REPORT OF THE AUDITOR-GENERAL ON WATER SECTOR TRUST FUND FOR THE
YEAR ENDED 30 JUNE, 2023

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
Opinion

The accompanying financial statements of Water Sector Trust Fund set out on
pages 50 to 89, which comprise of the statement of financial position as at 30 June, 2023,
and the statement of financial performance, statement of changes in net assets,
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, have been audited on my behalf by Deloitte and Touché LLP,
auditors appointed under Section 23 of the Public Audit Act, 2015. The auditors have duly
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reported to me the results of their audit and on the basis of their report, | am satisfied that
all the information and explanations which, to the best of my knowledge and belief, were
necessary for the purpose of the audit were obtained.

In my opinion, the financial statements present fairly, in all material respects, the financial
position of Water Sector Trust Fund as at 30 June, 2023, and of its financial performance
and its cash flows for the year then ended, in accordance with International Public Sector
Accounting Standards Accrual Basis and complies with Public Finance Management
Act, 2012 and The Water Act, 2016.

Basis for Opinion

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

Emphasis of Matter
Budgetary Control and Performance

The statement of comparison of budget and actual amounts reflects final receipts budget
and actual on comparable basis of Kshs.2,584,000,000 and Kshs.1,761,117,516
respectively resulting to an underfunding of Kshs.822,882,484 or 32% of the budget.
Similarly, the Fund spent Kshs.1,901,559,692 against an approved budget of
Kshs.2,584,000,000, resulting to an under-expenditure of Kshs.682,440,308 or 26% of
the budget.

The underfunding and under-performance affected the planned activities of the Fund and
may have impacted negatively on service delivery to the public

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
Unresolved Prior Years Matters

In the audit report of the previous year, several issues were raised under the Report on
Lawfulness and Effectiveness in Use of Public Resources and Report on Effectiveness
of Internal Controls, Risk Management and Governance. However, the Management has
not resolved the issues or given any explanation for the failure to adhere to the provisions
of the Public Sector Accounting Standards Board and The National Treasury Circular.

REPORT ON LAWFULNESS AND EFFECTIVENESS IN USE OF PUBLIC
RESOURCES
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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. Failure to Remit Withholding Tax on Interest Income

The statement of financial position reflects trade and other payables balance of
Kshs.171,542,037 as disclosed under Note 22 to the financial statements which includes
withholding tax payables totalling to Kshs.193,523 relating to withholding taxes on interest
income earned from project accounts that was not remitted to KRA. Failure to remit
withholding taxes on interest income deducted by the payee at 15% and remit to KRA by
20th of the following months contravenes the Income Tax Act and could result in penalties
and interest being levied by KRA.

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

2. Abandoned Project

As previously reported, the Fund entered into a financing support and implementation
agreement with Athi Water Works Development Agency (AWWDA) for Gatundu priority
project on 28 April, 2020. The Agency contracted a drilling company for Lot 3 and 4 of
works relating to ground water exploitation project, drilling and equipping of Gatundu
boreholes for Kshs.54,632,385 and Kshs.61,238,383 respectively. The drilling company
was paid an initial sum of Kshs.7,388,808. However, the company did not complete the
works. Following abandonment of the construction works in March, 2021 without prior
consultation or approval by the Project Manager, the Agency held meetings with the
contractor for resumption of works without success and subsequently, the Agency issued
a notification to terminate the contract on 30 November, 2021. However, no evidence was
provided to confirm whether the project has been completed.

In the circumstances, the abandoned project affected the planned objectives of the Fund
and may have impacted negatively on service delivery to the public. Further, value for
money paid has not been realised.

3. Anomalies in Projects Implementation

The statement of financial performance Includes project expenses of Kshs.1,385,104,642
as disclosed under Note 12 to the financial statements out of which Kshs.20,021,454
relates to costs arising from project expenditure incurred by implementing partners
comprising of CLSG Kshs.16,635,514, EU CPIRA Kshs.1,188,511 and KFW/BMGF
Kshs.2,197,429. The costs had anomalies in the procurement procedures such as the
identification of contractors, payment of VAT from donor funds and non-compliance with
development partners’ guidelines among other factors.
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In the circumstances, the regularity and value for money on the project expenses of
Kshs.20,021,454 could not be confirmed.

4. Irregular Project Expenditure

The statement of receipts and payments reflects project expenses of Kshs.1,385,104,642
as disclosed in Note 12 to the financial statements. Included in this amount is
Kshs.389,799,858 expensed under Conditional Liquidity Support Grant funded by World
Bank out of which Kshs.30,400,000 was incurred by Kakamega Water and Sanitation
Company (KACWASCO) for the supply, installation, configuration, customization,
migration, testing, training, commissioning, and maintenance of an Enterprise Resource
Planning System.

Further, KACWASCO also incurred costs amounting to Kshs.12,954,400 charged under
the fixed grant for construction of two (2) storm water drainage and rehabilitation of filter
at Tindiyo water treatment plant. These costs were incurred before the approval for the
fixed grant through an addendum approved on 12 January, 2022 by the Fund and before
signing of the conditional liquidity support grant project (CLSG) grant agreement on
15 December, 2021. Costs under the fixed grant are to be incurred after signing of the
grant agreement. In addition, there was no evidence that Water Services Regulatory
Board (WASREB) approved the amendment of the grant agreement and the re-allocation
of the funds from variable to fixed grants.

In the circumstances, the regularity of these expenditures could not be confirmed.
5. Ineligible Project Expenditure

The statement of financial performance reflects project expenses amount of
Kshs.1,385,104,642 as disclosed in Note 12 to the financial statements. Included in the
amount is expenditure amounting to Kshs.14,185,538 incurred under the CLSG grant for
the supply, installation, configuration, customization, migration, testing, training,
commissioning, and maintenance of an Enterprise Resource Planning System. This was
based on an addendum approved by WSTF on 10 March, 2021. The ERP system was to
be used to manage the water service providers (WSPs) operational systems including
procurement, inventory management, billing, and human resource management.

However, there was no evidence that WASREB approved the amendment of the grant
agreement and the re-allocation of the funds from variable to fixed grants.

In the circumstances, the regularity of expenditure amounting to Kshs.14,185,538 could
not be confirmed.

6. Non-Compliance with Laws and Regulations

The statement of financial performance reflects project expenses amount of
Kshs.1,385,104,642 as disclosed in Note 12 to the financial statements. During the year
under review, Kapenguria Water and Sewerage Services Company Limited engaged the
services of several contractors to implement the following interventions in Kapenguria and
Makutano at a cost of Kshs.42,836,800 or USD 399,910. However, the amounts were
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above the USD 100,000 threshold as provided for in the CSLG operations manual as
detailed below:

Amount | Amount
Intervention (Kshs.) USD
Supply and Installation of eight (8) Centrifugal and one (1) 20,315,000 | 189,654
Submersible Pumps at the Kapenguria and Makutano.
14500m Pipeline extension and repairs Makutano and 22,521,800 | 210,256
Kapenguria Water Supplies

Further, there was no evidence that Kapenguria Water and Sanitation Company had
registered and obtained a WASREB license as at 30 June, 2023.

In addition, there were budgets reallocations approved by the Fund on
30 November, 2021 between interventions within the fixed grant amounting to
Kshs.4,800,000 as detailed below:

Original Original
Budget Budget | Reallocated | Reallocated

Amount Amount Amount Amount
Intervention (Kshs.) (USD) (Kshs.) (USD)
Construction of 2 No. Water 800,000 7,169 - -
kiosks at Makutano
Comprehensive Water Billing 4,000,000 35,847 - -
software at Kapenguria Water
Supply offices
Sunflower — Mathare Pipeline - - 1,775,700 15,913
Karas Water Supply - - 2,643,086 23,686
Ortum Water Supply - - 381,214 3,417
Total 4,800,000 43,016 4,800,000 43,016

However, there was no evidence that WASREB approved the amendment of the grant
agreement and the reallocation of the funds from variable to fixed grants. This is contrary
to Section 85(2) of the Water Act of 2016, which states that a WASREB license is a
mandatory prerequisite to enable one to provide water services.

In the circumstances, Management was in breach of the law.
7. Lack of Evidence of Competitive Procurement

The statement of financial performance reflects project expenses amount of
Kshs.1,385,104,642 as disclosed in Note 12 to the financial statements. Review of
procurement documents revealed that Coast Water Development Works Agency
(CWWODA) floated a tender for purchase and delivery of various fittings and servicing of
transformers at Baricho Water Treatment Plant for Kshs.15,575,000 and
Kshs.25,800,000 all totaling to Kshs.36,675,000. However, no evidence of competitive
procurement was provided for audit. The lack of competitive procurement is contrary to
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the preconditions for funds use; Section C of the CLSG grant agreement signed between
the Water Service Provider and WSTF and the Public Procurement and Asset Disposal
Act, 2015.

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 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 a Cost Allocation Policy for Overhead Costs

The statement of financial performance reflects project expenses of Kshs.1,385,104,642
as disclosed in Note 12 to the financial statements. Included in this amount is
Kshs.2,131,416 charged as fuel and rent costs to project expense. For fuel, the payment
was made to replenish a fuel card but there was no evidence that the expenditure was
directly related to the project against which it was charged. For the rent expense, the
Fund charged this to the EU project to the extent of the budget and there was no clear
and consistent basis as to why the Fund allocated this amount to the various projects.
This is against the financing agreement, which states that, the overhead costs should be
apportioned to the running projects in a verifiable and consistent manner to ensure
accurate reporting to donors.

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

2. Lack of Documented Project Close Out Procedures

The financing agreement between the Fund and International Fund for Agriculture
Development (IFAD) for the implementation of Upper Tana Natural Resources
Management Project (UTaNRMP) ended on 30 June, 2023. There was no evidence
provided that the Fund has documented guidelines on close out procedures to be followed
when closing a grant. There were instances where disbursements were made to
partners in the last quarter of 2023. There were also instances where WRUA's received
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funds in November, 2022 while their agreements with the Fund were ending on
31 December 2022. As a result, there was inadequate time for project implementation,
monitoring and identification of any construction defects. The late disbursement of funds
resulted in WRUA'’s failing to observe the financing contract conditions such as seeking
a no objection prior to use of funds and ineligible expenditure arising from poor
workmanship as follows: -

i. Middle Kathita Water Resource Users Association (WRUA) funds of Kshs.3,438,250
were disbursed on 23 March, 2023 and the agreement end date was 19 May, 2023
thus, the WRUA did not obtain an no objection on procurement from the Fund prior
to engaging the contractor.

ii. Lower Thingithu WRUA funds amounting to Kshs.1,536,000 were disbursed on
01 November, 2022 while the agreement end date was 30 June, 2023 ,The WRUA
incurred Kshs.2,063,790 for the construction of a sand dam along Ndii River. Field
inspection conducted on 18 October, 2023 revealed that, the sand dam was no
longer operational, as the water seeped through the bottom due to poor
workmanship. The defects were not identified in good time due to the project
timelines with the grant ending on 30 June, 2023. As a result, the project did not
serve the purpose of holding back water for the community’s use during the dry
season.

In the circumstances, the objective for the funds and value for money may not have been
achieved.

3. Information, Communication and Technology (ICT) Governance
3.1 ICT Policy Deficiencies

As previously reported, review of the IT Policy in place revealed that the Fund does not
have clearly defined controls, processes and procedures with regards to network
administration, backup management and user creation in the application systems.
Inadequate user access creation guidelines may result to inconsistent processes of user
access creation across the various systems within the organization. Lack of policy
guidelines on network administration and backup management may lead to inadequate
backup and network procedures being implemented in the IT systems.

In the circumstances, the adequacy of ICT backup and controls in the network procedures
implemented in the IT systems, could not be confirmed.

3.2 Password Deficiencies in the Aren Register Application

As previously reported, the Aren Register application does not have a password
configuration in place that would allow the administrators of the system to implement
password policy as per industry standards or the organization’s IT policy. Failure to
implement a password policy may allow attackers to gain unauthorized access to the
system therefore exposing the Fund to possible loss or manipulation of its data.

Report of the Auditor-General on Water Sector Trust Fund for the year ended 30 June, 2023
7



In the circumstances, the controls in place to prevent unauthorized access to the system
could not be confirmed.

4. Long Outstanding Receivables

The statement of financial position reflects receivables from non-exchange transactions
balance of Kshs.364,003,433 as disclosed under Note 16 to the financial statements
which includes Kshs.172,054,967 that has been long outstanding with no movement
during the year under review. Though these advances were assessed as doubtful and
provided for in the financial statements, adequate control measures and safeguards to
the signed agreements to repay the debts were not provided for audit.

In the circumstances, adequate control measures and recoverability of the receivables
from non-exchange transactions balance of Kshs.172,054,967 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.

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 (Accrual
Basis) 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
Fund’s ability to continue to sustain its services, disclosing, as applicable matters related
to the sustainability of services and using the applicable basis of accounting unless
Management is aware of the intention to terminate the Fund or to cease operations.

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

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

Those charged with governance are responsible for overseeing the Fund’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
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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 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 control 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 control that
might be material weaknesses under the ISSAIs. A material weakness is a condition in
which the design or operation of one or more of the internal control components does not
reduce to a relatively low level the risk that misstatements caused by error or fraud in
amounts 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 ISSAIls, | exercise professional
judgement and maintain professional skepticism throughout the audit. | also:

¢ Identify and assess the risks of material misstatement of the financial statements,
whether due to fraud or error, design and perform audit procedures responsive to
those risks, and obtain audit evidence that is sufficient and appropriate to provide a
basis for my opinion. The risk of not detecting a material misstatement resulting from
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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 applicable 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 Fund’s
ability to continue to sustain its services. 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 Fund to cease
to continue to sustain its services.

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 Fund to express an opinion on the financial statements.

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 controls that are identified during the audit.

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

FCPA Nancy Gathungu, CBS
AUDITOR-GENERAL

Nairobi

07 March, 2024
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