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Kenya is new to the petroleum sector: its first oil project began an “early oil 
pilot scheme” in 2018.  The country aims to lay the groundwork for effective 
cost auditing, but it is not easy.  Kenya lacks petroleum-sector experience, 
proposed changes to the fiscal regime and regulatory institutions leave 
mandates and coordination uncertain, and undisclosed contracts with reported 
fiscal stabilization clauses make it difficult for the public to understand the 
potential revenues projects could generate.  Still, Kenya’s decision to hire 
external experts to assist with the first cost recovery audit is a promising partial 
solution to the challenge of ensuring a rigorous audit and building government 
capacity. In the future, it should start audits sooner, and embrace 
transparency—disclosing contracts, technical assistance reports, and cost 
audits. 

 

 

  



 

 3 

 

 

 

 

 

 

 

 

 

 

 

© Oxfam International November 2018 

This paper was written by Alexandra Readhead, Daniel Mulé, and Anton Op de 
Beke. The authors would like to thank the many people who contributed to this 
report, including those who provided insights in interviews and written 
correspondence. The authors are particularly grateful for the time that 
government representatives in Ghana, Kenya, and Peru accorded to this project 
and for their candor and cooperation. We also thank Ben Boakye, Jack Calder, 
Humberto Campodonico, Thomas Lassourd, Charles McPherson, Rob Veltri, 
and Charles Wanguhu for their excellent inputs. Special thanks are extended to 
Oxfam colleagues Francis Agbere, Miguel Levano, Gilbert Makore, Armando 
Mendoza, and Davis Osoro, for their dedication to ensuring the quality of the 
case study research. We share our appreciation for the contributions of other 
Oxfam staff, including Alejandra Alayza, Alex Ampaabeng, Andrew Bogrand, 
Kathleen Brophy, Nathan Coplin, Nadia Daar, Nick Galasso, Christian Hallum, 
Richard Hato-Kuevor, Joy Kyriacou, Max Lawson, Robert Maganga, Kevin May, 
Abdul Karim Mohammed, Joy Ndubai, Oli Pearce, Marta Pieri, Quentin 
Parrinello, Maria Ramos, Radhika Sarin, Claudia Sanchez, Robert Silverman, 
Kate Stanley, and Ian Thomson. Our deep gratitude is extended to those without 
whom this publication would not be possible, notably Ian Gary, Emily 
Greenspan, and Isabel Munilla for their early appreciation of the importance of 
this topic and for their unwavering support, and James Morrissey and Laurel 
Pegorsch for their tireless assistance and persistent attention to detail. 

For further information on the issues raised in this paper please email 
advocacy@oxfaminternational.org 

This publication is copyright but the text may be used free of charge for the 
purposes of advocacy, campaigning, education, and research, provided that the 
source is acknowledged in full. The copyright holder requests that all such use 
be registered with them for impact assessment purposes. For copying in any 
other circumstances, or for re-use in other publications, or for translation or 
adaptation, permission must be secured and a fee may be charged. E-mail 
policyandpractice@oxfam.org.uk. 

The information in this publication is correct at the time of going to press. 

Published by Oxfam GB for Oxfam International in November 2018.  
Oxfam GB, Oxfam House, John Smith Drive, Cowley, Oxford, OX4 2JY, UK. 
 
Cover photo: Absent a pipeline, oil in Kenya is moved by trucks in a costly 
transport scheme.  



 

4 

OIL AND GAS PROFILE 
Kenya is the newest oil producer out of the three case study countries. It 
was 2012 when the first commercially viable oil discovery was made in 
the Lokichar subbasin by Tullow Oil. To date, more than 86 wells have 
been drilled, most within the Tertiary Rift. Tullow Oil estimates that the 
Lokichar subbasin contains more than 4 billion barrels of crude oil 
reserves and an estimated 750 million barrels of recoverable oil.1 Early 
oil production began in June 2018, and “first oil” is expected in 2021–
2022.2  

AUDIT SNAPSHOT 
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LAWS 
 

Cost-auditing rights 
Two sources of law govern cost-auditing rights in Kenya: 

• Article 30(3) of the Model Petroleum Sharing Contract (PSC)  (2008) 
gives the government (represented by the Ministry of Petroleum and 
Mining) the right to audit the financial information of the contractor 
within two calendar years of the period to which they relate. It is also 
gives the Minister the right to request that the contractor appoint an 
independent auditor of international standing, approved by the 
government, to audit the financial information of the contractor 
annually. The cost of the audit shall be borne by the contractor and be 
cost recoverable. The new Petroleum Bill (2017) and accompanying 
Model Petroleum Agreement increase the time period for cost 
recovery audit to eight years and transfer audit responsibilities to the 
Upstream Petroleum Regulatory Authority (UPRA).3 

• The Ninth Schedule of the Kenya Income Tax Act (1974) gives the 
Kenya Revenue Authority (KRA) the right to assess taxes owed by 
petroleum companies up to seven years after the year income to 
which the assessment relates (some exceptions apply). Generally, 
Part IX of the act gives the KRA the power to inspect goods and 
records, to demand records from taxpayers, to search and seize, etc.  

Eligible costs 
The sources of law that dictate eligible costs are the same as those listed 
above. The Model PSC (2008), to be replaced by the Model PSC (2017), 
sets out the recoverable costs, and the Ninth Schedule of the KRA 
determines the tax-deductible costs, although these have been less 
relevant under the “pay-on-behalf” corporate income tax (CIT) system.  

Until now, costs have been aligned between cost recovery and income 
tax regulations, but the new Model PSC (2017) no longer classifies 
interest expense as cost recoverable (although it remains tax deductible). 
It also introduces a 15 percent uplift on development spending for five 
years following the approval of a development plan (i.e., investors can 
recover 115 percent of costs over the first five years).4 (See the table that 
follows for a summary of important proposed changes to the petroleum 
fiscal regime.) Within production-sharing systems, it is relatively unusual 
for interest expense to be cost recoverable, so this change will bring 
Kenya’s petroleum fiscal regime in line with best practice. With respect to 
the uplift, UPRA will need to monitor development expenditure to ensure 
that the contractor does not overstate costs in light of the tax benefit. 
corporate income tax will also be calculated separately in accordance 
with corporate income tax regulations and paid directly by the company, 
making tax deductions much more relevant. The KRA will also need a 
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more rigorous system for auditing costs. 

Proposed Changes to Kenya’s Petroleum Fiscal Regime  

 

In principle, the proposed Petroleum Bill (2017) and corresponding Model 
PSC (2017) will apply only to new companies. According to the Ministry 
of Petroleum and Mining, the spirit of the bill is to protect existing 
companies from changes to the legal and fiscal framework. But there 
may be transition requirements with which existing companies are 
required to comply—for example, procedural reforms (e.g., the 
establishment of UPRA as the industry regulator). Tullow says it has 
economic stabilization clauses in its PSCs, although this cannot be 
verified as the agreements are not public. 
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Penalties 
There are no special tax penalties for the petroleum sector. There are a 
range of penalties for failure to file returns, register, keep records, and 
submit documentation. For late payment of tax, the penalty is 20 percent 
of the amount. For tax shortfalls resulting from false or misleading 
statements, the penalty is between 20 and 75 percent of the tax shortfall. 
For tax avoidance schemes, the penalty is double the tax avoided.5 

Safeguards for taxpayers 
Part VIII of the Tax Procedures Act (2015) provides that a taxpayer can 
contest assessments issued by the KRA. First, a taxpayer may submit a 
formal objection to a tax decision to the commissioner. If the taxpayer is 
not satisfied with the resulting decision regarding the objection, it may 
appeal the decision to the Tax Appeals Tribunal. Beyond the Tax 
Appeals Tribunal, the taxpayer may file further appeals to the High Court 
of Kenya and the Court of Appeal.  
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COORDINATION 
 

Two government agencies (the Ministry of Petroleum and Mining and the 
KRA) are responsible for cost auditing. The Office of the Auditor General 
(OAG) is responsible for overseeing the audit functions of these two 
agencies.  
 

Petroleum revenue administration in Kenya 

 

The Ministry of Petroleum and Mining is in charge of formulating and 
enforcing policies for the petroleum sector. It oversees upstream, 
midstream, and downstream activities. Under the Model PSC (2008), the 
ministry is responsible for cost-recovery audits. It recently contracted 
external consultants to assist with a cost-recovery audit of Blocks 10BB 
and 13T. It is also responsible for approving companies’ work programs 
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and budgets. According to the proposed Petroleum Bill (2017), these 
functions will transition to the UPRA once it is established, along with the 
responsibility for issuing licenses.6 UPRA will also manage a national 
data center for storage, analysis, interpretation, and management of 
petroleum data on behalf of government. A smooth transition will be 
important.  

The KRA is mandated to collect all petroleum taxes. To date, these have 
been limited to payroll taxes and indirect taxes (e.g., value-added tax). 
Moving forward, they will include CIT, which will make the KRA a much 
bigger player in petroleum revenue administration than under the pay-on-
behalf corporate income tax regime. Initially, the KRA thought its role 
included carrying out cost-recovery audits.7 It was subsequently 
convinced that this was the job of the ministry and proposed coordination 
of audit results instead. According to companies, cost-recovery auditing 
is solely the responsibility of the ministry.8 The KRA raises questions 
related to cost recovery, in particular the level of costs (e.g., drilling 
consultancy rates), which, according to the companies, it does not have 
the expertise to verify.  

The OAG aspires to be directly involved in cost-recovery audits. It 
suggests its constitutional mandate to audit and report on public 
expenditures includes cost recovery. It plans to build its capacity to carry 
out cost-recovery audits, starting with attending upcoming International 
Monetary Fund (IMF) workshops on the oil and gas industry.9 While 
effective oversight of the ministry and KRA’s audit obligations is 
necessary, the OAG should not seek to replicate cost audits; it has 
limited knowledge of the petroleum sector and would be duplicating 
efforts elsewhere.  

The National Oil Company of Kenya (NOCK) was set up in 1981 with a 
mandate to participate in all aspects of the petroleum industry. The 
NOCK is wholly owned by the Government of Kenya through joint 
ownership by the Ministry of Petroleum and Mining and the National 
Treasury. Currently, it focuses on downstream activities. However, 
recognizing the importance of controlling costs, the NOCK previously 
requested that the ministry allow it to conduct a cost-recovery audit of the 
Tullow project.10 The ministry agreed, but in the end the process was 
stalled because it would not grant the NOCK the funds to carry out the 
audit. 
 

CAPACITY 
 

Staff numbers and expertise  
The oil, gas, and mining unit at the KRA has six staff members. With 10 
active PSCs, this is roughly 2 staff people per license, which is on par 
with emerging economies.11 The unit has received training from the IMF, 
World Bank, the Norwegian Agency for Development Cooperation 
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(NORAD), and the Australian government. 12 The focus has been on 
increasing understanding of the oil and gas business, although the KRA 
says it now needs training on specific aspects of petroleum taxation.13 
Moving forward, the emphasis will be on risk assessment. The World 
Bank is supporting a consultant to work with the KRA to develop a risk 
matrix for the petroleum sector. It is also funding the development of a 
database to which oil companies will be able to upload real-time data to 
enable trend analysis.14 

In the interim, as the government develops its cost-auditing expertise, it 
has chosen to co-source external audit expertise. The Ministry of 
Petroleum and Mining has recruited a group of external consultants to 
carry out the first cost-recovery audit of Tullow Oil in relation to Blocks 
10BB and 13T. The ministry chose this approach because it wants to 
build capacity in house rather than outsource to an independent, external 
auditor.15 The terms of reference explicitly require the consultants to build 
government auditing capacity and develop audit processes while 
undertaking the audit. The World Bank is providing a loan of about 
$500,000 to the ministry to cover the cost of the consultants.16 The loan 
is expected to be repaid by the government.  

Risk-based audit strategy 
The oil, gas, and mining unit is part of the Large Taxpayers Office, which 
is in the KRA’s Domestic Tax Unit. The KRA has an annual audit plan 
that requires the oil, gas, and mining unit to conduct two intensive tax 
audits per year (these audits are comprehensive and on site, involve 
collaboration with the international tax unit in some instances, and 
usually last two months).17 It also conducts single-issue audits, 
specifically on payroll taxes, which have been problematic owing to 
different interpretations; and annual desk-based audits.18 The transfer-
pricing issues they have encountered relate mainly to the fees charged 
for technical services.19  

The general risk assessment process is defined in the KRA’s audit 
manual, but the oil, gas, and mining unit plans to develop a specific risk 
matrix for the oil sector with support from the IMF and the World Bank–
funded Kenya Petroleum Technical Assistance Program (KEPTAP) 
program. 
 

INFORMATION 
 

The Tax Procedures Act (2015) requires taxpayers to maintain any 
document required under a tax law so as to enable the KRA to assess 
the taxpayer’s liability. Section 23 of the act specifies that records must 
be kept for five years from the end of the reporting period to which they 
relate. The Model PSC (2008) also requires companies to maintain 
financial accounts in accordance with the accounting procedure set out in 
the PSC. The company must provide the ministry with the accounts, as 
well as a description of accounting classifications.  
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The international tax unit at the KRA also has access to the Bureau Van 
Dijk transfer-pricing database (Orbis), which it shares with the oil, gas, 
and mining unit as required. The latter finds the database useful in 
enforcing tax compliance. 20 For example, the unit wanted to know why 
charges for technical services in the upstream oil and gas industry were 
so high. The international tax unit provided the data to determine whether 
the charges were arm's length or comparable to charges that would take 
place between unrelated parties.21 The issue has yet to be resolved, but 
the companies know that the KRA has access to credible data and as a 
result are becoming more careful to provide detailed descriptions of 
costs, thus setting the tone of the relationship moving forward. 
 

TIMEFRAME 
 

Kenya provides examples of good and bad timing in auditing. The 
Ministry of Petroleum and Mining began its first cost-recovery audit of 
Tullow Oil in 2018.22 The two-year time limit means that only costs from 
2016 and 2017 can be audited, whereas the $1.8 billion Tullow spent 
between 2008 and 2016 cannot be audited, even though the company 
will still be able to recover those costs in subsequent years. This situation 
has impacts on government revenue. However, the ministry nonetheless 
requested to review costs from before 2016, and Tullow agreed,23 though 
the company may still try to reject adjustments for years prior to 2016. 

The KRA has been auditing petroleum costs for much longer despite 
there being no corporate income tax to collect. It has shown considerable 
foresight, especially as it transitions to direct payment of corporate 
income tax under the proposed Petroleum Bill (2017).24 According to a 
senior official, “There are things you do that have a long-term impact. If 
[we] don’t straighten issues out at this stage, the country will run into 
serious headwinds in the future. [We] need to ensure that government’s 
share is correct.”25 The KRA’s timeliness is unusual. It is more common 
to see developing-country tax authorities start to audit costs only when 
corporate income tax begins to flow.  
 

ACCOUNTABILITY  
 

National Oil Company of Kenya 
The NOCK is audited by the OAG on a regular basis. The last audit 
report available on the website is from 2016.26 It is treated as a regular 
taxpayer insofar as paying taxes on the income from its downstream 
activities. As such, it is also liable to a tax audit by the KRA. In the future, 
if the NOCK participates in upstream activities as either an operator or a 
joint venture partner, it is not expected to be treated any differently from a 
private oil company.27 
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Oversight institutions 
The OAG has been active in monitoring the performance of the 
government institutions involved in managing the petroleum sector. 
According to a civil society representative, “The Auditor General is one of 
the few outspoken agencies with respect to public funds.”28 In particular, 
it has raised concerns regarding failure of some PSCs to conform to law, 
the spending of the petroleum training levy, and payment of signature 
bonuses.  

Civil society has expressed reservations about the parliamentary 
committee on energy’s private meetings with the international oil 
companies in relation to the proposed Petroleum Bill.29 There is concern 
that some terms proposed for inclusion in the bill may instead be pushed 
into the Model PSC. This change means that instead of the terms being 
defined by law, international oil companies and government actors would 
have the discretion to negotiate these terms for each new project—an 
arrangement that may favor companies seeking project-specific benefits 
or incentives. Civil society has also expressed concern about the 
parliamentary committee’s ability to play an effective oversight role given 
its limited knowledge of the sector, although the ministry does provide 
back-stopping support.30 

Contract disclosure 
The Kenyan Government has signed at least 44 contracts with oil and 
gas companies.31 Of these contracts, only 10 have been made public.32 
The lack of disclosure of contracts denies a key oversight mechanism. 
While Tullow Oil has expressed support for contract disclosure,33 the 
government refuses to take this step. It has also declined to join the 
Extractive Industry Transparency Initiative. 
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