REPORT OF THE AUDITOR-GENERAL ON KENYA ELECTRICITY TRANSMISSION
COMPANY LIMITED FOR THE YEAR ENDED 30 JUNE, 2020

REPORT ON THE FINANCIAL STATEMENTS
Opinion

The accompanying financial statements of Kenya Electricity Transmission Company
Limited set out on pages 35 to 76, which comprise the statement of financial position as
at 30 June, 2020, and the statement of profit or loss and other comprehensive income,
statement of changes in equity and statement of cash flows for the year then ended,
and a summary of significant accounting policies and other explanatory information,
have been audited on my behalf by Deloitte & Touché, auditors appointed under
Section 23 of the Public Audit Act, 2015. The auditors have duly reported to me the
results of their audit and on the basis of their report, | am satisfied that all the information
and explanations which, to the best of my knowledge and belief, were necessary for the
purpose of the audit were obtained.

In my opinion, the financial statements present fairly, in all material respects, the
financial position of the Kenya Electricity Transmission Company Limited as at
30 June, 2020, and of its financial performance and its cash flows for the year then
ended, in accordance with International Financial Reporting Standards and comply with
the Public Finance Management Act, 2012 and State Corporations Act, Cap 446
(Revised 2013).

Basis for Opinion

The audit was conducted in accordance with International Standards of Supreme Audit
Institutions (ISSAIs). | am independent of the Kenya Electricity Transmission Company
Limited Management in accordance with ISSAI 130 on Code of Ethics. | have fulfilled
other ethical responsibilities in accordance with the ISSAI and in accordance with other
ethical requirements applicable to performing audits of financial statements in Kenya. |
believe that the audit evidence | have obtained is sufficient and appropriate to provide
a basis for my opinion.

Emphasis of Matter

1. Contingent Liabilities

| draw attention to Note 29(b) to the financial statements which discloses that the
Company’s estimated contingent liabilities consist of ongoing court cases relating to
acquisition of wayleaves and contractors’ claims beyond the original contract period,
amounting to Kshs.6,424,412,000. According to Management, the status of these
exposures is evaluated on a regular basis to assess the probability of incurring related
liabilities. However, in the event that these contingent liabilities crystalize, the Company
may be exposed to unforeseen project cost overruns, resulting to inability to meet its
obligations when they fall due. This may affect service delivery capacity of the
Company.
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2. Recoverability of Amounts Due from Kenya Power and Lighting Company
Limited (KPLC)

As disclosed in Note 21(a) to the financial statements, the financial statements reflect
outstanding balances arising from services rendered to KPLC of Kshs.6,114,389,000.
The outstanding amounts have increased by Kshs.2,110,327,000 or 53% from the
amount of Kshs.4,004,062,000, reported in 2018/2019. In addition, review of the
outstanding receivables revealed that 50% were in arrears for more than 365 days. The
significant increase in the amounts due from KPLC had a significant negative impact on
the Company’s profitability for the current year. This impact arose from expected credit
losses computed as per IFRS 9, which increased by Kshs.1,468,026,000 compared to
Kshs.553,191,000, reported in 2018/2019, as disclosed in Note 7(b) to the financial
statements. Further, there was no evidence of a payment plan from KPLC for the
outstanding amounts, as at the end of the financial year under review.

The above significant amounts due from KPLC, may have resulted in liquidity
challenges in the Company. Further, considering that the outstanding balances are not
interest earning, the Company incurred an opportunity cost with respect to income which
would have been earned, had the funds been invested elsewhere.

My opinion is not qualified in respect of these matter.
Key Audit Matters

Key audit matters are those matters that, in my professional judgment, are of most
significance in the audit of the financial statements. These matters were addressed in
the context of the audit of the financial statements as a whole, and in forming my opinion
thereon, and | do not provide a separate opinion on these matters. For each matter
below, a description of how the audit addressed the matter is provided in that context.

| have fulfilled the responsibilities described in the Auditor’'s Responsibilities for the Audit
section of the report, including in relation to these matters. Accordingly, the audit
included the performance of procedures designed to respond to the assessment of the
risk of material misstatement of the financial statements. The results of the audit
procedures, including the procedures performed to address the matters below, provide
the basis for my opinion on the accompanying financial statements.
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Key Audit Matter

How the Audit Addressed the
Key Audit Matter

1. Capitalization Policy

International Accounting Standards (IAS)
16 on Property, Plant and Equipment,
paragraph 19 and 22, provides guidance
on measurement of cost of items of
Property, Plant and Equipment. The
standard provides a schedule of costs
which are not eligible for capitalization
which include: costs of opening a new
facility; costs of introducing a new product
or service (including costs of advertising
and promotional activities); costs of
conducting business in a new location or
with - a new class of customer;
administration and  other  general
overhead costs; the cost of abnormal
amounts of wasted material, labor and
other resources.

Reviewed the Company’s capital
work in progress as well as its
capitalization policy and observed
certain areas which required
improvement to guide in; a) Un-
usual/abnormal legal fees arising
from litigation with contractors
and suppliers; b) Other costs,
which are not directly attributable
to the project, awarded to
contractors as a result of legal
suits/arbitration process.

Given the nature of the above costs,
significant judgement was required to
determine whether they meet the
International Accounting Standards (IAS)
16 capitalization criteria. Capitalization of
non-qualifying costs may lead to an
overstatement of the entity’s property,
plant and equipment balance and overall
misstatement of the financial statements.

For cases identified to have been

incorrectly capitalized in the
course of the audit, the
Management subsequently

passed the adjustments to correct
the error and to follow the
requirements of IFRS.

2. Provision for Expected Credit
Losses (ECL) on Wheeling Receivables
and Other Receivables

International Financial Reporting
Standard (IFRS) 9: Financial Instruments,
was adopted by the Company on 1 July,
2018. This standard requires the
Company to recognize Expected Credit
Losses, ECL on financial instruments.

| focused on ECL for wheeling receivables
due to the materiality of this balance and
the associated provision for ECL. As
disclosed in Note 7 (b) to the financial
statements, Management had recognised
a provision for ECL for wheeling

*Obtained an understanding of
the implementation process of
IFRS 9, including understanding
the process for estimating the
ECL.

* Tested the key controls over the
administration of the expected
credit loss model.
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Key Audit Matter

How the Audit Addressed the
Key Audit Matter

receivables of Kshs.1,468,0126,000 as at
30 June, 2020.

In addition, compliance with this standard
involves  significant judgement and
estimates to be made by Management.
The most significant areas where |
identified greater levels of Management
judgement were:

* Determination of the criteria for
significant increase in credit risk ('SICR")

« The application of future macro-economic
variables reflecting a range of future
conditions;

*The application of future macro-
economic variables reflecting a range of
future conditions;

*Techniques used to determine the
Probability of Default (‘PD') and Loss
Given Default (‘LGD);

Relevant disclosures are included under
Note 1(ii), 2(iii), 7(b), 16(a) and 21 (a) to
the financial statements which give a
description of the accounting policies,
credit risk management and analysis of
the expected credit losses for electricity
receivables.

* Tested the accuracy and
completeness of the data used for
the ECL model.

*Selected a sample of electricity

receivables  and performed
procedures to determine
accuracy for exposures
assessed.

*Analyzed the expected -credit
loss models against IFRS 9
guidelines.

* For forward looking assumptions
used, discussions were held with
Management and corroborated
using both internal and publicly
available information; and

*Assessed the disclosures
included in the financial
statements compliance with the
requirements of IFRS.

Other Information

The other information comprises the Report of the Directors, as required by the
Companies Act, 2015, Chairman’s Statement, Report of the Chief Executive Officer,
Corporate Governance Statement, Management Discussion and Analysis and
Corporate Social Responsibility Statement. The other information does not include the
financial statements and my auditor's report thereon. My opinion on the financial
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statements does not cover the other information and | do not express an audit opinion
or any other form of assurance conclusion thereon.

In connection with my audit of the financial statements, my responsibility is to read the
other information identified above and, in doing so, consider whether the other
information is materially inconsistent with the financial statements or my knowledge
obtained in the audit, or otherwise appears to be materially misstated. If, based on the
work | have performed on the other information, | conclude that there is a material
misstatement of this other information, | am required to report that fact. | have nothing
to report in this regard.

When | read the rest of the other information in the annual report and | conclude that
there is a material misstatement therein, | am required to communicate the matter to
the Board of Directors.

Other Matter

1. Liquidation of Contractor Under Exim Bank of India Projects

As reported in the prior year, the contract for Lot 1A 220 KV Turkwel-Ortum-Kitale
substations under the EXIM Bank of India Projects was entered into on 16 April, 2013
with an expected completion date of 30 June, 2018. The contractor was contracted at a
sum of USD 19,972,680, later revised downwards to USD 18,100,120. In July, 2018,
the courts in India ordered liquidation of the contractor, resulting in financial challenges
which made the contractor unable to complete the project. According to Management,
by the time of liquidation in the home country, the contractor had achieved an overall
completion status of 78% of the project. According to Management, another contractor
has been identified to take over the remaining works and the formal contract signing
expected in April, 2021. According to the proposed contract, the contractor is expected
to complete the outstanding works within a period of ten (10) months.

Consequently, the project may experience delays in completion as well as associated
cost overruns.

2. Expiry of Loan Agreement with African Development Bank

As reported in the prior year, the loan agreement between the Company and the African
Development Bank for the construction of 132KM of 400KV double circuit transmission
line from Lessos Substation in Kenya, to Tororo Substation in Uganda, which was
effective from 20 September, 2010 expired on 31 December, 2017. At the time of expiry
of the agreement, the loan account had an undrawn balance of Kshs.2,720,466,827.
The project has been at 61% level of completion since termination of the contractor for
non-performance in April, 2016 and was at the same level at the time of audit. In
addition, no funds had been received from the African Development Bank since 2016,
from the loan account which had an undrawn balance of Kshs.2,720,466,827.

Review of the project’s cash and pending bills as at 30 June, 2020 revealed a funding
shortfall of Kshs.818,907,767. There was no evidence of renewal of the loan agreement
or identification of other sources of funding for the project.
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Consequently, the project which is already behind schedule may experience significant
cost overruns, as well as delayed delivery of services to the intended beneficiaries.

3. Court Award on Terminated Contract

The arbitration case between the Company and a contractor for the termination of
contract for the construction of 132KM of 400KV double circuit transmission line from
Lessos substation in Kenya to Tororo substation in Uganda, has been unresolved since
April, 2016. The tribunal issued an award in favour of the contractor on 30 July, 2019
amounting to Euro 37,365,691 or approximately Kshs.4.5 Billion, which included
termination costs, legal cost and other claims amounting to Kshs.2,223,137,553.
Management considered the decision to be against public interest and sought
assistance from Attorney General’'s office in setting aside the Tribunal’'s award.
However, the award was upheld by the High Court of Kenya on 16 February, 2020.

Further, it is not possible to confirm whether the project will be completed in the near
future, and the additional costs which would be necessary to complete the project, or
the losses which the Government of Kenya will suffer in the event that the project is not
completed.

Consequently, the award has resulted to unforeseen legal and arbitration costs,
termination charges, and other claims.

4. Pending Wayleave Compensations

Review of wayleave compensations revealed that the Company has outstanding
compensation to landowners for wayleaves amounting to Kshs.3,051,321,123.
Management has attributed failure to pay this amount to insufficient budgetary allocation
from The National Treasury and long negotiations between land owners, the Company
and various County Governments. Delays in compensating Project Affected Persons,
(PAPs) may lead to legal suits, cost escalations and project delays.

5. Delay in Completion of Projects

According to reports on projects’ physical progress, there were significant delays in
completion of five (5) of the projects under implementation by the Company, whose
details have been enumerated severally in the respective project audit report as
summarized below:

(i) The 220KV and 132KV transmission lines and Substations Projects (Exim Bank)
Project - The completion status for Lot 1A-220KV substation at Turkwel, Ortum and
Kitale is at 78% completion while Lot 3A-132/33KV Machakos-Konza-Kaijado-
Namanga transmission line is at 60% completion status.

(i) Kenya Power Transmission System Improvement Project - The erections of towers
for the Olkaria-Narok and Lessos-Kabarnet transmission line is at 54% and 73%
completion respectively, while the stringing on both lines had not started.
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(i) The Multinational Kenya Tanzania Power Interconnection Project - Lot K1 Isinya-
Namanga transmission line was at 49% completion by 30 June, 2020. The project
is behind schedule considering that the expected completion date was April, 2020
and significant works are yet to be done.

(iv) Kenyan Section of Interconnection Project of Electric Grids of Nile Equatorial Lakes
Countries Project - The construction works on the project had stalled by
30 June, 2020. The project was scheduled to be completed by 31 December, 2017.
However, following a dispute with Instalaciones Inabensa S.A, the main contractor,
the contract was terminated in April, 2016.

(v) Nairobi Ring Transmission Line - the ongoing works related to Malaa Sub-station is
at 64% completion status.

Continued delay in the completion of these projects may result in cost overruns and
delayed delivery of services to the public.

REPORT ON LAWFULNESS AND EFFECTIVENESS IN USE OF PUBLIC
RESOURCES

Conclusion

As required by Article 229(6) of the Constitution, based on the audit procedures
performed, except for the matters described in the Basis for Conclusion on Lawfulness
and Effectiveness in Use of Public Resources section of my report, | confirm that,
nothing else has come to my attention to cause me to believe that public resources have
not been applied lawfully and in an effective way.

Basis for Conclusion

1. Non-Compliance with Loan Novation Agreement

The loan related to the construction of the Kamburu-Meru transmission line was
transferred from Kenya Power and Lighting Company (KPLC) to Kenya Electricity
Transmission Company (KETRACO), on 19 October, 2016. According to the novation
agreement, KETRACO is required to make bi-annual payments to the Government of
Kenya (GoK) on account of outstanding interest at a rate of 2.5% per annum, as detailed
on the table below;

Equivalent

Amount Amount

Loan (Chinese Yuan) (Kshs)
Loan Balance 145,669,690 2,194,950,889
Accrued interest 23,361,176 352,006,204
Total due 169,030,866 2,546,957,092

However, as at 30 June, 2020, the Company had not made any payments to the GokK,
as stipulated in the novation agreement. Management has indicated that a moratorium
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for twenty-four (24) months had been sought from The National Treasury. However, this
request for moratorium was yet to be considered by The National Treasury.

Consequently, Management was in breach of the provisions of the novation agreement.

2. Undrawn Funding Balances under Eastern Electricity Highway Project

The Eastern Electricity Highway Project had an approved budget of USD 441,000,000,
UA 75,000,000, EUR 77,500,000 and Government counterpart funds of
Kshs.8,585,000,000, all equivalent to Kshs.75,803,028,400. The project was expected
to be completed by 30 September, 2020. However, as at 30 June, 2020, there was an
undrawn balance of Kshs.35,658,914,156 or approximately 47% of the project funding,
and pending bills of Kshs.2,640,343,389. The undrawn funding might not be absorbed
fully by the time of expiry of the funding period on 31 December, 2022. Management
attributes the slow absorption of funds to the savings on the financing structure derived
from the Project Appraisal Document; the savings realized after the tendering process
and awards to various contractors; and savings made from wayleave financing which is
based on actual valuations, which are currently lower than the estimates.

Management is in the process of making proposals for new projects and has already
commenced re-allocation of the savings to those projects. However, until these project
proposals, together with related approvals are finalized, the Company will continue to
lock up development funds in the current project.

The audit was conducted in accordance with ISSAI 4000. The standard requires that |
comply with ethical requirements and plan and perform the audit to obtain assurance
on whether the activities, financial transactions and information reflected in the financial
statements are in compliance, in all material respects, with the authorities which govern
them. | believe that the audit evidence | have obtained is sufficient and appropriate to
provide a basis for my conclusion.

REPORT ON EFFECTIVENESS OF INTERNAL CONTROLS, RISK MANAGEMENT
AND GOVERNANCE

Conclusion

As required by Section 7(1)(a) of the Public Audit Act, 2015, based on the audit
procedures performed, except for the matters described in the Basis for Conclusion on
Effectiveness of Internal Controls, Risk Management and Governance section of my
report; confirm that nothing else has come to my attention to cause me to believe that
internal controls, risk management and governance were not effective.

Basis for Conclusion
Asset Tagging and Physical Verification
Review of the Company’s fixed assets register revealed that the assets are not tagged,

and the Company does not carry out periodic asset verification to verify existence of the
assets.
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Consequently, lack of tagging and physical verification may lead to the assets being
damaged, lost or stolen. Furthermore, it may be difficult to verify the existence of such
assets since they cannot be traced from the register to the various locations.

The audit was conducted in accordance with ISSAI 2315 and ISSAI 2330. The
standards require that | plan and perform the audit to obtain assurance about whether
effective processes and systems of internal control, risk management and governance
were operating effectively, in all material respects. | believe that the audit evidence |
have obtained is sufficient and appropriate to provide a basis for my conclusion.

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS

As required by the Companies Act, 2015, | report based on the audit that, in my opinion,
the information given in the report of the directors on page 29 is consistent with the
financial statements.

Responsibilities of Management and those Charged with Governance

Management is responsible for the preparation and fair presentation of these financial
statements in accordance with International Financial Reporting Standards, and for
maintaining effective internal control as Management determines is necessary to enable
the preparation of financial statements which are free from material misstatement,
whether due to fraud or error and for assessment of the effectiveness of the internal
control, risk management and governance.

In preparing the financial statements, Management is responsible for assessing the
Company’s ability to continue as a going concern, disclosing as applicable, matters
related to going concern and using the going concern basis of accounting unless
Management is aware of any intention to liquidate the Company or to cease operations.

Management is also responsible for the submission of the financial statements to the
Auditor-General in accordance with the provisions of Section 47 of the Public Audit Act,
2015.

In addition to the responsibility for the preparation and presentation of the financial
statements described above, Management is also responsible for ensuring that the
activities, financial transactions and information reflected in the financial statements are
in compliance with the authorities which govern them, and that public resources are
applied in an effective way.

Those charged with governance are responsible for overseeing the Company’s financial
reporting process, reviewing the effectiveness of Management’s systems for monitoring
compliance with relevant legislative and regulatory requirements, ensuring that effective
processes and systems are in place to address key roles and responsibilities in relation
to governance and risk management, and ensuring the adequacy and effectiveness of
the control environment.
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Auditor-General’s Responsibilities for the Audit

The audit objectives are to obtain reasonable assurance about whether the financial
statements as a whole are free from material misstatement, whether due to fraud or
error, and to issue an auditor’s report which includes my opinion in accordance with the
provisions of Section 48 of the Public Audit Act, 2015 and submit the audit report in
compliance with Article 229(7) of the Constitution. Reasonable assurance is a high level
of assurance, but is not a guarantee that an audit conducted in accordance with ISSAIs
will always detect a material misstatement and weakness when it exists. Misstatements
can arise from fraud or error and are considered material if, individually or in the
aggregate, they could reasonably be expected to influence the economic decisions of
users taken on the basis of these financial statements.

In addition to the audit of the financial statements, a compliance review is planned and
performed to express a conclusion on whether, in all material respects, the activities,
financial transactions and information reflected in the financial statements are in
compliance with the authorities which govern them and that public resources are applied
in an effective way, in accordance with the provisions of Article 229(6) of the
Constitution, and submit the audit report in compliance with Article 229(7) of the
Constitution.

Further, in planning and performing the audit of the financial statements and audit of
compliance, | consider internal control in order to give an assurance on the effectiveness
of internal controls, risk management and governance processes and systems in
accordance with the provisions of Section 7(1)(a) of the Public Audit Act, 2015 and
submit the audit report in compliance with Article 229(7) of the Constitution. My
consideration of the internal control would not necessarily disclose all matters in the
internal control which might be material weaknesses under the ISSAIs. A material
weakness is a condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level, the risk that misstatements
caused by error or fraud in amounts which would be material in relation to the financial
statements being audited, may occur and not be detected within a timely period by
employees in the normal course of performing their assigned functions.

Because of its inherent limitations, internal control may not prevent or detect
misstatements and instances of non-compliance. Also, projections of any evaluation of
effectiveness to future periods are subject to the risk that controls may become
inadequate because of changes in conditions, or that the degree of compliance with the
Company’s policies and procedures may deteriorate.

As part of an audit conducted in accordance with ISSAIs, | exercise professional
judgement and maintain professional skepticism throughout the audit. | also:

¢ Identify and assess the risks of material misstatement of the financial statements,
whether due to fraud or error, design and perform audit procedures responsive to
those risks, and obtain audit evidence which is sufficient and appropriate to provide
a basis for my opinion. The risk of not detecting a material misstatement resulting
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from fraud is higher than for one resulting from error, as fraud may involve collusion,
forgery, intentional omissions, misrepresentations, or the override of internal control.

e Evaluate the appropriateness of accounting policies used and the reasonableness
of accounting estimates and related disclosures made by the Management.

e Conclude on the appropriateness of the Management’s use of the going concern
basis of accounting and, based on the audit evidence obtained, whether a material
uncertainty exists related to events or conditions which may cast significant doubt
on the Company’s ability to continue as a going concern. If | conclude that a material
uncertainty exists, | am required to draw attention in the auditor’s report to the related
disclosures in the financial statements or, if such disclosures are inadequate, to
modify my opinion. My conclusions are based on the audit evidence obtained up to
the date of my audit report. However, future events or conditions may cause the
Company to cease to continue as a going concern.

e Evaluate the overall presentation, structure and content of the financial statements,
including the disclosures, and whether the financial statements represent the
underlying transactions and events in a manner which achieves fair presentation.

e Obtain sufficient appropriate audit evidence regarding the financial information and
business activities of the Company to express an opinion on the financial
statements.

e Perform such other procedures as | consider necessary in the circumstances.

| communicate with the Management regarding, among other matters, the planned
scope and timing of the audit and significant audit findings, including any significant
deficiencies in internal control which are identified during the audit.

| also provide Management with a statement that | have complied with relevant ethical
requirements regarding independence, and communicate with them all relationships
and other matters which may reasonably be thought to bear on my independence, and
where applicable, related safeguards.

CPA Nancy Gathungu CBS
AUDITOR-GENERAL

Nairobi

25 June, 2021
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