ARGYLL AND BUTE COUNCIL POLICY AND RESOURCES COMMITTEE

FINANCIAL SERVICES 21 MAY 2026

POTENTIAL IMPACT OF IRAN CONFLICT
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EXECUTIVE SUMMARY

This report presents members with an initial assessment of potential financial and
operational risks that may impact the Council as a result of the ongoing conflict in
Iran and the broader Arabian Gulf region.

The report considers the effects on the Council’s revenue budget and capital
programme, concentrating on the following areas:

e Potential areas of direct financial pressure on the Council, including increased
costs for utilities, fuel, food, construction and borrowing costs;

e Secondary and indirect consequences affecting contracts, supply chains, and
service demand;

e Possible funding gaps in capital projects due to rising unfunded expenses and
subsequently the overall ability to deliver the capital programme;

e The projected magnitude and duration of these impacts; and

e Proposed strategies for mitigation.

Members are advised that the current circumstances in the Gulf region remain
highly dynamic, with considerable uncertainty regarding both the scope and
duration of the conflict. This situation may substantially affect the Council’s
financial position, as well as the availability and supply of goods upon which the
Council depends to provide services and support capital projects.

RECOMMENDATIONS
It is recommended that Policy and Resources Committee:
(a) consider the contents of this report and;
(b) agree that Financial Services will monitor the position on an ongoing

basis, providing further updates during 2026-27 through the routine
financial monitoring reporting.
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INTRODUCTION

Since late February 2026, military operations involving the United States, Israel,
and Iran have caused significant disruption to global oil and gas markets.
Incidents and security threats in the vicinity of the Strait of Hormuz have restricted
exports of oil and liquefied natural gas (LNG) from the Gulf region, leading to
considerable price volatility.

At the time of writing, despite the existence of a ceasefire, the Iranian
Government has closed the Strait of Hormuz to vessels transporting petroleum
products destined for Western countries, including the United Kingdom, Europe,
and the United States. Additionally, the United States Government has instituted a
blockade on shipping attempting to transit from the Strait to the Indian Ocean from
Iranian ports. There is concern that the recent decision by the United States to
enforce the blockade may prompt involvement from other nations, such as China,
whose oil imports from Iran are impacted by this measure, which could escalate
the conflict.

Between late February and March 2026, UK wholesale natural gas prices rose by
approximately 75%, accompanied by substantial increases in petrol and diesel
costs. Heating oil prices, which are not subject to price caps, have exhibited sharp
and unpredictable growth, particularly in rural areas.

The Bank of England has stated that interest rate reductions, which were
previously expected, are now improbable, and additional increases may be
necessary in response to emerging inflationary pressures.

REVENUE - DIRECT FINANCIAL RISKS
Utilities

The primary potential direct financial exposure pertains to electricity and gas
expenditures throughout the Council estate and Live Argyll facilities.

The wholesale energy component of the Council’s electricity and gas supplies has
been fixed through 31 March 2027, with projected reductions of 22.6% for
electricity and 13.5% for gas compared to 2025/26 levels. The total costs also
encompass a non-energy component, which constitutes approximately 60% of
electricity bills and 30% of gas bills; these areas are anticipated to increase in
2026/27.

The primary risk to the Council is expected to arise in early 2027/28 when existing
forward purchasing arrangements conclude. Scottish Procurement has secured
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approximately 35% to 43% of the Council’s energy requirements for 2027/28 and
will continue to monitor and assess future procurement opportunities.

Internal scenario analysis conducted by Property Services forecasts the following
potential increases at contract renewal:

e Best-case scenario: +8% to +12%
e Base-case scenario: +15% to +20%
e Severe scenario: up to +50%, should prolonged disruption occur

For reference, a 10% rise in utility prices (excluding heating oil) would result in an
approximate annual cost increase of £0.813m. Under the base-case scenario, a
15-20% uplift would impose additional annual pressures of £1.220m—-£1.626m,
while the severe scenario could lead to costs surpassing £4.065m per annum.

Although these factors are beyond the Council’s direct influence, leisure facilities,
particularly swimming pools, remain the most energy-intensive assets and pose
the greatest risk for significant overspending. This area may require review upon
the conclusion of current contractual arrangements, depending on future energy
costs.

Vehicle Fuel

The UK and Scottish Governments do not anticipate any disruptions to the supply
of petrol and diesel at this time, as all scheduled deliveries to the UK remain on
course.

Despite stable supply conditions, retail fuel prices have increased significantly in
response to sharp rises in oil prices driven by the ongoing conflict. In March 2026,
petrol prices increased by approximately 20%, while diesel experienced a 40%
surge. As an example of current pricing, as of 14 April 2026, the cost of fuel at
Tesco’s garage in Lochgilphead stood at 161.9p per litre for petrol and 196.9p per
litre for diesel.

Following discussions with the Procurement Team, it has been determined that
the Council is utilising the existing Scottish Procurement framework for liquid
fuels, ensuring price stability until 31 March 2027. However, clarification is needed
regarding whether the fixed price applies to the entire fuel cost, and further
analysis will be undertaken to address this aspect.

The principal consequence of escalating fuel costs is anticipated to impact
employees who use personal vehicles for work-related activities. As fuel prices
exceed the established mileage reimbursement rates, concerns regarding
allowances may arise, potentially resulting in risks to both workforce stability and
service provision. The Council's current reimbursement rate for casual mileage,
which applies to most staff utilising their own vehicles, aligns with the HMRC
allowance for business mileage payments. At present, HMRC has not indicated
any increase in the tax-free allowance for mileage expenses; nevertheless, this
will continue to be monitored closely.
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Heating Oil

Heating oil prices have experienced a substantial increase, as reported by staff
who have observed a 100% rise in the cost of their domestic heating oil deliveries
over the past several weeks.

The Council manages a number oil-heated premises, which include schools,
depots, and other community facilities.

As stated in paragraph 4.2.3, the Council is currently employing the Scottish
Procurement framework for liquid fuels, with prices set until 31 March 2027.
However, it remains uncertain what proportion of the price is fixed, and further
examination will be necessary to clarify this matter.

Food Costs

Data from the Office for National Statistics indicate that food price inflation often
lags behind energy shocks due to delayed adjustments in the supply chain. The
Competition and Markets Authority has determined that energy, fuel, fertiliser, and
feed costs are key factors in food prices.

Based on news reporting from the Gulf, in addition to increasing the price of ail,
the production and supply of fertiliser is also being significantly affected and it is
therefore expected that increases in food costs will manifest in the next few
months with the increase in food costs expected to be more persistent in the
medium term than increases in fuel costs.

In 2022, the invasion of Ukraine by Russia led to a food price increase of
approximately 20%, with prices remaining elevated for an extended period. A
similar rise would result in an additional annual cost pressure of £0.470 million.

Other Areas of Direct Risk

Additional risk factors for members to consider include the possible effects on the
2027/28 pay settlement negotiations should inflation continue to rise, negatively
influencing the cost of living. While the exact level of potential pay increase is yet
to be determined, it is estimated that each 1% uplift would result in an additional
cost of approximately £2.2 million for 2027/28.

In addition, although the potential impact is unknown, there is some anecdotal
evidence suggesting that there is potential for an adverse impact on the cost of
ICT equipment due to a combination of increased manufacturing/supply costs and
supply constraints.

World conflicts can significantly increase the risk of cyber attacks. During periods
of political tension or armed conflict, countries often turn to cyber operations as a
means of gaining strategic advantage, disrupting adversaries, or spreading
disinformation. These cyber attacks may target critical infrastructure, government
systems, businesses, or even civilian networks, leading to widespread disruption
and potential harm. They may also impact the cost of network security software.
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REVENUE - SECONDARY AND INDIRECT IMPACTS
Supply Chain and Contract Cost Pressures

Energy-driven inflation is likely to feed through to supplier costs across
construction, transport, waste, catering and facilities management.

Scotland-wide benchmarking indicates potential construction materials inflation of:

o 2-3% (short conflict);
5—8% (medium duration); and
e 10-15% (severe scenario).

It is anticipated that the Council will receive requests from suppliers pertaining to
price adjustments and fuel surcharges. Although contractual agreements and
governance protocols offer safeguards, certain cost increases may become
unavoidable during contract review or re-tendering periods.

Supply Delays and Logistics Risks

Disruption to global shipping routes is likely to increase freight costs and delivery
times.

Potential impacts for the Council include:

Delays to capital projects;

Increased costs for island-based services;

Risk of disruption to fuel and materials deliveries; and
Increased contract administration and contingency costs.

Increased Service Demand (Cost of Living Impacts)

Expected higher energy and food prices will place additional strain on household
finances, particularly in rural and low-income communities.

Based on previous cost-of-living shocks, the Council should expect lagged
increases in demand for:

Welfare and financial support;

Housing and homelessness services;

Adult social care and mental health services; and
Free school meals and educational support.

These demand pressures typically persist beyond the period of price inflation, as
households recover from depleted savings and increased debt.
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CAPITAL — DIRECT FINANCIAL RISKS
Construction Cost Inflation and Supply Chain Disruption

Rising costs and interest rates are likely to affect the Council’s capital programme,
impacting affordability and delivery. PWLB Rates, based on gilt yields, increase
when yields rise. In late 2025-26, 10-year gilt yields fluctuated sharply from 4.23%
to over 5%, due to the Middle East conflict.

Globally the conflict is exacerbating existing pressures through:

e Higher energy, fuel and transport costs;

e Disruption to global supply chains for materials and specialist components;
and

e Reduced contractor risk appetite, leading to higher tender prices or fewer bids.

The result is an increased risk of:

e Cost overruns at tender or during delivery;
e Requests for contract variation, claims, or re-pricing; and
e Delays that further increase financing and inflation exposure.

Project Commitment Status

The Council’s ability to mitigate these risks varies significantly depending on the
status of individual projects. Projects with a contract awarded, or where there is a
clear legal commitment, offer limited scope for pause or redesign without
reputational, financial or legal consequences. Reputational risk may also apply to
high profile projects that have attracted public interest.

Depending on the contract terms, the Council may still be exposed to cost
escalation risk with limited mitigation levers. The Council’'s Head of Legal and
Regulatory Support issued internal advice to officers following recent requests
from some suppliers referencing supply-chain pressures and the wider impact of
the current situation in the Middle East. It was noted that ‘it is unlikely that
standard contracts will contain provisions entitling contractors to a surcharge or
price increase in these circumstances’.

Grant Funded Projects

The current conflict has implications for grant-funded projects, and the Council will
need to engage with funders to understand what is expected, or possible, to
mitigate the risks:

¢ Grant funding may not increase to meet the increase in costs, with the Council
having to meet the financial burden of any existing commitments.

e Supply chain delays may lead to challenges in meeting the project schedule
laid out in the grant terms and conditions and lead to funding implications if
spend is not incurred within schedule.
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e Where projects are partly funded by grant, or wholly funded by more than one
grant funder, coordinating efforts to mitigate the impact of cost escalations and
project delays will be more challenging.

Cost of Borrowing and Treasury Management Implications

Local authorities borrow to fund their capital programme to the extent that the
programme is not being funded by capital grants or revenue resources. Borrowing
can be delayed due to the availability of working capital, and the extent to which it
can be delayed varies, but the use of internal borrowing remains a temporary
position and the Council will need to borrow during 2026-27.

Internal borrowing is a way of utilising available cash balances to avoid holding
excessive investment balances, which typically generate a lower return than the
rate paid for borrowing, but it also means that day to day cashflow projections
may indicate a need to borrow for cashflow purposes.

The Council maintains a significantly under borrowed position and holds
substantial cash balances due to borrowing taken in the final quarter of 2025-26
prior to the start of the conflict, coupled with delays in spend within the capital
programme. The Treasury team are monitoring cashflow on a daily basis and
projections are that the Council will not require to take borrowing in the first
quarter of the 2026-27 financial year, which affords the Council some time to see
how conflict resolution progresses. However, underlying this period of uncertainty
is the assuredness that global and national economies will not come out of this
unscathed.

Prior to the conflict, the more favourable borrowing terms were available only in
the short term, but the gradual reduction in rates gave hope that the Council could
borrow over a longer-term, albeit still a relatively short-term such as 5 — 10 years,
with little impact on the weighted average borrowing rate of 4.48%.

The 2026-27 Treasury Strategy, as adjusted for the 2026-27 budget decisions,
planned for borrowing of £97.910m, with £48.775m of that relating to the capital
programme, and the remainder replacing internal borrowing and maturities.

The annual debt charges budget estimated a pooled interest rate of 4.50% on
borrowing. Unless rates reduce to pre-conflict levels, each portion of borrowing
taken during 2026-27 will increase the average interest rate and the annual
interest costs. Additional borrowing of £98m, at a rate of 5.50%, would push the
Council’'s weighted average borrowing rate close to 5% and result in increased
interest costs of ~£1m per annum. While it may be possible to delay elements of
this planned borrowing, particularly if there are deliberate delays in progressing
the delivery of the capital programme, it will not be possible to delay all borrowing.
In addition, slippage from 2025-26 will increase the need to borrow during 2026-
27 unless the delay in those programmes results in a rephasing of the whole
project spend across future years rather than simply increase demand in 2025-26.
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Statutory Repayment of Debt

An increase in capital costs funded by borrowing will lead to an increase in the
statutory repayment of debt which is charged annually to revenue. Each £1m
increase in capital costs equates to £64,000 of additional charges to revenue.

Current Capital Programme

As at 31 December 2025, the Council’s capital programme was reporting a
forecast spend of £66.714m. The Year End position is not finalised, in particular
with regards to Roads Measures and other internal charges, and costs currently
total £51.308m. This indicates that substantial slippage is likely to be requested
and may increase the requirement to borrow during 2026-27.

The 2026-27 capital programme, post budget approval, totals £76.176m with
borrowing of £48.775m. The balance of £27.401m is funded by other streams,
including the General Capital Grant and these funding streams may not increase
to meet the overall increase in costs, so any additional costs for these projects
may also lead to increased borrowing costs.

A more detailed assessment of the capital programme’s exposure to increased
costs will require a review, with participation from Procurement and budget
holders, to establish the level of contractual commitment held, along with the
current status of non-committed projects and the estimated impact of cost
increases for these projects.

In respect of the Roads Reconstruction programme, a list of schemes was agreed
at the Environment, Development and Infrastructure (EDI) Committee in March,
with an unallocated amount of £900k due to be allocated to further schemes and
brought back to EDI in June. Due to rising material costs, it is expected that the
proposal at EDI in June will be that the unallocated £900k be set aside and used
to fund the current schemes in the programme. It is hoped that this amount is
sufficient to cover rising material inflation for all the roads reconstruction projects,
however, there remains a risk that should material inflation increase significantly,
this would not be sufficient. The other substantial area within the capital
programme is property and this will require a detailed review to consider
prioritisation of works required.

RISK ASSESSMENT - TIMING AND DURATION

The table below provides a high-level summary of the estimated risk level,
expected onset and estimated impact duration across the above impact areas. At
this stage it is not possible to put values against each risk area.



Cost Area Risk Level Expected Onset Estimated Duration
of Impact
Electricity & Gas Medium 12 months (contract | 12—18+ months
renewal lag)
Vehicle Fuel Medium 12 months (contract | 12—18+ months
renewal lag)
Heating QOil Medium 12 months (contract | 12—-18+ months
renewal lag)
Food Costs Medium—High | 3-9 months 12—-24 months
Construction & Medium 3—12 months 6—18 months
Supplies
Logistics & Freight Medium Immediate 6—12 months
Service Demand Medium—High | 3—9 months 12—-24 months
Borrowing Costs Medium Immediate 12-18+ months
8. MITIGATION AND RECOMMENDED ACTIONS
8.1 To address the anticipated effects of the Iran conflict on the Council, the following

mitigation measures have been outlined for consideration:

Procurement and Energy Management

e Enforce a consistent, evidence-based approach to supplier requests for
price increases.

¢ Actively engage with Scotland Excel and other councils on energy
procurement timing.

¢ Accelerate demand-reduction measures (energy efficiency, asset
optimisation).

¢ Perioritise capital projects that reduce long-term energy exposure (e.g.
oil-to-electric upgrades).

Financial Planning and Contingency

e Update Non-Pay Inflation assumptions for 2027/28 to reflect energy and
fuel risk.

e Stress-test reserves and contingencies against base and severe
scenarios.

¢ Implement enhanced monitoring of fuel, utilities and supplier price
movements.

Demand Management and Community Support

e Prepare for increased uptake of welfare and crisis support, particularly for
rural households.

e Strengthen early-warning indicators across housing, education and social
care.

e Ensure clear communication and signposting to available support for
residents and staff.
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Capital Projects

For projects at pre-procurement or outline business case stage, consider

opportunities to:

e Delay or re-phase delivery;

e Re-scope projects to reduce capital cost;

¢ Reassess affordability assumptions; and

e Defer investment until market conditions stabilise.

These projects represent the main lever available to manage overall programme

risk.

CONCLUSIONS

The Iran conflict represents a material and multi-year risk to the Council’s financial
position, with the greatest exposure arising from utilities, fuel, food, construction
and borrowing costs, and secondary impacts on service demand.

While the duration of the conflict is uncertain, early and coordinated action can
mitigate the most severe impacts and improve the Council’s resilience.

Members are asked to note the potential financial, service demand and capital
project delivery risks and the range of potential mitigation actions which have
been identified to date.

The financial position will be monitored on an ongoing basis and reflected within
the routine financial monitoring presented to Policy and Resources Committee.

IMPLICATIONS
Policy:

Financial:

Legal:
HR:

Customer Service:

Risk:

Climate Change:
Fairer Scotland
Duty:

Equalities
Protected
Characteristics:
Consumer Duty:

None known.

Continuously track developments relating to the conflict and
reflect the financial impact within the routine financial
monitoring reporting.

None known.

The escalating cost of living may influence discussions
regarding pay negotiations for the 2027/28 settlement.
Rising living expenses are expected to result in greater
demand for assistance from the Council, central
government, and the broader public sector.

The ongoing Iran conflict poses significant financial and
service delivery risks to both the Council and communities
throughout Argyll and Bute.

None known.

None known.

None known.

None known.



10.11 Island Increasing prices and transportation expenses are expected

Communities: to disproportionately affect island communities.
10.12  Children’s Rights Rising living costs are anticipated to negatively affect
and Wellbeing: children's well-being and are expected to increase both

eligibility and demand for support services, such as free
school meals.

Kirsty Flanagan
Executive Director / Section 95 Officer
Policy Lead for Finance and Commercial Services — Councillor Ross Moreland

15 April 2026

For further information contact: Anne Blue, Head of Financial Services
anne.blue@argyll-bute.gov.uk



