyer the significant risks and rewards of

ownership of the goods; and

543 Mr Holgate’s First Report, paragraph 7.8.

344 Mr Holgate’s First Report, paragraph 7.8. In reaching this conclusion, Mr Holgate has relied, in particular,
on the instructed assumptions set out in his First Report at paragraphs 7.3.2, 7.3.3 and 7.3.4.

345 Mr Holgate’s First Report, paragraph 7.16

346 Mr Holgate’s First Report, paragraph 7.17

347 Mr Holgate’s First Report, paragraph 7.18.

348 Mr Holgate’s First Report, paragraph 7.18.

549 Mr Holgate’s First Report, paragraph 7.19.
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(b) Autonomy retains neither continuing managerial involvement to the degree usually

associated with ownership nor effective control over the goods.%°

8.72 The principal justifications given are that the Digital Safe Licence remains used by
Autonomy, sits on Autonomy hardware in Autonomy data centres not accessible by
customers, and is maintained by Autonomy employees (and in any event on premise

customer implementations are not possible without Autonomy).>>!

Mr Holgate’s Assumptions and conclusions: E-Discovery transactions
8.73  The underlying assumptions that Mr Holgate has been instructed to make are as follows:

() “Autonomy performed a variety of services as part of its hosted e-Discovery
offering, many of which (e.g. performance quality control checks, resolution of
data imaging / processing issues, e.g. from password protected, encrypted or
corrupted documents, data culling, batching, report production, format
conversion and load file creation) were not performed automatically by the
software, but rather required action or intervention by Autonomy personnel. The
process was akin to a production line requiring a significant level of involvement

from Autonomy'’s staff at each stage of the e-Discovery process”;>*?

(b) “With the exception of the deals with BP, the term of each of the hosted e-
Discovery licences was relatively short (two to three years) and Autonomy was
contracted to provide services for the duration of the term. BP had a perpetual
licence with a limited capacity and Autonomy was contracted to provide services
for an initial term of three years. During the initial three year period, BP was to
pay a monthly Application Service fee of USS4/GB/month, following which the

Application Service Fee increased to USS10/GB/month”;33

(c) “Each hosted e-Discovery customer received substantially the same service
regardless of whether it had acquired a licence, i.e. the same service as a
customer who contracted on a SaaS basis: only the legal / payment structure
varied. Existing hosted customers who had originally contracted on a SaaS basis

received substantially the same service as they had previously”;>*

(d) “Unlike the Digital Safe software, the e-Discovery software was capable of being

used independently of an Autonomy hosted arrangement, but was either sold as

350 Mr Holgate’s First Report, paragraphs 7.20 and 7.21.

351 Mr Holgate’s First Report, paragraph 7.20

%52 Mr Holgate’s First Report, Appendix 2, page 30, paragraph 58.1.
353 Mr Holgate’s First Report, Appendix 2, page 30, paragraph 58.2.
554 Mr Holgate’s First Report, Appendix 2, page 30, paragraph 58.3.
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standalone software (which the customer would use itself, without Autonomy
providing e-Discovery services) or as part of a hosted arrangement. If a hosted
customer decided to take the e-Discovery software on premise during the term of
the licence, Autonomy would not have provided the services that the customer
expected to receive and for which it had effectively prepaid through payment of
the upfront licence fee. Generally, it would not have been practicable for the
hosted customers to take the software and the data in-house to perform the

services themselves” ;>

(e) “The intention and understanding of both Autonomy and its customers was that
the software and data would be hosted and maintained by Autonomy in its data
centres, and the associated e-Discovery services would be performed by
Autonomy, for at least the contractually agreed period. This is what happened in

practice”;®

(f) “The negotiations between Autonomy and the customers were focused on price.
Autonomy typically introduced the option of an upfront licence fee and
highlighted the significant discounts it offered the customer as compared to the
price on a SaaS basis. From the perspective of the customers, the transactions
involved the purchase of hosted e-Discovery services with an upfront prepayment
in the form of a licence fee. Autonomy’s primary purpose in structuring the deals

to include a licence was the upfront recognition of revenue”;>’

(g) “Autonomy management did not have an established fair value for each of the

individual components of hosted e-Discovery deals” ;8

(h) “There was only a small number of hosted e-Discovery deals including an upfront
licence fee and they differed materially in terms of authorised users, capacity/

limitations, structure of pricing, contract term and the prices charged”;>*

(i) “Autonomy did not apply standard prices for e-Discovery software licences sold
for use independently of an Autonomy hosting arrangement. Software was sold to
different customers by Autonomy at different prices depending on the individual
customer’s perception of the value of the software to that particular customer in

that particular customer’s environment” ;¢

55 Mr Holgate’s First Report, Appendix 2, page 30, paragraph 58.4
356 Mr Holgate’s First Report, Appendix 2, page 30, paragraph 58.5
57 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.6
%58 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.7.
359 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.8
%0 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.9
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() “There was no standard or quoted price list for the different services provided in
hosted e-Discovery deals involving the purchase of a licence. There was a price
list for these services when provided as part of a SaaS deal, but this did not take
into account the price paid for a licence. Similarly, the price lists attached to the
hosting contracts were for services to be provided beyond the licence term and/or
capacity, and therefore did not take into account the price paid for a licence. In
any event, price was often heavily negotiated such that there was no ‘typical

charge’ for the individual components of a hosted e-Discovery deal” ;>

(k) “There was no disaggregated management information relating to the cost of
providing the individual components of hosted e-Discovery deals. In particular,
Autonomy did not record costs by business area (e.g. for e-Discovery or
components thereof) nor did it prepare management accounts containing a profit

and loss/ contribution statement by business area”;**? and

L) “The infrastructure and costs involved in delivering a hosted e-Discovery service
are different to a hosted Digital Safe service. The two types of deal are not

comparable in terms of cost or fair value” .

8.74 Based on the above assumptions, Mr Holgate considers the relevant and appropriate

accounting treatment of revenue as follows.
8.75  First of all, Mr Holgate again notes his understanding that:

“... the claimants do not take issue for the purposes of these proceedings with the
accounting treatment for “on premise” deals, i.e. where e-Discovery software was

implemented at the customer’s own site.” 5%

8.76  Mr Holgate then proceeds to make the following commercial observations, amongst others,

of the hosted e-Discovery arrangements:

() although new customers were granted a licence to use the e-Discovery software,
the software in fact remained in Autonomy’s data centres and was used by

Autonomy to provide the e-Discovery services to the customer;®6

(b) the same applied to existing e-Discovery customers to whom a new licence was

granted; 2

%! Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.10.
%2 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.11.
%63 Mr Holgate’s First Report, Appendix 2, page 31, paragraph 58.12.
%4 Mr Holgate’s First Report, paragraph 7.23.

65 Mr Holgate’s First Report, paragraph 7.26.3.

%6 Mr Holgate’s First Report, paragraph 7.26.4.
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(c) “... to speak of granting to the customer a licence to use the e-Discovery software

had no real meaning for practical purposes.” >; and

(d) the value was in the service to be received by the customer over the duration of

the contract, not in the licence.>®

Based on the above premises, Mr Holgate concludes the appropriate accounting treatment
for fees payable for such services as follows (Mr Holgate excludes two BP deals which he

considers separately). He notes that:

() the same considerations of substance as relevant in the Digital Safe context are

also relevant in the e-Discovery context;>%°

(b) the sale of an e-Discovery licence as part of a hosted arrangement had no

commercial effect in practice and therefore no substance;>”

(c) the substance of the transaction was the provision of e-Discovery services including
data capture, processing, indexing, archiving and production. These services were

unaffected by the sale of a licence;>" and

(d) the licence fee was, when properly considered, an advance payment for the

provision of these services.>?

Taking the above into account, Mr Holgate concludes that the appropriate accounting

treatment for fees payable for such services (including the upfront licence fee) is:

(@) “For existing customers: continuation of recognition of revenue over the period

that the e-Discovery services were rendered”; 7

(b) “For new customers: recognition of revenue over the period that the e-Discovery

services were rendered”; °™* and

(c) “No upfront recognition of revenue in respect of the grant to the customer of the
right to use the e-Discovery software” (as there is no commercial meaning or

significance to such a grant). 57

67 Mr Holgate’s First Report, paragraphs 7.26.3 and 7.26.4.
%8 Mr Holgate’s First Report, paragraph 7.26.4.

369 Mr Holgate’s First Report, paragraph 7.28.

570 Mr Holgate’s First Report, paragraph 7.28.

571 Mr Holgate’s First Report, paragraph 7.28.

572 Mr Holgate’s First Report, paragraph 7.28.

573 Mr Holgate’s First Report, paragraph 7.28.1.

574 Mr Holgate’s First Report, paragraph 7.28.2.

575 Mr Holgate’s First Report, paragraph 7.28.3.
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Mr Holgate then notes there is also a need to consider whether transactions should be

considered together or separately.’®

He notes there are two different components:
(a) the grant of a licence; and

(b) the provision of on-going services.””

He acknowledges that e-Discovery software was capable of being sold, and operated,
independently, but states that he is instructed to assume that this would not have been

practicable and that it did not happen in practice.>”®
Mr Holgate notes:

“... the on premise arrangements in which e-Discovery software was sold and operated
independently of an Autonomy hosted arrangement are different from the hosted

transactions...

... the fact that, in those independent transactions, the software licence was considered
to be a separately identifiable component of the overall arrangement, says nothing about

how the licence is to be regarded in the hosted e-Discovery arrangements.” 3°
Mr Holgate concludes:
(@) there was no substance to the granting of a licence;° and

(b) the revenue recognition criteria should be applied to the transaction as a whole in
order to reflect the combined substance of the two elements of the transaction,

being the provision of e-Discovery services over a period of time.>!

As regards the BP contracts, Mr Holgate considers these in substance to be similar to the

other e-Discovery contracts. %

Mr Holgate accepts that if he were wrong about the substance of the e-Discovery
transactions (such that the revenue recognition criteria for the sale of goods apply to the

grant of the licence), he does not believe that those particular criteria were met. 8

He states that three of the five criteria would not be met, in other words:

576 Mr Holgate’s First Report, paragraph 7.29.
577 Mr Holgate’s First Report, paragraph 7.30.
578 Mr Holgate’s First Report, paragraph 7.30.
579 Mr Holgate’s First Report, paragraph 7.30.
380 Mr Holgate’s First Report, paragraph 7.30.
38! Mr Holgate’s First Report, paragraph 7.30.
82 Mr Holgate’s First Report, paragraph 7.31.
383 Mr Holgate’s First Report, paragraph 7.36.
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() Autonomy has not transferred to the buyer the significant risks and rewards of

ownership of the goods;

(b) Autonomy retains continuing managerial involvement to the degree usually

associated with ownership or effective control over the goods; and
(c) the amount of revenue cannot be measured reliably.%®*

As regards (c), Mr Holgate states that whilst it might be possible to establish a fair value

of the individual components based on either:
(@) price; or
(b) cost plus margin,

he refers to the assumptions which he has been instructed to make which he says means
it would not have been possible to reliably measure the revenue attributable to the

software licence.%®

My conclusions on Mr Holgate’s report and opinion

It is Mr Holgate’s opinion that based on the assumptions he is instructed to make, there
should be no upfront recognition of revenue in respect of the software licence sale as part

of a hybrid hosting arrangement.

Mr Holgate was instructed to assume that a Digital Safe licence was of no independent
value to a customer, that the software could not work on a customer’s premises without
Autonomy’s (and no one else’s) ongoing support, there were no user manuals, the intention
and understanding was the customer data would be hosted by Autonomy and all associated

services would be performed by Autonomy at Autonomy’s own data centres.
In the above circumstances, Mr Holgate states:

“... to speak of granting to the customer a licence to use the Digital Safe software had no

real meaning for practical purposes.” 5%

“The sale of a licence to Digital Safe had no commercial effect in practice and therefore

no substance.” 587

Based on these assumptions that Mr Holgate has been instructed to make, in my opinion,
there is not another credible way to analyse the Schedule 6 Digital Safe transactions. In

other words, the assumptions that Mr Holgate has been instructed to adopt do not lead to

384 Mr Holgate’s First Report, paragraph 7.37.
385 Mr Holgate’s First Report, paragraph 7.37.
386 Mr Holgate’s First Report, paragraph 7.4.3.
87 Mr Holgate’s First Report, paragraph 7.6.
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any other accounting treatment outcome or conclusion other than that reached by Mr

Holgate.

Likewise, as regards e-Discovery transactions, Mr Holgate reaches the same conclusion that
there should be no upfront recognition of revenue in respect of the software licence sale

as part of a hybrid hosting arrangement.
Again, Mr Holgate was instructed to assume, amongst others, that:

(@) it would have been impractical for hosted customers to take the e-Discovery

software and data in-house to perform the services themselves;

(b) the understanding was that the software and data would be hosted by Autonomy

at its data centres and all associated e-Discovery services would be performed by

Autonomy;

(c) the transaction essentially involved an upfront prepayment in the form of a licence
fee;

(d) Autonomy management did not have an established fair value for each of the

individual components of hosted e-Discovery deals;

(e) Autonomy did not apply standard prices for e-Discovery software licences sold for

independent use; and

(f) that there was no standard or quoted pricelist for the different services provided

in hosted e-Discovery arrangements involving the purchase of a licence.
In the above circumstances, Mr Holgate states:

“... to speak of granting to the customer a licence to use the e-Discovery software had no

real meaning for practical purposes.” 5%

“... the value was in the service to be received over the duration of the contract, not in

the licence...” 5%

Again, based on the specific assumptions that Mr Holgate was instructed to make, in my
opinion, there is again not another credible way to analyse the Schedule 6 transactions for

the sale of E-Discovery licences.

However, if for example, it was possible for customers to perform the services themselves,
contrary to just the single assumption that it was not practicable for a customer to perform

the service itself, then | would not agree in the same way.

88 Mr Holgate’s First Report, paragraph 7.26.3.
89 Mr Holgate’s First Report, paragraph 7.26.4.
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My summary of the evidence presented (as | understand it)

8.97 In preparing this Supplemental Report | have had the opportunity to review and consider

the following additional witness evidence:
() Second Witness Statement of Dr Michael Lynch, dated 16 November 2018;
(b) Witness Statement of Alastair Martin (“Mr Martin”), dated 16 November 2018;

(c) Supplemental Witness Statement of Roger Wang (“Mr Wang”), dated 15 November
2018;

(d) Supplemental Witness Statement of Samuel Yan (“Mr Yan”), dated 14 November
2018;

(e) Witness Statement of Poppy Gustafsson (“Ms Gustafsson”), dated 15 November
2018;

(f) Supplemental Witness Statement of James Krakoski (“Mr Krakoski”), dated
5 November 2018;

(g) Witness Statement of Eloy Avila (“Mr Avila”), dated 15 November 2018;
(h) Witness Statement of Donald Avant (“Mr Avant”), dated 9 November 2018;

(i) Supplemental Witness Statement of Christopher Goodfellow (“Mr Goodfellow”),

undated,
() Witness Statement of Andrew Gersh (“Mr Gersh”), dated 14 November 2018; and
(k) Mr Holgate’s First Report

8.98 | have also provided further comment of relevance arising from the witness statements
and evidence disclosed for the purposes of my First Report, including the witness
statement of Mr Welham, and below also identify examples of Deloitte’s audit and review

findings in regard to examples of hosting transactions.

Brief summary of Deloitte’s relevant and audit review work

8.99 | have reviewed the Deloitte working papers which support Deloitte’s revenue recognition
conclusions for a sample of hosting transactions listed at Schedule 6 Re-Re Amended
Particulars of Claim. My review comprised consideration of the following sample of

Schedule 6 high value transactions (in terms of licence revenues recognised upfront):

(@) Bank of America Q1 2009;3%

590 £P0S00148758}, tab “(3) BOA”.
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(b) Morgan Stanley Technology Q4 2009;>"

(©) Bank of America Q1 2010;%%
(d) BP Q2 2010;5%
(e) JP Morgan Chase & Co Q2 2010;>%4
(f) Metropolitan Life Q2 2010;%%

(g) Deutsche Bank / EMARS Group Q1 2011;>%

(h) Metropolitan Life Q2 2011;>7
(i) US Postal Service Q2 2011;°® and
() Iron Mountain Q2 2011,

The above sample covers a total of US$84m of software licence fees recognised upfront in
Autonomy’s accounts throughout the period from Q1 2009 to Q2 2011 (Schedule 6 of the
Re-Re Amended Particulars of Claim comprises transactions with licence revenues

recognised upfront totalling US$187m).
Deloitte’s conclusion in respect of each of the above transactions is broadly the same:
“Revenue recognition

(a) The risks and rewards of ownership passed to the customer when the items were
delivered [In the case of the Q2 2011 Iron Mountain transaction: “when the deal was
signed”%®]. As all of Autonomy’s obligations have been fulfilled the risks and rewards

have been transferred.
(b) Autonomy has not retained any managerial control.

(c) The revenue can be measured effectively as it is stated on both the invoice and in the

contract

(d) It is probable that economic benefits will flow to Autonomy

591 {POS00148762}, tab “(2)
592 fP0S00176888}, tab “(4) BOA”.
593 £P0S001768793, tab “(2)

Morgan Stanley”.

BP (large)”.

594 fPOS00176879}, tab “(4) JP Morgan Chase”.

59 {POS001768683, tab “8”.

39 fPOS001694663}, tab “4”.

597 £POS001792953, tab “5”.

598 £POS00179295}3, tab “6”.

599 fPOS00170784} tab “8” - | note that this is the Q2 2011 Iron Mountain transaction considered by Mr Holgate
at paragraphs 7.40 to 7.58 of his first report. | have not considered this transaction further than a review of
Deloitte’s conclusions.

600 £P0S00170784} tab “8”
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(e) There are no costs incurred in this transaction.
SATISFACTORY

Conclusion

SATISFACTORY”

In addition to the above conclusion, the working papers for the following transactions

include an additional comment, as follows:

(@) BP Q2 2010: “Note that we have confirmed with Pete Menell (CTO) that Autonomy
retains no managerial involvement in this sale. With the exception of providing
the services outlined under the contract, there is no further involvement from

Autonomy.”%" ; and

(b) JP Morgan Chase & Co: “Note that we have confirmed with Chris Goodfellow that
Autonomy retains no managerial involvement in this sale. With the exception of
providing the services outlined under the contract, there is no further

involvement from Autonomy.” %02

As is apparent, Deloitte therefore considered hosting transactions at the time to be
capable of being separated into separate components, and a fair value calculated for the

licence element.
Commerciality of the re-structuring arrangements

The Claimants assert that hosting arrangements were restructured primarily for the

purposes of revenue acceleration. 6%

This assertion is disputed by the Defendants who maintain that the restructured “hybrid”

arrangements were adopted for commercial reasons.
Dr Lynch states:

“Autonomy offered a hybrid hosting model to ensure it remained competitive in the
hosting business in light of market changes and commercial realities. Data storage rates
were rapidly falling, making the existing rates under Autonomy’s contracts

uncompetitive.” 0

Dr Lynch expands on this, confirming that the hybrid arrangements had the commercial

effect of binding customers over a longer term, providing Autonomy with a greater

601 {POS00176879}.

602 fp0OS001768793.

603 Re-Re-Amended Particulars of Claim, paragraph 30.2.3.2.
604 First Defendant’s Amended Defence, paragraph 48.4.2.
605 Dr Lynch’s First Witness Statement, paragraph 446.

152



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

8.108

8.109

8.110

8.111

8.112

8.113

predictability in the future size of its hosting business thereby affording a better

understanding for future investment requirements. %%

In his second witness statement, Dr Lynch further outlines the significant changes in the
software industry leading up to 2010. He describes a “significant and sudden shift towards

hosted solutions, otherwise known as the cloud.” %7

Dr Lynch adds that whereas previously most of Autonomy’s customers purchased licences,
“... by 2010, the vast majority of Autonomy’s archiving customers opted for hosted

solutions.” 6%8

During this period, Dr Lynch also refers to data storage rates “falling by orders of
magnitude” %° and the importance of Autonomy offering customers corresponding cost
savings. Dr Lynch cites as an example customer USPS who was offered a variety of different
delivery mechanisms (including Saa$S) but opted for a licence model.®"® Dr Lynch later adds
that:

“I now know that USPS specifically requested a licence model, as USPS was interested in
bringing its system in-house”.6!" 612

Mr Hussain also highlights the commercial advantages of the hybrid arrangements, stating

“

that they were “... commercially advantageous to Autonomy because (amongst other
things) they allowed Autonomy to lock customers into fixed-term contracts, gain
commercial certainty about receipt of minimum amounts of revenue from those

customers, and up-sell other products.” '3,

Mr Wang (Autonomy vice president of product development for Digital Safe) accepts that
one of the benefits of the licence model was that it locked in the customer since the
customer had already prepaid upfront for the service for several years. However, he takes

the view that:

“... it was the upfront payment for the licence, as opposed to the licence itself, which

locked in the customer.” ¢

Mr Goodfellow (Autonomy chief technical officer of infrastructure) supports the Claimants’

assertions:

606 Dr Lynch’s First Witness Statement, paragraph 460.
607 Dr Lynch’s Second Witness Statement, paragraph 66.
608 Dr Lynch’s Second Witness Statement, paragraph 66.
609 Dr Lynch’s Second Witness Statement, paragraph 68.
610 Dr Lynch’s Second Witness Statement, paragraph 69.
61" Dr Lynch’s Second Witness Statement, paragraph 74.
612 1D001098669} / {D000974754}.

613 Mr Hussain’s Witness Statement, paragraph 30.

614 Mr Wang’s First Witness Statement, paragraph 47.
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“My understanding was that the reason why Autonomy moved to the licence model was so
that it could accelerate the recognition of revenue. The trade-off for the earlier
recognition of revenue was a reduction in overall revenue to Autonomy from what was,

in actual practice, the same business and service relationship.”

“l viewed the move towards the new licence structure as being driven by accounting rather

than business or technical issues”. 61

Mr Krakoski (Digital Safe sales executive) notes that there were no real changes in the
services provided, but he accepts that the licence model afforded Autonomy a commercial

benefit by locking in customers:

“Although the licence gave the customer the right to use the Digital Safe software,

nothing actually changed compared with the pre-existing SaaS arrangement.” 16

“The licence model did enhance customer lock-in due to the fact that customers had paid

a significant sum upfront.” "7

Mr Krakoski further describes the position from a sales viewpoint, explaining that sales
representatives were highly incentivised to seek out licence opportunities and that
significantly more commission could be earned from structuring new / restructuring

existing hosting contracts to include upfront licence revenue.

He explains that customers were willing to enter into restructured contracts and purchase
licenses to Digital Safe because of aggregate cost savings over the term of the contract

compared with pre-existing arrangements.
However, as regards the licence, Mr Krakoski notes:

“... although a customer bought a licence to use the software, in practice, the customer
was not able to do anything with it. It was common knowledge within Autonomy that
Digital Safe was not easy to manage - it was a proprietary system and it was impractical

for a customer or a third party to set it up or manage it; only Autonomy could do that.”
618

Mr Krakoski also states that customers:

“... wanted the arrangement to continue as before (just with the financial savings).” '

615 Mr Goodfellow’s First Witness Statement, paragraph 14.
616 Mr Krakoski’s First Witness Statement, paragraph 13.
617 Mr Krakoski’s First Witness Statement, paragraph 16.
618 Mr Krakoski’s First Witness Statement, paragraph 24.
619 Mr Krakoski’s First Witness Statement, paragraph 25.
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In contrast, and in support of the Defendants’ assertions, Ms Gustafsson (Autonomy’s
former European financial controller and a past member of Deloitte’s audit team
responsible for the audit of Autonomy) expresses surprise in the suggestion that
Autonomy’s only motivation to restructure existing hosted deals was to get accelerated
revenues®?”. Ms Gustafsson highlights the commercial benefits afforded to Autonomy by

the restructured arrangements:

“For hosting, we offered discounts on long-term storage accounts to encourage customers
to have the most amount of data with us so that they were “locked in” and it would be

too much of an effort to move.” ©2'

“Locking in customers by renegotiating their existing hosted contracts was normal,

prudent business practice given rapid changes to the hosted market.” 62

“The most important thing for companies, such as Autonomy, to do was to ensure its

hosted customers were more likely to stay on a long-term basis ...” 6%

“When storage rates were falling due to advances in technology, securing an upfront
financial commitment from a customer was valuable, and there was an absolute

commercial benefit in doing so.” 64

“By bringing a customer’s commitment upfront, Autonomy effectively de-risked the
contract, reducing the chance the customer walking away years in the future, if cheaper

storage rates were on offer elsewhere”. %
Ms Gustafsson continues:

“Customers were willing to make large upfront payments under a restructured deal if
they saw they were getting: (i) optionality; and (ii) reduced storage rates over the life of
the arrangement. Optionality came in the form of the customer gaining a licence, which
meant they could take their data in-house if they wanted, or move the data to a third

party storage provider...” 6%

620 Ms Gustafsson’s Witness Statement, paragraph 128, referring to the statement of Mr Egan.
621 Ms Gustafsson’s Witness Statement, paragraph 126.
622 Ms Gustafsson’s Witness Statement, paragraph 127.
623 Ms Gustafsson’s Witness Statement, paragraph 127.
624 Ms Gustafsson’s Witness Statement, paragraph 127.
625 Ms Gustafsson’s Witness Statement, paragraph 128.
626 Ms Gustafsson’s Witness Statement, paragraph 134.
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Independent value of licences as separate components

Autonomy accounted for the revenue arising from “hybrid” transactions in two separate

parts:
() the value of the licence component was recognised upfront; and
(b) the data hosting (storage) component (and any other services) was recognised

rateably over the period of provision of the arrangements.

The Claimants assert that the Digital Safe software licences were not separately
identifiable components of hosting arrangements and therefore had no independent value.
As such, revenue from the sale of licences could not be recognised upfront, at the point

of sale.
This assertion is disputed by the Defendants.

Mr Hussain emphasises the two separately identifiable components of the hybrid

arrangements, commenting:

“These arrangements reflected the fact that Autonomy was selling the customer both a
licence to use Autonomy software (which could be used with or without Autonomy hosting
services) and separate hosting services. It was appropriate to charge for those products

separately.” 77

“The arrangements ... recognised the fact that, in providing hybrid arrangements,
Autonomy was selling customers two discrete elements: (a) first, a licence to use
Autonomy’s Digital Safe and/or eDiscovery software and/or other software, which could
be used regardless of whether the customer took advantage of Autonomy’s hosting

services or not; (b) second, Autonomy’s hosting services.” 2

“The hosting services were separate from the software provided pursuant to the licence.
The payments received in relation to the sale of the licences were not, and should not

have been, treated as pre-payments for hosting and related services...”. ¢%°
In addition, Mr Hussain continues:
“....a number of customers for Autonomy’s data-hosting services chose to install the

licensed software on-premises (either their own, or on a third-party provider’s).” 3

627 Mr Hussain’s Witness Statement, paragraph 31.

628 Mr Hussain’s Witness Statement, paragraph 182.
629 Mr Hussain’s Witness Statement, paragraph 210.
630 Mr Hussain’s Witness Statement, paragraph 214.
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8.126 Mr Wang, in his first witness statement, identifies a number of issues regarding customers
own on-site hosting of Digital Safe software, in particular the levels of ongoing support

required of Autonomy:

() onsite deployment of Digital Safe Autonomy required customers to purchase
managed services. Mr Wang states that if any customer insisted on Digital Safe, “...

we [Autonomy] provided substantial ongoing support.”; 63

(b) difficulties caused by the absence / limited level of remote monitoring and lack of
customer facing documentation, and because of this Mr Wang says that “..
Autonomy was trying to move these customers [Air Liquide, BNP Paribas and Rand]

onto a solution designed for on-premise use (i.e. EAS or CAMM).”; 63

(c) Apple: wanted to run the software entirely by itself but Autonomy were providing

“a lot of support”; 633

(d) AXA: was sold Digital Safe without managed services. AXA refused remote access
for security reasons but Mr Wang advised AXA that remote access was required to

ensure Digital Safe worked and operated properly; ¢34

(e) Citi: was one of the few customers that removed its data from Autonomy’s data
centres and took on-premise. Because of its size, Mr Wang describes this as having

been a “very complex implementation process”; 63

(f) Manufacturers Life expressed concerns about Digital Safe being on-premise, as it

would need “unrestricted VPN access” from Autonomy;®3¢ and

(g) Rand: Mr Wang notes issues with the delivery, performance and implementation of

Digital Safe and a lack of provision of training and guides.®*’
8.127 Mr Wang takes the view:

“Digital Safe was a sticky product in any event given the difficulties and expense of
switching providers. Particularly for longer term customers who stored a lot of data with

Autonomy, it would have been such a painful process to move.” 3

8.128 Whilst Mr Wang points out a number of operational issues concerning the implementation

and hosting of Digital Safe by customers on-premise, there appears to be nothing within

631 Mr Wang’s First Witness Statement, paragraph 25.

632 Mr Wang’s First Witness Statement, paragraph 28.

633 Mr Wang’s First Witness Statement, paragraph 30.

634 Mr Wang’s First Witness Statement, paragraph 31.

635 Mr Wang’s First Witness Statement, paragraph 34.

636 Mr Wang’s First Witness Statement, paragraph 35.

637 Mr Wang’s First Witness Statement, paragraphs 37 to 41.
638 Mr Wang’s Witness Statement, paragraph 47.
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Mr Wang’s evidence that Digital Safe could not (albeit not without some difficulties) be

hosted by customers themselves.

Furthermore, Mr Avila disagrees with Mr Wang’s apparent suggestion that there is
something untoward about Autonomy having access to check on customers’ safes from time

to time. Mr Avila states:

“This is not my understanding. Vendors that service these large enterprise organizations
often are given the ability to “dial in” via VPN or otherwise to check in to make sure

everything is fine or otherwise to monitor the product.” %

As regards the requirement for Autonomy to assist customers implement and provide

ongoing support services, Dr Lynch comments:

“This was not an unusual feature of Digital Safe. Virtually all enterprise software requires

a technically skilled person to implement or manage its use...” ¢

In his supplemental witness statement, Mr Wang states that Digital Safe required
considerable ongoing support from Autonomy as well as Autonomy’s involvement in its

initial implementation. Without this support, Mr Wang says “Digital Safe would fail.” '

Mr Wang accepts Dr Lynch’s assertion that Digital Safe was written in industry standard
programming language, but maintains that owing to its complexities, qualified engineers

would need significant training to be able to build or operate it.%*
Mr Goodfellow is of the same view as Mr Wang:

“... only people who are extremely familiar with Digital Safe (i.e. people who work or
have worked at Autonomy) can readily understand it and... although a customer might buy
a licence to use Digital Safe software, in practice, the customer would not be able to do

anything with it without significant Autonomy support ...” 3

In his first witness statement, Mr Yan (senior member of the Digital Safe product

development team) states:

“Digital Safe was designed to be a hosted solution - it was designed to be located at an

Autonomy data center and managed by Autonomy personnel.” %44

639 Mr Avila’s Witness Statement, paragraph 31.

640 Dr Lynch’s Second Witness Statement, paragraph 75(a).

641 Mr Wang’s Supplemental Witness Statement, paragraph 6.

642 Mr Wang’s Supplemental Witness Statement, paragraph 6(a).

643 Mr Goodfellow’s Supplemental Witness Statement, paragraph 4.
644 Mr Yan’s First Witness Statement, paragraph 26.
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Mr Yan continues:

“We [the product development team] did not build it [Digital Safe] with a view to offering

it as an on-premise solution ... which customers could run themselves.” %

However, Mr Yan continues to say that following Autonomy’s acquisition of Zantaz, the

product development team was:

“... encouraged, and at times pressurized, into trying to package Digital Safe into a self-
contained appliance for sale to on-premise customers. This led to the development of
what was known amongst the software developers as “Safe in a Box” (subsequently
marketed as “Arcpliance”), which was essentially a computer box with the capacity to
archive a limited amount of data. This solution was provided to the relatively small
number of customers who insisted, despite our discouragement, on taking their Digital

Safes on-premise.” 54

Mr Yan explains that the process of setting up Digital Safe on a customer’s premises

involved customisation, configuration and implementation of the software. He states that:

“In practice, a Digital Safe could only be customized, configured and implemented on a

customer’s premises by Autonomy.” %

Further, Mr Yan disputes Dr Lynch’s claim that Digital Safe could be and was configured and
implemented on the customer’s premises for customer use otherwise than by Autonomy,

on multiple occasions, stating:

“l am not aware of a single customer who has ever successfully implemented, or even

attempted to implement, Digital Safe itself (i.e. without Autonomy).” ¢4
Mr Yan continues to say that Digital Safe:

“... is a very complex and alive solution, which requires ongoing support services from

Autonomy far beyond standard support and maintenance in order to maintain it.”

“All Digital Safe systems required this level of support from Autonomy, regardless of

whether they were hosted or on-premise ...”¢*

645 Mr Yan’s First Witness Statement, paragraph 26.
646 Mr Yan’s First Witness Statement, paragraph 28.
647 Mr Yan’s First Witness Statement, paragraph 36.
648 Mr Yan’s First Witness Statement, paragraph 39.
649 Mr Yan’s First Witness Statement, paragraph 41.
650 Mr Yan’s First Witness Statement, paragraph 42.
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“Whilst it was in theory technically possible for a customer or third party to have managed
or operated Digital Safe themselves, in practice they could not do so without support

from Autonomy.” 631

Dr Lynch accepts that Autonomy would assist and support customers with the
implementation of purchased software, but notes that such services were not constant®®?,

and that customers would be charged for services they received 3.
In his Amended Defence, Dr Lynch notes:

“Many companies themselves installed and operated Digital Safe, and thus there is no

basis to argue the licences lacked independent value.” 4
Dr Lynch expands:

“Customers could, and many did, choose to host their data in-house or with a third party
provider, using the licence portion of the Autonomy contract. Even for customers that
continued to use Autonomy’s hosting services, the licence component was a valuable
asset. The Claimants have now admitted that both relevant hosting products (Digital Safe

and e-discovery) were in fact sold independently. ’¢>

Mr Martin (Autonomy group head of technical and customer operations) adds support to Dr

Lynch’s position, stating:

“... the claim that the Digital Safe software could not be used by customers on-premise

does not make sense to me.” 636

Mr Martin refers to on-premise delivery to customers including Bank of America, Deutsche
Bank, SFO, AXA and Merck: %’

“To the best of my knowledge and understanding, there was no technical reason why
Autonomy would not have been able to train its partners. While Digital Safe was by no
means a “simple” or “easy” piece of software, the implementation and operation of
Digital Safe was not a closely-guarded trade secret and it was in our interest for customers

or partners to be able to run the software themselves.” 58

651 Mr Yan’s First Witness Statement, paragraph 47.

652 Dr Lynch’s Second Witness Statement, paragraph 75(c).
653 Dr Lynch’s Second Witness Statement, paragraph 75(d).
654 First Defendant’s Amended Defence, paragraph 48.4.3.
655 First Defendant’s Amended Defence, paragraph 48.4.3.1.
656 Mr Martin’s Witness Statement, paragraph 31.

657 Mr Martin’s Witness Statement, paragraphs 31 to 33.

658 Mr Martin’s Witness Statement, paragraph 37.
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Mr Martin continues:

“... | do not understand why a license would have no value to a customer if the customer
does not implement and run it itself. During my time at Autonomy, | encountered
numerous reasons why customers wanted the Digital Safe license as opposed to the hosted
offering. For example, some customers wanted full and complete control over their data
[Apple]; some needed to comply with statutory requirements regarding their data leaving
a certain jurisdiction [ManulLife ... and UBS Switzerland ...J; some had a policy disfavouring
third parties from being able to access their data [SFO ...]; some wanted to resell Digital
Safe as a service themselves [Rand ...J; and some may have wanted to ensure that
Autonomy’s Digital Safe source code is in escrow in case something were to happen to

Autonomy [Morgan Stanley ... and AXA ...].” ©°

Mr Martin’s position is corroborated by the witness evidence of Mr Avila (Autonomy chief
technical officer), who agrees with the reasons stated by Mr Martin (above) as to why

customers wanted the Digital Safe licence.®?

As regards the provision of support to those customers choosing to take Digital Safe on-

premise, Dr Lynch states:

“Autonomy offered customers training courses on the software, which the big banks took
advantage of... There were also a multitude of written manuals available to customers

working with Digital Safe... Digital Safe ... was sold as a standalone solution. "
Mr Wang disputes Dr Lynch’s claim, stating:

“... there were no customer facing training manuals to explain to customers how to

operate or manage the solution...” 2
Mr Wang continues:

“Release notes [provided to customers by Autonomy and which Mr Wang says Dr Lynch is
referring to] ... would never cover the implementation or operation of Digital Safe

itself. 663
As regards training and user manuals, Mr Yan agrees with Mr Wang:

“The only customer facing guides were the Digital Safe User Guides...”

659 Mr Martin’s Witness Statement, paragraph 39.

660 Mr Avila’s Witness Statement, paragraph 30.

661 Dr Lynch’s First Witness Statement, paragraph 470.

62 Mr Wang’s Supplemental Witness Statement, paragraph 6(d).
663 Mr Wang’s Supplemental Witness Statement, paragraph 6(d).
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“... These ... provided only very cursory explanations about how to perform various

functions within Digital Safe ...” %*
Mr Yan continues:

“There were a few ad hoc (unsuccessful) attempts at training, in the course of which we
may have shared what limited materials we had ... but we never created customer facing
user manuals regarding implementation / management of Digital Safe because there was
never any expectation that even with such a manual the customer would be able to

implement or manage the Digital Safe themselves.” %
Mr Krakoski (Digital Safe sales executive) notes:

“Digital Safe training did not cover the implementation or ongoing operation of the Digital
Safe software. Such matters went to the mechanics of Digital Safe itself and were
therefore far more complex that simple front-end functionality. The implementation and
ongoing operation of Digital Safe were not subjects on which we provided customers with
training and were in any event not matters for the customer given that Autonomy

provided these services.” ¢

Regarding Dr Lynch’s suggestions that some customers were given the opportunity to

purchase Digital Safe software alone, Mr Yan states:

“... a customer would not have been able to do anything with a Digital Safe licence if the
customer had bought such a licence and nothing else...” [referring to the need for
Autonomy’s services in respect of installation, implementation, operation and

management of Digital Safe]. %’
Mr Yan continues:

“... In reality, the customer did not gain any flexibility from purchasing the licence ...
because it could not do anything with the Digital Safe software without substantial

further assistance from Autonomy.” 668

664 Mr Yan’s First Witness Statement, paragraph 47.
665 Mr Yan’s First Witness Statement, paragraph 49.
666 Mr Krakoski’s Supplemental Witness Statement, paragraph 4.
67 Mr Yan’s First Witness Statement, paragraph 52.
668 Mr Yan’s First Witness Statement, paragraph 53.
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8.155 Mr Yan responds to the examples of on-premise deals provided by Dr Lynch®®, highlighting
the ongoing level of involvement required of Autonomy in each of these circumstances,

including:67°

(@) American Express: Autonomy was responsible for installation, monitoring and

maintaining the Digital Safe software;

(b) BNP Paribas: Autonomy carried out the implementation process which involved

customisation. Autonomy continued to monitor the software through VPN access;

(c) Citibank: Engaged the services of an Autonomy employee on an almost permanent

basis. Autonomy continued to monitor the software via VPN access;

(d) Manufacturers Life: Autonomy provided ongoing services until acquiring a presence

in Canada, when Manufacturers Life then became a hosted customer;

(e) Merck: Implemented by Autonomy with continued provision of Autonomy’s remote

management services;

() Serious Fraud Office: an Autonomy operations engineer was assigned to the SFO.

Autonomy was given remote access on request; and
(g) UBS: Autonomy provided remote managed services.

8.156 Asregards the separability of the individual licence and hosting components, Ms Gustafsson
expresses the view (from an accounting perspective) that the key point in determining the
separability of the licence component element (for revenue recognition purposes) was not
whether customers had actually chosen to host their data on-premise, but rather the fact
that customers “had the option of doing so” under the terms of the arrangement, should
they choose to. ¢! In other words, provided that the customer had the option to, and was
able to, take the Digital Safe software on-premise, the software licence could be

considered a separate component of the overall arrangement.

8.157 Ms Gustafsson describes the hosted arrangements as being an example of what she refers
to as a “bundled” contract, which meant there were a number of different components

making up the total package. Ms Gustafsson refers to these individual components as being:

(@) licence;
(b) support and maintenance;
(c) professional services fees;

669 First Defendant’s Amended Defence and Counterclaim, paragraph 154.1.
670 Mr Yan’s First Witness Statement, paragraph 57.
671 Ms Gustafsson’s Witness Statement, paragraph 135.
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(d) monitoring and administration fees; and
(e) the hosting fees.®”?

In other words, in summary, it is very clear from the above range of opinions that there is
a large factual divide between the parties as to whether, even where in fact a customer
did take Digital Safe ‘on premise’, the Digital Safe licence could be run independently
without Autonomy support; and / or whether it required Autonomy authorisation,
installation, implementation and management, even if it could be provided ‘on premise’.
This is said to be relevant to the question of the value of the licence as a standalone
product. As | stated in my First Report, in my opinion, the mere existence of a potential
requirement to provide managed services would not necessarily undermine the
independent value of the Digital Safe licence to Autonomy’s customers®’. For the
avoidance of doubt, my opinion on this remains unchanged. Similarly, | repeat my opinion
expressed at paragraph 15.24 of my First Report, that in order to assess the substance of
a transaction with multiple elements, the transaction should be viewed from the

perspective of the customer.
Fair value

The Claimants assert that the fair value of the revenue on a sale of a software licence in
conjunction with the provision of hosted services could not be readily measured.
Accordingly, the requirements of IAS 18 for the upfront recognition of revenue from such

licence sales could not be met.

Dr Lynch explains the process of establishing fair value of licences. In his response, he

clarifies:

“The fair value of the licence was correctly measured using the residual method, and
revenue from the licence sale was recognised in accordance with IAS 18. For each deal, a
cost analysis was performed to capture the costs of the hosting portion (often using the
standard rate for data storage), with the fair value of the licence calculated based on the
residual value of the complete contract. This treatment was discussed with, reviewed by,

and concurred in by Deloitte.” 674
Dr Lynch also states:

“... the Finance Department worked closely with Deloitte to test revenue recognition of

these deals, which involved testing the fair value of the licence component”.

672 Ms Gustafsson’s Witness Statement, paragraph 136.
673 My First Report, paragraph 15.33.
674 First Defendant’s Amended Defence, paragraph 141.2.
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“... I ... understood that Deloitte were totally comfortable with the approach we took. |

further understood that the Audit Committee considered these transactions as well”. 57
Ms Gustafsson explains:

“The accountant is required to work out the “fair value” of each of the separate
components. You must calculate the fair value of the licence using the residual value, i.e.
you know the total value of the bundled deal, you deduct the fair value of each of the
service-related components, and the value you are left with is the fair value of the

licence.” 676

Ms Gustafsson notes that she supported the sales teams when negotiating with customers
by preparing models illustrating how each individual component of the bundled deal could

be priced.¢””
Ms Gustafsson adds:

“From an IFRS perspective, once you have deducted the fair value of all of the separately
identifiable components of the deal, you are left with the fair value of the licence. This
is the value attributable to the archiving licence, whether hosted by Autonomy or the

customer.”

“Once that licence has been delivered and you can reasonably assume the fees are

collectable, then you recognise the revenue on that licence.” 78
Ms Gustafsson further notes:

“Assessing the fair value of these deals was not something that sales personnel would
have been involved in, given it was the role of Autonomy’s finance function. For every
restructured hosted deal, Deloitte, as Autonomy’s auditors prepared a revenue testing
sheet, and the audit team had access to all relevant documents and other information

necessary to perform their independent fair value assessment.” ¢7°

| also refer to Dr Lynch’s explanation as to how Autonomy priced e-Discovery services using
rate cards, which enabled the fair value of the services to be established separate from

the value of the licence (paragraphs 8.48 and 8.50 of this section).

| also further refer to Mr Hussain’s corresponding explanation (paragraph 8.49 of this

section) as to how Autonomy was able to establish a reliable fair value attributable to the

675 Dr Lynch’s First Witness Statement, paragraph 449.
676 Ms Gustafsson’s Witness Statement, paragraph 136.
677 Ms Gustafsson’s Witness Statement, paragraph 137.
678 Ms Gustafsson’s Witness Statement, paragraph 142.
679 Ms Gustafsson’s Witness Statement, paragraph 143.

165



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

8.168

8.169

8.170

8.171

8.172

8.173

services based on (i) per-data unit prices for hosting services; (ii) man hour rates for

services; and (iii) maintenance charge percentages.

Based on the evidence of Ms Gustafsson (a qualified chartered accountant, former member
of the Deloitte audit team responsible for Autonomy’s audit and former Autonomy
European financial controller), contrary to the Claimants’ assertions, there would appear
to have been clear procedures in place and relevant financial information available for the
purposes of establishing “fair value” of the individual components of the hosting

arrangements.

It would also appear from Ms Gustafsson’s evidence that Deloitte, Autonomy’s auditors,
had a close involvement in the process and ultimately concurred with the revenue
recognition treatment adopted as regards licence sales revenue as a separate component

of the hosting arrangements.
In particular, Mr Welham of Deloitte refers to the restructuring of hosted services from:

() the provision of those services on a SaaS (Software as a Service) basis, the revenue
of which was recognised over the period in which the hosting services were

performed; to

(b) the purchase of a licence for Digital Safe and e-Discovery software (for which
customers paid an up-front, one-off licence fee) and significantly reduced ongoing

charges for data storage and other services. %

Mr Welham then refers to the restructured arrangements as being “bundled arrangements”
(being transactions which comprise multiple components of licence, storage, support and

maintenance), referring to IAS 18 paragraph 13 which provides that:

“

. in certain circumstances, it is necessary to apply the recognition criteria to the
separately identifiable components of a single transaction in order to reflect the

substance of the transaction.” ¢
Mr Welham notes also that in such circumstances:

“... the revenue recognition criteria set out in IAS 18, paragraph 14 (in the case of the sale
of a good) and IAS 18, paragraph 20 (in the case of the rendering of a service) can be
applied to each of the components of the arrangement separately, according to its

substance. ”’¢82

He further notes:

680 Mr Welham’s Witness Statement, paragraph 87.
681 Mr Welham’s Witness Statement, paragraph 88, quoting from IAS 18 paragraph 13.
682 Mr Welham’s Witness Statement, paragraph 89.
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“If the conclusion is that there are not separately identifiable components of the
transaction, or that there are multiple, separately identifiable components but that,
given the substance of the transaction, the recognition criteria should not be applied
separately to each component, then the revenue recognition criteria (in either paragraph

14 or 20) must be applied to the transaction as a whole...” 8

In summary, therefore, whilst the Claimants’ allege that the fair value of a software license
cannot be measured in a hosted services scenario, the Defendants point to the residual
value method, meaning that if all other components of a transaction can be measured at

fair value, the remaining fair value balance must be the fair value of the licence.

My overall conclusions on the accounting treatment

In my opinion, the assumptions put to Mr Holgate can generally only provide for one way

to account for the impugned transactions.

These assumptions, however, are in contrast to the position portrayed in the Defendants’
witness evidence. The assumptions are also in contrast to Deloitte’s, Autonomy’s own

auditors, understanding of the facts and circumstances at the time.

The result appears to be a very broad factual dispute between the parties, based on the
witness evidence provided. The only other evidence that | am aware of is the Deloitte
audit and review working papers, which | briefly commented on as assessing, for example,

the Digital Safe upfront licence purchases as sale of goods revenue.

The Defendants’ assertions, combined with the witness evidence in support thereof, would

suggest a different proposition to the assumptions put to Mr Holgate, in that:

(a) licences did have independent value and were perceived by customers as having
such;
(b) the software could operate as a standalone product and could be used with or

without Autonomy hosting services;

(c) the software could be transferred, installed and configured to the customer’s own

systems; and®®

(d) on many occasions, Digital Safe was used by customers independently of

Autonomy’s hosting arrangements.

83 Mr Welham’s Witness Statement, paragraph 90.
684 As a corollary of (a) to (c).
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The Defendants’ witness evidence would also suggest that the licence component of the
hybrid arrangements could justifiably be considered a separately identifiable component

to the overall hosting services transaction.

It is on the above basis that both Autonomy, and Deloitte, concluded on the revenue
recognition accounting treatment adopted, and as | have said earlier, | consider both
Autonomy and its auditors justified in reaching their conclusions in respect of that

accounting treatment, if indeed the facts claimed are so determined.

In my opinion, one appropriate test in order to understand the substance of the transaction
is having regard to what the customer considered it was purchasing. If, as appears
possible, the customer agreed it was purchasing a separate licence (i.e. it appears possible
from consideration of the specific contractual terms agreed with the customer, including
how the customer protected its own interests), then it is quite possible that the rights
accruing to an ‘on-premise’ customer could be the same rights protected by a hosted
customer. This would be the case if any issues as to installation or monitoring costs of

on-site customers were taken care of by separate payment for those services.

As | have commented on throughout this section of my report, many of the facts, issues
and/or circumstances relating to the transactions in dispute are themselves subject to
considerable dispute as evidenced by the competing evidence provided by the parties’
witness statements. Significantly, there are substantial differences in the witness evidence
which are fundamental to a full and proper consideration of the appropriate revenue
recognition principles applicable for both Digital Safe and e-Discovery transactions. The

opposing positions appear to me to be, in summary:
Digital Safe hosted transactions

Claimants’ assertions:

() hosting arrangements were restructured primarily for the purposes of accelerating

revenue recognition;

(b) Digital Safe and e-Discovery hosting arrangements were, in substance, transactions

for the provision of services;

(c) Digital Safe software licences were not capable of being separated from the data

storage services under hybrid hosting arrangements;

(d) customers choosing to transfer the software on-premise would face considerable

difficulties without the support of Autonomy’s ongoing managed services;
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(e) in practice, although customers purchased licences, they were not able to do

anything with them without Autonomy’s support;
(f) as such, licences had no independent value; and

(g) revenue recognition criteria could not therefore be applied to a Digital Safe licence

sale as a separately identifiable component of the hybrid hosting transactions.
Defendants’ assertions:

(@) hosting arrangements were restructured for commercial reasons. The hybrid model
ensured that Autonomy remained market competitive, bound in customers over a
longer term, offered aggregate cost savings and offered customers optionality of

taking the licence elsewhere;

(b) customers owned the software licence which gave the customer the option to
choose where to host their data, whether in house or with a third-party provider,

at any time during the licence period. Many customers chose to do so;

(c) the software could operate as a standalone product and could be used with or

without Autonomy hosting services;

(d) the software could be transferred, installed and configured to the customer’s own
systems;
(e) on many occasions, Digital Safe was used by customers independently of

Autonomy’s hosting arrangements; and

(f) accordingly, the licences had independent value to the customer.

E-Discovery hosted transactions
The key determinant here is the premise that these were again hosted transactions.

The Claimants assert that no reliable fair value could be measured and attributed to a

hosted licence.

The Defendants assert that the fair value of services could be distinguished from the value
of the licence.

Accounting treatment: revenue recognition

Autonomy accounted for revenue arising from the hybrid arrangements in two separate

parts:

() recognising revenue from the sale of the licence component upfront; and
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(b) recognising revenue from data hosting (and other services) rateably over the period

of provision.

Based on the position asserted by the Defendants (which appears to be consistent with the
position as was generally understood to be the case by Deloitte at the time), it would
appear to me that Autonomy, and Deloitte, concluded that the above adopted accounting

treatment under the provisions of I1AS18 was appropriate.

The Claimants, however, assert that the facts and circumstances are somewhat different

to those as asserted by the Defendants and as were understood by Deloitte.

| understand from the witness evidence of Mr Welham, that Deloitte accepts that the
Claimants’ assertions would have been entirely relevant to the overall conclusion reached

on revenue recognition of the Digital Safe licence sale.

I would concur with that position, and therefore do not explore the necessary accounting

judgement further.

By contrast, as regards e-Discovery transactions, the Claimants accept that e-Discovery
software was capable of operating independently on the hosted services, but assert that
because the Claimants consider that the fair value of revenue arising from the sale of an
e-Discovery licence could not be reliably measured, the licence component of the
transaction could not be separately accounted for as a sale under the provisions of
IAS 18.14.

The Defendants’ assert the contrary, that a reliable fair value could be attributed to the

separable e-Discovery licence.

On this basis, Autonomy considered it appropriate to recognise revenue from the sale of
an e-Discovery licence upfront, with the remaining separable hosting services revenue
recognised rateably over the period of provision. Again, Deloitte concurred with

Autonomy’s treatment.

Mr Holgate’s conclusion was that, based on his instructed assumptions, recognising revenue
upfront in respect of sales of licences in hosted e-Discovery transactions was non-compliant
with IFRS in part because IAS 18.14(c) - the requirement that the amount of revenue can

be reliably measured - was not met.

| reiterate here that Mr Holgate bases this conclusion on the following assumptions he has

been instructed apply to e-Discovery transactions:
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() “Autonomy management did not have an established fair value for each of the

individual components of hosted e-Discovery deals”¢®;

(b) “There was only a small number of hosted e-Discovery deals including an upfront
licence fee and they differed materially in terms of authorised users,
capacity/limitations, structure of pricing, contract terms and the prices

charged” %,

(c) “Autonomy did not apply standard prices for e-Discovery software licences sold

for use independently of an Autonomy hosting arrangement”¥7;

(d) “There was no standard or quoted price list for the different services provided in
hosted e-Discovery deals involving the purchase of a licence. There was a price
list for these services when provided as part of a SaaS deal, but this did not take
into account the price paid for a licence. Similarly, the price lists attached to the
hosting contracts were for services to be provided beyond the licence term and/or
capacity, and therefore did not take into account the price paid for a licence. In
any event, price was often heavily negotiated such that there was no “typical

charge” for the individual components of a hosted e-Discovery deal”%®;

(e) “There was no disaggregated management information relating to the cost of
providing the individual components of hosted e-Discovery deals. In particular,
Autonomy did not record costs by business area (e.g. for e-Discovery or
components thereof) nor did it prepare management accounts containing a profit

and loss/ contribution statement by business area”®’; and

(f) “The infrastructure and costs involved in delivering a hosted e-Discovery service
are different to a hosted Digital Safe service. The two types of deal are not

comparable in terms of cost or fair value”®®.
8.198 Mr Holgate then goes on to state that these assumptions indicate that there was:

(a) “a high degree of variability in the prices charged for the e-Discovery software

and related services in a hosting arrangement”; and

(b) “a lack of sufficiently disaggregated and relevant management information

relating to costs”.%*!

85 Mr Holgate’s First Report, paragraph 7.25.7.
686 Mr Holgate’s First Report, paragraph 7.25.8.
687 Mr Holgate’s First Report, paragraph 7.25.9.
688 Mr Holgate’s First Report, paragraph 7.25.10.
689 Mr Holgate’s First Report, paragraph 7.25.11.
690 Mr Holgate’s First Report, paragraph 7.25.12.
691 Mr Holgate’s First Report, paragraph 7.37.
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Following this, Mr Holgate concludes:

“This means that it would not have been possible to reliably measure the revenue
attributable to the software licence, either using the residual method (i.e. where fair
value is capable of being established in respect of all other components of the transaction
and therefore a fair value is attributed to, in this case, the licence, by reference to the

residual amount of the revenue for the transaction) or otherwise.”%?

However, IAS 18 does not provide any specific guidance on estimating the fair value of the

components of a transaction.

Therefore, in my opinion, this issue is capable of being considered by reference to other

standards in IFRS under the hierarchy in IAS 8:

“[i]n the absence of an IFRS that specifically applies to a transaction...management shall

refer to, and consider the applicability of, the following sources in descending order:
the requirements in IFRSs dealing with similar and related issues; and

the definitions, recognition criteria and measurement concepts for assets, liabilities,

income and expenses in the Framework. %%
| note that this is not an issue specific to IAS 18.

For example, it is commonly seen in estimating fair value in the context of investments.
In 1AS 39%%4, particularly in relation to estimating the fair value of investments in equity
instruments that do not have a quoted market price in an active market and derivatives

that are linked to and must be settled by delivery of such an unquoted equity instrument.
Application guidance in relation to this particular topic is as follows:

“The fair value...is reliably measurable if (a) the variability in the range of reasonable
fair value estimates is not significant for that instrument or (b) the probabilities of the
various estimates within the range can be reasonably assessed and used in estimating fair

value.

There are many situations in which the variability in the range of reasonable fair value
estimates of investments in equity instruments that do not have a quoted market price
and derivatives that are linked to and must be settled by delivery of such an unquoted

equity instrument...is likely not to be significant. However, if the range of reasonable fair

92 Mr Holgate’s First Report, paragraph 7.37.

693 Exhibit N to my First Report - IAS 8.10 to IAS 8.11.

6%4 | should note for completeness that IAS39 is being replaced by IFRS 9 - but this makes no difference to the
point | make about fair values. That is because fair value considerations in IAS39 have been rolled forward
into IFRS 9.
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8.205

8.206

8.207

8.208

8.209

8.210

value estimates is significant and the probabilities of the various estimates cannot be
reasonably assessed, an entity is precluded from measuring the instrument at fair

value.”%%

This guidance makes it clear that where there might be a range of potential fair values,
unless that range of fair values is significant, or the probabilities of the various estimates
within the range cannot be reasonably assessed, then the investment is required to be
measured at its fair value. Only in the alternative is a measurement at fair value
precluded, i.e. a significant range within which it is not possible to reasonably assess the
probabilities of the various estimates of the fair value, is a fair value not capable of being
assessed. In practice (at least for entities that reported in the UK), this requirement was
and has been interpreted narrowly, in that it was therefore very rare for such an unlisted

equity investment not to be measured at a calculated fair value.

Applying this guidance to the process of estimating the fair value of components of an e-
Discovery transaction involving the sale of a licence and e-Discovery services suggests that
provided Autonomy could reasonably estimate the level of services required on a typical
e-Discovery contract, and could also measure the costs of providing such services reliably
(on a cost plus basis), then Autonomy was reasonably able to estimate the revenue

attributable to the services provided under an e-Discovery contract.

Therefore, Autonomy could reliably measure the revenue attributable to the licence

element of the transaction using the residual method.

Mr Holgate states that the assumptions he has been instructed apply to e-Discovery
transactions indicate that there was a high degree of variability in the prices charged for
the e-Discovery software and related service and a lack of disaggregated management
information relating to the cost of providing the individual components of hosted e-

Discovery deals.

However, | find it difficult to believe that the range of possible costs for these services was
so wide that a reasonable estimate of the cost, and therefore the value (on a cost plus
margin basis), could not be determined or that Autonomy had no idea of the costs

associated with the various parts of its business.

In my experience, in practice, companies such as Autonomy will find a reasonable basis for
estimating the costs of such services if required, such that the estimate is sufficiently
reliable and is not likely to result in a material error. Paragraph 8.206 sets out that, a

company may do so as follows:

695 Exhibit NNN - 1AS39.AG80 to IAS39.AG81.

173



and others -v- MICHAEL RICHARD LYNCH and SUSHOVAN TAREQUE HUSSAIN

I BD 0 ACL NETHERLANDS BV (as successor to AUTONOMY CORPORATION LIMITED)

P e—— Supplemental Expert Report by Gervase MacGregor

Report dated: 23 March 2019

8.211

8.212

8.213

8.214

8.215

8.216

() estimating the level of services required on a typical e-Discovery contract by
reference to its previous experience of such contracts, adjusted for any obvious
difference in the arrangement being assessed. This estimate will necessarily be an

average, any actual variation in which would be expected to smooth out over time;

(b) applying its knowledge of staff costs and overheads for that area of the business
responsible for providing e-Discovery services (by reference to the costs actually

measured in the income statement); and

(c) monitoring these estimates over time in comparison to the actual costs incurred

on e-Discovery projects to assess whether the estimates are in fact reasonable.

In contrast to this view, it appears to me that Mr Holgate is of the opinion that assessing

the fair value of the e-Discovery services is an exact science.

In my experience the assessment of fair value does not require precision and IFRS confirms
this. IFRS accepts it is possible in some circumstances to place reliance upon an estimate

for fair value without that reliance resulting in a material error.

| do not think Mr Holgate’s approach has any support in the standards or the literature and
accordingly, | do not believe that the degree of accuracy that Mr Holgate appears to suggest
is required needs to be, or should be, applied to an estimate of the fair value of such

applicable services.

In my opinion, therefore, in respect of being able to account for the fair value of a
separable e-Discovery licence, | would strongly agree that both Autonomy and Deloitte

were justified in reaching that conclusion.

| would also reiterate the comments | made in my First Report in that the application of
certain accounting standards, and in particular the use of some past accounting standards,
requires or required the use of more discretionary professional accounting judgement and
therefore may or could result in two different accountants (neither of whom is wrong)
arriving at two different conclusions. In such a scenario, a difference in the conclusions
reached would not, or does not, indicate that either of them was necessarily inappropriate
but rather that they formed part of a range of possible conclusions, each or all of which

might be, or could be, appropriate.

I would also further emphasise, however, that in my opinion, while it will be a question of
fact to be determined, on the basis that Autonomy customers themselves ascribed a value
to the licence rights, then prima face, from an accounting perspective, for example the

Digital Safe licence was separable from the underlying archiving of customer data.
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9.1

9.2

9.3

9.4

9.5

9.6

“OTHER” TRANSACTIONS

Introduction

In my First Report | set out that the Claimants refer to four “other” transactions that they
assert resulted in the improper recognition, or accelerated recognition, of revenue by
Autonomy, for which details are set out in Schedule 7 to the Re-Re-Amended Particulars of

Claim. These are:

() Tottenham Hotspur Plc (“Spurs”) in Q2 2010 and Q1 2011;

(b) PRISA Digital S.L. (“PRISA”) in Q4 2010;

(c) Amgen Inc. (“Amgen”) in Q4 2010; and

(d) Iron Mountain Information Management Inc. (“lron Mountain”) in Q2 2011.

As set out in my First Report, with the exception of the transaction with Iron Mountain, |
consider that the main area of disagreement between the parties is essentially the same
in respect of the “other” transactions. This is because the Claimants consider that the
economic substance of the transactions with Spurs, PRISA and Amgen was that of the
provision of a “solution”, to which the provision of services was integral, and that either
no revenue, or revenue only to the extent that costs were recoverable, should have been
recognised, on the basis that no working solution had been provided to the customer by

the end of the reporting period.®%

This also appears to be the basis on which Mr Holgate forms his conclusions in respect of

the transactions with Spurs, PRISA and Amgen.

The disagreement between the parties regarding the Iron Mountain transaction is in
respect of a fair value adjustment made to revenue on a sale to Iron Mountain on the same
day as Autonomy acquired the Iron Mountain Digital Business. The parties disagree on

whether such a fair value adjustment was appropriate.

In order to form an opinion on the appropriate accounting treatment for each of the
“other” transactions, it is necessary to consider the underlying facts applicable to each
transaction, including the contractual terms. As set out in the Joint Statement, both | and
Mr Holgate agree that the facts relating to each transaction must be considered on an

individual basis as they are highly relevant to its accounting treatment.%”’

As a result, | consider each of the “other” transactions to be standalone transactions and

therefore | do not make any overarching comments about them in this section. Rather, |

6% Re-Re-Amended Particulars of Claim, paragraphs 115.2 to 115.2.2.
697 Joint Statement, page 12, “Agreed view” on “Agenda Item” 3(a) and (b).
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consider individually the four “other” transactions impugned in this matter in

Appendix 7.1 to 7.4 to this report.
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10

10.2

10.3

10.4

VOLUNTARY PARTICULARS

Introduction

Voluntary particulars were served by the Claimants on 26 September, 2 October, 10
October, 16 October, 24 October and 7 November 2018, corresponding to Schedule 4 and
Schedule 6 to the Re-Re-Amended Particulars of Claim (collectively the “Voluntary
Particulars”, individually “voluntary particulars” or a “set of voluntary particulars”).%%
Schedule 4 and Schedule 6 to the Re-Re-Amended Particulars of Claim set out the
Claimants’ pleaded adjustments to Autonomy’s reported revenue and profits®® due to the
impugned transactions on a quarterly basis’®, whereas the Voluntary Particulars set out
the Claimants’ accounting treatment that it is claimed Autonomy should have applied to
each individual impugned transaction and the Claimants’ proposed adjustments to

Autonomy’s accounting records in respect of each such impugned transaction.

As part of my review of each impugned transaction, | have also undertaken a review of the

relevant transaction voluntary particulars.

It appears to me, however, that because many of the same issues arise, it is more
appropriate to address issues generally rather than across each impugned transaction.

Therefore, my comments in this section proceed principally on that basis.””’

In this section | consequently set out, in respect of the Voluntary Particulars as a whole

and/or individual transaction voluntary particulars:

(a) an overview of the Voluntary Particulars served by the Claimants (paragraphs 10.5
to 10.11);
(b) details of my review of each individual transaction set of voluntary particulars

(paragraphs 10.12 to 10.14);

(c) details of the assumptions | make during my review of the individual transaction

voluntary particulars (paragraphs 10.15 to 10.22);

6%8 Statement of truth on Voluntary Particulars to Schedule 4 and 6. The revenue and profit adjustments
listed in Schedule 4 to the Re-Re-Amended Particulars of Claim agree to the Claimants’ proposed adjustments
to revenue and profit contained in the Voluntary Particulars. An additional set of Voluntary Particulars has
been provided in replacement for Transaction 15: Realise (end-user Credit Suisse). Schedule 4 to the Re-Re-
Amended Particulars of Claim agrees to the replacement set of Voluntary Particulars for Transaction 15:
Realise (end-user Credit Suisse) served on 24 October 2018.

699 Profit from operations which is prior to adjustments for interest and tax.

700 Re-Re-Amended Particulars of Claim, page 41, paragraph 57C and page 116, paragraphs 113 to 114.

701 Where | may not have commented on a particular category of voluntary particulars, or a particular
individual transaction, in this section, my comments are included elsewhere in this report.
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(d) the findings from my review of the voluntary particulars for the reseller

transactions (paragraphs 10.23 to 10.89);

(e) the findings from my review of the voluntary particulars for the alleged reciprocal

transactions (paragraphs 10.90 to 10.114);

(f) the findings from my review of the voluntary particulars in relation to hardware
(paragraphs 10.115 to 10.118);

(g) the findings from my review of the voluntary particulars in relation to hosting
(paragraphs 10.119 to 10.126);

(h) The findings from my review of the voluntary particulars for the “other”

transactions (paragraphs 10.127 to 10.128);

(i) An overview of Mr Holgate’s conclusions regarding the Voluntary Particulars
(paragraphs 10.129 to 10.150); and

() My conclusions (paragraph 10.151 to 10.154).

Overview of the Voluntary Particulars

10.5 As noted above, the Voluntary Particulars actually refer to 54 separate sets of voluntary
particulars, each related to individual impugned transactions or categories of impugned

transactions.
10.6  Each individual set of voluntary particulars then consists of;

(@) a spreadsheet, titled “Further Particulars”, which sets out the calculations for the
Claimants’ proposed adjustments to Autonomy’s accounting records and provides

the Claimants’ narrative in support of its proposed adjustments;”®? and
(b) documents served in support of the respective “Further Particulars”7,

10.7 In this report, | refer mostly to the respective spreadsheets when providing transaction
specific comment and as a result specify when | am otherwise referring to the supporting

documentation.

10.8 The Claimants set out the calculations in each voluntary particulars’ spreadsheet across

three columns for each relevant quarter between Q1 2009 and Q2 2011, as set out below;

702 The “Further Particulars” generally have two worksheets within each workbook (which for ease | refer to
as a spreadsheet); the first worksheet containing the calculations for the Claimants’ proposed adjustments
to Autonomy’s accounting records and the second worksheet which details the general notes applicable to
the calculations in the voluntary particulars, referred to in the first worksheet.

703 This includes invoices, purchase orders and ledger extracts, amongst other documentation, for the
impugned transactions.
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10.9

10.10

Column A:

Column B:

Column C:

Titled ‘Booked’: these represent Autonomy’s accounting treatment (as
presented by the Claimants), with reference to the documents served in
support of the individual transaction voluntary particulars, set out against

general ledger codes for both income statement and balance sheet items.

Titled ‘Should have been’: these represent the Claimants’ accounting
treatment, on the basis that the allegations made by the Claimants

(disputed by the Defendants) are determined to be founded.

Titled ‘Adjustment required’: these represent the adjustments to
Autonomy’s accounting records, proposed by the Claimants, calculated by
deducting the figures recorded as “Should have been” from the “Booked”

figures (i.e. Column B less Column A).

The Claimants also provide in support of their proposed adjustments a narrative, for each

quarter affected by their changes in accounting treatment, titled “Explanation of

adjustments”.

An extract of the voluntary particulars for Transaction 2: Capax Discovery (end-user TXU)

in Q2 2009 is shown in Figure 1 below by way of example of how the voluntary particulars

for this impugned transaction are presented by the Claimants generally, and across all the

Voluntary Particulars.
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Figure 1 - Extract of voluntary particulars for Transaction 2: Capax Discovery (end-user TXU) in Q2

2009. 704

A B l D E Fi G H 1 ] K
1 Q2 2009
2 |Capax Discovery [ TXU
3 |Schedule 3 (Transaction 2)
4
5 | Q2 2009 ]
6
7 Booked Should have been Adjustment required
8 (A) (B) IC=B_-A)

General Description °"2 DR (CR) DR (CR) DR (CR)
ledger code
g |GN1
10 $ $ $ $ $ $
11 |Income statement
12 400000 Revenue - licence (783.086) 783.086
13 410000 Revenue - support 215 215
14 |Balance sheet
151231000 Deferred revenue - licence (783.086) (783.086)
16 232000 Deferred revenue - support (78.094) (78.309) (215)
17 392300 Retained earnings
18
19 |Totals: 783,301 (783,301)|
20 Check
21
22 Explanation of adjustments
23
24 ‘Booked’ figures
25 Revenue — licence $783,086
i} Autonomy Inc raised an invoice to Capax Discovery for $861,395, including a licence
27 fee of $783,086 and a support fee of $78.309 (CPX-TXU 2008-01, invoice 5583-ANA).
28 The licence fee of $783,086 (CPX-TXU 2009-02, paragraph 9) was recognised in full
29 on 30 June 2009 (CPX-TXU 2009-03, page 125M%).
30
31 Revenue — support $215; Deferred revenue — support $78,094
32 The support fee of $78,309 (CPX-TXU 2009-02, paragraph 10) was posted in full to
33 deferred revenue (CPX-TXU 2009-04, page 14%M%).
34
35 Of this amount, $215 was recognised as revenue in Q2 2009 (CPX-TXU 2009-05%™ tab
36 "INC", cell @1814%™%). The balance of $78,094 (CPX-TXU 2009-05%"¢ tab "INC", cells
37 R1814:W1814, Y1814%") remained deferred as at 30 June 2009.
38
39 *Should have been’
40 The transaction in @2 2009 with Capax Discovery for end-user TXL was replaced by a
41 direct agreement with TXU in @3 2009. For the reasons set out in Schedule 3
42 (transaction 2), the amounts recorded as revenue in Q2 2009 have been reversed and
43 recorded as deferred revenue as at 30 June 2009.
44
45
AR
Q2 2009 - CPX-TXU 2009 General notes ®

10.11  The voluntary particulars refer to the Re-Re-Amended Particulars of Claim and the
Schedules to the Re-Re-Amended Particulars of Claim, which provide further details of the

Claimants’ allegations of false accounting.

704 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009".
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10.12

10.13

10.14

10.15

10.16

Details of my review of the Voluntary Particulars

As stated above, for the purposes of this report, | have reviewed the accounting treatment
applied in the Voluntary Particulars for the impugned transactions’ as referred to in the
Re-Re-Amended Particulars of Claim and Schedules 3, 5 and 7 to the Re-Re-Amended
Particulars of Claim. In doing so, | have considered whether the Claimants’ accounting

treatment is:

() in accordance with IFRS and the conceptual framework based on the “Explanation
of adjustments” as provided in the individual transaction details / voluntary
particulars and the accounting standards referred to in the Re-Re-Amended
Particulars of Claim and in Schedules 3, 5 and 7 to the Re-Re-Amended Particulars

of Claim; and

(b) in accordance with the individual impugned transaction details provided in the Re-
Re-Amended Particulars of Claim and in Schedules 3, 5 and 7 to the Re-Re-

Amended Particulars of Claim.

From this review, | have further considered Mr Holgate’s opinions, provided in his First
Report, which relate to the Claimants’ proposed accounting adjustments in relation to

each of the impugned transactions.

I note, here, that the Claimants have not provided any details of the whole population of
reseller transactions entered into by Autonomy in any given quarter, either by value or
number, and therefore the Voluntary Particulars in relation to the impugned reseller
transactions should only be considered to be a partial subset of Autonomy’s transactions

in any given quarter.

Details of my assumptions that apply to my review of the Voluntary Particulars

Before | discuss the results of my review, | set out the assumptions | make during my review
of the Voluntary Particulars. In some cases the assumptions are themselves the product of

accounting treatment issues that | identified in the Voluntary Particulars.

The Voluntary Particulars do not show the complete accounting entries posted by
Autonomy in relation to each transaction and explain in the general notes to the voluntary
particulars that “The adjustment summaries do not show the full double entry for each

transaction, instead showing the entries affected by the adjustments.””%

705 54 sets of voluntary particulars have been provided in total in relation to the impugned transactions.

706 An example may be seen in the Voluntary Particulars, spreadsheet “00_Further particulars - Capax
Discovery - TXU 2009”, tab “General notes”, note GN2. The term “adjustment summaries” is not defined in
the voluntary particulars. The adjustment summaries are assumed to be the calculations for the Claimants’
proposed adjustments to Autonomy’s accounting records as set out in the voluntary particulars.
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10.17 Transactions are recorded in an entity’s accounts on the basis of “double-entry
accounting”.’”” However, the voluntary particulars generally do not reflect the increases
in Autonomy’s financial assets arising from the recording of revenue from its sales (or from
the recording of deferred revenue relating to the future recognition of a sale), which are
typically recorded as either accounts receivable or cash, as the voluntary particulars do

not show this double-entry accounting.”®

10.18 Moreover, the voluntary particulars do not, for all the transactions, comment on the
accounting treatment that would apply outside of the Relevant Period. For example, in
the voluntary particulars for Transaction 34: Capax Discovery (end-user UBS), the
Claimants’ accounting entries reverse the recognition of US$7.664 million of revenue in
respect of licences, and transfers the amount from Autonomy’s consolidated income
statement to deferred revenue in respect of licences on Autonomy’s consolidated balance
sheet in Q2 2011.7° The voluntary particulars in relation to this transaction do not then
provide details of the subsequent accounting treatment required to remove the deferred
revenue amount of US$7.664 million from Autonomy’s consolidated balance sheet in a later

quarter.

10.19 Mr Holgate, the Claimants’ accounting expert, states that “If a transaction has no
substance then it should have no accounting effect”.’"® Overall the use of deferred
revenue by the Claimants in the voluntary particulars is in nearly every case in direct
contradiction to the opinion of the Claimants’ accounting expert on each impugned reseller
transaction. | explain this inconsistency between the Claimants’ Voluntary Particulars and

the Claimants’ accounting experts’ position in greater detail below.

10.20 As a result of the accounting treatment issues noted above, i.e. due to the approach taken

in the Voluntary Particulars, during my review | made a number of assumptions:

() under Autonomy’s accounting treatment, in cases where | have not seen
Autonomy’s related underlying accounting entries, the accounting entry that
would apply under double-entry accounting is that which appears to be the most

likely, based on details concerning the individual transaction provided in the Re-

797 In my experience, a transaction undertaken by an entity would have an equal effect on at least two of the
entity’s accounts. For example, for the sale of goods, revenue may be recognised in the selling entity’s
accounts (if the conditions of IAS 18.14 is met), with an equal accounting entry to recognise the financial
asset received by the selling entity in exchange for the goods sold. The accounting entry may be in either
accounts receivable (for amounts owed by the customer) or cash (for amounts received from the customer).
708 The voluntary particulars show Autonomy recognised income (such as revenue for licences), therefore, |
would expect there to be, under Autonomy’s accounting treatment, a corresponding accounting entry within
either the accounts receivable or cash accounts as appropriate.

709 Voluntary Particulars, spreadsheet “00_Further particulars - Capax Discovery - UBS 2 2011”.

710 Mr Holgate’s First Report, page 72, paragraph 7.6. The same point is made in different language at
paragraph 6.7(a), where Mr Holgate states that “One accounting approach is simply to say that there is no
substance, therefore there is no accounting recognition.”
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Re-Amended Particulars of Claim and in the Schedules to the Re-Re-Amended

Particulars of Claim;”"!

(b) in cases in which the Claimants have not proposed an adjustment in the voluntary
particulars for a transaction detailed in the Re-Re-Amended Particulars of Claim
and in the Schedules to the Re-Re-Amended Particulars of Claim,”"? the Claimants

agree with Autonomy’s accounting entry;’*? and,

(c) under the Claimants’ accounting treatment, the Claimants would apply the
accounting treatment they have applied in the voluntary particulars during the

Relevant Period to Autonomy’s accounting records after Q2 2011.7

10.21 The construction of the Voluntary Particulars in general as detailed above, in my view,
causes difficulty in both providing an opinion concerning whether Autonomy’s accounting
treatment (as presented by the Claimants) in each set of voluntary particulars is fairly
represented, and secondly in deciphering and understanding the adjustments proposed by

the Claimants in each set of individual transaction voluntary particulars.

10.22 In the following section | set out my findings from my review of the Voluntary Particulars
relating to the impugned reseller transactions.
My review of the Voluntary Particulars of the impugned reseller transactions

10.23 The Claimants have provided 38 sets of voluntary particulars in relation to 37 reseller

transactions detailed on Schedule 3 to the Re-Re-Amended Particulars of Claim.”">

10.24 The individual transaction voluntary particulars set out Autonomy’s accounting (as

presented by the Claimants) for the impugned reseller transactions as being the

711 For example, in relation to entries against accounts receivable and cash, which are generally not shown
in the voluntary particulars. In the Schedules to the Re-Re-Amended Particulars of Claim, the Claimants
provided assertions concerning the amounts and period in which Autonomy was paid by the resellers. It is
possible however that there are also further accounting entries, posted by Autonomy, that may affect my
understanding of Autonomy’s accounting treatment, not presented by the Claimants in the voluntary
particulars. | have not been provided with access to Autonomy’s accounting system.

712 For example, the Re-Re-Amended Particulars of Claim, Schedule 3, page 19, for Transaction 10: Capax
Discovery (end-user FSA) asserts that on 25 August 2010, Autonomy entered a direct agreement with the FSA
for hosting and archiving services amounting to US$6.676 million. Autonomy’s accounting treatment of this
transaction is not explained either in Schedule 3 to the Re-Re-Amended Particulars of Claim or the Voluntary
Particulars, spreadsheet “00_Further particulars - Capax Discovery - FSA 2010”.

713 This is based on the general notes in the voluntary particulars that “The adjustment summaries do not
show the full double entry for each transaction, instead showing the entries affected by the adjustments.”
An example may be seen in the Voluntary Particulars, spreadsheet “00_Further particulars - Capax Discovery
- TXU 2009”, tab “General notes”, note GN2.

714 In some instances there is insufficient detail to comment on the accounting treatment applied by the
Claimants outside the Relevant Period.

715 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9. The total of 38 includes the additional set of voluntary particulars which has been provided in
replacement for Transaction 15: Realise (end-user Credit Suisse).
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10.25

10.26

10.27

10.28

recognition of revenue on sale to the reseller.”'® Under Autonomy’s accounting there would

also be an accounting entry in either ‘accounts receivable’ or ‘cash’.”"”

The Claimants allege that the identified sales to resellers could not be recognised as

revenue as the sales did not meet all the revenue recognition sub-conditions’'® set out in:

(a) IAS 18.14 for sale of goods (all impugned transactions other than Transaction 29:

Computer Trading (end-user Poste Italiane)); or
(b) IAS 18.20 for rendering of services for Transaction 29.7"°

The Claimants’ alleged restated accounting treatment in the individual transaction
voluntary particulars reverses the revenue recognised by Autonomy in Autonomy’s
consolidated income statement on the sale to the reseller and instead carries forward the
amount as deferred revenue on Autonomy’s consolidated balance sheet for each of the
individually impugned reseller transactions.”?® In nearly two-thirds (24 of the 37) of these
impugned reseller transactions, the individual transaction voluntary particulars include a
balance for transaction revenue in deferred revenue at the end of the Relevant Period
under the Claimants’ proposed accounting treatment (which under Autonomy’s accounting
treatment - as presented by the Claimants - was recognised as revenue on sale to the

reseller).”?!

The Claimants also make further adjustments in the individual transaction voluntary
particulars based on events (some circumstances of which are also separately disputed as
between the Parties) that arose following the original transaction (often in subsequent

reporting periods).

As a result, and in light of the above, and other factors, | discuss the Claimants’ proposed
adjustments considering whether they are in accordance with IFRS and the Framework or
Conceptual Framework and are in accordance with the transaction details provided in the
Re-Re-Amended Particulars of Claim, as | set out in paragraph 10.12, in relation to the

following:72

() sales to resellers and credit notes (discussed at paragraphs 10.30 to 10.49);

716 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 1.

717 This is generally not reflected in the voluntary particulars, as discussed at paragraph 10.17.

718 See My First Report, Exhibit F, paragraph 14, for the revenue recognition conditions for sales of goods and
paragraph 20 for the revenue recognition conditions for rendering of services.

719 Re-Re-Amended Particulars of Claim, Schedule 3. See under False Accounting for Transactions 1 to 37.

720 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 1.

721 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 4.

722 | have not discussed all of the Claimants’ proposed adjustments detailed in the voluntary particulars.
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10.29

10.30

10.31

10.32

(b) bad debts (discussed at paragraphs 10.50 to 10.59);
(c) sales made to end-users (discussed at paragraphs 10.60 to 10.72); and

(d) payments made to the reseller for the purchase of rights, goods and services, and
included in this | have addressed the acquisition of Microlink (discussed at
paragraphs 10.73 to 10.89).

| discuss each in turn below.

Accounting treatment for sales to resellers: subsequent credit notes

The individual transaction voluntary particulars set out Autonomy’s accounting (as
presented by the Claimants) as being the recognition of revenue on sale to the reseller for
each of the impugned reseller transactions. Schedule 3 to the Re-Re-Amended Particulars
of Claim notes that there are instances in which Autonomy subsequently issued a credit

note to cancel the sales invoice to the reseller.

In my experience, the accounting effect of issuing a subsequent period credit note on an
entity’s financial statements would be that the amount of invoiced revenue, or an amount
less than the invoiced revenue amount, is removed based on the amounts recorded on the
credit note, removing revenue from the income statement’” and also removing
(practically) any associated accounts receivable balance as the customer would no longer
be under an obligation to pay the amounts owing to the entity once the credit note is
issued. In practice a credit note could be issued at any time including in an accounting
period subsequent to the initial recognition of the revenue from the original sale
transaction. If subsequent facts arose supporting the raising of a credit note, it follows
that the accounting adjustment for the credit note would be included in the subsequent
accounting period (i.e. the amount pertaining to the original sale is removed, but at the
time of the credit note being issued because, for example, in my experience future credit

notes would not be back dated as it would cause issues with accounting periods).

By comparison, the Claimants’ proposed entries in the individual transaction voluntary
particulars, under the Claimants’ accounting treatment, adjusts for Autonomy’s
recognition of these future credit notes by reversing the revenue originally recognised by
Autonomy on the sale to the reseller (i.e. using a backdating approach), before then

carrying forward an equal amount as deferred revenue on Autonomy’s consolidated

723 There are exceptions, for example, as can be seen in relation to Transaction 24: DiscoverTech (end-user
Bank of America) in which a discount for early payment to DiscoverTech was recorded as a cost on Autonomy’s
consolidated income statement, under “collection fees”, as oppose to a removal of revenue, but in any event
a credit memo was raised against DiscoverTech’s account to remove the balance associated with the early
payment discount. Voluntary Particulars, documents “BoA 1 2010-06” and “BoA 1 2010-07”.
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10.33

10.34

10.35

balance sheet (as described at paragraph 10.26). Then in a subsequent quarter, only when
the credit note was in fact raised, do the Claimants reverse the credit note entry, and
instead recognise the credit note against the deferred revenue which they propose should

have been recognised.”*

Consequently, the Claimants remove their own deferred revenue amounts carried forward,
and | assume accounts receivable,’? in the amounts and in the period the credit note was

originally issued by Autonomy.”%¢

However, the Claimants further allege that, concerning the reseller transactions, “From at
least Q2 2009 Lynch and Hussain caused Autonomy group companies to engage in the
practice of entering into transactions with VARs that lacked economic substance and
were not genuinely in the furtherance of Autonomy’s business, but were, rather, for the
improper purpose of providing a pretext for the inappropriate or premature recognition
of revenue.”’” [emphasis added] Prima facie if a transaction lacked economic substance,
as alleged, then no accounting entries would be appropriate in any event, again raising

issues with the voluntary particulars.

In accounting standards, there is no specific guidance within IFRS on accounting for
deferred revenue. Deferred revenue would be recognised if a seller had received payment
in advance (which is a question of fact), or an unconditional contractual right to receive
payment existed (for example pre-invoicing against an unconditional agreement for post
period subsequent payment), in respect of the sale of a good that did not yet meet the
conditions in IAS 18.14. In other words, in the context of this second example, this equates

to the recognition of a valid accounts receivable balance associated with the sale.”®

724 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 5. There is also an instance in which a consolidation level adjustment was posted
by Autonomy in Q2 2010 to reverse the licence revenue previously recognised which had a credit note issued
to cancel the sale in Q3 2010. Transaction 12: DiscoverTech (end-user PMI). The Claimants treat this
adjustment in the same way as the credit note by reversing the consolidation adjustment and releasing the
deferred revenue. Voluntary Particulars, spreadsheet “00_Further particulars - DiscoverTech - PMI 2010”.
725 The voluntary particulars, as | discussed in paragraph 10.17, do not generally set out adjustments to
accounts receivable therefore this has to be assumed.

726 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 5.

727 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.

728 Further explanation concerning accounting guidance for deferred revenue may be seen at Appendix 8.
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10.36 By contrast if a transaction lacked economic substance it should not be recorded in the
financial statements at all.”?’ This is consistent with Mr Holgate’s opinion, as he states

that “If a transaction has no substance then it should have no accounting effect”.”*

10.37 However in this case the Claimants have removed revenue from Autonomy’s consolidated
income statement, and simply included it as a deferred balance in Autonomy’s
consolidated balance sheet as deferred revenue to be released to Autonomy’s consolidated
income statement as revenue at a later date, presumably when the Claimants assert under
subsequent circumstances that each of the conditions of IAS 18.14 have subsequently been

met.

10.38 Autonomy’s original accounting was to recognise a sale (a credit to Autonomy’s
consolidated income statement) with the other side of the accounting double entry being
the recognition of a debtor balance (i.e. a debit, and therefore an asset) in Autonomy’s
consolidated balance sheet. Again the Claimants appear to make no adjustment to
Autonomy’s consolidated balance sheet asset that was recorded as the other side of the

accounting double entry i.e. the debit, or debt, in respect of the sale.

10.39 From this it follows that the Claimants acknowledge that the transaction has economic
substance. This contradicts the claim that the impugned reseller transactions lacked
economic substance. This is the case for all 37 impugned reseller transactions in which
the impugned reseller transaction is recognised under the Claimants’ accounting treatment

as deferred revenue on Autonomy’s consolidated balance sheet.

10.40 In my view, if a transaction lacked economic substance as alleged by the Claimants,”?
under the Claimants’ accounting treatment, there would be no accounting entries
recognised in relation to the transaction, including there being no recognition of deferred
revenue or accounts receivable. The accounting is further explained in detail at

Appendix 8.

729 For fullness, there do exist a very small number of exceptions clearly set out in specific IFRS accounting
standards which allow for the recognition of items in financial statements that otherwise would not meet the
definition of an ‘asset’ within the meaning of IFRS and the Framework/ Conceptual Framework. In other
words, by way of exception only, there are a small number of IFRS accounting standards that require (or
permit) recognition of items not meeting the definition of an asset under the Framework and the replacement
Conceptual Framework but these are exceptions only. For instance, goodwill on acquisition under
International Accounting Standard 22 ‘Business Combinations’ (“IAS 22”) may be recognised as an asset within
an entity’s consolidated financial statements despite not meeting the definition of an asset as set out under
the Framework. Similarly, International Financial Reporting Standard 6 (“IFRS 6”) “permits an entity to
develop an accounting policy for exploration and evaluation assets without specifically considering the
requirements of paragraphs 11 and 12 of IAS 8”, where in turn IAS 8 refers back to a requirement to consider
the requirements of the Framework.

730 Mr Holgate’s First Report, page 72, paragraph 7.6.

731 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.
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10.41

10.42

10.43

10.44

The example below illustrates this inherent contradiction in the Claimants’ (and Mr

Holgate’s which | deal with later on in this section) accounting opinion and/or treatments.

Example 1: Transaction 7: MicroTech (end-user Manufacturers Life)

Autonomy received a purchase order from MicroTech as reseller in relation to end-user
Manufacturers Life in Q4 2009 for US$1.08 million in respect of software licences plus

US$104,000732 for support and maintenance.”33

On 31 March 2010 (Q1 2010), Autonomy issued a credit note to MicroTech against the Q4
2009 purchase order, adjusting for a revenue amount associated with the licences and

support and maintenance.”**

I discuss the individual transaction voluntary particulars in relation to the purchase order

for Q4 2009 and Q1 2010, which is presented in Figure 2 below. In my discussion:

() Column A refers to the voluntary particulars columns titled “Booked” and shows

Autonomy’s accounting entries (as presented by the Claimants);

(b) Column B refers to the columns titled “Should have been” and shows the

Claimants’ accounting entries; and

(c) Column C refers to the columns titled “Adjustment required” and shows the
Claimants’ difference between Column B and Column A, as described at paragraph
10.8.

732 Calculated as 5% of licence fees of US$1,080,000 plus US$50,000.
733 Voluntary Particulars, document “MT-MNL 2009-02”.
734 Voluntary Particulars, document “MT-MNL 2009-05”.
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Figure 2 - Voluntary particulars extract for Transaction 7: MicroTech (end-user Manufacturers Life) in Q4 2009 and Q1 2010. 7%

Q4 2009

Q1 2010

Booked Should have been || Adjustment required Booked Should have been || Adjustment required
(A) (B) (C=B-A) (A) (B) (C=B-A)
General Description &N? DR (CR) DR (CR) DR (CR) DR (CR) DR (CR) DR (CR)
ledger code
GN1
$ $ $ $ $ $ $ $ $ $ $ $
Income statement
400000 Revenue - licence (1,080,000) 1,080,000 1,080,000 (1,080,000)
545000 Finder / GSA fees 220,308 220,308
Balance sheet
202000 Accrued payables /\‘ (220.308) (220,308)
231000 Deferred revenue - licence £(1,080,000) (1,080,000) /’
232000 Deferred revenue - support (104,000) (104,000) ( )
392300 Retained earnings (1,080,000) ™ 1,080,000
[ 2

735 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - Manufacturers Life 2009".
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10.45 The individual transaction voluntary particulars entries for Q4 2009 are described below: 73

() Column A shows that Autonomy’s accounting entries (as presented by the
Claimants) in regard to the purchase order were to recognise revenue of US$1.08
million in respect of the sale of software licences to MicroTech on Autonomy’s
consolidated income statement in Q4 2009. The advance US$104,000 of support
and maintenance in respect of the purchase order was accounted for in deferred

revenue on Autonomy’s consolidated balance sheet, by Autonomy.””

(b) Column B shows the Claimants’ position i.e. that Autonomy should not have
accounted for the balance of revenue of US$1.08 million in respect of licences
under the Q4 2009 purchase order. Therefore, the Claimants remove Autonomy’s
recorded revenue under Column A and adjust the amounts to be recognised in
deferred revenue in Q4 2009. This results in the amounts of US$1.08 million in
respect of the sale of software licences and U5$104,000 in respect of support and
maintenance both being accounted for as deferred revenue on Autonomy’s

consolidated balance sheet.
(c) Column C shows the difference between Column B and Column A.
10.46 The voluntary particulars entries for Q1 2010 are described below:"®

(@) Column A shows that Autonomy removed an amount of revenue equal to the value
of the software licences in the amount of US$1.08 million in Autonomy’s
consolidated income statement and by its absence removed US$104,000 from
deferred revenue for the associated transaction support and maintenance from
Autonomy’s consolidated balance sheet in Q1 2010, i.e. the quarter the credit note

was issued to MicroTech.

(b) Column B shows the Claimants’ position that the amounts of US$1.08 million in
respect of the software licences and US$104,000 in respect of support and
maintenance should have been omitted from Autonomy’s consolidated balance
sheet by the absence of these balances in Column B, consistent with Autonomy’s
booked position recorded in Column A (Q1 2010). This is illustrated by the red
graphics in Figure 2, which shows that according to the Claimants deferred revenue
should be carried forward from Q4 2009 to Q1 2010 and then the Claimants own

adjustment is implicitly subsequently reversed, leaving no amount for either

736 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - Manufacturers Life 2009".
737 Support and maintenance was pro-rated over the term of the service provided.
738 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - Manufacturers Life 2009".
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licence deferred revenue or support and maintenance deferred revenue on

Autonomy’s consolidated balance sheet.

(c) Column C shows the difference between Column B and Column A. The Claimants
reverse Autonomy’s accounting for the credit note issued to MicroTech in Q1 2010

by increasing revenue by US$1.08 million.”3

10.47 The individual transaction voluntary particulars do not show an asset balance in relation
to this sale in Q4 2009, but implicitly there must be one (as a result of double-entry
accounting). Therefore, one must assume Autonomy recorded an amount of US$1.184
million”© in accounts receivable on Autonomy’s consolidated balance sheet in Q4 2009,
being the amount invoiced by Autonomy to MicroTech in relation to this transaction (as the
Claimants assert no cash payments were received from MicroTech in relation to the

amounts owed).”#!

10.48 Therefore, what the above must also implicitly demonstrate, contrary to the Claimants’
position asserted in the Re-Re-Amended Particulars of Claim,’# is that the Claimants
acknowledge that an accountable transaction occurred in the earlier period by virtue of

there being a definitive deferred revenue balance according to the Claimants.

10.49 In my view, the Claimants’ accounting treatment infers that the Q4 2009 transaction has
economic substance because it results in the recognition of a balance sheet deferred
revenue balance. If the transaction lacked economic substance, as alleged by the
Claimants,” no ‘substantive’ accounting entries would be recognised in relation to the
transaction including there being no recognition and subsequent removal of deferred
revenue (and initial recognition of a related asset, which | would expect to have been
accounts receivable and which in this instance in Q4 2009 could only have been an amount

recoverable from MicroTech).”#

739 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - Manufacturers Life 2009", under
“Explanation of adjustments” in Q1 2010.

740 Licence fees of US$1.08 million plus support and maintenance of US$104,000.

741 Re-Re-Amended Particulars of Claim, Schedule 3, page 16.

742 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.

743 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.

744 The Claimants’ accounting treatment, which recognises a liability (deferred revenue) and a financial asset
(either accounts receivable or cash) on Autonomy’s consolidated balance sheet is applied in relation to all 37
impugned reseller transactions. The Claimants’ accounting treatment in relation to credit notes can be seen
in six of the 16 impugned reseller transactions in which a credit note was raised during the Relevant Period.
This is set out in each of the voluntary particulars for the reseller transactions as can be seen in Appendix 9,
My Comments 1 and 5. Where | refer to no ‘substantive’ accounting entries, | consider in my approach only
the net transaction balances and do not address any indirect issues relating to sales taxes or VAT, etc.
accounted for that could then be reclaimed.
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10.50

10.51

10.52

10.53

Accounting for bad debts in the voluntary Particulars

Schedule 3 to the Re-Re-Amended Particulars of Claim notes that there are instances in
which Autonomy recorded bad debt provisions against some of the impugned reseller
transactions. When recognising a bad debt, the effect on an entity’s accounts would be a
charge is recognised on the income statement for the bad debt expense, resulting in a
reduction in profit before tax in that period. At the same time, a provision would reduce
the associated accounts receivable amount on the balance sheet (sometimes, but not all
the time down to nil), due to a reduction in the amount management prospectively

expected to recover from the customer.

Sometimes such a provision is based on the age of the outstanding debt alone. An entity
can also record a bad debt provision in instances where management subsequently became
aware of information. That is, they were not aware of it or it had not arisen at the time
the accounts receivable and corresponding revenue was recognised, which would then
result in the amounts owed by the customer being subsequently adjudged to no longer be
collectable, in full or in part. The recognition of a bad debt provision does not however,
and would not by itself either, suggest that the original transaction to which it relates

lacked economic substance.

The individual transaction voluntary particulars, under the Claimants’ accounting
treatment, adjust for Autonomy’s subsequent recognition of a bad debt charge by reversing
the bad debt expense, both removing the bad debt expense on Autonomy’s consolidated
income statement and the bad debt provision on Autonomy’s consolidated balance

sheet.’”® This treatment is applied by the Claimants in five of the transactions.”#

This results then in the anomalous situation where, under the Claimants’ accounting
treatment, an implied accounts receivable balance’# would then be left overstated. This
being the case, it would result in an indication to users of the accounts that the
recoverable amount of financial assets was higher than was, in fact, the case. Similarly,
profit would be overstated on Autonomy’s consolidated income statement as the
accounting entry, being an expense in Autonomy’s consolidated income statement, has

been removed from the income statement. In my view, this is yet a further example of

745 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 2.

746 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 2. Transaction numbers 9, 14, 17, 19 and 22.

747 As | have already discussed in detail, accounts receivable is not reflected in the voluntary particulars,
therefore the effect on the accounts receivable balance may not be seen in the voluntary particulars.
However, deferred revenue is not released by the Claimants under this treatment, therefore, the
corresponding amount in accounts receivable would generally remain in Autonomy’s consolidated financial
statements.
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how the Claimants’ proposed adjustments across the Voluntary Particulars are inconsistent

with the pleaded case.

Example 2: Transaction 17: Comercializadora (end-user TV Azteca)

10.54 Autonomy entered into a reseller agreement with Comercializadora for end-user TV Azteca
in Q3 2010 for USS$1.5 million in respect of licences plus US$150,000 for support and

maintenance.”®

10.55 Autonomy subsequently recorded a bad debt provision of U5$549,945 in Q2 2011 in respect

of this sale.”

10.56 | discuss the voluntary particulars in relation to the transaction for Q3 2010 to Q2 2011,

which is presented in Figure 3 below. In my discussion:

() Column A refers to the voluntary particulars columns titled “Booked” and shows

Autonomy’s accounting entries (as presented by the Claimants);

(b) Column B refers to the columns titled “Should have been” and shows the

Claimants’ accounting entries; and

(c) Column C refers to the columns titled “Adjustment required” and shows the
Claimants’ difference between Column B and Column A, as described at paragraph
10.8.

748 Voluntary Particulars, document “CC-TV 2010-02”.

749 Voluntary Particulars, document “CC-TV 2010-07”, tab “Data”, cell V1111. This document is a spreadsheet
which sets out the calculations for the bad debt provision. Voluntary Particulars, document “CC-TV 2010-
10”, tab “Current Quarter”, rows 16 and 17 and tab “Bal Sheet”, cell B18 shows the total bad debt provision
for Q2 2011.
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Figure 3 - Voluntary particulars extract for Transaction 17: Comercializadora (end-user TV Azteca) in Q3 2010 to Q2 2011.7%0

| Q3 2010 I Q4 2010
Booked Should have been || Adjustment required Booked Should have been || Adjustment required
(A) (B) (C=B-A) (A) (B) (C=B-A)
General Description N2 DR (CR) DR (CR) DR (CR) DR (CR) DR (CR) DR (CR)
ledger code
GN1
$ $ $ $ $ $ $ $ $ $ $ $
Income statement
400000 Revenue - licence (1,500,000) 1,500,000
410000 Revenue - support (411) 411 (37,808) 37,808
676000 Bad debt
Balance sheet
122000 Bad debt (balance sheet)
231000 Deferred revenue - licence 1,500,000) (1,500,000) (1,500,000) (1,500,000)
232000 Deferred revenue - support (149,589) (150,000) (411) (111,781) (150,000) (38,219)
392300 Retained earnings (1,500,411) A 1,500,411
| Q1 2011 I Q2 2011
Booked Should have been || Adjustment required Booked Should have been || Adjustment required
(A) (B) (C=B-A) (A) (B) (C=B-A)
General Description N2 DR (CR) DR (CR) DR (CR) DR (CR) DR (CR) DR (CR)
ledger code
GN1
$ $ $ $ $ $ $ $ $ $ $ $

Income statement
400000 Revenue - licence
410000 Revenue - support (36,986) 36,986 (37,397) 37,397
676000 Bad debt 549,945 (549,945)
Balance sheet
122000 Bad debt (balance sheet) (549,945) 549,945
231000 Deferred revenue - licence (1,500,000) (1,500,000) (1,500,000) (1,500,000)
232000 Deferred revenue - support (74,795) (150,000) (75,205) (37,398) (150,000) (112,602)
392300 Retained earnings (1,538,219) A 1,538,219 (1,575,205) A 1,575,205

750 Voluntary Particulars, spreadsheet "00_Further particulars Comercializadora - TV Azteca SA de CV 2010".
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10.57 The individual transaction voluntary particulars entries for Q3 2010 are described below: ">

() Column A shows that Autonomy’s accounting entries (as presented by the
Claimants) in regard to the reseller agreement were to account for revenue of
USS$1.5 million in respect of software licences and revenue of US$411 in respect of
support and maintenance’ on Autonomy’s consolidated income statement in Q3
2010. The remaining US$149,589 relates to support and maintenance that was
recognised in deferred revenue on Autonomy’s consolidated balance sheet at the

period end.

(b) Column B shows the Claimants’ position which is that Autonomy should not have
recognised revenue of US$1.5 million in respect of software licences or revenue of
USS411 in respect of support and maintenance in regard to the Q3 2010 reseller
sale. Therefore, the Claimants remove the amounts recorded as revenue under
Column A and transfer the amounts to deferred revenue (in Q3 2010). This results
in the amounts of US$1.5 million in respect of licences and US$150,000 in respect
of support and maintenance being accounted for as deferred revenue on
Autonomy’s consolidated balance sheet at the end of Q3 2010. This is illustrated
by the red graphics in Figure 3.

(c) Column C shows the difference between Column B and Column A.
10.58 The voluntary particulars entries for Q4 2010 to Q2 2011 are described below:7>?

() Column A shows that Autonomy released further revenue in respect of support and
maintenance to Autonomy’s consolidated income statement from deferred
revenue in Q4 2010 to Q2 2011. In Q4 2010, deferred revenue of US$149,589
carried forward from Q3 2010 was reduced by US$37,808, which was released to
Autonomy’s consolidated income statement, leaving US$111,781 in deferred
revenue for support and maintenance on Autonomy’s consolidated balance sheet
in Q4 2010. Autonomy then continued to release further support and maintenance
revenue to Autonomy’s consolidated income statement, reducing the deferred
revenue balance, in Q1 2011 to Q2 2011.

751 Voluntary Particulars, spreadsheet "00_Further particulars Comercializadora - TV Azteca SA de CV 2010".
752 Sypport and maintenance was pro-rated over the term of the service provided. Autonomy’s initial
accounting entry recognised US$150,000 of deferred revenue in respect of support and maintenance on 30
September 2010. See ledger extract in Voluntary Particulars, document “CC-TV 2010-04”, page 19.
Subsequently, Autonomy accounted for one day of support and maintenance revenue in Q3 2010 for the service
provided on 30 September 2010. The remaining amounts in respect of support and maintenance from the Q3
2010 reseller agreement was released to Autonomy’s consolidated income statement in quarterly instalments
over a year.

753 Voluntary Particulars, spreadsheet "00_Further particulars Comercializadora - TV Azteca SA de CV 2010".
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10.59

10.60

10.61

In Q2 2011, Autonomy recorded a bad debt charge in Autonomy’s consolidated
income statement of US$549,945 and recorded a bad debt provision of U55549,945

on Autonomy’s consolidated balance sheet.

(b) Column B shows that the Claimants’ position is that the US$1.5 million in respect
of the sale of software licences and US$150,000 in respect of related support and
maintenance should not have been accounted for as revenue on Autonomy’s
consolidated income statement at any time between Q3 2010 and Q2 2011.
Instead, from Q4 2010 to Q2 2011, the USS$1.5 million of deferred revenue in
respect of the licences and US$150,000 of deferred revenue in respect of the
support and maintenance is carried forward on Autonomy’s consolidated balance
sheet in each quarter from Q3 2010. This is illustrated by the red graphics in Figure
3. In Q2 2011, the bad debt charge to Autonomy’s consolidated income statement
of US$549,945 and the bad debt provision of US$549,945 on Autonomy’s
consolidated balance sheet is then removed by the Claimants and no amounts are

recorded in relation to the bad debt.
(c) Column C shows the difference between Column B and Column A.

The overall outcome of the Claimants’ treatment, is that on Autonomy’s consolidated
balance sheet there must remain an accounts receivable balance (which according to the
Claimants, but disputed by the Defendants, was an obligation that the reseller did not
have the means to pay Autonomy in the absence of an onward sale to the end-user’*) and
a deferred revenue balance in Q2 2011. And separately in Q2 2011 by virtue of the reversal
of the bad debt expense the profit for the quarter is grossed up by the amount of
USS$549,945. As a result, in my opinion this accounting treatment, which the Claimants
allege should have been followed, is again inherently contradictory in its premise.
Recognising an asset and liability during Q3 2010 to Q2 2011 undermines any lack of
economic substance contention, as does similarly reversing a bad debt charge (in these

circumstances).”?

Accounting treatment of sales made to the end-user

Similar inherent contradictions arise in the Claimants’ accounting treatment for instances

where sales of software were made direct to the end-user in place of the reseller.

As previously explained, the Claimants, in the voluntary particulars, have reversed the

revenue previously recognised by Autonomy for all 37 reseller transactions in the quarter

754 Re-Re-Amended Particulars of Claim, page 64, paragraph 74.3.4 and Schedule 3, page 33.
755 Appendix 9, My Comment 2, set out the voluntary particulars in which this accounting treatment may be

seen.
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in which it was recognised by Autonomy by instead recognising a similar amount in deferred
revenue.”® Then subsequently, where relevant, the Claimants have recognised revenue in
the alternative circumstances when a direct agreement was entered into between

Autonomy and the end-user.” | note there are 19 such transactions.”>?

10.62 In my view, as discussed above,” the Claimants’ accounting treatment infers that the
transaction originally recognised by Autonomy has economic substance because even
according to the Claimants it must still result in the recognition of an asset and associated
deferred revenue liability. If the transaction lacked economic substance, as alleged by the
Claimants, no accounting in the consolidated financial statements would be required in
relation to the transaction including there being no recognition and subsequent reversal
of deferred revenue (and initial recognition of related assets, which | would expect to have

been accounts receivable, and their subsequent reversal).

10.63 Hence, the Claimants’ accounting treatment infers that any adjustments to Autonomy’s
accounting treatment is based on a timing issue for revenue recognition, as opposed to the
sale to the reseller lacking substance as alleged by the Claimants.”® The example below

further illustrates this.

Example 3: Transaction 2: Capax Discovery (end-user TXU)

10.64 Autonomy received two purchase orders from Capax Discovery in relation to a reseller

agreement for end-user TXU:

(a) the first in Q2 2009 for US$783,086 in respect of software licences plus US$78,309

for support and maintenance;’¢' and

(b) the second in Q3 2009 for US$67,817 in respect of software licences and
US$395,023 for hardware.”6?

756 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 1.

757 Appendix 10. Transaction 1: Microlink (various end-users) and Transaction 20: Capax Discovery (end-user
DKO), in which the sales involved a second reseller, have been included in Appendix 10. In relation to
Transaction 20: Capax Discovery (end-user DKO), the Claimants recognised revenue on an asserted agreement
made between DKO and MicroTech with Capax Discovery reselling the software and support to MicroTech and
MicroTech acting as second reseller. Voluntary Particulars, spreadsheet "00_Further particulars - Capax
Discovery - DKO 2010". In relation to Transaction 1: Microlink (various end-users), the Claimants recognised
revenue on an asserted agreement made between Microlink and a second reseller Computer Security
Solutions. Voluntary Particulars, spreadsheet “00_Further particulars - MicroLink 2009”.

758 Appendix 10.

759 At paragraphs 10.30 to 10.49 of this section.

760 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.

761 Voluntary Particulars, document “CPX-TXU 2009-02”.

762 fD007935802}. The Claimants assert that Autonomy’s accounting treatment was “Licence revenue of
$61,652 was recognised as revenue immediately on 30 September 2009. Support and maintenance of 56,165
was deferred, to be recognised over the following year. Hardware revenue of $395,023 was also recognised
immediately on 30 September 2009.” Schedule 3 to the Re-Re-Amended Particulars of Claim, page 6.
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10.65 However, Autonomy entered into a direct agreement with TXU on 18 September 2009 for

licensed software, purchased equipment and services amounting to US$1.693 million.”%3

10.66 | discuss the individual transaction voluntary particulars in relation to the purchase orders

for Q2 2009 and Q3 2009, which is presented in Figure 4 below. In my discussion:

() Column A refers to the voluntary particulars columns titled “Booked” and shows

Autonomy’s accounting entries (as presented by the Claimants);

(b) Column B refers to the columns titled “Should have been” and shows the

Claimants’ accounting entries; and

(c) Column C refers to the columns titled “Adjustment required” and shows the
Claimants’ difference between Column B and Column A, as described at paragraph

10.8.

763 £D002695552}.
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Figure 4 - Voluntary particulars extract for Transaction 2: Capax Discovery (end-user TXU) in Q2 2009 and Q3 2009.7¢4

%
Booked Should have been Adjust_ment Booked Should have been Ad]ust_ment
(A) (B) required (A) (B) required
(C=B-A) (C=B-A)
General |Description DR (CR) DR (CR) DR (CR) DR (CR) DR (CR) DR (CR)
ledger [GN2
code M
$ $ $ $ $ $ $ $ $ $ $ $

Income statement P - L~
400000 E::?ni’;”e : //(783.086\1 \ 783,086 //(783‘086\)\ (783,086)

Revenue -
410000 support 215 215 (19.738) (215) 19,523
Balance sheet

Deferred
231000 |revenue - (783,086) (783,086)

licence \ } \ }

Deferred \ / \ /
232000 |revenue - 78.094 (78,309) (215) (58.356) (78,094 (19,738)

support \.L 7 \_)
392300 |etained (783,301) 783,301

earnings

764 \oluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009".
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10.67 The individual transaction voluntary particulars entries for Q2 2009 are described below: "

() Column A shows Autonomy’s accounting entries (as presented by the Claimants) in
regard to the first purchase order. This showed recognised revenue of US$783,086
in respect of licences and revenue of US$215 in respect of support and
maintenance’®® on Autonomy’s consolidated income statement in Q2 2009. The
remaining US$78,094 of support and maintenance in respect of the first purchase

order remained in deferred revenue on Autonomy’s consolidated balance sheet.

(b) Column B shows the Claimants’ position, i.e. that Autonomy should not have
accounted for revenue of US$783,086 in respect of the licences or revenue of
USS215 in respect of support and maintenance in regards to the Q2 2009 purchase
order in Q2 2009. Therefore, the Claimants adjust the amounts recorded as
revenue under Column A by transferring the amounts to deferred revenue in Q2
2009. This results in the amounts of US$783,086 in respect of licences and
USS$78,309 in respect of support and maintenance being accounted for as deferred
revenue in Autonomy’s consolidated balance sheet at the end of Q2 2009,

according to the Claimants.
(c) Column C shows the difference between Column B and Column A.
10.68 The voluntary particulars entries for Q3 2009 are described below: "¢’

(a) Column A shows that Autonomy continued to release revenue in respect of support
and maintenance to Autonomy’s consolidated income statement from deferred
revenue in Q3 2009. Deferred revenue of US$78,094 carried forward from Q2 2009
was reduced by US$19,738, which was released to Autonomy’s consolidated income
statement as support and maintenance revenue, leaving US$58,356 in deferred
revenue for support and maintenance on Autonomy’s consolidated balance sheet
in Q3 2009.7¢8

(b) Column B shows the Claimants’ position that the US$783,086 of revenue in respect
of the software licences should have been accounted for i.e. recognised in Q3
2009. The Claimants state that “The transaction in Q2 2009 with Capax Discovery

765 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009".

766 Support and maintenance was pro-rated over the term of the service provided. Autonomy’s initial
accounting entry recognised US$78,309 of deferred revenue in respect of support and maintenance on 30
June 2009. See ledger extract in Voluntary Particulars, document “CPX-TXU 2009-04”, page 14. Subsequently,
Autonomy accounted for one day of support and maintenance revenue in Q2 2009 for the service provided on
30 June 2009. The remaining amounts in respect of support and maintenance from the Q2 2009 purchase
order was released to Autonomy’s consolidated income statement in quarterly instalments over a year.

767 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009".

768 Autonomy continued to release support and maintenance revenue to Autonomy’s consolidated income
statement, reducing the deferred revenue balance, in Q4 2009 to Q2 2010. This is not shown in Figure 4 but
can be seen in the Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009".
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for end-user TXU was replaced by a direct agreement with TXU in Q3 2009.”7%°
The USS$783,086 of deferred revenue in respect of licences carried forward from
Q2 2009 is thus removed by the Claimants from Autonomy’s consolidated balance

sheet and released to Autonomy’s consolidated income statement as revenue.

Also, the Claimants indicate that the same US$215 of revenue in respect of support
and maintenance should only have been accounted for in the later quarter,’”® with

the remaining amount of US$78,094 remaining in deferred revenue.””
(c) Column C shows the difference between Column B and Column A.

10.69 The above indicates that the Claimants’ adjustment to Autonomy’s accounting treatment
is based solely on a timing issue for revenue recognition. This timing issue is illustrated by
the red graphics in Figure 4 which shows the Claimants account for an equivalent amount
of revenue in Q3 2009 to the amount Autonomy accounted for in Q2 2009. However, again
by virtue of the deferred revenue balance accounted for by the Claimants in Q2 2009, this
again indicates the Claimants’ believe the original transaction to have had substance. For
the avoidance of doubt, individually this transaction would also not have been considered

material.””2

10.70 The voluntary particulars in relation to Transaction 2: Capax Discovery (end-user TXU) do
not refer at all to the accounting treatment of the second purchase order received by
Autonomy in Q3 2009773, | have assumed that no adjustments are reflected in the voluntary
particulars in respect of the Q3 2009 purchase order as this purchase order was received
in the same quarter that Autonomy ultimately entered into the direct agreement with TXU.
Under the Claimants’ assertion that revenue should have been accounted for only in the

quarter in which ultimately a direct agreement was entered into between Autonomy and

769 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery - TXU 2009", under
“Explanation of adjustments” in Q3 2009.

70 The Claimants state that “The direct agreement included the provision of support and maintenance
services from 30 September 2009. Therefore, one day of support revenue should have been recognised in
Q3 2009, with the balance remaining deferred as at 30 September 2009.” Voluntary Particulars, spreadsheet
"00_Further particulars - Capax Discovery - TXU 2009", under “Explanation of adjustments” in Q3 2009.

771 The Claimants continue to release support and maintenance revenue to Autonomy’s consolidated income
statement, reducing the deferred revenue balance, in each quarter between Q4 2009 and Q3 2010, stating
that “support revenue should have been recognised on a straight line daily basis over a period of one year
as from 30 September 2009”. This is not shown in Figure 4 but can be seen in the Voluntary Particulars,
spreadsheet "00_Further particulars - Capax Discovery - TXU 2009", “Explanation of adjustments” in Q4 2009
to Q3 2010.

772 The Claimants’ proposed adjustment in Q2 2009 reduces revenue and consequently profit before tax by
US$783,301, as shown in Figure 4 under Column C in Q2 2009 (US$783,086 plus US$215). Deloitte’s materiality
for the Q2 2009 Deloitte Audit Committee Report was US$5.4 million based on profit before tax, which is
above the amount of the Claimants’ proposed adjustment. {DEL1_003_1_00000200} (Q2 2009 Deloitte Audit
Committee Report), page 1.

773 See paragraph 10.64(b) of this report.
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10.71

10.72

10.73

10.74

10.75

TXU, an adjustment to revenue in respect of the Q3 2009 purchase order would have a net

effect of nil.

Nonetheless, the above Claimants’ accounting treatment raises a number of fundamental
issues, not least of which is that if, as the Claimants allege, an impugned reseller
transaction lacked economic substance,”’* the agreement direct with the ultimate
customer would be a separate and distinct transaction and should not be associated with
any deferred revenue associated with the reseller transaction. Yet, the Claimants’
accounting treatment can only infer that the reseller arrangement with Capax Discovery
has its own economic substance separable from the economic substance of the Autonomy

transaction with TXU.

In other words, in my opinion, the Claimants’ position is inherently contradictory again and
by its accounting it accepts that each of the transactions, firstly with Capax Discovery, and
secondly with TXU, are transactions of substance, since both according to the Claimants

result in assets to Autonomy.

Accounting treatment in relation to the alleged payments made to resellers,

and the acquisition of Microlink

Over and above the impugned reseller transactions that the Claimants refer to, the
Claimants additionally allege that “An Autonomy group company was caused to make a
payment to the VAR to purchase rights, goods or services that the Autonomy group
company did not need (and which had no discernible value to it), but which had the
purpose and effect of putting the VAR in funds which it then used to pay for the Autonomy
software licence (“reciprocal VAR transactions”)”.””> These allegations are different to

those associated with non-reciprocal reseller transactions.

Where the Claimants have identified an impugned reseller transaction as being a
“reciprocal VAR transaction”, the Claimants’ accounting treatment in the voluntary
particulars removes the revenue on the sale to the reseller recognised in Autonomy’s
consolidated income statement but again carries forward these amounts as deferred
revenue. However, this deferred revenue balance is then netted off by the Claimants

against Autonomy’s costs arising on purchases from the same reseller in a future quarter.”’¢

This Claimants’ accounting treatment has the general effect therefore in Autonomy’s

consolidated financial statements of removing revenue from Autonomy’s consolidated

774 Re-Re-Amended Particulars of Claim, page 62, paragraph 73.

775 Re-Re-Amended Particulars of Claim, page 66, paragraph 74.4.3.3.

776 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 6.
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10.77

10.78

10.79

income statement from the sales to the reseller and either removing the purchase costs or
the asset on Autonomy’s consolidated balance sheet. Any excess in the cost of purchase(s)
from the reseller (compared to the amounts received from/ recoverable on sales to the
reseller) is then recognised by the Claimants as a cost, reducing profit, on Autonomy’s

consolidated income statement.

Though not classified as a reciprocal VAR transaction, the Claimants also assert that, under
Transaction 5: MicroTech (end-user DiscoverTech), “The $10,000,000 sale of Control Point
software to MicroTech is considered a transaction that is linked to the acquisition of

Microlink.”777

Similar to the Claimants’ accounting treatment for “reciprocal VAR transactions”,”’® the
Claimants’ proposed adjustments in the voluntary particulars removes the revenue (on the
sale to MicroTech previously recognised by Autonomy) from Autonomy’s consolidated
income statement and carries forward these amounts as deferred revenue on Autonomy’s
consolidated balance sheet. The deferred revenue is then netted off by the Claimants
against the goodwill balance recognised on consolidation as a result of the acquisition of
Microlink in Q1 2010.77° This is set out in further detail in the example below, and again is

inconsistent with the Claimants’ pleaded case.

Example 4: Transaction 5: MicroTech (end-user DiscoverTech)

Autonomy received a purchase order from MicroTech in relation to a sale for end-user
DiscoverTech on 29 December 2009 for US$10 million in respect of software licences.”®
Autonomy recognised US$476,190 of the purchase order amount as deferred revenue for
support and maintenance, resulting in US$9.524 million being recognised as licence

revenue.’®

In a separate transaction, a Unit Purchase Agreement dated 4 January 2010 was entered
into by Autonomy for the acquisition of 100% of the equity shares of Microlink from
Microlink’s shareholders, David Truitt (Microlink’s majority owner and CEO (“Mr D Truitt”))
and Timothy Wharton, for a purchase price of U5$55 million.”®? | note that the Claimants

assert that the total consideration was US$56.9 million and that Autonomy accounted for

777 Re-Re-Amended Particulars of Claim, Schedule 3, page 14.

778 As referred to in paragraph 10.73.

779 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".

780 fD003229743}.

781 Voluntary Particulars, document “MT-DT 2009-03”, page 32 and “MT-DT 2009-02”, pages 4 and 5.

782 \oluntary Particulars, document “MT-DT 2009-07”, page 1, page 11 (Section 2.1) and page A-1 (Schedule
A). Page 9 to the Unit Purchase Agreement defines the Purchase Price as US$55 million, as adjusted after the
Closing pursuant to Section 2.5 and/or as a result of any payment made pursuant to Section 2.3(c) and/or
any indemnification payment in accordance with Section 9.10.
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the payment of US$55 million as an investment in Microlink.”®* | do not comment here on

how Autonomy may have accounted for this acquisition.

10.80 The Claimants assert that on “5 January 2010, David Truitt and Timothy Wharton remitted
$8,000,000 and $2,000,000, respectively, to DiscoverTech to fund its purchase of
Autonomy’s Control Point software through MicroTech, a company in which David Truitt
held a large interest.”’® The Claimants further assert that on 5 January 2010,
DiscoverTech made a payment of $10,000,000 to MicroTech. On 6 January 2010, payment
in full was received by Autonomy Inc from MicroTech in relation to the 29 December 2009

transaction for end-user DiscoverTech.”®

10.81 The Claimants assert that the “$70,000,000 sale of Control Point software to MicroTech is
considered a transaction that is linked to the acquisition of Microlink”,’® and
subsequently claim that “In terms of the application of IAS 18, $10 million of the supposed
consideration offsets the $10 million of revenue, such that no revenue ought to have been
recognised.””® It is disputed by the Parties whether the transactions should be accounted

for separately.

10.82 The Claimants also refer to an email sent by David Truitt on 18 November 2009 in which
David Truitt stated:

“You might think I’m crazy to pay 5 million for an unproven product, but I think | would
like to give that a shot. What | was thinking was that we would include the purchase of
DiscoverPoint in with the Control Point OEM, so Autonomy would show revenue on both
products in the 10 million dollar order. So total at closing for the Microlink purchase
would be 55 million with an immediate purchase of DP and Control Point OEM for 10

million from the New Company. 78

10.83 The Claimants allege that “In the event, on 29 December 2009, Autonomy prepared a draft
purchase order for Control Point (without DiscoverPoint). Autonomy was not in a position
to offer a licence of DiscoverPoint, because, in December 2009, Microlink had assigned
ownership of DiscoverPoint to DiscoverTech. Despite the fact that the proposed purchase
order was now for a licence of only one of the pieces of software rather than two, the

proposed purchase price remained the same at USS10 million. This fact provides further

783 Re-Re-Amended Particulars of Claim, Schedule 3, page 12. | have not seen the underlying supporting
documentation for these matters.

784 Re-Re-Amended Particulars of Claim, Schedule 3, page 12.

785 Re-Re-Amended Particulars of Claim, Schedule 3, page 12.

78 Re-Re-Amended Particulars of Claim, Schedule 3, page 14.

787 Re-Re-Amended Particulars of Claim, Schedule 3, page 14.

788 Re-Re-Amended Particulars of Claim, Schedule 3, page 13.
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support for the inference pleaded above that Autonomy’s offer to purchase Microlink for
USS55 million was inflated by US$10 million.”®

10.84 | discuss the individual transaction voluntary particulars in relation to the purchase order

for Q4 2009 and matters in Q1 2010, which is presented in Figure 5 below. In my discussion:

() Column A refers to the voluntary particulars columns titled “Booked” and shows

Autonomy’s accounting entries (as presented by the Claimants);

(b) Column B refers to the columns titled “Should have been” and shows the

Claimants’ accounting entries; and

(c) Column C refers to the columns titled “Adjustment required” and shows the
Claimants’ difference between Column B and Column A, as described at paragraph
10.8.

789 Re-Re-Amended Particulars of Claim, Schedule 3, page 13.
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Figure 5 - Voluntary particulars extract for Transaction 5: MicroTech (end-user DiscoverTech) in Q4 2009 and Q1 2010.7%

| Q4 2009 I Q12010
Booked Should have been Adjustment required Booked Should have been Adjustment required
(A) (B) (C=B-A) (A) (B) (C=B-A)
General ledger|Description N2 DR (CR) DR (CR) DR (CR) DR (CR) DR (CR) DR (CR)
code SN
$ $ $ $ $ $ $ $ $ $ $ $

Income statement
400000 Revenue - licence (9,523,810) 9,523,810
410000 Revenue - support (2,609) 2,609 (117,417) - 117,417
Balance sheet /7 \
173000 Goodwill on acquisition 10,000,000'—*( N (10,000,000)
231000 Deferred revenue - licence (9,523,810) (9,523,810) N/
232000 Deferred revenue - support (473,581)|| frmmmep-  (476,190) (2,609) (356,164) \ 1 356,164
392300 Retained earnings | (9,526,419) Y 9,526,419

790 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".
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10.85 The individual transaction voluntary particulars entries for Q4 2009 are described below:”®!

() Column A shows that Autonomy’s accounting entries (as presented by the
Claimants) in regard to the purchase order were to account for revenue of
US$9.524 million in respect of licences and revenue of US$2,609 in respect of
support and maintenance’? on Autonomy’s consolidated income statement in Q4
2009. The remaining US$473,581 of support and maintenance in respect of the
purchase order remained in deferred revenue on Autonomy’s consolidated balance

sheet.

(b) Column B shows the Claimants’ position which is that Autonomy should not have
accounted for revenue of US$9.524 million in respect of software licences or
revenue of US$2,609 in respect of support and maintenance relating to the Q4 2009
purchase order. Therefore, the Claimants remove the amounts recorded as
revenue under Column A and transfer the amounts to deferred revenue in Q4 2009.
This results in the amounts of US$9.524 million in respect of licences and
US$476,190 in respect of support and maintenance being accounted for by the
Claimants as deferred revenue on Autonomy’s consolidated balance sheet. This is

illustrated by the red graphics in Figure 5.
(c) Column C shows the difference between Column B and Column A.
10.86 The voluntary particulars entries for Q1 2010 are described below:”%

(@) Column A shows that Autonomy continued to release revenue in respect of support
and maintenance to Autonomy’s consolidated income statement from deferred
revenue in Q1 2010. Deferred revenue of US$473,581 carried forward from Q4
2009 was reduced by US$117,417, which was released to Autonomy’s consolidated
income statement as support and maintenance revenue, leaving US$356,164 in

deferred revenue for support and maintenance on Autonomy’s consolidated

791 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".

792 Support and maintenance was pro-rated over the term of the service provided. Autonomy’s initial
accounting entry recognised US$476,190 of deferred revenue in respect of support and maintenance on 31
December 2009. See ledger extract in Voluntary Particulars, “MT-DT 2009-03”, page 32. Subsequently,
Autonomy accounted for two days of support and maintenance revenue in Q4 2009 for the service provided
in December 2009. The remaining amounts in respect of support and maintenance from the Q4 2009 purchase
order was released to Autonomy’s consolidated income statement in quarterly instalments over a year.

793 Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".
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balance sheet in Q1 2010.7°* In Q1 2010, Autonomy recorded an asset of US$10

million for goodwill on acquisition on Autonomy’s consolidated balance sheet.”®

(b) Column B shows the Claimants’ position that US$9.524 million in respect of licences
and US$476,190 in respect of support and maintenance should not have been
accounted for as revenue in Autonomy’s consolidated income statement in either
Q4 2009 or Q1 2010. According to the Claimants, the credit amount of US$10
million (US$9.524 million in respect of licences plus US$476,190 in respect of
support and maintenance) in deferred revenue carried forward from Q4 2009 is
eliminated from Autonomy’s consolidated balance sheet in Q1 2010 by offsetting
the amount against the asset of US$10 million for goodwill on acquisition.”® This
is illustrated by the red graphics in Figure 5 which highlights the absence of
amounts being recorded, according to the Claimants, under deferred revenue and

goodwill on acquisition as a result of the amounts being offset.
(c) Column C shows the difference between Column B and Column A.

10.87 As previously discussed, if a transaction lacked economic substance as alleged by the
Claimants, under the Claimants’ accounting treatment, there would be no accounting
entries recognised in relation to the transaction, including there being no recognition of
deferred revenue or accounts receivable in Q4 20097%7. Subsequently, in my view, under
the Claimants’ assertions, in Q1 2010 the US$10 million cash receipt by Autonomy from
MicroTech in relation to the Q4 2009 purchase order would be recognised within
Autonomy’s accounts as a financial asset (in cash) with a corresponding accounting entry
in a liability account’®.7® If the sale by Autonomy to MicroTech and the acquisition of
Microlink by Autonomy are linked transactions®® in the context of IAS 18.13, then the

liability would be netted against goodwill on acquisition in Q1 2010.

794 Autonomy continued to release support and maintenance revenue to Autonomy’s consolidated income
statement, reducing the deferred revenue balance, in Q2 2010 to Q4 2010. This is not shown in Figure 5 but
can be seen in the Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".
795 Autonomy continued to carry forward the asset balance of US$10 million for goodwill on acquisition from
Q1 2010. This is not shown in Figure 5 but can be seen in the Voluntary Particulars, spreadsheet "00_Further
particulars - MicroTech - DiscoverTech 2009".

7% The Claimants’ narrative in the voluntary particulars states “For the reasons set out in Schedule 3
(transaction 5), the deferred revenue balances brought forward in Q1 2010 have been eliminated by
offsetting against the goodwill balance recognised on consolidation as a result of the acquisition of MicroLink
in Q1 2010.” Voluntary Particulars, spreadsheet "00_Further particulars - MicroTech - DiscoverTech 2009".
797 Re-Re-Amended Particulars of Claim, Schedule 3, page 12. The Claimants assert that “On é January 2010,
payment in full was received by Autonomy Inc from MicroTech in relation to the 29 December 2009
transaction for end-user DiscoverTech.” Therefore, the initial accounting entry in Q4 2009 posted by
Autonomy would be against accounts receivable.

798 This would not be in the deferred revenue liability balance.

799 Re-Re-Amended Particulars of Claim, Schedule 3, page 12.

800 As alleged by the Claimants, Re-Re-Amended Particulars of Claim, Schedule 3, page 13.
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10.88

10.89

10.90

10.91

10.92

10.93

An additional factor which will affect the accounting treatment is the fair value of the
Control Point software in relation to the Q4 2009 purchase order which will ascertain the
amount which should be recognised as revenue in Autonomy’s consolidated income
statement (subsequent to the sale transaction being determined to have economic
substance and at the point at which the conditions of IAS 18.14 were met), and whether,
and the amount by which, any remaining liability balance, not recognised as revenue,

might potentially be netted against goodwill on acquisition.

As discussed at Appendix 3.5, whether the US$10 million sale to MicroTech was at fair

value is a matter of disputed fact.

My review of the Voluntary Particulars of the Schedule 5 transactions, the

alleged reciprocal transactions

The Claimants have provided nine sets of voluntary particulars in relation to the alleged
reciprocal transactions which relate to six counterparties detailed on Schedule 5 to the

Re-Re-Amended Particulars of Claim.8"

The individual transaction voluntary particulars, in relation to the alleged reciprocal
transactions, set out Autonomy’s accounting (as presented by the Claimants) as being the
recognition of revenue on sale to the counterparty.?? Further, Autonomy accounts for the
purchase(s) from the same counterparty as a separate transaction to the sale, as either a
cost on Autonomy's consolidated income statement or an asset on Autonomy's consolidated

balance sheet.3%

Under the Claimants’ accounting treatment, the Claimants do not recognise revenue

against any of the alleged reciprocal transaction software license sales made by Autonomy.

Instead, the Claimants' accounting treatment adjusts the revenue recognised by Autonomy

in the consolidated income statement on the software sale to the counterparty and either:

(a) carries forward the amounts as deferred revenue in respect of licences and support
and maintenance on Autonomy's consolidated balance sheet and subsequently nets
off this deferred revenue balance against any costs of purchases made by

Autonomy from the same counterparty in a subsequent period; or

801 Additional sets of voluntary particulars have been provided in relation to the same counterparty for alleged
reciprocal transactions that occurred in different periods. Appendix 11.

802 This is set out in each of the voluntary particulars for the alleged reciprocal transactions as can be seen
in Appendix 11, My Comment 1. Revenue recognised by Autonomy in relation to the alleged reciprocal
transactions is in respect of licences, support and maintenance and hardware.

803 This is set out in each of the voluntary particulars for the alleged reciprocal transactions as can be seen
in Appendix 11, My Comment 2.
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(b) where both the sale to the counterparty and the purchase(s) made by Autonomy
from the same counterparty occurred within the same period, the Claimants, as in
the example above, reverse the revenue recognised by Autonomy and instead
offset the amounts against the purchases in the same period (without amounts

being moved to deferred revenue).8%

10.94 This results, according to the Claimants, in a net expense being recognised in relation to
over two-thirds of the alleged reciprocal transactions (seven out of nine)® in Autonomy’s
consolidated income statement and a reduction in the asset value in relation to Transaction
5: EMC, in Autonomy’s consolidated balance sheet, with the revenue originally recognised
by Autonomy being removed in full from Autonomy’s consolidated income statement for

all the reciprocal transactions.3%

10.95 This accounting treatment mirrors the Claimants’ accounting treatment for reciprocal
reseller transactions, as discussed at paragraphs 10.73 to 10.77. The adjustments to
include generally a deferred revenue balance against each initial sale transaction are,
however, inconsistent and fundamentally wrong where the Claimants’ again similarly claim

that each such transaction lacks economic substance.

10.96 In this category, the Claimants allege that “an Autonomy group company (i) granted a
software licence to a counterparty at one price and (ii) purchased products (including
software), rights and/or services from that counterparty at a greater price. In these
cases, the purchase(s) and the sale(s) were linked in such a way that their commercial
effect could not be understood without reference to the series of transactions as a whole.
The products, rights and/or services purchased were of no discernible value to the
Autonomy group, or the goods or services were purchased at sums in excess of their fair
value. These transactions lacked economic substance. The purpose of the purchase from
the counterparty was to provide the counterparty with both the incentive and the funds
to acquire a licence to Autonomy software that the counterparty would not otherwise

have acquired. These contrived transactions meant that the Autonomy group was funding

804 This is set out in each of the voluntary particulars for the alleged reciprocal transactions as can be seen
in Appendix 11, My Comment 1. In relation to Schedule 5 to the Re-Re-Amended Particulars of Claim,
Transaction 2: VMS (Q4 2010), the Claimants reverse the revenue recognised by Autonomy and offset these
amounts against both the purchase of data licences from VMS and also the purchase costs of hardware for
resale to VMS (purchased by Autonomy from Insight) in Q4 2010. Voluntary Particulars, spreadsheet
“00_Further particulars - Video Monitoring Services 2010 A&B”.

805 Transaction 1 to 4 of Schedule 5 to the Re-Re-Amended Particulars of Claim. This is set out in each of the
voluntary particulars for the alleged reciprocal transactions as can be seen in Appendix 11, My Comment 3a.
806 |n relation to Schedule 5 to the Re-Re-Amended Particulars of Claim, Transaction 6: MicroTech, a balance
remains in deferred revenue under the Claimants’ accounting treatment in the voluntary particulars.
Schedule 5 to the Re-Re-Amended Particulars of Claim, page 16, asserts that on 8 September 2011 (outside
the Relevant Period) a credit note was raised to MicroTech to cancel the outstanding balance owed to
Autonomy.
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the purchase by counterparties of its own software in order to allow Autonomy

inappropriately to report revenue and profits.”%7

10.97 As discussed under my review of the reseller transactions, in my view, if a transaction
lacked economic substance as alleged by the Claimants, under the accounting treatment,
there would be no accounting entries recognised in relation to the transaction. | regard
this view as also supported by Mr Holgate: see for example Mr Holgate’s First Report

paragraphs 6.4 and 6.7.

10.98 The Claimants’ accounting treatment carries forward the Autonomy sales related amounts
as deferred revenue on Autonomy's consolidated balance sheet in relation to two-thirds

(six out of nine) of the alleged reciprocal transactions.8%

10.99 Further, the Claimants’ adjustments in relation to all nine transactions do not adjust any
accounts receivable balance Autonomy would have recognised on the sale to the
counterparty.®® Each of the above approaches individually, and collectively, again
highlights the fundamental dichotomy between the Claimants’ allegations concerning the
impugned transactions in the Re-Re-Amended Particulars of Claim and the contrary
adjustments to Autonomy’s accounting treatment as proposed by the Claimants in the
voluntary particulars. This is similarly mirrored in Mr Holgate’s own contradictions when

he comments on the reciprocal transactions voluntary particulars, which | deal with below.

10.100 Further, if the reciprocal purchase also lacked economic substance, as alleged by the
Claimants,® under the Claimants’ accounting treatment there would again be no
accounting entries recognised in relation to in that case the purchase transaction, being
the recognition of the purchase expense or asset and the corresponding accounts payable

(Autonomy’s obligation to pay the seller for debt owed in relation to the purchase).

10.101 If, as alleged by the Claimants, first, the sale and the purchase are determined to be
linked, and second the linked sale and purchase transaction lacked economic substance,
then both the sale and purchase transaction(s) would be removed in whole from the
accounts and only any net cash movement would be recognised within Autonomy’s
accounts, with any excess cash payments made by Autonomy being recognised as a

miscellaneous expense in Autonomy’s consolidated income statement.?'!

807 Re-Re-Amended Particulars of Claim, page 16, paragraph 30.2.2.1. See also the Re-Re-Amended Particulars
of Claim, paragraphs 94C and 94D.

808 This is set out in each of the voluntary particulars for the alleged reciprocal transactions as can be seen
in Appendix 11, My Comment 1a.

809 This is set out in each of the voluntary particulars for the alleged reciprocal transactions as can be seen
in Appendix 11.

810 |n relation to Transactions 1, 2, 3, 4 and 6 of Schedule 5 to the Re-Re-Amended Particulars of Claim, page
4, 8, 10, 12 and 17.

811 For completeness, a net receipt in this scenario would be recognised by Autonomy as ‘other income’.
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10.102

10.103

10.104

10.105

10.106

However, the Claimants’ accounting treatment does not reverse the sale and purchase
transactions recognised by Autonomy and only recognise the net cash movement. Instead,
the Claimants adjust Autonomy’s consolidated financial statements based on the purchase
invoice recognised by Autonomy, as opposed to adjustments that would result in the

recognition of only the net cash movement.

The example below illustrates this inherent contradiction in the Claimants’ (and Mr
Holgate’s which | deal with later on in this section) accounting opinion and/or treatments.
In relation to the example, Schedule 5, Transaction 1: Capax Discovery, the voluntary
particulars cover three purchase orders from Capax Discovery during the period from Q1
2009 to Q2 2011 in relation to this transaction. For simplicity, | only discuss the first
purchase order in the voluntary particulars for the period Q1 2009 to Q2 2009.

Example 5: Transaction 1: Capax Discovery (Q1 2009 to Q2 2009)*"

Autonomy received a purchase order from Capax Discovery in Q1 2009 for US$7.5 million

in respect of software licences plus US$750,0008'3 for support and maintenance.?'4

In the next quarter, Q2 2009, Autonomy received two invoices from Capax Discovery for a

total of US$520,000 for Electronic Data Discovery services (“EDD services”).8"

| discuss the voluntary particulars in relation to the Q1 2009 purchase order for Q1 2009 to

Q2 2009, which is presented in Figure 6 below. In my discussion:

() Column A refers to the voluntary particulars columns titled “Booked” and shows

Autonomy’s accounting entries (as presented by the Claimants);

(b) Column B refers to the columns titled “Should have been” and shows the

Claimants’ accounting entries; and

(c) Column C refers to the columns titled “Adjustment required” and shows the
Claimants’ difference between Column B and Column A, as described at paragraph
10.8.

812 The full details of this transaction are addressed in more detail in Appendix 5.1.

813 Calculated as 5% of licence fees of US$7.5 million per year, across two years i.e. 10% in total.

814 Voluntary Particulars, document “CPX 2009-02”, pages 1 and 11.

815 Voluntary Particulars, documents “CPX 2009-07” and “CPX 2009-08”. US$520,000 calculated as U5$250,000
plus US$270,000.
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Figure 6 - Voluntary particulars extract for Transaction 1: Capax Discovery in Q1 2009 to Q2 2009.8¢

Q1 2009

Q2 2009

Booked
(A)

Should have been
(B)

Adjustment required
(C=B-A)

Booked

(A)

Should have been

(B)

Adjustment required
(C=B-A)

General
ledger
code

Description &2

DR

(CR)

DR (CR)

DR

(CR)

DR

(CR)

DR

(CR)

DR

(CR)

$

$

Income statement

400000

Rewenue - licence

(7,500,000)

7,500,000

410000

Revenue - support

(1,027)

1,027

(93,493)

93,493

542000

User manuals

542500

Manufacturing product costs

661011

Billable 3rd party engagements

520,000

(520,000)

Balance sheet

135000

Prepayment

202000

Accrued accounts payable

231000

Deferred revenue - licence

(7,500,000)

(7,500,000)

(6,980,000)

(6,980,000)

232000

Deferred revenue - support

(748.,973)

(750,000)

(1,027)

(655,430)

(750,000)

(94,520)

392300

Retained earnings

(7,501,027)

7,501,027

816 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery 2009 and 2011".
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10.107 The voluntary particulars entries for Q1 2009 are described below:3"”

() Column A shows that Autonomy’s accounting entries (as presented by the
Claimants) in regard to the purchase order were to recognise revenue of US$7.5
million in respect of the sale of software licences and revenue of US$1,027 in
respect of support and maintenance®'® on Autonomy’s consolidated income
statement in Q1 2009. The remaining US$748,973 relates to support and
maintenance that was recognised as deferred revenue on Autonomy’s consolidated

balance sheet at the period end.

(b) Column B shows the Claimants’ position that the US$7.5 million in respect of
licences and the US$750,000 in respect of related support and maintenance (or any
part thereof) should not have been accounted for as revenue on Autonomy’s
consolidated income statement in Q1 2009. Therefore, the Claimants remove
Autonomy’s recorded revenue and adjust the amounts to be recognised in deferred
revenue in Q1 2009. This results in the amounts of US$7.5 million in respect of the
sale of the software licences and US$750,000 in respect of support and
maintenance being both accounted for as deferred revenue on Autonomy’s

consolidated balance sheet.
(c) Column C shows the difference between Column B and Column A.
10.108 The voluntary particulars entries for Q2 2009 are described below:8"

(a) Column A shows that Autonomy released further revenue in respect of support and
maintenance to Autonomy’s consolidated income statement from deferred
revenue in Q2 2009. In Q2 2009, deferred revenue of US$748,973 carried forward
from Q1 2009 was reduced by US$93,493, which was released to Autonomy’s
consolidated income statement, leaving US$655,480 in deferred revenue for
support and maintenance on Autonomy’s consolidated balance sheet in Q2 2009.
Column A also shows that Autonomy recognised US$520,000 of expenses on
Autonomy’s consolidated income statement, referred to as “Billable 3™ party

engagements”.

(b) Column B shows the Claimants’ position that the U55$520,000 of purchase expenses

should have been netted off against the Claimants’ carried forward software

817 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery 2009 and 2011".

818 Support and maintenance was pro-rated over the term of the service provided. Autonomy’s initial
accounting entry recognised US$750,000 of deferred revenue in respect of support and maintenance on 31
March 2009. See ledger extract in Voluntary Particulars, document “CPX 2009-04”, page 6. Subsequently,
Autonomy accounted for one day of support and maintenance revenue in Q1 2009 for the service provided on
31 March 2009. The remaining amounts in respect of support and maintenance from the Q1 2009 purchase
order was released to Autonomy’s consolidated income statement in quarterly instalments over two years.
819 Voluntary Particulars, spreadsheet "00_Further particulars - Capax Discovery 2009 and 2011".
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10.109

10.110

10.111

10.112

10.113

licence related deferred revenue.??° This is reflected in Figure 6 as the amounts
allocated to Billable 3 party engagements is reduced by US$520,000 to nil and

deferred revenue in respect of licences is also reduced by U5$520,0008%",
(c) Column C shows the difference between Column B and Column A.

The individual transaction voluntary particulars do not show an asset balance (i.e. accounts
receivable) in relation to this sale in Q1 2009, but implicitly there must be one, as a result

of double-entry accounting.

| assume Autonomy recorded an amount of US$8.25 million®?? in accounts receivable on
Autonomy’s consolidated balance sheet in Q1 2009, in respect of the Q1 2009 purchase
order, as the Claimants assert that the first payment from Capax Discovery was US$500,000
in Q2 2009.8%3

As previously discussed, the above clearly demonstrates, contrary to the Claimants’
position asserted in the Re-Re-Amended Particulars of Claim,8* that the Claimants
acknowledge that an accountable transaction occurred in Q1 2009 by virtue of there being

a deferred revenue balance according to the Claimants.

The voluntary particulars also do not show the cash movement in relation to Autonomy’s
purchase. According to the Claimants, Autonomy paid Capax Discovery US$520,000 on 22
June 2009.8% As discussed above, if, as alleged by the Claimants, both the sale and linked
purchase lacked substance, then each of them, alternatively, both together, should be
reversed from the financial statements and Autonomy’s accounting records and only the
cash movement would be recognised within Autonomy’s accounts, with net cash payment
made by Autonomy being recognised as an expense in Autonomy’s consolidated income

statement.

Schedule 5 to the Re-Re-Amended Particulars of Claim asserts that US$500,000 was
received by Autonomy and a payment of US5520,000 was made by Autonomy in Q2 2009.
Therefore, according to the Claimants’ pleaded position where there was no economic
substance, this should logically result in a net payment by Autonomy to Capax Discovery
of US$20,0008%¢ in Q2 2009 which, based on the Claimants’ allegations, should have been

820 The Claimants’ narrative in the voluntary particulars states “For the reasons set out in Schedule 5
(transaction 1), the amounts originally recognised as revenue have been reversed and instead carried forward
as deferred revenue in order to be netted against the EDD services and supplemental EAS support costs
invoiced by Capax Discovery between Q2 2009 and Q2 2011.” Voluntary Particulars, spreadsheet "00_Further
particulars - Capax Discovery 2009 and 2011".

821 YSS$7.5 million less US$520,000 equals US$6.98 million.

822 Y$$7.5 million in respect of licences plus US$750,000 in respect of support and maintenance.

823 Schedule 5 to the Re-Re-Amended Particulars of Claim, page 1.

824 Schedule 5 to the Re-Re-Amended Particulars of Claim, page 4.

825 Schedule 5 to the Re-Re-Amended Particulars of Claim, page 1.

826 YS$500,000 minus US$520,000.
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recognised as an expense in Autonomy’s consolidated income statement under the

Claimants’ proposed adjustments in the voluntary particulars.

10.114 This is not the accounting treatment reflected in the voluntary particulars as shown in
Figure 6 which shows a net expense of nil in Q2 2009. In my view, it is absolutely clear
that the Claimants’ accounting treatment is inconsistent with their allegation that the sale
and purchase lacked economic substance which should have reflected a miscellaneous
expense of US$20,000 in Q2 2009.

My review of the Voluntary Particulars in relation to hardware

10.115 The Claimants have provided individual transaction voluntary particulars®?’ and
corresponding supporting documentation in relation to the hardware sale amounting to
USS6 million to Morgan Stanley in Q2 2009.

10.116 The voluntary particulars set out Autonomy’s accounting (as presented by the Claimants)
as being the recognition of hardware revenue relating to the sale to Morgan Stanley in Q2

2009 and the recognition of COGS in relation to hardware in the same period.8?

10.117 The Claimants’ accounting treatment reverses the revenue and COGS recognised by
Autonomy in relation to hardware in Q2 2009 and instead recognises hardware revenue,
and COGS, in the following quarter, Q3 2009.8?°

10.118 | have reviewed the voluntary particulars in relation to the Claimants’ proposed
adjustments. Due to the nature of the impugned issue, other than in relation to revenue
I do not comment on the Claimants’ accounting treatments in the voluntary particulars in
relation to this transaction. For ease, my comments are made in section 5 above. The
single (material) issue in my view in relation to this transaction is whether the US$6 million

was appropriately recognised in Q2 2009.

My review of the Voluntary Particulars in relation to hosting

10.119 Schedule 6 to the Re-Re-Amended Particulars of Claim sets out the Claimants’ pleaded
adjustments to Autonomy’s reported revenue and profits®® due to the impugned hosting

arrangements and corresponds to the Voluntary Particulars in relation to hosting.8'

827 Voluntary Particulars, spreadsheet “00_Further particulars - Morgan Stanley Q2 2009”.

828 \loluntary Particulars, spreadsheet “00_Further particulars - Morgan Stanley Q2 2009”.

829 Voluntary Particulars, spreadsheet “00_Further particulars - Morgan Stanley Q2 2009”.

830 Profit from operations which is prior to adjustments for interest and tax.

81 Voluntary Particulars, spreadsheet “00_Further Particulars - Hosting arrangements_Schedule 6_26.10.18”,
tab “Hosting Sched 6 -Summary”.
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10.120 The Claimants’ proposed adjustments in relation to the hosting transactions are totalled
per quarter and set out in Schedule 4 to the Re-Re-Amended Particulars of Claim as

“hosting arrangements”.

10.121 The related Voluntary Particulars set out Autonomy’s accounting treatment (as presented
by the Claimants) in relation to the hosting arrangements as being the recognition of
licence revenue. The Claimants’ narrative of the adjustments states that "The revenue
that was attributed to the sale of Digital Safe and eDiscovery software licences as part of

hosting arrangements was recognised at the commencement of those arrangements".%3

10.122 However, the Claimants assert that “Each of the hosting arrangements listed in Schedule
6 involving Digital Safe (and/ or software to be used with Digital Safe) or eDiscovery was,
in substance, a transaction for the provision of services over the period during which the

Autonomy group company hosted the customer’s data.”®3

10.123 The Claimants further assert that “Under IAS 8, paragraph 10, and IAS 18, paragraphs 13,
20 and 25, the hosting arrangements should therefore have been accounted for as
services, with revenue recognised over the periods in which the services were

provided.”%*

10.124 The Claimants’ accounting treatment in relation to these transactions in the Voluntary
Particulars is that "For the reasons set out at paragraphs 109 and 110 of the draft Re-Re-
Amended Particulars of Claim, the revenue that was attributed to the sale of Digital Safe
and eDiscovery software licences as part of hosting arrangements should have been

recognised rateably over the term of the licence."®

10.125 Therefore, the Claimants’ proposed adjustments for individual hosting transactions reverse
the revenue originally recognised on Autonomy’s consolidated income statement in
relation to the hosting arrangements and instead carry forward the amounts as deferred
revenue on Autonomy’s consolidated balance sheet. The revenue is then recognised over

the term of the hosting arrangement under IAS 18.20 (rendering of a service).

10.126 | have reviewed the individual transaction voluntary particulars in relation to these
Claimants’ adjustments for the hosting arrangements and make the single comment that
each hosted customer arrangement should be considered on its own facts. As | note in
section 8, it remains in dispute as to whether ‘hosting’ can be accounted for as the sale of
a software licence, with associated services, or, according to the Claimants, should have

been accounted for as solely the provision of a service, irrespective of the IDOL software

832 Voluntary Particulars, spreadsheet “00_Further Particulars - Hosting arrangements_Schedule 6_26.10.18”,
tab “Hosting Sched 6 -Summary”.

833 Re-Re-Amended Particulars of Claim, page 112, paragraph 109.

834 Re-Re-Amended Particulars of Claim, page 112, paragraph 109.

835 Voluntary Particulars, spreadsheet “00_Further Particulars - Hosting arrangements_Schedule 6_26.10.18”,
tab “Hosting Sched 6 -Summary”.
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10.127

10.128

10.129

10.130

license. As a consequence, | do not comment on the Claimants’ hosting Voluntary
Particulars at this time, either transaction by transaction or collectively, in advance of the
determination of the disputed facts. | reiterate, however, that each individual transaction
should be looked at on its own facts, once any determination of the hosting accounting
issues is arrived at, since there are likely to be specific circumstances surrounding

individual transactions that could also affect the accounting issues.

My review of the Voluntary Particulars relating to the ‘Other’ transactions

The Claimants have provided five sets of individual transaction voluntary particulars in
relation to the ‘other’ transactions which relate to four counterparties detailed on

Schedule 7 to the Re-Re-Amended Particulars of Claim.83¢

I have reviewed the Voluntary Particulars in relation to the Claimants’ adjustments for
‘other transactions’. In my view, the Claimants’ proposed adjustments in the individual
transaction voluntary particulars in relation to the ‘other’ transactions are consistent with
the pleadings as provided in Schedule 7 to the Re-Re-Amended Particulars of Claim. My
views on the appropriate accounting for the ‘other’ transactions are set out in the relevant

‘other transactions’ sections of my report.

Overview of Mr Holgate’s conclusions regarding the Voluntary Particulars

As a general point, Mr Holgate states that “If a transaction has no substance then it should

have no accounting effect”.®¥ | agree with this.

Mr Holgate was instructed by Travers Smith on behalf of the Claimants to “Please review
the 53 sets of Voluntary Particulars that have been served by the Claimants in these
proceedings in relation to their case as set out in Schedules 4 and 6 on the draft Re-Re-
Amended Particulars of Claim. Please explain whether, on the assumption that the
Claimants’ criticisms of Autonomy’s accounting treatment are established, you agree or
disagree with the adjustments to Autonomy’s accounting treatment set out in each of the
Voluntary Particulars. Insofar as you consider that adjustments should be made which are
different from those set out in the Voluntary Particulars, please set out your proposed

adjustments in your report.”%®

836 Two sets of voluntary particulars have been provided in relation to Schedule 7, Transaction 1: Tottenham
Hotspur for each of the sales transactions that occurred in Q2 2010 and Q1 2011. The folder names of the
five sets of voluntary particulars in relation to “other” transactions are: Tottenham Hotspur 2010; Tottenham
Hotspur 2011; Prisa 2010; Amgen Inc 2010; and Iron Mountain 2011.

87 Mr Holgate’s First Report, page 72, paragraph 7.6.

838 Mr Holgate’s First Report, Appendix 2, page 37, paragraph 70.
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10.131 In his First Report, Mr Holgate states, “I have carefully reviewed all 54%%° of the Voluntary

Particulars in order to determine whether | agree or disagree with the Claimants’ case as

set out in columns B and C and whether there are any adjustments that | would propose

to the way in which the Claimants have addressed them, on the assumption that the

Claimants’ criticisms of Autonomy’s accounting treatment are established...”84°

10.132 Mr Holgate then concludes, “The outcome of my review is that | agree with the

adjustments identified in columns B and C, which do not in my view require

adjustment.”®

10.133 As a result, Mr Holgate agrees with the Claimants’ proposed adjustments in the Voluntary

10.134

Particulars without revision or amendment or adjustment, despite:

(@)

the fundamental inconsistencies between the Claimants’ allegations concerning
the impugned transactions in the Re-Re-Amended Particulars of Claim, and the
contradictory accounting treatment and accounting entry consequences proposed
by the Claimants in the Voluntary Particulars, (which | have highlighted above);

and

the similar inconsistencies between Mr Holgate’s individual opinions expressed on
each impugned transaction and his overall conclusion that “the adjustments
identified in columns B and C [of the Voluntary Particulars], which do not in my

[his] view require adjustment”8?, which | set out below.

Such persistent contradictory positions arising from the Claimants’ proposed adjustments

in the Voluntary Particulars occur with:

(@)

the Claimants’ entries of deferred revenue which are ubiquitous and undermine
the Claimants’ adjustments almost universally across all impugned reseller
transactions and generally across the alleged reciprocal transactions (paragraphs
10.135 to 10.142);

the Claimants’ adjustments to the bad debt charges (paragraphs 10.143 to 10.145);

and

the Claimants’ adjustments in relation to Transaction 5: MicroTech (end-user
DiscoverTech) (paragraphs 10.146 to 10.150).

839 This refers to the Voluntary Particulars provided for all the impugned transactions. | assume the total of
54 includes the 53 sets of voluntary particulars plus an additional set of voluntary particulars which was
provided by the Claimants in replacement for Transaction 15: Realise (end-user Credit Suisse).

840 Mr Holgate’s First Report, page 100, paragraph 9.

841 Mr Holgate’s First Report, page 100, paragraph 9.

842 Mr Holgate’s First Report, page 100, paragraph 9.
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The Claimants’ recognition of deferred revenue in the voluntary particulars

10.135 Firstly, Mr Holgate agrees with the Claimants’ allegations generally, where he opines that

3484 of the 37 impugned transactions lacked economic substance.#

10.136 However, the Claimants’ recognition of deferred revenue, which Mr Holgate concludes,
“...do[es] not in my view require adjustment” ® inherently requires the Claimants to
confirm that the transactions have economic substance. Put another way, a recognition
of deferred revenue means that there is an expectation at the date of the recording of the
transaction that the transaction entered into will result in the transfer to Autonomy of

economic benefits associated with the transaction.

10.137 This is contradictory to each assertion made by both the Claimants and Mr Holgate?® that
the impugned reseller transactions lacked economic substance. In my opinion, the
Claimants’ and Mr Holgate’s assertions would result in the accounting situation where no
transaction occurred from an accounting perspective, leading to no amounts relating to
the transaction being recorded or being capable of being recorded in Autonomy’s

consolidated financial statements. This is set out in more detail in Appendix 8.

10.138 Mr Holgate, in his First Report, does not comment on the Claimants’ movement of revenue
to deferred revenue or any necessary corresponding accounts receivable (or cash) amounts
under the Claimants’ accounting treatment, and hence omits to address the manifest
inconsistency between any allegation that a transaction lacked substance and the proposed

adjustments reflected in the Voluntary Particulars in general.

10.139 | note that Mr Holgate may subsequently be trying to amend his position in the Joint
Statement dated 28 January 2019, where he states in response to an agenda item, “Yes,
the Claimants’ Voluntary Particulars correctly reflect that the revenue should not have
been recognised on the sale to the VAR but should instead have been recognised on
Autonomy’s direct sale (if any) to the end-user.”®’ However, even this does not address
the contradiction in the Claimants’ position, and Mr Holgate’s support of that position.
This is the contradiction where the Claimants’ proposed adjustments (presented in Column

C to the Voluntary Particulars), as agreed by Mr Holgate, record against the initial

843 In regards to the three remaining reseller transactions, Mr Holgate suggests that for Transaction 5:
MicroTech (end-user DiscoverTech), “the substance appears to be that the $10 million is, wholly or mostly, a
reduction in the acquisition price, rather than revenue”, that for Transaction 17: Comercializadora (end-user
TV Azteca) “The transaction may lack economic substance...” and that “...it is hard to see that this transaction
had any substance”, and that for Transaction 29: Computer Trading (end-user Poste Italiane) “It is difficult
to determine the substance of this transaction based on the information available to me.” Mr Holgate’s First
Report, Appendix 3, page 112, paragraph 2.1, page 132, paragraph 2.1 and page 150, paragraph 2.1.

844 Mr Holgate’s First Report, Appendix 3. See paragraph 2.1 for each of the remaining 34 impugned reseller
transactions excluding Transaction 5, Transaction 17 and Transaction 29.

845 Mr Holgate’s First Report, page 100, paragraph 9.

846 For 34 of the 37 impugned reseller transactions.

847 Joint Statement of Peter Alan Holgate and Gervase MacGregor dated 28 January 2019, page 23, paragraph
5(c).
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impugned reseller sales transactions an adjusted deferred revenue balance, which then

must by association have a compensating asset (in double entry accounting terms).

10.140 Further, in his First Report, Mr Holgate, in relation to the alleged reciprocal transactions
in Schedule 5 of the Re-Re-amended Particulars of Claim, concludes that “For the reasons
set out in Chapter 6, | conclude, on the basis of the assumptions | have been instructed
to make and other factual information provided to me, that Autonomy should not have
recognised revenue on any of the 6 reciprocal transactions and, where the price payable
by Autonomy under the linked transaction exceeded the amount to be received by

Autonomy, Autonomy should have recognised the net cost as an expense.”3®

10.141 In relation to each individual alleged reciprocal transaction, Mr Holgate opines that the
Autonomy sale to the six counterparties lacked or had no substance.?® However, the
Claimants’ recognition of deferred revenue and presumably accounts receivable, which Mr

€

Holgate concludes, “...do[es] not in my view require adjustment”,®° inherently again

requires the Claimants to confirm that each such initial sale had economic substance.

10.142 Mr Holgate further opines that four of the six alleged reciprocal transactions had
corresponding purchases that also lacked substance.®' However, Mr Holgate again does
not address the inconsistency between his claim that the purchase lacked substance, which
is also alleged by the Claimants, and the Claimants’ proposed adjustments in the individual
transaction voluntary particulars, which | refer to above. As a result, as | have already
highlighted, Mr Holgate’s confirmation of these voluntary particulars contradicts his own

accounting opinions expressed in the relevant section of his report.

The Claimants’ proposed adjustments to the bad debt charges

10.143 Similarly, Mr Holgate agrees with the Claimants’ proposed adjustments to any bad debt
charges, as discussed above, stating, “No sale that meets the criteria in IAS 18, paragraph
14 has occurred; therefore it is incorrect to record a sale and a bad debt expense. A bad

debt expense should be recorded when there has been a valid sale but the customer has

848 Mr Holgate’s First Report, page 5, paragraph 2.4.

849 Mr Holgate’s First Report, page 60, paragraph 6.21; page 62, paragraph 6.38; page 64, paragraph 6.56;
page 66, paragraph 6.73; page 67, paragraph 6.85; and page 69, paragraph 6.96.

80 Mr Holgate’s First Report, page 100, paragraph 9.

81 Mr Holgate’s First Report, page 62, paragraph 6.38; page 64, paragraph 6.56 and page 66, paragraph 6.73.
In regards to Transaction 1: Capax Discovery, Mr Holgate opines that “It is clear from assumptions 5 and 7
above that the linked transaction was artificial and lacked substance.” | assume this refers to both the sale
and purchase transactions. Mr Holgate’s First Report, page 60, paragraph 6.21. In relation to Schedule 5,
Transaction 5: EMC, Mr Holgate opines that “It appears that the net amount paid by Autonomy is attributable
to the purchase of some or all of EMC’s products, rights and/or services; and this amount should be
capitalised by Autonomy, to the extent that it represents the fair value of the acquired hardware and
software.” Mr Holgate’s First Report, page 67, paragraph 6.86. In relation to Schedule 5, Transaction 6:
MicroTech, Mr Holgate opines that “The structure that Autonomy put in place, and the alternative of paying
its own funds to MicroTech, demonstrate that the sale of a software licence to MicroTech had no substance,
as there was clearly no intention that Autonomy would expect MicroTech to pay out of its own funds, and
that IAS 18.14(d) was not met”. Mr Holgate’s First Report, page 69, paragraph 6.96.
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10.144

10.145

10.146

10.147

10.148

defaulted on payment.”®? The suggested adjustments are then included in the Voluntary

Particulars.3

Mr Holgate further states that “If a sale is genuinely made yet results in non-payment, it
is correct to retain the sale as part of revenue and to record a bad debt expense. However,
where, as here, the sale had no substance and the write off of the debt was simply the
mechanism for cancelling the sale, the appropriate accounting treatment is to record nil

as revenue and nil as bad debt expense.”®**

In other words, the removal of the bad debt expense is adopted as a corollary of no
economic substance but in reality is fundamentally inconsistent with a deferred revenue
adjustment that maintains the full balance of the associated transaction in the financial

statements, albeit in deferred revenue.

The Claimants’ adjustments in relation to Transaction 5: MicroTech (end-user

DiscoverTech)

Mr Holgate’s First Report comments that, “if the fair value of the Control Point software
that DiscoverTech bought is say $1 million, then the $1 million is a valid sale by Autonomy
and the remaining $9 million should properly be regarded by Autonomy as a reduction in
the purchase price of Microlink (which would manifest itself as a reduction in the goodwill
on acquisition). If the fair value of the Control Point software was nil, then the whole
$10 million should properly be regarded by Autonomy as a reduction in the purchase price
of Microlink. | note that the Voluntary Particulars for Schedule 3, Transaction 5 assumes
that the whole 510 million should be adjusted to goodwill, reflecting a fair value of the
Control Point software of nil. In the circumstances described above, this seems a

reasonable assumption.”8>

| agree with Mr Holgate in the respect that if the US$10 million sale of the software to
MicroTech was at fair value, no adjustment would be needed to Autonomy’s accounting for
such a USS$10 million sale to MicroTech (or the acquisition of Microlink by Autonomy).

Whether the US$10 million was at fair value is a matter of disputed fact.

Mr Holgate agrees that the Claimants’ assumption that the fair value of nil for the Control
Point software is reasonable. This is consistent with Mr Holgate’s conclusion that the

Claimants’ proposed adjustments, “...do not in my view require adjustment.”8%

82 Mr Holgate’s First Report, Appendix 3, page 106, paragraph 3.2; page 118, paragraph 3.2; page 125,
paragraph 3.2; pages 126 to 127, paragraph 3.2; page 129, paragraph 3.2; page 133, paragraph 3.2; page 137,
paragraph 3.2; pages 140 to 141, paragraph 3.2; page 150, paragraph 3.3; and page 154, paragraph 3.2.

83 This is set out in each of the voluntary particulars for the reseller transactions as can be seen in
Appendix 9, My Comment 2.

84 Mr Holgate’s First Report, page 52, paragraph 5.21.4.

85 Mr Holgate’s First Report, Appendix 3, pages 111 to 112, paragraph 2.1.

86 Mr Holgate’s First Report, page 100, paragraph 9.
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10.149 Mr Holgate states that, “...all or most of the $10m should have been treated as a reduction
in the cost of acquisition...”®7 indicating, in my view, that there is uncertainty concerning
the appropriate amount to adjust for under the Claimants’ accounting treatment. Yet, Mr

Holgate has concurred that a US$10 million adjustment is appropriate.

10.150 Mr Holgate makes a number of assertions relating to this transaction which | have discussed

in detail at Appendix 3.5.

My conclusions

10.151 In my opinion, the Claimants’ accounting treatment set out in each of the individual
reseller transaction voluntary particulars and generally across the Voluntary Particulars as
a whole means that the Claimants acknowledge and confirm that each impugned reseller
transaction had economic substance. This is inherent in the Claimants’ recognition of a
deferred revenue balance (and implicitly an associated asset balance) in relation to each

of the impugned reseller transactions (where applicable).

10.152 As a result, there is a fundamental inconsistency in the Claimants’ approach to the
assessment of each reseller transaction, and its proposed accounting for the same

transaction. This is then adopted and corroborated by Mr Holgate.

10.153 The same is also the case for the Claimants’ accounting treatment set out in the Voluntary
Particulars in relation to alleged reciprocal transactions. Again, the Claimants’ proposed
accounting treatment generally reflects yet further fundamental inconsistencies between
the Claimants’ allegations in the Re-Re-Amended Particulars of Claim and the Claimants’
accounting treatment adopted in the Voluntary Particulars. Again, for the alleged
reciprocal transactions, the Claimants’ accounting treatment requires at least the sale

transactions to have economic substance.

10.154 Finally, for the other categories of transactions within the Voluntary Particulars, unless
otherwise stated in my report, | do not agree with the Claimants’ Voluntary Particulars, or
any of the adjustments proposed for the individually impugned transactions or categories

of impugned transactions.

10.155 With regard to “Column A” in the Claimants’ voluntary particulars, unless otherwise stated
in this report, and subject to subsequent determination of the facts and matters that are
in dispute in this case, | agree with Autonomy’s accounting treatment with regard to the
recognition of revenue in respect of software licences (and, to the extent included in

certain of the alleged reciprocal transactions, hardware).

87 Mr Holgate’s First Report, Appendix 3, page 112, paragraph 3.2.
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11

SUMMARY OF CONCLUSIONS
In this section of my report | summarise my conclusions in respect of each category of the
alleged “improper transactions and accounting practices” according to the Claimants:

() hardware sales and disclosures, including the Morgan Stanley hardware transaction

(paragraphs 11.3 to 11.18);
(b) reseller transactions (paragraphs 11.19 to 11.36);
(c) alleged reciprocal transactions (paragraphs 11.37 to 11.44);
(d) hosting transactions (paragraphs 11.45 to 11.52); and
(e) “other” transactions (paragraphs 11.53 to 11.60).

| also summarise my comments in respect of the Claimants’ Voluntary Particulars
(paragraphs 11.61 to 11.66).

Reporting of hardware sales

In my First Report, | concluded that sales of hardware did not need to be separately or
individually disclosed, either under IAS 18.35 or IFRS 8.32. | remain of that opinion after

considering Mr Holgate’s First Report.

| note Mr Holgate refers also to IAS 1. In my opinion, the references to IAS 1 do not take

the issue any further.

In my opinion, | consider that based on the same facts, different judgements could be
reached by different accountants in relation to IAS 1 presentational matters within
financial statements. In this same context, | consider Mr Holgate’s reference to the need

for disclosure of hardware sales under IAS 1.29 by virtue of their nature to be flawed.

This is all the more the case where Deloitte specifically considered Autonomy’s
presentation in its financial statements of these matters as part of its audit and review

work, and was satisfied that no additional disclosure was required.

Overall, | consider that Mr Holgate is seeking to use IAS 1 as a disclosure standard rather
than its true purpose as a presentation standard; this being so, his reliance on IAS 1.29 is

inappropriate (as also shown by the subsequent amendment of IAS 1.30A).

Disclosure of hardware cost related accounting

Where Autonomy presented its financial statements, and in particular classified its
expenses, on a functional basis rather than by their nature, it was open to Autonomy

management judgement as to how to allocate costs to functions.
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11.9  Whereas Mr Holgate considers that the rationale for the hardware sales has no impact on
the appropriate accounting treatment of the costs of the hardware, it is my view that given
that it is clear that management’s accounting judgement is required when determining
how the costs should be presented, it is in fact necessary to consider the rationale behind

the sales.

11.10 This separately also goes to the heart of the different presentations and the understanding
of them by users of financial statements. Both presentations (by nature or function) are

allowable and neither has primacy over the other, as set out in IAS 1.

11.11  While to Mr Holgate the issue of hardware accounting disclosure is ‘obvious’ and one of
‘common sense’, it is apparent that based on the same circumstances different opinions
have been reached by different accountants in relation to this issue (i.e. Deloitte and
Mr Holgate). If the matter involved no accounting judgement as Mr Holgate suggests, no

one could expect such different approaches to occur.

11.12 Given that the impact on Autonomy’s gross margin of recognising hardware expenses in
sales and marketing was a matter of a few percentage points only against an average gross
margin of approximately 81% during the Relevant Period, | do not agree with Mr Holgate
that for a user of the Autonomy’s financial statements to have known that a proportion of
hardware costs had been allocated to sales and marketing expenses would have been

determinative.

11.13  Moreover, it remains that Autonomy’s disclosure in this regard was considered by Deloitte
as part of its audits/reviews and unqualified audit and/or review opinions were issued

throughout the Relevant Period.

11.14 In the circumstances of this issue, therefore, | believe that Mr Holgate’s position now is at
odds with what was known, evaluated and considered at the time, including in the context
of the relevant time. Accordingly, my overall opinions have not changed on this matter

from those expressed in my First Report.

Morgan Stanley hardware transaction

11.15 So long as Autonomy held legal title to the hardware that it was selling to Morgan Stanley
as at 30 June 2009, then from an accounting perspective it was possible for Autonomy to

recognise revenue. This appears consistent with Deloitte’s view at the time.

11.16 Subject to a legal determination of transfer of title to hardware from EMC to Autonomy?,

the USS6 million of revenue recognised by Autonomy as at 30 June 2009 was appropriate.

858 | assume that Autonomy was able to separately identify the US$1 million balance of the sale from its own
inventory, as claimed at the time.
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11.17

11.18

11.19

11.20

11.21

11.22

In my view, Mr Holgate’s analysis in proceeding from the factually incorrect second

Holgate-Morgan Stanley Assumption leads to the wrong accounting conclusion.

Further, | also do not agree with the Claimants’ voluntary particulars in respect of this

transaction.

Reseller transactions

In general, the Claimants allege that the recognition of revenue in respect of the impugned
reseller transactions was not compliant with IAS 18.14(a) (Transfer of significant risks and
rewards of ownership), (b) (Entity retains neither continuing managerial involvement nor
effective control) (in the majority of cases®®) and (d) (Probable that economic benefits

will flow to the entity)80,

As this allegation refers to IAS 18.14(a), (b) and (d) it can only relate to the licence element
of the transaction (and not to the support and maintenance element). Accordingly, my
analysis and conclusions focus on Autonomy’s accounting treatment of the licence revenue
in the income statement and with regard to these criteria under IAS 18.14, which | consider

to be the key drivers for revenue recognition for this type of sale.

In undertaking my review of each of the 37 reseller transactions impugned by the Claimants

| have set out in Appendix 3.1 to Appendix 3.37 to this report, where applicable:

(a) my view of Autonomy’s accounting treatment based on the information contained
in Deloitte’s contemporaneous audit and review working papers and underlying

documents;

(b) my opinion on the accounting treatment adopting the Holgate Assumptions,

without any consideration of the underlying facts; and

(c) my understanding of the facts applicable to the Holgate Assumptions, and my

conclusion on the accounting treatment.

For each of the impugned reseller transactions, based on the contemporaneous evidence
set out in Deloitte’s working papers, | agree with Deloitte that IAS 18.14(a), (b) and (d)

were met and it was appropriate for Autonomy to recognise revenue in respect of the

89 For the following transactions the Claimants assert in Schedule 3 to the Re-Re-Amended Particulars of
Claim (pages 14, 18, 33 and 41) that only IAS 18.14(a) and (d) were not met: Transaction 5: MicroTech
(DiscoverTech); Transaction 9: Sales Consulting (end-user Poste Italiane), Transaction 17: Comercializadora
(end-user TV Azteca) and Transaction 22: Comercializadora (CISEN).

80 |n respect of Transaction 5: MicroTech (DiscoverTech) the Claimants allege that IAS 18.14, IFRS 3.51 and
IFRS 3.52 were not met. In respect of Transaction 29: Computer Trading (end-user Poste Italiane) the
Claimants allege non-compliance with IAS 18.20(b). See pages 14 and 52 of Schedule 3 to the Re-Re-Amended
Particulars of Claim.
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software licenses sold at the time, except for the transactions set out below where |

consider that either:
() IAS 18.14(d) was not met; or
(b) I have insufficient information to enable me to conclude whether Autonomy’s

accounting treatment was appropriate.

IAS 18.14(d) not met

11.23  All five criteria under IAS 18.14 must be met in order that revenue can be recognised.
11.24 For two transactions impugned by the Claimants:
() | agree with Deloitte that IAS 18.14(d) was not met;

(b) therefore, | agree with Mr Holgate that no revenue should have been recognised in

respect of these transactions; and

(c) accordingly, | disagree with Autonomy’s accounting treatment in respect of the

software licences.
11.25 These transactions are:

() Transaction 9: Sales Consulting (end-user: Post lItaliane)®', which relates to
€1.5 million in respect of software licences and €225,000 for one year of support8Z;

and

(b) Transaction 22: Comercializadora (end-user CISEN)®3, which relates to
USS1.0 million in respect of software licences and US$100,000 for one year of

support84,

Insufficient information

11.26 For the following four transactions impugned by the Claimants there is insufficient
information to reach the conclusion that Autonomy’s accounting treatment in respect of

the licences was inappropriate:

() Transaction 1: Microlink (various end-users) - this comprises 11 individual
transactions totalling US$15.3 million8®. | have identified Deloitte working papers
for seven of the transactions®®¢ (amounting to US$14.8 million) and | agree with

Deloitte that IAS 18.14(a), (b) and (d) were met and it was appropriate to recognise

81 See Appendix 3.9 to this report.

82 Schedule 3 to the Re-Re-Amended Particulars of Claim, page 18.
83 See Appendix 3.22 to this report.

84 Schedule 3 to the Re-Re-Amended Particulars of Claim, page 41.
85 See Appendix 3.1, paragraph 8.

86 See Appendix 3.1, paragraph 10.
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11.27

11.28

11.29

11.30

a sale in respect of the licences sold under these transactions®’. For the remaining
four transactions, amounting to US$0.5 million, | have not identified any Deloitte
working papers (although | have not seen any evidence that would suggest that

IAS 18.14(a), (b) and (d) were not met for these transactions).8¢8

(b) Transaction 14: Auxilium (end-user BAV)®°, which relates to €2.5 million in respect

of software licences and €125,000 in respect of support of maintenance®?;

(c) Transaction 19: Red Ventures (end-user Poste Italiane et al)®', which relates to
€2.0 million in respect of software licences and €100,000 in respect of support and

maintenance?®?; and

(d) Transaction 29: Computer Trading (end-user Poste Italiane)®”?, which relates to
€340,000 in respect of support and maintenance®4.

Holgate Assumptions in respect of reseller transactions

In section 6 of this report | consider in general each of the 13 Holgate Assumptions that

Mr Holgate has been instructed to adopt in respect of the impugned reseller transactions.

| also consider these Holgate Assumptions with regard to each individual reseller
transaction (to the extent that Mr Holgate has been instructed that they apply) in
Appendix 3.1 to Appendix 3.37 to this report.

In summary, in my opinion none of the Holgate Assumptions makes any difference to the

initial accounting for the impugned reseller transactions save for:

() Holgate Assumption 8, specifically, if Autonomy continued efforts to make a direct

sale to the end-user with the intention of relieving the reseller of the debt; and
(b) potentially, Holgate Assumption 10, the responsibility for payment.

In respect of Holgate Assumption 6 revenue should not have been recognised if it was

known at the time of the sale that a reseller was unable (and would never be able) to pay

for the goods being sold. In such a situation, in my opinion the transaction would fail to
meet IAS18.14(d) and the revenue could not be recognised until such time as it became
probable that the goods would be paid for. However, this is not the same as Holgate

Assumption 6 which states that the reseller did not have the ability to pay in the absence

87 See Appendix 3.1, paragraph 41.
88 See Appendix 3.1, paragraph 43.
89 See Appendix 3.14 to this report.
870 Schedule 3 to the Re-Re-Amended Particulars of Claim, page 27.
871 See Appendix 3.19 to this report.
872 Schedule 3 to the Re-Re-Amended Particulars of Claim, page 36.
873 See Appendix 3.29 to this report.
874 Schedule 3 to the Re-Re-Amended Particulars of Claim, page 52.
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11.31

11.32

11.33

11.34

11.35

of an onward sale, not that it would never be able to pay. | explain this further in section 6

of this report.

With regard to the reseller’s ability to pay Autonomy in respect of its debts, | have
reviewed Deloitte’s contemporaneous audit and review working papers for each
transaction (where available), in particular Deloitte’s comments as to collectability. | set
out my comments in this regard, as part of my consideration of whether IAS 18.14(d) was
met for each of the reseller transactions impugned by the Claimants, in sections 7 to 43 of

this report.

In respect of Holgate Assumption 8, if at the time of the sale to the reseller, Autonomy
intended to continue to attempt to sell direct to the end-user, and if it intended to cancel
the sale to the reseller (or otherwise relieve the reseller of the debt) on a subsequent
successful direct sale (or no sale) then no revenue should be recognised in the income
statement until such time as, for example, a sale to the end-user made probable the flow

of economic benefits to Autonomy.

However, Holgate Assumption 8 is only relevant to the accounting treatment in these

particular circumstances described above.

In respect of Holgate Assumption 10, the key part is the assumption that the reseller would
not be required to satisfy any liability to Autonomy from its own resources. If it were
found that there was a side agreement to this effect, in my opinion the transaction would
lack economic substance and would fail to meet at least IAS 18.14(a) and (d) (and likely
(b)). In these circumstances, no entries at all in respect of revenue associated with
Autonomy’s transaction with the reseller should have been recognised in the accounting
records, until such time, for example, as a sale to an end-user made probable the flow of

economic benefits to Autonomy.

My overall conclusion on reseller transactions

In conclusion, in my opinion, it was appropriate for Autonomy to recognise revenue in
respect of the software licences sold under the impugned reseller transactions provided
that:

() it was probable that the reseller would be able to pay within a reasonable time,
even if at the time of the sale it did not have money in the bank to make payment

immediately;

(b) Holgate Assumption 8 does not apply in the particular circumstances described at

paragraph 6.172; and

(c) Holgate Assumption 10 does not apply.
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11.36

11.37

11.38

11.39

11.40

11.41

11.42

11.43

In such cases (save for the exceptions | refer to at paragraphs 11.23 to 11.26), in my

opinion, the recognition of the revenue by Autonomy was valid.

Alleged reciprocal transactions

In my opinion, a key point in considering the alleged reciprocal transactions is that, even
if they are considered “linked” by reference to IAS 18.13, this does not necessarily
invalidate the revenue recognised by Autonomy. | set out the required accounting

treatment for such transactions in section 7 of this report.

With regard to the first five alleged reciprocal transactions®’®, in my opinion, it appears
that the sales and purchases transactions in each case may have been “linked”, but not
necessarily in such a way that they could not be understood without reference to the series
of transactions as a whole. | say this because, based on the evidence | have seen, there
appears to be a commercial rationale for both the sales and the purchases, and each can
be understood on its own terms. It appears that the linkage could have been, in substance,
the exchange of dissimilar goods or services that should be accounted for by reference to
IAS 18.12, which requires that the revenue is measured at the fair value of the goods or

services received, adjusted by the amount of any cash or cash equivalents transferred.

Whether Autonomy had any need for, or received any value from, the products and services
it purchased from the counterparties in these transactions is a matter of disputed fact.
Clearly neither | nor Mr Holgate is in a position to opine on Autonomy’s need for or the

value of those products and services.

If there was no substance to the purchases made by Autonomy and they were carried out
solely to channel funds to the counterparties to pay for Autonomy products and with no
anticipated economic benefit to Autonomy, then that would imply that the fair value of

the purchases was nil.

However, if Autonomy was in fact paying for valuable products and services, then the

transaction would be recorded at fair value.

With regard to two of the alleged reciprocal transactions®”® | make the observation that,
as part of its audit and review work, Deloitte explicitly considered whether the
transactions were linked and considered the fair value of each of the purchases at the

time. Deloitte concluded that it concurred with Autonomy’s accounting treatment.

In the case of Transaction 6: MicroTech, Mr Holgate does not refer to the transactions as

being “linked”, but describes a “structure” being put in place by Autonomy by which, it is

875 As set out in Schedule 5 to the Re-Re-Amended Particulars of Claim, i.e. Capax, VMS, Filetek, Vidient and

EMC.

876 VMS and Filetek - see Appendix 5.2 and Appendix 5.3.
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alleged, MicroTech was put in funds by Autonomy (via the MicroTech Assignment) to pay

Autonomy in respect of a software sale (MicroTech Sale).%””

11.44 Of course, if at the time of the MicroTech Sale, it was intended that the MicroTech
Assignment was only being entered into so as to put MicroTech in funds to pay Autonomy
for the software sold under the MicroTech sale, then this would call into question the
substance of both transactions. However, such an assertion does not take into account
the fact that the MicroTech Assignment provided for MicroTech to provide services to Bank
of America (whether directly or via Autonomy) and that there is evidence that the software
purchased by MicroTech under the MicroTech Sale was needed by MicroTech to undertake

those services.

Hosting

11.45 Aslunderstand it, the main areas of dispute between the parties in this matter with regard

to the accounting treatment of the impugned hosting transactions are:

(a) whether the Digital Safe software licences were a separately identifiable
component of the hybrid hosting transactions, including whether such licences had
independent value to the customer, and therefore whether the requirements of
IAS 18.14 were met; and

(b) whether the fair value of the e-Discovery services could be distinguished from the
value of an e-Discovery licence, and therefore whether revenue on a sale for a
licence of e-Discovery licence software could be reliably measured by reference
to IAS 18.14(c).

Digital Safe hosting arrangements

11.46 From my review of the witness evidence on this matter, it is very clear there is a large
factual divide between the parties as to whether, even where in fact a customer did take
Digital Safe on site at its own premises, the Digital Safe licence could be run independently
without Autonomy support; and / or whether it required Autonomy authorisation,

installation, implementation and management, even if it could be provided ‘on premise’.

11.47 The Defendants’ witness evidence suggests that the licence component of the hybrid
arrangements could justifiably be considered a separately identifiable component to the

overall hosting services transaction.

11.48 It is on the above basis that both Autonomy, and Autonomy’s auditors, concluded on the

revenue recognition accounting treatment adopted. As set out in section 8 to this report,

877 See Appendix 5.6 to this report.
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11.49

11.50

11.51

11.52

11.53

11.54

| consider both Autonomy and Deloitte to be justified in reaching their conclusions in

respect of that accounting treatment, if indeed the facts claimed are so determined.

As | have previously noted, many of the facts, issues and/or circumstances relating to the
transactions in dispute are themselves subject to considerable dispute as evidenced by the
competing evidence provided by the parties’ witness statements. Significantly, there are
substantial differences in the witness evidence that are fundamental to a full and proper
consideration of the appropriate revenue recognition principles applicable for Digital Safe

(and e-Discovery) transactions.

| would emphasise, however, that in my opinion, while it will be a question of fact to be
determined, on the basis that Autonomy customers themselves ascribed a value to the
licence rights, then prima face, from an accounting perspective, for example the Digital

Safe licence was separable from the underlying archiving of customer data.

E-Discovery services

In summary, | agree with the accounting treatment adopted by Autonomy in respect of
e-Discovery arrangements (and with which Deloitte also concurred at the time). | say this
because | find it difficult to believe that the range of possible costs for these services was
so wide that a reasonable estimate of the cost, and therefore the value (on a cost plus
margin basis), could not be determined or that Autonomy had no idea of the costs

associated with the various parts of its business.

In my experience the assessment of fair value does not require precision and IFRS confirms
this. IFRS accepts it is possible in some circumstances to place reliance upon an estimate

for fair value without that reliance resulting in a material error.

“Other” transactions

As set out in my First Report, with the exception of the “other” transaction in respect of
Iron Mountain, | consider that the main area of disagreement between the parties is
essentially the same in respect of the “other” transactions. This is because the Claimants
consider that the economic substance of the transactions with Spurs, PRISA and Amgen was
that of the provision of a “solution”, to which the provision of services was integral, and
that either no revenue, or revenue only to the extent that costs were recoverable, should
have been recognised, on the basis that no working solution had been provided to the

customer by the end of the reporting period.%’

This also appears to be the basis on which Mr Holgate forms his conclusions in respect of

the transactions with Spurs, PRISA and Amgen.

878 Re-Re-Amended Particulars of Claim, paragraphs 115.2 to 115.2.2.
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11.55 The disagreement between the parties regarding the Iron Mountain transaction is in
respect of a fair value adjustment made to revenue on a sale to Iron Mountain on the same
day as Autonomy acquired the Iron Mountain Digital Business. The parties disagree on

whether such a fair value adjustment was appropriate.

11.56 In order to form an opinion on the appropriate accounting treatment for each of the
“other” transactions, it is necessary to consider the underlying facts applicable to each
transaction, including the contractual terms. As set out in the Joint Statement, both | and
Mr Holgate agree that the facts relating to each transaction must be considered on an

individual basis as they are highly relevant to its accounting treatment.%”°
11.57 With regard to the first three “other” transactions, | conclude as follows:
(@) Transaction 1 - THS:

(i) in respect of Sale 1, | consider that the relevant conditions of IAS 18.14
were met and that it was appropriate to recognise revenue in respect of
both the licences and the various services to be provided. | also consider
that under IAS 18.13, the elements of Sale 1 could be accounted for
separately, i.e. that the licence revenue was not subject to the provision
of services, and therefore could be recognised before the services were
provided. In addition, | do not consider that Sale 1 was linked to

Purchase 1; and

(i1) in respect of Sale 2, in my opinion, no revenue should have been recognised

in the income statement in relation to the licence fee.80

(b)  Transaction 2 - PRISA: my initial conclusion as set out in my First Report remains
unchanged, i.e. that Autonomy appropriately recognised the software licence

revenue as at 31 December 201088,

(c) Transaction 3 - Amgen: in my opinion, Autonomy’s accounting treatment in respect
of the licences was appropriate. However, | have seen insufficient information to
determine whether IAS 18.20(c) and (d) were met in respect of the infrastructure
and support fee and therefore, | cannot give an opinion on whether Autonomy’s
accounting treatment in respect of the infrastructure and support fee was

inappropriate.8?

11.58 With regard to “other” Transaction 4: Iron Mountain, Mr Holgate and | agreed in the Joint

Statement that, as a matter of accounting, we would both proceed on the basis that

879 Joint Statement, page 12, “Agreed view” on “Agenda Item” 3(a) and (b).
80 See Appendix 7.1 to this report.
81 See Appendix 7.2 to this report.
82 See Appendix 7.3 to this report.
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11.59

11.60

11.61

11.62

11.63

Autonomy’s acquisition of Iron Mountain Digital and the sale of the software licence by
Autonomy to Iron Mountain are linked, and that the sale of the software should be
recognised at its fair value. The difference between our respective analyses of this
transaction then comes down to the evidence that we have considered in respect of the

fair value of the transaction as accounted for by Autonomy.3

As set out in my First Report®“ (and referred to in summary in the Joint Statement??),
Autonomy arrived at the fair value adjustment in respect of the Iron Mountain Licence by
reference to an average of what it considered to be comparable transactions, based on
information available at the time. Autonomy’s valuation exercise was reviewed by Deloitte
at the time, and Deloitte concluded that “management has used a representative sample
of deals and that the average used (excluding the one exception outlier) provides a

prudent estimate of fair value.”8%

Absent any indication of “standard price” or price list, such an approach, i.e. by reference

to comparable transactions, is, in my opinion, reasonable.

Claimants’ Voluntary Particulars

As set out in section 10 of this report, in my opinion, the Claimants’ accounting treatment
set out in each of the individual reseller transaction voluntary particulars (and generally
across the Voluntary Particulars as a whole) means that the Claimants acknowledge and
confirm that each impugned reseller transaction had economic substance. This is inherent
in the Claimants’ recognition of a deferred revenue balance (and implicitly an associated

asset balance) in relation to each of the impugned reseller transactions (where applicable).

As a result, there is a fundamental inconsistency in the Claimants’ approach to the
assessment of each reseller transaction, and its proposed accounting for the same

transaction. This is then adopted and corroborated by Mr Holgate.

The same is also the case for the Claimants’ accounting treatment set out in the Voluntary
Particulars in relation to alleged reciprocal transactions. Again, the Claimants’ proposed
accounting treatment generally reflects yet further fundamental inconsistencies between
the Claimants’ allegations in the Re-Re-Amended Particulars of Claim and the Claimants’
accounting treatment adopted in the Voluntary Particulars. Again, for the alleged
reciprocal transactions, the Claimants’ accounting treatment requires at least the sale

transactions to have economic substance.

83 Appendix 7.4, paragraphs 22 to 23.
84 My First Report, paragraph 16.92(b).
85 Joint Statement, page 39.

86 Appendix 7.4, paragraphs 29 to 31.
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11.64

11.65

11.66

Finally, for the other categories of transactions within the Voluntary Particulars, unless
otherwise stated in my report, | do not agree with the Claimants’ Voluntary Particulars, or
any of the adjustments proposed for the individually impugned transactions or categories

of impugned transactions.

With regard to “Column A” in the Claimants’ voluntary particulars, unless otherwise stated
in this report, and subject to subsequent determination of the facts and matters that are
in dispute in this case, | agree with Autonomy’s accounting treatment with regard to the
recognition of revenue in respect of software licences (and, to the extent included in

certain of the alleged reciprocal transactions, hardware).

| would also reiterate the comments | made in my First Report in that the application of
certain accounting standards, and in particular the use of some past accounting standards,
requires or required the use of more discretionary professional accounting judgement and
therefore may or could result in two different accountants (neither of whom is wrong)
arriving at two different conclusions. In such a scenario, a difference in the conclusions
reached would not, or does not, indicate that either of them was necessarily inappropriate
but rather that they formed part of a range of possible conclusions, each or all of which

might be, or could be, appropriate.
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EXPERT’S DECLARATION

| Gervase MacGregor DECLARE THAT:

12.1

12.2

12.3

12.4

12.5

12.6

12.7

12.8

12.9

12.10

12.11

| understand that my duty in providing written reports and giving evidence is to help the
Court, and that this duty overrides any obligation to the party by whom | am engaged or
the person who has paid or is liable to pay me. | confirm that | have complied and will

continue to comply with my duty.

I confirm that | have not entered into any arrangement where the amount or payment of

my fees is in any way dependent on the outcome of the case.

I know of no conflict of interest of any kind, other than any which | have disclosed in my

report.

I do not consider that any interest which | have disclosed affects my suitability as an expert

witness on any issues on which | have given evidence.

I will advise the party by whom | am instructed if, between the date of my report and the
trial, there is any change in circumstances which affect my answers to points 12.3 and 12.4

above.
I have shown the sources of all information | have used.

| have exercised reasonable care and skill in order to be accurate and complete in

preparing this report.

| have endeavoured to include in my report those matters, of which | have knowledge or
of which | have been made aware, that might adversely affect the validity of my opinion.

| have clearly stated any qualifications to my opinion.

I have not, without forming an independent view, included or excluded anything which has

been suggested to me by others, including my instructing lawyers.

I will notify those instructing me immediately and confirm in writing if, for any reason, my

existing report requires any correction or qualification.
| understand that:
() my report will form the evidence to be given under oath or affirmation;

(b) questions may be put to me in writing for the purposes of clarifying my report and
that my answers shall be treated as part of my report and covered by my statement
of truth;

(c) the court may at any stage direct a discussion to take place between experts for
the purpose of identifying and discussing the expert issues in the proceedings,

where possible reaching an agreed opinion on those issues and identifying what
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action, if any, may be taken to resolve any of the outstanding issues between the

parties;

(d) the court may direct that following a discussion between the experts that a
statement should be prepared showing those issues which are agreed, and those
issues which are not agreed, together with a summary of the reasons for

disagreeing;

(e) | may be required to attend court to be cross-examined on my report by a cross-

examiner assisted by an expert;

(f) | am likely to be the subject of public adverse criticism by the judge if the Court
concludes that | have not taken reasonable care in trying to meet the standards

set out above.

12.12 | have read Part 35 of the Civil Procedure Rules, the accompanying practice direction and
the Guidance for the instruction of experts in civil claims and | have complied with their

requirements.

12.13 | am aware of the practice direction on pre-action conduct. | have acted in accordance

with the Code of Practice for Experts.

STATEMENT OF TRUTH

12.14 | confirm that | have made clear which facts and matters referred to in this report are
within my own knowledge and which are not. Those that are within my own knowledge |
confirm to be true. The opinions | have expressed represent my true and complete

professional opinions on the matters to which they refer.

_W.Cg

Gervase MacGregor
For and on behalf of BDO LLP
23 March 2019
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