REPORT OF THE AUDITOR-GENERAL ON NATIONAL OIL CORPORATION OF
KENYA LIMITED FOR THE YEAR ENDED 30 JUNE, 2022

PREAMBLE
| draw your attention to the contents of my report which is in three parts:

A. Report on the Financial Statements that considers whether the financial statements
are fairly presented in accordance with the applicable financial reporting framework,
accounting standards and the relevant laws and regulations that have a direct effect
on the financial statements.

B. Report on Lawfulness and Effectiveness in Use of Public Resources which considers
compliance with applicable laws, regulations, policies, gazette notices, circulars,
guidelines and manuals and whether public resources are applied in a prudent,
efficient, economic, transparent and accountable manner to ensure Government
achieves value for money and that such funds are applied for the intended purpose.

C. Report on Effectiveness of Internal Controls, Risk Management and Governance
which considers how the entity has instituted checks and balances to guide internal
operations. This responds to the effectiveness of the governance structure, the risk
management environment and the internal controls, developed and implemented by
those charged with governance for orderly, efficient and effective operations of the
entity.

An unmodified opinion does not necessarily mean that an entity has complied with all
relevant laws and regulations and that its internal controls, risk management and
governance systems are properly designed and were working effectively in the financial
year under review.

The three parts of the report are aimed at addressing the statutory roles and
responsibilities of the Auditor-General as provided by Article 229 of the Constitution, the
Public Finance Management Act, 2012 and the Public Audit Act, 2015. The three parts of
the report, when read together constitute the report of the Auditor-General.

REPORT ON THE FINANCIAL STATEMENTS
Qualified Opinion

| have audited the accompanying financial statements of National Oil Corporation of
Kenya Limited set out on pages 1 to 61, which comprise of the statement of financial
position as at 30 June, 2022, 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
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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, except for the effect of the matters described in the Basis for Qualified
Opinion section of my report, the financial statements present fairly, in all material
respects, the financial position of the National Oil Corporation of Kenya Limited as at
30 June, 2022, and of its financial performance and its cash flows for the year then ended,
in accordance with the International Financial Reporting Standards (IFRS) and comply
with the Companies Act, 2015 and the Public Finance Management Act, 2012.

Basis for Qualified Opinion

1. Inaccuracies in Bank and Cash Balances - Stale Cheques

The statement of financial position reflects bank and cash balances of Kshs.434,393,000 as
disclosed in Note 25 to the financial statements. Review of bank reconciliation statements for the
month of June, 2022 for various banks revealed a total of Kshs.10,965,903 reconciling items
dated 3 December, 2021. The cheques had exceeded their statutory validity period of six (6)
months and ought to have been reversed in the cashbooks. The overdrafts were included in
cash and bank balances instead of being disclosed separately as required in International
Accounting standard (IAS) 1 - Presentation of Financial Statements.

In addition, the accounts which were overdrawn in contravened Section 28(4) of Public
Finance Management Act, 2012 which states that an accounting officer for a national
Government entity shall not cause a bank account of the entity to be overdrawn beyond
the limit authorized by The National Treasury or a Board of a national Government entity.

In the circumstances, the accuracy and completeness of the cash and bank balances of
Kshs.434,393,000 could not be confirmed.

2. Unsupported Decline in Value of Freehold Land

As previously reported, the statement of financial position reflects property, plant and
equipment with a net book value of Kshs.5,591,323,000. The values are based on
revaluation of assets that resulted in decline in value of ten (10) parcels of freehold land
by an amount of Kshs.145,640,000 or 43%, from a previous value of Kshs.336,140,000
to Kshs.190,500,000. The decline was not justified since it did not result from change in
sizes from alienation of the parcels or any other adverse conditions. Management
attributed the decline to premiums paid on acquisition of the parcels. However, the reason
could not be justified by the prevailing market conditions and differences in land
measurements cited in the valuation reports and those in the title deeds.

In the circumstances, the accuracy and valuation of property, plant and equipment
balance of Kshs.5,591,323,000 could not be confirmed.

3. Unsupported Tax Recoverable Balance

The statement of financial position and disclosure Note 14(b) to the financial statements
reflects a tax recoverable balance of Kshs.29,768,000. However, the balance was not
supported by relevant documentation including tax returns, withholding tax certificates
and correspondences with the Kenya Revenue Authority (KRA) among others.
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Additionally, review of tax computation provided for audit revealed that the Corporation
had no tax recoverable for the year under review.

In the circumstances, the accuracy and completeness of the tax recoverable balance of
Kshs.29,768,000 could not be confirmed.

4. Unsupported Fund Balances

The statement of financial position and as disclosed in Notes 23,38,39,40,41,42 and 43
to the financial statements reflects non-current liabilities in respect of deferred income
fund balance of Kshs.1,655,537,000, Block 14T fund balance of Kshs.1,133,769,000,
Ministry of Energy and Petroleum construction fund balance of Kshs.704,000, single buoy
mooring jetty fund balance of Kshs.11,443,000, corporate social responsibility fund
balance of Kshs.22,939,000, exploration and capacity building fund balance of
Kshs.72,955,000 and laboratory equipment fund balance of Kshs.425,480,000
respectively, all totalling to Kshs.3,322,827,000. However, the corresponding cash and
bank balances were not provided for audit. Management explained that the Funds were
included in other Corporation’s funds and some invested in fixed deposits at various
commercial banks.

Further, the funds relate to activities and projects initiated in partnership with Government
agencies and other donors. However, guidelines on utilization and liquidation of balances
upon closure of such projects were not provided for audit. The Corporation continue hold
funds for projects that were yet to be implemented or surplus funds for completed ones
in its books, thereby denying citizens access to services intended or additional services
that can be implemented using the idle funds.

In the circumstances, the accuracy, and completeness of the special funds projects
balance of Kshs.3,322,827,000 could not be confirmed.

5. Unaccounted for Deferred Income

The statement of financial position and as disclosed in Note 23 to the financial statements
reflects a balance of Kshs.1,655,537,000 in respect of deferred income. The balance
includes Kshs.250,000,000 additional grants from Ministry of Petroleum and Mining
towards support of Corporation’s upstream operations which comprise of
Kshs.220,000,000 from Petroleum Development Levy Fund for exploration activities in
Block 14T and Kshs.30,000,000 from Petroleum Training Levy Fund for training activities
in upstream petroleum operations respectively. During the year under review, an amount
of Kshs.250,890,000 was utilized. However, expenditure returns, approved training plans,
training attendance registers and work plans, cost statements for oil and gas exploration
activities, oil exploration and monitoring reports were not provided for audit to show how
the funds were utilized. Further, review of upstream records revealed that the funds were
not separated from the rest of deferred income grants.

In the circumstances, the accuracy and proper utilization of an expenditure of
Kshs.250,890,000 relating to training and exploration activities in upstream petroleum
operations could not be confirmed.

6. Hived-Off Petroleum Products
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The statement of financial position reflects inventories valued at Kshs.324,938,000 held
by the Corporation as disclosed in Note 21 to the financial statements. The balance
includes inventories valued at Kshs.2,664,174,000 out of which, a balance of
Kshs.1,494,664,922 relates to the total value of products captured as hived-off in the
books of the Corporation. In October 2016, the Management resolved to hive-off all
historical non-reconciling items in a separate no-trading stock point to ensure new
variances were not created. These historical non-reconciling items continue to be carried
forward in the books of the Corporation without documentation to support their physical
existence. Although the Board of Directors approved the write-offs through its
resolution dated 24 May, 2017, which was also forwarded to the Cabinet Secretary for
the Ministry of Petroleum and Mining on 23 September, 2022, the matter was still
pending.

In the circumstances, the accuracy and completeness of the inventories balance of
Kshs.324,938,000 could not be confirmed.

7. Unresolved Loss of Oil Products

As reported in the previous years, the Corporation recorded losses of at least 4,097,221
litres of diesel and 341,063 litres of super petrol valued at Kshs.365,957,917 in aggregate
between July, 2017 and December, 2018. The losses were mainly through non-delivery
of transporter's consignments to Kenya Ports Authority (KPA) sites. Despite the losses
having been a subject of forensic investigations, a further loss of 32,000 litres of diesel
valued Kshs.3,268,160 was reported in June, 2019, whereby the matter was a subject of
High Court process under case No. E029 of 2021.

In addition, an estimated 390,000 litres of diesel destined for Geothermal Development
Corporation was lost while in custody of the contracted transporter. This was disputed by
the transporter in 2019 and the matter was still pending before the High Court. However,
the Management did not recognize contingent liabilities in respect of the court cases.

In the circumstances, the accuracy of the financial statements could not be confirmed.
8. Unsupported Payments for Historical Pending Bills

Note 39 to the financial statements reflects a balance of Kshs.704,000 in respect of
Ministry of Energy and Petroleum Construction Fund. Review of records relating to the
fund revealed that during the year under review, the Corporation received
Kshs.22,753,000 into the fund and utilized Kshs.22,049,000 in settlement of historical
pending bills for works completed in 2016 relating to completion of Ministry of Energy
Headquarters. The payments comprised of Kshs.16,413,378 and Kshs.5,635,324.40 paid
to two private companies. However, the expenditure was not supported by invoices,
contracts and works certificates. In addition, the payment vouchers used to pay the
expenditures were photocopies from the Ministry of Energy.

In the circumstances, the accuracy and regularity of the payment of historical pending
bills amounting to Kshs.22,049,000 could not be confirmed.

9. Payment of Unspecified Allowances
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The ledger and the trial balance for the year under review reflects total payments to
employees amounting to Kshs.103,540,988 described as “other allowances.” However,
the basis for the payment of these allowances, and the applicable rates were not provided
for audit. Further, approval from State Corporations Advisory Committee (SCAC) was not
provided to support the allowances.

In the circumstances, the accuracy, completeness and regularity of other allowances
amounting to Kshs.103,540,988 could not be confirmed.

10. Unsupported Board Expenses

The statement of profit or loss and other comprehensive income reflects administrative
costs amounting to Kshs.13,947,000. As disclosed in Note 10 (a) to the financial
statements, the costs include Kshs.13,487,000 in respect of directors’ costs and
emoluments. Review of the expenditure revealed that an amount of Kshs.1,605,813
lacked supporting documents such as boarding passes and copies of passports as
evidence of travel.

In the circumstances, the accuracy and regularity of the Board expenses amounting to
Kshs.1,605,813 could not be confirmed.

11. Unregistered Leased Land

The statement of profit or loss and other comprehensive income and as disclosed in Note
10 (a) to the financial statements reflects an amount of Kshs.39,714,000 in respect of
rents and services. Included in this amount is Kshs.3,600,000 paid to an individual in
respect of a lease rental. Review of the payment voucher and its supporting documents
revealed that the title had no lease charge registered in favor of the Corporation.

In the circumstances, the regularity of the lease agreement between the Corporation and
lessee could not be confirmed.

12. Lack of Ownership Documents for a Motor Vehicle

Included in motor vehicles net book value of Kshs.2,442,000 as reported under Note 17
to the financial statements is a motor vehicle valued at Kshs.225,000 whose logbook is
registered in the name of a third party instead of the Corporation’s name as per the search
conducted by a valuer during the valuation exercise conducted in 2019. Management
indicated that the vehicle was repossessed from a staff who after separating with the
Corporation failed to repay his car loan as per the terms of agreement with a commercial
bank at the time and the bank recovered the outstanding loan from the Corporation.
However, the logbook still remains with the bank and is yet to be transferred to
Corporation.

In the circumstances, the regularity and ownership of the motor vehicles valued at
Kshs.2,442,000 could not be confirmed.

The audit was conducted in accordance with International Standards of Supreme Audit
Institutions (ISSAIS). | am independent of the National Oil Corporation of Kenya 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
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requirements applicable to performing audit of financial statements in Kenya. | believe
that the audit evidence | have obtained is sufficient and appropriate to provide a basis for
my qualified opinion.

Emphasis of Matter
Uncertainty Relating to Going Concern

The Corporation recorded a loss of Kshs.1,042,539,000 during the year under review
(2021: Kshs.896,019,000) raising its accumulated losses to Kshs.4,993,995,000 from
Kshs.3,951,455,000 in 2021. In addition, the Corporation’s current liabilities totalling
Kshs.9,668,379,000 exceeded the current assets balance of Kshs.2,503,704,000 by an
amount of Kshs.7,164,675,000. These events or conditions indicate material uncertainty
regarding the Corporation’s ability to continue as a going concern. The Corporation
therefore, was technically insolvent and its continued existence as a going concern is
dependent upon the financial support of the Government, bankers, and its creditors
unless Management puts in place measures to improve the performance of the
Corporation and to reduce reliance on financial support from the shareholders.

Further, this material uncertainty in relation to going concern and any mitigating measures
put in place by the directors to address the matter were not disclosed in the notes to the
financial statements as required by the International Accounting Standards (IAS 1),
presentation of financial statements.

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

Other Information

The Directors are responsible for the other information. The other information comprises
the report of directors as required by the Companies Act, 2015, and the statement of the
Directors’ responsibilities which are obtained prior to the date of this report, and the
annual report which is expected to be made available after that date.

The other information does not include financial statements and my audited report
thereon.

My opinion on the financial statements does not cover the other information and | do not
express an audit opinion or any form of assurance thereon.

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

REPORT ON LAWFULNESS AND EFFECTIVENESS IN USE OF PUBLIC
RESOURCES

Conclusion

As required by Article 229(6) of the Constitution, based on the 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. Unaccounted for Mwananchi Gas Project Equipment

The Ministry of Petroleum and Mining delegated to the Corporation the responsibility of
implementing Mwananchi gas Project on behalf of the National Government vide letter
from the Ministry of Petroleum and Mining dated 16 September, 2021. The project was
intended to promote the use of modern cooking fuels among low-income households, and
entailed distribution of subsidized LPG cylinders, grills and burners purchased by the
Ministry of Petroleum and Mining. According to the Ministry, funds realized from sales
were to be used to purchase additional gas.

The pilot programme for the project roll out was expected to be during the 2020/2021
financial year. However, Management indicated that the Corporation lacked sufficient
working capital to purchase Liquefied petroleum gas to be used in filing of the cylinders.
Review of records at the Corporation relating to the project revealed that the items under
the custody of the Corporation comprised of 179,684 6kg cylinders, of which 3,170 had
been filled with gas, 329,325 burners, 330,115 6kg grills, 60,000 horse pipes and 71,999
double burner stoves. As at 30 June, 2022, only 11,675 6kg cylinders, 12,869 burners
and 87,147 grills with an aggregate value of Kshs.20,501,191 had been included in the
Corporation's financial statements. The rest of the items were not included in the
Corporation’s financial statements, a position Management attributed to lack of formal
authority from the Ministry of Petroleum and Mining to transfer ownership of the items to
the Corporation.

In the circumstances, the value for money on the expenditure incurred on the project
could not be confirmed.

2. Breach of Repayment Terms on Borrowings

The statement of financial position reflects borrowings amounting to Kshs.6,200,874,000.
Review of the loan account revealed that the Corporation was not servicing the loan as
required in the loan agreement. Further, Management had negotiated with the bank to
restructure the outstanding loan and extend the moratorium which had elapsed on 3 May,
2022 for an additional seven (7) months on both the principal and interest.

Report of the Auditor-General on National Oil Corporation of Kenya Limited for the year ended 30 June, 2022
7



However, the bank declined the extension untii Management undertakes
recommendations of the liquidity and independent business review which was conducted
by a consultant on behalf of the lenders. The recommendations included: overhaul and
modernization of ICT systems including effective stocks control systems, upgrade of
management stocks control processes, customer service and product costing and pricing;
re-organize the Corporation for effectiveness and efficiency while upgrading management
capabilities and culture, and reducing overall payroll costs; address the matter of
inadequate working capital; and come up with a business model that mostly focuses on
prime retail stations, while paying attention to brand image enhancement.

In addition, because of default on loan and interest repayment, the lenders confirmed that
the Corporation had accrued a penalty of Kshs.92,446,966 thereby increasing the
Corporation’s liabilities.

In the circumstances, the Corporation could be exposed if financiers were to act on non-
compliance with the loan agreement.

3. Stalled Liquefied Petroleum Gas (LPG) Project

The statement of financial position and as disclosed in Note 17 to the financial statements
reflects property, plant and equipment with a net book value of Kshs.5,591,323,000. The
balance includes capital work-in-progress of Kshs.5,603,000 in respect of construction of
LPG Skid at Kipkaren Service Station comprising costs of civil works, two LPG Mini Skids
and associated works. Although the skid foundation had been completed, no other works
had been carried out, and the contractor had abandoned the site. Further, no clear road
map was provided on how the Management intends to address the matter, neither was a
plausible explanation provided on why the project was abandoned before completion.

In the circumstances, the value for money on the expenditure of Kshs.5,603,000 spent
on the civil works could not be confirmed.

4. Irregular Leasing of Land

The statement of financial position reflects property plant and equipment net book value
of Kshs.5,591,323,000. As disclosed in Note 17 to the financial statements, the balance
includes freehold land valued at Kshs.518,200,000 which further includes a vacant parcel
of land valued at Kshs.55,000,000. The parcel was leased to a private individual for a
period of six (6) years with effect from 1 November, 2021 to 31 October, 2027 for
purposes of putting up a semi-permanent mixed-use commercial space. Although
Management received expression of interest or offers from various parties and had
Government valuer undertake rental assessment, there was no evidence that the
Corporation used any of the methods of procurement prescribed in Part IX of Public
Procurement and Assets Disposal Act, 2015.

In the circumstances, Management was in breach of the law.

5. Failure to Adhere to Procurement Procedures

Review of documents revealed that the Corporation paid an amount of Kshs.3,796,290
to two (2) private appointed retailers, operating the Corporation’s stations, as
reimbursement for station refurbishment and renovations. However, review of the
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documents for the works revealed that the renovation and refurbishment of the stations
were not done in accordance with the Public Procurement and Asset Disposal Act, 2015.
Instead, Management approved the renovations and refurbishment to be undertaken by
the dealers who would thereafter be reimbursed the costs incurred. This was despite the
Corporation having a framework contract for provision of civil works for all its service
stations.

Further, one of the operators quoted an amount of Kshs.1,676,290 as the cost incurred
for the works. A field inspection report prepared by the Corporation’s engineering team
dated 7 December, 2021, stated that the rates used for plaster works and concrete works
by the dealer were higher than the average market rates, therefore it recommended the
Corporation to reimburse the dealer based on average market rates. However, the
reimbursement was based on rates quoted by the dealer. In addition, there was no
evidence provided to show the scope of works done, pre-inspection and post inspection
rereports.

In addition, the reimbursements of Kshs.3,796,290 were not supported by evidence of
payments to the contractors by the service stations’ dealers.

In the circumstances, the value for money on the expenditure of Kshs.3,796,290 incurred
on renovation and refurbishment of the stations could not be confirmed.

6. Un-Procedural Recruitment of Maternity Reliever

Review of human resource records revealed that the Management engaged an employee
to serve as senior administrative assistant on six (6) months commencing 22 March, 2022
to 21 September, 2022 for a gross salary of Kshs.120,000 per month, to stand in for a
staff who was proceeding on maternity leave. However, advertisement for the position, a
shortlist of applicants and interview of applicants and results thereon were not provided
for audit.

In the circumstances, the competitiveness and fairness of the recruitment process could
not be confirmed.

7. Irregular Termination of Tender for Provision of Medical Insurance Cover

The Corporation tendered for framework contract for staff medical insurance services via
tender through an open tender on 11 May, 2022. Twelve (12) bidders responded and
were taken through the opening, preliminary, technical, and financial evaluation
processes upon which the evaluation committee vide minutes dated 27 June, 2022
recommended the award of the contract to the lowest evaluated bidder at a contract sum
of Kshs.104,933,923 for a period of 2 years. However, a professional opinion issued on
4 July, 2022 by the head of procurement to the Accounting Officer recommending award
of the tender was rejected based on a whistle blower information, who claimed that the
recommended bidder compromised employees in human resource and procurement
departments. However, the allegations were not supported by an investigation report for
validity and authenticity. In addition, review of the whistle blower information revealed
disparities between dates of termination of tender and the email date of 8 July, 2022 which
was three (3) days earlier than termination date of 5 July, 2022.
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Following the termination of the contract, the Management subsequently procured the
services through a direct procurement from an existing insurer at a cost of
Kshs.14,899,985.00 for a period of three (3) months. Had the Management awarded the
tender to the lowest bidder under the terminated open tender, the three (3) months’
premiums chargeable would have amounted to Kshs.12,301,008.00. The Company
therefore incurred Kshs.2,598,977 more than it would have spent under the terminated
tender.

In the circumstances, it could not be confirmed whether the procurement process was
fair, equitable, transparent, competitive and cost-effective.

8. Unauthorized Over Expenditures

Review of the budget against expenditures incurred during the year under review
revealed instances of over expenditure on insurances, software licences, training and
education, finance costs and medical expenses. However, no supplementary budget nor
approval were provided to support the over expenditure. Further, the Corporation
budgeted to collect sales revenue of Kshs.24,951,499,000. However, only
Kshs.9,841,696,000 was realized resulting in under collection of Kshs.15,109,803,000.

The under collection may have affected the planned activities during the year.
9. Irregular Procurement of Fuel Through Spot Purchase

Review of the sales volumes of refined petroleum products (white products) revealed
that during the year under review, 1,179,000 litres of Automotive Gas Oil (AGO)
commonly known as diesel product and 646,000 litres of fuel oil were procured and sold
under spot purchase arrangement. Review of purchase orders revealed that these
products were purchased from five (5) different oil marketers, whereby only one (1) had
been prequalified. The prequalification list consisted of only two (2) oil marketing
companies. It was not clear why Management maintained a lean prequalification list while
it sourced for products from oil marketing companies not prequalified. In addition, there
was no evidence that the National Treasury granted the corporation exemption for
specially permitted procurement procedure.

Further, analysis of pricing of volumes traded under the product purchase arrangement
revealed that the Corporation sold some products at a price that was less than the unit
cost resulting in a loss of Kshs.1,489,120.

In the circumstances, the Management did not apply the funds effectively, and was in
breach of the law.

10. Irregular Payment for Skilled Labour

The Corporation entered into a framework contract with a consultancy firm on
15 February, 2021 for provision of manpower services for a period of two years. The
contract prescribed rates applicable for semi-skilled labour and the scope of work.
However, a sample of payments examined revealed that the Corporation made payments
in respect of skilled labour comprising overall supervisor, LPG plant supervisor and stocks
supervisor amounting to Kshs.648,935 yet their scope of work and rates applicable were
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not included in the contract. There was no amendment to the framework agreement
provided to support the additional payments.

In the circumstances, the regularity of the payments made in respect of skilled labour
could not be confirmed.

11. Irregular Procurement of Transporters

The Corporation engaged three (3) transporters through a spot-hire arrangements for a
period of six (6) months to transport petroleum products. Review of the procurement
process revealed that Management engaged the transporters through an approval for
spot method of procurement. Further, Management did not adhere to procedures of
variation of contracts stipulated under Section 139(2) of the Public Procurement and
Asset Disposal Act, 2015 which requires the Accounting Officer to approve a request for
the extension of contract period after the recommendation of the evaluation committee.
The extensions for two (2) transporters were not evaluated by an evaluation committee
as required.

In addition, the transporters did not provide performance securities, goods-in-transit
insurance policy and fidelity guarantee cover upon expiry of the contracts for the extended
contract period as was provided in the signed agreement.

In the circumstances, Management was in breach of the law.
12. Irregular Extension of Individual Consultant Contract

The Management engaged an individual consultant for upstream petroleum activities for
a period of one (1) year from 1 October, 2020 to 30 September, 2021 at a contract price
of Kshs.900,000 per month plus reimbursable total of Kshs.10,800,000 for the contract
period. Upon expiry of the contract, the consultant requested for one-year to ensure
reorganization of the entire upstream department and training and mentoring of a new
upstream team.

However, under clause 7.2 of the contract on general terms of reference, the consultant
was expected to review organization structure for the upstream division and provide
recommendations, prioritize talent development and recruiting initiative, prepare training
plan for the upstream department and mentorship and guidance to the upstream team
during the contract period. Therefore, the Consultant was seeking extension on complete
contract deliverables.

In addition, the extension of the contract period was approved by the Accounting Officer
without reference to an evaluation committee contrary to Section 139(2) of the Public
Procurement and Asset Disposal Act, 2015 where the Accounting Officer of a procuring
entity is required to approve a request for extension of contract period, which request
shall be accompanied by a certificate from the tenderer making justifications for such cost,
on the recommendation of an evaluation committee.

In the circumstances, Management was in breach of the law.
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13. Non-Remittance of Statutory Deductions

Review of the Corporation's payables ageing analysis revealed long outstanding taxes
amounting to Kshs.21,706,255 comprising of Value Added Tax (VAT) of 16,552,398 and
domestic tax of Kshs.5,153,856. Non-remittance of the deductions on a timely basis puts
the Corporation at risk of being penalized by the Kenya Revenue Authority (KRA).

In the circumstances, Management was in breach of the law.
14. Non-Compliance with the One-Third of Basic Salary Rule

During the year under review, at least twelve (12) employees were paid net salaries that
were less than third (1/3) of their basic pay. This contravened Section 19(3) of the
Employment Act, 2007. No sufficient explanation was given for failure to comply with the
law on payment of salaries and allowances

In the circumstances, Management was in breach of the law.
15. Officers Acting for More than Six Months

Review of the payroll data revealed that five (5) employees had been in acting positions
for more than six (6) months and were paid a total of Kshs.538,038 acting allowance
during the year which contravened Section 8.8.3 of the Corporation’s Human Resources
and Procedures Manual which provides that acting allowance will be payable to an
employee for a period of not more than six (6) months within which the position should be
advertised and competitively filled.

In the circumstances, Management was in breach of the law.
16. Overpayment of Airtime Allowance

Analysis of the payroll data revealed that five (5) employees were overpaid airtime
allowance amounting to Kshs.94,000 during the year under review contrary to Section
8.16.3 of the Corporation’s Human Resources and Procedures Manual which provides
that employees will be eligible for airtime allowance according to the respective
employee’s job grades.

In the circumstances, Management was in breach of the law.
17. Delays in Implementation of Initial Exploration Period

The statement of financial position and as disclosed in Note 37 to the financial statements
reflects exploration expenditure on block 14T of Kshs.2,458,110,000. Review of
documents relating to the Block revealed that the Corporation signed a Production
Sharing Contract (PSC) with The Ministry of Energy and Petroleum on 15 November,
2010. The Corporation was authorized to conduct exploration operations within the
contract area during an initial exploration period of three (3) years from the effective date.
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The Initial Exploration Period expired on 15 February, 2014 and subsequently, the PSC
was extended with the latest one expiring on 14 February, 2023.

However, the Corporation has spent over twelve (12) years in conducting exploration
operations within the contract area contrary to clause 2(1) of the Production Sharing
Contract (PSC) which provides that the contractor is authorized to conduct exploration
operations within the contract area during an initial exploration period of three (3) years
from the effective date. The several extensions have been caused by the Corporation’s
failure to fulfil work and expenditure obligations under the contract during the initial
exploration period of three (3) years.

This is an indication of the Corporation’s lack of the capacity to undertake exploration
activities in block 14T despite receiving funding from the Government of Kenya and Japan
Oil, Gas and Metal National Corporation (JOGMEC). The Corporation currently holds an
amount of Kshs.2,789,306,000 in respect of the block comprising of Kshs.1,655,537,000
from the Government and Kshs.1,133,769,000 from Japan Oil, Gas and Metal National
Corporation (JOGMEC).

In the circumstances, the value for money on the expenditure of Kshs.2,458,110,000
spent over a period of twelve (12) years during the Initial Exploration Period could not be
confirmed.

18. Petroleum Strategic Stock

Review of records revealed that Management did not hold any strategic stocks of the
petroleum stocks. It was further noted that the Corporation’s license to import and export
Petroleum Products (Except LPG) expired on 28 July, 2021 and was yet to be renewed.
This was contrary to Regulation 4 of the Energy (Petroleum Strategic Stock) Regulations,
2008 which states that the strategic stock shall be maintained in respect of each of the
following petroleum products, at a level equivalent to up to ninety (90) days of
consumption. Further, Regulation 5 stipulates that the strategic stock shall be procured
by the National Oil Corporation of Kenya and stored by the Kenya Pipeline Company
Limited, and, in case of consumption or draw down, shall be replenished accordingly to
its optimal level.

In the circumstances, Management was in breach of the law.
19. Minimum Operational Stock

Review of records revealed that Management did not meet the minimum operational
stocks of the petroleum contrary to Regulation 3(1) and (2) of the Energy (Minimum
Operational Stock) Regulations, 2008 which states that all importers of petroleum
products intended for use in Kenya shall maintain at all times physical operational stock,
to be known as the minimum operational stock, in quantities not less than the minimum
amounts specified in the Schedule. The minimum operational stock shall' be maintained
in order to ensure short term supply of petroleum products in the event of disruption of
supply of the products.

In the circumstances, Management was in breach of the law.
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20.Database and ERP Application System

Review of the Corporation’s information technology systems revealed that two (2) main
systems in use were outdated necessitating an upgrade. The use of an outdated system
increases vulnerability of losing crucial data and interruption of business operations.
Further, a contract signed during 2016/2017 financial year at a cost of Kshs.95,624,321
for a period of fifteen (15) months and post-implementation services was terminated 10
July, 2020 by Management on the basis of non-performance. In addition, there was no
evidence of recommendation from contract implementation team to terminate the contract
as per Section 151(2)(g) of the Public Procurement and Asset Disposal Act, 2015. The
Contractor filed a suit in the High Court against the Corporation for non-payment of
outstanding invoices totalling Kshs.102,462,096 inclusive of interest.

In addition, the systems had attained their End of Life (EOL) which meant that updates
and patches that enhance the system’s security or any technical support from Oracle
could no longer be received. Further, the Corporation had not paid the software vendor
for two financial years and had accrued debts amounting to Kshs.146,217,220 in respect
of annual software updates, technical support and additional license fees risking the data
and business interruption in the case of a security attack.

In the circumstances, the value for money on the amount of Kshs.95,624,321 incurred on
the system could not be confirmed.

21. Payment of Avoidable Penalties

The statement of profit or loss and other comprehensive income reflects cost of sales
totaling to Kshs.9,284,655,000. As disclosed in Note 7 to the financial statements. The
costs include Kshs.19,383,000 in respect of penalties and fines incurred by the
Corporation paid mainly to the Commissioner of Customs and Oil Marketing Companies.
This expenditure which could have been avoided with proper financial management led
to increase in the cost of sales and affected cash flows negatively.

In the circumstances, efficiency and effectiveness in financial management could not be
confirmed.

22. Irregular Payment of Contingency Allowances

Review of payments made through petty cash revealed payments totalling Kshs.959,042
described as contingency allowances to two (2) employees while on foreign travel.
However, contingence allowance was not among allowances provided for in in the
Corporation’s Human Resources Policies and Procedures Manual. No authority was
provided from Salaries and Remuneration Commission (SRC) to support the payment of
the allowances.
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In addition, review of user requisition workflow and approval system revealed that the
allowances above were approved by the General Manager, Internal audit who was
beneficiary of the allowances and was paid a total of USD 2500 or Kshs.278,439. No
explanation was provided on why the head of internal audit was defined as approver of
payments which amounted to conflict of interest and contradicts the internal audit
oversight function.

In the circumstances, the regularity of the contingency allowance’s payments amounting
to Kshs.959,042 could not be confirmed.

23. Un-procedural Recruitment

During the year under review, the Corporation had four (4) drivers recruited over the
years. Review of the recruitment process during the year revealed that recruitment of one
of the drivers in December, 2021 was not done in accordance with the Corporation polices
as there was no advertisement of vacant position, receipt of applications for the position,
shortlisting and interviewing of candidates to fill the position.

In the circumstances, the Management contravened Corporation’s Human Resource
policies.

24. Un-Procedural Salary Increment

A review of human resource records showed that the Corporation advertised for the
position of senior territory officer on 25 March, 2021. The shortlisted candidates were
taken through interviews and the successful applicant was confirmed to the position in
January, 2022 with a remuneration of Kshs.230,000 per month. However, one and half
month after the officer was confirmed, the acting General Manager downstream
operations made a recommendation to the Accounting Officer to have the employee’s
salary raised to a maximum of Kshs.272,000 per month with effect from 1 March, 2022.
The justification for the salary increment was that the retail network territory managed by
the officer was the largest. This was contrary to the Corporation’s policy on salary
increment.

In the circumstances, the Management contravened Corporation’s Human Resource
policies.

25. Encroached Corporation Land

Review of records relating to a parcel of land valued at Kshs.28,969,871 revealed that
the Corporation granted a six (6) month lease agreement on 15 September, 2017 to an
individual to operate a car wash and garage at a monthly rent of Kshs.60,000 exclusive
of Value Added Tax (VAT). The lease agreement was extended for a further six (6)
months from 1 April, 2018 to 30 September, 2018.

However, upon expiry of the agreement, Management continued to receive rent without
renewing the agreement or giving notice of intention not to renew the lease. Management
later issued notice of intention not to renew the license but the tenant took the Corporation
to court and obtained a temporary order restraining/prohibiting the Corporation from
trespassing on, entering into, taking possession, harassing, intimidating and or evicting
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the claimant from the plot. Therefore, the tenant continues to operate business on the
Corporation land without paying any rent.

In the circumstances, the public may not realize value for money on the rented property
while the ownership of the parcel of land is at risk.

26. Non-Implementation of E-Procurement System

Review of the procurement process carried out during the financial year under review
revealed that procurements done by the Management were carried outside the e-
procurement system. This was contrary to Regulation 49(2) of the Public Procurement
and Assets Disposal Act Regulations, 2020 which requires works and services carried
out by a procuring entity to be done through an e-procurement system integrated to the
State Portal.

In the circumstances, Management was in breach of the law.

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 are in compliance, 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, 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
1. Duplicate Vendor Names

Review of the vendors’ list in the Enterprise resource planning (ERP) revealed that sixty-
one (61) vendors had duplicate names but different vendor codes in the system and were
still active. This indicates that the creation of vendor codes was decentralized, and no
internal checks are in place to confirm the accuracy.

Further analysis of vendor payments confirmed that three (3) vendors were paid by both
vendor codes, totalling to Kshs.1,614,386
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In the circumstances, the effectiveness of the internal controls in the ERP system could
not be confirmed.

2. Inaccurate Payroll Data and Bank Remittances

Comparison between the payroll data and bank remittances provided for audit revealed
differences between the net amount paid to various employees in payroll and the bank
remittances. According to the analysis, one hundred and ninety-five (195) employees with
total net pay of Kshs.215,977,714 in the payroll had a total net pay amount in bank
remittance data of Kshs.186,492,170 resulting in unexplained positive and negative
variances of Kshs.29,520,023 and Kshs.29,485,544 respectively. The variances resulted
from the system reports which excluded including some allowances for some of the
employees and the omission of various deductions reflected in payroll data extracted from
the Oracle ERP HRM.

In the circumstances, the accuracy and effectiveness of the internal controls in the Oracle
ERP HRM system could not be confirmed.

3. Lack of a Legal Compliance Audit

Review of records at the Corporation relating to Board activities revealed no evidence of
the Board having undertaken an annual legal compliance audit during the year under
review. The audit is expected to establish the level of adherence to applicable laws, rules,
regulations and standards by the Corporation.

In the circumstances, the effectiveness of the overall governance of the Corporation could
not be confirmed.

4. Lack of Strategic Plan

Review of the Corporation’s strategic plan confirmed that it expired in the year 2020. The
Management was yet to develop another strategic plan to cover the current period
contrary to Section 68(2) of Public Finance Management Act, 2012. Therefore,
achievement of the Corporation’s strategic goal may not be possible.

In the circumstances, the effectiveness and direction of the Corporations’ strategy could
not be confirmed.

5. Lack of Information Communication Technology Steering Committee

During the year under review, Management did not establish Information Communication
Technology Steering Committee which is mandated to oversee the development of the
Information Communication Technology strategy of the Corporation. This implied that
there exist gaps in information technology governance that might have affected the
information technology management in achieving the organization’s mandate.

In the circumstances, the effectiveness of the overall governance of the Corporation could
not be confirmed.

6. Irregular Meetings Held by the Board of Directors
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During the year under review, the Board of Directors held a total of twelve (12) full board
meetings which exceeded the maximum number of six (6) recommended by the Office of
the President circular referenced OP/CAB.9/1A dated 11 March, 2020. In addition, no
approval by the relevant Cabinet Secretary, in consultation with State Corporation
Advisory Committee (SCAC) was provided for the excess meetings held. The result of
the irregular meetings held led to unauthorized expenditure of Kshs.1,260,000.

In the circumstances, the effectiveness of the overall governance of the Corporation could
not be confirmed.

7. Irregular Composition of Board Committees

The Corporation’s Board of Directors comprised thirteen (13) members. Review of
membership and record of minutes of committee meetings revealed that the membership
of board committees is expected to be a maximum of one third (1/3) of Board membership
as guided by the Mwongozo code of governance for state corporations. However, the
Audit committee, the Human Resource Committee and the Finance Committee have six
(6) members each while the Strategy and Business Committee has five (5) members
instead of the Maximum three (4) members. Further, a non-member of the committee
attended its meetings held on 7 February, 2022 and 7 April, 2022 and a sitting allowance
of Kshs.40,000 was paid to the non-member.

In addition, the head of internal audit unprocedurally acted as a Chief Executive Officer
(CEO) and attended board finance committee meeting held on 14 December, 2021. No
explanation was provided on why the head of internal audit was appointed to act as a
CEO which contradicts the internal audit oversight function.

In the circumstances, the effectiveness of the overall governance of the Corporation could
not be confirmed.

8. Long Outstanding Staff Imprest

The statement of financial position reflects trade and other receivables balance of
Kshs.914,222,000. As disclosed in Note 22 to the financial statements. The balance
includes deposits and prepayments totalling Kshs.616,179,000 out of which,
Kshs.3,921,307 related to outstanding staff imprests for employees who exited the
corporation without surrendering imprests issued to them. Further, an additional amount
of Kshs.3,036,182 relates to subsistence allowances that were outstanding as at
30 June, 2022.

In the circumstances, the effectiveness of the internal controls on the imprest system
could not be confirmed.

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 overall 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 of the Auditor-General on National Oil Corporation of Kenya Limited for the year ended 30 June, 2022
18



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;

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

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

Responsibilities of Management and Board of Directors

Management is responsible for the preparation and fair presentation of these financial
statements in accordance with International Financial Reporting Standards (IFRS) and
for maintaining effective internal controls 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 its assessment of the effectiveness of internal
controls, risk management and overall governance.

In preparing the financial statements, Management is responsible for assessing the
Corporation’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 the intention to liquidate the Corporation 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.

The Board of Directors is responsible for overseeing the Corporation’s financial reporting
process, reviewing the effectiveness of how Management 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 overall
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 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 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 are in
compliance 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
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 controls in order to give an assurance on the effectiveness
of internal controls, risk management and overall 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 controls would not necessarily disclose all matters in the internal controls 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 controls 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:

¢ 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

Report of the Auditor-General on National Oil Corporation of Kenya Limited for the year ended 30 June, 2022
20



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 controls.

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

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 Corporation’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 Corporation
to cease to continue as a going concern.

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.

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

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

| communicate with Management regarding, among other matters, the planned scope and
timing of the audit and significant audit findings, including any significant deficiencies in
internal controls 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

14 June, 2023
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