REPORT OF THE AUDITOR-GENERAL ON RURAL ELECTRIFICATION SCHEME
FOR THE YEAR ENDED 30 JUNE, 2022 - KENYA POWER AND LIGHTING
COMPANY PLC

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, gazetted 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

The accompanying financial statements of Rural Electrification Scheme set out on pages
13 to 38, which of the statement of financial position as at 30 June, 2022 and the
statement of comprehensive income, statement of changes in scheme balances and a
summary of significant accounting policies and other explanatory information, have been
audited on my behalf by Ernst and Young LLP, 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
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which, to the best of my knowledge and belief, were necessary for the purpose of the
audit were obtained.

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 Rural Electrification Scheme as at 30 June, 2022, and
of its financial performance for the year then ended, in accordance with International
Financial Reporting Standards (IFRS) and the Public Finance Management Act, 2012.

Basis for Qualified Opinion
1. Property and Equipment
1.1 Impairment of Fixed Assets

The statement of financial position reflects property and equipment balance of
Kshs.76,586,960,000. The assets values are carried at cost less accumulated
depreciation and recognised impairment loss. However, during the year under review, the
Management did not carry out an impairment assessment of the Scheme’s fixed assets
to arrive at the book values of those assets as requires in International Accounting
Standards (IAS) 36 - Impairment of fixed assets which requires an entity to assess at the
end of each reporting period whether there is any indication that an asset may be
impaired. If any such indication exists, the entity should estimate the recoverable amount
of the asset.

In the circumstances, the accuracy of property and equipment balance of
Kshs.76,586,960,000 as at 30 June, 2022 could not be confirmed.

1.2 Fully Depreciated Assets in Use

The property and equipment balance of Kshs.76,586,960,000 includes several assets
with an acquisition cost of Kshs.40,673,565 which were fully depreciated as reflected in
the fixed assets register, including staff quarters houses, power station buildings, access
roads, service lines, metres among others. However, no disclosure of the carrying
amount of the assets was made in the financial statements as recommended by
International Accounting Standards (IAS) 16 on property plant and equipment.

In the circumstances, the accuracy of property and equipment balance of
Kshs.76,586,960,000 could not be confirmed.

1.3 Assets Without Ownership Documents

As disclosed in Note 14 to the financial statements, the Scheme’s property and equipment
includes land and two buildings valued at Kshs.4,929,000 as at 30 June, 2022. However,
the land and buildings were owned by Kenya Power and Lighting Company Limited PLC
(KPLC) but there was no lease agreement between the Scheme and KPLC for the
referred parcels of land on which the buildings are located. In addition, the location of the
land and buildings were not identified for purposes of audit review and verification.
Further, the Scheme owns furniture and equipment with a cost of Kshs.489,947,000 and
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book value of Kshs.76,062,000 whose details such as location and condition were not
provided for audit confirmation.

In the circumstances, the accuracy, validity and completeness of property and equipment
value of Kshs.76,586,960,000 could not be confirmed.

2. Long Outstanding Receivables and Customer Balance

The statement of financial position reflects a balance of Kshs.12,340,469,000 in respect
of trade and other receivables as at 30 June, 2022. The balance includes customer
balances amounting to Kshs.2,603,996,144 which had been outstanding for more than
150 days. In addition, the balance includes Kshs.1,067,623,000 and
Kshs.11,272,846,000 in respect of Net Electricity Receivables and Last Mile prepaid
debtors as disclosed in Note 11 to the financial statements. However, the nature of the
receivables and details of the debtors were not provided for audit review.

In addition, the amount receivable in respect of electricity sales amounting to
Kshs.1,067,623 as reflected in Note 11 to the financial statements was due from the
Kenya Power and Lighting Company PLC (KPLC) who bills and collects revenue from
customers on behalf of the Scheme. However, no outstanding balances in respect of the
Scheme was reflected in the books of KPLC for the year under review.

In the circumstances, the accuracy of trade and other receivables balance of
Kshs.12,340,469,000 as at 30 June, 2022 could not be confirmed.

3. Unsupported Movement in Trade and other Payables

The statement of financial position reflects trade and other payables amounting to
Kshs.13,681,875,000 which includes Kshs.255,260,000 in respect of other payables as
disclosed in Note 12 to the financial statements. The other payables balance relates to
labour and transport contracts costs billed by contractors who undertook projects on
behalf of the Scheme in 2017, but had their contracts terminated due to flawed
procurement process leading to court cases. The other payables balance of
Kshs.255,260,000 represents a decrease of Kshs.635,894,000 from the other payables
balance of Kshs.891,154,000 reported as at 30 June, 2021. However, the decrease was
not supported by payment documents and justification for payment or write off.

In the circumstances, the accuracy of other payables balance of Kshs.255,260,000 could
not be confirmed.

4. Failure to Account for Revenue Subsidy

The statement of financial performance reflects revenue of Kshs.10,551,368,000 during
the year which was attributed to customers connected to the Kenya Power and Lighting
Company PLC (KPLC) under the Rural Electrification Scheme (RES). The customers are
billed alongside the KPLC customers.

During the year under review, the National Government through Gazette Notice No.64
dated January, 2022 effected a 15% tariff reduction in electricity billing and disbursed a
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total of Kshs.7,050,000,000 to KPLC to implement the tariff reduction during the year
under review. However, the portion of the subsidy support attributable to the Scheme
customers was not factored in the financial statements for the year.

In the circumstances, the accuracy of revenue of Kshs.10,551,368,000 could not be
confirmed.

5. Unmatched Passthrough Costs to Revenue

The statement of comprehensive income reflects Kshs.2,331,045,000 and
Kshs.430,386,000 in respect of fuel cost charge revenue and foreign cost adjustments
revenue respectively. However, the corresponding costs for the charges to customers,
being pass through costs, amounted to Kshs.1,868,046,000 and nil respectively resulting
in variances of Kshs.462,999,000 and Kshs.430,386,000 respectively. No explanation
was provided for the disparity in the passthrough charges.

In the circumstances, the accuracy of the Schemes revenue and costs could not be
confirmed.

6. Work In Progress

The statement of financial position reflects property and equipment valued at
Kshs.76,586,960,000. As disclosed in Note 14 to the financial statements, the property
and equipment balance includes work in progress amounting to Kshs.36,594,260,000 as
at 30 June, 2022. Review of the work in progress schedule provided for audit revealed
the following anomalies:

i.  The work in progress includes three hundred and ninety (390) projects which were
listed as transferred to fixed assets, capitalized, or closed which could not therefore
have been reflected as work in progress;

ii. The work in progress includes one (1) project with a negative cost value of
Kshs.175,663. The circumstances under which the project accumulated negative
costs could not be ascertained;

iii. A total of one hundred and seventy-six (176) projects with a cost of
Kshs.34,936,444,093 and a budget of Kshs.42,095,827,712 were long outstanding
as they were started in 2019 and earlier years but had not been completed. No
explanation was provided on why the projects had taken long to complete;

iv. As at 30 June, 2022, sixty-two (62) projects had incurred costs amounting to
Kshs.1,796,799,631 which exceeded the total budget of the projects of
Kshs.1,686,969,355 by Kshs.82,320,276 with some of the projects still on-going.
The source of funds used to finance the additional costs and reasons for budget
overruns was not provided; and

v. Three hundred and twenty (320) projects with a cost value of Kshs.1,529,197,866
had no cost movement during the year indicating they had no activity. This implies
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that the projects had stalled. The Management did not assess its assets for
impairment including the work in progress during the year, therefore, the status and
viability of the projects could not be confirmed.

In the circumstances, the accuracy, valuation and existence of work in progress
amounting to Kshs.36,594,260,000 as at 30 June, 2022 could not be confirmed.

7. Inventory

The Statement of financial position reflects inventory valued at Kshs.6,584,000. The
inventory balance remained unchanged from the balance reported in 2020/2021 financial
year. However, the inventories were not supported by a stock take report and details of
items held in stock.

In the circumstances, the accuracy and existence of inventory valued at Kshs.6,584,000
as at 30 June, 2022 could not be confirmed.

8. Accumulated Deficit

The statement of financial position reflects an accumulated deficit amounting to
Kshs.46,253,792,000 which, as disclosed in Note 16 to the financial statements, includes
an amount of Kshs.10,001,789,000 indicated as irrecoverable deficit from the
Government. According to Management, the amount relates to a reimbursement claim by
the Scheme from the National Government which was not honoured. However, no
explanation was provided on the source from which the deficit was financed which is
commensurate to the assets or expenditure already paid.

In the circumstances, continued inclusion of the amount in the financial statements may
misstate the financial position of the Scheme.

9. Unrelated Accounts Payable

The statement of financial position reflects amount due to the Kenya Power and Lighting
Company (KPLC) totalling Kshs.24,247,727,000, as disclosed in Note 17(e) to the
financial statements. The payable amount includes Kshs.248,564,000 due to KPLC
current account - Rural Electrification Authority. According to the Scheme Management,
the Government had instructed KPLC to connect electricity to some schools and invoice
Rural Electrification and Renewable Energy Corporation (REREC), formerly Rural
Electrification Authority for the cost of connection. However, since KPLC did not have an
intercompany balance account with REREC, the amount was captured under the Rural
Electrification Scheme (RES). The liability should not have therefore been charged to the
Scheme.

In the circumstances, the validity of the KPLC current account - Rural Electrification
Authority payable balance of Kshs.248,564,000 could not be confirmed.

The audit was conducted in accordance with International Standards of Supreme Audit
Institutions (ISSAISs). | am independent of the Rural Electrification Scheme 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
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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

Material Uncertainty Relating to Sustainability of Services

Note 2(a) to the financial statements indicates that the Scheme recorded a loss of
Kshs.8,055,768,000 leading to a total accumulated deficit amounting to
Kshs.46,253,792,000 as at 30 June, 2022 as reflected in the statement of changes in net
assets. Further, the current assets of the Scheme as at 30 June, 2022 totalled
Kshs.14,249,519,000 while its current liabilities as at the same date were
Kshs.37,929,602,000. Therefore, the current liabilities exceeded the current assets by
Kshs.23,680,083,000 an indication that the Scheme was technically insolvent and may
not be able to meet its current financial obligations as and when they fall due.

Further, the Scheme reported a negative working capital for the seventh (7!) consecutive
year. As disclosed in the current and past financial statements, the Scheme is funded by
the Government of Kenya which secures financing through budgetary allocations and
other International Development Partners.

The above conditions are indicative of existence of material uncertainty that may cast
significant doubt on the Scheme’s ability to continue as a going concern unless
satisfactory measures are taken to reverse the trend. The continued survival of the
Scheme is therefore, dependent on the creditors goodwill and Government support.

My opinion is not qualified in respect of this matter.

Key Audit Matters

Key audit matters are those matters which, in my professional judgment, were of most
significance in the audit of the financial statements. There were no key audit matters to
report in the year under review.

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 matter 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.
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Basis for Conclusion
Stalled Projects

The statement of financial position reflects property and equipment valued at
Kshs.76,586,960,000. Included in this balance is work-in-progress amounting to
Kshs.36,594,260,000 as at 30 June, 2022. However, physical inspection of projects under
work-in-progress in sampled locations revealed projects costing Kshs.16,080,000 which
had stalled.

Further, several customers visited during the audit had Customer Interface Unit (CIU)
meters which had not been paired and therefore, the customers were not able to buy
electricity tokens. In other instances, the customers were not vending due to lack of wiring
and in some instances due to bypassing of the meters. In addition, after implementation,
there is no evidence of follow up on the status of some of the completed projects by the
Management.

In the circumstances, the Scheme was not realizing the intended objectives and value for
money spent in the stalled projects and connections to customers.

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

1. Lack of Update of the Cost Sharing Formula (Mercados Formula)

Costs incurred by KPLC in managing the entire electrical grid including connection to
Rural Electrification Scheme customers are allocated to the Scheme based on the
Mercados Formula which was adopted by the KPLC Board of Directors on
19 August, 2010. However, changes that have occurred in the operations between 2010
and 2022 had not been factored in the formula. For example, the Mercados Formula does
not explicitly cover the foreign currency adjustments, wheeling charges and finance costs
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of KPLC to the Scheme. In addition, the wheeling charges, which were introduced in 2013,
payable by KPLC to Kenya Electricity Transmission Company Limited (KETRACO) are
also not explicitly covered by the formula. The Management of the Company exercises
judgement in recharging the costs but the basis of recharging is not based on an agreed
upon formula. This judgmental recharge of costs without an agreed basis may lead to
misstatements of the costs allocated to Rural Electrification Scheme as a result of
ineffective internal controls and governance by the Managers.

2. Customers with lllegal Connections

During the audit, there were instances of meter tampering noted which ranged from direct
connection from Last Mile Connectivity Project (LMCP) poles and changing of live and
neutral wires to distort flow of electricity. From the sample selected, eleven (11) instances
of illegal meter connections were noted, an indication that the Scheme loses revenue
through illegal connections by customers which points to lack of effective controls to
detect instances of meter tampering and illegal connections.

The Management did not provide information to indicate actions taken against customers
with illegal connections.

3. Untagged Assets

Physical inspection of assets at various regions revealed transformers which had not
been tagged with unique tag numbers at the point of inspection. In addition, poles
belonging to the Schemes lacked unique identifiers.

In the circumstances, the Schemes assets could not be distinguished from those
belonging to KPLC.

The audit was conducted in accordance with ISSAI 2315 and 2330. The standards require
that | plan and perform the audit to obtain assurance on 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.

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 (IFRS) 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
Scheme’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 terminate the Scheme or to cease operations.
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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 Scheme’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.

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 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 which would be material in relation to the financial statements being audited,
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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 which 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 which may cast significant doubt on
the Project’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 Scheme 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 Scheme 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.
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| 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

14 April, 2023
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