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PURPOSE OF REPORT

To provide an overview of current market conditions and supply chain volatility
and the risks and impacts to the Council financially and in terms of our
procurement workplans. This includes details on approaches to mitigating
these risks and implications for the approved capital programmes, capital and
revenue COSts.

This report focuses exclusively on the direct institutional impact. The global
external factors are impacting on the City’'s citizens and businesses and due
regard will be given to how the council can mitigate that impact via a report to
June Council on the use of the Energy Fund as well as within areport to August
Council.

RECOMMENDATION(S)
That the Committee: -

Note the global external factors that are having a negative impact on capital
and revenue costs, including the delivery of Capital programmes / projects in
terms of their budget and delivery timelines;

In light of these external cost and time pressures to instruct the Chief Officer -
Capital to review the approved General Fund and Housing Capital
programmes/projects in terms of timeline delivery and financial viability and to
consider the impact on service delivery as a result of revised delivery timelines.

The review will be informed by the following criteria;

Investment, why are we doing it / meeting outcomes
Economic, value for money

Commercial, procurement / delivery mechanism
Environmental, inclusive of Net Zero
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In addition, cognisance will be taken of where each project currently sits within
its full life cycle; i.e. isit at feasibility stage, design development or construction
and whether there are any interdependencies;

To instruct the Chief Officer - Capital to report the outcome of the review,
following completion of recommendation 2.2, to the Council meeting on 24
August 2022, within the report being prepared by the Chief Executive on the
Policy Statement “Working in Partnership for Aberdeen” and its impact on the
Council's Commissioning Intentions, Service Standards and Budgets for
2022/23;

In advance of report detailing the outcome of the review in recommendation
2.3, approve that the Director of Resources may reprofile capital projects in
consultation with the Chief Officer — Capital and Chief Officer — Finance and the
Convener and Vice Convener of City Growth and Resources where supply
chain volatility may lead to additional cost or revised timelines;

Note that the Council will request an opinion from our external auditors on the
impact of this from a value for money perspective;

Note the mitigation actions to be adopted as detailed in paragraph 3.19 to 3.27;

Note that the Chief Officer — Finance instructed a London Stock Exchange
(LSE) announcement in respect of this report, drawing attention to the potential
it has to impact upon the financial resources of the Council,

Note that the Chief Officer — Finance will include an estimate of the financial
implications of supply chain volatility in the Quarter 1 financial performance
report that will be reported to this Committee on 4 August 2022;

Instruct the Director of Resources to identify, implement or recommend
appropriate actions in addition to those already identified in this report, to
mitigate the impact of the issues described in this report to ensure a balance
budget is maintained for 2022/23.

Instruct the Director of Resources to include the issue of ongoing uncertainty
re inflation within bid documentation and request an initial meeting for any
successful bids to discuss how the ongoing inflation risk will be jointly
managed between government and the council.

Note that the Roads Maintenance programme has been reviewed in

accordance with the cost pressures and is presented to the committee in
another report on this agenda (OPE/22/098)

CURRENT SITUATION

Background

A combination of factors including ongoing market impacts from Covid & Brexit,
current inflation rates and the invasion of Ukraine affecting access to supply
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markets in Russia, Ukraine and surrounding area, have led to a cycle of market
and price volatility and shortages across many commodities which is having a
negative impact on delivery of capital projects, budgets (General Fund and
HRA), on revenue expenditure in the delivery of services and procurement
processes carried out for affected commodities.

The thirty-year high inflation across many parts of the world is presenting a
significant challenge for organisations. As at March 2022 the rate of inflation
was at 7%, the monetary policy report published by the Bank of England in May
2022 estimates that inflation may rise to 10% within the current year and the
economy will slow as a result. The below diagram from the report shows that
inflation is anticipated to fall next year and be within the 2% target level in two
years’ time.

Annual inflation rate (% change)

The Bank of England, in response, has increased the base interest rates for
bank lending three times since January in order to control inflation. The rate is
now 1% (up from 0.25% in January). It is not yet certain if this will address the
inflation pressure in the timescale predicted given the complex set of market
conditions.

The global market is continually evolving in these uncertain times, and it is
difficult to predict how long markets will continue to experience this level of
volatility i.e., the full impact of the situation in the Ukraine is extremely difficult
to anticipate and it remains to be seen whether this will extend past 2022.
However, ifiinflation decreases as anticipated in 2023 then this would indicate
more stable markets. We are reliant on a review of a range of market
information, financial data and statistics to inform pre-procurement activity to
allow for scenario planning and assessment of risk in terms of each potential
scenario. Whilst markets continue working to recover from the impacts of these
factors, we need to ensure that risks are recognised, documented and
procurement activity is managed to try and mitigate the risk to the organisation.
As the current global market situation demonstrates we also need to be aware
of geopolitical risk and factor those into scenario planning and assessment of
risk related to procurement.

Geopolitical supply chain risk covers a range of events driven by conflicts,
political issues and actions across the world, monitoring and assessment of
geopolitical risk is difficult but can be built into supply chain management
practices. Geopolitical risks vary widely and for obvious reasons, wars and
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revolutions get the most attention however, political issues and actions can also
negatively impact supply chains and markets. To ensure continuity of our
supply chain we will need to build up supply chain management practices to
include monitoring of any geopolitical situations that may arise and assess how
these could impact our supply chain and develop supply chain continuity plans,
to further develop resilience and increase the ability to withstand unpredictable
threat or change.

External Factors affecting Supply Chain

Within and across the Council we have experienced and are continuing to
experience a wide range of factors that are affecting programme delivery and
cost. These include;

o Statutory Interventions: In the early stages of the Covid-19 pandemic
government instructed that construction projects should be stopped, with
new work practices introduced (safe distancing) when work resumed. To
comply with this guidance, the Council generally offered extensions of
time to any contracts on site at this time.

o Statutory and Ongoing Working Practices: Once the initial shut down
period had passed, the Government introduced self-isolation of
contractors and their sub-contractors’ staff (due to Cowvid). An example
of this is where a member of a construction squad, such as a bricklayer,
tested Covid-19 positive, this led to the whole squad having to self-isolate
to reduce the risk of spreading the disease. Although works had
recommenced at this stage, compliance with the new working practices
generally resulted in contracts progressing at a slower pace than before
the pandemic.

o Labour Market Changes: Skilled labour shortages across all sectors.
Aberdeen to an extent has been a victim of its own success whereby a
significant share of construction work is borne by contractors and sub-
contractors who are out with the local area. In other words, it costs them
more to work here. The local contractors, due to the size of their
organisations and their experience, are limited to the size and type of
contract that they are able to deliver.

. Transport and Logistics: Increased delivery timelines on global delivery
times due to the Covid impact on shipping and dock workforces, and the
knock-on effect of a large container ship getting stuck in the Suez Canal.

o Raw Materials: Steep increases inthe price of raw materials.

o Commodities: Steep increases in the price of typical construction
materials such as timber, concrete and steel, and their by-products.

o Energy and Utilities: Increased energy costs to manufacture and
transport products.
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o Government Fiscal Policy: Changes from 1 April 2022 when rebated fuel
commonly referred to as “red diesel” can no longer be used. This equates
to an increase of circa five times as much duty as before.

What this means in practice is that officers have seen price increases across
the sector inrates for plant, labour and materials which is unlikely to slow down
in the short term.

In the last 6 months Building Cost Information Service (BCIS) has started to
recognise the impact of Covid and Brexit where a sharp rise in construction
tender inflation can be seen, the indices from Q4 2021 to Q1 2022 were
illustrating a price increase of 1.7%, but this tender price increase forecast does
not factor in the conflict in Ukraine and recent fuel price rises so the true
increase is likely to be much higher.

ECIS
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Examples of Commodity Impacts
Energy

A significant share of global energy commodities are sourced from Russia,
production in Russia accounts for more than 10% and 15% of global crude and
natural gas production respectively. The repercussions of the Russian-Ukraine
conflict include restricted global supply through sanctions which has led to a
surge in the wholesale market price of oil and energy commodities, which in
turn, has led to a steep increase across the Electricity Supply and Gas Supply
industries. The increased energy pricing also has a significant impact on other
commodity areas, where they require large energy inputs to produce /
manufacture e.g. metals.
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In terms of the national energy contracts (Scottish Procurement under Crown
Commercial Services Framework) that the Council are signed up to there is a
robust process in place for managing risk of price increase to the customers
with a Risk Management Committee overseeing the performance of the
purchasing strategy but given market conditions there will be a significantly
increased price over this financial year and price changes have been
identified inthe April invoices now being paid by the Council The trading
strategy overseen by the Risk Management Committee has provided a good
level of protection from the unprecedentedly extreme and volatile market
conditions. Comparatively, securing a fixed price for gas is becoming more
difficult and a customer looking to secure Gas from April 2022 for 12 months
would be quoted circa 11p/kWh which is well in excess of the current agreed
framework rate of 5.2618p/kWh and Electricity would be quoted circa
33.9p/kWh which again is well in excess of the current framework rate of
8.043 p/kWh.

Food

Russia and Ukraine together account for a substantial chunk of global
production for a number of agricultural commodities. The invasion has reduced
the global supply of foodstuffs and, considering the length of agricultural cycles,
current disruptions could affect food commodity prices well beyond the short
term, as well as the availability of particular products. Suppliers have seen
significant increases across a number of product lines in response to
commodity price rises. The Scottish Government consultation on the Local
Food Strategy for Scotland closed in December 2021 and we await the results,
current market conditions and the impact that global issues have on current
supply chain further highlight the need to connect Scottish producers with
buyers. For the local food strategy to be effective it will need to ensure
development of short and circular supply chains. Short supply chains would
connect Scottish food producers with public or private buyers inlocal or regional
markets, but ultimately requires significant investment in the establishment of
suitable distribution networks and processing facilities for Scottish produce, so
that Scottish food producers could meet the needs of customers. Increased
costs overall of 7-9% are expected to be built into the forecasts for expenditure
in 2022/23, when the Quarter 1 report is presented to the Committee in August.

Bitumen

Increased oil prices and the invasion of the Ukraine have led to turmoil in the
supply base throughout March and April for bitumen that also had an impact on
coated roadstone product from quarries. As the Council procure these
commodities through Scotland Excel frameworks, we have remained in close
contact with them throughout the period of uncertainty, and they along with
ourselves have been working with key suppliers to ensure that supply was not
disrupted throughout this period. This has meant that the Roads team have
been able to secure supply throughout the period of uncertainty through our
existing supply chain, itis currently anticipated that a further increase is likely
to be requested by suppliers in July 2022. The Roads Maintenance programme



3.13

3.14

3.15

3.16

3.17

has been reviewed in accordance with the cost pressures and is presented to
the committee in another report on this agenda (OPE/22/098). The Service
continues to monitor costs of goods and services in relation to the programme
delivery.

The above three commodity examples are only a small sample and the same
impacts apply to a much wider range of commodities as alluded to in paragraph
3.6. This includes both raw materials and manufactured by-products.

In summary, the commodity impacts have implications for both revenue and
capital budgets across all services.

Procurement Issues

Taking consideration of all the above, officers have observed that contracting
parties are necessarily having to be pass these increased cost/delay impacts
through to the Client (procuring organisation).

This has led to the following;

o An increased need to pre-order materials to secure their price and
delivery due to high market volatility.

o “Over heated” markets, with less tender competition due to an inability to
service all demand. This leads to significant rate increases from
tendering organisations located within the local area. We are seeing this
situation worsened from tendering organisations and their sub-
contractors located out with the local area.

o Fixed pricing is coming with a premium, dependent on how the tendering
organisations deem the risk of price rise increase.

. Contracting Organisations are now submitting tender offers for
acceptance with a much shorter period.

o Lead times for projects are necessarily having to extend.

° Extended programmes of work require an extended period of
‘preliminaries’ thereby adding to a project’s overall cost increase.

o The shortage of materials may impact the sustainability integrity of
projects should alternative materials/products need to be sourced.

These challenges have been experienced across markets and affected
procurement of Goods, Services and Capital contracts. Assessment of the
current market conditions prior to commencing the procurement including
engagement with key suppliers within those markets should assist in
developing pricing mechanisms which have a degree of flexibility to stimulate
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the competitive tension required. Use of less traditional contract mechanisms
to ensure a higher degree of flexibility may also be prudent for example
increased use of Dynamic Purchasing Systems/E-Auctions.

Exceptional price increase requests are another key challenge, with a number
having been submitted across several key contracts/framework agreements,
the Commercial & Procurement team have developed an internal process to
manage these which has been communicated to all Delegated Procurers. The
process places stringent requirements on what iS necessary to agree any
proposed increases in pricing to ensure that any price increase is offset or
mitigated in the first instance, and it is limited to the proportion of the price that
equates to the price element or commodity that has experienced the rise in
pricing linked to relevant indices (where possible). Price increases when
agreed will be added to a tracker held by the Commercial & Procurement
Service, the tracker will be shared with Finance monthly so that data can be
utilised as appropriate for budget monitoring.

Mitigation Options

In managing the capital programme, applying value engineering to any capital
project may successfully deliver a significant saving to bring it back within its
current approved budget. The budget will have optimism bias or contingency
built into initial costings that may also provide a degree of protection from cost
increases from inception to letting of contract. However, in light of the
significant cost increases that have been outlined, officers expect the
availability of specific contingency provisions and value engineering to be only
partly successful. It is forecast that there will still be funding gaps across many
programmes/projects.

Alternatively it may be appropriate to consider whether the delivery of a capital
project can be delayed or phased such that the desired outcome can still bring
benefits but to be derived over a longer timeline, potentially avoiding a short-
term inflationary and supply chain set of circumstances that could provide better
value in the future.

Consideration should also be given to procurement options whereby the cost
pain/gain can be shared with the other contracting party and also to increased
use of the two-stage (restricted procedure) and negotiation to assistin ensuring
inflation and programme risk are captured and strategies are considered to
offset.

From a capital perspective the Committee will be aware that officers flagged
the emergence of some of these cost pressures last year and advised the need
for an additional contingency budget. In the case of the General Fund, this is
currently approved at £25m, profiled with £20m in financial year 2022/23 and
£5m infinancial year 2023/24.

In respect of revenue spending, while the General Fund budget maintains a
level of contingency to address unexpected or unplanned expenditure this only
provides resilience to a value of £4m and the there is much that can yet happen
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in the financial year that is uncertain, including the value of a local government
pay award, the extent of winter and extreme weather, which has previously
increased spending late in financial year.

Options to mitigate spend include reducing service standards for our services,
stopping or reducing services, closing or mothballing properties and facilities or
carrying out less work to manage within the existing budgets. Alternatively,
changing fees and charges for services may bring additional income into the
Council, by passing on the cost pressures to our customers. Consideration of
these type of options should be made in the context of our overall financial
position, not just in looking at the supply chain volatility described in this report.
This will be done as part of the quarter 1 Financial Performance report that the
Committee will receive in August 2022, and the Extended Corporate
Management Team should act to mitigate the cost pressures to support the
recommendation in that report.

This could mean fewer choices for service users, fewer facilities open, lower
energy bills, fewer staff employed, a change in eligibility or access to services,
a longer time for work and services to be completed, increased cost for a
customer, reduced volumes purchased from suppliers.

It was agreed by the Risk Board at its May meeting that the supply chain risk
that was captured at cluster level on the Commercial & Procurement Service
Risk Register should now be moved up to the Corporate Risk Register given
the global market situation. An Additional control action identified to support risk
mitigation is the creation of a data bank for commodity pricing which will allow
for ready access to commodity pricing data as an additional tool to support
decision making going forward as decisions relate to procurement activity or in
agreeing price increases and it is proposed that work would be carried out
following establishment to link this to our existing contracts.

The data bank will assist all functions within the Council with business planning
as it will show key metrics and trends relating to price fluctuations for base
commodities as shown below (Source Chartered Institute of Purchasing and
Supply April 2022). Such examples are copper wiring, plastics for ICT, wheat
and barley for school catering etc. The proposed control actions will embed
supply chain management practices to prepare for future disruptions to support
resilience and good risk management practices across the supply chain and
the Councils contracts in times of disruption. The control actions will need to
evolve over time to respond to any changes in external factors and as current
unknowns become known.
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FINANCIAL IMPLICATIONS

Financial implications will arise for the Council from a period of such steep
inflation on prices generally, and cost implications on commodities covered
within the report are highlighted where known. Based on the operational costs
and income experienced in the period to 30 June the Quarter 1 Financial
Performance Report will draw together all elements of the financial position with
a forecast to the end of the year. It will make recommendations or highlight
actions taken to mitigate the risk of cost pressures described in this report and
itis recommended that the Director of Resources ensures this happens.

Contingency budgets are included in both the General Fund Revenue Budget
and the Capital programmes however they may prove insufficient to allow
continued progression of service delivery and capital projects in line with
approvals given at the Budget meeting in March 2022. Officers will endeavour
to progress works within the approved budgets, however there may come a
point where there is insufficient funding within the approved programmes.
Increasing the capital budgets would require an increase in financing costs
which would have to be considered in the affordability context of the revenue
budgets.
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The increasing interest rate environment raises the cost of borrowing for capital
works, which has a direct impact on the Council's revenue budgets, therefore
a risk of a double impact, not only the higher cost of the project itself increasing
the amount of borrowing that is required, the rate at which borrowing will have
to be repaid is likely to increase too.

Consideration too needs to be given to the matter of value for money, and inan
environment with escalating cost of the scale described in this report the overall
cost benefit analysis needs to be carefully considered as the Council could be
criticised for spending more than it had planned. Professional judgement and
advice will be vital in making an assessment of this and the Chief Officer —
Finance has sought an opinion from the Council's external auditor on the
matter.

The Council in applying for funding, and particularly as it is common that any
grant funding awarded is fixed, needs to be very clear that it is done taking
account of the supply chain volatility as described in this report. Clear
assumptions and description of what is included in the optimism bias should be
included so that this can be compared and referenced as projects progress in
such a volatile environment.

LEGAL IMPLICATIONS

There are no direct legal implications arising from the recommendations of this
report, however there is a need to review procurement options and contractual
clauses going forward for new contracts. Officers including those within the
Capital team will work closely with colleagues in Commercial and Procurement
and the CPS legal team to consider the best way forward in legal terms. This
could take the form of drafting new contractual clauses which takes account of
cost risk transfer, but which hopefully provides better cost certainty for both
contract parties.

Officers will consult with legal colleagues including CPS legal where necessary
for the purposes of implementing the mitigation measures outlined in this report.

ENVIRONMENTAL IMPLICATIONS

There are no direct environmental implications arising from the
recommendations of this report, however as mentioned in paragraph 3.15
where alternative products/materials may have to be sourced in the short term,
these may have a higher environmental footprint than those products/materials
which were originally preferred.

RISK

The assessment of risk contained within the table below is considered to be
consistent with the Council’'s Risk Appetite Statement.



Category

Risks

Primary
Controls/Control
Actions to achieve
Target Risk Level

*Target
Risk Level
(L, MorH)

*taking into
account
controls/control
actions

*Does
Target
Risk
Level
Match
Appetite
Set?

Strategic
Risk

Supply chain volatility
impacting on delivery
of services/ability to
deliver project

Market Engagement
activity prior to
procurement.

Reduce spending,
increase income, stop
or reduce or delay
programmes / projects,
increase income / pass
cost increase to
customer

M

Yes

Compliance

Failure to be able to
comply with project
requirements

Increase site visits and
monitoring of the
construction works. If
required, review
alternative options as
soon as possible

Yes

Operational

Commodity shortages
affecting operational
capacity, capability.

Ongoing engagement
with Framework hosts,
Suppliers,
Procurement &
Services re alternative
products or delivery
methods

Yes

Financial

Escalation of costs

Differing market
conditions depending
on commodity/service

Development of
suitable price
mechanisms.

Use of Business
Intelligence to predict
market
changes/trends.

Price Increase
Request Process.

Market
engagement/use of
business intelligence
to assist in predicting
market changes and
trends.

Yes




due to costs.

environmental
considerations, and
early market
engagement is
conducted to seek
market intelligence.

Reputational | Programmes/projects | As above. L Yes
being delayed or
stopped
Environment | Failure to consider Ensure all contracts M Yes
/ Climate sustainable options consider

8. OUTCOMES

COUNCIL DELIVERY PLAN

Impact of Report

Aberdeen City Council
Policy Statement

Supply Chain Management Practices and effective
procurement planning are enablers for the delivery of
the outcomes and regular review will ensure that the
practice and planning processes are robust.

Aberdeen City Local Outcome Improvement Plan

Prosperous Economy
Stretch Outcomes

Prosperous People Stretch
Outcomes

Prosperous Place Stretch
Outcomes

Consideration is given to the Stretch Outcomes
within the LOIP at the development phase and any
impacts from market volatility will be a factor in these
considerations.

Regional and City

Supply Chain Management Practices and effective

Strategies procurement planning are enablers for the delivery of
the outcomes across a number of key strategies.
9. IMPACT ASSESSMENTS
Assessment Outcome

Integrated Impact
Assessment

Not required

Data Protection Impact
Assessment

Not required

Other

Not required



https://www.aberdeencity.gov.uk/sites/default/files/2019-04/Council%20Delivery%20Plan%202019-20.pdf
https://communityplanningaberdeen.org.uk/wp-content/uploads/2021/07/Final-LOIP-2016-26-Refreshed-July-21.pdf
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