





A Capacity Market will ensure sufficient flexible capacity is available by providing
incentives to invest in new capacity or for existing capacity to remain open and offers the
surest way to ensure security of supply against a range of credible scenarios.

The Government recognises that demand side response (DSR) has significant potential to
help deliver secure energy supplies at least cost and, in many cases, reduce carbon
emissions — by reducing the amount of network and generating capacity needed and by
shifting demand to ensure we use low carbon sources of electricity more efficiently. We
are keen that verifiable DSR can play a fair and equivalent role to generation in a capacity
mechanism and will determine how to achieve this while undertaking detailed design of the
mechanism.

In-the Technical Update we identified three ways that DSR providers may be able to
participate in the Capacity Market:

o primary auctions — DSR providers may be able to offer their capacity
into a primary auction for capacity. The payment received from the
auction may provide the funding to enable DSR, for example investment
in automated equipment to reduce load when required.

o secondary market — DSR providers may be able to offer their capacity
into a secondary market for capacity (i.e. between the capacity auction
and delivery year). By allowing trading of capacity for shorter durations
than might be possible to offer into a primary auction, this could provide
opportunities for DSR measures that cannot guarantee delivery over long
periods and/or are unable to commit over a long lead time.

. peak price avoidance — the cost of capacity purchased in a central
auction will be allocated to suppliers in the delivery year. Depending on
how these costs are allocated, suppliers may have an opportunity to
reduce their share of these costs by incentivising consumers to avoid

. peak prices, for example by offering time of use tariffs.

In addition, the Government recognises other opportunities for DSR. We have
committed to publishing an electricity system policy in 2012. This electricity system
policy will look at whether the Government needs to take any action to ensure the
electricity system can connect and balance supply and demand in a way that
minimises cost and makes efficient use of assets. It will include consideration of the
extent to which different non-generation solutions such as demand side response,
storage and interconnection might contribute to balancing the future electricity
system.
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