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About this report
This report has been prepared in accordance with the responsibilities set out within the Audit Scotland’s Code of Audit Practice (‘the Code’).

This report is for the benefit of Scottish Water and is made available to Audit Scotland and the Auditor General (together ‘the Beneficiaries’). This report has not been
designed to be of benefit to anyone except the Beneficiaries. In preparing this report we have not taken into account the interests, needs or circumstances of anyone apart
from the Beneficiaries, even though we may have been aware that others might read this report. We have prepared this report for the benefit of the Beneficiaries alone.

Nothing in this report constitutes an opinion on a valuation or legal advice.

We have not verified the reliability or accuracy of any information obtained in the course of our work, other than in the limited circumstances set out in the scoping and
purpose section of this report.

This report is not suitable to be relied on by any party wishing to acquire rights against KPMG LLP (other than the Beneficiaries) for any purpose or in any context. Any party
other than the Beneficiaries that obtains access to this report or a copy (under the Freedom of Information Act 2000, the Freedom of Information (Scotland) Act 2002,
through a Beneficiary’s Publication Scheme or otherwise) and chooses to rely on this report (or any part of it) does so at its own risk. To the fullest extent permitted by law,
KPMG LLP does not assume any responsibility and will not accept any liability in respect of this report to any party other than the Beneficiaries.

Complaints

If at any time you would like to discuss with us how our services can be improved or if you have a complaint about them, you are invited to contact Hugh Harvie, who is the
engagement leader for our services to Scottish Water, telephone +44 (0)777 582 1689 email: hugh.harvie@kpmg.co.uk who will try to resolve your complaint. We will
investigate any complaint promptly and do what we can to resolve the difficulties. After this, if you are still dissatisfied with how your complaint has been handled you can
refer the matter to Stephen Boyle, Auditor General and Accountable Officer, Audit Scotland, Fourth Floor, 102 West Port, Edinburgh, EH3 9DN.
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Executive summary

Headines

Audit conclusions —

We expect to issue unqualified audit opinions on the financial statements of Scottish Water (SW) and its
subsidiaries for the year ended 31 March 2022.

Pages 9-12

Financial position —

and sustainability

The Group’s surplus before tax increased by £57.6 million to £90.8 million compared with the prior year (£33.2
million).

Capital investment in the year amounted to £588.6million (2021: £430.3million).

As part of the 2021-2027 regulatory period, the 2021/22 to 2022/23 delivery plan indicated capital investment
of between £570 to £650 million for the 2022 financial year with £622.9 million achieved, on a regulatory
basis. Capital investment planned for the 2022/23 financial period is in the range of £610 to £680 million.
Scottish Water Business Stream (SWBS) which operates in the retail market was adversely affected by the
COVID pandemic. Consequently a package of financial support provided by the Scottish Water group of
companies via Scottish Water Business Stream Holdings to SWBS by way of a £83 million borrowing facility
remains in place to ensure its ongoing viability. During the 2022 financial year, SWBS has not had to draw on
the facility. The latest forecasts indicate a funding drawdown of £20 million by 31 May 2023.

Pages5-8

Financial —

statements and

accounting —

We have concluded satisfactorily in respect of each of the significant risks and audit focus areas (including
those impacted by COVID-19) as set out in our audit strategy and plan document

The annual financial statements, statement of responsibilities, governance statement and remuneration
report received continue to be supported by good quality audit workpapers.

There was one corrected audit misstatements identified in Scottish Water as well as one uncorrected
misstatement and a disclosure misstatement.

Audit misstatements are reported in appendix six.

Pages 9 - 28

Wider scope —

Scottish Water is subject to a high degree of oversight, including by the Drinking Water Quality Regulator,
WICS, Scottish Environment Protection Agency, internal and external audit.

We considered and conclude positively on the wider scope audit dimensions of financial sustainability,
governance and transparency and value for money.

Pages 29-34
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Executive summary

SCOpe and responsiniities

Purpose of this report

The Auditor General for Scotland has appointed KPMG LLP as auditor of
Scottish Water in accordance with the Public Finance and Accountability
(Scotland) Act 2000. The period of appointment is 2016-17 to 2021-22,
inclusive.

Our annual audit report is designed to summarise our opinions and
conclusions on significant issues arising from our audit. It is addressed to
both those charged with governance at Scottish Water and the Auditor
General for Scotland. The scope and nature of our audit were set out in
our audit strategy document dated 18 August 2021 which was presented
to those charged with governance at the outset of our audit.

Audit Scotland’s Code of Audit Practice (‘the Code’) sets out the wider
dimensions of public sector audit which involves not only the audit of the
financial statements but also consideration of areas such as financial
performance and corporate governance.

Accountable officer responsibilities

The Code sets out Scottish Water’s responsibilities in respect of:

— Preparation of financial statements that show a true and fair view;

— Systems of internal control;

— Prevention and detection of fraud and irregularities;

— Standards of conduct and arrangements for the prevention and
detection of bribery and corruption;

— Financial position; and

— Best value.

Auditor responsibilities

This report reflects our overall responsibility to carry out an audit in
accordance with our statutory responsibilities under the Act and in
accordance with International Standards on Auditing (UK) issued by the
Auditing Practices Board and the Code. Appendix four sets out how we
have met each of the responsibilities set out in the Code.

Scope

An audit of the financial statements is not designed to identify all matters
that may be relevant to those charged with governance.

Weaknesses or risks identified are only those which have come to our
attention during our normal audit work in accordance with the Code, and
may not be all that exist.

Communication by auditors of matters arising from the audit of the
financial statements or of risks or weaknesses does not absolve
management from its responsibility to address the issues raised and to
maintain an adequate system of control.

Under the requirements of International Standard on Auditing (UK) (‘ISA’)
260 Communication with those charged with governance, we are
required to communicate audit matters arising from the audit of financial
statements to those charged with governance of an entity. This annual
audit report to members and our presentation to the audit committee,
together with previous reports to the audit committee throughout the
year, discharges the requirements of ISA 260.
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Executive summary
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positionand sustananiity
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Overview

The WICs Final Determination / Strategic Review of Charges 2021-2027 was
issued in December 2020 with commitments to Scottish Water and its
financial sustainability for the long term. The SR21 Delivery Plan covering the
period to March 2023 was submitted to Scottish Ministers in March 2021
and is updated every 6 months to reflect changes in macroeconomic
conditions and other relevant information which impacts Scottish Water’s
cash flows.

Scottish Water uses the skills of its people and its other assets to add value for
stakeholders and Scotland’s economy more broadly. These activities are
primarily conducted through subsidiaries in respect of non-regulated activities:
Scottish Water Horizons continues to pursue innovative sustainability
objectives while SWBS supplies water to non-household customers in Scotland
and England.

Financial position: consolidated income statement

Within revenue, an increase in household income is attributable to price
increases and net new properties connected to the network while an
increase in non-household income is largely as a result of Business
Stream’s increased activity in England together with re-securing the
Scottish public sector contract, offset by the impact of the COVID
pandemic on sales volume.

Total operating costs increased marginally by £12.5 million to £1,481.5 million
(2021 (restated): £1,469 million). The net cost of PFI schemes, including
amortisation charges, increased by £0.8m to £175.4m. Depreciation,
amortisation costs and gain on sale of assets (before IFRS
adjustments)) increased by £7.2m following the reduction of prior year
depreciation of £12.1m as a consequence of a change in accounting
policy for certain IT costs (see page 12). An increased operating costs of
Business Stream of £16.3 million reflects higher direct wholesale costs
in line with the increase in related revenue.

2021

2022 (restated) Movement
Consolidated income statement £'m £'m £'m
Revenue 1,733.5 1,667.2 66.3
Cost of sales (1,303.1) (1,274.5) (28.6)
Gross surplus 430.4 392.7 37.7
Administrative expenses (178.4) (194.5) 16.1
Operating surplus 252.0 198.2 53.8
Finance income 0.1 0.4 (0.3)
Finance costs (161.3) (165.4) 4.1
Surplus before taxation 90.8 33.2 57.6
Taxation (158.0) (7.9) (150.1)
(Deficit)/Surplus for the year (67.2) 25.3 (92.5)

Source: Financial statements

~N
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DOSItion and sustananiity (cont)

Financial position: balance sheets \( A summarised consolidated balance sheet is given below:
Non-current assets increased largely as a result of capital investment in the 2021
current year of £588.6 million (2021: £430.3 million) offset by annual 2022 (restated) Movement
depreciation and amortization charges. Group current assets increased by Balance sheet (Group) £'m £'m £m
£117 million, primarily due to an increase in cash and cash equivalents.
Group current liabilities increased by £56.6 million, primarily due to an Non-current assets 6,842.7 6,561.7 281
increase in capital accruals as well as payments received in advance from Current assets 938.2 821.2 117
LP’s. During COVID, advance payments from LP’s was not received by SW, Current liabilities (535.9) (479.3) (56.6)
however, this was in place again during the 2022 financial year. Net current assets 402.3 341.9 60.4
Group debt increased by £0.23 billion to £4.4 billion driven by additional N ¢ liabilt 992.3 985.4 6.9
net borrowing from the Scottish Government. on-currentliabiiities (992.3) (985.4) (6.9)
Scottish Water Company’s cash balance at 31 March 2022 of £515.9 million Net assets 6,252.7 5,918.2 334.5
is within the forecasted range in the updated regulatory delivery plan Government loans 4,383.6 4,148.4 235.2
submitted to Scottish Ministers for the period 2021/22 to 2022/23. i i

. o Retained earnings and 1,869.1 1,769.8 99.3
A summary of the group cash movement during the year is given in the reserves
table below: Net equity 6,252.7 5,918.2 334.5

Net cash movement

Source: Draft financial statements

Capital expenditure (Scottish Water Company)

The overall forecast for delivering the 2022-2024 business plan
amounts to approximately £1.3 billion, and relates to infrastructure

(Scottish Water Group) £'m and capital investment across treatment works, water mains, sewers
and networks.
Balance at 1 April 2021 570.4
£622.9 million (on a regulated accounting basis) was invested during
Increase during the year 86.7 2021-22 in respect of ongoing projects, An element of this
Balance at 31 March 2022 T 657.1 investment is related to maintenance and is not considered to be
capital for the purposes of the financial statements resulting in
capitalised expenditure of £41.6 million (on an IFRS basis).
VAN
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DOSItion and sustananiity (cont)

2021-2027 regulatory period and business plan h
As part of the 2021-27 regulatory period, the 2021/22 to 2022/23 delivery
plan was submitted in March 2021. This plan indicated capital investment
of between £570 to £650 million for the 2022 financial year with £622.9
being achieved on a regulatory basis. Capital investment planned for the
2022/23 financial period is in the range of £610 to £680 million.

The key features are summarised in the table below.

Actual Plan
£'m - estimates 2022 2023
Regulated capital investment 622.9 610 —-680
Total revenue 1,285.3 1,310-1,370
Operating surplus 234.5 315-415
Closing cash 515.9 265 - 440

Source: Annual Report and Delivery Plan Update

The SR21 (strategic review) delivery plan covering the period to March
2023 was submitted to Scottish Ministers in March 2021 and is updated
every 6 months to reflect changes in macroeconomic conditions and other
relevant information which impacts Scottish Water’s cash flows. The
reforecast is published as part of the interim and annual performance and
prospects report. The current plan extends to 2024 and assumes Scottish
Water receives net new borrowing from the Scottish Government of
£201m in 2022/23 and £170m in 2023/24. The cash balances for Scottish
Water (regulated business) at March 2023 are forecast to be within the
range of £265m to £440m.

e

~
Going concern

Management have prepared forecasts covering over 12 months from the
date of signing of the financial statements. These take account of actual
and forecast experience under COVID-19 and include scenarios with a
severe but plausible downside, including the cost of living crisis and
building inflation. All scenarios reflect:

* Inflationary increase in costs

* Above inflation increase in energy costs

* Revenue impact from 0% to various inflationary increases

* Increase in interest rates

Under all of the scenarios, Scottish Water will be able to operate within its
available facilities and is well placed to withstand the challenges presented
by the local and economic environment.

Detailed audit procedures performed on going concern are set out on
page 25.
Conclusion

We are satisfied that management’s adoption of the going concern basis
in preparing the financial statements is appropriate in light of the matters
set out above.
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Impact of COVID-19

The financial impact of the COVID-19 pandemic and wider economic
uncertainty on the domestic market of Scottish Water has to date been
limited, with collection rates for household charges affected to only a
limited degree.

However, during periods of lockdown in particular, the impact on the non-
domestic market in both Scotland and England, within which SWBS
operates, was more significant with reduced water consumption and
delays to customer payments being prevalent. While the breadth of its
customer base mitigated the impact, elements of it, in particular retail,
hospitality and the SME sectors were significantly affected. This impacted
it through reduced water consumption and exposure to bad debt risk
should elements of the customer base fail to recover from the economic
impact of COVID-19.

Forecasts to reflect this were prepared by SWBS during 2020 which
indicated that financial support would be required. As a result a borrowing
facility for an amount of £83 million on commercial terms was put in place
between Scottish Water Business Stream Holdings and SWBS. To date, this
facility has not been drawn upon, however it provides the support
required to allow SWBS to prepare its accounts on a going concern basis.

ity (cont)
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Financial statements and accounting

Audit conclusions

Audit opinions — We prepared an audit strategy document which was submitted to the Audit Committee on 18 August 2021; and
— We have prepared a separate annual audit report in respect of Business Stream which has been considered by its
board.
— We expect to issue unqualified opinions on the financial statements of Scottish Water and its subsidiaries for the year
ended 31 March 2022.

Financial reporting framework, — Scottish Water is required to prepare its financial statements in accordance with IFRS, as interpreted and adapted by
legislation and other reporting the 2021-22 FReM (as appropriate) and in accordance with the requirements of the Water Industry (Scotland) Act
requirements 2002.

— Our audit confirms that the financial statements (after any relevant adjustments) are appropriately prepared.

Other communications — We did not encounter any significant difficulties during the audit and there were no other significant matters arising
from the audit that were discussed, or subject to correspondence with management that have not been included
within this report.

— There are no other matters arising from the audit, that, in our professional judgement, are significant to the oversight
of the financial reporting process.

Audit misstatements — One corrected audit misstatement, one uncorrected audit misstatement and one disclosure misstatement was
identified with respect to Scottish Water. Refer to appendix six.

Written representations — We will request a representation letter from management as required by ISA 580 Written Representations — refer to
appendix seven.
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Financial statements and accounting

Audit conc

USIons (cont.

Materiality

We summarised our approach to materiality in our audit strategy document.
On receipt of the financial statements and following completion of our audit
testing we reviewed our materiality levels and concluded that the level of
materially set at planning was still relevant.

Group materiality of 1% of gross expenditure incurred in 2021 was used
(£14.6 million). We report all identified misstatements greater than £250,000.

The levels outlined above are used in respect of the Scottish Water
consolidated financial statements. However, lower level statutory materialities
have been used for the company and subsidiary audits as detailed below.

Entity Performance Reporting
materiality threshold
Scottish Water Company 7,800,000 250,000
Scottish Water Horizons Ltd 108,000 7,200
Scottish Water Business Stream Ltd 4,500,000 250,000
Scottish Water Horizons Holdings Ltd 2,194,000 146,000
Aberdeen Environmental Services Ltd 1,482,000 98,000
Scottish Water Services (Grampian) Ltd 251,000 16,000
Scottish Water Business Stream Holdings Ltd 1,032,000 68,000
J/

(

Forming our opinions and conclusions

In gathering the evidence to support our audit opinions and conclusions we:

— performed controls testing and substantive procedures to address the
risks we identified;

— communicated with internal audit and reviewed its reports as issued to
the audit committees of both SW and SWBS;

— reviewed estimates and accounting judgments made by management
and considered them for appropriateness;

— considered the potential effect of fraud on the annual accounts through
discussions with senior management and internal audit to gain a better
understanding of the work performed in relation to prevention and
detection of fraud; and

— attended audit committee meetings to communicate our findings to
those charged with governance, and to update our understanding of the
key governance processes.

Financial statements preparation

— Management at Scottish Water continue to provide working papers of
high quality. There were some delays in information being provided in
line with our agreed timetable, however, regular communication was
held between the audit team and management so that deliverables were
appropriately prioritised. The audit of SWBS has been subject to delays,
in particular relating to information over ex-Yorkshire Water customer
where the company was dependent on Yorkshire Water for the
maintenance of billing records for the majority of the year.

— Aset of consolidated financial statements (excluding completed front
end disclosures) was provided in the week commencing 9 May 2022.
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Financial statements and accounting

Audit conc

USIons (cont.

ﬁl’he table below identified the specific areas of our audit that were expected to be affected by the COVID-19 pandemic, and wider economic uncertainty.

Audit area

Considerations

Significant risks and key
areas of focus

Accounting estimates

Obtaining sufficient
appropriate audit evidence

Audit effort and fees

The significant risks and key areas of focus identified at our planning stage changed to include an additional focus area: change in
accounting policy relating to IT costs (refer to page 12)

The risks of material misstatement relating to bad debt provisions and pension liability increased due to the higher degree of
estimation uncertainty resulting from the current economic conditions.

To assess the risks, we gained an understanding of how management has understood the range of possible measurement
outcomes, selected reasonable assumptions and data sources and selected a point estimate and the related disclosures for the
financial statements.

We evaluated the methods, assumptions and data used to derive the estimates to obtain evidence that they are appropriate in
the context of the financial reporting framework and are, when appropriate, based on conditions and events at the measurement
date. We also considered whether management has appropriately increased estimation uncertainty when selecting the point
estimate.

Our year-end audit was performed entirely remotely and we considered our ability to obtain sufficient appropriate audit evidence to
support our audit. We have observed the following:

Delayed response to confirmations — we had put in place additional tracking procedures to encourage counterparties to reply
directly at the earliest opportunity. All confirmation replies have been duly received.

As a consequence of the changes in the scope of our audit due to COVID-19, we estimate that the additional fee will be £9,000 and it
is included in our 2021-22 fee proposal. This has been discussed and agreed with management.
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Financial statements and accounting

Audit conclusions {cont)

Summary of impact of change in accounting policy

In April 2021 the IFRS Interpretations Committee (IFRIC) published an agenda decision in relation to the application of IAS 38 Intangible Assets to configuration
or customisation costs in a cloud computing arrangement. The agenda decision provided new guidance specific to cloud computing arrangements and provided
a framework for the accounting treatment of ‘implementation costs’.

Scottish Water has previously accounted for all implementation costs as Property, plant and equipment which has been subject to depreciation on a straight-line
basis over the useful lives of the assets. The new guidance states that implementation costs should be recognised as an intangible asset if costs incurred meet
the definition of an intangible asset under IAS 38. If it is not possible to identify an asset then the costs should be expensed in the year in which they occur if the
costs incurred are for a service that is distinguishable from the core software service and over the life of the contract with the supplier if the service is not
distinguishable from the core software service. As a result Scottish Water has engaged with digital partners to identify and classify transactions relating to
projects involving key systems and processes, and to align accounting policies. In the year to 31 March 2022, £28.2m of cloud computing costs have been
identified and expensed through the income statement that would have previously been capitalised as IT software and depreciated over an economic life of 3
years. In addition, the group income statement and statement of comprehensive income, and the group and company statement of changes in equity, balance
sheet and cash flow statements for the year ended 31 March 2021 have been restated accordingly. A summary of the restatements for the year ended 31
March 2021 are summarised below for Group and Company. There is no deferred tax on the opening restatement to retained earnings as capital allowances
has been fully claimed on these assets previously capitalised.

_______Group ______________ Compan

2021 2021 2021 2021 2021 2021

Reported Adjustment Restated Reported Adjustment Restated

te £m £m £m £m £m £m

Property, plant and 6,568.4 (42.5) 6,525.9 6,524.7 (37.5) 6,487.2

equipment

Intangible assets 11.6 18.4 30.0 i 17.3 17.3
ULt T U 239.6 29 2425 107.6 ] 107.6
receivables

Retained earnings

1,663.1 (21.2) 1,641.9 1,515.6 (20.2) 1,495.4
2021 2021 2021
Reported Adjustment Restated
Income statement £m £m £m
Cost of sales 1,273.7 0.8 1,274.5
m © 2022 KPMG LLP, a UK limited liability partnership and a member firm of the KPMG network of independent member firms affiliated with KPMG International Cooperative (‘KPMG International”), a Swiss entity. All
rights reserved
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Financial statements and accounting

Sgnificant rsks and other 1ocuUS areas

We summarise below the risks of material misstatement as reported within the audit strategy document. We set out on the following pages the key audit

procedures to address those risks and our findings from those procedures to allow a better understanding of the process by which we arrived at our audit opinion.

Significant risks and key audit matters

— Fraud risk from management override of controls;

— Fraud risk from income revenue recognition (Scottish Water Business Stream);
— Capital additions;

— Bad debt provision; and

— Pension liability;

Other areas of focus

— Going concern

— Profit recognition (Scottish Water Horizons);
— Income uncertainty provision;

— Credit note provision;

— Impairment of investment in subsidiaries and

— Change in accounting policy

Key audit matters

In accordance with paragraph 19A of ISA 700, we are required to describe those assessed risks of material misstatement which had the greatest effect on: the
overall audit strategy; the allocation of resources in the audit; and directing the efforts of the engagement team, in our audit opinion, being the ‘key audit
matters’.

We have separately identified those in bold in the table on the next page which we consider to have had the greatest effect on our approach and on which we
will report in our opinion in the financial statements.

\
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Financial statements and accounting

Slgnificant rsks and other focus areas (cont

The application of the significant risks, key audit matters and other areas of focus to each group entity is summarised in the table below.

\_

Scottish Water
Scottish Scottish Water Aberdeen Scottish Water Services
Significant risks, key audit matters Scottish Water Business Business Stream  Environmental  Scottish Water Horizon Holdings (Grampian)
and other areas of focus Water Stream Limited Holdings Limited Services Limited Horizons Limited Limited Limited
Significant risks
Fraud risk from management v v v v v v v
override of controls
Fraud risk from income revenue v
recognition
Key audit matters
Capital additions v
Bad debt provision v 4
Pension liability v v
Other areas of focus
Profit recognition v
Income uncertainty provision v
Credit note provision v v
Impairment of investment in v v v
subsidiaries
Going concern v v v v v v v
Change in accounting policy v 4

We have not made any changes to the significant risks above, or our approach to addressing the assumed risks of fraud in management override of controls and
risks of fraudulent revenue recognition as required by the International Standards on Auditing (ISA).
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Financial statements and accounting

Slgnificant rsks and other focus areas (cont

Significant risk Our response Audit conclusion
Fraud risk from management — Our audit methodology incorporated the risk of management override of controls as a —  Wedid not identify any indicators of
override of controls default significant risk. We did not identify any specific additional risks of management management bias and note that

override of controls relating to the audit of Scottish Water; management present sensitivity analysis

Professional standards require us to
g and trend information related to key

communicate the fraud risk from — Inline with our methodology, we carried out appropriate controls testing and ud ts and L. to th
management override of controls as substantive procedures, including over journal entries and significant transactions that Judgemen ,S and provisions to those

L . . . ST . . . charged with governance as part of
a significant risk as management is are outside the organisation's normal course of business, or are otherwise unusual;

typically in a unique position to standard reporting;
P v que p — We evaluated accounting estimates, including the consideration of the bad debt

perpetrate fraud because of its ability L ) L . S — Our testing of journal entries was
) ) provision, income uncertainty provision and credit note provision; ) A

to manipulate accounting records satisfactory and we have obtained

and prepare fraudulent financial —  Oversight of finances by management provided additional review of potential material sufficient audit evidence as a result of our

statements by overriding controls errors caused by override of controls; and planned procedures. No issues were

that otherwise appear to be —  Remote working due to the COVID-19 lockdown indicates an additional risk of identified.

operating effectively. management override of controls and we have factored in the effect of this in our —  There were no other specific circumstances
procedures for journals testing. identified which would indicate additional

risk of management override of controls.
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Financial statements and accounting

Slgnificant rsks and other focus areas (cont

Significant risk

Our response

Audit conclusion

Fraud risk from income revenue
recognition (Scottish Water
Business Stream)

Professional standards require us
to make a rebuttable
presumption that the fraud risk
from revenue recognition is a
significant risk.

Due to the pressure on the
customer base as more
competitors enter the market
and cost pressures on Business
Stream, we have not rebutted
this risk for this entity only.

Our fraud and error risk considers
the judgements and complexities
of the accrued and deferred
income calculations that exist in
those revenue streams identified.

We note that accrued revenue is
estimated based on historical
data from past bills to create an
expectation of the unbilled
amount between the last bill and
the year end. This therefore
introduces risk around the
estimation of revenue.

Our procedures in respect of the risk in Scottish Water Business Stream included:

—  Confirm our understanding of the revenue streams identified by flowcharting
and completing a walkthrough of each separately identifiable revenue stream;

— Considering the design and implementation of key controls, the revenue
recognition processes, and management’s calculation of accrued and deferred
revenues;

— Considering the design and implementation of controls over bank account
reconciliations;

—  Performing cut off testing to assess whether revenue transactions are
recognised in the correct period;

— Considering the deferral of revenue recognised in respect of advanced billing to
ensure this is appropriate and correctly calculated; and

— Challenge of assumptions used in estimating the accrued revenue in relation to
unbilled revenue at the year end, and re-performance of the calculations used
by management to arrive at the estimate.

We rebutted the risk in Scottish Water and other subsidiaries

—  For Scottish Water, we requested and received confirmation of household
revenue from all 32 councils. We also requested and received confirmation of
wholesale revenue from licensed providers;

—  For Scottish Water Horizons Limited revenue is recognised based on contract
values; and

— The activities of Aberdeen Environmental Services Limited and Scottish Water
Services (Grampian) Limited are primarily from their contract with Scottish
water and are therefore eliminated on consolidation.

— We discussed each revenue stream with management
to confirm our understanding of the end-to-end
process for revenue recognition. This process was
confirmed through walkthroughs and by flowcharting
the revenue recognition process.

— Inline with last year, we have not placed reliance on IT
controls in the current year as during our planning and
risk assessment period management indicated to us
that action points raised in the prior year had not yet
been implemented due to forthcoming operational
changes. We adjusted our audit approach accordingly.
Refer to page 43 for the control deficiency.

—  Whilst a process is in place to regularly reconcile the
calculation of accrued and deferred revenue to the
billing system, this does not operate at a sufficiently
precise level to prevent or detect a material
misstatement from occurring. Refer to page 45 for the
control deficiency.

—  We reviewed the controls surrounding the
reconciliation of bank accounts to the general ledger
and found no issues.

—  Our reperformance of the calculations used by
management and cut off procedures were satisfactorily
completed with no issues noted.

Document Classification: KPMG Confidential

16



Financial statements and accounting

Slgnificant rsks and other focus areas (cont

Significant risk

Our response

Audit conclusion

Capital additions (Scottish Water Company)
(£581.3 million, 2021: £421.3 million)

Capital additions related to the delivery plan for
regulated activities for the period 2021-22 are
significant.

Directors are incentivised across a number of
financial and other measures including profit and
completion of capital investment programmes.

There is judgement involved in the allocation of
expenditure between capital additions and
revenue which can affect profit and investment
measures reported in the financial statements.

Other considerations (not significant risk):

The company has depreciation charges of £288.3
million (2021: £275.2 million) which is calculated
based on the useful lives of the individual asset.

Our procedures included:

Control design:

Testing the design and operating effectiveness of controls over the
allocation of costs between capital and revenue within the financial ledger
at the project initiation stage and on an ongoing basis; and

Testing the design and operating effectiveness of controls over the
appropriateness of reclassification from assets in the course of
construction.

Testing the design and operating effectiveness of controls over the
approval stages of a sample of projects.

Test of details:

Building on our work over control design we compared the reports of
Scottish Water’s capital project monitoring group at the year end to
amounts recorded as capital additions;

In respect of a sample of capitalised additions, we evaluated the
appropriateness of the classification as capital by considering the nature of
the expenditure with reference to invoice, certificate or timesheets and
considering the application of the relevant accounting policies;

We assessed a sample of items allocated to revenue expenditure and
considered whether they were correctly classified by considering the
application of the relevant accounting policies;

We also reviewed material journals related to capital additions; and

We performed an independent recalculation of depreciation using
Computer Assisted Audit Techniques (CAATs) and compared with the
company’s calculation.

— The outcome of our testing was satisfactory
and we concur with management’s
treatment of additions as capital or
revenue.
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Financial statements and accounting

Slgnificant rsks and other TocuUS areas (Con

Significant risk

Our response

Audit conclusion

Household bad debt provision
(£451.4 million, 2021: £427.7 million)
Forecast-based valuation

There are a number of assumptions
included in the calculation of the bad
debt provision; the most sensitive of
these is the overall forecast collection
rate based on historical data.

As at 31 March 2022, the Scottish
Water regulated business reported a
household revenue debtor of £495.8
million (2021: £483 million) and a
corresponding bad debt provision of
£451.4 million (2021: £427.7 million)
on household billings from all years
dating back to 1996-97.

Household water & wastewater
charges debt is a statutory debt
recoverable from the occupier. The
household billing and cash collection
is performed by local authorities and
cannot be influenced by Scottish
Water.

Our procedures included:
Control design:

— Testing the design and operating effectiveness of controls over the review
and approval of the provision and associated assumptions by the Directors
during the year and at the year end; and

— Testing the design and operating effectiveness of controls in respect of the
reconciliation of information provided on a monthly basis by local
authorities to Scottish Water in respect of amounts billed and collected.
This historical information forms the basis of the forecast collection rate.

Tests of detail:

—  We compared the information on historical collection rates, recorded by
Scottish Water as the basis for the current year provision calculation, to the
records held in respect of prior years; and

— We agreed the total amount billed and collected in respect of 2022 as
recorded in Scottish Water’s records, to confirmations received from
individual local authorities.

Historical comparison

— We compared the change in forecast collection rate in the current year, to
the historical trend of increasing collection rates since 1996-97.

Sensitivity analysis

—  We performed sensitivity analysis and challenged management in respect
of the forecast collection rate by increasing and decreasing it based on our
judgement and assessing the impact on the provision.

Assessing transparency

— We assessed the disclosure of sensitivities by the Directors, and description
of the provision in note 27 of financial statements.

— Asat 31 March 2022, the average forecast collection
rate applied to billings is 96.74% resulting in an
equivalent provision of 3.26%. This compares with a
provision as at 31 March 2021 of 3.28%;

— Management excludes the most recent three years
collection rate from the calculation as insufficient time
has passed to assess the collection rate. This is
consistent with the prior year and we consider it to be
reasonable;

—  We have challenged this assessment as the calculation
remains consistent year on year, despite the impact of
COVID-19 and wider economic uncertainty. It was noted
that this was taken into account as the rise in the
forecast % collection rate was only 0.03%, a lower rise
than in previous years.

— We have also performed a reverse stress-test over the
forecast collection rate and note that for it to be
materially misstated the rate would have to be 96.69%,
an average actual collection rate not experienced since
2006-07. We do not consider this change in collection
rate to represent a reasonably possible change in
assumption.

— IFRS 9 expects a weighted average model, considering
different collection scenarios to be used to calculate the
provision. Management’s model uses historical
collection rates which are considered to be the best
method to predict future collection. These rates have
seen a long term trend of improvement. On
performance of a retrospective review of actual
collection rates after year-end, we observed that the
actual collection rate, 96.72%, was consistent with the
forecast made in the prior year.

Document Classification: KPMG Confidential

18



Financial statements and accounting

Slgnificant rsks and other focus areas (cont

Significant risk

Our response

Audit conclusion

Household bad debt provision (cont.)

We note that the first year-in-year collections fell
recently and we have challenged management on this.
We note that past experience has shown that such
decreases are subsequently recovered given the robust
process put in place by the Councils for debt recovery.
This meant that actual average collection continues to
increase and therefore supports the upward trend in
forecast collection rate.
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Slgnificant rsks and other focus areas (cont

Significant risk Our response Audit conclusion

Bad debt provision (Scottish Water
Business Stream)

There are a number of assumptions
included in the calculation of the bad
debt provision; the most sensitive of
these assumptions is the overall
forecast collection rates based on
historical data in each business area.

There is an inherent risk of error such
that incorrect assumptions could be
made about the provision.

Our procedures included:

Control testing:

Testing the design and implementation
of key audit controls over the
receivables collection processes.

Testing the operating effectiveness of
key audit controls over the receivables
collection processes;

Substantive work:

Performing sensitivity analysis on the
provision model; and

Evaluating the adequacy of the
provisions against trade receivables by
critically assessing the assumptions
made in determining the level of
provision for each category of aged
debt, with reference to the profile of
aged debts at the balance sheet date
compared with equivalent data
observed subsequent to and at prior
year ends along with an assessment of
the level of post balance sheet cash
receipts.

The method to calculate the provision has been amended year on year. In the prior
financial year, to reflect uncertainty due to limited cash collection data, assumptions
derived from credit ratings agencies had been used to derive collection rates, the
output from which was used to calculate an increase in the provision.

In the current year the method had been amended back to that used historically
whereby the provision is based upon historical collection rates within each of the
ageing “buckets” in the aged debt report. We consider the change in methodology to
be appropriate.

The bandings within the bad debt provision calculation are consistent with the prior
year with those debts aged 30 to 90 days being 25% provided, 90 to 360 days being
50% provided and all debts greater than 360 days being 100% provided for active
customers. For inactive customers debts aged 31 to 60 days are 75% provided for
and all debtors greater than 60 days are 100% provided for.

Our retrospective review of collection rates against each ageing “bucket” supported
the assessment of recoverability made by management. Sensitivity analysis
demonstrated that reasonably possible changes in assumptions did not result in
material changes in the bad debt provision.

In comparison with other Water Retailers the Business Stream provision appears to
be cautious. We note on average 32.9% of Total Trade Receivables were provided
for compared to an average of 21% provided in FY20 and FY21 by comparable
Water Retailers (range of comparable retailers was 33.7% down to 8.4%).

We consider the bad debt provision to be on the cautious side of our expected range,
but remaining appropriate.
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Slgnificant rsks and other focus areas (cont

Significant risk

Our response

Audit conclusion

Pension liability

Scottish Water — Net liability as at 31 March
2022 is £42.9 million (2021: £209.1 million)

Scottish Water Business Stream — Net
liability as at 31 March 2022 is £9 million
(2021: £12.8 million)

Subjective valuation

Small changes in the assumptions and
estimates used to value the pension obligation
(before deducting scheme assets) would have
a significant effect on the net pension liability.

Employees participate in three local
government defined benefit pension schemes;
North East Scotland pension fund, the Lothian
pension fund and the Strathclyde pension
fund.

Our procedures included:

Control design:

Testing the design and operating effectiveness of controls over

the provision of membership information to the actuary who

uses it, together with the assumptions, to calculate the pension

obligation at year end.

Benchmarking assumptions

Challenging, with the support of our own actuarial specialists,
the key assumptions applied, being the discount rate, inflation

rate and mortality/life expectancy against externally derived
data; and

Challenging the rate of increase in pensionable salaries
assumption, by comparing it to other evidence such as the
regulatory delivery plan and our understanding of Scottish
Government expectations.

Assessing transparency

Considering the adequacy of the disclosures in respect of the

sensitivity of the deficit to these assumptions.

Subjective valuation

We have completed benchmarking analysis
which is set out at appendix one; and

The overall assumptions applied by management
are considered to be balanced relative to our
central rates and within our acceptable range.

GMP indexation

In considering the potential impact of GMP
indexation on the gross pension liability,
actuarial advice was sought in 2021 and a total
£7.3million was recognised in the gross pension
liability at 31 March 2021. No further past
service cost adjustment is required at 31 March
2022.

Pension assets

We have reviewed pension assets for
consistency and confirmed the share of scheme
assets for last three years to current year and
compared employer’s assets to the total value of
the pension fund to check consistency with the
expectation of percentage share. The return on
pension assets for the last quarter to 31 March
2022 is based on estimates as actual return
information is only available during the beginning
of June. Actual return on plan assets was
obtained during the first week of June and it was
noted that plan assets were understated by
£10.55m at a group level due to the estimated
return on plan assets being lower than the actual
return for the last quarter. This audit difference is
noted in Appendix 6.
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Slgnificant rsks and other focus areas (cont

Other areas of focus Our response Audit conclusion

Profit recognition Our procedures included: — Management has a robust control framework in
Scottish Water Horizons recognises — Testing of key controls around the project management process including plac.e ‘chhl')Chbmeuf(_jes regula(; momi?crmg of all ¢
revenue on construction activities allocation of costs to projects and challenge of project managers on budgeting pf:o“ec S {h ° !natnce and quantity stu.rveyors °
based on the percentage completion and costs to complete; and challenge the project managers on costs,

method. As revenue is agreed on — Revenue is recognised based on the percentage of

— Detailed testing of specific contracts in the year which were significant by

entering into the contract, there is a nature or value.

completion method, i.e. over time. Revenue is

risk that the profit margin is not recognised equal to cost while the project is less
recognised consistently across the than 50% complete. This approach is considered to
life of the project due to inaccurate be appropriately prudent given nature of the
budgeting with either too much or projects. We are content that this policy complies
too little cost being released. with the requirements of IFRS 15; and

—  Our work over the revenue recognition has been
satisfactorily completed.
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Slgnificant rsks and other focus areas (cont

Other areas of focus

Our response

Audit conclusion

Income uncertainty provision
(£20.4 million, 2021: £15.4 million)
Forecast-based valuation

As at 31 March 2022, the Scottish Water company

income uncertainty provision was £24.7 million (2021:

£21.5 million) while at group level the provision was
£20.4 million (2021: £15.4 million). The breakdown of
the provision at group level is as follows:

2022 2021

£'m £'m

3 parties (closed years) 1.5 1.5
Vacant properties 2.0 2.0
Open years 16.9 11.9
20.4 15.4

There are a number of assumptions included in the
calculation of the income uncertainty provision.

Our procedures included:
Control design:

— Testing the design and operating effectiveness of controls
over the review and approval of the provision and associated
assumptions, by those charged with governance during the
year and at the year end.

Tests of detail:

—  We compared the information on historical billings and
updated billed amounts, recorded by Scottish Water as the
basis for the current year provision calculation, to the records
held in respect of prior years;

The provision includes:

£16.9 million covering third party licence providers
for the most recent two years in which market
reconciliations for usage are still ongoing. There is a
greater delay in reconciliations in the current year
due to businesses being closed during lock down
periods and delays gaining access to perform meter
readings. Adjustments for the 2021 and 2022 financial
years are expected to come through during the 2023
financial period.

£1.5 million in respect of closed years no longer
covered by the open years income uncertainty
provision, consistent with the prior year.

Based on the work we have performed, the overall
provision for income uncertainty is consistent with the
principles applied in the prior years and therefore
considered to be reasonable.
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Slgnificant rsks and other focus areas (cont

Other areas of focus

Our response

Audit conclusion

Credit note provision

(£42.5 million, 2021:
£42.4 million)

As at 31 March 2022, the
Scottish Water company
credit note provision was
£32.8 million (2021: £34.3
million) and for SWBS, the
credit note provision was
£9.7 million (2021: £8.1
million).

Accounting basis

There is a risk that credit
notes will have to be issued
due to previous billing
inaccuracies. This is
applicable to both Scottish
Water (adjustments to
household billings issued by
Councils in respect of prior
years) and Scottish Water
Business Stream (relating to
business customers).

Our procedures included:

Scottish Water Business Stream

Critically assessing the
assumptions made in determining
the level of provision, with
reference to data observed
subsequent to and at prior year
ends; and

Perform sensitivity analysis on the
provision model.

Scottish Water (company)

Historical comparison

We compared the provision made
in each of the past five years, with
the provision that would now be
made by management having the
additional benefit of information
on the required credit notes in
respect of those and prior years.

The average variance is 0.0267%.
The rate applied in 2020/21 is
0.922%, compared with 0.950% in
the prior year. Applying the above
sensitivity of 0.0267%, the overall
provision would vary by £4.3
million which we consider to be
within our expectations.

— The results of our comparison of the past five years provision that would now be made compared to the
provision made in the year is given in the table below:

Provision Provision that would
Year in year now be applied
2020/21 0.9200% 0.8970%|
2019/20 0.9500% 0.9662%)
2018/19 0.9700% 0.9870%|
2017/18 0.9850% 1.0100%
2016/17 1.0000% 1.0336%

— The calculation of the provision remains in line with the prior year. The key judgement is the use of the
average of credit notes issued over the past years to estimate the current provision required. Overall the
provision is reasonable based on the historical data available.

Scottish Water Business Stream

— We note the provision is broken down into key elements reflecting the key customer bases across the UK
in Scotland, Yorkshire and Southern, with adjustments made to reflect changes in the historical patterns of
credit notes issued in each.

— The estimation approach continues to be based on the most recent 3 years of historical data.

— No exceptions have been noted from our work over the historical data and provisions calculated. We note
that the provisions created in prior years are being utilised in line with expectations.
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Slgnificant rsks and other focus areas (cont

Other areas of focus Our response Audit conclusion
Going concern Our procedures included: — The Scottish Water Group’s cash balance has
All entities are required to provide Funding assessment increased by £86.7m from the prior year.
appropriate disclosures in the financial = We have considered the availability of existing funding from the Scottish ~—  Agreed Government borrowing of £201 million is
statements in regard to the going concern Government, including reviewing the repayment profile and the external planned to be drawn down in March 2023;
assumption. financing limit set for the period 2022-23; —  We have considered in detail the going concern
Under ISAs (UK), we are required to report to  Review of regulatory framework assessment of Scottish Water with no issues noted;

if we h thi terial to add or t - .
youltwe a.ve an\( Ing rT1a enaltoaddorto Reviewing the regulatory delivery plan update (March 2021) and — Our challenge of the forecasts prepared by each
draw attention to in relation to the I A ) ) . . s ;

, . considering the associated economic assumptions against our entity within the Scottish Water Group has noted no

Members’ statement, set out in the Annual commercial understanding: issue: and
Report and Accounts about whether they & !
considered it appropriate to adopt the going ~ Retrospective review — Letters of support have been obtained for: Scottish
concern basis in preparing the financial = We have considered the budget to actual results for the period from year Water Services (Grampian) Limited from Scottish
statements. end to the date of signing of these financial statements; Water Horizon Holdings Limited and by Scottish

That judgement is based on an evaluation of  Sensitivity analysis nv;rﬁj(::soltllcz)?dniz;n:il'rcneic'lajgom Scottish Water

the |nherfent r|s.ks to the group’s and =  We considered sensitivities of the key assumptions used in the cash flow
company’s business model and how those — Based on work performed, we have concluded that

<ks might affect th N p § forecasts and assessed their related impact on the financial resources h licati fth . basis i
risks might affect the group’s and company’s and headroom available; and the application of the going concern basis in

financial resources or ability to continue preparation of the financial statements is
operations over a period of at least 12 Assessing transparency appropriate.

months from the date of approval of these = We assessed the completeness and accuracy of the matters covered in

financial statements. the going concern disclosure through procedures performed above, along

The evaluation of going concern is based on with our assessment of the viability statement.

forecast cash flows which have a greater
level of estimation risk because of the impact
of the COVID-19 pandemic and wider
economic uncertainty.
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Slgnificant rsks and other focus areas (cont

Other areas of focus Our response Audit conclusion

Impairment of investment in subsidiaries  Our procedures included: — We have reviewed the impairment analysis documentation
Investment in subsidiaries of £37.5 — comparing the carrying amount of investment in subsidiaries with prepgred bytr:anagfemeqt andtare satisfied that there is no
million (2021: the relevant subsidiaries’ net assets to identify whether their net requirement for an impairment.

£37.5 million) assets, being an approximation of their minimum recoverable

COVID-19 and increasing inflation has amount, were in excess of their carrying amount;

triggered the risk of impairment of — further considering the carrying amount of the investment in
investment in subsidiaries in the separate subsidiaries with the expected value of the business based on a
financial statements of Scottish Water as discounted cash flow basis; and

at 31 March 2022, with a higher risk on
the investment of Scottish Water
Business Stream Holdings in Scottish
Water Business Stream.

— challenge management on the reasonableness of assumptions
used in their discounted cash flow workings.
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Manadement reporting infinancial Statements

Qualitative aspects

ISA 260 requires us to report to those charged with governance our views
about significant qualitative aspects of the entity’s accounting practices,
including accounting policies, accounting estimates and financial statement
disclosures.

We consider the accounting policies adopted by Scottish Water to be
appropriate.

Significant accounting estimates relate to the present value of defined benefit
obligations and the various provisions outlined in the previous pages. For
defined benefit obligations, the estimate is calculated under IAS 19 (as
calculated by Scottish Water’s actuary, Hymans Robertson using agreed
financial assumptions). We found the assumptions and accounting for
pensions to be appropriate. We did not identify indications of management
bias.

We have also reviewed the changes made to the notes to the financial
statements relating to the impact of COVID-19. We are satisfied that they are
appropriate.

Assessment of principal risks and uncertainties

Under ISAs (UK) we are required to report to you if we have anything material to
add or to draw attention to in relation to:

— The members confirmation made in accordance with provision C.2.1 of
the code that they have carried out a robust assessment of the principal
risks facing the Group, including those that would threaten its business
model, future performance, solvency or liquidity; and

— Thedisclosures in the Annual Report that describe those risks and explain
how they are being managed or mitigated.

We reviewed the disclosures in the Annual Report and Accounts and
confirmed that they describe the principal risks and how they are being
managed or mitigated, and that they are in line with the risk register and
other relevant documents we have considered throughout the audit.

We have nothing to report in respect of the above.

Viability

Under ISAs (UK) we are required to report to you if we have anything material
to add or to draw attention in relation to the members explanation in
accordance with provision C.2.2 of the Code as to how they have assessed the
prospects of the Group, over what period they have done so and why they
consider that period to be appropriate, and their statement as to whether

they have a reasonable expectation that the Group will be able to continue to
meet its liabilities as they fall due over the period of their assessment.

We reviewed the viability statement in the Annual Report and Accounts,
together with the going concern paper presented to those charged with
governance, cash flow forecasts and documentation supporting the regulatory
delivery plan update (March 2020) and Outline Strategic Plan for the 2021-27
period.

Based on discussion with management, we understand that the Outline
Strategic Plan for 2021-27 period is currently being reviewed.

We have nothing further to add or draw your attention to.
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Manadement reporting Infinancial Statements (cont

Report

Summary observations

Audit conclusion

Strategic report

We are required to read the strategic report and express an opinion as to whether
it is consistent with the information provided in the financial statements.

We also review the content of the strategic report against relevant guidance and
considered whether it included relevant information in respect of:

- Strategy and objectives;
- Business model;
- Principal risks and uncertainties; and

- Fair review of the business

We are satisfied that the information
contained in the strategic report is
consistent with the financial statements.

We considered the disclosure of risks and
uncertainties, strategy and objectives,
performance and future plans and consider
they are consistent with our understanding.

Remuneration report

The remuneration report has been included within the Annual Report and working
papers were made available to us for review.

We are satisfied that the information
contained within the remuneration report is
consistent with the underlying records and
the annual report, and that required
disclosures were made.

Governance statement and audit
committee report

The statements for 2021-22 outline the corporate governance and risk
management arrangements in operation in the financial year. They provide detail
on the overall governance framework, review of effectiveness, group entities and
analyses the efficiency and effectiveness of these elements of the framework.

We are satisfied with the information
contained in the report.
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Wider scope

Audit dimens

ONS TISK Map and conclusions

We have not identified any financial statement significant risks in relation to wider scope. The key aspects of Scottish Water’s arrangements which we considered in respect of wider scope
responsibilities have not changed from those set out in the audit strategy on 18 August 2021 as we had considered Audit Scotland’s 2021-22 guidance on planning the audit.

Financial sustainability

Management and those charged with governance have completed significant
work in respect of medium and longer term financial planning; primarily through
SR 21 planning process in respect of the period to 2027.

COVID-19 and the resultant economic impact is a unique challenge in the face of
which management continue to monitor the Group’s financial sustainability and
the different areas affected by it, including funding needs and the ability of the
various Group entities to continue as a going concern and the impact on the
longer term financial requirements and sustainability. This requires assessment of
the business impact, environmental changes, legislative requirements and liaison
with various regulators and the Scottish Government.

Management continue to monitor the impact of the current uncertain economic
environment, in particular the impact of inflation on the cost base and with
respect to customer charges.

<

We consider the governance framework to be appropriate and that the
governance statement made in the Annual Report is in accordance with guidance.
Scottish Water is required to follow aspects of the UK Corporate Governance
Code. There are appropriate risk management and monitoring arrangements,
incorporating a good level of oversight and consideration of risk appetite. There is
transparency in the reporting of principal risks and uncertainties in the annual
report.

The internal audit team has an annual programme of work which is carried out.
No significant findings were noted during the course of their work.

Based on our work, only one significant repeat control deficiency was identified
during the year. Refer to page 43 of this report.

A

Financial management

We consider that Scottish Water’s finance team is made up of an appropriate mix of
skills and resources.

We reiterate our consideration that Scottish Water’s finance team has the
appropriate skilled resources. It has also demonstrated a good awareness of
succession planning.

Implementation of IFRS 16 Leases has been delayed until 2025. Scottish Water’s
preparation for the implementation is well underway.

The main area that requires government funding through borrowings is capital
investment which is closely monitored and managed by Scottish Water. Internal
controls in that area, including in relation to fraud risk surrounding procurement of
assets, are well developed and were last subject to internal audit review during the
current year with no major findings noted.

>

Value for money

Scottish Water is subject to water quality and economic regulation which supports
value for money objectives. A corporate approach to robust capital project planning
effectively helps to reduce inefficiency and overruns. Scottish Water’s drinking water
quality continued to remain very high during the 2022 year at 99.93%.

Internal audit’s last review of their procurement strategy included two minor
recommendations. We did not come across any weaknesses in that area during the
course of our work

Engagement with stakeholders supports their efficient use of resources including
water and wastewater services. Performance across a range of non-financial
measures continues to increase compared to prior years.
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Wider scope

I

anclal sustananity

( Financial sustainability looks forward to the medium and longer term to ) Delivery plan update

consider whether the body is planning effectively to continue to deliver its The WICS' Final Determination / Strategic Review of Charges 2021-27 was

services or the way in which they should be delivered. issued in December 2020 with commitments to Scottish Water and its
. . . o . financial sustainability for the long-term.

Scottish Water is regarded as a public sector organization of trading nature. It

borrows from the Government to deliver essential services mainly to the

Scottish community. Considering financial sustainability of Scottish Water we The SR21 (strategic review) delivery plan covering the period to March 2023

performed the following work: was submitted to Scottish Ministers in March 2021 and is updated every 6

—  Reviewing the financial position as at 31 March 2022 and future budgets months to reflect changes in macroeconomic conditions and other relevant
and forecasts, in particular the most recent regulatory delivery plan information which impacts Scottish Water’s cash flows. The reforecast is
update. Scottish Water Company continues to outperform in respect of published as part of the interim and annual performance and prospects
its regulatory activities with the actual cash position of £516 million being report. The current plan extends to 2024 and assumes Scottish Water receives
within the forecasted range balances of £305 to £525 million as at 31 net new borrowing from the Scottish Government of £201m in 2022/23 and
March 2022; and £170m in 2023/24. The plan also includes assumptions with respect to

L . . . . . . increase in charges to customers. The cash balances for Scottish Water

— Reviewing financial forecasting, financial strategies and key risks over lated business) at March 2023 are forecast to be within the range of

financial sustainability. In 2014, the Water Industry Commission for (regula &
g . . £265m to £440m.
Scotland set out the six year regulatory plan price caps in respect of the
household water and waste water charges which can be levied. The
Commission released the Final Determination in December 2020 as part Conclusion: Significant work has been completed by management and those
of its strategic review of charges for the years 2021-27 which restricts charged with governance in respect of medium and longer term financial
Scottish Water’s ability to increase income through charging (except planning; primarily through the regulatory delivery plan (including annual
through increases in the number of households). The most recent annual updates) and preparation for SR 23/24. These consider both revenue and the
Delivery Plan update includes a comprehensive review of planned income significant capital investment program.
and expenditure in the medium-term and is summarised opposite. Consideration of underlying assumptions and sensitivity analysis supplements
this work.
\_ J/
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Wider scope

-nanclal manacement

Financial management is concerned with financial capacity, sound Consideration of the finance function and financial capacity within Scottish
budgetary processes and whether the control environment and internal Water

controls are operating effectively.
P 8 v The accountable officer is the CEO. Key members of the finance function are

Our conclusion is derived from the following audit tests, carried out to suitably experienced and qualified. The finance function’s capacity is

determine the effectiveness of the financial management arrangements. considered to be appropriate and activity is appropriately delegated to

These included: operational areas. There is a clear succession plan in place.

Assessing the budget setting and monitoring processes Conclusion: There is a strong internal control environment and appropriate
capacity.

The budget setting and monitoring process demonstrates strong financial
management in the short, medium and longer term. The process for National fraud initiative (‘NFI’)
preparation is clearly set out in a budget guidance note for staff. Revenue and
capital monitoring reports receive appropriate review by committee. The
approved budget is set out together with a reconciliation to the regulatory
delivery plan, summarising planned outperformance and non-regulated
activities.

The National Fraud Initiative (‘NFI’) is a data matching exercise which
compares electronic data within and between participating bodies in Scotland
to prevent and detect fraud. This exercise runs every two years and provides a
secure website for bodies and auditors to use for uploading data and
monitoring matches.

A summary of performance measures for the current year is as follows: . . . . .
Conclusion: Scottish Water is appropriately engaged in the NFI process.

— the Household Customer Experience Measure was 86.09 during the year; . )
Prevention and detection of fraud

— The Non Household Customer Experience Measure was 87.26 for the . . " . . .
. No material fraud or other irregularities were identified during the year.
2022 year; and

Management’s arrangements include policies and codes of conduct, together

— The Overall New Outcome Performance Assessment was 398 as at March . B . ! . -
with declarations of interest and a register of directors interests.

2022.
Conclusion: Scottish Water has a sound structure of controls in place to
prevent and detect fraud.
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Wider scope

-nanclal manacement

Arrangements for maintaining standards of conduct and the prevention and
detection of fraud and corruption

Scottish Water has a number of policies in place which are reviewed every 2
years, these are: Anti-Slavery, Code of Ethical Conduct, Whistleblowing and
Fraud Management which are also supported by routine mandatory
compliance training. The Company further rolls out an annual Policy
Awareness Communication plan to ensure its employees are aware of their
rights and obligations.

Management and directors are responsible for setting the ‘tone at the top’
and are responsible for abiding by the code of conduct and disclosing interests
which may be of importance, material or otherwise, to their work at Scottish
Water.

The audit committee receives reports in respect of whistleblowing and fraud,
as well as relevant internal audit reports.

We also considered fraud risk relating to procurement which we see is
primarily linked to the acquisition of assets. We have performed test of
controls in that area.

Conclusion: Based on our work, we are content that Scottish Water has
relevant policies and procedures in place to prevent and detect fraud and
corruption.

Internal controls

Staff are responsible for designing and implementing appropriate internal
control systems to ensure a true and fair view of operations within the annual
accounts. Our testing, combined with that of internal audit, of the design and
operation of financial controls over significant risk points confirms that
controls relating to financial systems and procedures are designed
appropriately and operating effectively.

The findings of our controls testing relate only to those matters identified
during our normal audit work, in accordance with the Code, and there may
still be weaknesses or risks within the control environment which have not
been identified through this work.

As part of this report, we raised seven recommendations in relation to control
enhancement.

Conclusion: Based on our work, and that of internal audit, on the design and
operation of financial controls over significant risk points we are content that
controls relating to financial systems and procedures are designed
appropriately and operating effectively.
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Wider scope

Overnance and transparency

4 Y4 )

Governance and transparency is concerned with the effectiveness of scrutiny and
governance arrangements, leadership and decision making, and transparent
reporting of financial and performance information.

In considering governance and transparency we performed the following work:

— Reviewing the organisational structure, reporting lines and level of scrutiny
within Scottish Water. There is effective scrutiny, challenge and transparency
on decision making through various levels of committee reporting. Discussions
and actions are documented in minutes of meetings;

— Reviewing financial and performance reporting within the organisational
structure. Reporting is of high quality. Financial reporting includes analysis of
revenue and capital. Reports are sufficiently detailed, giving narrative
explanations to key movements from budget;

— Reading the annual governance statement; as discussed previously; and

— Consideration of scrutiny over key risks. The business identifies key risks at
corporate and functional levels. Risks are evaluated by considering their
consequences, in terms of impact and likelihood, against risk appetite for the
achievement of service delivery and business objectives. The risk register and
risk management processes are reviewed annually by the Board, and twice a
year by the Audit Committee and the Executive Leadership Team.

Scottish Water complies with the UK Corporate Governance Code 2016 in so far as
it is relevant and applicable. As a public corporation, the FCA listing rules do not
apply and an Annual Consultative Meeting is held in place of an Annual General
Meeting. Further, no Senior Independent Director has been appointed as
management consider other arrangements are in place to consult with
stakeholders.

Section 172 statement

Scottish Water has also considered its duties under Section 172 of the Companies
Act 2006 (Strategic Report and Directors’ Report) Regulations 2013 as well as the
‘Guidance on the Strategic Report’ issued by the Financial Reporting Council and
the UK Corporate Governance Code 2016.

Gender pay gap

Gender pay gap legislation applies for the UK private sector companies and
requires pay comparisons be made between the contractual pay of men and
women including base salary, paid leave, pay allowances, shift pay and on-call and
standby payments. Although Scottish Water is a public corporation, it has adopted
the legislation for transparency and therefore disclose a gender pay gap in line
with the private sector calculation but using the two-year frequency of Public
Sector Equality Duties (PSED) reporting.

Internal audit

Internal audit is conducted by an in-house team. Extensive reviews are undertaken
and reported throughout the year on a range of financial and non-financial topics.
The breadth and depth of reviews is good.

CoVvID-19

Management has considered the forward looking impact of the pandemic in the
Annual Report. This includes impact on governance practices, risk management
and its impact on the capital investment programme in its viability statement.

Conclusion: We consider the governance framework to be appropriate and that
the governance statement is in accordance with guidance and reflects our
understanding of the organisation. We are also content that the internal audit
function is operating as appropriate.
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Wider scope

Vd

LB T0r money

Value for money is concerned with using resources effectively and
continually improving services.

Scottish Water is a member of the Scottish Government’s Suppliers’ Charter.
The Charter details the Policies and Procedures promoted by the Public
Procurement Reform Programme with respect to supporting all current and
potential Suppliers.

A key way in which value for money is obtained is through the effectiveness of
procurement. Scottish Water incurs significant annual capital expenditure
related to the investment program.

We considered fraud risk around procurement and tested a range of controls
around the process in respect of new capital project assessment from the
approvals process through to initiation, monitoring and payment, including
performing test of details and manual journals.

Key performance indicators include a variety of measures related to value for
money, through effective improvement in customer service and water quality.

Outperformance of the regulatory delivery plan targets demonstrates a
commitment to improving financial performance through efficient working.
Scottish Water is subject to scrutiny under Scottish Government’s Output
Monitoring Group, which was established to monitor the delivery of Ministers
Objectives for each regulatory period.

The group is chaired by the Scottish Government and includes Scottish
Water’s main regulators: Water Industry Commission for Scotland (WICS),
Drinking Water Quality Regulator (DWQR), Scottish Environmental Protection
Agency (SEPA) and Citizens Advice Scotland (CAS). The Output Monitoring
Group reports quarterly on the delivery of Ministerial Objectives and each of
the regulators produce regular reports on Scottish Water’s performance and
on individual matters of interest.

Monitoring of KPIs against targets supports improving performance.

Conclusion: Through oversight by and reporting to various regulators we
consider value for money and performance against the Delivery Plan are
embedded in Scottish Water’s operations.

Engagement with stakeholders also supports the efficient use of resources
including water and wastewater services.
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Appendix one

ASSESSmENt of key pension assumptions

Outside normally Cautious

'
i
i
i
i
acceptable range !

Level of prudence compared to KPMG Central assumptions

Balanced Optimistic Outside normally

acceptable range

Acceptable range

In respect of employee benefits, overall the assumptions used to value the net pension deficit are within an acceptable range of KPMG’s expectations. We are of the
view that this therefore represents a balanced approach, in accordance with the requirements of IAS 19. We set out below the assumptions in respect of defined

benefit obligations.

Employer: Scottish Water
Fund: Lothian, Strathclyde and
North East Scotland Pension
Funds

Fund Actuary: Hymans

OVERALL ASSESSMENT OF ASSUMPTIONS FOR IAS 19

The overall assumptions adopted by the Employer are considered to be balanced relative to our central rates and

within our normally acceptable
range overall.

Robertson Balanced
. Assessment versus
Assumption Company KPMG Central Commentary KPMG Central
Discount rate 2.70% 2.65% The Employer's proposed assumption is considered to be '
balanced and within our normally acceptable range.
Pension Increase Rate (CPI) 3.30% 3.26% The Employer's proposed assumption is considered to be
balanced and within our normally acceptable range
Salary increases In line with CPI In line with long-term  The Employer's proposed assumption is considered to be

remuneration policy

balanced and within our normally acceptable range.

Mortality

NESPS CMI 2019 CMI 2020 projections
projections model 1.75%  Model 1.25%

LPF/ SPF CMI 2019 model
1.5%

The mortality rates are the best estimate based on a mortality
table reflecting the current expected experience and an
allowance for future improvements in longevity. The figures are
in line with our best estimate scheme experience and are
considered to be cautious.
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Appendix one

ASSeSSmENt of key pension assumptions

cont

Outside normally

'
i
i
i
i
acceptable range !

Cautious Balanced

Level of prudence compared to KPMG Central assumptions

Optimistic i Outside normally

~

! acceptable range

Acceptable range

In respect of employee benefits, the assumptions used to value the net pension deficit are within an acceptable range of KPMG’s expectations We are of the view that
this therefore represents a balanced approach, in accordance with the requirements of IAS 19. We set out below the assumptions in respect of defined benefit

obligations.

Employer: Scottish Water
Business Stream

Fund: Strathclyde

Fund Actuary: Hymans

OVERALL ASSESSMENT OF ASSUMPTIONS FOR IAS 19

The overall set of assumptions proposed by the Employer can be considered to be balanced relative to our central rates and
within our normally acceptable range overall.

Robertson Balanced
. Assessment versus
Assumption Company KPMG central Commentary KPMG central
Discount rate 2.70% 2.65% The Employer's proposed assumption is considered to be cautious .
and within our normally acceptable range.
Pension Increase Rate 3.30% 3.26% The Employer's proposed assumption is considered to be cautious
(cP1) and within our normally acceptable range.
Salary increases 3.80% In line with long-term The Employer's proposed assumption is considered to be balanced

remuneration policy

and within our normally acceptable range.

Mortality

CMI 2019 projections
model
1.5%

CMI 2020 projections
model
1.25%

The mortality rates are the best estimate based on a mortality table
reflecting the current expected experience and an allowance for
future improvements in longevity. The figures are in line with our
best estimate scheme experience and are considered to be cautious.
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Appendix two

Auditor independence

Assessment of our objectivity and independence as auditor of Scottish Water

Professional ethical standards require us to communicate to you at the conclusion of the
audit a written disclosure of relationships (including the provision of non-audit services)
that bear on KPMG LLP’s objectivity and independence, the threats to KPMG LLP’
independence that these create, any safeguards that have been put in place and why
they address such threats, together with any other information necessary to enable
KPMG LLP’s objectivity and independence to be assessed. This letter is intended to
comply with this requirement and facilitate a subsequent discussion with you on audit
independence and addresses:

— General procedures to safeguard independence and objectivity;

— Independence and objectivity considerations relating to the provision of non-audit
services; and

— Independence and objectivity considerations relating to other matters.

We will communicate any significant judgements made about threats to objectivity and
independence and the appropriateness of safeguards put in place.

General procedures to safeguard independence and objectivity

KPMG LLP is committed to being and being seen to be independent. As part of our ethics
and independence policies, all KPMG LLP partners and staff annually confirm their
compliance with our ethics and independence policies and procedures including in
particular that they have no prohibited shareholdings. Our ethics and independence
policies and procedures are fully consistent with the requirements of the APB Ethical
Standards. As a result we have underlying safeguards in place to maintain independence
through:

— Instilling professional values;
— Communications;

— Internal accountability;

— Risk management; and

— Independent reviews.

The conclusion of the audit engagement partner as to our compliance with APB Ethical
Standards in relation to this audit engagement and that the safeguards we have applied
are appropriate and adequate is subject to review by an engagement quality control
reviewer, who is a partner not otherwise involved in your affairs.

We are satisfied that our general procedures support our independence and objectivity.

Independence and objectivity considerations relating to the provision of non-audit
services

Summary of fees

We have considered the fees charged by us to Scottish Water and its affiliates for
professional services provided by us during the reporting period. We have detailed the
fees charged by us to Scottish Water for significant professional services provided by us
during the reporting period in the table below, as well as the amounts of any future
services which have been contracted or where a written proposal has been submitted.
Total fees proposed by us for the period ended 31 March 2022 can be analysed as shown
on the following page.
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Appendix two

Auditor independence (cont)

Details of non-audit services for the year ended 31 March 2022

2021-22 (£)

- Information technology services

Audit fees Disclosure . )

Scottish Water 126,450 Provision of P11D Solutions software

Scottish Water Business Stream 80,000 Description of services

Scottish Water Interim Review 21,003 !’rincipal threats to Self review

Scottish Water Business Stream Holdings Limited 3,973 independence

Scottish Water Horizons Holdings Limited 3,973 Safeguards applied Work. performed bY a separate team from those.

Scottish Water Horizons Limited 18,216 Yvorklng on the audit. This work does not result in any
judgements

Aberdeen Environmental Services Limited 19,340 . )

Scottish Water Grampian (Services) Limited 10,454 Basis of fee Fixed fee

Regulatory accounts 15,452 |ndependence and objectivity considerations relating

IT Controls 3,102 to other matters

Going concern 2,091 There are no other matters that, in our professional judgment, bear on our

Procurement fraud risk 3,136 independence which need to be disclosed to the Audit Committee.

Wider scope 6,272 confirmation of audit independence

Cloud computing and restatement 6,080 ) . . . .

- puting We confirm that as of the date of this letter, in our professional judgment, KPMG LLP
Additional procedures as a result of COVID-19 9,000  js independent within the meaning of regulatory and professional requirements and
Total audit fees 328,542 the objectivity of the partner and audit staff is not impaired.

Non-.a.udit fees ) This report is intended solely for the information of the Audit Committee of Scottish
Provision of P11D Solutions software 3,000  \ater and should not be used for any other purposes.
Total fees 331,542

We would be very happy to discuss the matters identified above (or any other

matters relating to our objectivity and independence) should you wish to do so.
The ratio of non-audit to audit fees was 0.009:1. We do not consider that the total

non-audit fees create a self-interest threat since the absolute level of fees is not Yours faithfully
significant to our firm as a whole. KPMG LLP

Facts and matters related to the provision of non-audit services and the
safeguards put in place that bear upon our independence and objectivity, are set
out in the table opposite.
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Appendix three

Actionplan

The action plan summarises specific recommendations arising from our work, together with related risks and management’s responses. We present the identified findings across
four audit dimensions:

— financial sustainability;
— financial management;
— governance and transparency; and

— Value for money

Priority rating for recommendations

Grade one - significant

Observations are those relating to business issues, high level or other important internal controls. These are significant matters relating to factors critical to the
success of the organisation or systems under consideration. The weaknesses may therefore give rise to loss or error.

Observations are those on less important control systems, one-off items subsequently corrected, improvements to the efficiency and effectiveness of controls and
items which may be significant in the future. The weakness is not necessarily great, but the risk of error would be significantly reduced if it were rectified.

Grade three - minor

Observations are those recommendations to improve the efficiency and effectiveness of controls and recommendations which would assist us as auditors. The
weakness does not appear to affect the availability of the control to meet their objectives in any significant way. These are less significant observations than grades
one or two, but we still consider they merit attention.

Kbt w0
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Appendix three

Actionplan {cont

Finding and risk Recommendation Management action

1 Management Review Controls (MRCs) — Pensions and Provisions (raised in prior year) Grade three
Audit dimension: Financial management

Entity: Scottish Water and Scottish Water Business Stream

Finding: We have assessed a number of Recommendation: Management should consider adopting a KPMG note that in order to mitigate the
management review controls in significant risk  policy to standardise the review process and pre-set threshold that  control deficiency the services of a separate
areas and estimates (i.e. review of provisions  are sufficiently precise for these management review controls. actuary would need to be procured to

and pension assumptions). Whilst these review and assess the assumptions.

controls may be achieving the control
objective set by management, due to the way
they are performed and/or evidenced, they do
not meet the requirements for an effectively
designed control as defined by the FRC. This is
due to the difficulty in achieving an
appropriate level of precision, in particular
when considering the size of the balance
relative to materiality.

Risk: An ineffective MRC could lead to the risk
of a material misstatements in the financial
statements.

Note: We draw attention that we do not place reliance on these
controls because of the absence of documented evidence of the
review process occurring and how they are conducted and the lack
of clear or appropriate precision in their operation.
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Appendix three

Actionplan {cont

Finding and risk Recommendation Management action

2 Control over journal entries (raised in prior year) Grade three
Audit dimension: Financial management

Entities: Scottish Water, Scottish Water Business Stream, Aberdeen Environmental Services Ltd and Scottish
Water Services (Grampian) Ltd

Finding: The presumed risk of management override ~ We recommend that management considers Accepted.

of controls includes consideration of the design of documenting evidence of reviews over journals.

controls relating to journals. During the course of

our audit. we noted that there are a number of Responsible officer: Finance team of each entities

controls over preparation and review of journal
entries. However, controls over the review function
is not formally documented. On discussion with
management, we understand that there are
alternative remediating controls in place, for
instance monthly reconciliations, whereby incorrect
journal entries are likely to be identified.

Risk: Lack of formal documentation in the review of
journal entries makes it difficult to ascertain whether
they have been reviewed or not. There is therefore
the risk that materially incorrect journals could be
posted, whether due to fraud or error, without being
reviewed.
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Appendix three

Action pian {cont.

Finding and risk

Recommendation

Management action

3 IT Control Environment
(raised in prior year)
Audit dimension: Financial management

Entity: Scottish Water Business Stream

Finding: Previous work performed by our IT
colleagues over the HiAffinity billing system
identified a number of control deficiencies. This
system is a key source of information for our work
on revenue recognition.

Risk: There is a risk, due to either fraud or error,
that the recording of revenue is incorrect within
the HiAffinity billing system.

As this is heavily relied upon by the business, any
access to manipulate records maintained by this

system presents a risk to the business and to our
audit approach.

We recommend management to review the
previously reported IT control environment
findings and implement the necessary controls and
review procedures necessary to mitigate the risks
identified.

These risks primarily focused on privileged user
account access and generic user account usage.

We draw attention that for the purposes of our
audit we did not rely on these GITCs but instead
obtained alternative audit evidence over the IPE.

The new CGI/Gentrack system is currently being
implemented which should rectify most of the issues
identified.

Responsible officer: Barry Revill

Implementation date: On-going

Document Classification: KPMG Confidential

43



Appendix three

Action pian {cont.

Finding and risk

Recommendation

Management action

4 Onerous contract provision review (raised in prior year)

Audit dimension: Financial management

Entity: Scottish Water Services (Grampian) Limited

Grade three

Finding: The onerous contract provision is a
large estimate within the Scottish Water
Services (Grampian) Ltd entity. This involves
significant judgement and relies on future
assumptions to derive the provision value.

From discussion with management, we
understand that there is already a review
process in place which is not formally
documented.

Risk: Lack of formally documented review in
areas of judgment increases the risk of errors
and irregularities.

We recommend that procedures and challenge with respect to
onerous contract provision should be appropriately
documented/evidenced. The following criteria should be
considered when performing review of estimates:

The control satisfies the corresponding control objective;
Precision of the control is sufficient to achieve its objective;
Steps involved in identifying and resolving outliers are properly
designed using the established criteria of investigation;
Those performing the control have the appropriate
competence and authority to satisfy the objective;

The control is performed with sufficient frequency to achieve
its objective in a timely manner;

Information used in the control are relevant and sufficiently
reliable to achieve its objective; and

The control is designed to address management bias.

Note: We draw attention that this provision is eliminated on
consolidation and therefore this control deficiency is not relevant
at Scottish Water group level but instead only at Scottish Water
Services (Grampian) Limited.

The control deficiency pertains to the
estimation uncertainty within the
provisioning such that it is not possible for
management to implement controls to be
precise enough to prevent or detect
material misstatements.
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Appendix three

Action pian {cont.

Finding and risk Recommendation Management actions

5 Calculation of accrued and deferred revenue Grade three
Audit dimension: Financial management

Entity: Scottish Water Business Stream

Finding: Our presumed risk of fraud over revenue requires We recommend that management A monthly review is undertaken regarding accrued
us to consider relevant controls within the revenue introduces a detailed review control that and deferred income. The Head of Financial Control
recognition process. Due to the manual nature of the demonstrates challenge of the assumptions makes a sample request to the FP&A Lead where
accrued/deferred income adjustments we have identified against independent expectations, to analytical and substantive testing is completed.

this as a specific area for audit consideration in relation to ensure the assumptions selected are The new structure will complement this testing via

both error and fraud. appropriate. the Senior FP&A Manager.

Since the previous year, a control to manually sample
entries in both the accrued and deferred income balances
has been implemented. This mitigates the risk previously
presented and we have therefore lowered the priority rating
to grade three as noted above.

Although review processes and a mitigating control are in
place, there remains a risk that a material misstatement in
respect of the accrued and deferred revenue calculation
may arise due to the material nature of the balances and
relatively low coverage provided by the review control
implemented.

Responsible officer: Head of Financial Control

Implementation date: Ongoing

Risk: There is a risk, due to either fraud or error, that the
calculation of accrued and deferred revenue is incorrect
prior to being uploaded into the general ledger system.
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Appendix four

Appointed auditors responsipiities

Area

Appointed auditors responsibilities

How we’ve met our responsibilities

Corporate governance

Review and come to a conclusion on the effectiveness and appropriateness of
arrangements to ensure the proper conduct of the bodies affairs including legality of
activities and transactions

Conclude on whether the monitoring arrangements are operating in line with
recommended best practice

Page 33 sets out our conclusion on these
arrangements.

Financial statements
and related reports

Provide an opinion on audited bodies' financial statements on whether financial
statements give a true and fair view of the financial position of audited bodies and their
expenditure and income

Provide an opinion on whether financial statements have been properly prepared in
accordance with relevant legislation, the applicable accounting framework and other
reporting requirements

Provide an opinion on the regularity of the expenditure and income

Page 3 summarises the opinions we have
provided.

Financial statements
and related reports

Review and report on, as appropriate, other information such as annual governance
statements, management commentaries, remuneration reports, grant claims and
whole of government returns

Pages 27 — 28 reports on the other information
contained in the financial statements, covering
the annual governance statement,
management commentary and remuneration
report.

We will separately report on the Whole of
Government Accounts.

Financial statements
and related reports

Notify the Auditor General when circumstances indicate that a statutory report may be
required

We do not consider any notifications
necessary.

Financial statements
and related reports

Review and conclude on the effectiveness and appropriateness of arrangements and
systems of internal control, including risk management, internal audit, financial,
operational and compliance controls

Pages 40 — 45 sets out our conclusion on these
arrangements.
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Appendix four

Appainted auditors responsioiities (cont

Area

Appointed auditors responsibilities

How we’ve met our responsibilities

Standards of conduct —
prevention and
detection of fraud and
error

Review and conclude on the effectiveness and appropriateness of arrangements for the
prevention and detection of fraud and irregularities, bribery and corruption and
arrangements to ensure the bodies affairs are managed in accordance with proper
standards of conduct

Review National Fraud Initiative participation and conclude on the effectiveness of
bodies engagement

Pages 31 — 32 set out conclusions in these
areas.

Financial position

Review and conclude on the effectiveness and appropriateness of arrangements to
ensure that the body’s financial position is soundly based.

Pages 5 — 8 sets out our conclusion on these
arrangements.

Financial position

Review performance against targets

Pages 5 — 8 summarise our review of how the
body has performed against it’s financial
targets. Our consideration of non-financial
performance measures is on page 31.

Financial position

Review and conclude on financial position including balances and strategies and longer
term financial sustainability

Pages 5 — 8 sets out our conclusion on the
body’s financial position and sustainability.

Best Value

Be satisfied that proper arrangements have been made for securing Best Value

Page 34 sets out our conclusion on these
arrangements.
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Appendix five

[ax summary

Tax charge

The £158m tax charge (2021: £7.9m charge) within the consolidated income statement is made up of:
Corporation tax of £8.0m; and
Deferred tax charge of £150.0m.

The UK Budget 2021 announcements on 3 March 2021 included measures to support economic recovery as a result of the ongoing COVID-
10 pandemic. These included an increase to the UK’s main corporation tax rate to 25%, which is due to be effective from 1 April 2023. These
changes were substantively enacted at the balance sheet date and hence have been reflected in the measurement of deferred tax balances
at the period end.

The re-measurement of the deferred tax charge due to the rate change was £137.2 million.

Tax matters

Given the nature of the business, the deferred tax and current tax is primarily driven by the fixed assets. The Scottish Water group focus on
different types of capital expenditure each year (often due to regulatory focus) and therefore the amount of spend allocated to the various
capital allowance pools varies year on year.

At the tax provisioning stage, the spend allocated to each capital allowance pool is estimated based on the information derived from a
capex monitoring database and then trued up after the statutory accounts are signed when the tax computations are finalised.

Balance sheet

The closing deferred tax balance of £641.1 million consists predominantly of a deferred tax liability of £644.7 million on qualifying fixed
assets and deferred tax assets of £3.6 million on retirement benefit obligations tax losses and provisions.

For the period ended 31 March 2022 the current tax debtor was £9.2 million. Scottish Water is the main tax paying company with some
smaller balances due within the subsidiaries.

UK tax status

All tax returns for 2021 were submitted to HMRC within the filing deadline; and

It is our understanding that there are no enquiries in to open tax periods. HMRC have 12 months from the due filing date to open an
enquiry in to an accounting period.
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Appendix six

sUmmary of audit diferences

The table below lists the audit differences identified during our audit.

Scottish Water - Group

Adjusted misstatement Type of Balance Income Other comprehensive
misstatement sheet statement income
Dr Cr Dr Cr Dr Cr
£'000 £'000 £'000 £'000 £'000 £'000
Dr Service cost Factual 1,182
Cr Defined benefit obligation (1,182)
Adjustment for services cost expense based on actual cash outflows
Unadjusted misstatement Type of Balance Income Other comprehensive
misstatement sheet statement income
Dr Cr Dr Cr Dr Cr
£000 £000 £'000 £'000 £000 £000
Dr Pension Plan Assets Factual 10,550
Cr Deferred tax liability (2,640)
(7,910)

Cr Actuarial Gain (OCl) (net of deferred tax)

Adjustment for actual vs estimated return on plan assets

Disclosure misstatement - uncorrected

Operating lease commitment note was found to be overstated by £296,094 (note 24 in the financial statements).
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Appendix seven

Management representation letier

FAO Mr Hugh Harvie
KPMG LLP

Saltire Court

20 Castle Terrace
Edinburgh

EH1 2EG

20 June 2022

Dear Hugh,

This representation letter is provided in connection with your audit of the Group
and Parent Company financial statements of Scottish Water (“the Company”), for
the year ended 31 March 2022, for the purpose of expressing an opinion:

— i as to whether these financial statements give a true and fair
view of the state of the Group’s and of the Parent Company’s affairs as at 31
March 2022 and of the Group’s profit or loss for the financial year then
ended;

— i whether the group financial statements have been properly
prepared in accordance with international accounting standards as
interpreted and adapted by the 2021-22 Government Financial Reporting
Manual; and

— il whether the financial statements have been prepared in
accordance with the requirements of the Water Industry (Scotland) Act 2002
and directions made thereunder by the Scottish Ministers.

These financial statements comprise the following the Group and Parent
Company Balance Sheets, the Group Statement of Comprehensive Income, the
Group and Parent Company Statements of Cash Flows, the Group and Parent
Company Statements of Changes in Equity and notes, comprising a summary of
significant accounting policies and other explanatory notes.

The Board confirms that the representations it makes in this letter are in accordance
with the definitions set out in the Appendix to this letter.

The Board confirms that, to the best of its knowledge and belief, having made such
inquiries as it considered necessary for the purpose of appropriately informing itself:

Financial statements

1. The Board has fulfilled its responsibilities, as set out in the terms of
the audit engagement dated 31 May 2016, for the preparation of financial statements
that:

— i give a true and fair view of the state of the Group’s and of the Parent
Company’s affairs as at the end of its financial year and of the Group’s and Parent

Company’s profit or loss for that financial year;

— i have been properly prepared in accordance with international
accounting standards as interpreted and adapted by the 2021-22 Government
Financial Reporting Manual; and

— il have been prepared in accordance with the requirements of the

Water Industry (Scotland) Act 2002 and directions made thereunder by the Scottish

Ministers.

The financial statements have been prepared on a going concern basis.

2. Measurement methods and significant assumptions used by the Board
in making accounting estimates, including those measured at fair value, are reasonable.
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Appendix seven

Management representation letter (cont

3. All events subsequent to the date of the financial statements and for
which IAS 10 Events after the reporting period requires adjustment or disclosure have
been adjusted or disclosed.

4. The effects of uncorrected misstatements are immaterial, both individually and in
aggregate, to the financial statements as a whole.

5. Inrespect of the restatement relating to Cloud Computing, the effect of which is
disclosed in note 30 to the financial statements, the Board confirms that the
restatement is appropriate

Information provided

6. The Board has provided you with:

- access to all information of which it is aware, that is relevant to the
preparation of the financial statements, such as records, documentation and
other matters;

- additional information that you have requested from the Board for the
purpose of the audit; and

- unrestricted access to persons within the Group and the Company
from whom you determined it necessary to obtain audit evidence.

7. All transactions have been recorded in the accounting records and are reflected in
the financial statements.

8. The Board confirms the following:

The Board has disclosed to you the results of its assessment of the risk that the financial
statements may be materially misstated as a result of fraud.

Included in the Appendix to this letter are the definitions of fraud, including
misstatements arising from fraudulent financial reporting and from misappropriation of
assets.

9. The Board has disclosed to you all information in relation to:

— a) Fraud or suspected fraud that it is aware of and that affects the Group
and the Company and involves:

- management;
- employees who have significant roles in internal control; or

- others where the fraud could have a material effect on the financial statements;
and

— b) allegations of fraud, or suspected fraud, affecting the Group and the
Company’s financial statements communicated by employees, former employees,
analysts, regulators or others.

In respect of the above, the Board acknowledges its responsibility for such internal
control as it determines necessary for the preparation of financial statements that are
free from material misstatement, whether due to fraud or error. In particular, the Board
acknowledges its responsibility for the design, implementation and maintenance of
internal control to prevent and detect fraud and error.

10. The Board has disclosed to you all known instances of non-compliance
or suspected non-compliance with laws and regulations whose effects should be
considered when preparing the financial statements.

11. The Board has disclosed to you and has appropriately accounted for
and/or disclosed in the financial statements, in accordance with IAS 37 Provisions,
Contingent Liabilities and Contingent Assets, all known actual or possible litigation and
claims whose effects should be considered when preparing the financial statements.
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Appendix seven

Management representation Istter (cont)

12. The Board has disclosed to you the identity of the Group and the
Company’s related parties and all the related party relationships and transactions of
which it is aware. All related party relationships and transactions have been
appropriately accounted for and disclosed in accordance with IAS 24 Related Party
Disclosures

Included in the Appendix to this letter are the definitions of both a related party and a
related party transaction as we understand them and as defined in IAS 24.

13. The Board confirms that:

- e The financial statements disclose all of the key risk factors,
assumptions made and uncertainties surrounding the Company’s and the
Group's ability to continue as a going concern as required to provide a true and
fair view and to comply with IAS 1 Presentation of Financial Statements.

- e No material events or conditions have been identified that may cast
significant doubt on the ability of the Company and the Group to continue as a
going concern.

14. On the basis of the process established by the Board and having made
appropriate enquiries, the Board is satisfied that the actuarial assumptions underlying
the valuation of defined benefit obligations are consistent with its knowledge of the
business and are in accordance with the requirements of IAS 19 (revised) Employee
Benefits.

The Board further confirms that:

o all significant retirement benefits, including any arrangements that
are:

. statutory, contractual or implicit in the employer’s actions;

. arise in the UK or overseas;

. funded or unfunded; and

o approved or unapproved,

have been identified and properly accounted for; and

o all plan amendments, curtailments and settlements have been
identified and properly accounted for.

15. The Board further confirms that the average forecast collection rate of
96.74% (2021: 96.72% that has been applied to the total outstanding household debtors
balance as at 31 March 2022 is appropriate and represents its best estimate for future
collection rates.

This letter was tabled and agreed at the meeting of the Board on 31 May 2022

Yours faithfully,

Chief Executive
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The key contacts at KPMG in connection with this report are:

Hugh Harvie Carol Batchelor Blair Boyd

Partner Senior Manager Assistant Manager

T: +44 (0)131527 6673 T: +44 (0)746 898 5101 T: +44 (0)746 870 8908
E:hugh.harvie@kpmg.co.uk E: carol.batchelor@kpmg.co.uk E: blair.boyd@kpmg.co.uk
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