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

REPORT ON THE FINANCIAL STATEMENTS
Opinion

| have audited the accompanying financial statements of Kenya Pipeline Company
Limited set out on pages 63 to 118, 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, statement of cash flows and statement of comparison of
budget and actual amounts for the year then ended, and a summary of significant
accounting policies and other explanatory information in accordance with the provisions
of Article 229 of the Constitution of Kenya and Section 35 of the Public Audit Act, 2015. |
have obtained all the information and explanations which, to the best of my knowledge
and belief, were necessary for the purpose of the audit.

In my opinion, the financial statements present fairly, in all material respects, the financial
position of the Kenya Pipeline 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 (IFRS) and comply with the Companies Act, 2015 and the
Public Finance Management Act, 2012.

Basis for Opinion

The audit was conducted in accordance with International Standards of Supreme Audit
Institutions (ISSAIs). | am independent of Kenya Pipeline Company Limited Management
in accordance with ISSAlI 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. Property Plant and Equipment

1.1 Land Without Title Deeds

The statement of financial position reflects property, plant and equipment with a book
value of Kshs.93,503,556,831. Included in the balance, are freehold properties valued at
Kshs.881,963,445 as shown in Note 16 to the financial statements. However, the
Company did not have title deeds for five (5) parcels of freehold land with a book value
of Kshs.32,250,000, allocated to the Company in the 1970s and 1990s for pipeline
infrastructure. According to the Management, the land was allotted from trust land, and
there has been delays in demarcation of the areas and the adjudication process required
to facilitate acquisition of title deeds.
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1.2 Pending Contract Variation Claims

Further, the property, plant and equipment balance of Kshs.93,503,556,831 includes an
amount of Kshs.51,416,165,547 incurred on cost of works on a new Mombasa-Nairobi
Oil Pipeline commonly referred to as Line 5. As previously reported, construction of Line
5 commenced in July, 2014 following the award of its tender at a cost of US$ 484,502,887
equivalent to Kshs.49,563,821,685. At the time of completion of the pipeline in June,
2018, the Project Engineer had submitted eight (8) variation orders totaling
US$.38,109,717 (Kshs.3,898,559,263) out of which only a sum of US$.17,445,639
(Kshs.1,784,659,212) was approved for payment. The orders were reported to have
resulted from change of design specifications and omission of works in the initial contract.

The contractor had submitted five (5) Extension of Time (EoT) requests with claims
amounting to US$.204,511,827 (Kshs.20,921,212,232). However, the claims were
contested by the Project Engineer resulting in the appointment of an independent expert
scheduler in January, 2018 to verify the claims. The expert scheduler assessed the total
amount payable to the contractor for four of the EoTs to be US$.44,019,025
(Kshs.4,503,071,425) down from the contractor's claim of US$.189,290,732
(Kshs.19,364,120,089). The fifth EoT claim of US$.15,221,095 (Kshs.1,557,092,143) was
not reviewed by the expert scheduler. The Construction of the pipeline (Line 5) was
completed and the line commissioned during the year ended 30 June, 2018.

The contractor has since been awarded an amount of Kshs.4,689,011,724 following a
successful petition at the High Court. A subsequent appeal by the Company to set aside
the award is pending at the Court of Appeal.

1.3 Unused New Kisumu Oil Jetty

In addition, the property, plant and equipment balance of Kshs.93,503,556,831 includes
an oil jetty at Kisumu built at a cost of Kshs.2,056,719,681. The Construction works on
the jetty were executed from May, 2017 to March, 2018 when the jetty was completed
and handed over to the Company by the Contractor. Thereafter, the assets were
capitalized during the 2017/2018 financial year. However, the is not optimally in use due
to delays in completion of the infrastructure for receipt and storage of the products in
Uganda but has been depreciated by Kshs.283,955,806 as at 30 June, 2020.

Although Management indicated that significant progress has been made in construction
of one of the two planned similar jetties in Uganda, it is not clear when these will be
completed and operationalized.

My opinion is not qualified in respect of the effects of these matters.
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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. There were no key audit matters to
report in the year under review.

Other Matter

Dispute in Reallocation of Land

Kenya Pipeline Company Limited (KPC) was allotted a parcel of land - LR N0.209/10777
in Upper Hill, Nairobi in 1988 for the proposed construction of the Company’s
Headquarters. However, the land was fraudulently allocated to a private company. The
Ethics and Anti-Corruption Commission (EACC), formerly Kenya Anti-Corruption
Commission, investigated the matter following which, the title held by the private company
was revoked. The land was subsequently re-allocated to the Judiciary under title
No. 209/19723 under unclear circumstances.

Dissatisfied with the re-allocation of the land to the Judiciary, the private company filed a
constitutional petition seeking a declaration that they were the rightful owners of the
property. The High Court, on 19 September, 2013, ruled that the allocation was irregular
as the land had been allocated to KPC and therefore not available for alienation. Efforts
by Management to have the Judiciary surrender the land to KPC have been in vain.

Subsequently, in 2019, the Company filed a suit in an attempt to reclaim ownership of the
land but the matter has not been determined by the close of the financial year

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. Unrealized Insurance Risk Compensation

Included in the trade and other receivables balance of Kshs.9,008,195,881 reflected in
the statement of financial position and Note 22 to the financial statements, is an amount
of Kshs.224,334,328 in respect of River Thange clean-up expenses. The amount
represents expected compensation from an insurance firm for an industrial, and other
insurable risk policy cover undertaken by the Company in 2013, at an annual premium of
US$ 1,405,341, through an insurance brokerage firm. During the insurance period, there
was an oil spillage at Thange area which was an insurable risk covered in the policy.
Upon KPC lodging a claim for compensation with the underwriting firm, the underwriter
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asserted that in their opinion, the risk fell within the exclusion clause as normal wear and
tear. The Company has however, not sought clarification from the Insurance Regulatory
Authority for an independent interpretation or arbitration toward closure of the matter but
continues to engage the Underwriter through meetings and correspondences most of
which were never responded to. As a result of the impasse, no compensation has been
received against the insured risk.

In view of the above, the likelihood of compensation remains in doubt.

2. Stalled Projects

The property, plant and equipment balance of Kshs.93,503,556,831 reflected in the
statement of financial position and Note 16 to the financial statements, includes
Kshs.286,465,439 in respect of stalled capital work-in-progress, some dating back to the
year 2007. No plausible explanation has been provided on why the projects were
abandoned before completion. Although Management has made an impairment provision
in respect of the projects, no clear roadmap has been provided on how the Company
intends to address the matter.

In the circumstances, the objectives for which these projects were intended to achieve
remains unattained, and the Company is yet to obtain value for money incurred on the
projects.

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
about whether the activities, financial transactions and information reflected in the
financial statements comply, in all material respects, with the authorities that 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 procedures
performed, | confirm that, nothing has come to my attention to cause me to believe that
internal controls, risk management and governance were not effective.

Basis for Conclusion

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.
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REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS
As required by the Companies Act, 2015, | report based on my audit, that:

I. | have obtained all the information and explanations which, to the best of my
knowledge and belief, were necessary for the purpose of the audit;

il. In my opinion, adequate accounting records have been kept by the Company, so
far as appears from the examination of those records; and

iii. The financial statements are in agreement with the accounting records and
returns.

Responsibilities of Management and the Board of Directors

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 that are free from material misstatement, whether
due to fraud or error; and for assessment of the effectiveness of internal control, risk
management and overall 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 applicable basis of accounting unless
Management is aware of the intention to liquidate the Company or have its operations
cease.

The 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 preparing and presenting the financial statements
described above, Management is also responsible for ensuring that the activities, financial
transactions and information reflected in the financial statements comply with the
authorities which govern them, and that public resources are applied in an effective way.

The Board of Directors are responsible for overseeing the financial reporting process,
reviewing the effectiveness of how the entity monitors 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.

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 that 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
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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 audit is planned and
performed to express a conclusion about whether, in all material respects, the activities,
financial transactions and information reflected in the financial statements comply with
the authorities that govern them and that public resources are applied in an effective way,
in accordance with the provisions of Article 229(6) 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 that
might be material weaknesses under the ISSAIls. 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 that 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
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:

e I|dentify 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 that is sufficient and appropriate to provide a
basis for my opinion. The risk of not detecting a material misstatement resulting 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 that may cast significant doubt on
the Company’s ability to continue as a going concern. If I 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
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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 that 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 that 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 that may reasonably be thought to bear on my independence, and where
applicable, related safeguards.

CPA Nancy Gathungu CBS
AUDITOR-GENERAL

Nairobi

31 March, 2021
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