DECC, Energy Strategy and Markets
21 February 2025

Cabinet Secretary for Net Zero and Energy

Zonal Pricing and Reformed National Market: Evidence and Options
Priority and Purpose

1. Priority: Routine.

2. Zonal pricing is being considered as a potential reform in the UK Government’s
Review of Electricity Market Arrangements (REMA). This submission:

e Provides you with background on the potential impacts of zonal pricing,
ahead of a discussion with officials on 26 February; and
e Sets out potential options for [ REDACTED: SECTION 30(b)(i)].

Recommendation

3. Recommends that you:
¢ Note and consider the advice in this submission and the evidence paper in
Annex A ahead of the discussion with officials on 26 February.

Background

4. By July 2025, the UK Government is expected to publish a decision on whether
to introduce zonal pricing in the GB electricity market, or to retain a single price
of electricity across GB through a reformed national market (RNM).
[REDACTED: SECTION 29(1)(a)]. If the decision is to proceed with a zonal
pricing model, significant detailed policy design work and implementation
planning would still be required. [REDACTED: SECTION 29(1)(a)]

5. Scottish Government officials [REDACTED: SECTION 30(b)(i)].

6. Officials have organised a discussion with you and the Minister for Climate
Action on 26 February to (i) talk you through the risks and opportunities that may
arise from zonal pricing; and (ii) explore potential options for [REDACTED:
SECTION 30(b)(i)].

7. [REDACTED: SECTION 29(1)(a)].

8. [REDACTED: SECTION 29(1)(a)].
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Evidence and Issues

9. Annex A summarises key evidence, stakeholder views and analysis by Scottish
Government on potential impacts of zonal pricing for Scotland’s consumers and
economy, the renewables industry, decarbonisation of demand sectors and the
creation of new industries, and the future energy system.

10. Crucially, Scottish Government has no role in the final decision on REMA, and
while it may ask to be engaged in detailed design following the upcoming
decision on zonal pricing, overall decision-making rests with the UK
Government. Taking a Scottish Government view on zonal pricing is difficult at
this stage as the UK Government’s full cost-benefit assessment is still in
progress and the final proposed reform options which will influence on the overall
assessment, and on a Scotland specific assessment, are still being agreed.

11.Regardless of the Scottish Government’s view on zonal pricing, Scottish
Ministers should be clear about the conditions that it expects UK Government to
put in place as part of any market reforms. Officials also recommend maintaining
the two key conditions set out in response to the Spring 2024 REMA
consultation: i) that UKG must demonstrate a clear plan for continued
renewables support [REDACTED: SECTION 30(b)(i)] and ii) that implementation
must be certain to benefit consumers.

12.The following table provides an overview of potential headline impacts of zonal
pricing for Scotland. The balance of these potential costs and benefits is highly
ambiguous due to the significant level of uncertainty present across evidence
and modelling. In particular, the impacts which materialise will depend on policy
choices made by UKG. Crucially, the design of a zonal market remains unclear,
whilst the reforms to be taken forward under a RNM are also, as yet, undecided.

13.[REDACTED: SECTION 30(b)(i)]

Potential Positive Impact for Evidence
Scotland

[REDACTED: SECTION 29(1)(a)] [REDACTED: SECTION 29(1)(a)]

[REDACTED: SECTION 29(1)(a)] [REDACTED: SECTION 29(1)(a)]. Similarly, a recent
report from the Social Market Foundation found that
zonal pricing was key to delivering data centre
investment in Scotland.

[REDACTED: SECTION 29(1)(a)] As CEO of the Climate Change Committee, Chris Stark
stated that “making electricity cheap is the single most
important policy when it comes to decarbonization
overall’. Similarly, responses to a 2023 UKG call for
evidence on industrial electrification confirmed that “the
high cost of electricity relative to natural gas is the
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primary barrier to widespread industrial electrification”.
[REDACTED: SECTION 29(1)(a)]

Potential Negative Impact for Evidence
Scotland

[REDACTED: SECTION 29(1)(a)] [REDACTED: SECTION 29(1)(a)]

[REDACTED: SECTION 29(1)(@)] | [REDACTED: SECTION 29(1)(a)]

14.0Overall, the above table demonstrates the varying stakeholder views which
Ministers will need to be mindful of when reaching conclusions on the way
forward [REDACTED: SECTION 29(1)(a)].

15.As any move to zonal pricing will take several years, short term action will still
be required to address the current impact of high energy bills and to ensure
investor confidence in the upcoming contract for difference rounds such that
the UKG and our own ambitions for the level of renewable generation to be
connected by 2030 can be achieved. It should also be noted that other factors
will influence electricity prices over the next 5 years — for example, a shift to
an energy system predominantly made up from renewable generation as
envisaged in the CP2030 action plan would reduce the frequency that gas
sets the wholesale price of electricity in future. [REDACTED: SECTION
29(1)(a)l-

Options Considered and Advice
16.There are three broad options [REDACTED: SECTION 29(1)(a)].
17.[REDACTED: SECTION 29(1)(a)]
18.[REDACTED: SECTION 29(1)(a)]

19.[REDACTED: SECTION 29(1)(a)]

20.[REDACTED: SECTION 29(1)(a)]
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21.[REDACTED: SECTION 29(1)(a)]

Option 1 Option 2

Option 3 / All options

[REDACTED: SECTION [REDACTED: SECTION
29(1)(a)] 29(1)(a)]

[REDACTED: SECTION
29(1)(a)]

Assessment of Options

22. A further assessment of options is included in Annex A. Officials will explore the
risks and trade-offs for each option with you in the upcoming discussion on 26

February.
Contribution to the Government’s Four Priorities
23.[REDACTED: SECTION 29(1)(a)]

Risks to Delivery

24 Electricity market policy is reserved and Scottish Government can only seek to

influence REMA outcomes.
Verity House Agreement Implications
25.N/A

New Deal for Business Implications

26.Market reforms could have significant impacts for all Scottish businesses,
especially in relation to electricity prices, but impacts will only be clear when

UKG decides upon reforms.

Legal Considerations

27.Electricity markets are reserved, and any reforms are the decision of UKG.

Financial Considerations

28.N/A
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Sensitivities

29.Any public position taken by the Scottish Government is likely to generate
significant stakeholder and media interest. REMA — specifically zonal pricing —
has been the subject of recent PQs, media requests and EIRs. It is likely that the
Scottish Government’s position on zonal pricing (including the evidence base
and decision-making process) will be subject of future public scrutiny.

Conclusion and next steps

30.We recommend that you:
¢ Note and consider the advice in this submission and the evidence paper in
Annex A ahead of the discussion with officials on 26 February.

31.If requested, officials can provide further briefing to you and other Ministerial
colleagues and will prepare briefing for the First Minister’s requested stakeholder
discussion (noting that this is subject to a discussion with SpAds).

[REDACTED: SECTION 38(1)(b)]
DECC, Onshore Electricity Strategy and Consents

Cabinet Secretary for Net Zero X
and Energy

Deputy First Minister and X
Cabinet Secretary for
Economy and Gaelic

Cabinet Secretary for X
Transport

Cabinet Secretary for Rural X
Affairs, Land Reform and

Islands

Minister for Climate Action X
Minister for Business X
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DG Net Zero
DG Economy
Kersti Berge

Director Offshore Wind
Catherine Williams

Chris Mackie
Ragne Low

Laura Murdoch

Phil Raines

Anna Densham
Annabel Turpie

[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:
[REDACTED:

SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]
SECTION 38(1)(b)]

Morna Cannon

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
Susie Townend

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
Marcus McPhillips

Colin Cook

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
Robert McGhee

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
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[REDACTED: SECTION 38(1)(b)]
Gary Gillespie

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
David Hutchison

Colin McAllister

Emily Mackintosh

Ewan Crawford

[REDACTED: SECTION 38(1)(b)]
[REDACTED: SECTION 38(1)(b)]
Comms Net Zero
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Annex A

Evidence and Options

1.

Officials have been developing an evidence base and engaging with
stakeholders on locational pricing since UKG launched its Review of Electricity
Market Arrangements (REMA) in 2022. [REDACTED: SECTION 29(1)(a)] as well
as qualitative findings from stakeholder engagement and an Electricity Markets
Forum.

Impacts on Renewables Investment and Deployment

2.

3.

[REDACTED: SECTION 29(1)(a)]
[REDACTED: SECTION 29(1)(a)]
[REDACTED: SECTION 29(1)(a)]
[REDACTED: SECTION 29(1)(a)]

A report for UKG states “there is no evidence to suggest that zonal markets harm
low carbon generation compared to a uniform price market... Norway, Sweden,
Italy, and Denmark have all had significant growth in renewables as well as
Australia”.! However, renewables stakeholders highlight that no nation has
implemented zonal pricing with GB’s current levels and ambitions for
renewables.

The renewables industry supports a reformed national market as a less
disruptive option that can still deliver required reforms. UKG has publicly
indicated that it expects TNUoS reform to deliver the primary locational signal in
a reformed national market. [REDACTED: SECTION 29(1)(a)]

Impacts on Consumer Costs

8.

Gathering direct consumer views is difficult as consumer groups and businesses
tend not to have the same expertise as businesses in the energy sector.
[REDACTED: SECTION 29(1)(a)]

Some modelling suggests that Scottish consumers could potentially have the
lowest wholesale electricity prices in Western Europe? if consumers were fully
exposed to zonal differences in wholesale prices and that zonal pricing could
deliver consumer benefits of ¢c.£25-60bn across GB between 2030 and 2050°.
[REDACTED: SECTION 29(1)(a)].

1 Electricity market design — evidence from international markets

2 assessment-locational-wholesale-electricity-market-design-options (4).pdf

3 System benefits from efficient locational signals
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https://assets.publishing.service.gov.uk/media/65e3a2b42f2b3bbc587cd764/1-arup-evidence-from-international-markets.pdf
file:///C:/Users/u450115/Downloads/assessment-locational-wholesale-electricity-market-design-options%20(4).pdf
https://assets.publishing.service.gov.uk/media/65e3a3dc3f69450263035fc3/9-system-benefits-from-efficient-locational-signals.pdf

10.[REDACTED: SECTION 29(1)(a)]

11.[REDACTED: SECTION 29(1)(a)]
12.[REDACTED: SECTION 29(1)(a)]

13.[REDACTED: SECTION 29(1)(a)]

Impacts on Decarbonisation of Industry, Heat and Transport, and Attracting New
Industry

14.A[REDACTED: SECTION 29(1)(a)]. Lower electricity prices are key to
decarbonising heat, transport and industry Chris Stark, as CEO of the Climate
Change Committee, stating that “making electricity cheap is the single most
important policy when it comes to decarbonization overall™.

15.A 2023 UKG call for evidence on industrial electrification confirmed that “the high
cost of electricity relative to natural gas is the primary barrier to widespread
industrial electrification™. [REDACTED: SECTION 29(1)(a)]

16.[REDACTED: SECTION 29(1)(a)]

17.[REDACTED: SECTION 29(1)(a)]

18. A recent report has found that zonal pricing is key to delivering Al datacentres in
parts of the UK with surplus electricity supply (e.g. Scotland)®. Octopus Energy
also found that under a locational pricing scenario, locating in north-east
Scotland could potentially save a data centre 65% and an electrolyser 99% on
wholesale electricity costs, saving GB consumers £0.5 and £0.9bn respectively
over 10 years’. Access to skills and infrastructure are also key to siting
decisions, as is Scottish and UK industrial policy.

19. [REDACTED: SECTION 29(1)(a)]

20.[REDACTED: SECTION 29(1)(a)]

Impacts on Future Energy System Operability and Efficiency

21.In the second REMA consultation, UKG stated that “there is a clear case for
continuing to assess... zonal pricing, due to the potential system operation and
consumer savings it could offer.” NESO stated in its Clean Power advice to

4 Chris Stark, Climate Change Committee CEO, on Reassessing UK Global Climate Leadership | Man
Group

5 Enabling industrial electrification: a call for evidence - GOV.UK

6 How to power Al: Boosting compute capacity for UK Al - Social Market Foundation.

7 Case Study: how regional pricing could save businesses (and everyone) on bills | Octopus Energy
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https://www.man.com/insights/ri-podcast-chris-stark-2024
https://www.man.com/insights/ri-podcast-chris-stark-2024
https://www.gov.uk/government/calls-for-evidence/enabling-industrial-electrification-a-call-for-evidence
https://www.smf.co.uk/publications/data-centres-and-uk-ai-ambition/
https://octopus.energy/blog/unleashing-britains-competitiveness-with-locational-pricing/

Government that “a locational pricing model is likely the best way of mitigating
the risks and maximising the opportunities of a decarbonised power sector”.

22.0fgem, NESO and Octopus Energy are among the key supporters of zonal
pricing as they believe it can tackle network congestion and minimise consumers
costs. Modelling by Afry, Aurora and FTI has identified significant system benefit,
although these benefits are modelled over different timelines and are sensitive to
cost of capital increases®.

23.Proponents of a reformed national market argue that system efficiencies and
locational signals can be improved in a national market through TNUoS reform,
interconnector reform® and strategic system planning (e.g. SSEP)!°. They argue
that any net benefit of zonal pricing for Scotland will reduce as more
transmission network is built, as one of the key benefits of zonal pricing is its
reduction of constraint costs. Recent studies found that:

e the benefits of zonal pricing are significantly reduced when NESQO’s
Beyond 2030 network plans are incorporated into modelling!?; and that,

e even partial correction of interconnector capacity could reduce the
modelled system benefits of zonal pricing by 80%.

24.Conversely, modelling for UKG states that zonal pricing can lead to more
efficient siting of generation and demand, meaning in turn that less transmission
network is needed*?. Reducing the need for additional transmission infrastructure
may then have a positive impact on the public and community acceptance of the
energy transition. Moreover, failure to secure a solution to inefficient
interconnector flows would significantly reduce any future savings under RNM,
and UKG has failed to identify any unilateral way of doing so within a national
market, due to requirements under international agreements with Norway and
the EU.

Assessment of Potential Options for Scottish Government Position
25. [REDACTED: SECTION 29(1)(a)]

26. [REDACTED: SECTION 29(1)(a)]

Asks of UK Government

27.Under each of these options, officials recommend that key asks must be made of
UKG to ensure that the outcomes of REMA benefit Scotland. A summary of

8 GB wholesale electricity market reform: impacts and opportunities for Scotland

9 Scottish Renewables Report: Getting Interconnectors Right for Net-Zero

10 | ocational Signals in a Reformed National Market: A review of options | UKERC
11 Impacts of 'Beyond 2030' network plans on zonal pricing

12 System benefits from efficient locational signals
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https://www.climatexchange.org.uk/wp-content/uploads/2024/08/CXC-GB-wholesale-electricity-market-reform-impacts-and-opportunities-for-Scotland-August-2024.pdf
https://www.scottishrenewables.com/publications/1790-getting-interconnectors-right-for-net-zero-reforms-to-improve-interconnector-planning-and-operation-within
https://ukerc.ac.uk/publications/locational-signals-in-a-reformed-national-market-a-review-of-options/#:~:text=The%20objective%20of%20this%20paper%20is%20to%20review,decision%20on%20which%20market%20structure%20to%20take%20forward.
https://www.sse.com/media/x3ehjdpg/lcp-d-sse-impacts-of-beyond-2030-network-plans-on-zonal-pricing-october-2024.pdf
https://assets.publishing.service.gov.uk/media/65e3a3dc3f69450263035fc3/9-system-benefits-from-efficient-locational-signals.pdf

these key asks is set out in the table below, with the asks under option 3,

applying to all options:

Option 1 Option 2 Option 3 / All options
[REDACTED: SECTION [REDACTED: SECTION [REDACTED: SECTION
29(1)(a)] 29(1)(a)] 29(1)(a)]

[REDACTED: SECTION 29(1)(a)]
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Review of Electricity Market Arrangements (REMA):
Discussion on Zonal pricing and Reformed National Market
26 February 2025 - 14:00 — 14:45

Attendees

Gillian Martin — Cabinet Secretary for Net Zero and Energy
Dr Alasdair Allan — Minister for Climate Action
[REDACTED: SECTION 38(1)(b)]— Private Office
Catherine Williams — DD Energy Strategy and Markets Unit
[REDACTED: SECTION 38(1)(b)]- Electricity Markets
David Hutchison — Special Advisor

Note of meeting

e Cab Sec recognised the importance of the discussion on zonal pricing and stressed the
need for Scottish Ministers to understand all angles of the debate. [REDACTED:
SECTION 29(1)(a)]

e [REDACTED: SECTION 29(1)(a)]

o [REDACTED: SECTION 29(1)(a)]

o [REDACTED: SECTION 29(1)(a)]

o [REDACTED: SECTION 29(1)(a)]

Summary of actions
¢ Officials to share any further evidence on potential impact of zonal pricing on industry

profits.

e Officials to send a further submission including:

O

Victoria Quay, Edinburgh EH6 6QQ

a summary of modelled cost impacts of i) zonal pricing for consumers in the long
term; and ii) how much wider interventions could reduce electricity bills;

more detail on Scotland’s asks of UKG for zonal and reformed national market;
an updated plan for engaging with UK Ministers on what good looks like for
Scotland ahead of UKG’s final decision in spring/summer; and

draft letter to UK Secretary of State and Minister Shanks, which will reflect the
above points.
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