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Preface

Rigorous analysis is essential for making informed decisions about the construction
of new electricity generation plants or transmission lines. This book provides a
number of relevant models that constitute a framework for such investment
analysis.

Since electricity generation and transmission assets last for many years,
investment decisions are challenging because they involve high costs, are often
made under high uncertainty, and generally require risk control on cost variability.
Moreover, given the required investment level, wrong decisions may prove catas-
trophic from a financial viewpoint. Also, investment decisions are dynamic in
nature since they are made by practitioners throughout a long-term planning
horizon as uncertainty unfolds. As a result of the uncertainty involved, the required
risk control, and the dynamic nature of investment decisions, appropriate mathe-
matical models are complex and often need tailored solution techniques.

Within a market framework, distinct agents with different and often conflicting
objectives are generally involved in making investment decisions, and thus a
multiobjective equilibrium approach is desirable. Moreover, market power is
common in electricity markets, and its representation entails nontrivial modeling
features. Consequently, the resulting game-theoretic models are complex enough to
require carefully crafted solution techniques.

By focusing on the application of the state-of-the-art mathematical tools for
decision-making, this book aims to convey the principles of investment analysis in
the electricity industry to students and practitioners alike. Initially, a social planning
viewpoint is adopted, and generation expansion, transmission expansion, and
generation plus transmission expansion problems are considered. Subsequently,
a market perspective is taken, and generation investment equilibria are analyzed.

This book consists of seven chapters and five appendices. Chapter 1 provides an
introduction to both electricity transmission and electricity generation expansion
planning problems, emphasizing their long-term nature, the high degree of uncer-
tainty involved, and the market framework in which electricity is produced,
transported, distributed, and supplied in most parts of the world. Next, the chapter
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describes specific decision-making problems involving electricity transmission
and/or generation facilities and introduces the computational tools needed to tackle
these problems. It concludes by stating the scope of the book.

Chapter 2 is devoted to electricity transmission expansion planning adopting the
viewpoint of a social planner. The rationale for this perspective is that the electricity
transmission network is undoubtedly a natural monopoly. A simple deterministic
model is first introduced to clarify the elements of this important decision-making
problem, followed by a detailed robust adaptive model to cope with uncertainty in a
secure yet economical manner.

Chapter 3 considers generation expansion planning also from a social planning
viewpoint. The optimal outcome is intended to guide private investment in gen-
eration facilities. The chapter describes a number of increasingly complex models.
The first model involves a single decision point, includes no network representa-
tion, and is deterministic. Subsequently, the single decision point is substituted by
multiple decision points, the network is represented, and short-term (demand and
renewable production variability within one year) and long-term (changes in
demand and investment/operational costs across years) uncertainties are incorpo-
rated via stochastic programming.

Chapter 4 similarly adopts a social planning viewpoint and considers the joint
generation and transmission expansion planning problem. Addressing the expan-
sion of generation and transmission facilities together yields a transmission—gen-
eration coordinated solution that is optimal. The transmission component of this
solution is to be built by the transmission operator, while its generation component
serves as a guide for private investment in generation facilities. The chapter
introduces models of increasing complexity: first, a deterministic single
decision-point model, followed by a deterministic multiple decision-point model.
Uncertainty is then introduced via stochastic programming, and finally, risk control
(on total cost variability) is incorporated into this stochastic model.

Chapter 5 considers a market viewpoint and describes the decision-making
problem of a private investor seeking to build electricity generation facilities from
which to sell its output in the market for a profit. We assume that this investor has
the capability to alter market outcomes, i.e., it has market power. This requires a
complementarity or bilevel model, which generally entails high modeling and
computational complexity. A single decision-point model is first introduced, fol-
lowed by a multiple decision-point model. Short-term uncertainty pertaining to
demand levels and renewable (solar- and wind-based) production is then intro-
duced, but for simplicity, long-term uncertainty (change in investment/fuel cost and
demand growth) is not considered. The chapter concludes by discussing compu-
tational techniques to tackle this type of large-scale complementarity problem.

Chapter 6 likewise takes a market viewpoint and considers a number of private
investors competing in building power plants and in selling their generated elec-
tricity in the market for a profit. We assume that these investors are able to exert
market power. The chapter describes models to identify the equilibria that are
eventually reached by these competing investors. For simplicity, short-term
uncertainty is represented, but long-term uncertainty is not. A number of solution
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methodologies to tackle these resulting equilibrium problems are discussed.
Identifying equilibria is also of interest to the industry regulator in order to ascertain
ways to improve market design and market rules.

Chapter 7 describes the real options methodology for identifying the timing,
sizing, and technological characteristics of a specific investment project in gener-
ation or transmission facilities. The uncertainty unfolding over time is carefully
represented to enable sequential decision analysis comprising features such as
operational flexibility, modularity, and capacity choice. Risk control via utility
functions is naturally embedded in the analysis.

Appendix A reviews the fundamentals of engineering economics. Appendix B
provides an introduction to optimization under uncertainty. Appendix C reviews
complementarity analysis, including equilibrium and hierarchical (bilevel) prob-
lems. Appendix D introduces the fundamentals of risk management. Appendix E
provides an introduction to dynamic programming.

The material in this book can be arranged in different ways to address the needs
of graduate teaching in a one-semester course. Chapters 1-4 and Appendices A, B,
and D constitute the core of a capacity expansion planning course with no market
focus. Chapters 1, 5, and 6 and Appendices A, B, C, and D include fundamental
material for a market-focused capacity expansion planning course. Chapters 1 and 7
and Appendices A, D, and E constitute the basis for a real options course.

The book provides an appropriate blend of theoretical background and practical
applications. This feature makes the book of interest to practitioners as well as to
researchers and students in engineering, operations research, and business. Practical
applications are developed up to working algorithms (coded in the GAMS envi-
ronment) that can be readily used.

Reading this book provides a comprehensive understanding of current invest-
ment problems in electric energy systems, including the formulation of
decision-making models for both generation and transmission expansion planning,
the familiarization with efficient solution algorithms for such decision-making
models, and insights into these investment problems through the detailed analysis
of numerous illustrative examples.

This book opens the door to analyzing investment decisions in electricity gen-
eration and transmission facilities using the most advanced models available. Such
models are explained in a tutorial and simple manner with illustrations provided by
many worked examples. Hence, the concepts and insights can be accessible to
practitioners and students.

To conclude, we would like to thank our colleagues and students for insightful
observations, pertinent corrections, and helpful comments.

December 2015 Antonio J. Conejo
Luis Baringo

S. Jalal Kazempour

Afzal S. Siddiqui
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Chapter 1
Investment in Generation and Transmission
Facilities

This introductory chapter provides an overview of the investment decision-making
process in electric energy systems, and it spans both transmission and generation
investment. Transmission investment is regulated because it critically influences the
operation of the system as a whole, while generation investment is generally the
concern of private entities. The distribution reinforcement and expansion planning
problem is outside the scope of this book, which focuses on generation and transmis-
sion. We adopt an electricity market viewpoint since this is the prevalent paradigm
throughout the world. This chapter seeks to provide an insightful general overview,
while other chapters provide precise models and detailed descriptions.

We first describe the three main characteristics of the decision-making process
for planning electric energy systems, namely, long-term view, uncertainty, and high
dimensionality. We then summarize the basic features of current electricity markets
since expansion planning decisions are made within a market framework. Next, we
specifically focus on the transmission expansion planning problem, the generation
investment problem, and the problem of valuation and timing of generation invest-
ment alternatives. Subsequently, we adopt the regulator’s viewpoint to consider the
joint transmission and generation expansion problem.

We conclude the chapter by clarifying what we do and what we do not do in this
book.

1.1 Long-Term Decision Making Under Uncertainty

Electricity generation facilities have effective operation lives of 30-50 years, while
transmission facilities stay in service even longer. Therefore, reinforcing or expand-
ing the transmission system and investing in generation facilities are long-term exer-
cises leading to decisions that influence the future operation of the system up to fifty
years and beyond. These investments are capital intensive, which generally involves
complex financial arrangements, and building periods range from six months to two
years for transmission lines and from two to five years for generation facilities.
The models required to make informed decisions in transmission expansion
and generation investment are necessarily large-scale since they should include

© Springer International Publishing Switzerland 2016 1
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Fig. 1.1 Long-term decision-making under uncertainty

many variables and constraints to represent a large number of different operating
conditions [7]. Moreover, the description of such conditions includes both continu-
ous and binary variables. Binary variables are needed to represent the selection of
discrete facilities, while continuous variables are needed to represent operating deci-
sions. These models push available computational hardware and software to their
limits since they typically entail millions of constraints and variables, many of them
binary.

In summary, investment in electricity transmission and generation facilities
requires:

e Taking a long-term view.
e Accounting carefully and comprehensively for uncertainty.
e Dealing with large-scale optimization problems.

Figure 1.1 illustrates the nature of long-term reinforcement and expansion problems
in power systems along with the associated uncertainty.

In particular, modeling the uncertainty involved is critical to the decision-making
process for investment in electric energy systems. Long-term expansion and rein-
forcement planning involve the following uncertainties:

1. Future evolution of the loads consumed by the demands located throughout the
transmission network.

2. Future evolution of investment costs of the different production technologies con-
sidered as investment alternatives throughout the planning horizon, particularly
renewable power units. This is contingent on the level of maturity of each tech-
nology.

3. Future evolution of the operation costs of the different production technologies
throughout the planning horizon, particularly fuel costs. This is contingent on the
time evolution of fuel costs.

4. Future investment decisions in production facilities, stochastic or not, made by
producers. Such decisions are unknown to market agents other than the one
involved in the specific investment decision.

Investment in electric energy systems is generally a multistage process. That is,
expansion and reinforcement interventions are carried out sequentially at different
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Fig. 1.2 Long-term Uncertainty unfolding
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points in time. Therefore, a full-fledged model to assist the decision maker in invest-
ment decisions needs to embody this dynamic multistage framework. Figure 1.2
illustrates this multistage decision framework.

However, embedding such a dynamic framework in a decision-making tool may
render it computationally intractable and therefore useless. Therefore, if a dynamic
framework is considered, then a number of simplifying assumptions in the description
of the system are generally needed.

Alternatively, a rolling-window approximate static framework might be used,
within which decisions are made at a given point in time, considering all future
uncertainties but disregarding the fact that future investment decisions will be made
afterward. In turn, the rolling window is moved forward to the next decision point
in time and the process repeated. Such a simplified framework results generally in
computational tractability even if a very detailed representation of the components
of the system is incorporated. Figure 1.3 illustrates this rolling-window single-stage
decision framework.

The decision to use a multistage or a rolling-window single-stage model is con-
tingent on the size of the specific electric energy system under study, the required

Uncertainty 1

A
f \
[ Data1 >| |
IDeCision 1 Uncertainty 2
A
f \
“Dia2>| | Uncertainty n
Decision 2 { A \
*e [[Datan >| |

Decision n
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Fig. 1.3 Long-term decision making under uncertainty: rolling-window single-stage decision
framework
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detail in uncertainty description, and the software and computational machinery
available. Decomposition techniques [13] that solve a given large-scale problem by
decomposing it into smaller and/or simpler subproblems and using an iterative
scheme are generally able to handle nearly intractable expansion planning problems.

1.2 Electricity Markets

In most parts of the world, the production, transmission, distribution, and supply
of electric energy revolves around an electricity market, which typically includes
several marketplaces, notably the day-ahead market and the balancing market. These
two marketplaces constitute what is known as the pool [20, 31]. The day-ahead
market closes at around noon and spans the 24 h of the next day, while the balancing
market closes several minutes prior to power delivery on an hourly basis. Generally,
a medium-term contracting framework is available as well and is typically known
as the futures market. The futures market allows trading energy from one week to
several years in advance at rather stable prices compared to day-ahead and balancing
prices. Figure 1.4 illustrates the trading timeline.

In these marketplaces, producers submit offers in the form of production blocks
(MWh) and their corresponding prices ($/MWh), while consumers submit bids in
the form of consumption blocks (MWh) and their corresponding prices ($/MWh).
In turn, the independent system operator (ISO), called the market operator in some
jurisdictions, matches supply and demand using an appropriate market-clearing tool
that results in accepted production levels per generating unit and hour, accepted
consumption levels per demand and hour, and hourly clearing prices. Clearing prices

Pool

ﬁoﬁ Pool2 Pool3 Pool4 Pool5 Pool6 Pool7 poom

| | 1 | | | | | | | 1 | | | cee [
\
’HH Weekly forward contracts >

’HH Monthly forward contracts >
F
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Fig. 1.4 Trading timeline
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are generally marginal prices, which might be supplemented with uplifts if needed.
Uplifts may be needed to ensure cost recovery to some critical production units, e.g.,
peakers.

Market-clearing tools in the pool generally include a network representation,
which results in clearing prices differentiated by location if the network is congested,
i.e., if some transmission lines are working at capacity. We call such prices locational
marginal prices, or simply LMPs. Each consumer pays the LMP at its location
multiplied by its consumption level, while each producer receives the LMP at its
location multiplied by its production level. Some critical production units may not
recover their corresponding costs with such a price scheme due to nonlinearities (e.g.,
lumped startup costs or minimum production levels) and market imperfections (e.g.,
the participation of a few large producers). If this is the case, then uplifts might be
established to ensure cost recovery by these critical units.

The regulator is an independent entity in charge of ensuring an efficient and
competitive working of the electricity market. The regulator in the United States (US)
is the Federal Energy Regulatory Commission (FERC), while in the European Union
(EU), regulators are country-based and have heterogeneous powers of oversight.

The key agents in an electricity market are the following:

1. Flexible producers with units that provide energy and reserve (backup power),
e.g., combined-cycle gas turbines.

2. Inflexible producers with units that provide just energy, e.g., nuclear power units,
which lack the flexibility to adapt their respective productions to real-time oper-
ating conditions.

3. Stochastic producers with units that provide energy on a stochastic basis, e.g.,
wind-power units.

4. Consumers that require energy and that may or may not have the capability of
adapting to real-time operating conditions, e.g., a large aluminum factory.

5. Retailers that buy energy in the market to sell it to their respective clients for a
profit.

6. The ISO that runs the market and uses an appropriate market-clearing procedure to
derive reserve levels, production, and consumption quantities and market-clearing
prices.

It is important to recognize that to make informed investment decisions, the oper-
ation of the market under many plausible future working conditions needs to be
represented carefully. This is generally done using operating scenarios that capture
most load/production market conditions.

A given operating scenario in the market can be represented by an optimization
problem of the form [11]:

miny f(X)
st. hx)=0: A
g(x) < 0 (b

xe 2.
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Vector x € 2 includes the variables that characterize the market outcome, including
the production allocated to each generating unit and the consumption level assigned
to each demand, as well as reserves allocated to both production units and demands.
Constraints h(x) = 0 describe the market-equilibrium conditions. If problem (1.1) is
continuous, then vector A contains the dual variables related to market-equilibrium
conditions h(x) = 0, which are marginal prices. Constraints g(x) < 0 are used to
state production and consumption bounds as well as equipment limits.

If vector x in (1.1) includes binary variables to represent the on/off status of
production units, then problem (1.1) becomes a mixed-integer problem [11]:

miny y f(X, y)

s.t. h(x,y) =0
gx,y) =0 (1.2)
xeRB
Ye%.

In problem (1.2), vector x € £ includes binary variables, while vector y € %
includes continuous ones.

Inthe EU, market-clearing algorithms are generally linear programming problems,
while in the US they are mixed-integer linear programing problems. Therefore, in
EU markets, marginal clearing prices are directly obtained from the solution of (1.1),
while in US markets, a relaxation of (1.2) needs to be used to derive marginal clear-
ing prices, which have to be supplemented with uplifts [34]. Long-term expansion
planning models should embody all operational constraints that influence planning
decisions. However, an excess of operational details may result in an intractable
model. Thus, an appropriate tradeoff should be achieved between modeling accuracy
and computational tractability.

Uncertainty plagues decision-making in electricity markets. Particularly, the fol-
lowing uncertainties are most likely to be present in short-term market operation:

1. Producer offering behavior in terms of both offered quantities and prices. Any
particular market agent (producer, consumer, or retailer) has no precise knowledge
of the offering/bidding behavior of other agents in the market.

2. Consumer/retailer bid behavior in terms of both bid quantities and prices. Any
particular market agent has no precise knowledge of the offering/bidding behavior
of other agents in the market.

3. Production levels by stochastic production units, such as wind power units or
concentrating solar power units. Stochastic producers owning stochastic units,
e.g., wind farms or solar power units, have no precise knowledge of the future
production levels of such units.

4. Equipment failures involving both production and transmission facilities. Both
generation facilities and transmission equipment fail with a nonnegligible failure
rate, and thus their availabilities at a future point in time are uncertain.

Finally, it is important to state that as stochastic power units (wind- and solar-
based) increasingly penetrate the generation mix, market-clearing procedures based
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Fig. 1.5 Electricity market: agents, input, and outcomes

on stochastic programing might be advisable [30]. In such a case, instead of deter-
ministic model (1.1) or (1.2), a stochastic model similar to (1.7) needs to be used.
Figure 1.5 illustrates the functioning of an electricity market.

1.3 Transmission Expansion Planning

The transmission network is a natural monopoly (i.e., an infrastructure not to be
duplicated and over which no competition makes sense) and is used by all producers
and consumers to trade electric energy. Its relative cost as compared to the cost of
production facilities is small, but its impact on the functioning of the system is huge.
Congestion prevents the transport of cheap energy from some production areas to
areas of consumption, and line outages may endanger the stability of the system as
a whole. It is therefore crucial to have a transmission network that in most cases is
invisible to the system, i.e., energy trading is carried out without the presence of the
network being noticed. Under these considerations, we adopt a social welfare and
infrastructure viewpoint to plan the reinforcement and expansion of the transmission
network.

It is important to realize that infrastructure is generally designed to be able to
operate correctly under the worst plausible conditions, e.g., a bridge should withstand
a maximum weight under adverse climate conditions, and a sea breakwater should
withstand the strongest plausible wave. Thus, traditionally, every infrastructure is
designed by considering the worst plausible conditions of future operation. In fact,
this is also common practice regarding electricity transmission expansion planning.

However, the worst future condition is a priori unknown, and we have to cope prop-
erly with this uncertainty, which entails real reliability and economic consequences.
If we are too conservative and design a transmission network around a worse-than-
actual condition, then we end up building a stronger transmission system than needed
at higher cost. If we, conversely, design a transmission system around a better-than-
actual worst case, then we build a transmission system unable to withstand the actual
worst condition, thereby leading to losses or collapse. To confront this challenge,
we need to describe carefully the uncertain parameters involved in the transmission
expansion planning problem.
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Additionally, we need to ensure that the future transmission system will be able
to withstand the worst operating condition. Consequently, we will work on robust
optimization approaches, i.e., those that guarantee worst-case protection within a
plausible uncertainty set. Moreover, since the uncertainty description that we use is
parameterized through a set of conservatism parameters, we are able to characterize
the critical tradeoff security versus cost and generate an array of efficient design
solutions from which the decision-maker can choose.

Within the electric power industry, transmission expansion planning (TEP) refers
to the decision-making process faced by a transmission system operator (TSO) to
resolve the best way to expand or to reinforce an existing electricity transmission
network. Reference [15] provides an industry perspective of this important decision-
making problem. The TSO is the publicly controlled entity in charge of operating,
maintaining, reinforcing, and expanding the electricity transmission network within
a given jurisdiction and with the objective of maximizing social welfare. TSOs in
the different European countries are coordinated through ENTSO-E [18]. In the US,
TSOs have generally more limited roles than those in Europe and are generally
referred to as regional transmission organizations (RTO). European TSOs generally
own their respective transmission networks, which is not generally the case in the
US. Prominent regional transmission organizations in the US include PJM [32] and
the Midcontinent Independent System Operator, MISO [29].

Adaptive robust optimization (ARO) [9] allows modeling decision-making under
uncertainty with recourse. For transmission expansion problems, ARO involves three
steps:

1. Making investment decisions to maximize social welfare (or to minimize social
cost).

2. Outlining the worst uncertainty realizations within a plausible uncertainty set that
respects the physical constraints of the problem.

3. Making operational decisions to mitigate the negative effect of the uncertainty
realization and to achieve maximum social welfare. These are recourse decisions.

Traditional robust optimization techniques [36] do not allow for controlling the
level of robustness, i.e., conservatism, of the solution attained, which is a major
drawback; however, the theoretical work in [9] introduces formulations that make it
possible to control the level of robustness of the solutions attained. Such formulations
allow developing valuable planning tools, which are relevant in practice.

ARO has two advantages with respect to stochastic programming models that gen-
erally require a large number of scenarios to represent the uncertainty involved [19].
First, scenarios do not need to be generated, and since generating scenarios, based on
probability distributions or others, may entail an approximation of the description of
the uncertain parameters, not needing scenarios is an advantage. Instead, robust sets
are used in ARO models [10], and constructing such sets is generally simpler than
generating scenarios. Second, an ARO model typically has a moderate size, which
does not grow with the number of scenarios, and thus computational tractability is
not generally at stake.
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An ARO model has the general form below:

minyg max, miny f(x,u,y)
S.t.
ho(x,u,y) =0
g°(x,u,y) <0
ye¥
s.t. (1.3)
ueY
S.t.
hix) =0
g'x) <0
xe 2.

The objective function f(x, u,y) represents the minimization of the total system
costs, including transmission line investment costs and operating costs. The trans-
mission investment decision variables are gathered in vector x. Note that the entries of
vector x are binary variables that represent the build/not-build nature of each invest-
ment decision. Similarly, the entries of vector y are the operating decision variables,
which are assumed to be continuous. These operating variables include power pro-
duction from each generating unit, load shedding per node, and power line flows.
The worst-case realization of the uncertainty and the successive adaptive actions are
considered in the max—min right-hand-side problem, while the min left-hand-side
problem seeks minimum total social cost. Constraints hi(x) = 0 and gl(x) <0
represent investment conditions and limits (budget, capacity, locations, and others).
Constraints hO(x, u, y) = 0 and go (x,u,y) < 0include equality constraints related
to the systems operations, e.g., the power balance at each node of the network, and
inequality constraints, e.g., upper and lower power outputs for each generating unit,
related to system limits, respectively. It should be emphasized that the operational
constraints depend on both x and y, which implies that the transmission investment
decisions alter the configuration of the transmission network and thus the operation
of the system. Finally, u € % defines the uncertainty set. Uncertainty parameters
are modeled as decision variables so that the worst realization of such parameters
can be represented.

Figure 1.6 illustrates the ARO methodology to address the transmission reinforce-
ment and expansion planning problem.

1.4 Generation Investment

Investment in generating facilities is generally a competitive endeavor. Specifically,
producers compete among each other to build and to operate their respective produc-
tion facilities with the objective of maximizing profit. However, building electricity
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Fig. 1.6 Transmission
reinforcement and expansion

Minimize Total Costs
via ARO (

investment + operation)
subject to
) Investment Worstcase
Decisions realization

‘ Maximize Operating Costs

subjectto_ 0 o Corrective

realization actions

‘ Minimize Operating Costs

production facilities is capital-intensive and plagued with a number of administra-
tive “hurdles” (e.g., siting permissions, authorizations by different but overlapping
administrative bodies with conflicting interests, and others), which highly compli-
cates the actual construction of power units. As a result, and more often than not,
different types of subsidies (e.g., a price guarantee or an increase in price over the
market-clearing price) are available to encourage private investors to build electricity
production facilities.

Among the array of technologies available to produce electricity, power units
based on natural gas and renewable energy (solar- and wind-based) are nowadays
most prominent [22]. Combined-cycle gas turbines, based on natural gas, are highly
efficient, burn an environmentally friendly fossil fuel, and involve moderate invest-
ment and operational costs. Moreover, such units are highly flexible from the opera-
tional point of view and make possible the operation of systems even with a high level
of penetration of stochastic renewable sources, such as wind- or solar-based power
units. Mature renewable technologies include wind power, concentrated solar power,
and photovoltaic power. Biomass units employ standard thermal-based technology,
and thus they are technologically mature as well. Coal units with carbon capture and
sequestration (CCS) are also considered as future alternatives as are a new generation
of nuclear power units. Considering environmental impact, a possible and desirable
(from the perspective of achieving a sustainable planet Earth) future generation mix
will include natural gas units with high operating flexibility and renewable units
including wind and concentrated solar units.

In deciding on investments in production facilities, two types of uncertain phenom-
ena should be carefully modeled: short-term and long-term. Short-term uncertainty
includes:

1. Demand uncertainty throughout the hours of the day and the days of the week.

2. Production uncertainty from stochastic (solar- and wind-based) units throughout
the hours of the day.

3. Equipment failures including both production units and transmission lines.
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Long-term uncertainty includes:

. Yearly increase/decrease in demand.

. Change in geographical demand distribution.

. Yearly change in investment and operation costs.
. Yearly change in the interest rate.

BN =

Mathematically, investment models in electricity production facilities are naturally
formulated as optimization problems constrained by other optimization problems,
which may also be reformulated as mathematical programs with equilibrium con-
straints (MPECs) [20]. A rather general instance of such a model is provided below:

maxy f(x,y D, .. y® A0 Am) (1.4a)
S.t.
hx,y", ...,y =0 (1.4b)
gx,y", . .,y") <0 (1.4c)
maxyo [P x, yP, . y™)
s.L. (1.4d)

WO, y®, ..y =0: D
g(l)(X, y(l)’ e y(n)) <0

maxym O (x,y, ... y™)

S.t.
hOx,y®D, .y =0: A®
g(n) (x, y(l), e y(”)) <0.

(1.4e)

Problem (1.4a)—(1.4c) is the upper-level problem, while problems (1.4d)—(1.4e) are
the constraining lower-level problems. It is important to note that the objective func-
tions of the upper-level problem and of the lower-level problems are different and
generally conflicting; otherwise, problem (1.4) reduces to a single-level problem.
The upper-level problem is the investment problem, which seeks to identify the
investment decisions that maximize profit, while the lower-level problems represent
market-clearing conditions. Vector x includes the set of optimization variables specif-
ically belonging to the upper-level problem, i.e., investment decisions, while vector
y® includes the set of optimization variables of constraining lower-level problem
(i), i.e., the market-clearing outcomes of market condition (i). Vector A" is the dual
variable vector pertaining to the equality constraints of the constraining lower-level
problem (7). Such a vector contains market-clearing prices.

Note the hierarchical structure of problem (1.4) above, i.e., an optimization prob-
lem (identifying the investment that results in maximum profit) constrained by its
own constraints and a set of other optimization problems (market-clearing condi-
tions). Note also that some dual variables, indicated following a colon after the
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Fig. 1.7 Investment in
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corresponding constraints, of the constraining lower-level problems, which are clear-
ing prices, affect the upper-level problem, but not the other way around. That is, the
dual variables of the upper-level problem do not directly affect the lower-level prob-
lems. In a stochastic multistage decision-making framework, upper-level problem
(1.4a)—(1.4c) should include nonanticipativity constraints, i.e., those that prevent
anticipating future information.

Model (1.4) allows representation of strategic behavior from the power investor’s
point of view. This is realized by “manipulating” both offer power levels and offer
prices, which are input to the lower-level problems (1.4d)—(1.4e), to alter market-
clearing prices for the benefit of the producer, which are inputs to the upper-level
problem (1.4a)—(1.4c). Model (1.4) also allows representation of the investment
decision-making in stochastic (e.g., solar- and wind-based) power units. This requires
including a large number of lower-level problems (1.4d)—(1.4e) representing many
operational conditions describing different production levels and demand levels.
Moreover, if a producer has a generating mix dominated by stochastic units, then
model (1.4) can also be used to represent the investment strategies of such a strategic
stochastic producer.

Figure 1.7 illustrates the investment problem in generation facilities.

1.5 Generation and Transmission Expansion Planning

Since investment in transmission facilities is the responsibility of the independent
system operator (or the transmission system operator) and is carried out in the pursuit
of social welfare maximization, while investment in generation facilities is a private
profit-oriented endeavor, the following question arises: who is interested in the joint
expansion planning of both generation and transmission facilities?

The regulator is the independent entity that pursues the harmonious expansion
and reinforcement of both the transmission infrastructure and the generation
facilities. Its objective is to maximize social welfare or to minimize social costs.
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Regarding the transmission system, the outcomes of this planning exercise are trans-
ferred to the transmission system operator to be analyzed further and eventually
implemented, while the outcomes pertaining to generation investment are provided
to private investors as guiding plans. These generation investment guiding plans are
often used by governmental agencies to design subsidies to promote investment in
certain generation facilities, e.g., renewable power units.

A natural modeling approach to addressing investment problems in transmission
and production facilities is stochastic programming [14]. Stochastic programming
allows the representation of sequential decisions in time along with a precise descrip-
tion of uncertain phenomena and the unfolding of uncertainty over time. Moreover,
in contrast to robust optimization, stochastic programming incorporates many of
the future operating conditions of the transmission and production facilities under
consideration, which is a requirement in making economically meaningful build/not-
build decisions [7]. However, the size of a stochastic programming model grows with
the number of scenarios, which may result in intractability, and a large number of
scenarios is often needed to represent the uncertain parameters accurately. Therefore,
it is important to reach an appropriate tradeoff between accuracy and computational
complexity. Decomposition techniques [13] are helpful in achieving high modeling
accuracy while preserving computational tractability.

With respect to a single investment point in time, the transmission and generation
investment problem above can be represented by the two-stage stochastic program-
ming problem below:

miny f1(x) + E,.{z0}
st. hlx) =0: A

g'(x) <0 -
xe Z,
where .
ZS = {mlnyw f(())(YW)
st h)(x,y,) =0: A, (1.6)

g0(x,yw) <0
Yo EYIVw e .

Problem (1.5) seeks to minimize the total cost, including investment costs, f1(x),
pertaining to investment variables x in both transmission and generation facilities,
and expected operational costs, E,{z>}, pertaining to operational variables y,, Yw.
Problem (1.6), which constrains problem (1.5), represents operational decisions per
scenariow € #'.

Under mild mathematical assumptions, the expectation and minimization opera-
tors can be interchanged in problems (1.5)—(1.6), thereby rendering the single-level
problem below:



14 1 Investment in Generation and Transmission Facilities

Planning horizon | | Planning horizon | | Planning horizon |

|
ﬁ< > 1< > < )t

Operational decisions Operational decisions Operational decisions

Investment Investment Investment
decisions decisions decisions

Fig. 1.8 Investment in both transmission and generation facilities

minx;yw.‘v’w fl (x) + Ew{fo (YW)}
s.t. hix)=0: A
g'x <0
xeZ (L.7)
hox,y,)=0: X, Ywe #
gg(x, yw) <0, Vwe W
Yv € Y, NweW.

In problems (1.5)—(1.7), the superscript “I”” denotes the investment (first) stage, while
the superscript “O” denotes the operation (second) stage. The subscript w denotes the
scenario, and % represents the set of all possible scenarios. Constraints h'(x) = 0
and g'(x) < 0 pertain to investment decisions, while constraints h8 (X,y,) =0and
g2(x,y,) < 0 pertain to operational decisions in scenario w. Extending the above
optimization framework to a multistage setting can be done in a straightforward
manner, as explained in [14], but at the cost of greater computational complexity and
potential intractability.

Figure 1.8 illustrates the investment problem in both transmission and generation
facilities.

1.6 Investment Valuation and Timing

The investment decision pertaining to a particular facility, i.e., a power plant or a
transmission line, can be deferred in time and may be subject to modification in its
capacity. This happens frequently since power companies generally prefer to defer
the refurbishment of existing production facilities or the building of new ones until
it is strictly necessary. Moreover, they often try to identify the best point in time to
undertake new construction or refurbishment.

Real options analysis (ROA) is a methodology tailored to this, i.e., to identifying
the best time to undertake the building of a new facility or the refurbishment of an
existing one, and/or to ascertain the best capacity (size) of such a facility. Moreover,
ROA precisely represents the uncertainty plaguing this decision-making process.

ROA models are naturally formulated using a dynamic programming framework
[17, 33], which has the form:
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[o¢]
f(S()) = maxxo,x],... ]Eu z ﬂtg(sh Xtv u)
t=0
s.t. (1.8)

Sis1 = h(si, x,u), V1 =0,1,2,...
X, € Z(s), Y1 =012, ...

At time period ¢, vector s, represents the state of the system, and X, is the vec-
tor of investment decisions. Vector u contains the uncertain parameters. Function
h(s;, x;, u) gives the state of the system at  + 1 if investment decision vector X,
is implemented at state s,, i.e., S,+1 = h(s;, X;, u). The set of feasible investment
decisions at state s, is contained in set 2 (s,), which depends on the state s, i.e.,
X, € Z (s;). Function g(s;, X, u) gives the profit at time period ¢ for state s, if invest-
ment decision X, is implemented, while f (sg) is the discounted expected profit, where
So is the initial state. Furthermore, [, {-} is the expectation operator conditional on u,
and S is the discount factor. In addition to investment decisions, X, can also include
decisions on capacity sizing, operations, and abandonment of power plants. Thus,
model (1.8) may be generalized to incorporate discretion over not only timing and
sizing of the initial investment, but also subsequent operational levels and capacity
modifications. Hence, (1.8) consists of nested (or compound) options, which may be
valued quasi-analytically given assumptions about the underlying stochastic process
and an infinite time horizon.
Figure 1.9 illustrates the valuation and timing of a specific investment project.

1.7 What We Do and What We Do Not Do

Investment decision-making requires identifying the best possible alternative plans
using a suitable computational model and then testing those alternative plans, con-
sidering all practical details that are absent from the decision-making model but are
relevant in practice. This book provides detailed computational models to identify
alternative investments plans that are optimal with respect to the objectives and lim-
itations of those models. This is what we specifically do in this book. Some of these
models are reported as indicated below:



16 1 Investment in Generation and Transmission Facilities

Fig. 1.10  What we do and
what we do not do in this What we do What we do not do
¢ Transmission expansion * AC feaS|b|I|ty checklng.
plans. * Voltage stability checking.
 Generation investment * Transient stability
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¢ Investment * Dynamic stability
identification & timing. checking.
¢ Generation & * Environmental feasibility
transmission investment analysis.
guiding plans.  Others.

e Transmission reinforcement and expansion: [1, 2, 4, 12, 16, 21, 23, 35].
e Investment in conventional units: [24-28].
e Investment in renewable stochastic units: [3, 5, 6, 8].

In turn, alternative investment plans need to be tested for all the practical details
not present in the models. This important second step, “testing for all the practical
details not present in the models,” is not addressed in this book. Thus, this is what
we specifically do not do in this book. A description of this complementary analysis
is provided in [15] for transmission expansion planning. In short, this book focuses
on the development of mathematical models to produce investment plans that are
optimal with respect to the objective of the models.

Regarding transmission investment planning, alternative investment plans in trans-
mission lines need to be tested for their impact on system stability, voltage profile, and
others factors [15]. Regarding investment in production facilities, the plans obtained
need to be screened for environmental impact, appropriate location, network impact,
and other factors.

Figure 1.10 illustrates what we do and what we do not do in this book.

1.8 End-of-Chapter Exercises

1.1 What are the main uncertainties that plague investment in electricity production
units? Are all uncertainties of a long-term nature?

1.2 Why are electric energy investment problems large-scale? Do they include only
continuous variables? Or do they also include binary variables? Do they include
many constraints? If so, then why?

1.3 What is the main marketplace in which to trade electricity in most electricity
markets around the world? Besides the main marketplace, list other other relevant
markets for trading electricity.
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1.4 Why would a mixed-integer linear programming model be needed to clear the
day-ahead market? Can marginal prices be derived using such a clearing tool? If so,
then how are the marginal prices obtained? Why might uplifts be needed?

1.5 Who is the entity in charge of reinforcing and expanding the transmission net-
work within a given jurisdiction? What are the main differences between the US and
the EU in this respect?

1.6 Why is adaptive robust optimization a good option for infrastructure expansion
planning? Would it not be more appropriate to use stochastic programming? If not,
then why?

1.7 Who is responsible for investing in power units? Has any public entity the
obligation of investing in power units? How can we guarantee that enough generating
capacity is added to the system? What is the role played by the regulator in ensuring
that enough capacity is added to the system?

1.8 Why is a mathematical program with equilibrium constraints (MPEC) needed
to represent decision-making problems pertaining to generation investment? What
is the main difference between an optimization problem and an MPEC?

1.9 Which is the institution interested in the joint expansion of transmission and
generation facilities? Why? Are the plans derived by such an institution directly
implemented?

1.10 Why is stochastic programming appropriate for the joint expansion of the trans-
mission and generation facilities? Does stochastic programming allow representa-
tion of multiple decision points in time? Are stochastic programming models easy
to solve? If not, then why?
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Chapter 2
Transmission Expansion Planning

A critical issue in the operation of electric energy systems is the capacity of the trans-
mission lines that enable energy flows from generation nodes to demand nodes. In
this chapter, we analyze the transmission expansion planning (TEP) problem, which
allows a transmission planner to identify the optimal transmission reinforcements
to be carried out with the aim of facilitating energy exchange among producers and
consumers, e.g., by reducing generation or load-shedding costs. With this purpose,
two models are described and analyzed: first, a deterministic model that solves the
TEP problem based on a future demand forecast, and second, an adaptive robust
optimization (ARO) model that takes into account the influence of different sources
of uncertainty, such as future demand growth and the availability of generating units
in the TEP problem. These two models are formulated using a static approach in
which transmission expansion plans are made at a single point in time and for a
future planning horizon.

2.1 Introduction

This chapter analyzes the transmission expansion planning (TEP) problem, which
refers to the decision-making problem of determining the best transmission reinforce-
ments to be made in an existing electric energy system. TEP is motivated, among other
reasons, by the aging of the current infrastructure [20], expected demand growth, and
the building of new renewable production facilities, usually located far away from
demand centers. These issues make it essential to reinforce and to expand the existing
transmission network in order to facilitate energy exchanges among producers and
consumers as well as to guarantee supply—demand balance.

TEP is a critical issue in modern electric energy systems because transmission
lines allow energy flows from generating to demand nodes. These demands must be
supplied even in the worst situations, e.g., those corresponding to a peak load or the
failure of a generating unit. Thus, transmission expansion plans should be decided
in such a way that demands are efficiently supplied even if one of these situations
© Springer International Publishing Switzerland 2016 21
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occurs. Note that the transmission expansion has twin objectives: on the one hand,
facilitating economic trade, and on the other hand, engineering reliability.

The TEP problem is generally tackled under two different frameworks: centralized
and competitive. In a centralized framework, an entity controls both generation and
transmission facilities and is in charge of performing generation and transmission
planning jointly. In a competitive environment, an independent and regulated entity
is generally in charge of operating and expanding the transmission network with
the aim of maximizing energy trade opportunities among producers and consumers.
There is a third option that consists in considering the scope for a merchant investor
that is profit-motivated in expanding the transmission system.

The first view, i.e., a central planner deciding both generation and transmission
expansion, is analyzed in Chap. 4 of this book. Here, we adopt the second view, i.e., we
consider that a single regulated entity decides the transmission expansion plans. The
existence of this entity, known as the transmission system operator (TSO), is common
in most European countries [14, 25]. In the US, TSOs have comparatively more
limited attributes, and they are usually in charge of a specific region and therefore,
are referred to as regional transmission organizations (RTOs) [19, 24].

The TSO (or RTO) decides the best way to reinforce and expand the existing trans-
mission network with the goal of facilitating energy trade opportunities of the market
players, e.g., by minimizing generation costs or by reducing load-shedding costs.
Note that a joint economic and engineering objective is considered. By expanding the
transmission network we reduce the generation and load-shedding costs (economic
objective), but at the same time, we improve the reliability in the supply of demands
(engineering objective).

The relevance of the TEP problem in electric energy systems has motivated signif-
icant research effort in this area over the past few decades. Pioneering work is due to
Garver [12], whoin 1970 proposed a linear programming problem that determines the
transmission expansion plans based on the location of overloads. Since then, many
relevant contributions have been published based on mathematical programming [1,
21, 23].

TEP is a complex decision-making problem since it generally involves a mul-
tiattribute objective, nonlinear constraints, and a nonconvex feasible region. As a
result, different approaches have been proposed to deal with this complexity. These
approaches are based on the application of decomposition techniques such as Benders
decomposition [5, 18, 26, 27] or on the use of heuristics [5, 9, 22, 28].

An important observation is that the TEP problem is usually considered for a long-
term planning horizon. When the TSO decides about the transmission expansion
plan to be carried out, it should take into account the future demand growth, the
availability of existing generating units, and the building of new generating facilities.
This means that transmission expansion decisions are made within an uncertain
environment, and such uncertainties must be properly represented in order to achieve
informed expansion decisions. To do so, stochastic programming [11, 30] and robust
optimization (RO) [7, 16, 29] have been used in a TEP context. On the one hand,
stochastic programming is based on the generation of scenarios that describe the
uncertain parameters [8]. However, this scenario generation usually requires knowing
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Fig. 2.1 Static and dynamic TEP models

the probability distribution functions of the uncertain parameters, which is generally
a hard task. Moreover, a large enough number of scenarios must be generated to
represent the uncertainty accurately, which increases the computational complexity
of the problem. On the other hand, RO does not need scenarios to be generated
but robust sets, which are generally simpler to obtain [2]. Additionally, RO models
have a moderate size, which reduces the computational complexity compared with
stochastic programming models. A general disadvantage of RO is that the results are
usually too conservative. However, this is not a disadvantage for the TEP problem,
in which a reliable supply of demands is required.

As previously mentioned, the TEP problem is generally considered for a long-term
planning horizon, e.g., 30 years. In this sense, there are two expansion strategies. The
first is to make the transmission expansion plans, i.e., to build the new transmission
lines, at a single point in time (usually at the beginning of the planning horizon). The
model that results from this strategy is known as a static or a single-stage model. The
second one is to make the transmission expansion decisions at different points in time
of the planning horizon. In this case, the model is known as a dynamic or a multistage
model. This dynamic approach usually provides more accurate solutions since it
allows the transmission planner to adapt to future changes in the system. However,
it further increases the complexity of the TEP problem. Figure2.1 illustrates the
differences between these two expansion strategies. For the sake of simplicity, in
this chapter we focus on a static approach. The use of dynamic models for making
expansion decisions is described and analyzed in the following chapters of this book.

The remainder of this chapter is organized as follows. Section2.2 provides a
TEP-problem model considering a deterministic approach, in which transmission
expansion decisions are made considering a future demand forecast. In this case,
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the transmission expansion plan is determined so that the transmission network is
capable of dealing with the worst expected demand realization in the future. The
model in Sect. 2.2 is extended in Sect. 2.3 to consider the uncertainties faced by the
TSO in carrying out the TEP-problem exercise. The model is formulated in this
case using an adaptive robust optimization (ARO) approach. Both Sects.2.2 and
2.3 include clarifying examples. Section2.4 summarizes the chapter and discusses
the main conclusions of the models and results reported in the chapter. Section2.5
proposes some exercises to enable a deeper understanding of the models and concepts
described in the chapter. Finally, Sect. 2.6 includes the GAMS code for one of the
illustrative examples.

2.2 Deterministic Approach

The transmission infrastructure is a critical point in electric energy systems. Demands
should be supplied even in the worst possible situations, e.g., during a peak demand
period or during the failure of an important generating unit. Thus, transmission
expansion plans should take into account such situations. For the sake of simplicity,
we consider as the worst case a single-load scenario that corresponds to the maximum
load demand expected in the planning horizon for which the TEP analysis is carried
out. This assumption is usually made in the technical literature [1, 5, 18, 31].

In order to formulate the TEP problem, it is necessary to use binary variables
to model whether a prospective transmission line is built. In systems of hundreds
or thousands of nodes, there is a large number of transmission expansion options
that need to be considered. This requires the use of a very large number of binary
variables, which increases the complexity of the problem. To avoid formulating a
very complex problem, we consider a static approach in which TEP decisions are
made now for a future long-term planning horizon, e.g., 20 years. This assumption
is typical in TEP problems because it allows us to formulate a comparatively easier
problem to solve. However, note that under a deterministic assumption, it is also
generally possible to formulate the TEP problem considering a dynamic approach.

The problem is formulated from the perspective of a TSO that aims at facilitating
energy trade opportunities among producers and consumers. Therefore, the objective
function of the TSO’s problem is the minimization of generation and load-shedding
costs. Since the TSO is responsible for building transmission lines, we also include
their construction costs in the objective function.

The following sections provide the formulation of the TEP problem under a deter-
ministic approach. This problem can be formulated as a mixed-integer nonlinear pro-
gramming (MINLP) problem since it includes the products of continuous and binary
variables. These kinds of problems are generally hard to solve, and the convergence
of the MINLP problem to the optimum is not guaranteed [6]. However, it is possible
to formulate an exact equivalent mixed-integer linear programming (MILP) problem,
which allows us to solve the TEP problem by applying conventional branch-and-cut
solvers [6, 15].
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2.2.1 Notation

The main notation used in this chapter is provided below for quick reference. Other
symbols are defined as needed throughout the chapter.

Indices

d Demands.

g Generating units.

£  Transmission lines.
n  Nodes.

v Iterations.

r(¢)  Receiving-end node of transmission line £.
s(¢)  Sending-end node of transmission line £.
P Demands located at node 7.

QF Generating units located at node n.

QU Prospective transmission lines.

Parameters

By Susceptance of transmission line £ [S].

CY  Load-shedding cost of demand d [$/MWh].

Cf Production cost of generating unit g [$/MWh].

F;"  Capacity of transmission line £ [MW].

I b Annualized investment cost of prospective transmission line ¢ [$/MW].

I LJ“‘a" Annualized investment budget for building prospective transmission lines [$].
PP™  Load of demand d [MW].
EdDmM Lower bound of the load of demand d [MW].

Upper bound of the load of demand d [MW].
PE™  Production capacity of generating unit g [MW].
Upper bound of the production capacity of generating unit g [MW].

rP Uncertainty budget for load demand.

re Uncertainty budget for production capacity.

Binary Variables

xf  Binary variable that is equal to 1 if prospective transmission line £ is built and
0 otherwise.

Continuous Variables

pg Power produced by generating unit g [MW].

p}ﬁ Power flow through transmission line £ [MW].
p5®  Load shed by demand d [MW].
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n Auxiliary variable to reconstruct objective function of the ARO problem grad-
ually [$].
6, Voltage angle at node n [rad].

2.2.2 MINLP Model Formulation

The deterministic TEP problem can be formulated as the following MINLP problem:

ming Y. Ifxj+o [Z Cipk+ ¢ pgs] (2.1a)
d

LefLt 8
subject to

> Lxp < i-m™ (2.1b)
Lett
xf=1{0,1} VLe R (2.1¢)
Dope— D i+ D> pk= D (BT =) vn (2.1d)
gesk Lis(€)=n Llr()=n des2P
P =B (650 — Orpy) YL\ L€ QYT (2.1e)
pi=x;Be (6s0) — Orpy) VL€ QYT (2.1f)
— F"™ < py < F™ Wt 2.1g)
0<pt <P Vg (2.1h)
0<pS < PP vd (2.10)
—nm<6,<m Vn (2.1j)
6, =0 n:ref., (2.1k)

where variables in set A={xé‘, p%, pg, pdD, Gn} are the optimization variables of
problem (2.1).

The aim of the TSO is to facilitate energy trading and at the same time, to minimize
the costs incurred in building new transmission lines. On the other hand, the TSO is
constrained by the requirements for maintaining grid reliability.

Therefore, objective function (2.1a) comprises the three terms below:

1. Z I} x} is the annualized cost of building new transmission lines.
et
2. Z C ? pg is the operating cost of generating units.

8
3. Z C 55 p{;s is the load-shedding cost.
d
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Fig. 2.2 Illustrative Example 2.1: two-node system (one stage)

The terms in 2 and 3 above are multiplied by the factor o to make them comparable
with investment costs. Since we consider that IN,ZL are annualized investment costs,
then o is equal to 8760 h, i.e., the total number of hours in a year.

Objective function (2.1a) is constrained by Egs. (2.1b)—(2.1k). Constraint (2.1b)
ensures that the cost of building new transmission lines is below the available budget
when it exists. Constraints (2.1c) define binary variables xz“ that indicate whether a
prospective line is built (x,]; = 1) or not (x[L = 0). Constraints (2.1d) impose the
generation—demand balance at each node of the system. Equations (2.1¢) and (2.1f)
define the power flows through existing and prospective transmission lines, respec-
tively, which are limited by the corresponding capacity limits by constraints (2.1g).
Note that subscripts s (£) and r (£) denote the sending-end and receiving-end nodes of
transmission line ¢, respectively. Constraints (2.1h) and (2.1i) impose bounds for the
power produced by generating units and the unserved demand, respectively. Finally,
constraints (2.1j) and (2.1k) impose bounds on voltage angles and fix to zero the
voltage angle at the reference node, respectively.

The network is represented using a dc model without losses. This assumption is
usually made in the technical literature and consists in considering that voltage mag-
nitudes are approximately constant in the system and that voltage angle differences
are small enough between two connected nodes [13]. This allows us to formulate the
power-flow Egs. (2.1e)—(2.1f) using linear expressions.

Ilustrative Example 2.1 Deterministic TEP: Static solution

The deterministic TEP model (2.1) is applied to the two-node system depicted in
Fig.2.2. There is a generating unit located at node 1. Its production cost is C, and it
has a very large capacity (for the sake of simplicity, we consider that its capacity is
infinite). There is also a demand located at node 2 with a peak load equal to PP™
and a very large load-shedding cost (also considered infinite, i.e., load shedding is
not possible).

Nodes 1 and 2 are connected through a transmission line £; of capacity equal to
F™ and susceptance equal to 1 p.u. Itis possible to build two additional transmission
lines (£, and £3) between these nodes with the same characteristics as the existing
one and an annualized investment cost equal to / with an unlimited budget. Node 2
is the reference node.
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Considering the above data, model (2.1) results in the following optimization
problem:

: L L E
ML L g Ixg, + Ix;, +0Cp

subject to
xp. xp, = {0, 1}

P’ —py —pi, —pi, =0
p{Ii +[7;72+PZ — PDmax

pp =0

pZ = xh@
L L

Pe, = x£39

_ pmax < p%] < max
— fmax < pz < Fmax
_ pmax < pz < max
0<pf<oo

-7 <60 <m.

Note that if 0 < PP™ < F™¥ the capacity of the existing transmission line
allows the power to flow from the generating unit at node 1 to the demand at node
2. Therefore, we do not need to build any additional transmission lines. However,
for values of PP™ > F™¥ the capacity of the existing transmission line £; is not
enough. If F™* < PDP™ < 2FmaX then it is necessary to build one additional
transmission line between nodes 1 and 2, while if 2 F™* < pP™ < 3FmaX then we
need to build two additional transmission lines. Note that for PP™ > 3 F™2 the
problem is infeasible, and additional expansion options must be considered.

That is, the optimal solution of the TEP problem for this illustrative example
depends on the value of PP™: we build zero, one, or two additional transmission
lines depending on the value of the expected largest demand in the planning
horizon. O
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Mlustrative Example 2.2 Deterministic TEP: Dynamic solution

In Illustrative Example 2.1, we solve the TEP problem considering a static
approach, in which transmission expansion plans are decided and made now for a
future planning horizon. For illustration purposes, let us now consider that this plan-
ning horizon is divided into two time periods, #; and #,. The expected largest demands
in these two time periods are different and equal to PP™ and PP™, respectively.
Instead of considering a static approach, we consider that the transmission planner
can build additional lines at the beginning of each of the two considered time periods,
i.e., we consider a dynamic approach. Figure 2.3 illustrates the TEP problem in this
case. Note that the remaining data are obtained from Illustrative Example 2.1.

Considering the above data, the TEP problem considering a dynamic approach
results in the following optimization problem:

min, L L L E _E
Xy Xy Ky X190 Piy Py »Ory 61y

L L L L
ZI'xfzfl + 21x€3l1 + I'x‘ezfz + Ix€3l?.
+0C (p; + pr)

subject to

max

E -
0<p; <0 P,]]

Hm,f; == gfl 8;42.!1 =0

D D
! ty — I ta

Stage 2

max

0<pf < oo PP

Fig. 2.3 Illustrative Example 2.2: two-node system (two stages)
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L L L L _

xezll ’ xeﬂl ’ lezlg’ xl3lz - {O’ 1}
L L

xeztl + xlg[z = l

L L
x(f}tl +x€3[2 = 1

E L L L _
Py — Poyy — Poyyy — Poyyy = 0

L L L _ pb™
pllh + plzh + p[3t| - Ptl

L _
Pey, =064

pi‘ztl = x;‘ztl th
prsn = x;zfle
— pmax < p%m < Fmax
— fmax < pZtl < JFmax
_ fmax < P/lz;z, < max
0<p <00

—HS@;ISTL’

E L L L
Py, = Pun, = Poo, = Pos, = 0

L L L _ pbm»
pfﬂz + pfztz + p[glz - Plz

L _
P, = 6,

L _ (.L L

pfztz - (xfzf] + xfztz) 9[2
L L L

Poy, = ('x[ﬂl + x&tz) 9’2

max L max
—F" <pg, <F

max L max
- F" <pg, <F

max L max
—F" <pg, <F

E
0< Py, <00

—n <6, <m.

The main differences between this model and that used in Illustrative Example
2.1 are as follows:

1. The subscripts #; and #, are used to denote the values of variables and parameters
at time periods 1 and 2, respectively.

2. Prospective transmission lines built in the first time period remain built in the

second time period.

Prospective transmission lines can be built only once.

4. The investment costs of transmission lines built in the first time period are twice
the investment costs of transmission lines built in the second one since they are
used (and thus amortized) twice.

5. Constraints are considered for both time periods.

W
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As in Illustrative Example 2.1, the optimal transmission expansion plan depends
on the value of PP and P2

1. In the first time period:

e If 0 < PP™ < F™> then we build no prospective transmission line.
o If FM* < Pl'?max < 2F™¥ then we build one additional transmission line.
o If2FM& < Pt]?max < 3F™ then we build two additional transmission lines.

2. In the second time period, the expansion plan depends on P°™" and also on

the expansion plan considered in the first time period. Assuming that Pt?mx >
PP™ (which is generally true since the demand growth in a system is usually
positive), the transmission expansion plan in the second time period is as

follows:

e If no prospective transmission line is built in the first time period, then we
build no additional transmission line if 0 < P,?"m < F™& we build one
additional transmission line if F™* < P,2 " < 2FM™X and we build two
additional transmission lines if 2F™> < pPP™ < 3 fFmax,

e If one prospective transmission line is built in the first time period, then we
build no additional transmission line if F™* < P,?m < 2F™& "and we build
one additional transmission line if 2F™* < PP™ < 3Fma,

o If two prospective transmission lines are built in the first time period, then no
additional transmission line is built.

3. If PP™ > 3F™or PP™ > 3F™ then the problem s infeasible, and additional
expansion options should be considered.

Note that Illustrative Example 2.2 is comparatively more complex than Illustrative
Example 2.1 since the number of binary variables and constraints is approximately
twice. However, considering a dynamic approach as in Illustrative Example 2.2, we
can adapt to future changes in the system, and therefore, its solution is usually better
than that obtained considering a static approach. (]

Ilustrative Examples 2.1 and 2.2 are very simple, and their solutions are trivial.
However, as the number of nodes of the system under study and the number of
prospective transmission lines increase, the TEP problem becomes complex, and its
solution is no longer trivial. Note also that problem (2.1) includes binary variables,
as well as products of binary and continuous variables in constraints (2.1f), i.e.,
problem (2.1) is an MINLP problem. These problems are usually hard to solve.
Nevertheless, it is possible to remove the nonlinearities, as explained in the following
section.
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2.2.3 Linearization of Products of Binary
and Continuous Variables

MINLP model (2.1) provided in the previous section is nonlinear, due to the products
of binary (x,) and continuous (6,) variables in constraints (2.1f). However, it is pos-
sible to replace these nonlinear constraints by the following sets of exact equivalent
mixed-integer linear constraints:

— XPFM™ < pb < xpF™ Ve (2.2a)

—(1=xp) M < py — By (Os0) — 0rp)) < (L —x;) M Ve, (2.2b)

where M is a large enough positive constant [5, 31].

The working of Egs. (2.2) is explained below.

On the one hand, let us consider that prospective transmission line £ is built, i.e.,
binary variable x} is equal to 1. In such a case, Egs.(2.2) impose that — F"* <
pr < F™ and py — By (650) — 0rvy) = 0. Note that these equations are equivalent
to constraints (2.1f) and (2.1g) when xé‘ =1.

On the other hand, let us consider that prospective transmission line £ is not built,
i.e., binary variable x;“ is equal to 0. In such a case, Egs. (2.2) impose that p% =0
and —M < p;ﬁ — By («93(4) — 9,(5)) < M. First, we impose that the power flow
through this transmission line is null. Second, we consider large enough bounds on
the difference between the voltage angles at two nodes that are not connected through
the disjunctive parameter M. These equations are equivalent to constraints (2.1f) and
(2.1g) when xz“ = 0. The interested reader is referred to [5, 31], which provide a
discussion on how to select the value of parameter M effectively.

2.2.4 MILP Model Formulation

Using the linearization procedure described in the previous section, it is possible to
reformulate the TEP problem considering a deterministic static approach as in the
MILP problem below:

mina Z IFxk+o |:Z Cngg + Z C[I[Sp{;s] (2.3a)
g d

et
subject to
> Lxp<i-m™ (2.3b)
Lett

xf=1{0,1} Vee " (2.3¢)
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— F™ < pp < F™ Ve\Le Q"

—xPFM™ < pr < xp F™ Vee QUF
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Ilustrative Example 2.3 Deterministic TEP: Six-node system
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(2.3d)

(2.3e)
(2.3f)

(2.3g)

(2.3h)
2.3i)
(2.3))

(2.3k)
2.31)

The deterministic TEP model (2.3) is applied to the six-node system depicted in
Fig.2.4. This system comprises six nodes, five generating units, four demands, and
three transmission lines. The system is divided in two zones: region A (nodes 1-3)
and region B (nodes 4-6), which are initially not connected. Note also that node
six is initially isolated, and thus the demand at this node can be supplied only by

generating unit gs.

Region A

Node 1

Fig. 2.4 Illustrative Example 2.3: six-node system
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Table 2.1 Illustrative Generating Node PEmax [MW] CE [$/MWh]
Example 2.3: data for unit § §
generating units

81 n 300 18

82 ny 250 25

83 n3 400 16

g4 ns 300 32

85 ne 150 35
Table 2.2 Tllustrative Demand Node P max [MW] CLS
Example 2.3: data for d [$‘;MWh]
demands

di n 200 40

dr ng 150 52

d3 ns 100 55

dy ne 200 65
Table 2.3 Tllustrative o Line From node | To node By [S] Fmax
Example 2.3: data for existing [MW]
transmission lines

£ nj ny 500 150

1%} nj n3 500 150

{3 ng ns 500 150

Table?2.1 provides data for the generating units. The second column identifies
the node allocation, while the third and fourth columns provide the capacity and
production cost of each generating unit, respectively.

Table 2.2 provides data for the demands. The second column identifies the node
allocation, while the third and fourth columns provide the maximum load demand and
the load-shedding cost of each demand, respectively. Note that the optimal expansion
plan is obtained based on a future demand forecast. Thus, these demands represent
the worst realization of the demand at each node in the future, which corresponds to
the largest expected demand at each node in the considered planning horizon.

Table 2.3 provides data for the existing transmission lines. The second and third
columns identify the sending-end and receiving-end nodes, respectively, while the
fourth and fifth columns provide the susceptance and capacity of each existing trans-
mission line, respectively.

We consider that it is possible to build six different transmission lines, whose
data are provided in Table2.4. The second and third columns identify the sending-
end and receiving-end nodes, respectively, while the fourth and fifth columns provide
the susceptance and capacity of each prospective transmission line, respectively. The
sixth column gives the annualized investment cost. The annualized investment budget
is considered equal to $3,000,000, which limits the number and type of prospective
lines to be built.
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Table 2.4 Illustrative Example 2.3: data for prospective transmission lines

Line From node To node By [S] F® [MW] 1} [$]

ly ny n3 500 150 700,000
ls ny ny 500 200 1,400,000
Le n3 ng 500 200 1,800,000
7 n3 ne 500 200 1,600,000
L3 ng ne 500 150 800,000
Lo ns ne 500 150 700,000

Investment costs and investment budget are provided as annualized values. There-
fore, factor o is equal to 8760 (i.e., the number of hours in a year) to make the
annualized costs and the load-shedding/generating costs comparable.

Finally, the reference node is node 1, the base power is 1 MW, and the base voltage
is 1 kV.

The above data are used to solve the TEP problem (2.3). The optimal solution
consists in building prospective lines £5 and ¢, i.e., lines connecting nodes 2—4 and
3-6, respectively. Note that the system is divided into two regions, A and B, which are
originally independent. While most of the generation capacity is located in region
A, most of the demand is located in region B. Moreover, the cheapest generating
units are located in region A. This means that without building any prospective line,
demands in region B are supplied by expensive generating units, and load-shedding
occurs, resulting in load-shedding costs. Therefore, it is optimal to build prospective
lines £5 and £7, which connect regions A and B, and thus part of the demand in region
B can be supplied by the cheap generating units in region A, which contributes to
reducing generation and load-shedding costs. (]

Ilustrative Example 2.4 Deterministic TEP: Impact of investment budget

The expansion decisions obtained in Illustrative Example 2.3 are conditioned
by the available investment budget. Note that building transmission lines £5 and ¢,
requires an annualized investment cost of $3,000,000, i.e., the considered investment
budget. A larger investment budget may allow the TSO, i.e., the planner, to reduce
further the generation and load-shedding costs, as analyzed next.

The lower plot of Fig.2.5 depicts the investment and load-shedding costs, while
the upper plot of Fig. 2.5 depicts the generation and the total, i.e., the value of objective
function (2.3a), costs for different values of the investment budget. On the other hand,
the expansion decisions for different investment budgets are provided in Table 2.5.

For values of the annualized investment budget lower than $700,000, it is impos-
sible to build any transmission lines since the cheapest transmission line has an
annualized cost of $700,000. In such a case, demands in region B are supplied by
expensive generating units, and/or load-shedding occurs with the corresponding load-
shedding cost, as can be observed in the lower plot of Fig.2.5. As the investment
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budget increases, it becomes possible to build some of the prospective transmission
lines. Moreover, building some of the prospective transmission lines is most appro-
priate since this contributes to reducing the total costs by reducing the generation
and/or the load-shedding costs. Note that for some values of the investment budget,
the cost of load-shedding increases, and the generation cost decreases, i.e., load-
shedding substitutes generation, and vice versa. Note also that the cost of building
new transmission lines is significantly lower than the generation costs. Finally, we
observe that there is no incremental progression in the building of new transmission
lines as the investment budget increases, i.e., the optimal solution of the TEP problem
does not consist in building additional transmission lines as the investment budget
increases, but in considering different transmission expansion plans. [
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Table 2.5 Illustrative Example 2.4: expansion decisions for different investment budgets

Annualized investment budget [M$] Transmission lines built®
[0,0.7) -

2%
[0.7,1.4)

s
(1.4, 1.6)

t7
[1.6,2.3)

£4 and €7
[2.3,3.0)

{5 and {7
[3.0,3.4)

L6 and £7
[3.4,4.8)

65, ZG and 57
[4, 00)

804:2-3, 05: 24, Lg: 34, £7: 36, Lg: 4-6, Lg: 5-6

Table 2.6 Illustrative Example 2.5: expansion decisions for different values of the total demand in
the system

Total demand in the system [MW] Transmission lines built?
100 {5 and {9
200 £7 and £g
More than 300 {5 and {7

8 04:2-3, €5: 24, £g: 34, £7: 3-6, £3: 4-6, £9: 5-6

Ilustrative Example 2.5 Deterministic TEP: Impact of demand

Ilustrative Example 2.3 considers a deterministic approach in which expansion
decisions are obtained for a given value of the demand. The problem is solved for the
worst case, i.e., the largest expected demand in the considered planning horizon.
However, expansion decisions are conditioned by this demand level, as can be
observed in Table2.6, which provides the transmission expansion decisions for
different values of the demand in the system and a fixed annualized investment
budget of $3,000,000.

We observe that no matter what the demand in the system is, it is optimal to
connect regions A and B using some of the prospective transmission lines. Moreover,
initially isolated node 6 is always connected to the system since the generating unit
and demand at this node are the most expensive (in terms of generation and load-
shedding costs, respectively). However, note that there is no incremental progression
in the expansion decisions.
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Fig. 2.6 Illustrative x 108
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On the other hand, as the future demand forecast increases, expansion deci-
sions change, as do the investment, load-shedding, and generation costs as well.
These costs for different values of the total demand in the system are depicted in
Fig.2.6. O

2.3 Robust Approach

In the previous section, we described a deterministic model in which the TEP is
parameterized based on the largest future demand forecast. We assume that we know
this demand as well as the remaining data of the system, i.e., given all the informa-
tion, it is possible to find the optimal transmission expansion plan that minimizes
objective function (2.3a). However, the future is uncertain. It is difficult to forecast
the maximum demand in the future if the planning horizon is long enough. More-
over, there are other sources of uncertainty that could contribute to the so-called worst
case, e.g., availability of generating units, availability of transmission lines, or newly
built generating units. Thus, it is necessary to consider an appropriate approach that
takes into account the influence of these uncertainties on decision-making in the TEP
problem. This is analyzed in this section.

As explained in the introductory chapter, there are generally two ways of handling
this uncertainty. The first is to use stochastic programming, which requires generating
scenarios of uncertain parameters whose probability distribution functions we need
[8], which are generally not available. Additionally, stochastic programming usually
leads to computationally complex problems. Therefore, we use in this chapter the
second option, which is based on RO [2]. RO allows us to represent the uncertain
parameters through robust sets, which are generally easier to obtain than probability
distribution functions. Moreover, RO models are comparatively less complex than
stochastic programming models.
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2.3.1 Adaptive Robust Optimization Formulation

For the sake of simplicity, we assume that the uncertain parameters in the TEP
problem (2.3) are (i) demand—load levels and (ii) available generating resources,
i.e., we assume that uncertainty affects only parameters PP™", Vd, and P;mm, Vg,
respectively. Given this, we aim to determine the optimal transmission expansion
plan, i.e., the optimal values of variables x}, V¢, which optimizes objective function
(2.3a), but anticipating the worst possible realizations of the uncertain parameters. To
do so, we formulate an ARO problem, whose main characteristics are summarized
below:

1. The optimal transmission expansion plan is sought by minimizing objective func-
tion (2.3a).

2. This optimal transmission expansion plan is sought by anticipating that once
transmission expansion decisions are made, the worst uncertainty case will occur,
i.e., assuming a given transmission expansion plan, uncertain parameters will take
the values that maximize objective function (2.3a).

3. The worst-case realization of uncertain parameters is considered by anticipating
that once this worst case is realized, the system adapts to it. That is, assuming
that the transmission expansion decisions and uncertain parameters are fixed, we
select the optimal values of the remaining variables (i.e., the operating decision
variables) that minimize objective function (2.3a).

Note that the above decision sequence is consistent with reality. First, the transmis-
sion planner (the TSO) decides the transmission expansion plan to be implemented.
Then, a worst case occurs, e.g., an unexpected peak demand in the system and/or
the failure of some generating units. Finally, the system operator decides the best
actions in order to minimize the operating costs.

The hierarchical structure described above can be represented using the three-level
optimization problem below:

: FL_L
min, 1 E Iy x,
et

N : N E G LS LS
tmaxpom pemez MINp\Leg(yL, pP™ pEmr)y O 2 Copg + § Cq Pa
g d
(2.4a)

subject to

> Ixp < 1-m™ (2.4b)
Let+
xf=1{0,1} Vee " (2.4¢)
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In problem (2.4) we include set &, which defines the uncertainty set and set
2 (xi‘, P‘?m, medx), which ensures the feasibility of the operating decision variables
given the expansion decisions and the realizations of the uncertain parameters.

Further details of these two sets are provided in the sections below.

2.3.2 Definition of Uncertainty Sets

In order to represent the uncertainty that appears in the TEP problem effectively,
it is necessary to have an accurate definition of the uncertainty set =. To do so,
we consider a polyhedral uncertainty set, such as the one used in [2, 3, 29]. This
uncertainty set is characterized by the following equations:

meax c [07F§“““] Vg (2.5a)
g i
= (P - )
g\ ¢ _Emuxg < 6 (2.5b)
2. P
PP e [ PO F]jm] Vd (2.5¢)

=, (PP~ 28)
_Dmax

s (Pd —EdDm) <P, (2.5d)

Constraints (2.5a) and (2.5¢) impose upper and lower bounds for P and PP™",
respectively. We consider that the lower bound of the available generating capacity
is zero to represent the uncertainty in the availability of a generating unit or the
uncertainty in building new generating units. On the other hand, constraints (2.5b)
and (2.5d) limit the variability of uncertain variables Pg]“:m“x and P[})max, respectively,

through the so-called uncertainty budgets I"C and I'P, as explained below.
Uncertainty budget I'C can take values between 0 and 1. If I"C is chosen equal

Emax

t0 0, then PZ™ = P, , Vg, i.., uncertainty in the available capacity of generating
units is not considered. On the other hand, if I'C is chosen equal to 1, then PgEmﬂX,

Vg, can take any value within the interval [O, P, ] This can be seen as the case

of maximum uncertainty. Similarly, I'° can also take values between 0 and 1. If
I'P is chosen equal to 0, then P, " = PP™ V., ie., uncertainty in demand is not

considered. However, if I is chosen equal to 1, then PP, Vd, can take any value

within the interval [ﬁf} ", FdDW]. By choosing different values of "% and I'°, we

can analyze the impact of different levels of uncertainty on transmission expansion
decisions.
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2.3.3 Feasibility of Operating Decision Variables

Given the expansion decision variables, x[L, and the realizations of the uncertain para-
meters, Py and P7, we define set £2 (xj, Py, Py ) to ensure the feasibility
of the operating decision variables A \ xz“ as follows:

2 (xp, P, Pf’"‘“) ={A\xl :

SIPE- D pr+ D pr

gef2k Lls(€)=n Llr(€)=n
DmZIX L
= > (PP =pi®) + h Vn (2.6a)
des2P

Py =B 050y — 0rp)) = ¢p VE\LeE YT (2.6b)
pr =x; By (Os0) — Or0y) : dp" VL e RV (2.6¢)

_ Féndx < p; < F[max . d)(l;,min’d)(l;,max 7 (26d)

0<py <P ™, g™ Vg (2.6¢)
0<pS < PP™ g™ 2™ vd (2.6f)
— 7 < B, <m : ghmin pNmax vy (2.62)
0, =0 : x™' n:ref.}. (2.6h)

Note that the dual variable associated to each constraint is provided following a
colon.

Equations (2.6a) ensures the generation—demand balance at each node of the
system. Equations (2.6b) and (2.6¢) define the power flows through existing and
prospective transmission lines, respectively, which are bounded by the corresponding
capacity limits by Egs. (2.6d). Equations (2.6e) and (2.6f) impose bounds on the
power of generating units and on the load-shedding, respectively. Finally, Egs. (2.6g)
and (2.6h) define bounds on voltage angles and fix to zero the voltage angle at the
reference node, respectively.

2.3.4 Detailed Formulation

Given the definitions of the uncertainty sets and the operating feasibility region
provided in the previous sections, the TEP problem considering an ARO approach
can be formulated using the following model:
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min, . mine ,pox g
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(2.7a)

(2.7b)

(2.7¢)
(2.7d)
(2.7¢)
(2.7f)

(2.7g)
(2.7h)
2.7i)

2.7))

(2.7K)

Q2.7

(2.7m)

(2.7n)

(2.70)

Note that the above problem (2.7) has a three-level structure whose three opti-
mization problems include as optimization variables the expansion decision variables
x{r, the worst realizations of uncertain parameters Pgme, me, and the operating
decision variables p?, pY. pk. 0, respectively. Constraints (2.7b)—(2.7i) define the
feasibility of the operating decision variables. Constraints (2.7j)—(2.7m) define the
uncertainty sets. Finally, constraints (2.7n) and (2.70) define the investment budget
and the binary variables that represent which transmission lines are built, respectively.
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Expansion
decisions

[ Master problem ] [ Subproblem ]

Uncertainty
realization

Fig. 2.7 Adaptive robust optimization approach: interactions between master problem and sub-
problem

2.3.5 Solution Procedure

The ARO (2.7) is difficult to solve since its multilevel structure renders an NP-hard
problem. In order to solve this kind of problem, several algorithms are available in
the technical literature based on extended versions of Benders decomposition [4,
16, 17] and on constraint-and-column generation methods [17, 29, 32]. In Benders-
based methods, dual information from the so-called subproblem is used to build the
objective function of the so-called master problem gradually. On the other hand, the
constraint-and-column generation methods use cutting-plane strategies based solely
on primal cuts that involve only primal decision variables. These methods generally
perform computationally better than Benders’ methods.

The three-level optimization problem (2.7) is decomposed into a master problem
and a subproblem that exchange information on primal decision variables and that
are iteratively solved until convergence to an optimal solution is achieved. Figure 2.7
schematically represents the interactions between these two problems.

The sections below provide detailed formulations of the master problem and the
subproblem.

2.3.5.1 Master Problem

Considering a Benders framework, the master problem associated with problem (2.7)
is formulated below:

. ] FL. L
MU G R Pk s 2 , loxg +n (2.8a)
LefL+
subject to
z Ifxk < [-m (2.8b)
Lelt

xp=1{0,1} Vee - (2.8¢)
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S Pk D phat D phe= D (PR - pS) vew <

gk fs(@)=n or@)=n deP

(2.8d)
Piv = Be (Osww — Or) YO\ LE QYT VY < (2.8¢)
pey =x0Be (050 — ) VL E QYT VY < (2.8f)
— F™ < pp, < F™ Ve,V <v (2.82)
0<pi, <P, VgV =v (2.8h)
0<piS <Py Vd VW <v (2.81)
- <Oy <7 VYn,YV' <v (2.8))
Oy =0 niref. Vv <v (2.8k)
n>o [Z Cipd, +>.C pﬁ} v <, (2.81)

4 d
where v is the iteration index and v/ =1, ..., v.

The optimization variables of this master problem are the expansion decision
variables x%, the operating decision variables p?v,, p[]i o p}z > On,v (One per iteration
of the algorithm), and auxiliary variable 1, which is used to reconstruct objective
function (2.7a) gradually. Uncertain parameters PY and PP are fixed to their
optimal values obtained from the subproblem solution at each iteration and used as
input data of the master problem.

The size of master problem (2.8) increases with the iteration counter v since a new
set of constraints (2.8d)—(2.81) is incorporated at each iteration of the algorithm. Note
that if v = 0, then constraints (2.8d)—(2.81) are not included in the master problem.

Master problem (2.8) is an MINLP problem since it includes binary variables xj-
and nonlinearities in constraints (2.8f). However, these nonlinear constraints can be
replaced by equivalent mixed-integer linear Eqs. (2.2), as explained in Sect.2.2.3.
Therefore, the master problem is recast as an MILP problem that can be solved using
conventional branch-and-cut solvers [6, 15].

2.3.5.2 Subproblem

The subproblem associated with (2.7) is given below:

, . E E LS LS
Max ppmex pemss ¢ g mlnA\foe.Q(x?'*,PF"‘aX,REm“X) o |:Z Copg + 2 :Cd Pd :| ;
g d
(2.9a)
where the expansion decisions are considered to be fixed to xKL’*. These expansion

decisions are obtained from the solution of master problem (2.8) at each iteration of
the algorithm.
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Subproblem (2.9) is a bilevel problem that can be converted into an equivalent
single-level problem as explained below. The lower-level problem in (2.9) is contin-

uous and linear (and thus convex) in its decision variables A \x}r €2 (xz“* R mem R

PE™). Therefore, it can be replaced by its Karush—Kuhn—Tucker (KKT) conditions,
which are necessary and sufficient conditions for optimality. These KKT conditions
are included as constraints of the upper-level problem, rendering a single-level prob-

lem as follows:

max,ss o [Z Cipy +>.C5 p{,;s} (2.10aa)
g d
subject to
PE™ e [O,FEW] Ve (2.10ab)
_EmilX max
()
RN I T A (2.10ac)
Zg Pg
PP e [PY P va (2.10ad)
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Zd( d =d ) < I—vD (21an)
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gef2E s(&)=n elr(0)=n de2P
pe = Be (650 —b,00) VENLE QM (2.10ag)
Pk =x;* By (Bs0) — b)) VL € 21T (2.10ah)
— F"™ < ph < FP™ Ve (2.10ai)
0<pg <P Vg (2.10aj)
0<pS<PP™ vd (2.10ak)
—nT<6,<m Vn (2.10al)
6, =0 n:ref. (2.10am)
0Cg — i) + g™ — g™ =0 Vg (2.10an)
oCY — My + @)™ — g™ =0 Vd (2.10a0)
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where variables in set ASUB = { PP™ P Py Das P Ons Ans s B s

o™, b, d)f’mi“, P plmin | pN.max | g N.min x™'} are the optimization vari-
ables of subproblem (2.10). These optimization variables are the worst realizations
of the uncertain parameters Py and P{, the operating decision variables pf,

. L. a L’ H .
pl. pk, and 6,, as well as the dual variables 1, ¢f, ¢, ™, ¢, qb;:'ma", ¢>§’“““,

D D.mi . . .. . L,
g™, o, ghomax gNomin and x e, Note that expansion decision variables x,”*

are considered to be given parameters of subproblem (2.10) with values fixed to
their optimal values obtained from the solution of the master problem (2.8) at the
corresponding iteration.

Constraints (2.10ab)—(2.10ae) represent the uncertainty sets, constraints (2.10af)—
(2.10am) are the primal constraints of the lower-level problem in (2.9), constraints
(2.10an)—(2.10as) result from differentiating the Lagrangian of the lower-level prob-
lem in (2.9) with respect to lower-level variables, and constraints (2.10at)—(2.10ba)
are the complementarity conditions.

Note that dual variables A, in constraints (2.10an)—(2.10ap) include different
subscripts, namely n(g), n(d), s (£), r(£), which indicate the node in which generating
unit g is located, the node in which demand d is located, the sending-end node of
transmission line £, and the receiving-end node of transmission line ¢, respectively.

Subproblem (2.10) is nonlinear, due to the complementarity constraints (2.10at)—
(2.10ba). Complementarity constraints have the form 0 < @ L b > 0, which is
equivalent to nonlinear constraints a > 0, b > 0, and ab = 0. However, these
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constraints can be replaced by the following exact equivalent mixed-integer linear
expressions, as explained in [10]:

a=>0 (2.11a)
b>0 (2.11b)
a<Mu 2.11¢)
b<M( —u), (2.114d)

where u is an auxiliary binary variable and M is a large enough positive constant.

The working of Eqs. (2.11) is explained below. The complementarity constraints
impose that either a or b must be equal to zero. On one hand, if binary variable
u is equal to 0, then a = 0 by Egs. (2.11a) and (2.11c), and 0 < b < M by
Eqgs.(2.11b) and (2.11d). On the other hand, if binary variable u is equal to 1, then
b = 0 by Egs.(2.11b) and (2.11d) and 0 < a < M by Egs.(2.11a) and (2.11c).
Using Eqgs. (2.11), we impose that either a or b is equal to zero and that the other one
can take any value in a large enough interval defined by the disjunctive parameter
M . Reference [10] discusses how to select the values of this parameter.

2.3.5.3 Algorithm

The master problem and the subproblem defined in the previous sections are solved
iteratively. The optimal solution of the master problem at each iteration is used to
solve the subproblem and vice versa. The iterative algorithm continues until conver-
gence is attained. The detailed steps of this iterative algorithm are provided below:

Step1 Setlower (L B) and upper (U B) bounds to —oo and oo, respectively.

Step 2 Set the iteration counter to v = 0.

Step 3  Solve master problem (2.8). Obtain the optimal solution of variables xeL’*,
pij, p?’u*,, pk’j, 6, and n*. Note that if v = 0, then constraints (2.8d)-
(2.81) are not considered in the master problem.

Step4 Update the lower bound using Eq.(2.12) below:

LB= > Iyx;*+n". (2.12)

Leflt

Note that the master problem is a relaxed version of the original problem in
which variable 7 is used to reconstruct the original problem progressively
at each iteration. Therefore, the value of the lower bound increases with the
iteration counter as the master problem approximates the original problem.

Step5  Solve subproblem (2.10) by considering the optimal values of variables
xZL’* obtained in Step 3 to be given parameters. Obtain the optimal solution
of variables in the set ASUB-*,

Step 6 Update the upper bound using Eq. (2.13) below:
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Step 7

Step 8

Step 9

2 Transmission Expansion Planning

UB :min[UB, Z b 4o [ZCgGP,?* +ZC§SP{JS'*“-
d

LeQlt 8
(2.13)

Note that the subproblem is a more constrained version of the original
problem since variables x are fixed to given values. Thus, the upper bound
decreases with the iteration counter as variables xEL change and approximate
their optimal values.

If U B— L B islower than a predefined tolerance €, the algorithm terminates.
The optimal solution is x}“’*. If not, then continue with the following step.
Update the iteration counter, v <— v + 1, and set P‘E:m’* = P‘me’* and
PET" = PE™", where PY""" and Pf™"" are the optimal values obtained
from the solution of the subproblem in Step 5.

Continue with Step 3.

For the sake of clarity, the algorithm flowchart is depicted in Fig.2.8.

Ilustrative Example 2.6 Tivo-stage ARO TEP

We consider the six-node system analyzed in I1lustrative Example 2.3. The techni-
cal data of generating units, demands, and both existing and prospective transmission

Fig. 2.8 TEP flowchart of ]
the ARO algorithm UB=oc0 and LB = —x

Solve master problem (2.8)

!

Update lower bound using (2.12)
i

Solve subproblem (2.10) "L ASUB» \|

'

Update upper bound using (2.13)

NO

v r+1
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Table 2.7 Illustrative Example 2.6: data for uncertainty sets of demands

Demand PP™ [MW] P MW
di 180 220
d> 135 165
d 90 110
di 180 220

lines, as well as the available investment budget are obtained from Illustrative Exam-
ple 2.3.

Here, we consider an ARO approach for the TEP problem, and therefore, we
consider uncertainty in the available capacity of generating units and the maximum
demand at each node of the system, as explained below:

1. We consider that PgE"m is uncertain and can take values between 0 and the gener-
ating capacity values provided in the third column of Table?2.1.
—_pma

2. We consider that P(?mux is uncertain and can take values between EdDmax and P, ,
which are provided in the second and third columns of Table 2.7, respectively.

We consider that the uncertainty budgets for demands and generating units are
I'® = 0.5 and I'S = 0.2, respectively. This means that the level of uncertainty is
higher in the demand than in the capacity of generating units. For example, with
the considered uncertainty budgets, up to 20 % of the generating capacity may be
unavailable.

With these data, we solve the TEP problem with an ARO approach using the
algorithm described in Sect.2.3.5.3. For the sake of clarity, the steps and results of
each iteration of the algorithm are provided below:

Step1 We set the lower bound to L B = —oo and the upper bound to U B = co.

Step2  We set the iteration counter to v = 0.

Step3  We solve master problem (2.8). We obtain the optimal solution of variables
xZL’* =0,£=4,...,9;and n* = —oo. Note that since v = 0, constraints
(2.8d)—(2.81) are not included in the master problem at this iteration.

Step4 We update the lower bound using Eq.(2.12), LB = —o0.

Step5 We solve subproblem (2.10) by considering the optimal value of variables
xz"* obtained in Step 3 as given parameters. We obtain the optimal solution
of variables Pgme’* and P(?max'* ,which are provided in Table 2.8. The first and
second columns respectively give the generating unit and the corresponding
P;:'"ax'*, while the third and fourth columns provide the demand and the

corresponding PP™", respectively.

Subproblem (2.10) corresponds to the worst realization (in terms of generation and
load-shedding costs) of uncertain parameters once the expansion decision variables,
i.e., variables xZL’*, are fixed. As observed from the results provided in Table 2.8, the
worst realization corresponds to the case in which a peak load occurs for demands
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Table 2.8 Illustrative Example 2.6: solution of subproblem (2.10) for iteration v = 0

Generating unit PE™ [MW] Demand PP MW
g 300 di 180

& 250 dy 160

& 400 d3 90

& 170 ds 220

85 60

d, and dj (located at nodes 4 and 6, respectively, both in Region B) and when
the generation capacity of generating units g4 and gs (located at nodes 5 and 6,
respectively, both in Region B) is limited. If we look at the data for generating units
and demands provided in Tables 2.1 and 2.2, then we observe that most of the demand
is located in Region B. Moreover, Region B is initially not connected to Region A,
and node 6 is isolated. Therefore, a critical situation would be the case of a peak
demand in Region B (and mainly at node 6) and the failure of generating units in the
same region. This is consistent with the results achieved for the subproblem.

In this step, we also obtain solutions for operating decision variables p?*, pdD’*,

piﬁ’*, and 6. However, these variables are not used in the following steps of the
algorithm.

Step 6 We update the upper bound using Eq.(2.13), UB = 2.351 x 103.
Step7 We compute UB — LB = oo. Since this difference is not small enough,
we continue with the following step.

Step8 We update the iteration counter, v = 1, and set Pf‘:?x‘* = fmax’* and
PP = PP™, where PE™" and PP™" are obtained from the solution

of subproblem in Step 5.

Step 9 Continue with Step 3.

Step3  We solve master problem (2.8). We obtain the optimal solution of variables
Xyt =1,0=57Tx7"=0,£=4,6,89; and n* = 1.169 x 10°.
Master problem (2.8) corresponds to the response of the TSO to the worst
situation, i.e., given the worst realization of uncertain parameters obtained
in subproblem in Step 5 above, the TSO decides the optimal transmission
expansion plans to minimize generation and load-shedding costs, as well
as its investment costs.

Step4 We update the lower bound using Eq.(2.12), LB = 1.199 - 108,

Step5 We solve subproblem (2.10) by considering the optimal value of variables
x/];’* obtained in Step 3 as given parameters. We obtain the optimal solution
of variables P;:mx’* and Pt? ™" which are provided in Table 2.9. The firstand
second columns respectively give the generating unit and the corresponding
P;max’*, while the third and fourth columns provide the demand and the

corresponding PP™", respectively.
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Table 2.9 TIllustrative Example 2.6: solution of subproblem (2.10) for iteration v = 1

Generating unit PE™ [MW] Demand PP™ MW
g1 300 dy 195

) 250 dy 165

S 400 ds 110

& 20 ds 180

gs 150

As previously explained, subproblem (2.10) corresponds to the worst realization
(in terms of generation and load-shedding costs) of uncertain parameters once the
expansion decision variables (i.e., x}“’*) are fixed. However, now we consider the
updated values of expansion decision variables obtained in the master problem for
iteration v = 1. As a consequence, the worst realization of uncertain parameters is
different from that obtained in the previous iteration. For example, considering the
updated expansion decisions, initially isolated node 6 is now connected to node 3.
Therefore, the worst realization that in the previous iteration was a peak load and the
failure of the generating unit at this node is not that harmful in this case.

Step 6
Step 7

Step 8

Step 9
Step 3

Step 4
Step 5

Step 6
Step 7

We update the upper bound using Eq. (2.13), UB = 1.334 x 108.

We compute UB — LB = 0.135 x 108. Since this difference is not small
enough, we continue with the following step.

We update the iteration counter, v = 2, and set PgEu. = gme’* and
P(P: — pom

Continue with Step 3.

We solve master problem (2.8). We obtain the optimal solution of variables
xpt=1,0=57Tx7"=0,0=4,6,809; and n* = 1.304 x 10°.

We update the lower bound using Eq.(2.12), LB = 1.334 x 105.

We solve subproblem (2.10) by considering the optimal value of variables
xZL’* obtained in Step 3 as given parameters. Since the expansion decisions
are the same as those obtained for v = 1, the optimal solution of subproblem
(2.10) corresponds with that provided in Table2.9.

We update the upper bound using Eq.(2.13), UB = 1.334 x 105,

We compute U B — L B = 0. This means that the algorithm has converged,
and so it terminates.

The optimal solution of the TEP problem using an ARO approach that takes
into account the uncertainty in demands and the availability of generating
units consists in building transmission lines £5 and ¢7, i.e., transmission
lines connecting nodes 2 and 4 and nodes 2 and 6, respectively. (]
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Table 2.10 Illustrative Example 2.7: investment decisions for different uncertainty budgets®

1—~G
0 0.25 0.5 0.75 1
rp 0 L5, 07 s, 07 l4, 07,89 | L4, €5,89 |-
0.25 05,07 s, 07 U5, 07 U4, 07,89 |-
0.5 ls, €7 ls, 07 ls, 47 L4, 47, 9 -
0.75 ls, {7 ls, 47 ls, 47 Ly, 47, Lo -
1 05,07 s, 07 05,07 Oy, 07,89 |-

4 04:2-3, 05: 24, £g: 3-4, £7: 3-6, £g: 406, £9: 5-6
Ilustrative Example 2.7 Two-stage ARO TEP: Impact of uncertainty budgets

In Tllustrative Example 2.6 we consider that uncertainty budgets I'® and I'® are
equal to 0.5 and 0.2, respectively. Now we analyze its influence on the expansion
decisions. Table 2.10 provides the optimal transmission expansion decisions for dif-
ferent values of these uncertainty budgets.

‘We obtain different expansion decisions depending on the considered uncertainty
budgets. These expansion decisions are mainly conditioned by the value of I"C, as
explained below:

1. For low values of I', it is optimal to build ¢5 and £7. These values of the uncer-
tainty budget represent the case in which the uncertainty in the available capacity
of generating units is not very high.

2. For values of I'C larger than or equal to 0.5, it becomes optimal to build ¢4, £5,
£7, or {9, depending on the considered values of I"P. These values of 'S may
represent the case of a system with high uncertainty in the available capacity of
generating units, e.g., in a system in which building new generating units is highly
uncertain.

3. The value of I'S = 1 represents the case in which Pf’ma" can take any value

between 0 and P < max, i.e., all units may be unavailable. Therefore, this case is
not realistic.

The optimal expansion plan if no uncertainty is considered (i.e., if 'S = I'P = 0)
consists in building transmission lines £5 and £7. This solution corresponds to solving

Emax

the deterministic TEP problem (2.3) with PP™ = P>™ vd, and PE" =P, ,Vg.
This expansion plan is significantly different from that obtained for a high level of
uncertainty (e.g.,if 'S = 0.75and I'® = 1), which consists in building transmission
lines £4, £7, and £o. This highlights the importance of modeling the uncertainty when
the TEP is decided. If the deterministic solution is implemented, and then one of the
worst situations considered in the ARO model occurs, the system may experience
significant costs. (I
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2.4 Summary

This chapter analyzes the TEP problem. TEP consists in deciding on the optimal
reinforcement of the transmission capacity of an existing electric energy network by
appropriately selecting the type and number of transmission lines to be built. TEP is
a relevant problem in electric energy systems that require a secure, economic, and
reliable supply of demand.

We adopt the perspective of a TSO that decides a transmission expansion plan
with the aim of facilitating energy trading among producers and consumers, by
reducing the generation and load-shedding costs. To do so, two different approaches
are developed:

1. A deterministic approach in which optimal transmission plans are obtained by
considering the largest expected demand in the planning horizon.

2. An ARO approach in which optimal transmission expansion plans are obtained by
taking into account the uncertainty in the demand and the capacity of generating
units.

Different illustrative examples are provided to show the working and applicability
of the two models described. From these examples, as well as from the theoretical
framework described in this chapter, we obtain the following conclusions:

1. Investment costs in transmission lines are comparatively lower than the generation
and load-shedding costs. Therefore, it is possible to reduce generation and load-
shedding costs by employing limited resources in building new transmission lines.

2. TEP is carried out within an uncertain environment. RO is a practical tool that
allows us to represent uncertain parameters by robust sets at a reduced computa-
tional cost.

3. TEP is a computationally complex problem. Therefore, it requires implementing
some simplifications, e.g., a static approach or a dc power flow, especially if the
system under study is very large.

4. The TEP problem is analyzed in this chapter by considering that the generation
capacity of the system under study is fixed. The extension of the TEP problem
to considering the joint expansion of transmission and generation capacity is
analyzed in Chap. 4.

2.5 End-of-Chapter Exercises

2.1 Why is TEP needed? Who decides about it? What is its main purpose?

2.2 Describe the advantages and disadvantages of using a static approach such as
that used in this chapter (not a dynamic one) for the formulation of the TEP problem.

2.3 Determine the optimal transmission expansion plan in the modified Garver’s
system using the deterministic model (2.3). This system is depicted in Fig.2.9, and
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Fig. 2.9 Exercise 2.3: modified Garver’s system
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9; d,

¢
Node 1

Table 2.11 Exercise 2.3: data for generating units of the modified Garver’s system

Generating unit Node PgGmax [MW] Cg‘ [$/MWh]
81 n 200 24
0 n3 200 28
g3 ne 300 16

Table 2.12 Exercise 2.3: data for demands of the modified Garver’s system

max

Demand Node PP IMW] CLS [$/MWh]
di n 110 49
d> n 132 51
ds n3 88 80
ds n4 132 65
ds ns 88 39

its data are provided in Tables2.11, 2.12, 2.13, and 2.14. Consider an annualized
investment budget equal to $12 million, a base power of 1 MW, and a base voltage
of 1 kV.
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Table 2.13 Exercise 2.3: data for existing transmission lines of the modified Garver’s system

55

Line From node To node By [S] F* [MW]
04 ni np 250 100
123 ni ng 133 80
A nl s 500 100
Ly ny n3 500 100
ls ny ng 250 100
t #3 ns 250 100

Table 2.14 Exercise 2.3: data for prospective transmission lines of the modified Garver’s system

Line From node To node By [S] F [MW] 1 [L [$]

47 ny ns 323 100 3,491,000
l3 ny ne 333 100 3,379,000
2 n3 ne 500 100 5,406,000
Lo ny ne 333 100 3,379,000

2.4 Expand the deterministic TEP model (2.3) to consider a dynamic approach
whereby expansion decisions can be made at different points in time. Then apply
this dynamic problem to obtain the optimal TEP decisions in [llustrative Example 2.3,
considering three time periods and assuming a constant demand growth of 5% at
each time period.

2.5 Expand the deterministic TEP model (2.3) to consider losses through transmis-
sion lines, as done in [1].

2.6 Expand the deterministic TEP model (2.3) to consider the uncertainty in the
maximum demand through a set of scenarios, i.e., obtain a stochastic programming
model from the deterministic TEP model (2.3). Is this stochastic model more efficient
than the ARO model provided in Sect.2.3? Why or why not?

2.7 Write the equivalent mixed-integer linear expressions corresponding to com-
plementarity constraints (2.10at)—(2.10ba) using the Fortuny—Amat transformation
described by Eqs. (2.11).

2.8 Determine the optimal transmission expansion plan in the modified Garver’s sys-
temusing the ARO approach described in Sect. 2.3. This system is depicted in Fig. 2.9,
and its data are provided in Tables 2.11,2.13, 2.14, and 2.15. Consider an annualized
investment budget equal to $12 million and uncertainty budgets for demands and
generating units equal to I'° = 0.5 and I'® = 0.2, respectively.

2.9 In the ARO approach described in Sect.?2.3, the so-called uncertainty budgets,
I'S and I'P, are used to model the level of uncertainty in generating units and
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Table 2.15 Exercise 2.8: data for uncertainty sets of demands of the modified Garver’s system

Demand PP™ [MW] P MW
d 100 120
d> 120 144
ds 80 9%
ds 120 144
ds 80 9%

demands, respectively. However, uncertainty in generating units and demands may
be different in different regions of a system. It is possible to define uncertainty
budgets for different regions, i.e., I'S and I'°, where r indicates the region of the
system, as explained in [29]. Solve Illustrative Example2.6, considering that the
uncertainties in Regions A and B are different. Region A has significant uncertainty
on the available capacity of generating units (I“f = 0.5), but no uncertainty on
demandlevels (Iy = 0), while Region B has no uncertainty on the available capacity
of generating units (1} BG = 0), but high uncertainty on demand levels (I} ]? = 0.5).
How different are the results from those obtained in Illustrative Example 2.6? Why?

2.6 GAMS Code

A GAMS code for solving problem Illustrative Example 2.3 is provided below:

SETS
n /nl*né6/
g /gl*gb/
d /dl*d4/
1 /11*19/
s pros (1) /14*%19/
7 ex (1) /11*13/
s mapG(g,n) /gl.nl,g2.n2,9g3.n3,9g4.n5,g95.n6/
mapD (d, n) /dl.nl,d2.n4,d3.n5,d4.n6/
ref (n) /nl/
11 mapSL(1l,n) /11.nl1,12.n1,13.n4,14.n2,15.n2,16.
n3,17.n3,18.n4,19.n5/
12 mapRL(1,n) /11.n2,12.n3,13.n5,14.n3,15.n4,16.

n4d,1l7.n6,18.n6,19.n6/;

15 TABLE LDATA (L, *)

5 B FLmax IC
1 11 500 150 0
s 12 500 150 0
9 13 500 150 0
2 14 500 150 700000

21 15 500 150 1400000
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16 500 200 1800000
17 500 200 1600000
18 500 150 800000
19 500 150 700000;

SCALAR ILmax
/3000000/;

TABLE DDATA (d, *)

PDmax LScost
dil 200 40
d2 150 52
ds3 100 55
da 200 65;

TABLE GDATA (g, *)

PEmax Gcost
gl 300 18
g2 250 25
g3 400 16
g4 300 32
g5 150 35;

SCALAR SIGMA
/8760/;

SCALAR M
/5000/;

VARIABLES
Z

PL (1)
THETA (n) ;

POSITIVE VARIABLES
PG (g)
PLS (d) ;

BINARY VARIABLES
x(1);

EQUATIONS EQ3A, EQ3B, EQ3D, EQ3E, EQ3Fa, EQ3Fb,
EQ3Ga, EQ3Gb, EQ3Ha, EQ3Hb, EQ3I, EQ3J, EQ3Ka,
EQ3Kb, EQ3L;

EQ3A.. Z=E=SUM (1lS$pros (1) ,LDATA (1,
"IC’")*x(1))+SIGMA* (SUM (g, GDATA (g, 'Gcost ') *PG (G)
) +SUM (d, DDATA (d, "LSCOST ") *PLS (d) ) ) ;

EQ3B.. SUM (l$pros (1) ,LDATA (L, 'IC"
)*x(1l))=L=ILmax;

*EQUATIONS 3C ARE DEFINITION OF BINARY VARIABLES
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EQ3D(n) .. SUM (g$mapG (g, n) , PG (G)) -SUM
(l$mapSL(l,n),PL(1l))+SUM(l$SmapRL(1l,n),PL(l))=E=
SUM (d$SmapD (d,n) , DDATA (d, ' PDMAX ') -PLS (d) ) ;

EQ3E(1)$SEX (1) .. PL(1l)=E=LDATA (1, ’'B’) *(SUM
n$mapSL(1l,n), THETA (n))-SUM(n$mapRL (1,n), THETA (n
)) )

EQ3Fa (l)SEX (1) .. -LDATA (1, 'FLmax ' )=L=PL (1) ;

EQ3Fb (1) S$SEX (1) .. PL(1l)=L=LDATA (1, 'FLmax"’') ;

EQ3Ga (1) $PROS (1) .. -x(1)*LDATA (1, 'FLmax')=L=
PL (1) ;

EQ3Gb (1) SPROS (1) .. PL(1l)=L=x(1)*LDATA (1, '
FLmax ') ;

EQ3Ha (1) SPROS (1) .. -(1-x(1))*M=L=PL (1) -LDATA (
1,'"B’)*(SUM(nSmapSL(l,n), THETA (n)) -SUM (nS$SmapRL (
1l,n), THETA (n))) ;

EQ3Hb (1) $PROS (1) .. PL(1l)-LDATA (1, 'B’) * (SUM (
nSmapSL (1l,n), THETA (n) ) -SUM(NSmapRL (1,n), THETA (n
)))=1=(1-X(1))*M;

EQ3I(g) .. PG (g)=L=GDATA (g, 'PEmax ') ;

EQ3J (d) .. PLS (d) =L=DDATA (d, ' PDmax ') ;

EQ3Ka (n) .. -3.14=L=THETA (n) ;

EQ3Kb(n) .. THETA (n) =L=3.14;

EQ3L (n) SREF (n) . . THETA (n) =L=0;

MODEL TEP_DET /ALL/;

SOLVE TEP_DET USING MIP MINIMIZING 7Z;
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Chapter 3
Generation Expansion Planning

This chapter describes the generation expansion planning (GEP) problem in a given
electric energy system. Here, we take the perspective of a central planner that deter-
mines the generation expansion plan that is most beneficial for the operation of the
electric energy system as a whole. The central planner does not actually build the
generating units; however, it encourages private investors to build the electricity pro-
duction facilities, e.g., by using different types of incentives. Considering such a
central view, we provide and describe different models for the GEP problem: from
a very basic model based on a deterministic, static, and single-node approach to
more complex models that consider the impact of investment timing, transmission
constraints, and uncertainty on the GEP problem.

3.1 Introduction

One of the most relevant problems in the planning of electric energy systems is
guaranteeing that demands are efficiently and reliably supplied. On the one hand,
demands should be supplied by economic, flexible, and efficient generating units.
On the other hand, it is necessary to guarantee that demands will be supplied even in
the worst situations, e.g., if there is an unexpected peak demand or if an important
generating unit fails. Note that there is a twin economic and engineering objective.
In order to tackle such a complex problem, two important issues arise. One is
analyzing the transmission network, which allows the energy flows between produc-
ers and consumers. The capacity of the transmission network should be enough for
demands to be met in an efficient and reliable manner. The problem of analyzing
whether it is necessary to reinforce the transmission network in a given electric energy
system, known as the transmission expansion planning (TEP) problem, is described
in Chap.2. The second issue is the adequacy of the generating units that are used
to supply demands, i.e., analyzing whether it is necessary to invest in building new
electricity production facilities. This problem, known as the generation expansion
planning (GEP) problem, is the topic of this chapter.
© Springer International Publishing Switzerland 2016 61

A.J. Conejo et al., Investment in Electricity Generation and Transmission,
DOI 10.1007/978-3-319-29501-5_3


http://dx.doi.org/10.1007/978-3-319-29501-5_2

62 3 Generation Expansion Planning

The GEP problem is motivated by the aging of available electricity production
facilities, as well as by growth in demand with the passing of time. These two issues
make it essential to analyze whether it is necessary to expand the capacity of the
existing generating units and/or to build new generating units.

The GEP problem is generally tackled in two different ways: (i) considering a
market framework [15, 16] and (ii) adopting a centralized approach [7, 20]. On the
one hand, a market framework assumes that profit-oriented agents determine their
own generation expansion plans with the aim of maximizing their expected profits.
To do so, once the production facilities are built, they recover their investment costs
by selling their production in a market. The GEP problem considering a market
approach is the topic of Chap.5. On the other hand, considering a centralized
approach, we assume that a central planner [e.g., the independent system opera-
tor (ISO)] determines the generation expansion plan that is most efficient for the
system as a whole. This is the approach considered in this chapter.

The central planner determines the generation expansion plan that results in an
optimal operation of the electric energy system and in an efficient supply of demands.
With this purpose, different objective functions can be considered, e.g., minimiz-
ing network bottlenecks, maximizing social welfare, minimizing generation costs.
Among these different objectives, we select the maximization of social welfare.
Moreover, we also consider the investment costs incurred in building new electricity
production facilities since they are relevant for the agents in charge of building the
new generating units. This way of tackling the GEP problem is also known in the
technical literature as a command-and-control approach.

The expansion planner considered in this chapter determines the optimal gener-
ation expansion plan to be carried out. However, it does not usually build the new
electricity production facilities. It encourages private investors to build them, e.g., by
using different types of incentives [24]. These private investors will, in turn, recover
their investment costs by selling their production in the market and, if applicable, by
subsidies.

The generation expansion decisions have several aspects, as explained below.

The most important one is deciding about the type and sizing of the candidate
generating units to be built in the system. Given the existing generation portfolio of
an electric energy system as well as its future needs (e.g., its future demand and future
changes in the system topology), we determine the optimal type and capacity of the
generating units to build. These decisions are also affected by the decommissioning
of old generating units as well as by the investment and production costs of the
candidate generating units.

The capacities of the candidate units to build in the system constitute the basic
and essential generation expansion decisions. However, it is also possible to decide
on the best location to build the new generating units. Many systems have most of the
demand concentrated in a given region. Moreover, with the increasing penetration
of renewable energy generating units, the transmission network is usually congested
[6], so that it is generally important to decide where to build the new generating
units in order to alleviate system congestion. To do so, it is necessary to represent
the network in the GEP problem [14, 16].
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Besides deciding the optimal sizing and location of the new generating units,
it is generally important to determine the optimal timing to build these electricity
production facilities. In this sense, it is common to consider that the generation
expansion plans are made at a single point in time, i.e., to consider a static approach [9,
23]. This allows us to formulate a relatively simple problem. However, it is sometimes
required to make the generation expansion plans at different points in time, i.e., to
consider a dynamic approach [3, 7]. These dynamic generation expansion decisions
are generally more accurate; however, we pay the cost of formulating and solving a
more complex and possibly intractable problem.

Finally, another important issue in the GEP decision-making problem is that the
expansion decisions are usually made within an uncertain environment, which further
complicates the problem.

Within this framework, we provide and analyze different GEP models that include
the main characteristics described above.

The remainder of this chapter is organized as follows. Section 3.2 describes the
main characteristics of the models described in this chapter. Section 3.3 provides
a basic model for the GEP problem based on a deterministic single-node static
approach. This model is extended in the following sections in order to represent
the impact of different aspects on the GEP problem. Section 3.4 describes a dynamic
approach in which the generation expansion plans can be made at different points in
time. Section3.5 provides a network-constrained approach in which network con-
straints are modeled in the GEP decision-making problem. Section 3.6 describes a
stochastic approach, in which we model the impact of uncertain parameters on the
GEP problem. Sections 3.3-3.6 include clarifying examples that illustrate the work-
ing and characteristics of the reported models. Section 3.7 summarizes the chapter and
discusses the main conclusions stemming from the models and results. Section 3.8
provides some exercises to enable a deeper understanding of the models and concepts
presented in the chapter. Finally, Sect. 3.9 provides the GAMS codes for solving some
of the illustrative examples.

3.2 Problem Description

In this chapter, we describe and formulate the GEP problem, considering different
approaches. However, all of them have some common characteristics, which are
described in this section for the sake of clarity.

3.2.1 Notation

The main notation used in this chapter is provided below for quick reference. Other
symbols are defined as needed throughout the chapter. The observations below are
in order:
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1. A subscript o in the symbols below indicate their values in the oth operating
condition.

2. A subscript ¢ in the symbols below indicate their values in the 7th time period.

3. A subscript w in the symbols below indicate their values in the wth scenario.

Indices:

c Candidate generating units.

d Demands.

g Existing generating units.

£ Transmission lines.

n Nodes.

o Operating conditions.

t Time periods.

w Scenarios.

Sets:

r(£) Receiving-end node of transmission line £.

s(¢) Sending-end node of transmission line £.

¢ Candidate generating units located at node .

2P Demands located at node n.

F  Existing generating units located at node .

Parameters:

A Amortization rate [%].

By Susceptance of transmission line £ [S].

ct Production cost of candidate generating unit ¢ [$/MWh].

C f Production cost of existing generating unit g [$/MWh].

C‘];S Load-shedding cost of demand d [$/MWh)].

F Capacity of transmission line £ [MW].

1€ Investment cost of candidate generating unit ¢ [$/MW].

icc Annualized investment cost of candidate generating unit ¢ [$/MW].

ﬁfma‘ Maximum production capacity investment of candidate generating unit ¢
MWL

PS}’“"“ Production capacity of investment option g of candidate generating unit ¢

[MW].

PP Load of demand d [MW].

PE™  Production capacity of existing generating unit g [MW].

Do Probability of scenario  [p.u.].

Do Weight of operating condition o [h].

Binary Variables:

Option
cq

Binary variable that is equal to 1 if option ¢ determines the capacity to be
built of candidate generating unit ¢ and O otherwise.
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Continuous Variables:

¢ Power produced by candidate generating unit c [MW].
€™ Capacity of candidate generating unit ¢ [MW].
pg Power produced by existing generating unit g [MW].
pIE Power flow through transmission line £ [MW].
6, Voltage angle at node n [rad].

3.2.2 Aim and Assumptions

We consider a central planner (e.g., the ISO) that aims to determine the generation
expansion plan that is most beneficial for the electric energy system as a whole. Sub-
sequently, this central planner incentivizes private investors to build these electricity
production facilities, e.g., by using different types of incentives.

In order to determine the generation expansion plan that is most beneficial for
the system as a whole, it is possible to consider different objective functions. In this
chapter, we consider that the expansion planner determines the generation expan-
sion plan that maximizes the overall social welfare. Since building new electricity
production facilities has a cost, we also include the investment costs in the objective
function.

For the sake of simplicity in the formulation and description of the models, in
the following we consider that demands are inelastic, and thus the social welfare is
equivalent to minus the generation cost.

Finally, we assume that during the considered planning horizon, there are no
changes in the system topology, i.e., the existing transmission lines remain the same.
The joint generation and transmission expansion planning (G&TEP) problem is the
topic of Chap.4. Moreover, we do not consider the commissioning of old units for
the sake of simplicity.

3.2.3 Time Framework

The generation expansion plan is determined for a long-term planning horizon, e.g.,
20years. In this sense, there are two different ways of tackling the GEP problem
depending on when the electricity production facilities are built:

1. A static model in which the generation expansion decisions are made only at the
beginning of the planning horizon, i.e., at a single point in time.

2. A dynamic model in which the generation expansion decisions are made at dif-
ferent points in time.

The modeling of the planning horizon depends on whether a static or a dynamic
model is considered.
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Considering a static model, we represent the whole planning horizon by a single
year, which is considered the reference or target year. The system needs (e.g., the
demand in the system) are represented for this target year, and the generation expan-
sion decisions are made for this reference year. Since the generation expansion plan is
mainly conditioned by the demand in the system, which usually increases over time,
the reference year is usually selected as the last year of the planning horizon. This
is so because the generation expansion plans must be made for the whole planning
horizon, and thus we should consider the largest expected demand.

If a dynamic approach is considered, then the planning horizon is divided into
different time periods, each one comprising a specific number of years. In turn, each
time period is represented by a single year (generally, the last year of each time
period), which is considered the reference or target year of the whole time period.
In this case, we assume that the generation expansion decisions can be made at the
beginning of each time period.

Figure 3.1 illustrates the differences between the static and dynamic approaches
in the GEP problem.

The advantage of using a static approach for the GEP problem is that the resulting
model is relatively simple. However, it has some disadvantages. One is that the
generation expansion plan is made for the last year of the planning horizon (the
reference year). Since the GEP problem is solved for a long-term planning horizon,
the demand in the system in this reference year will be probably much higher than
the demand in the system at the present or in the short term. Therefore, the generation
expansion plan will probably result in an overcapacity that is not needed until the
last years of the planning horizon. Another disadvantage of using such a static model

Static or single-stage model

Beginning of End of
planning horizon planning horizon

T

Generation
expansion
decisions

Dynamic or multi-stage model

Beginning of End of
planning horizon planning horizon
1st generation 2nd generation nth generation

expansion decisions expansion decisions expansion decisions

Fig. 3.1 Static and dynamic GEP models
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is that for a long-term planning horizon, it is difficult to obtain an accurate forecast
of the system conditions (e.g., the demand) in the future. Thus, if an unexpected
change in the system occurs (e.g., if the future demand is lower than expected when
the generation expansion plan is decided), then it is not possible to adapt to these
changes since the generating units have already been built.

The above problems are solved by considering a dynamic approach, which allows
us to increase the capacity as needed instead of building all the capacity at the
beginning of the planning horizon. This also allows us to adapt to possible changes
in the system conditions throughout the planning horizon.

3.2.4 Operating Conditions

We consider that the generation expansion planner determines the expansion plan
that maximizes the overall social welfare and minimizes the investment costs. Thus,
in order to compute the social welfare, it is necessary to model the different operating
conditions that will take place in the system under study in the considered planning
horizon. These operating conditions can represent different demand realizations,
different renewable production conditions, or different system conditions (e.g., the
failure of a transmission line).

For the sake of clarity, in the following we assume that only the demand affects
the different operating conditions.

To model demand operating conditions, one alternative is to consider historical
data in the system under study to predict the operating conditions in the considered
planning horizon. For example, let us consider historical data of the demand in the
system. If we divide these demand values by the peak demand in the system, then we
obtain a set of historical values of demand levels. While the demand in the system will
probably increase in the future, we can assume that the demand levels will remain
approximately the same. Thus, we can use historical demand levels multiplied by
the future expected peak demand to predict future operating conditions.

However, note that historical data of demand usually comprise thousands of hourly
demand values. Thus, itis impractical to work with such alarge data set. Nevertheless,
many of these historical hourly values are similar. Thus, it is possible to obtain
a reduced data set from the historical data that groups similar historical data. For
this purpose, there are several techniques available in the technical literature, e.g.,
methods based on the load—duration curve and clustering methods [4].

These methods use as input historical data of demand levels, e.g., hourly demand
levels throughout a year (i.e., 8760 demand level values). Then, the clustering meth-
ods check the similarities among the historical demand levels and group those demand
levels that are similar. The output of these methods is a reduced set of operating
conditions, each one defined by a demand level and the relative weight of this oper-
ating condition in the historical data analyzed. This reduced data set is used to
represent the operating conditions in the considered planning horizon.
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Note that these methods allow us to maintain the information of the historical
data as well as possible correlations in the historical data, e.g., correlation among
demands in different locations.

Ilustrative Example 3.1 Operating conditions

Historical data of demand in an electric energy system are used as input for
the K-means clustering technique [4]. The output of this method are two operating
conditions. The first is characterized by a demand level of 0.4833 p.u. and a relative
weight of 0.6849 p.u. The second is characterized by a demand level of 0.9167 p.u.
and a relative weight of 0.3151 p.u.

Let us consider that the GEP problem involves a 20-year planning horizon. This
planning horizon is represented by a single target year, whose expected peak demand
is 600MW. The two operating conditions in this target year have the following
characteristics:

1. Operating condition o; is characterized by a demand of 290 MW (600 MW x
0.4833) and a weight of 6000h (8760h x 0.6849).

2. Operating condition o0, is characterized by a demand of 550MW (600MW x
0.9167) and a weight of 2760h (8760h x 0.3151).

]

An important issue is selecting the number of operating conditions that are used in
the GEP problem. This number should be large enough to represent the different oper-
ating conditions throughout the year accurately. However, if the number of operating
conditions considered is very large, then the GEP problem may become computa-
tionally intractable. Thus, we should select a number of operating conditions that
constitutes an appropriate tradeoff between modeling accuracy and computational
tractability.

Note that in this chapter, we use the output of the clustering methods as an input
to the GEP problem. We do not describe in detail the working of these clustering
methods. The interested reader is referred to [4] for further details on clustering
techniques to derive operating conditions.

3.2.5 Uncertainty Characterization

Under the uncertainty characterization point of view, it is possible to formulate two
different GEP models:

1. A deterministic model: We consider that the generation expansion planner has
perfect information at the time it determines the generation expansion plan, e.g.,
the planner knows the future demand in the system perfectly.

2. A stochastic model: We consider that the generation expansion decisions are made
within an uncertain environment, and thus this uncertainty should be considered in
the GEP decision-making problem in order to obtain informed decisions. Among
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the different techniques available to deal with uncertainty, in this chapter we
consider a stochastic programming framework [10] in which uncertainties are
modeled through a set of scenarios indexed by w.

Although considering a deterministic approach allows us to formulate a relatively
simple problem, in the real world the generation expansion plans are decided for
a long-term planning horizon, and thus it is hard to obtain a good forecast of the
system conditions for the whole planning horizon. This lack of perfect information
generally conditions the generation expansion plans.

For the sake of simplicity, in the following, we assume that uncertainty affects
only the demand in the system. However, additional sources of uncertainty may be
considered through additional scenarios.

3.2.6 Modeling of the Transmission Network

Representing the transmission network leads to two different GEP models:

1. A single-node model: In this case, we do not model the network constraints, i.e.,
we solve the GEP problem considering that all demands and generating units are
connected to a single virtual node. Therefore, the solution of this GEP problem is
the optimal sizing of the generating units to be built in the system, but not where
to build them.

2. A network-constrained model: In this case, we explicitly model the network
constraints. Therefore, the solution of the GEP problem in this case is the optimal
sizing as well as the optimal location of the generating units to be built in the
system.

Considering a single-node approach for the GEP problem allows us to formu-
late a relatively simple problem. However, it is important to consider the network
constraints, especially in systems with congested transmission lines.

3.2.7 Complementarity Model

As previously explained, the generation expansion planner aims to determine the
generation expansion plan that maximizes the overall social welfare and that min-
imizes the investment costs. On the one hand, the social welfare can be computed
from the result of market clearing. On the other hand, the clearing of the market
is affected by the generation expansion plan decided by the generation expansion
planner. Thus, it is necessary to represent explicitly the clearing of the market in the
GEP decision-making problem. Moreover, we should represent the market clearing
for different operating conditions, time periods, and scenarios.
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Generation expansion planner:

Maximize overall social welfare
Minimize investment costs

Scheduled

Expansion plans L
P P power quantities

Market operator:

Maximize social welfare
(for each operating condition, time
period and scenario)

Fig. 3.2 Complementarity GEP model

However, the clearing of the market is itself an optimization problem in which
the market operator (MO) receives offers and bids from producers and consumers,
respectively, and determines the scheduled power quantities to be supplied by produc-
ers and consumed by demands that maximize the overall social welfare. As a result,
the GEP problem becomes an optimization problem subject to other optimization
problems (the market-clearing problem for each operating condition, time period,
and scenario). This kind of problem is usually known in the technical literature as a
bilevel, hierarchical, or complementarity model [11].

The structure of this complementarity model is schematically depicted in Fig.3.2.
The generation expansion planner decides the optimal generation expansion plan to
be carried out, i.e., it determines the optimal generating units to be built in the
system. On the one hand, the information about the generation expansion plan is
used in market-clearing problems. On the other hand, the output of these market-
clearing problems is the scheduled power quantities to be produced by the existing
and candidate generating units, which are used in turn by the generation expansion
planner to compute the social welfare. Additional details of these two problems are
provided in the sections below.

Among the different market settings, we represent only the clearing of the day-
ahead market since it is generally the market with the largest volume of energy
trading.

3.3 Deterministic Single-Node Static GEP

In this section we describe the GEP problem, considering a deterministic single-node
static approach that has the following characteristics:

1. We consider a deterministic approach: We assume that there is no uncertainty, i.e.,
the generation expansion planner has perfect information on all the parameters
that affect the GEP problem.
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2. We consider a single-node approach: We do not represent the network constraints.
As a result, we determine the sizing of the generating units to be built but not
where to build them.

3. We consider a static approach: We consider that the generation expansion plan
can be made only at the beginning of the planning horizon.

The above modeling framework allows us to formulate a simple problem that
will be used to illustrate the main characteristics of the GEP problem. This simple
problem will be progressively enhanced in the following sections.

The next section provides the formulation of the complementarity model used
for the GEP problem considering a deterministic single-node static approach. This
complementarity model can be reformulated as a nonlinear programming (NLP)
model, which can be in turn recast as an equivalent mixed-integer linear programming
(MILP) model.

3.3.1 Complementarity Model

The GEP problem considering a deterministic single-node static approach can be
formulated using the following complementarity model:

RRSFRED D3-S AR S Cu
o g c c

subject to
0<p™ <P Ve (3.1b)
Pens Vo € 20 (Pa, Py 0E ) Vg.c0, (3.1¢)

where pC™" and variables in set AD'SM = {p¥  pC 1 are the optimization variables
of problem (3.1).
Objective function (3.1a) comprises two terms:

1. Z Cfpgo + Z Cfpcc_o, Yo, are the generation costs (of both the existing and the
g c

candidate generating units) for each operating condition o.
2. Z iccpgmax is the annualized investment cost incurred in building new generating
c

units.

The terms in 1 above are multiplied by the weight of the corresponding operating
condition in the target year in order to make the generation costs and the annualized
investment cost comparable.
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Note that we consider as objective function of the GEP problem the overall social
welfare (the generation cost is equivalent to minus the social welfare since demands
are considered inelastic) and the investment cost.

Constraints of the GEP problem (3.1) include constraints (3.1b), which impose
bounds on the capacity of the candidate generating units to be built, and constraints
(3.1c), which state that the scheduled production of the existing and the candidate
generating units is obtained from the clearing of the market, represented by sets
2, (P, PE™ pE™), Yo.

The clearing of the market is itself another optimization problem, whose detailed
formulation is provided below:

2, (P, P ) = [

»Fe
mingpse > Cyph, + > CEpS, (3.2a)
g c

subject to

DA P =D Ph (3.2b)
8 c d

0<pl, <P." :ui, Vg (3.20)
0<pS <pS :uS ve (3.2d)
] . Vo,

where the variables in sets APTSM = {pgg , PS,}. Vo, are the optimization variables

of problems (3.2), Yo. The dual variables associated to constraints of problem (3.2)
are provided following a colon.

Objective function (3.2a) represents the generation cost, which is equivalent in this
case to minus the social welfare. Constraints (3.2b) define the generation—demand
balance. Finally, constraints (3.2c) and (3.2d) impose bounds on the power quantities
to be supplied by the existing and the candidate generating units, respectively. Note
that the upper bounds for the existing generating units are the already built capacities,
while the upper bounds for the candidate generating units are the capacities to be
built. These capacities are decision variables of the GEP problem (3.1).

We consider a competitive market in which producers offer their capacities at
their marginal costs. The strategic behavior of producers is analyzed in Chap. 5.
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Ilustrative Example 3.2 Deterministic single-node static GEP problem: Comple-
mentarity model formulation

Let us consider an electric energy system with the following characteristics:

1. There is one generating unit g with capacity of 400 MW and production cost equal
to $35/MWh.

2. It is possible to build a new generating unit ¢ with capacity up to SOO0MW and
production cost equal to $25/MWh. The annualized investment cost is $70,000
per MW.

3. Demand conditions in the system are represented through two operating condi-
tions. The first one, 0y, is defined by a demand of 290 MW and a weight of 6000 h,
while the second one, 0, is defined by a demand of 550MW and a weight of
2760h.

Given the above data, the GEP problem (3.1) results in the following complemen-
tarity model:

Minge e e e e 6000 [35pE, +25p5, | +2760 350, + 2575, |

301 °Péoy Poy Pioy P

4 70000p5™"

subject to

a

0<pS™ <500

C
coj

[ minge e 35pF, +25p
S.t.
C
pgul +pz,, = 290
0 < p;, <400

0 51)9 < gmux

coy — 'c

minge c 35p§02 +25p¢

P30y Pio, co2
S.t.
pg()z +pzc'02 = 550
0 <pt <400

202

Ofpg < gmax.

cop — ¢

]
Note that the complementarity model comprises problems (3.1) and (3.2), Vo,
which are jointly solved following the procedure described in the section below.
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3.3.2 Equivalent NLP Formulation

Each market-clearing problem (3.2) (one for each operating condition o) is a lin-
ear programming (LP) problem. Thus, it is possible to replace each of these prob-
lems by its first-order optimality conditions, which are in turn used to replace sets
2, (P‘?O,PgEmax, pf“) Yo, in problem (3.1). Thus, complementarity model (3.1)
results in a single-level problem, generally known in the technical literature as a
mathematical program with equilibrium constraints (MPEC) [11].

The first-order optimality conditions can be formulated using one of the two

approaches below:

1. Karush—Kuhn-Tucker (KKT) formulation: In this case, each market-clearing
problem (3.2) is replaced by its KKT conditions [11, 17].

2. Primal-dual formulation: In this case, each market-clearing problem (3.2) is
replaced by its primal constraints, its dual constraints, and its strong duality
equality [11, 18].

The formulations of the MPEC based on the above two approaches are equivalent.
However, using the KKT conditions requires handling complementarity constraints,
which are nonlinear. Thus, it is generally easier to solve the MPEC that results
from the primal-dual formulation, which does not include such complementarity
conditions. Thus, the primal—dual formulation is the approach used in this chapter.

The dual problem of the market-clearing problem (3.2) is provided below:

@2, (PP, PE™ ™) — [

c

D Emax pmax Cmax_ omax
max ,pismp A, E P, — E Mg P — E Moo Do (3.3a)
d 8

subject to
Cy — ot >0 Vg (3.3b)
CE — o+ s >0 Ve (3.3¢)
wy, =0 Vg (3.3d)
uS™ >0 Ve (3.3¢)
, Vo,
where variables in sets AD'SMP = (), M?:M, nS, "}, Vo, are the optimization

variables of problems (3.3), Vo.

Then we replace the market-clearing problem (3.2), Yo, by its primal constraints,
its dual constraints, and its strong duality equality, rendering an MPEC whose for-
mulation is as follows:
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min Apis,MPEC Z Do |:Z Cgpgo + Z Cspgo:| + Zifpgmax (3.42)
0 g c c

subject to
0 < pc max < Ffmax Ve (34b)
[ D+ L= P, (3.4¢)
8 c d
0<py, <P Vg (3.4d)
0=pe=pl ¥ (3.4¢)
Cy—ho+uy, =0 Vg (3.46)
My 20 Vg (3.4h)
Mo 20 Ve (3.4i)
S CEE + 3 = X P - SR S
§ ¢ d 8 c

],Vo,

where variables in set APISMPEC — fC" - ADISM “ADISM-D gre the optimization
variables of problem (3.4).

Constraints (3.4b) are the constraints of problem (3.1), constraints (3.4¢)—(3.4¢e)
are the primal constraints of the market-clearing problems (3.2), Yo, constraints
(3.41)—(3.4h) are the dual constraints of the market-clearing problems (3.2), Yo, and
constraints (3.4i) are the strong duality equalities, which impose that the primal and
the dual objective functions of the market-clearing problems (3.2), Vo, have the same
value at the optimum [8].

Ilustrative Example 3.3 Deterministic single-node static GEP problem: MPEC
formulation

Considering Illustrative Example 3.2, the corresponding MPEC formulation is
provided below:

miny 6000355, +25p5, | +2760[35pE,, +2505,,|
+ 70000pS™
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Note that problem (3.4) is an NLP problem since it includes nonlinear terms
S pS™ , Ve, o, in constraints (3.4j), Yo. NLP problems are generally hard to solve,
and convergence to the optimum is not guaranteed [8]. However, it is possible to
transform problem (3.4) into an equivalent MILP problem, as explained in the fol-

lowing section.

3.3.3 Equivalent MILP Formulation

In the GEP problem (3.4), the capacity of the candidate generating units to build in the

system is defined by variables pS™", Ve, which can take any value between zero and
P, ,ie., weconsiderthatp;  is a nonnegative continuous variable. However, this

capacity is generally a discrete decision variable since generating units are usually
built in blocks of a predetermined size. Therefore, it is necessary to reformulate
constraints (3.4b), V¢, in order to take into account such a fact. These constraints can
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be reformulated as follows:

Cm‘“ Z OpuonPOpllon Ve (353)
Zuglption =1 Ve (35b)
ug)qption c {O, 1} VC, q. (350)

The working of constraints (3.5) is illustrated with the following example. Let
us consider that it is possible to build up to 300MW of new capacity in 100 MW
blocks for a candidate generating unit ¢. Thus, we define parameters POp n g, as
szp] ton — 0, POp ton — 100, P?p“o“ =200, and P?pmn = 300. If the optlmal capacity
to be built in the system is, for example, 200 MW then binary variables qunon, vq.

Option __ =0, 4 = q1, g, qa, SO that pcmax

are u, -~ = = 1 and Uz

(3.5).
Using Egs. (3.5), it is possible to reformulate nonlinear terms u&, p$™", Ve, o,

Option = 200 by constraints

max 1 1 . . . .
as 1S E M%P“"“Pglp“o“, Ve, o. That is, using this reformulation we have products

q
of a continuous variable and a binary variable, which can be transformed into exact
equivalent mixed- integer linear expressions as explained below [1, 5, 12].

max
Let us consider Mw E OpuonPOptlon 2 C OpllonPOptlon E ZAUX

cqo

q
max Option ,Opti
where qulix =S Uy Py, Ve, q, 0, are aux111ary variables equal to the prod-
ucts of a continuous variable, a binary variable, and a constant. These auxiliary

variables can be rewritten as follows:

Z?q[ix — MS{‘)MXPOPUOH _ 2?;{}))( VC, q,0 (363.)
AUX _ 0
0<zy =u ptlonM Ve, q,0 (3.6b)
2AUX 0
0 <2 X < (1—uP"™ )M Ve, q.o0, (3.6¢)
where zﬁ}ix, Ve, q, 0, are auxiliary variables and M is a large enough positive constant

[5, 22].

The working of Egs. (3.6) is explained next. On the one hand, let us consider that
option ¢ does not determine the optimal capacity of candidate generating unit ¢,
i.e., variable uomm = 0. In such a case, we have the following values of variables:

max O tion Option
Z‘ﬁUX (; MVP PA.AP
cqo co cq cq

0 < 220X < 0, Vo, i.e., z2UX = 0, Vo, if u:?"" = 0. On the other hand, if option §
qo cqo cq
does determine the optimal capacity of candidate generating unit ¢, i.e., if variable

Option . AUX __ ,,Cmax ,Option s
Uz is equal to 1, then variables z: o = Map Prg , Yo. This is guaranteed by

Eq. (3.6a), which impose 231X = ug;’ " POPion _ 2AUX v, and by Eq. (3.6¢), which

cqo ’

= 0, Vo. This is guaranteed by Eq. (3.6b), which impose
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impose 24" = 0, Vo, if ugp " _ 1. Note that Eq.(3.6b) impose in this case that
0< zAUX < M,Vo,ie., that nonnegative variables z‘f\.UX Vo, are below large enough
bounds

Constant M impose bounds for auxiliary variables zAUX

5AUX ;
eqo and Zg,”~ . These variables

. max Option ,Option spr
are used to compute non-linear terms uS, uey - Peq - so that positive constant M

must have a value larger than u$™ P?qptm”. However, note that the values of variables
nS™ are not known in advance. Additional details on how to select positive constant
M are provided in [5, 22].
. . . Cmax Cmax
Note that using Eqs. (3.6) we get rid of non-linear terms v, p;, , Vc, 0, and the

GEP problem considering a deterministic single-node static approach can be finally
formulated using the MILP model below:

min 4pis,mip Z Po |:Z pgu + z C: pw:| + Zifpgmax (3.7a)

subject to

mex Z qunon POpuon Ve (3.7 b)
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Co—hot 1t C >0 Ve 3.70)
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nS™ >0 Ve (3.7k)
Z Copyy+ D CopS, = ho > Pl — D> gy Py Z Zzgi,x (3.71)

- - -

Zé]ng — MgmeOption _ E?qlix Ve, q (3.7m)
0 <X <ulP"M Ve,q (3.7n)
0 <2 < (1—ugh™)M Ve, q (3.70)

],Vo,



3.3 Deterministic Single-Node Static GEP 79

i ) Opti
where variables in set APISMILP — [;,C7 1y (PHOT - ADISM = ADISM.D = A ISM.DUAL,
ASMAUXY are the optimization variables of problem (3.7), APISAUX = {zfqu,
AAUX dM . 1 h o, .

ZhoX 1, and M is a large enough positive constant.

Ilustrative Example 3.4 Deterministic single-node static GEP problem: Solution

Let us consider Illustrative Example 3.2. The capacity of the candidate unit is
available in 100 MW blocks, up to 5 blocks.

By solving problem (3.7) for these data, we obtain that the optimal generation
expansion plan consists of building 300 MW of the candidate generating unit, i.e.,
variable qunon = 1 and variables uoqpnon =0,Vq # qa.

The power produced by the existing generating unit is 0 and 250 MW for operating
conditions o; and o0,, respectively. As the generation costs of the candidate generating
unit built are cheaper than those of the existing one, the power produced by the
candidate generating unit is 290 and 300 MW for operating conditions o; and o,,
respectively. (Il

3.3.4 Meaning of Dual Variables L,

Variables A, are the dual variables associated to the generation-demand balance
Egs. (3.2b), Vo. Since the market-clearing problems (3.2), Vo, represent the mini-
mization of the generation cost (or the maximization of social welfare since demands
are considered inelastic), these dual variables represent the generation cost increment
in the market that results from a marginal increment of the demand in the system.
Thus, these dual variables are usually referred to as the marginal market prices, i.e.,
the prices that demands pay for their load consumptions and the price that generating
units receive for their productions.

Ilustrative Example 3.5 Deterministic single-node static GEP problem: Market
prices

The values of variables 1,, Yo, in Illustrative Example 3.4 are 1,, = $25/MWh
and X,, = $35/MWh. The meaning of these variables is explained next.

Operating condition 1 is characterized by a demand of 290 MW. As 300 MW
of capacity of the candidate generating unit ¢ are built and the production cost of
this unit is cheaper than that of the existing generating unit g, only the newly built
generating unit is used to supply the demand in the first operating condition. More-
over, the newly built generating unit is able to provide an additional 10 MW. Thus,
a marginal increment in the demand would result in a marginal increment of the
generation cost of $25/MWh (i.e., ,,). On the other hand, operating condition 2 is
characterized by a demand of 550 MW. As only 300 MW of the candidate generating
unit ¢ are built, the remaining 250 MW have to be provided by the existing generat-
ing unit g in this case. Here, the newly built unit is used at full capacity, and thus,
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a marginal increment in the demand should be satisfied by the existing generating
unit, which would result in a marginal increment of the generation cost of $35/MWh
(i.e., Xo,)- O

3.4 Deterministic Single-Node Dynamic GEP

The GEP problem described in the previous section considers a static approach, i.e.,
the generation expansion decisions for a given planning horizon are made at a single
point in time (usually at the beginning of the planning horizon). In this section, we
describe the GEP problem considering a dynamic approach, in which the generation
expansion decisions can be made at different points in time.

For the sake of simplicity, we also consider a deterministic single-node approach.

Considering this framework, the GEP problem using a deterministic single-node
dynamic approach can be formulated using the following complementarity model:

minADlD,AE,IDM Z [Z Po |:Z tpgot + Z CSp(oz:| +a Z ctpgmdX ]

(3.8a)
subject to
pgmax _ Zug)qpttionpgl[;[ion VC,I (38b)
q
Zu?q‘;“"" =1 Ve,t (3.8¢)
q

ugh™ € {0,1} Ve, q,1 (3.8d)
p;:ot’ pfot € -Qat (Ptli)zz Pgmax»pg‘max) Vg’ ¢, 0,1, (386)

Where Qot ( d[’pgm"(’pg[mﬂx) — {
minAgIDM Z gtpgot + Z Cctpcm (3.9a)

g

subject to

ZPEm + prm Z P2, (3.9b)

Emax

0< pgm < P Vg (3.9¢)
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0<pS, <D p5 Ve (3.9d)

<t

],Vo,t,

. . Option max .. .
variables in sets AP!S = {ucq‘;‘ , pS 1 and ARPM o ¢ are the optimization

variables of problem (3.8), and variables in sets ABIDM =
optimization variables of problems (3.9), Vo, ¢.

Problem (3.8) is similar to the GEP problem considering a deterministic single-
node static approach (3.1) described in Sect. 3.3. The main differences are summa-

rized below:

{pgm, pgot},‘v’o, t, are the

1. The capacities to build of each candidate generating unit (i.e., variables p$ ", Ve,
V1) can take different values at different time periods indexed by ¢.

2. The investment costs at each time period in the objective function (3.8a) are
multiplied by the corresponding amortization rates, which represent the equivalent
amount of money to be paid for the investments at each time period.

3. Constraints (3.9d) impose that the available capacity of the candidate generating
units at time period ¢ is equal to the capacity built at that time period plus the
capacities built in the previous ones.

4. The market-clearing problems (3.9) are formulated for each operating condition
o and time period ?.

For the sake of simplicity, we assume that all monetary values are referred to the
same point in time, and thus, it is not necessary to multiply by discount rates.

In order to solve complementarity model (3.8), we re-formulate it as a MILP
problem as explained in Sect. 3.3.3.

Ilustrative Example 3.6 Deterministic single-node dynamic GEP problem

Let us consider Illustrative Example 3.4. Here, we consider that the planning hori-
zon is divided in two time periods, each one represented by two operating conditions.

In the first time period, operating conditions o; and o0, are characterized by
demands of 246.5 and 467.5 MW, and weights of 6000 h and 2760 h, respectively. In
the second time period, operating conditions o and 0, are characterized by demands
of 290 and 550 MW, and weights of 6000h and 2760 h, respectively.

The investment cost is equal to $700,000 per MW, and the amortization rates are
equal to 0.2 and 0.1 for the first and second time periods, respectively.

Considering the above data, the GEP problem considering a deterministic dynamic
approach results in the complementarity model below:

miny  6000[35pE,, +25p5,, | +2760 [35pE,,, +2575,,, ]
+6000 [35pE, , + 2595, , | +2760 [ 355, + 2555,

max (Cmax

+140000pS™ + 70000p

ity
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subject to
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_|.E C E C cmax C E C Ccmax Option
where A = {pgom s p501t1 B pg,om s pgom s pgtl 5 pgoltz» p501t29 p§02t25 péoztzv pétz s qum B

Option _ Option _ Option _ Option _ Option _Option _Option _ Option _ Option _ Option Option}
Cqpty > Teqsty  Tequty * Tegst 0 Teqety C TCqity C eqaty 0 TCqaty C TCqaty  TCqsty * TCqels

We obtain that it is optimal to build 200 MW of new capacity at the beginning of
the planning horizon (i.e., at the beginning of the first time period) and an additional
100 MW at the beginning of the second time period.

In the first time period, the 200 MW of the newly built generating unit are used in
both operating conditions since it is cheaper than the existing generating unit, from
which 46.5 and 267.5MW are used in operating conditions o; and 0,, respectively,
to satisfy the demand. In the second time period, additional 100 MW of the candidate
generating unit are built and, thus, it is possible to satisfy the demand in operating
condition o1 with this unit, while 250 MW of the existing generating unit are needed
to satisfy the demand in operating condition o,.

Note that the operating conditions in the second time period are equal to those
considered in Illustrative Example3.4. This is so because if a static approach is
considered, then the generation expansion plan is determined considering the whole
time period, and thus, the largest expected demand should be considered.

If we compare the solution of this example and the solution of Illustrative Exam-
ple 3.4, we observe that the total capacity installed in the system in the whole planning
horizon is the same (300 MW). However, considering that investment decisions can
be made at two points in time, i.e., considering a dynamic approach, has the advan-
tage that, if the operating conditions in the second time period are finally different
than those considered, then it is possible to adapt by changing the generation expan-
sion decisions. For example, let us consider that the demand in the system does not
increase as expected and the operating conditions in the second time period remain
the same as in the first time period. If a static approach is considered, the 300 MW
of the candidate generating unit are already built at the beginning of the planning
horizon, so it is not possible to adapt. However, if a dynamic approach is considered,
then only 200 MW of the candidate generating unit are built at the beginning of the
planning horizon, and it is possible not to build additional capacity in the second
time period if these unexpected changes occur. (]

3.5 Deterministic Network-Constrained Static GEP

The GEP problems described in the previous sections consider a single-node
approach, i.e., an approach that does not take into account the network constraints.
Thus, the generation expansion planner determines the optimal capacity of the candi-
date units to build in the system, i.e., their optimal sizes, but not where to build these
generating units, i.e., their optimal locations. Using such a single-node approach
allows us to formulate a relatively simple problem since real-world electric energy
systems usually have thousands of nodes and transmission lines, whose modeling
may lead to very complex problems.
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Although the single-node approach is generally valid for electric energy systems
whose transmission network is not congested, in those systems whose transmission
lines usually become congested, it is necessary to consider the effect of network
constraints on the GEP problem since generation expansion decisions may be sig-
nificantly different under network congestion. Even in uncongested systems in the
present, the transmission network may become an issue in the future, e.g., if the
demand in the system increases or a significant amount of renewable capacity is
installed, so modeling the transmission network constraints in the GEP problem is
generally important. This is analyzed in this section.

For the sake of simplicity, a deterministic static approach is considered.

3.5.1 Complementarity Model

The GEP problem considering a deterministic network-constrained static approach
can be formulated using the complementarity model below:

minADNg’AL)NSM’AENSM.D Z 0o |:Z pgo + Z CCpm:| + Ziccpgmax (3.10a)
0 g c

subject to
Cmax Z quuonPOptlon Ve (3 1 Ob)
quuon =1 Ve (3100)
q
Optlon = {O 1} VC q (310d)
pgo’ pca € §2, ( do> Pgmax’pg"m) Vg, c,o, (3.10e)

c

where 2, (PP PE™ ™) — [

min ypxsw Z Ciph, + D CSpS, (3.11a)
subject to
SIS D P D ph= D PR i Vn (b
gk ceR¢ Lls()=n Lr&)=n de@P
Pio = Be (Bswro = Ortro) = 1y, Ve (3.11c)

g < Pl v Salt
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0<pg =P, g V¢ G.11¢)
0<p, <pc :nu, Ve (3.11f)
T <O <7 N A W (3.11g)
o =0 1 > i ref. (3.11h)

],Vo,

variables in sets APNS = {ug}’“"“, pgm}, APNSM "o, and APNSMD o, are the
optimization variables of problem (3.10), variables in sets ADDNSM = {p?o s pccg, p%o,

60 }, Yo, are the primal optimization variables of problems (3.11), Yo, and variables

DNSM,D _ El’llﬂX CmﬂX Lmax Llﬂiﬂ Al’llﬂX Amm A,ref'
AL =11

in sets no»,ugo > Mco ’H’lo > Mo »Mno °Mno > Mg ,Vo,arethe

dual optimization variables of problems (3.11), Vo. The dual variables associated to
constraints of problems (3.11), Vo, are provided following a colon.

The differences between model (3.10) and the equivalent one considering a single-
node approach (3.1) are summarized below:

1. Constraints (3.2b) are replaced by constraints (3.11b) that impose the generation-
demand balance at each node of the system.

2. Constraints (3.11c) that define the power flows through transmission lines are
included.

3. Constraints (3.11d) that impose bounds on the power flows through transmission
lines are included.

4. Constraints (3.11g) that impose bounds on voltage angles are included.

5. Constraints (3.11h) that define the voltage angle at the reference node are included.

Note that the transmission network constraints are explicitly modeled in the
market-clearing problems (3.11), Vo. In doing so, we use a dc power flow model
without losses for the sake of simplicity. This allows us to formulate the market-
clearing problems (3.11), Vo, as LP problems [13].

Ilustrative Example 3.7 Deterministic network-constrained GEP problem: Com-
plementarity model formulation

Let us consider Illustrative Example 3.4. We consider that the existing generating
unit g and the demand d are located in a two-node electric energy system. Generating
unit g is located at node 1, while demand d is located at node 2. Nodes 1 and 2 are
connected through a transmission line ¢ with a susceptance equal to 500 p.u. and a
transmission capacity of 500 MW. Moreover, the candidate generating unit ¢ can be
built only at node 2. This is schematically depicted in Fig.3.3.

Given the above data and considering a base power of 1 MW and a base voltage
of 1 kV, the GEP problem (3.10) results in the following complementarity model:
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g d [&

Node 1 Node 2

Fig. 3.3 Illustrative Example 3.7: two-node electric energy system

subject to
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_ cmax  Option _ Option _ Option _ Option
where A = {pgm > pcm’ pgm’ pcm’ peol’ pZO 1P o Uz > Uegy o Uz > Ueq, o

Option Option
Option ~, Op } O
cqs 4o

3.5.2 Equivalent MILP Formulation

Complementarity model (3.10) is recast as the MILP problem (3.12) following the
procedure explained in Sect.3.3:

MiN 4pNs,MILP Z Po |:Z pgo + Z C- pw:| + Z;c(_:psmax (3.12a)
0 c

subject to
CmdX Z OpuonPOptlon Ve (312b)
ZMOP“O" =1 Ve (3.12¢)
Optlon e {O 1} VC q (312d)
DD WD WA WED I A IS
geNk cenf Lls(€)=n Llr(€)=n de§2P
Pio =Bt (Bsro — Ortro) VL (3.12f)
— Fma < b < pmax gy (3.12g)
0<py, <P Vg (3.12h)
0<pS <PS" Ve (3.12i)
— T <6, <7 Vn (3.12))
6, =0 n:ref. (3.12k)
Cy — Mo + u}jj‘“ >0 Vg (3.121)
CS Mngro + 1S, >0 Ve (3.12m)
Ao = Mrivyo — G, + 15, —mg, =0 Ve (3.12n)
> Bk, — D Bk, +up” —pi =0 Vn\n:ref. (3.120)
Lls(€)=n Lr(¢)=n
> Buug,— D Bepp,+ pp =0 n:ref. (3.12p)
ls(€)=n L|r(€)=n
g, =0 Vg (3.129)

wE™ >0 Ve (3.12r)

co
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W uh" =0 Ve (3.125)
A UA™ >0 Wi\ e ref. (3.12t)
C D EmZIX Emax AUX
Z Coblo+ 2, C00 = 2 2, Pl = 2 1 P = 2 sz
def2P g
_ z (M%‘:M i M%:lll) Fmax _ Z (Msomax + '[,L’/?omm) - (31211)
¢ n\n:ref.

o = s, POPOM — 28X Ve, g (3.12v)
0< ZAUX < ug]plionM Ve, g (3.12w)
0 <X < (1—udP)M Ve, q (3.12%)

],VO,

. . Option max
where variables in set APNSMILP — {ucqp pS, ADNSM | ADNSM.D = ADNSM.AUX

>

are the optimization variables of problem (3.12) and variables in sets ADPNSM-AUX —

AUX  3AUX I :
Zego' » Zeqo } Yo, are auxiliary variables.

Note that the differences between MILP problem (3.12) and that used for the
single-node case (3.7) are:

1. New primal constraints (3.12e)—(3.12g) and (3.12j)—(3.12k) are included.
2. New dual constraints (3.12n)—(3.12p) are included.
3. Asaresult of 1 and 2 above, the strong duality equalities (3.12u) are different.

Ilustrative Example 3.8 Deterministic network-constrained GEP problem: MILP
formulation and solution

Let us consider the data of Illustrative Example 3.7.
Given the above data, the GEP problem (3.12) results in the following MILP
model:

miny 6000355, +25p5, | +2760[35pE,, + 2505, |
4 70000p5™"

subject to

(Cmax — 0uE Optlon + 1004 Optlon + 2006 Opuon + 300u° Optlon + 400u° Optlon

Pz
+ 500u° Opuon
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cq1 + cq2 + €q3 + €q4 + cqs + €46
S)ption7 ug)ption’ ug)ption’ u?plion’ u?ption, 9pti0n c {0, 1)
cq1 cq2 €q3 cq4 cqs cq6

=1
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o E C L E C L max Option ~ Option _ Option _ Option
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‘We obtain that the optimal solution consists of building 300 MW of capacity of the
candidate generating unit, i.e., we obtain exactly the same solution as in Illustrative
Example 3.4. This is so because the transmission line connecting the two nodes is not
congested, and thus, it is immaterial if the transmission constraints are considered
or not.

However, let us now consider that the capacity of the transmission line connecting
nodes 1 and 2 is equal to 200 MW. If we solve the GEP problem (3.12) again, then we
obtain that it is optimal to build 400 MW of capacity of the candidate generating unit
¢, 1.e., the solution differs from that obtained in Illustrative Example 3.4. In [llustrative
Example 3.4, the existing generating unit g, located at node 1, produces 250 MW in
the second operating condition that are used to supply the demand d, located at node
2. This means that the power flow through the transmission line is 250 MW in this
case. However, as the capacity of the transmission line is only 200 MW, it is possible
to use only 200 MW of the existing generating unit g to supply the demand d, and
thus, it is needed to build 100 MW of additional capacity of the candidate generating
unit &, which is located at the same node as the demand d. (]

3.5.3 Meaning of Dual Variables ),

In this case, variables A,,, Vn, o, are the dual variables associated to the nodal
generation-demand balance Eq. (3.11b), Vn, 0. As explained in Sect. 3.3.4, these vari-
ables are generally used as the market prices. However, note that in this case these
variables may take different values at different nodes. Therefore, they are usually
referred to as locational marginal prices (LMPs).

3.6 Stochastic Single-Node GEP

The models described in the previous sections consider a deterministic approach,
i.e., these models assume that the expansion planner has perfect information at the
time it determines the optimal generation expansion plan. Although considering
such a deterministic approach allows us to formulate a relatively simple model, and
comprehend its assumptions, its formulation and its outcomes, in reality generation



92 3 Generation Expansion Planning

expansion decisions are made within an uncertain environment that, if not adequately
represented, may lead to a sub-optimal generation expansion plan.

This issue is analyzed in this section. We describe the GEP problem considering
a stochastic approach in which uncertainties are modeled through a set of scenarios
indexed by w. For the sake of simplicity, we assume that uncertainty only affects the
future demand conditions, e.g., the demand growth. However, additional sources of
uncertainty may be considered through additional scenarios [3].

Considering such a stochastic framework, we describe the GEP problem using
both a static approach and a dynamic one. In both cases, we consider a single-node
approach for the sake of simplicity.

3.6.1 Static Model Formulation

Considering a static approach, the generation expansion plan is made at the begin-
ning of the planning horizon. At this point in time, the generation expansion planner
does not know the future scenario that will materialize. Thus, these optimal gen-
eration expansion decisions are here-and-now decisions since they do not depend
on the scenario realizations. Figure 3.4 depicts the corresponding scenario tree. The
generation expansion planner determines the expansion plans at the beginning of the
planning horizon and, then, one of the scenarios used to represent the uncertainty in
the decision-making problem is realized. The wait-and-see decisions are in this case
those corresponding to the power produced by existing and candidate generating
units, which do depend on the scenario realization.

Considering such a stochastic single-node stochastic framework, the GEP problem
can be formulated using the following complementarity model:

Operating conditions
for each scenario

00 -0

Scenario 2

00 -0

RN S —

|

Generation
expansion
decisions

SCE'na tio ¢

00 - 0

Fig. 3.4 Scenario tree for the stochastic single-node static GEP problem
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minASlS,A[l)f)SM Z DPow [Z Po |:Z C;:pgow + Z Cfpgow:| ] + Z iccpsmax
w o g c c

(3.13a)
subject to
Cm“ z qutlonPOpuon Ve (3.13b)
Zugfﬁ‘)" =1 Ve (3.13¢)
OP‘“’“ €{0,1} Ve, g (3.13d)
Phoo Pevw € 200 (P Py 1) Vg.c.0,0, (3.13e)
where £2,,, (P}, PE"“x S = [
mings > CEpE 4+ Z cSpS., (3.14a)
8
subject to
Zpgow + ngow zpdaw (314b)
P .
0<py, <P, Vg (3.14¢)
0 <Pl < pf"m Ve (3.14d)
] , Vo, w,
variables in sets AS'S = {Psmax’ ugfpﬁon} and A(S,CIUSM, Yo, w, are the optimization
variables of problem (3.13), and variables in sets ASISM = {pgow, pfow} are the

optimization variables of problems (3.14), Vo, w.
The differences between GEP problem (3.13) and the equivalent (3.1) considering
a deterministic approach are summarized below:

1. In the objective function (3.13a), we compute the expected generation cost. To

do so, the generation cost for each scenario, Z Do |:Z pgow + Z C wa:| R
2 8
is multiplied by the probability of the corresponding scenario, ¢,,.

2. The market-clearing problems (3.14), Yo, w, are formulated for each operating
condition o and for each scenario w.
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Note that nonanticipativity conditions are implicitly imposed since the generation
expansion decision variables, i.e., variables p¢", do not depend on the scenario
realization w.

Finally, complementarity model (3.13) is recast as a MILP problem using the
procedure explained in Sect.3.3.3.

Ilustrative Example 3.9 Srochastic GEP problem using a static approach

Considering the data of Illustrative Example 3.4, we assume that demand d is
subject to uncertainty as explained below.

The demand for each operating condition can be 30 % lower than and 30 % higher
than the demands considered in Illustrative Example 3.4 with equal probability (0.5),
i.e., we consider two scenarios. Scenario 1 is characterized by demand conditions of
203 and 385 MW for operating conditions o; and o,, respectively, while scenario 2
is characterized by demand conditions of 377 and 715 MW for operating conditions
o1 and oy, respectively.

Figure 3.5 depicts the scenario tree for this illustrative example.

Considering the above data, the GEP problem considering a stochastic static
approach (3.13) results in the following complementarity model:

miny 0.5 {6000 [35p§01w1 + 25p(5:01w1:| + 2760 [35p§02w] +2505, ]}

+0.5{6000 [35pE, ,, +25p5,,,,,] +2760 [35p5,,, +2565,,., ]}
+ 70000pS™"

subject to

pzc_mﬂx _ Ou?q[ztion + IOOM?(ZHOH + ZOOMthion + 300u(?ption +400u?q[;ti0n

cq3 ¢qa

Option
+ 500us”
Option Option Option Option Option Option __
cq + Uzg, + Uzqs + Uzq, + Uzgs + Uego = 1

Option _ Option _ Option _ Option _ Option _ Option c {0 1}
cqy > Teqr 0 Teqs  Teqn 0 Teqs  Tige ’

Fig. 3.5 Scenario tree for

Ilustrative Example 3.9 101 02

L 01 02

Generation 0 Wo

expansion ' 0
decisions '
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801(01 -
Cmax
O S pEolwl — pZ‘
E C
mm]’?ozwl pthzu)] 35p§02w1 + 25p5‘02w1

S.t.
+pS =385

gow)l COr
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+pS =715

Corw>

0<pE <400

802w —
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inﬁozwzspé ’
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h A= E C cmax  Option
where - pg().u)] ’pcmw]’pgozwl’pwzw]’pg().a)o ’p(().wo’pgozu)z’pcnzwz’p ’ qu. ’

Option _ Option _ Option _ Option _ Option }
cqp > Tcqs C Teqs > Tcgs 0 Tige

We obtain that the optimal GEP plan consists of building 400 MW of the candidate
generating unit.

Note that in both this illustrative example and in Illustrative Example 3.4, the
average demand for each operating condition is the same. However, the generation
expansion decisions are different. This means that using the average value of the
uncertain parameters to formulate a deterministic problem does not always result in
the optimal solution. For example, in this case, building 300 MW of the candidate
generating unit, i.e., the solution of the deterministic static problem in Illustrative
Example 3.4, would not be enough to supply the demand in the case that scenario
2 is finally realized. Therefore, it is important to represent the uncertainties on the
GEP decision-making problem in order to obtain an informed generation expansion
plan.
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The disadvantage of using such a stochastic framework is that the size of the
problem increases. For example, in this illustrative example, the number of variables
considered in the market-clearing problems is twice the number of variables needed in
[lustrative Example 3.4. Moreover, in order to represent the uncertainties accurately,
it is usually necessary to consider a large enough number of scenarios, which may
lead to very large problems. It is, therefore, a tradeoff between modeling accuracy
and tractability. O

3.6.2 Dynamic Model Formulation

The stochastic single-node static GEP model described in the previous section is
extended here to consider a dynamic approach.

As explained in Sect. 3.2.3, we consider that the planning horizon is divided into
a set of time periods and that the generation expansion decisions can be made at the
beginning of each time period.

Uncertainty in the demand conditions at each time period is represented by a set
of discrete scenarios. We assume that the generation expansion planner knows the
demand scenario realization of each time period when it concludes so that it can
adapt the generation expansion plan for the future time periods according to this.

Given the above framework, we consider the following decision-making sequence
and corresponding scenario tree depicted in Fig. 3.6:

1. At the beginning of the planning horizon, i.e., at the beginning of the first
time period, the generation expansion planner determines the optimal generation
expansion plan to be carried out at this point in time. These expansion decisions
are here-and-know decisions since they do not depend on the future scenario real-
izations as the generation expansion planner does not know at this point in time
the future scenario realizations.

2. The first time period concludes, and the generation expansion planner knows the
actual scenario realization for the first time period.

3. The generation expansion planner determines the generation expansion plan to be
made at the beginning of the second time period. These expansion decisions are
wait-and-see decisions with respect to the first time period since they do depend
on the scenario realization of the first time period. However, they are here-and-
now decisions with respect to the second and future time periods since they do
not depend on the future scenario realizations.

Then, steps 2—3 above are repeated until the last time period of the planning horizon.

Considering the above framework, the GEP problem considering a stochastic
single-node dynamic approach can be formulated using the complementarity model
below:

. E_E C C C _Cmax
mmASIDqﬂgtla[,)M z P Z ‘ [Z Po <Z Cgpgotw + Z Ce pcntw) +ar Zlc Pctw i| ]
» t 0 g c c

(3.15a)
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00
00|
00|
1st expansion 2nd expansion 3rd expansion tth expansion
decisions decisions decisions decisions

Fig. 3.6 Scenario tree for the stochastic single-node dynamic GEP problem

subject to

(Cmax Option ,Option
p = Zucth chl Ve, t, o

ctw
q
Opti
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q
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Cmﬂx Clnax ~ D D
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g c
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0<pl,., <Py Vg (3.16¢)

0 < Pow < D Py Ve (3.16d)
<t

] Vo, t, w,

. . max Opti . . .
variables in sets ASIP = {pgw s ucqeal)m} and Agtlal?M, Yo, t, w, are the optimization

variables of problem (3.15), and variables in sets ASIPM — p]g“:mw , pccmw}, Yo, t, w,

are the optimization variables of problems (3.16), Vo, ¢, ®.
The main differences between model (3.15) and the equivalent one using a sto-
chastic static approach (3.13) are summarized below:

1. In the objective function (3.15a), the investment costs at each time period are
multiplied by the corresponding amortization rates.

2. We include nonanticipativity constraints (3.15e), i.e., constraints that avoid antic-
ipating information. These constraints impose that for a given time period ¢, if
the characteristics of two scenarios w and @ in the previous time periods 7 < ¢
are the same, i.e., if P‘?()m = Pgmb, Vd, o, T < t, then the generation expansion
plans of these two scenarios for time period ¢ are also the same.

3. Constraints (3.16d) impose that the available capacity of the candidate generating
units at time period ¢ is equal to the capacity built at that time period and in the
previous ones.

4. The market-clearing problems (3.16), Yo, t, w, are formulated for each operating
condition o, time period ¢, and scenario w.

Finally, the GEP problem considering a stochastic dynamic approach is recast as
an MILP problem by following the procedure described in Sect. 3.3.3.

Ilustrative Example 3.10 Stochastic GEP problem using a dynamic approach

Let us consider the data of Illustrative Example3.4. The planning horizon is
divided in this case into two time periods, so that generation expansion decisions can
be made at the beginning of both time periods.

There are two possible scenario realizations in the first time period, a and b.
Realizations a and b consider that operating conditions 0; and o, in the first time
period are characterized by a low and high demand, respectively. Specifically, sce-
nario a considers that operating conditions o and o, are defined by demands equal to
212MW and 402 MW, respectively, while scenario b considers that operating condi-
tions o; and o, are defined by demands equal to 281 MW and 533 MW, respectively,
The probability of each of scenario realizations a and b is equal to 0.5.

On the other hand, there are also two possible scenario realizations in the second
time period, c and d. Realizations c and d consider that operating conditions o, and 0,
in the second time period are characterized by a low and high demand, respectively.
The operating conditions for these two scenarios in the second time period depend
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on the scenario realization in the first time period, as explained next and illustrated
using the corresponding scenario tree depicted in Fig.3.7:

1. If scenario a is realized in the first time period, then (i) scenario ¢ considers that
operating conditions 0; and o, in the second time period are defined by demands
equal to 214 MW and 407 MW, respectively, while (ii) scenario d considers that
operating conditions 0; and 0, in the second time period are defined by demands
equal to 284 MW and 539 MW, respectively.

2. If scenario b is realized in the first time period, then (i) scenario ¢ considers that
operating conditions 0; and o, in the second time period are defined by demands
equal to 284 MW and 539 MW, respectively, while (ii) scenario d considers that
operating conditions 0; and 0, in the second time period are defined by demands
equal to 377MW and 715 MW, respectively.

The probability of each of realizations ¢ and d is equal to 0.5.

The weights of operating conditions o; and 0, in both time periods are 6000 h and
2760h, respectively.

This results in four scenarios for all time periods (combinations of possible real-
izations in both time periods), whose data are summarized in Table 3.1. Note that the
data of scenarios and operating conditions have been selected so that the results of
this illustrative example can be compared with the results of the previous ones.

Considering the above data, the GEP problem considering a stochastic dynamic
approach (3.15) results in the following complementarity model:

)

+ () 0 @

101 02

0 0 @

L0 09

{01 02

1st generation 2nd generation
expansion decisions expansion decisions

Fig. 3.7 Scenario tree for Illustrative Example 3.10
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Table 3.1 TIllustrative Example 3.10: data for scenarios

Scenario Period 1 Period 2 Probability

Scenario 1 (@and¢) | Pp,,, =212MW  |PD —=214MW |05 x05=025
PD o =402MW PP =407 MW

Scenario 2 (@andd) |PD, ~=212MW  |PD =284 MW 0.5 x0.5=025
PP oy =402MW | PD =539 MW

Scenario 3 (bandc) | PP, =281MW  |PD =284 MW  |0.5x0.5=0.25
PD ., =533MW  |PD =539 MW

Scenario4 (bandd) |PD,  =281MW  |PD  =377MW 0.5 x0.5=025
PD b =533MW PP =T7I5MW

ming  0.25 {6000 (355, ., + 259, | + 2760 [359E 100 + 2595000 |
+ 6000 [35pE, 1, + 259, 0, | + 2760 [ 350, 0, + 259510, |

+140000pS™ + 70000pS }

o chwy
+0.25{6000 [35p5, , , +2505, ., | +2760 [357E,.,., +2595,.,.,

6000|359, 0, + 259510 | + 2760 [ 359E,, 10, + 259510
+140000pS™ + 700005 }

+025 {6000 [35p§01t1w3 + 25paco,,lw3] +2760 [35P§oznws + 25p§02f1w3]
+ 6000 [35}75{,],20,3 + 25p§01t2w3] + 2760 [35p§02t2w3 + 25p§,,2z2w3]
+140000pS™ + 700005 }

+0.25 {6000 [35p§01,]w4 + 25p§o,,1w4] +2760 [351’502:@4 + ZSPECvszwA]
+ 6000 [35p§o,,2w4 + ZSP%IW] +2760 [35P§oztzw4 + 25p§02,2w4]

+140000p5, ", -+ 70000p5, . }

Ctiwy Chwy

subject to

pCm“" — Oqution + lOOMOption +200u0ption +300u0ption +400u0ption

choy cqitwy gty cq3tiw) Cqaty oy ¢qstiwy
Option
+ 500”Eq6z1w1
cmax Option Option Option Option Option
paZwl - Ouahfzwl + loouaiztz(m + 200u5113f2w1 + 30014511412(01 + 400u5q5f2w1
Option
+ 500u,"

Cqetr)
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‘We obtain that the optimal generation expansion plan consists in building 200 MW
of capacity at the beginning of the planning horizon. This decision does not depend
on the future scenario realizations. Then, if scenario a is realized in the first time
period, i.e., the demand in the first time period is low, it is optimal not to build
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additional capacity at the beginning of the second time period. However, if scenario
bisrealized in the first time period, i.e., the demand in the first time period is high, then
it is optimal to build 200 MW of additional capacity at the beginning of the second
time period. Note that the generation expansion decisions for the second time period
depend on the scenario realization in the first time period but are independent of the
scenario realizations in the second time period.

On the one hand, if we compare these results with those obtained in Illustrative
Example 3.6 (considering a deterministic single-node dynamic approach), then we
observe that the optimal generation expansion plan is the same in the first time period
but not in the second one. Although the average values of operating conditions in the
second time period in both examples are the same, by using a stochastic approach we
have the option of making different generation expansion plans for different scenario
realizations in the first time period. Building 200MW in the first time period and
100 MW in the second time period, i.e., the optimal results of Illustrative Example 3.6,
would have the result that the demand in the second time period could not be satisfied
if scenario 4 is realized.

On the other hand, if we compare the results with those obtained in Illustrative
Example 3.9 (considering a stochastic single-node static approach), then we observe
that using a static approach results in building a larger capacity at the beginning of
the planning horizon, which in reality is not always needed but is needed only if
some of the scenarios are realized in the future. (|

Note that the stochastic dynamic GEP problem described in this section is the most
complex model described in this chapter since it considers a multiperiod framework
and uncertainty in the system variables. It can be further complicated by including
transmission constraints, but the main problem in such a complete model is its size. In
this chapter, the models have been solved for a very simple system, which allows us to
illustrate the main characteristics of the models described. However, in reality, electric
energy systems are much more complex, with thousands of nodes and transmission
lines. Moreover, if a large enough number of scenarios is considered in order to
represent the uncertain parameters adequately and the planning horizon is divided
into a large enough number of time periods, then the GEP problem may become
intractable. Therefore, in solving these kinds of problems, it is necessary to achieve
a tradeoff between modeling accuracy and computational tractability.

In order to solve this kind of problem for real-world systems, the recommendations
below are generally useful:

1. To use scenario-reduction methods that retain most of the information of the
original scenarios but reduce significantly the number of scenarios [19, 21].

2. Touse decomposition techniques, e.g., Benders decomposition, to solve the result-
ing MILP models [2, 3, 15].
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3.7 Summary and Conclusions

In this chapter, we describe and analyze the GEP problem in a given electric energy
system. We adopt a central perspective in which a central planner (e.g., the ISO)
determines the generation expansion plan that is most appropriate for the system
as a whole, e.g., by determining the generation expansion plan that maximizes the
overall social welfare and minimizes the investment costs. To do so, we develop
different models that increasingly complicate the problem by considering the impact
of different aspects on the GEP problem. Once the generation expansion planner has
determined the optimal expansion plan, it encourages private investors to build the
generating units.

The models described in this chapter are complementarity models that can be
reformulated as MILP problems, which can be solved using branch-and-cut solvers.

Considering the theoretical framework described in the chapter and the numerical
results of the illustrative examples, the conclusions below are in order:

1. As different details are incorporated in the GEP problem, the size and complexity
of the problem increases. This may result in intractability issues for very large sys-
tems. Therefore, it is necessary to achieve a tradeoff between modeling accuracy
and computational tractability.

2. Considering a dynamic approach for the GEP problem allows the generation
expansion planner to build generating units at different points in time. This results
in more flexibility to adapt to possible future changes in the system under study.

3. In uncongested systems, the modeling of the transmission network in the GEP
problem is immaterial. However, in systems whose transmission lines are usually
(or may become in the future) congested, it is necessary to model the transmission
network in order to determine the optimal generation expansion plan.

4. Generation expansion plans are made for a long-term planning horizon, which
means that these decisions are usually made with uncertain data. Therefore, it is
necessary to represent this uncertainty in the GEP decision-making problem in
order to obtain informed generation expansion plans.

3.8 End-of-Chapter Exercises

3.1 Why is GEP needed? Who decides about it?

3.2 List the advantages and disadvantages of the different GEP models described
in this chapter.

3.3 Expand the GEP problem considering a stochastic single-node dynamic
approach approach [model (3.15)] to include also network constraints. Then solve
the problem using the data of Illustrative Examples 3.8 and 3.10.
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3.4 Determine the optimal generation expansion plan for the six-node system
depicted in Fig.3.8. This system comprises three existing generating units, four
demands, six transmission lines, and it is possible to build two new generating units.
The data for the existing generating units, demands, transmission lines, and can-
didate generating units are provided in Tables3.2, 3.3, 3.4, and 3.5. The reference
node is node 1. Apply the different models analyzed in this chapter and compare the
solutions achieved by them.

3.5 Robust optimization is used in Chap.2 to address the uncertainty in the TEP
problem, while stochastic programming is used in this chapter to represent the uncer-
tainty in the GEP problem. What are the advantages and disadvantages of both

Node 1

93
Fig. 3.8 Exercise3.4: six-node system

Table 3.2 Exercise 3.4: data for generating units

Generating unit Node PgGmax [MW] CE [$/MWh]
81 n 300 18
82 ny 250 25
83 n3 400 16

Table 3.3 Exercise 3.4: data for demands

Demand Node PD IMW] PD IMW]
dy ny 200 300
d> n4 150 250
d3 ns 100 200

dy ng 200 300



http://dx.doi.org/10.1007/978-3-319-29501-5_2

108

3 Generation Expansion Planning

Table 3.4 Exercise 3.4: data for transmission lines

Line From node To node By [p.u] FP¥ [MW]
£ ni n 500 150

12 ni n3 500 150

{3 ny ng 500 200

Ly n3 ne 500 200

ls ny ns 500 150

Lo ns ne 500 150
Table 3.5 Exercise 3.4: data for candidate generating units

Generating unit Node Pg}’“"“ [MW] CCC [$/MWh]
1 ns 0, 100, 200, 300 32

2 ng 0, 50, 100, 150 35

techniques? Based on the adaptive robust optimization approach used in Sect.2.3
of Chap. 2, formulate the GEP problem (3.1) using an adaptive robust optimization

approach and considering that uncertainty affects only PdDo.

3.6 Consider the model developed in Exercise 3.5. Solve Illustrative Example 3.4,
considering that demands can vary within £10 % of their values.

3.9

GAMS Codes

A GAMS code for solving Illustrative Example 3.4 is provided below:

SETS
g

Q O QN

PARAMETER IC (c)
/C1

TABLE PD(d, o)
ol
dl 290

TABLE EDATA (g, *)

PEmax
gl 400

70000/ ;

/gl*gl/
/cl*cl/
/dl*dl/
/ol*o2/
/gql*qg6/

o2
550;

Ecost
35;

7
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TABLE CandidateData (c, q)
al q2 a3 g4 ab a6
cl 0 100 200 300 400
500;

TABLE CDATA (c, ™)
Ccost
cl 25;

PARAMETER RHO (0)
/ol 6000
02 2760/ ;

SCALAR M
/300000/;

VARIABLES
Z;

POSITIVE VARIABLES
PGE (g, 0)

PGC (c,0)

PCmax (c)
LAMBDA (0) ;

BINARY VARIABLES
uOp (c, q) ;

POSITIVE VARIABLES
MU_EMAX (g, 0)
MU_CMAX (c,0) ;

VARIABLES
ZAUX (c,q,0)
ZAUX2 (c,q,0) ;

EQUATIONS EQ7A, EQ7B, EQ7C, EQ7E, EQ7F, EQ7G, EQ7H,
EQ7I, EQ7L, EQ7M, EQ7Na, EQ7NB, EQ70a, EQ70B;

EQ7A .. Z=E=SUM (o, RHO (o) * (SUM (g, EDATA (g, '
Ecost ') *PGE(g,0))+SUM(c, CDATA (c, "Ccost’) *PGC (c,
0))))+SUM(c, IC(c)*PCmax(c)) ;

EQ7B(c) .. PCmax (c)=E=SUM (g, uOp (c,qg) *
CandidateData (c,q) ) ;

EQ7C (c) .. SUM (g, uOp (c,q))=E=1;

*EQ7D IS BINARY VARIABLE DECLARATION

EQ7E (o) .. SUM (g, PGE(g,0))+SUM(c, PGC(c,0))=E=
SuUM(d,PD(d, o)) ;

EQ7F (g, 0) .. PGE (g, 0)=L=EDATA (G, 'PEmax ') ;

EQ7G(c,0) .. PGC(c,o0)=L=PCmax (c) ;

EQ7H (g, 0) .. EDATA (g, 'Ecost’) -LAMBDA (0) +MU_EMAX

(g,0)=G=0;
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EQ7I(c,0) .. CDATA (c, "Ccost’) -LAMBDA (0) +MU_CMAX
(c,0)=G=0;

*EQ7J AND EQ7K ARE NON-NEGATIVE VARIABLE
DEFINITIONS

EQ7L(0) .. SUM (g, EDATA (g, "Ecost ') *PGE (g, 0) ) +
SUM (c, CDATA (¢, "Ccost ') *PGC(c,0))=E=LAMBDA (0) *
sSuM(d,PD(d,o0))-SUM (g, MU_EMAX (g, 0) *EDATA (g, '
PEmax ') ) -SUM(c, SUM (g, ZAUX (c,qg,o0)) ) ;

EQ7M(c,q,0) .. ZAUX (c,g,0) =E=MU_CMAX (c,0) *
CandidateData (c,q) -ZAUX2 (c,q, 0) ;

EQ7Na(c,qg,o0) .. 0=L=ZAUX (c,qg,0) ;

EQ7Nb(c,qg,0) .. ZAUX (c,qg,0)=L=uOp(c,q) *M;

EQ70a(c,qg,o0) .. 0=L=ZAUX2 (c,qg,o0) ;

EQ70b(c,qg,0) .. ZAUX2 (c,g,0)=L=(1-u0Op(c,q))*M;

MODEL GEP_DetStalN /ALL/;

SOLVE GEP_DetStalN USING MIP MINIMIZING Z;

A GAMS code for solving Illustrative Example 3.8 is provided below:

SETS
n /nl*n2/
g /gl*gly/
c /cl*cl/
d /dl*d1l/
o /ol*o2/
a /al*qg6/
1 /11*11/
mapE (g, n) /gl.nl/
mapC (c,n) /cl.n2/
mapD (d, n) /dl.n2/
ref (n) /nl/
mapSL (1,n) /11 .nl1/
mapRL (1,n) /11 .n2/;
TABLE LDATA(1,*)

B FLmax
11 500 500;
PARAMETER IC(c)
/C1 70000/ ;
TABLE PD(d, o)

ol o2
dil 290 550 ;
TABLE EDATA (g, *)

PEmax Ecost
gl 400 35;

TABLE CandidateData (c, q)
aql a2 as g4 a5 g6
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cl 0 100 200 300
500;

TABLE CDATA (c,*)
Ccost
cl 25;

PARAMETER RHO (0)
/ol 6000
o2 2760/ ;

SCALAR M
/300000/;

VARIABLES

Z

PL(1,0)
THETA (n, o) ;

POSITIVE VARIABLES
PGE (g, 0)

PGC (c, 0)

PCmax (c) ;

BINARY VARIABLES
ulOp (c, q) ;

VARIABLE
LAMBDA (n, o)
MU_L (1, 0)
MU_AREF (n,0) ;

POSITIVE VARIABLES
MU_EMAX (g, 0)

MU_CMAX (
MU_LMAX (
MU_AMAX (
MU_EMIN (
MU_CMIN (
MU_LMIN (
MU_AMIN (

VARIABLES
ZAUX (c,qg, 0)
ZAUX2 (c,qg, o) ;

EQUATIONS EQ12A, EQ12B, EQl2C, EQI2E,

, EQ12Gb, EQ12H, EQ12I, EQl2Ja, EQ1l2Jb,

EQ12L, EQ12M, EQ12N, EQ120, EQ12P,
, EQl2Wa, EQl2Wb, EQl2Xa, EQLl2XB;

111

400
EQ12F, EQl2Ga
EQ12K,
EQ12U, EQ12V
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EQ12A .. Z=E=SUM (o, RHO (0) * (
SUM (g, EDATA (g, "Ecost’) *PGE (g, 0) ) +SUM(c, CDATA (c,
"Ccost’)*PGC(c,0))))+SUM(c,IC(c)*PCmax(c)) ;

EQ12B(c) .. PCmax (c) =E=SUM (g,
uOp (c,q) *CandidateData (c,q)) ;

EQ12C (c) .. SUM (g, uOp (c,q))=E
=1;

*EQl12D IS BINARY VARIABLE DECLARATION

EQI12E (n,o0) .. SUM (g$mapE (g, n) ,
PGE(g,0) ) +SUM(c$mapC (c,n),PGC(c,0))-SUM(1SmapSL
(1,n),PL(l,0))+SUM(LSmapRL(1,n),PL(1l,0))=E=SUM (
d$mapD (d,n) ,PD(d,0)) ;

EQ12F (1,0) .. PL(l,0)=E=LDATA (1,
'B’)*(SUM(nS$mapSL(1l,n), THETA (n, o)) -SUM (n$SmapRL (
1l,n), THETA (n,0)));

EQl2Ga(l,0) .. -LDATA (1, 'FLmax ') =
L=PL(1,0);

EQ12Gb(1l,0) .. PL(l1,0)=L=LDATA(1,
"FLmax ') ;

EQ1l2H (g, 0) .. PGE (g, 0)=L=EDATA (g
, "PEmax ') ;

EQ12I(c,0) .. PGC (c,o0)=L=PCmax (c
) ;

EQl2Ja(n,o0) .. -3.14=L=THETA (n, 0)

EQ1l2Jb(n,0) .. THETA (n,o0)=L=3.14;

EQ12K (n,0) SREF (n) .. THETA (n,o0)=E=0;

EQ12L (g, 0) .. EDATA (g, "Ecost ') -
SUM (nS$SmapE (g,n) , LAMBDA (n,0) ) +MU_EMAX (g, 0) =G=0;

EQl12M(c,0) .. CDATA (c, "Ccost ") -

SUM (n$SmapC (c,n) , LAMBDA (n,0) ) +MU_CMAX (c,0)=G=0;

EQI12N(1,0) ..

SUM (nSmapSL(1l,n), LAMBDA(n,0))-SUM(nSmapRL (1,n),
LAMBDA(n,o0))-MU_L(l,0)+MU_LMAX(1l,0)-MU_LMIN(1l, o0
)=E=0;

EQ120 (n,0) $ (NOT REF (n)) ..

SUM (1l$SmapSL(l,n),LDATA(l, 'B’)*MU_L(1,0))-SUM

l$mapRL(1,n),LDATA(l, 'B’)*MU_L(1,0))+MU_AMAX (n,
0) -MU_AMIN (n,o0)=E=0;
EQ12P (n,o0) SREF (n) ..

SUM (1l$SmapSL(l,n),LDATA(l, 'B’)*MU_L(1,0))-SUM
l1$mapRL(1,n),LDATA(l, 'B’)*MU_L(1,0))+MU_AREF (n,
0)=E=0;

*EQ12Q0-EQ12T ARE NON-NEGATIVE VARIABLE DEFINITIONS
EQ12U (o) ..

SUM (g, EDATA (g, 'Ecost ') *PGE(g,0) )+SUM(c, CDATA (c, '
Ccost’)*PGC(c,0))=E=SUM (n, LAMBDA (n, 0) *SUM (
d$mapD(d,n) ,PD(d,0)))-SUM (g, MU_EMAX (g, 0) *EDATA (
g, 'PEmax’))-SUM(c, SUM (g, ZAUX (c,qg,0)))-SuM (1, (

MU_LMAX (1l,0)+MU_LMIN(l,0)) *LDATA (1, 'FLmax')) -
SUM (nS$ (NOT
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REF (n)) , (MU_AMAX (n, o) -MU_AMIN(n,o)) *3.14); EQl2V(c,

q,o0) ..

ZAUX (c,qg,0)=E=MU_CMAX (c,0) *CandidateData (c,qg) -ZAUX2
(c,q,0);

EQl2Wa (c,g,0) .. 0=L=2Z2AUX (c,qg, o) ;
EQl2Wb (c,qg,o0) ..

ZAUX (c,qg,0)=L=u0Op(c,qg)*M; EQl2Xa(c,g,o0).. 0=L=ZAUX2
(c,q,0);

EQ12Xb(c,g,0) .. ZAUX2(c,qg,o0)=L=(1-uOp(c,q))*M;

MODEL GEP_DetStaNetwork /ALL/;

SOLVE GEP_DetStaNetwork USING MIP MINIMIZING 7Z;
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Chapter 4
Generation and Transmission Expansion
Planning

The two previous chapters describe and analyze the transmission expansion plan-
ning problem (TEP, Chap. 2) and the generation expansion planning problem (GEP,
Chap. 3). These two problems are critical for the optimal expansion planning of
electric energy systems. However, these chapters analyze the GEP and TEP prob-
lems independently. In this chapter, we describe the joint generation and transmission
expansion planning (G&TEP) problem in a given electric energy system. The G&TEP
problem is analyzed from the perspective of a central planner that determines the
generation and transmission expansion plan that is most beneficial for the system
as a whole. To do so, we provide and analyze different models that progressively
incorporate additional details within the G&TEP problem with a special emphasis
on the modeling of the risk associated with expansion plans.

4.1 Introduction

Chapters 2 and 3 describe the transmission expansion planning problem (TEP) and the
generation expansion problem (GEP), respectively. These two problems allow deci-
sion makers to determine the optimal transmission and generation-capacity expansion
plans, respectively, to be carried out in a given electric energy system. In these two
chapters, these two different expansion plans are analyzed independently, i.e., the
transmission expansion plan is determined by considering that it is not possible to
build new generating units and vice versa.

However, generation and transmission expansion plans are clearly interrelated.
For example, if we solved the GEP problem by considering that the transmission
capacity is fixed, then we would be restricted to building new generating units at
those locations with sufficient transmission capacity. This is especially important
in deciding where to build new renewable generating units since the locations with
optimal characteristics for building such units, e.g., the locations with the best wind
or solar conditions, are usually located far away from demand centers and poorly
connected through the transmission system. Similarly, if we solved the TEP problem
© Springer International Publishing Switzerland 2016 115
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by considering that it is impossible to build new generating units, then we would
decide the transmission expansion plan based mainly on current network bottlenecks
and expected future demand, but we would not take into account the impact of a
possible expansion of the generation capacity of the system.

Therefore, although the GEP and TEP problems are relevant for the optimal plan-
ning of electric energy systems, their outputs are usually suboptimal since generation
and transmission expansion plans are derived independently. These plans are derived
independently because the involved planners are different market agents: GEP per-
tains to profit-focused producers, while TEP pertains to a welfare-focused agent, i.e.,
the independent system operator (ISO). To overcome such a drawback, we describe in
this chapter the generation and transmission expansion planning (G&TEP) problem,
which allows us to determine generation and transmission expansion plans jointly.

To do so, we consider the perspective of a central planner, e.g., the ISO, that
determines the generation and transmission expansion plan that is optimal for the
operation of the electric energy system as a whole. Note that although the ISO deter-
mines the optimal expansion plans, the actual building of the facilities is generally
carried out by other market agents, e.g., by private investors that build the generation-
capacity facilities with the aim of maximizing profits. Therefore, after determining
optimal generation and transmission expansion plans, the ISO may set incentives to
stimulate the building of these facilities.

The generation and transmission expansion plans are generally made for a long-
term planning horizon, e.g., 20 years. Thus, it is important to represent in the decision-
making problem the system conditions throughout this planning horizon, e.g., future
demand, decommissioning of old generating units and increasing penetration of
renewable generating units. However, these future conditions are generally uncertain
at the time the expansion plans are decided. Therefore, it is important to represent this
uncertainty in the decision-making framework accurately. To do so, in this chapter we
use a set of scenarios that model the future realization of the uncertain parameters in
the considered planning horizon, i.e., we consider a stochastic programming approach
[6].

Making expansion decisions within an uncertain environment is usually a risky
endeavor. We decide the expansion plan that is optimal for all scenarios as a whole,
e.g., we select the expansion plan that minimizes the expected cost. However, this
expansion plan is decided before the actual scenario realization is known. Thus the
expansion plan that minimizes the expected cost may have a very high cost for
some scenarios. This constitutes a risk for the decision maker since such a high cost
may not be admissible for the system. Thus, it is generally important to consider
in the G&TEP problem the management of the risk associated with the expansion
plan. This is done in this chapter using the conditional value-at-risk (CVaR) metric
[14, 15].

The relevance of the G&TEP problem has recently generated research in this
area [1, 3, 7, 9, 13, 16, 17]. The work [1] proposes a stochastic model with prob-
abilistic constraints for the generation and transmission expansion plan considering
uncertainties in demand, availability of generating units, and transmission capacity.
Considering the G&TEP problem within a market framework, it is worthwhile to
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mention references [9, 16, 17]. Also, considering market issues, [13] addresses the
G&TEP problem using a three-level equilibrium model. Finally, [3, 7] consider joint
investment in renewable generating units and transmission facilities.

The remainder of this chapter is organized as follows. Section4.2 describes the
main features of the G&TEP problem described in this chapter. Sections4.3-4.6
provide and analyze the formulation of the G&TEP problem considering different
approaches. Section4.3 describes the G&TEP problem considering a deterministic
static approach. This basic model is extended in Sect.4.4 to consider a dynamic
framework, in Sect.4.5 to represent the impact of uncertain parameters using a
stochastic approach, and in Sect. 4.6 to incorporate risk management. Sections 4.3—
4.6 include clarifying examples. Section4.7 summarizes the chapter and discusses
the main conclusions of the models and results reported. Section 4.8 proposes some
exercises to gain a deeper understanding of the G&TEP problem. Finally, Sect.4.9
includes the GAMS code for one of the illustrative examples.

4.2 Problem Description

This section describes the main characteristics of the G&TEP problem analyzed in
this chapter. In addition to these characteristics, we consider the operating conditions,
time framework, and uncertainty characterization described in Sect.3.2 of Chap. 3
to develop the proposed models.

4.2.1 Notation

The main notation used in this chapter is provided below for quick reference. Other
symbols are defined as needed throughout the chapter. The observations below are
in order:

1. A subscript o in the symbols below indicates their values in the oth operating
condition.

2. A subscript ¢ in the symbols below indicates their values in the fth time period.

3. A subscript w in the symbols below indicates their values in the wth scenario.

Indices

Candidate generating units.
Demands.

Existing generating units.
Transmission lines.

Nodes.

Operating conditions.
Time periods.

Q0 S S A0
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w Scenarios.

r(f) Receiving-end node of transmission line £.
s(0) Sending-end node of transmission line £.

Q¢ Candidate generating units located at node n.
P Demands located at node n.

QF Existing generating units located at node n.
Q' Prospective transmission lines 7.

Parameters

A Amortization rate [%].

B, Susceptance of transmission line £ [S].

c€ Production cost of candidate generating unit ¢ [$/MWh].

cLs Load-shedding cost of demand d [$/MWh].

CE Production cost of existing generating unit g [$/MWh].

F Capacity of transmission line £ [MW].

€ Investment cost of candidate generating unit ¢ [$/MW].

I&™ma Investment budget for building candidate generating units [$].

Iy Investment cost of prospective transmission line £ [$].

I&m%  Investment budget for building prospective transmission lines [$].
jCC Annualized investment cost of candidate generating unit ¢ [$/MW].
j,% Annualized investment cost of prospective transmission line £ [$].
FCCM Maximum production capacity of candidate generating unit c [MW].

PP™  Load of demand d [MW].
PE™  Production capacity of existing generating unit g [MW].

o Confidence level used to compute the CVaR.

n Weighting parameter used to model the tradeoff between expected cost and
CVaR.

Do Probability of scenario w [p.u.].

Do Weight of operating condition o [h].

Binary Variables
x;  Binary variable that is equal to 1 if prospective transmission line ¢ is built and

0 otherwise.

Continuous Variables

¢ Power produced by candidate generating unit c [MW].
€™ Capacity of candidate generating unit ¢ [MW].
pg Power produced by existing generating unit g [MW].
Py Power flow through transmission line £ [MW].

pS  Load shed of demand d [MW].
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6, Voltage angle at node » [rad].
So Auxiliary variable used to compute the CVaR [$].
2 Value-at-risk [$].

4.2.2 Approach

We consider the perspective of a central planner that aims to determine the generation
and transmission expansion plan that results in the optimal operation of the electric
energy system under study throughout the planning horizon. With this purpose, dif-
ferent objective functions may be selected, e.g., minimization of generation costs,
maximization of social welfare, minimization of load-shedding costs. Among them,
we select the minimization of both generation and load-shedding costs. However,
the models described in this chapter are general, and alternative objective functions
may be considered. We also include in the objective function of the G&TEP problem
the minimization of the investment costs in both generating units and transmission
facilities since they are relevant to the G&TEP decision-making problem.

In order to determine the optimal expansion plan, it is necessary to consider
different constraints that influence the generation and transmission expansion plan,
namely:

. Investment budgets in building new generating units and transmission facilities.
. Power balance at all nodes of the electric energy system under study.

Power flow limits through both existing and prospective transmission lines.

. Capacity of both candidate and existing generating units.

. Load-demand characteristics.

. Voltage angle limits.

AR I R I S N

By considering the above framework, the G&TEP problem is formulated as a
mathematical programming problem. This problem includes binary variables that
represent whether a prospective transmission line is built or not. Moreover, it includes
products of these binary variables and continuous variables. As a result, the G&TEP
model is a mixed-integer nonlinear programming (MINLP) problem. However, it
is possible to recast this MINLP problem as a mixed-integer linear programming
(MILP) problem that can be solved by traditional branch-and-cut solvers.

4.2.3 Risk Management

Generation and transmission expansion decisions involve a long-term planning hori-
zon. This implies that the expansion plan has to be derived under uncertainty. In
this chapter, we model the uncertain parameters through a set of scenarios. Then we
decide the generation and transmission expansion plans that minimize the expected
generation, load-shedding, and investment costs.
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However, selecting the expansion plan that minimizes the expected costs is not
always the best alternative since this expansion plan may be harmful if some of the
extreme scenarios are realized. This means that the expansion plan that minimizes
the expected costs may be too risky for the central planner.

In order to deal with this, the risk associated with the expansion plan needs to be
controlled. With this purpose, we incorporate the conditional value-at-risk (CVaR)
in the G&TEP decision-making problem. Further details on this issue are provided
in [14, 15], in Appendix D of this book, and in Sect. 4.6 of this chapter.

4.3 Deterministic Static G&TEP

In this section we provide and describe a very simple model to determine the optimal
generation and transmission expansion plan. It is based on a deterministic static
approach with the following characteristics:

1. No uncertainties are considered in the decision-making problem. We assume that
the central planner has a perfect forecast of the future system demand.

2. Expansion decisions are made at a single point in time, in particular, at the begin-
ning of the planning horizon.

This basic model allows us to illustrate the working of the G&TEP problem and
will be progressively enriched in the following sections by incorporating different
details in the G&TEP problem.

4.3.1 MINLP Formulation

The G&TEP problem considering a deterministic static approach can be formulated
using the MINLP model below:

min 4ps Z Lo |:Z pg(, + Z C; Pfo + Z CL]jSpIJSi|
o d
4 Z[C C™ Z U‘xi‘ (4.1a)

LeQlt
subject to
0<p™ <P Ve (4.1b)
xFe{0,1} Vee -t 4.1c)

ZIE e < pComax (4.1d)
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S g = 1o @1
Leflt

{ SPEA DS - D P+ D ph= D (PR =) vn @lf)
geNE ceQf L|s(€)=n L)r(€)=n deQP
Pio = Be (B0 — Orwyo) VE\ L € 28T (4.1g)
Py =X Bi (Oseyo — Oryo) VL € QU (4.1h)
— F{™ < pf, < F™ Ve (4.1i)
0<pi, <P;" Vg (4.1j)
0<pg,<ps Ve (4.1K)
0<ppy <Py Vvd (4.11)
—mT <O, <m Vn (4.1m)
6,0 =0 n: ref. (4.1n)

},Vo,

where variables in set APS = PSU s P],jos > PSO, PIE(,, Onos PSW, x{r} are the optimization
variables of problem (4.1).
The objective function (4.1a) comprises the four terms below:

1. Z Cfp?o + Z CEpS., Yo, are the generation costs of both existing and candidate
g c

generating units.
2. Z Cbspljs, Yo, are the load-shedding costs.
d

~ max . . . . .
3. E prf is the annualized investment cost in new generating units.

c
4. E IFx% is the annualized investment cost in new transmission lines.
et

Note that the terms in items 1 and 2 above are multiplied by the weight of the
corresponding operating condition, p,, in order to make the generation/load-shedding
costs and the annualized investment costs comparable.

There are two groups of constraints, namely investment constraints (4.1b)—(4.1e)
and operational constraints (4.1f)—(4.1n).

On the one hand, investment constraints comprise constraints (4.1b), which
impose bounds on the production capacity of each candidate generating unit to be
built; constraints (4.1c), which define binary variables x{r, which indicate whether
prospective transmission line £ € 2% is built (x = 1) or not (x;' = 0); and con-
straints (4.1d) and (4.1e), which impose investment budgets for building candidate
generating units and prospective transmission lines, respectively.

On the other hand, operational constraints comprise constraints (4.1f), which
impose the generation—demand balance at each node; constraints (4.1g) and (4.1h),
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which define the power flows through existing and prospective transmission lines,
respectively; constraints (4.1i), which limit the power flows through transmission
lines by the corresponding transmission capacities; constraints (4.1j), (4.1k), and
(4.11), which impose bounds on the power quantities of existing generating units, can-
didate generating units, and load shed of demands, respectively; constraints (4.1m),
which impose bounds for voltage angles; and constraints (4.1n), which define the
voltage angle at the reference node. Note that we define operational constraints
(4.1)—(4.1n) for each operating condition o.

Note that the network constraints are explicitly represented in the G&TEP problem
using a dc model without loss for the sake of simplicity [8].

Ilustrative Example 4.1 2-node system: Deterministic static G&TEP problem
(MINLP Formulation)

Let us consider the two-node electric energy system depicted in Fig.4.1, which
has the following characteristics:

1. There is one generating unit g located at node 1 with an installed capacity of
400 MW and a production cost equal to $35/MWh.

2. Itis possible to build a new generating unit ¢ at node 2 with a maximum capacity
of 300MW and a production cost equal to $25/MWh. The investment cost is
$700,000 per MW. The annualized investment cost is 10 % of the total cost.

3. There is one demand d located at node 2, whose demand conditions are repre-
sented by two operating conditions. The first one, o1, is defined by a demand of
290 MW and a weight of 6000 h, while the second one, 0,, is defined by a demand
of 550 MW and a weight of 2760 h. The load-shedding cost is $80/MWh.

4. Nodes 1 and 2 are connected through a transmission line £; with a susceptance
equal to 500 S and a transmission capacity of 200 MW.

5. It is possible to build an additional transmission line £, between nodes 1 and 2
with a susceptance equal to 500S, a transmission capacity of 200MW, and an
investment cost of $1 million. The annualized investment cost is 10 % of the total
cost.

6. The investment budgets in building new generating units and new transmission
lines are equal to $400 million and $2 million, respectively.

7. Node 1 is the reference node, and the base power and voltage are | MW and 1kV,
respectively.

Node 1 Node 2

______________________________________________________________

Fig. 4.1 Illustrative Example 4.1: two-node electric energy system
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Given the above data, the G&TEP problem (4.1) results in the following MINLP

model:

Mingps 6000 [35p§0] +2558, + 80p5§1] +2760 [35p§02 +25p5, + 80p{5§2]
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4.3.2 MILP Formulation

The G&TEP problem (4.1) is an MINLP problem since it includes the products of
binary variables x}; and continuous variables 6,,, i.e., terms X%B[ (QS(Z)(, — Gr(g)(,),
in constraints (4.1h). Such MINLP problems are usually hard to solve, and their
convergence to an optimum is not guaranteed [5]. However, it is possible to replace
these nonlinear terms by the following set of exact equivalent mixed-integer linear
expressions:

—xpF™ < pb < xpFP™ Ve e QY o (4.2a)

— (1 — Xé‘) M < p;‘o — By (QM)(, — 9,(@)0) < (1 — x;‘) M VIl e QLJr, o, (4.2b)

where M is a large enough positive constant [4, 18]. The working of the above
Eq. (4.2) is explained in Sect.2.2.3 of Chap. 2.

Note that if Eq. (4.2) are used to replace constraints (4.1h) in the G&TEP problem
(4.1), the resulting model is an MILP problem, which can be solved using branch-
and-cut solvers, and its convergence to an optimum is guaranteed [5].

Ilustrative Example 4.2 2-node system: Deterministic static G&TEP problem
(MILP formulation)

Let us consider the MINLP problem formulation from Illustrative Example 4.1.
There are two nonlinear constraints, namely py, = 500xy,
(Bnroy — Omo,) and py,, = 500xy, (64,0, — Onro,)- These two constraints can be recast
as mixed-integer linear constraints using Eq. (4.2):

—200)@152 < p%zal < 200)6172
[ —(1=xk)M <pk, —500 (Bno, — Ono,) < (1 —xL) M
[ —200x% < pk < 200xk

— (1 —xp) M < pi,, — 500 (0, — Onyo,) < (1 —x) M,

where M is a large enough positive constant.

If these equations are used to replace the two nonlinear constraints in the MINLP
problem formulation obtained from Illustrative Example 4.1, then we obtain an
MILP problem, whose solution is provided and analyzed in the following illustrative
example. ([

Ilustrative Example 4.3 2-node system: Deterministic static G&TEP problem
(solution)

Let us consider the data of Illustrative Example 4.1. First, we assume that the
investment budget in building candidate generating units is $400 million and that the
investment budget in building prospective transmission lines is zero, i.e., we assume
that it is possible to expand only the generation capacity of the system. In such a
case, the optimal solution consists in building 300 MW of the candidate generating
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unit. Since there is a peak demand of 550MW at node 2 and it is possible to use
only 200MW of the existing generating unit due to the capacity of the existing
transmission line €, it is necessary to build 350 MW of the candidate generating unit
to satisfy the demand. However, there are only 300 MW of the candidate generating
unit available, and, thus, 50 MW of the load demand cannot be supplied, and it is shed
in operating condition o0,. Note that it would also be possible to shed a larger load
demand in operating condition 0, while building a lower capacity of the candidate
generating unit; however, this would result in a higher cost. The total annualized cost
(generation, load-shedding, and investment costs) is equal to $115.56 million.

Second, we assume that the investment budget in building prospective transmis-
sion lines is $2 million and that the investment budget in building candidate generating
units is zero, i.e., we assume that it is possible to expand only the transmission capac-
ity of the system. In this case, the optimal solution consists in building the additional
transmission line £,. By building this transmission line, it is possible to use 400 MW
of the existing generating unit to supply the demand. Note that in operating condition
0,2, 150 MW of load demand cannot be supplied, and, therefore, it is shed. The total
annualized cost is equal to $132.76 million in this case.

Third, we assume that the investment budgets in building candidate generating
units and prospective transmission lines are $400 million and $2 million, respectively,
i.e., we assume that it is possible to expand both the generation capacity and the
transmission capacity of the system. In such a case, the optimal solution consists in
building 290 MW of the candidate generating unit and building transmission line ¢5.
In this case, all the load demand can be supplied in both operating conditions. The
total annualized cost is equal to $109.03 million.

Note that in the three different cases analyzed, the lowest total cost corresponds
to the third one, i.e., the case in which it is possible to expand both the generation
and transmission capacity. (]

4.4 Deterministic Dynamic G&TEP

Inthe G&TEP problem described in the previous section, we consider that the genera-
tion and transmission expansion decisions are made at a single point in time (generally
at the beginning of the planning horizon), i.e., we consider a static approach. Note
that when we decide about expansion plans, it is necessary to model the future needs
of the system under study throughout the planning horizon. However, the expansion
decisions are usually made for a long-term planning horizon, and thus the conditions
of the system at the end of the planning horizon are generally different from those at
the present. If it is possible to make expansion plans only at a single point in time,
then these expansion decisions need to be made for a worst-case scenario, e.g., the
largest expected demand in the planning horizon. This usually corresponds to the last
years of the planning horizon. As a result, if a static approach is considered for the
G&TEP problem, then the optimal solution generally consists in an overexpansion
at the beginning of the planning horizon that is not needed until the last years of the
planning horizon.
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Considering such a static approach has some problems. On the one hand, itrequires
alarge investment at the beginning of the planning horizon and thus a high investment
budget, which may not be available. On the other hand, if investment changes are
required throughout the planning horizon, then it might not be possible to adapt
expansion decisions to these changes.

To overcome this, in this section we model the G&TEP problem considering
a dynamic approach that allows the ISO to make expansion decisions regarding
the generation and transmission facilities at different points in time. This gives the
expansion planner the flexibility to adapt the system to changing future conditions
as needed throughout the planning horizon. For the sake of simplicity, we consider
a deterministic approach.

The G&TEP problem considering a deterministic dynamic approach can be for-
mulated using the MILP model below:

mings > {Z P {Z CoPor + 2 CPon + 2. Ci Spbs’]
t o g c d
P 4

c et
subject to
0<> pS" <P Ve (4.3b)
t
xke{0,1} Vee Mt (4.3¢)
2}551WGQH (4.3d)
1
I R 7 (4.3¢)
> Ipxp <IF™ vt (4.3f)
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— F™ < pl, <FM™ Wt (4.3k)
0<pl, <P, Vg (4.31)
0<pS, =D p5" Ve (4.3m)
T<t

0<ps <pPY" vd (4.3n)
— T <6 <1 Vn (4.30)
6por =0 n:ref. (4.3p)
] , Vo, t,

where variables in set APS = {Pgm Plioys Pots Pions Onots PG X5 } are the optimization

variables of problems (4.3).

The main differences between problem (4.3) and the G&TEP problem considering

a deterministic static approach (4.1) are summarized below:

1.

2.

The capacities of each candidate generating unit to be built (i.e., variables pS"
Ve, t) can take different values in different time periods indexed by ¢.

Binary variables defining whether a prospective line is built or not (i.e., variables
xz;, Ve € 2, 1) can take different values in different time periods indexed by t.

. The investment costs at each time period in the objective function (4.3a) are

multiplied by the corresponding amortization rates, which represent the equivalent
amount of money to be paid for the expansions made at each time period.

. We include constraints (4.3b), which bound the capacity of each candidate gen-

erating unit built over the whole planning horizon.

. We include constraints (4.3d), which impose that a prospective transmission line

can be built only once for the whole planning horizon.

. The investment budget constraints (4.3e)—(4.3f) are imposed for each time

period £.

. Constraints (4.31)—(4.3j) define the power flows through prospective transmission

lines and impose that a prospective transmission line must be available at time
period ¢ if it has been built at the beginning of that time period or in the previous
ones.

. Constraints (4.3m) impose that the available capacity of the candidate generating

units at time period # must be equal to the capacity built at the beginning of that
time period plus the capacities built in the previous ones.

. The operational constraints (4.3g)—(4.3p) are formulated for each operating con-

dition o and also for each time period ¢.

Note that for the sake of clarity, we assume that all monetary values are referred

to the same point in time, so that it is not necessary to multiply by discount factors.

Ilustrative Example 4.4 2-node system: Deterministic dynamic G&TEP problem

Let us consider the two-node electric energy system described in Illustrative

Example 4.1. Now we consider that the planning horizon is split into two 10-year
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time periods and that it is possible to build both the candidate generating unit and the
prospective transmission line at the beginning of either of these two time periods,
i.e., at the beginning of the first or eleventh years.

The operating conditions in the two considered time periods have the following
characteristics:

1. There are two operating conditions o; and o, in the first time period defined by
load demands of 246.5 and 467.5 MW, respectively.

2. There are two operating conditions o; and o0 in the second time period defined
by load demands of 290 and 550 MW, respectively.

The weights of operating conditions 0 and o0, in both time periods are equal to 6000
and 2760, respectively.

The investment budgets for building additional generation capacity and additional
transmission lines are $400 million and $2 million, respectively, in both time periods.
Finally, the amortization rates for the first and second time periods are equal to 0.2
and 0.1, respectively.

Considering the above data, the G&TEP problem considering a deterministic
dynamic approach results in the following MILP model:

mingos 6000 [35p5, , +25p5,,, +80pLS, | +2760[35pE,,, +2565,,,

doit

+ 80p5S | +6000[35pE, , +2505,,, + 80p15 |

+2760 [3517?02,2 +25p5,,,, + 80p5§m] + 140000p5,"

+200000xy;, + 70000pS,." + 100000xy,,

oty

subject to

0<p§ +p5 <300
L L
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L L
Xt +x52T2 =1
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1000000xk,, < 2000000
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We obtain that it is optimal to build ¢, in the first time period. Regarding the
candidate generating unit, it is optimal to build 246.5 MW at the beginning of the
first time period and an additional 43.5 MW at the beginning of the second time
period.

If we compare the optimal solution of this illustrative example with that of Illus-
trative Example 4.3, then we obtain that the optimal solutions for the whole planning
horizon are the same. However, here, instead of building 290 MW of the candidate
generating unit at the beginning of the planning horizon, we first build 246.5 MW
and then we add capacity as required in the second time period. This has some
advantages:

1. The investment budget required at the beginning of the planning horizon is lower.

2. We build additional capacity depending on the needs of the system. For example,
if the demand of the system in the second time period is lower than expected,
then we have the option of not building additional capacity if we are considering
a dynamic approach.

Despite the above advantages of considering a dynamic approach, note that this
approach involves solving a more complex problem with a larger number of variables
than if a static approach is considered. For example, in this simple illustrative example
with only two time periods, the number of variables is twice the number of variables
needed in Illustrative Example 4.3.

4.5 Stochastic G&TEP

Sections4.3 and 4.4 describe the G&TEP problem considering a deterministic
approach, i.e., the generation and transmission expansion plans are determined by the
ISO considering that it has perfect information about the future needs of the system
under study. However, this perfect information is generally not available since the
expansion plans are made for a long-term planning horizon. Therefore, the expan-
sion plans obtained from the models considering a deterministic approach may be
not optimal if the future conditions of the system differ from those considered.

In this section, we analyze the G&TEP problem considering a stochastic approach
that enables the expansion planner to model the uncertain nature of the future needs of
the system under study in the decision-making problem. Uncertainties are represented
through a set of scenarios [6]. For the sake of simplicity and clarity in the development
of the models, we assume that uncertainty affects only the future demand of the
system. However, other sources of uncertainty (e.g., production cost or investment
cost) may also be considered through additional scenarios.
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The sections below describe two models, namely a stochastic static model that
considers that the expansion plan can be made only at the beginning of the planning
horizon and a stochastic dynamic one that considers that expansion plans can be
made at different points in time throughout the planning horizon. Further details
about the characteristics of these two models are provided in Sect. 3.6 of Chap. 3.

4.5.1 Static Approach

The G&TEP problem considering a stochastic static approach can be formulated
using the MILP model below:
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— 7T <O <1 Vn (4.4n)
Grnow = 0 n: ref. (4.40)
] , Vo, w,

where the variables in set ASS = [p};:ow, P DS Prows Onows DS xﬂ;} are the
optimization variables of problem (4.4).

The main differences between problem (4.4) and problem (4.1) considering a
deterministic static approach are summarized below:

1. In the objective function (4.4a), we compute the expected generation and load-
shedding costs. To do so, the generation and load-shedding costs for each sce-

nario, Z Po |:z Cnggow + Z csps,, + z cts p};sw:|, are multiplied by the
o g c d

probability of the corresponding scenario, ¢,,.
2. The operation constraints (4.4f)—(4.40), Vo, w, are formulated for each operating
condition o and for each scenario w.

Finally, note that generation and transmission expansion decisions do not depend
on the scenario realization since these decisions are made before the actual scenario
realization is known. Therefore, they are denoted by here-and-now expansion deci-
sions. On the other hand, operation decisions, e.g., productions of candidate and
existing generating units, depend on the scenario realization, and, therefore, they are
called wait-and-see operation decisions.

Ilustrative Example 4.5 2-node system: Stochastic static G&TEP problem (for-
mulation)

Considering the data of Illustrative Example 4.1, we assume that demand d is
subject to uncertainty, explained as follows. The demand for each operating condi-
tion can be 30 % lower or 30 % higher than the demands considered in Illustrative
Example 4.1 with equal probability (0.5), i.e., we consider two scenarios. Scenario 1
is characterized by demand conditions of 203 and 385 MW for operating conditions
o and o,, respectively, while scenario 2 is characterized by demand conditions of

Fig. 4.2 Scenario tree for :
Tllustrative Example 4.5 : 2

T

Generation and transmission
expansion decisions

EU] 09

00 w
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377 and 715 MW for operating conditions 0 and 0;, respectively. Figure 4.2 depicts
the scenario tree for this illustrative example.

Considering the above data, the G&TEP problem considering a stochastic static
approach (4.4) results in the following MILP model:

: E C LS E
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We obtain that the optimal generation and transmission expansion plan consists
in building transmission line ¢, and 300 MW of the candidate generating unit.

For each operating condition, the average demand over the two considered sce-
narios is equal to the demand values considered in Illustrative Example 4.3, the
equivalent problem considering a deterministic approach. However, the results of
the deterministic and the stochastic approaches are different. By considering a
stochastic approach, we take into account the possible future realizations of the
demand, which is ignored by the deterministic approach. As a result, considering the
average value of the uncertain parameters for solving a relatively simpler problem
does not always provide the optimal solution.

Nevertheless, the number of variables and constraints in this illustrative example
is approximately twice the number of variables and constraints needed in Illustrative
Example 4.3. Moreover, here we use only two scenarios to model the uncertainty
in the demand for the sake of clarity. However, in order to correctly represent the
uncertain parameters, it is generally necessary to consider a large enough number
of scenarios, and, thus, the size and computation burden of the stochastic G&TEP
problem increase. (I
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4.5.2 Dynamic Approach

The G&TEP problem described in the previous section is extended here to consider
a dynamic approach that enables making expansion decisions at different points in
time. This problem can be formulated using the MILP model below:
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I Vo, t, w,

SD Cmax
where the variables in sets A {pgmw s DS s DS s PForers Onotars DSy » xaw} are

the optimization variables of problem (4.5).

The main differences between problem (4.5) and problem (4.4) considering a

stochastic static approach are summarized below:

1.

2.

In the objective function (4.5a), the investment costs at each time period are
multiplied by the corresponding amortization rates.

We include nonanticipativity constraints (4.5g) and (4.5h), i.e., constraints that
avoid anticipating information. These constraints impose that for a given time
period ¢, if the characteristics of two scenarios @ and @ in the previous time
periods T < ¢ are the same, then the generation and transmission expansion plans
of these two scenarios for time period ¢ are also the same.

. Constraints (4.5b), which impose bounds on the capacity of each candidate gen-

erating unit for the whole planning horizon, are included.

. Constraints (4.5d), which impose that a prospective transmission line can be built

only once during the whole planning horizon, are included.

. Constraints (4.5k)—(4.51), which impose that a prospective transmission line must

be available at time period ¢ if it has been built at the beginning of that time period
or in the previous time periods, are included.

. Constraints (4.50), which impose that the available capacity of the candidate

generating units at time period ¢ must be equal to the capacity built at that time
period plus the capacities built in the previous periods, are included.

. The operation constraints (4.51)—(4.51), Vo, t, w, are formulated for each operating

condition o, time period #, and scenario w.

For the sake of clarity, the decision-making sequence is summarized below:

. The generation and transmission expansion planner determines the expansion

plan to be made at the beginning of the planning horizon, i.e., at the beginning of
the first time period. This expansion plan does not depend on the future scenario
realizations since this information is not available for the planner at the time it
makes these expansion plans. Therefore, these expansion decisions are referred
to as here-and-now decisions.

. One of the scenarios modeling the uncertainty in the first time period is realized.

This information becomes available to the expansion planner.

. The expansion planner determines the expansion plan to be made at the beginning

of the second time period. This expansion plan depends on the scenario realization
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in the first time period since it depends on the scenario realization in that period.
However, this expansion plan does not depend on the future scenario realizations.
Therefore, these expansion decisions are wait-and-see with respect to the scenario
realizations in the first time period but here-and-now with respect to the scenario
realizations in the second and following time periods.

4. One of the scenarios modeling the uncertainty in the second time period is realized.
This information becomes available for the expansion planner.

The above steps 3 and 4 are repeated until the last period of the planning horizon.

Ilustrative Example 4.6 2-node system: Stochastic dynamic G&TEP problem

Let us consider the data of Illustrative Example 4.1. The planning horizon is
divided in this case into two time periods, so that generation and transmission expan-
sion plans can be made at the beginning of both time periods.

There are two possible scenario realizations in the first time period, a and b.
Realizations a and b consider that operating conditions 0; and o, in the first time
period are characterized respectively by a low and high demand. Scenario a con-
siders that operating conditions o; and o, are defined by demands equal to 212 and
402 MW, respectively, while scenario b considers that operating conditions o; and
0, are defined by demands equal to 281 and 533 MW, respectively. The probability
of each scenario realization, a and b, is equal to 0.5.

On the other hand, there are also two possible scenario realizations in the second
time period, ¢ and d. Realizations ¢ and d consider that operating conditions o; and
0, in the second time period are characterized respectively by a low and high demand.
The operating conditions for these two scenarios in the second time period depend
on the scenario realization in the first time period, as explained next and illustrated
with the corresponding scenario tree depicted in Fig.4.3:

1. If scenario a is realized in the first time period, then (i) realization ¢ considers that
operating conditions 0; and o0, in the second time period are defined by demands
equal to 214 and 407 MW, respectively, while (ii) realization d considers that
operating conditions 0; and o, in the second time period are defined by demands
equal to 284 and 539 MW, respectively.

2. If scenario b is realized in the first time period, then (i) realization ¢ considers that
operating conditions 0; and o, in the second time period are defined by demands
equal to 284 and 539 MW, respectively, while (ii) realization d considers that
operating conditions 0; and 0, in the second time period are defined by demands
equal to 377 and 715 MW, respectively.

The probability of each realization, ¢ and d, is equal to 0.5.

The weights of operating conditions 0; and o, in both time periods and for all
scenario realizations are 6000 and 2760h, respectively. The above data result in
four scenarios for the whole planning horizon (combinations of possible realizations
in both time periods), whose data are summarized in Table4.1. The second and
third columns provide the demand conditions in the first and second time periods,
respectively; finally, the fourth column gives the probability of each scenario. Note
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expansion decisions expansion decisions
Fig. 4.3 Scenario tree for Illustrative Example 4.6
Table 4.1 Illustrative Example 4.6: data for scenarios
Scenario Period 1 Period 2 Probability
Scenario 1 (@andc) | PP, = =212MW PP, =214MW 0.5 x 0.5=10.25
PR, =402MW PD ., =407TMW
Scenario 2 (aand d) | PD, , =212MW PR 0 = 284MW 0.5 x0.5=0.25
PD 0y = 402MW PD 10y = 539MW
Scenario 3 (band¢) | Pp . = 281 MW PP oy = 284MW 0.5 x0.5=0.25
P 1 0y = 533MW P s = 539MW
Scenario4 (bandd) | PP, ~=281MW PD o, =3TTMW 0.5 x 0.5=0.25
PD, ., =533MW PL wy =TISMW

that the data for scenarios and operating conditions have been selected so that the
results of this illustrative example can be compared with those of previous ones.

Considering the above data, the G&TEP problem taking a stochastic dynamic
approach (4.5) results in the following optimization model:

mingo  0.25 {6000 [35p%, ,, +2505, ., + 8005 | +2760 3555, ,,

dojtyw;

C LS E C
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The optimal solution of the stochastic dynamic G&TEP problem formulated in
this illustrative example consists in building transmission line £, in the first time
period. Regarding the expansion of the generation capacity, it is optimal to build
212MW at the beginning of the planning horizon and then building an additional
2MW if scenario a is realized in the first time period, i.e., for scenarios 1 and 2, and
building an additional 88 MW if scenario b is realized in the first time period, i.e.,
for scenarios 3 and 4.

The expansion decisions at the beginning of the planning horizon do not depend
on the scenario realization since this information is not available to the ISO. When
the first period concludes, the decision maker knows whether scenario a or b has
been realized, and thus it can make two different expansion plans at the beginning
of the second time period depending on this scenario realization.

Note that although the scenario data of this illustrative example have been selected
so that the average value of demands for each operating condition are the same
as those considered in the previous illustrative examples, the optimal results are
significantly different, which highlights the importance of an accurate modeling of
the uncertain parameters in the G&TEP problem. (]

The stochastic dynamic G&TEP problem provided in this section has some advan-
tages over the previous models described in this chapter:

1. It allows us to model the uncertainty in the future conditions of the system under
study. This generally results in more informed expansion decisions.

2. It is a more flexible model than a static one since we have the option of building

new facilities at different points in time.

. As aresult of item 2 above, we can adapt to the conditions of the system.

4. The investment budget required at the beginning of the planning horizon is lower
than that needed if the expansion decisions can be made only at a single point in
time.

W

However, in real-world world applications it is important to note the following
aspects:

1. It is necessary to include additional sources of uncertainty through additional
scenarios.

2. A large enough number of scenarios is needed to represent the uncertain parame-
ters accurately.

3. It is important to consider more than two time periods in the decision-making
problem.

4. Systems have thousands of nodes and transmission lines.

The above facts make the stochastic dynamic G&TEP problem a complex prob-
lem in the real world. Therefore, it is generally necessary to achieve a tradeoff
between modeling accuracy and computation tractability. On the other hand, it is
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generally useful to use mathematical tools such as scenario reduction methods [11,
12] or decomposition techniques [2, 10] to deal with the computational burden of
the G&TEP problem.

4.6 Stochastic Dynamic Risk-Constrained G&TEP

Making generation and transmission expansion decisions generally requires investing
a large amount of money. Moreover, as explained in the previous section, these
expansion decisions are usually made under uncertainty. This means that making
expansion decisions may be risky if uncertainty is not adequately accounted for. Even
if uncertainty is well represented in the decision-making problem, the expansion plan
may be risky if certain of the scenarios are realized. The example below illustrates
the concept of risk in the G&TEP decision-making problem.

Ilustrative Example 4.7 Risk modeling in the G&TEP problem

The ISO is considering two possible generation and transmission expansion plans
to be carried out, namely expansion plan A and expansion plan B. Uncertainty in the
system conditions in the considered planning horizon is modeled using five scenarios
each with the same probability (0.2). The ISO computes the cost (operation and
expansion costs) of each expansion plan for each of the five scenarios. These costs
are provided in Table4.2.

With the cost data of Table 4.2, the ISO computes the expected costs of expansions
plans A and B:

E{Ca}=02x10+02x114+0.2x 14+0.2 x 154+ 0.2 x 50 = $20 million
E{Cg} =02x194+02x20+0.2x21+0.2 x22+0.2 x 23 = $21 million

Following the criterion considered in the previous sections of this chapter, i.e.,
selecting the expansion plan that minimizes the expected cost, this would result in
the ISO selecting expansion plan A. However, if we observe the costs provided in
Table 4.2, then we note that the cost of expansion plan A for one of the scenarios is
very high (in particular, for scenario 5). Since the expansion plans are made before
the actual scenario realization is known, if the ISO chooses expansion plan A and
scenario 5 is realized, then the ISO would have to face a very high cost, which it may
not be willing to assume.

Table 4.2 Tllustrative Example 4.7: costs for expansion plans A and B [M$]

Expansion plan\Scenario 1 2 3 4 5
A 10 11 14 15 50
B 19 20 21 22 23
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On the other hand, the expected cost of expansion plan B is $21 million. However,
the largest cost is only $23 million (for scenario 5) in this case, i.e., less than half
of the largest cost for expansion plan A. This means that if expansion plan B is
carried out instead of expansion plan A, then the cost will likely be higher (the costs
for expansion plan B are higher than those for expansion plan A in four of the five
scenarios). Nevertheless, the ISO also knows that if it implements expansion plan
B, then the cost will be $23 million in the worst case (and not $50 million, as in the
case of choosing expansion plan A).

In other words, using expansion plan A is a risky decision since the actual cost
will be very high with probability 20 %. On the other hand, expansion plan B is a
more conservative solution since its expected cost is higher than that of expansion
plan A but with a much lower highest possible cost. ([

The previous illustrative example highlights the importance of considering not
only the expected cost in the G&TEP decision-making problem but also the cost risk
associated with the expansion plans. This is analyzed below.

In order to model the cost risk associated with the generation and transmis-
sion expansion plans, we consider the conditional value-at-risk (CVaR). This risk
metric is incorporated in the stochastic dynamic G&TEP problem (4.5) described in
Sect.4.5.2. Further details on the CVaR are provided in [14, 15] and in Appendix D
of this book.

4.6.1 Formulation

The G&TEP problem considering a stochastic dynamic risk-constrained approach
can be formulated using the MILP model below:

min risk Z Po [Z |:Z Po (Z Cy pgota) + Z C pwtw + Z CLS Ij{?tw)

(2’5 o 2 ’Lx@"")ﬂ

el

1
—nlo - —— 0 Co 4.6
n( — Zw‘,(p g) (4.62)

subject to

0<Z ™ P Ve w (4.6b)

cta) —

xp, €{0,1} Vee 2" 1w (4.6¢)
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where the variables in set A {pgmw , pdmw, PG pgo,w, Onotw> Pt » g,w, 7, gw}

are the optimization variables of problem (4.6).
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The main differences between problem (4.6) and problem (4.5) are summarized
below:

1. In the objective function (4.6a) we include an additional term (third line), which
is the CVaR.

2. The CVaR is multiplied in the objective function (4.6a) by the weighting parame-
ter n, which enables us to model the tradeoff between expected cost and CVaR,
and therefore to represent different expansion strategies. If 7 is equal to zero, we
minimize only the expected cost, i.e., we represent a risk-neutral expansion plan-
ner. This case is equivalent to problem (4.5), i.e., a problem where the expected
cost is minimized but the cost risk is neglected. On the other hand, increasing
values of n represent increasing risk-averse expansion strategies, i.e., strategies
that consider the minimization of the expected profit but also the CVaR.

3. We include constraints (4.61) and (4.6j), which are used to compute the CVaR.

Ilustrative Example 4.8 6-node system: Stochastic dynamic risk-constrained
G&TEP problem

The stochastic dynamic risk-constrained G&TEP problem (4.6) is applied to the
six-node system depicted in Fig. 4.4. This system comprises six nodes, five generating
units, four demands, and three transmission lines. It is possible to build up to six
additional transmission lines and two candidate generating units.

The system is divided in two zones: region A (nodes 1-3) and region B (nodes
4-6), which are initially not interconnected. Node six is initially isolated, and, thus,
demand at this node can be supplied only by generating unit gs.

Table 4.3 provides data for the existing generating units. The second column iden-
tifies the node location, while the third and fourth columns provide the capacity and
the production cost of each existing generating unit, respectively.

Region A

Node 1

Fig. 4.4 Tllustrative Example 4.8: six-node system
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Table 4.3 Tllustrative Example 4.8: data for existing generating units

Generating unit Node P;:mx [MW] CE [$/MWh]

81 ny 300 18

82 ny 250 25

&3 n3 400 16

g4 ns 300 32

g5 ne 150 35
Table 4.4 Tllustrative Example 4.8: data for candidate generating units

Generating unit | Node PE™ [MW] CC [$/MWh] 1€ [$/MW]
1 n4 300 10 700,000

1) ne 250 15 600,000
Table 4.5 Illustrative Example 4.8: data for demands

Demand Node PO [MW] PO [MW] CLS [$/MWh]
d ny 150 300 70

d> n4 120 240 72

d3 ns 80 160 75

dy ne 150 300 85

It is possible to build two additional generating units, whose data are provided
in Table 4.4. The second column identifies the node location, while the third, fourth,
and fifth columns provide the capacity, production cost, and investment cost of each
candidate generating unit, respectively. The investment budget per time period is
considered equal to $600 million.

Table4.5 provides data for the demands. The second column identifies the node
location, the third and fourth columns provide the demand values for operating con-
ditions o1 and 0,, respectively, and the fifth column gives the load-shedding cost. The
weights of operating conditions o; and 0, are 5000 and 3760h, respectively. Note
that these demand values are the expected values at the beginning of the planning
horizon. The evolution throughout the planning horizon and the modeling of the
uncertainty of these demand conditions are explained below.

Table 4.6 provides data for the existing transmission lines. The second and third
columns identify the sending-end and receiving-end nodes, respectively, while the
fourth and fifth columns provide the susceptance and capacity of each existing trans-
mission line, respectively.

We consider that it is possible to build up to six additional transmission lines,
whose data are provided in Table4.7. The second and third columns identify
the sending-end and receiving-end nodes, respectively, while the fourth and fifth
columns provide the susceptance and capacity of each prospective transmission line,
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Table 4.6 Illustrative Example 4.8: data for existing transmission lines

Line From node To node By [S] FP* [MW]
£ ni n 500 150

12 ni n3 500 150

£3 ng ns 500 150
Table 4.7 TIllustrative Example 4.8: data for prospective transmission lines

Line From node To node By [S] FP* [MW] I}‘ [$]

Ly n n3 500 150 700,000

ls n n 500 200 1,400,000

ls n3 n 500 200 1,800,000

47 n3 ne 500 200 1,600,000

43 ny ne 500 150 800,000

Ly ns ne 500 150 700,000

respectively. The sixth column gives the investment cost. The investment budget per
time period is considered equal to $30 million.

The reference node is node 1, and the base power and voltage are | MW and 1kV,
respectively.

The planning horizon comprises two 10-years time periods, so that the expansion
plans can be made at the beginning of each time period, i.e., at the beginning of the
first and eleventh time periods. The amortization rates are considered equal to 0.2
and 0.11n the first and second time periods, respectively.

The uncertainties in the demand conditions are modeled through a set of scenarios
as explained below. The demand values of the two operating conditions in the first
time period can be 10 % lower than (realization LL1), 5 % lower than (realization L 1),
equal to (realization M1), 10 % higher than (realization H1), and 20 % higher than
(realization HH1) the values provided in Table4.5, with probabilities equal to 0.1,
0.2, 0.2, 0.3, and 0.2, respectively. On the other hand, the demand values of the two
operating conditions in the second time period can be 10 % lower than (realization
LL2), 5% lower than (realization L2), equal to (realization M2), 10 % higher than
(realization H2), and 20 % higher than (realization HH2) the values in the first time
period, with probabilities equal to 0.05,0.1,0.15, 0.4, and 0.3, respectively. Figure 4.5
and Table4.8 summarize these scenario data. For example, the demand values of
scenario 1 (realizations LL1 and LL2) for operating condition o, are obtained as
150 x 0.9 = 135MW and 150 x 0.9 x 0.9 = 121.5MW for the first and second
time periods, respectively. On the other hand, the weight of scenario 1 is computed
as 0.1 x 0.05 = 0.005.

The confidence level « for computing the CVaR is fixed to 0.95. Then problem
(4.6) is solved for different values of the weighting parameter 1. As previously
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Fig. 4.5 Illustrative W2 4 Scenario 1
Example 4.8: scenario tree
p L2 Scenario 2
M2
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s Scenario 15
2 W2 Scenario 16
12 Scenario 17
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12 Scenario 22
12 Scenario 23
H2
"/Hz Scenario 24
T Scenario 25

1st generation and
transmission
expansion decisions

2nd generation and
transmission
expansion decisions

explained, n allows us to model the tradeoff between expected costs and CVaR. As
a result of varying parameter 7, the transmission and expansion plans are different.
Figure 4.6 depicts the so-called efficient frontier, which shows how the expected costs
and the CVaR vary as we vary the value of parameter 7.

A value of 1 equal to O represents a risk-neutral expansion strategy, i.e., the
expansion strategy that minimizes the expected costs but neglects the risk associated
with it. Therefore, as noted in Fig.4.6, this strategy results in the lowest expected
cost but in the largest CVaR, i.e., n = 0 is the riskiest strategy. On the other hand,
increasing values of 1 represent increasing risk-averse expansion strategies that result
in higher expected costs but also in a reduction of the CVaR, i.e., by considering
increasing values of  we reduce the cost risk associated with the expansion decisions.

Table 4.9 provides the transmission and expansion plans for different values of
the weighting parameter 1. The second column indicates the scenarios, while the
third/fourth and fifth/sixth columns provide the transmission/generation expansion
decisions in the first and second time periods, respectively.

Regarding the results provided in Table 4.9, the observations below are in order:
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Table 4.8 Illustrative Example 4.8: scenario data

Scenario First time period Second time period Weight
1 (LL1+LL2) —10% —10% 0.005
2 (LL1+L2) —10% —5% 0.010
3 (LL1+M2) —10% +0% 0.015
4 (LL1+4-H2) —10% +10% 0.040
5 (LL14+HH2) —10% +20% 0.030
6 (L1+LL2) —5% —10% 0.010
7 (L1+L2) —5% —5% 0.020
8 (L1+M2) —5% +0 % 0.030
9 (L1+H2) —5% +10% 0.080
10 (L1+HH2) —5% +20 % 0.060
11 (MI1+LL2) +0% —10% 0.010
12 (M1+L2) +0% —5% 0.020
13 (M1+M2) +0% +0% 0.030
14 (M1+H2) +0% +10% 0.080
15 (M1+HH2) +0% 420 % 0.060
16 (H1+LL2) +10% —10% 0.015
17 (H1+L2) +10% —5% 0.030
18 (H1-+M2) +10% +0% 0.045
19 (H1+H2) +10% +10% 0.120
20 (H1+HH?2) +10% +20% 0.090
21 (HH1+LL2) +20 % —10% 0.010
22 (HH1+4L2) +20 % —5% 0.020
23 (HH1+M2) +20% +0% 0.030
24 (HH1+H2) +20% +10% 0.080
25 (HH1+-HH2) +20% +20% 0.060

1. The expansion decisions at the beginning of the planning horizon do not depend
on the scenario realizations.

2. There are five possible expansion decisions for the second time period, one for
each scenario realization in the first one (LL1, L1, M1, H1, HH1).

3. A risk-neutral expansion strategy considers a comparatively lower expansion of
the generation capacity at the beginning of the planning horizon. In this way,
the expected cost throughout the planning horizon is minimized since making a
larger investment in generation capacity may result in an overinvestment that is
not needed if some of the scenarios are realized.

4. Increasing risk-averse expansion strategies consider comparatively larger expan-

sions of the generation capacity at the beginning of the planning horizon. In
this way, the variability of the operation cost throughout the planning horizon is
reduced and also the CVaR.
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Fig. 4.6 Illustrative Example 4.8: efficient frontier
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Table 4.9 Illustrative Example 4.8: generation and transmission expansion plans for different risk-

aversion strategies®

n Scenarios | First time period Second time period
Lines built | Capacity built [MW] | Lines built | Capacity built [MW]
0 1-5 Lo, L7, L3 | 300 (cy), 40.8 (c2) - -
6-10 - 23.1 (c2)
11-15 - 46.2 (c2)
16-20 - 92.4 (c2)
21-15 {s 89.4 (c2)
1.5 1-5 Le, L7 298 (c1), 130 (c2) - -
6-10 - -
11-15 - -
16-20 - 2 (c1),33 (c2)
21-15 - 2 (c1), 102 (c2)
5 1-5 Lo, L7 298 (c1), 160 (c2) - -
6-10 - -
11-15 - -
16-20 - 2 (c1),3(c2)
21-15 - 2 (c1), 72 (c2)

004123, 052 24, Le: 34, £7: 3-6, L3: 46, Lo: 5-6
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5. Regarding the transmission expansion decisions, itis optimal to build transmission
lines £¢, €7, and {3, i.e., those prospective transmission lines that connect Region
A and node 6 with the rest of the system.

6. Regarding the generation-capacity expansion decisions, it is optimal to build first
candidate generating unit ¢; and then, if needed, additional capacity of generating
unit ¢;.

]
4.7 Summary and Conclusions

In this chapter, we describe the joint expansion of the generation capacity and the
transmission network of a given electric energy system. This is done considering the
perspective of a central planner, the ISO, whose aim is maximizing the overall social
welfare. In particular, we determine the generation and transmission expansion plan
that minimizes the generation and load-shedding costs as well as the investment costs.
To do so, we provide different models that incorporate an increasing level of detail
on the G&TEP decision-making problem, namely a dynamic framework, stochastic
parameters, and risk management.

Considering the theoretical framework and the results of the examples reported
in this chapter, the conclusions below are in order:

1. A deterministic static approach allows us to formulate a simple model for the
G&TEP problem. However, the modeling accuracy of this model is modest.

2. Considering a dynamic approach enables us to make expansion decisions at dif-
ferent points in time, which increases the flexibility of the decision-maker and
reduces the investment budget required at the beginning of the planning horizon.

3. Itis important to model the impact of uncertain parameters on the G&TEP prob-
lem. Using the expected values of these uncertain parameters to formulate an
equivalent deterministic problem usually results in suboptimal expansion plans.

4. Making generation and transmission expansion plans is a risky task. Therefore,
it is important to manage the cost risk associated with these expansion plans.

5. Different risk strategies result in different expansion plans.

6. It is important to model accurately different details in the G&TEP problem.
However, this generally results in a complex problem for real-world systems.
Therefore, it is necessary to establish a tradeoff between modeling accuracy and
computational complexity.
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4.8 End-of-Chapter Exercises

4.1 Why is G&TEP needed? Who decides about it?

4.2 Enumerate the advantages and disadvantages of the different approaches
described in this chapter for the G&TEP problem.

4.3 Determine the optimal generation and transmission expansion plan in the mod-
ified Garver’s system depicted in Fig.4.7, whose data are provided in Tables4.10,
4.11,4.12, 4.13, and 4.14. Apply the deterministic static model (4.1).

4.4 Robust optimization is used in Chap.2 to address the uncertainty in the TEP
problem, while stochastic programming is used in this chapter to represent the uncer-
tainty in the G&TEP problem. What are the advantages and disadvantages of both
techniques? Based on the adaptive robust optimization approach used in Sect.2.3 of

9; d

¢
Node 1

Node 5

Node 3

Node 6 F

g3 %
Fig. 4.7 Exercise 4.3: modified Garver’s system
Table 4.10 Exercise 4.3: . Emax E
data for existing generating Gc-:.neratmg Node p g [MW] Cg [$MWh]
units of the modified Garver’s unit
system g1 ni 200 24
2 n3 200 28

&3 ne 300 16
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Table 4.11 Exercise 4.3: data for candidate generating units of the modified Garver’s system

Generating unit | Node PC™ IMW] CE [$/MWh] 1€ [$/MW]
¢ n 300 10 600,000
& n 300 15 400,000

Table 4.12 Exercise 4.3: data for demands of the modified Garver’s system

Demand Node P},Dom]“‘ [MW] PdD{;"“ [MW] CLS [$/MWh]
d n 77 110 49
d> n 92 132 51
d3 n3 62 88 80
dy ny 92 132 65
ds ns 62 88 39

Table 4.13 Exercise 4.3: data for existing transmission lines of the modified Garver’s system

Line From node To node By [S] FP* [MW]
“ i n2 250 100

123 n ng 133 80

t m ns 500 100

Ly ny n3 500 100

L5 ny ng 250 100

lg n3 ns 250 100

Table 4.14 Exercise 4.3: data for prospective transmission lines of the modified Garver’s system

Line From node To node By [S] FP* [MW] 1 %‘ [$]

7 n ns 323 100 3,491,000
lg n ng 333 100 3,379,000
Ly n3 ne 500 100 5,406,000
Lio ng ne 333 100 3,379,000

Chap. 2, formulate the G&TEP problem (4.1) using an adaptive robust optimization
approach and considering that uncertainty affects only P‘?;mx.

4.5 Solve Illustrative Example 4.6 considering the robust model formulated in Exer-
cise 4.4. Consider that demands vary within £10 % of their expected values. Compare
the results with those obtained considering a stochastic approach.

4.6 In this chapter, the CVaR is incorporated in the G&TEP problem to manage the
cost risk associated with the expansion plans. However, there are other risk metrics
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that may be used with the same purpose, e.g., the value-at-risk (VaR) and the variance.
Incorporate these two risk metrics in the stochastic dynamic G&TEP problem (4.5).

4.7 Solve Illustrative Example 4.8 considering the models formulated in Exercise
4.6 and compare their solutions with those of Illustrative Example 4.8.

4.9 GAMS Code

A GAMS code for solving Illustrative Example 4.3 is provided below:

SETS
n /nl*n2/
g /gl*gl/
c /cl*cl/
d /dl*d1l/
o /ol*o2/
1 /11*12/
pros (1) /12*12/
ex (1) /11*11/
mapE (g, n) /gl.nl/
mapC (c,n) /cl.n2/
mapD (d, n) /dl.n2/
ref (n) /nl/
mapSL (1,n) /11.nl1,12
mapRL (1,n) /11.n2,12
TABLE LDATA(1,*)

B FlLmax
11 500 200
12 500 200;
PARAMETER IC(c)
/cl 70000/ ;
PARAMETER IC_L (1)
/12 100000/ ;
SCALAR IB
/40000000/;
SCALAR IB_L
/200000/;
TABLE PDmax (d, o)

ol o2
di 290 550;

TABLE EDATA (g, *)
PEmax Ecost
gl 400 35;

.nl/
.n2/;
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TABLE DDATA (d, *)
LSCost
dl 80 ;

TABLE CDATA (c,*)
Ccost PCmax
cl 25 300;

PARAMETER RHO (0)
/ol 6000
o2 2760/ ;

SCALAR M
/300000/;

VARIABLES

Z

PL(1,0)
THETA (n, o) ;

POSITIVE VARIABLES
PGE (g, 0)

PGC(c, o
PCmax (

)
c)
PLS (d, 0)

7

BINARY VARIABLES
XL (1) ;

EQUATIONS EQlA, EQL1B, EQ1D, EQIE, EQLF, EQI1G, EQ2Aa,
EQ2Ab, EQ2Ba, EQ2Bb, EQlIa, EQlIb, EQ1lJ, EQlK, EQIL
, EQlMa, EQ1Mb, EQIN;

EQLA.. 7Z=E=SUM (o, RHO (o) * (SUM (g, EDATA
(g, "Ecost’)*PGE(g,0))+SUM(c, CDATA(c, "Ccost ') *PGC (c,
o)) +SUM(d, DDATA (d, 'LSCOST ') *PLS(d,0))))+SUM(c, IC(c)
*PCmax (c))+SUM(1lSpros (1) ,IC_L(1)*xL (1)) ;

EQL1B(c) .. PCmax (c)=L=CDATA (C, "PCmax ') ;

*EQIC IS BINARY VARIABLE DECLARATION

EQLD. . SUM(c,IC(c)*PCmax(c))=L=IB;

EQLlE. . SUM (1lSpros (1) ,IC_L(L)*xL(1))=
L=IB_L;

EQlF (n,o0) .. SUM (gSmapE (g, n) ,PGE (g, 0) ) +SUM
(c$mapC(c,n),PGC(c,0))-SUM(1lSmapSL(1l,n),PL(1l,0))+
SUM (1l$mapRL (1,n) ,PL(1l,0))=E=SUM(dS$SmapD (d,n) , (PDmax (
d,o)-PLS(d,0)));

EQ1G(1l,0)S$SEX (1) .. PL(l1l,0)=E=LDATA (1, 'B’) *(SUM (
n$mapSL (l,n), THETA(n,o0) ) -SUM (nSmapRL (1,n), THETA (n, o
) ) )

EQ2Aa (1l,0) $Spros (1) .. -XL (1) *LDATA (1, '"FLmax')=L=PL (

1,0):
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EQ2Ab (1,0) $pros (1) .. PL(l,0)=L=XL (1) *LDATA (1, '
FLmax ') ;

EQ2Ba (1,0) $pros (1) .. -(1-XL(1))*M=L=PL(1,0)-LDATA (
1,'"B’")*(SUM(nSmapSL(l,n), THETA(n,o0))-SUM (n$SmapRL (1,
n), THETA(n, o)) ) ;

EQ2Bb (1l,0) $pros (1) .. PL(1l,0)-LDATA(1l, 'B’) *(SUM(
n$SmapSL(l,n), THETA(n,o0) ) -SUM (nSmapRL (1,n), THETA (n, o
)))=1=(1-XL(1))*M;

EQlIa(l,o0) .. -LDATA (L, "FLmax ' )=L=PL(1,0) ;

EQlIb(1l,0) .. PL(l,0)=L=LDATA (1, 'FLmax"') ;

EQ1J (g, 0) .. PGE (g, 0)=L=EDATA (g, 'PEmax ') ;

EQlK(c,0) .. PGC (c,0)=L=PCmax (c) ;

EQ1L (d,o0) .. PLS (d,o0)=L=PDmax (d, o) ;

EQlMa(n, o) .. -3.14=L=THETA (n, o) ;

EQ1lMb (n, o) .. THETA (n,o0)=L=3.14;

EQIN(n, o) SREF (n) .. THETA (n,o0)=E=0;

MODEL GaTEP_DetSta /ALL/;

option OPTCR=0;

option OPTCA=0;

SOLVE GaTEP_DetSta USING MIP MINIMIZING Z;
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Chapter 5
Investment in Production Capacity

The two previous chapters describe and analyze the generation expansion planning
(GEP) problem as well as the joint generation and transmission expansion planning
(G&TEP) problem, both from the perspective of a central planner that determines the
expansion plan that is most beneficial for the system as a whole. Unlike the problems
in those two chapters, referred to as centralized expansion problems, this chapter
addresses a market-oriented generation investment problem, in which a single power
producer competing in an electricity pool seeks to maximize its own profit through
making the best generation investment decisions. It is important to note that a market-
oriented decision-making problem is generally more complex than a centralized
one since the former is subject to additional uncertainty related to the behavior of
other producers (rivals). In this chapter, we provide and analyze different investment
models that progressively incorporate additional details with emphasis on solution
techniques.

5.1 Introduction

This chapter develops models for making production capacity investment decisions
by a producer that competes with other producers (rivals) in an electricity market.
We consider that this producer is strategic, i.e., it owns a significant share of the
production capacity in the industry, and therefore is able to exert market power. The
aim of this strategic producer is to maximize its own profit. To this end, it intends
to alter the market-clearing outcomes to its own benefit. Specifically, this producer
makes:

1. Strategic investment decisions, i.e., long-term investment decisions to build new
production units strategically including conventional (e.g., gas-based) and sto-
chastic (e.g., wind-based) facilities.

2. Strategic offering decisions, i.e., short-term operation decisions to offer the pro-
duction of conventional units at strategic prices. For simplicity, the offer price of
stochastic production units is assumed to be zero.

© Springer International Publishing Switzerland 2016 169
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We assume that the investment and offering decisions of the rival producers are
given as exogenous data. An investment model considering multiple strategic pro-
ducers in which each producer makes its own decisions seeking its own profit is
addressed in Chap. 6, which leads to an investment equilibrium problem.

The investment decision-making problem considered in this chapter allows the
strategic producer to select the best production technologies, to find the best invest-
ment years throughout the planning horizon, and to locate the new production units
optimally throughout the network. This is embodied in a bilevel model, which is
recast as a mixed-integer linear programming (MILP) problem, solvable using avail-
able branch-and-cut solvers.

The following sections explain in detail features of the bilevel models considered
in this chapter.

5.1.1 Electricity Pool

We consider a pool-based electricity market in which an independent system operator
(ISO) clears the pool once a day, one day ahead, and on an hourly basis. The market
operator seeks to maximize the social welfare of the pool considering the offering
curves submitted by producers and the bidding curves submitted by consumers. The
market-clearing results are hourly productions, consumptions, and clearing prices.
For the sake of simplicity, a single trading floor, i.e., the day-ahead market, is con-
sidered since it is generally the market with the largest volume of energy trading. A
more general formulation to include different trading floors (e.g., long-run futures
market, short-run real-time market, and bilateral contracting) is an extension to the
proposed model that does not change its nature.

5.1.2 Network Representation

A dc representation of the transmission network is embedded within the investment
model provided in this chapter since such a representation is linear, simple, and
appropriate for planning models. In this way, the effect of locating new units at dif-
ferent nodes and the impact of transmission congestion are adequately represented.
For simplicity, active power losses are neglected; however, they can be easily incor-
porated using piecewise linear approximations [29, 31]. Further details on network
modeling are available in [20]. We also assume that the network does not change
throughout the investment horizon.
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5.1.3 Static and Dynamic Investment Models

Two different models are generally considered in investment studies:

1. Static models [1, 6, 14, 22-26, 32, 33].
2. Dynamic (multistage) models [3, 11, 17-19, 35].

The characteristics of these two models are briefly explained next.

In the static investment model, the producer considers a single future year and
decides its optimal production portfolio for that target year. Note that the optimal
timing for building new units from the current year to the target year cannot be
obtained explicitly using this static model. However, it can be derived through an
ex-post analysis once the optimal portfolio of the strategic producer for the target year
has been obtained through a profit-maximization problem in which the generation
capacity portfolios in the current and target years are given (exogenous parameters),
but the optimal investment years are decision variables. This ex-post analysis is out-
side the scope of this chapter. Existing production units that will be decommissioned
over the planning horizon should not be included in the static analysis.

In contrast to the static model, in the dynamic model, the investment decisions
are endogenously made at several points in time throughout the planning horizon.
For example, let us consider three ten-year time periods within a thirty-year planning
horizon. Then the investment decisions are made at the beginning of each time period,
i.e., at the beginning of years 1, 11, and 21. In this way, the time schedule for building
new units from the current year to the target year (year 30) is optimally derived. Note
that within each time period, e.g., the first time period spanning from the beginning
of year 1 to the end of year 10, a static investment model needs to be considered, i.e.,
year 10 is the target year for that time period. In general, the dynamic model results
in more accurate investment decisions with respect to the static model, but at the cost
of high computational burden and potential intractability. In this chapter, both static
and dynamic models are considered.

5.1.4 Operating Conditions: Demand Level and Stochastic
Production

Since the demand level and the production level in the case of stochastic units (e.g.,
wind power producers) vary over the target year of the static model or during each time
period of the dynamic model, a number of operating conditions needs to be considered
to capture such variability. Each operating condition contains the following two
factors expressed in per unit (p.u.):

1. A demand factor for each consumer,
2. A power capacity factor for each stochastic production unit.

The demand factor of a consumer refers to its consumption level divided by its
peak demand. In addition, the power capacity factor of a stochastic unit corresponds



172 5 Investment in Production Capacity

to its production level divided by its installed capacity. For example, the following
items represent two different operating conditions for a system including a single
consumer and a single stochastic production unit:

e Condition 1: demand factor equal to 1.0 p.u. and power capacity factor equal to
0.3 p.u.

e Condition 2: demand factor equal to 0.7 p.u. and power capacity factor equal to
0.6 p.u.

Condition 1 above represents the peak demand since the consumer’s demand factor
is 1.0 p.u., whereas the stochastic unit produces at 30 % of its installed capacity. In
Condition 2, the stochastic production is comparatively higher than that in Condition
1, i.e., it generates at 60 % of its installed capacity. However, the consumption level
of the consumer is comparatively lower than that in Condition 1, i.e., the consumer’s
demand in Condition 2 is 70 % of its peak demand.

It is important to note that a weighting factor is associated with each operating
condition, indicating the number of hours during the target year that are represented
by that condition. Clearly, the summation of weighting factors corresponding to all
operating conditions is 8760, i.e., the number of hours in a year. For example, the
weighting factors of Conditions 1 and 2 above might be 1200 and 7560 h, respectively.

In practice, the operating conditions of a given electric system can be appropriately
derived from historical data using a clustering technique, e.g., the K-means clustering
method [4]. In this way, the hours during the target year with similar demand and
stochastic production levels can be grouped in the same cluster. Then, these operating
conditions are projected into the future by appropriate growth factors. This technique
allows the representation of the possible temporal and/or spatial correlation between
demand and stochastic production.

5.1.5 Uncertainty

The production capacity investment problem of a producer is subject to diverse
sources of uncertainty throughout the planning horizon, such as:

Behavior of rival producers regarding investment decisions.
Demand growth.

Investment and operating costs of different production technologies.
Regulatory changes.

For the sake of simplicity, among the uncertainties above, we consider the invest-
ment decisions of rival producers and the investment costs of different production
technologies (in the case of dynamic investment model) as uncertain parameters.
Other parameters, e.g., demand growth, operation costs, and regulatory changes, are
assumed to be known. However, it is not complex, but computationally costly, to
consider all potential uncertainties.
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In the literature, different approaches are available to model uncertainty within
an optimization problem, e.g., stochastic programming [10, 13], robust optimization
[9, 30], and interval optimization [21]. A comparison of those approaches applied
to a problem related to power systems is available in [30]. In this chapter, we use the
stochastic programming approach so that the uncertain parameters are represented
through a set of plausible scenarios. For example, the investment decisions of a rival
producer are represented by two scenarios: no investment (scenario 1) and investment
in a 100 MW coal unit (scenario 2). Each scenario embodies a probability, e.g.,
0.6 for scenario 1 and 0.4 for scenario 2. Note that an appropriate set of scenarios
corresponding to an uncertain parameter can be generated using historical data [4].
However, the scenario generation and/or reduction techniques are outside the scope
of this chapter.

5.1.6 Bilevel Model

In the context of an electricity market, the strategic producer sells its production
at the market-clearing price. However, the market-clearing price is affected by the
offering and investment decisions of the strategic producer. Therefore, the strategic
producer’s decisions are constrained by market-clearing problems. Note that each
market-clearing problem (one per operating condition and scenario) is itself an opti-
mization problem. Thus, the strategic producer needs to solve an optimization prob-
lem constrained by other optimization problems. These type of models are known in
the literature as bilevel models [16].

In this chapter, we use a bilevel model to represent the strategic behavior of a
producer competing with its rival producers in an electricity pool. This bilevel model
consists of an upper-level problem and a set of lower-level problems. The general
structure of bilevel models is explained in Chap. 1. Additionally, mathematical details
of bilevel models are provided in Appendix C.

Specifically, the upper-level problem of the bilevel model maximizes the expected
profit of the strategic producer and determines its strategic decisions, i.e., strategic
investment actions and strategic offer prices. Note that the offer prices of a strategic
producer are generally different from its actual production costs. The upper-level
problem is constrained by two sets of constraints as follows:

1. Upper-level constraints.

2. A collection of lower-level problems, one per operating condition and scenario.
Each lower-level problem represents the clearing of the market by the Independent
System Operator (ISO) maximizing social welfare.
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5.1.7 Alternative Solution Approaches

To solve investment bilevel models, two alternative solution approaches are provided
in this chapter, namely:

1. Direct solution [1, 22, 23],
2. Benders decomposition [2, 26].

In the direct solution approach, all operating conditions and scenarios are simul-
taneously taken into account, and as such, the bilevel model is solved. In this solution
approach, a large number of operating conditions and scenarios may result in high
computational burden and eventual intractability, especially if a dynamic investment
model is considered.

In the second approach, the operating conditions and scenarios are considered
separately using a Benders decomposition technique [12]. The objective of this solu-
tion approach is to make the investment models computationally tractable even if
many operating conditions and scenarios are considered. Both solution approaches
are presented in this chapter.

The remainder of this chapter is organized as follows. Section 5.2 provides a pro-
duction capacity investment model using the static investment model, while Sect. 5.3
refers to a similar problem but using the dynamic model. Section 5.4 provides the
resulting mathematical program with equilibrium constraints (MPEC) and the MILP
problem corresponding to the investment models presented in Sects.5.2 and 5.3.
Section 5.5 provides a computationally efficient solution approach based on Ben-
ders decomposition to be applied to both static and dynamic investment models.
Section 5.6 summarizes the chapter and discusses the main conclusions of the mod-
els and results reported in the chapter. Section 5.7 proposes some exercises to enable
a deeper understanding of the models and concepts described in the chapter. Finally,
Sect. 5.8 includes the GAMS code for an illustrative example.

5.2 Static Production Capacity Investment Model

Figure 5.1 shows the bilevel structure of a static production capacity investment
model. The upper-level problem represents the expected profit maximization (or
minus the expected profit minimization) of the strategic producer subject to upper-
level constraints and to the lower-level problems. The upper-level constraints per-
tain to investment options, available investment budget, and nonnegativity of strategic
offer prices.

Each lower-level problem, one per operating condition and scenario, represents
the market clearing with the target of maximizing the social welfare (or minimizing
minus the social welfare) and is subject to power balance at every node, power limits
for production and consumption levels, transmission line capacity limits, voltage
angle bounds, and reference node identification.
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4 I
Minimize Minus expected profit
subject to:

1) The upper-level constraints

* Investment options
* Available investment budget
¢ Non-negativity of strategic offers

UPPER-LEVEL
PROBLEM

2) Market clearing per operating condition & scenario

(/ For a given operating condition & scenario )

1 Minimize Minus social welfare
subject to:

e Power balance at every bus

e Production/consumption power bounds
* Transmission line capacity limits

* Voltage angle limits

¢ Reference node identification

LOWER-LEVEL
PROBLEMS

- J

Fig. 5.1 Bilevel structure of the static production capacity investment model

Note that the upper-level and lower-level problems are interrelated. On the one
hand, the lower-level problems determine the market-clearing prices and the power
production quantities, which directly influence the strategic producer’s expected
profit in the upper-level problem. On the other hand, the offering and investment
decisions made by the strategic producer in the upper-level problem affect the market-
clearing outcomes in the lower-level problems.

The notation used in this chapter is defined below:

Indices

h Production capacity investment options (conventional technologies).
n,m Nodes.

o Operating conditions.

1) Scenarios.

Sets

£2,  Set of nodes connected to node 7.
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Parameters

B Susceptance of the transmission line connecting node n to node m [S].

c¢ Production cost of the candidate conventional unit of the strategic producer
located at node n [$/MWHh].

ct Production cost of the existing conventional unit of the strategic producer
located at node n [$/MWh].

cR Offer price of the rival unit located at node n in operating condition o
[$/MWh].

F»*  Transmission capacity of the line connecting node n to node m [MW].

K€ Annualized investment cost of the candidate conventional unit located at
node n [$/MW].

K} Annualized investment cost of the candidate stochastic unit located at node
n [$/MW].

K™ Available annualized investment budget of the strategic producer [$].

PE™  Capacity of the existing conventional unit of the strategic producer located
at node n [MW].

PP™  Maximum load of the consumer located at node n [MW].

PR™  Capacity of the rival unit located at node n under scenario @ [MW].

s " Power capacity factor of the candidate stochastic unit of the strategic pro-

ducer located at node n in operating condition o [p.u.].

QP Demand factor of the consumer located at node n in operating condition o
[p.u.].

ub Bid price of the consumer located at node n in operating condition o
[$/MWh].

th Option A for production capacity investment of the candidate conventional
unit located at node n [MW].

X5™  Maximum production capacity investment of the candidate stochastic unit
located at node n [MW].

Do Probability associated with scenario  [p.u.].

Do Weighting factor associated with operating condition o [h].

Binary Variables

C
Upp

Binary variable that is equal to 1 if the conventional production investment
option £ is selected to be built at node 7.

Continuous Variables

C
Prow
D
Prow

E
Prow

Power produced by the candidate conventional unit of the strategic producer
located at node n in operating condition o under scenario w [MW].

Power consumed by the consumer located at node n in operating condition
o under scenario w [MW].

Power produced by the existing conventional unit of the strategic producer
located at node n in operating condition o under scenario w [MW].
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R
Prow

S
DPhow

Power produced by the rival unit located at node # in operating condition o
under scenario w [MW].

Power produced by the candidate stochastic unit of the strategic producer
located at node n in operating condition o under scenario w [MW].
Capacity investment of the candidate conventional unit of the strategic pro-
ducer located at node n [MW].

Capacity investment of the candidate stochastic unit of the strategic producer
located at node n [MW].

Offer price by the candidate conventional unit of the strategic producer
located at node 7 in operating condition o under scenario w [$/MWh].
Offer price by the existing conventional unit of the strategic producer located
at node n in operating condition o under scenario @ [$/MWh].

Voltage angle of node n in operating condition o under scenario w [rad].
Market-clearing price at node n in operating condition o under scenario w
[$/MWh].

The formulation of the static investment bilevel model is given by (5.1). Note that
(5.1a)—(5.1h) is the upper-level problem, and (5.1j)—(5.1s) included in (5.11) pertains
to the lower-level problems, one per operating condition o and scenario w. Note also
that lower-level problems (5.1j)—(5.1s) are actually constraints of the upper-level
problem. This bilevel problem is as follows:

mingu ZPrimal | ZDual E (Knc xf + K,? )CS)

n

- Z Pow z Po Z I:)"now (p;(z:aw + pr]::ou) + prsmw)
w o n

- pi(l:ow Cr? - psow Cl];:] (Sla)
subject to
xg =D uS, X5, Vn (5.1b)
h
2t =
u;, =1 vn (5.1¢)
h
uS, € {0,1} Vn,Vh (5.1d)
0<x><x5 wn (5.1e)
D (KS xS+ Kj x) < K™ (5.1f)
af >0 Yo,¥n, Vo (5.1g)
of >0 Yo,¥n, Vo (5.1h)

Lower-level problems (5.1j)—(5.1s) Vo, Vo. (5.11)
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The primal variables of the upper-level problem (5.1a)—(5.1h) are those in set
g ={af . af . xS, u,n, x5} plus all primal and dual variables of lower-level
problems (5.1j)—(5.1s), which are defined after their formulation through sets = f a‘jmal
and ZDual,

The objective function (5.1a) is minus the expected profit (investment cost minus
expected operational revenue) of the strategic producer. In detail, the objective func-

tion (5.1a) consists of the following terms:
. Z KE x€ is the annualized investment cost of candidate conventional units of

n
the strategic producer.
° Z K5 x5 is the annualized investment cost of candidate stochastic units of the

n
strategic producer.
) Z pfo » Anow 18 the revenue of the strategic producer obtained from selling the

n
production of candidate conventional units.
° z P;];:ow Mnow 18 the revenue of the strategic producer obtained from selling the

n
production of existing conventional units.
° Z Psaw Anow 18 the revenue of the strategic producer obtained from selling the

n
production of candidate stochastic units.

. z pS.., CS is the production cost of candidate conventional units of the strategic

n
producer.
° z pfow C f is the production cost of existing conventional units of the strategic

n
producer.

The production cost of stochastic units is assumed to be zero. Furthermore, other
potential incomes including capacity payments and incentives (e.g., feed-in tariff or
premium) are not considered. However, those incomes can be easily incorporated
into the model [28]. It is also assumed that all existing units available in the initial
year are conventional, i.e., there is no stochastic production unit within the initial
production capacity portfolio of the producers.

For each available conventional technology (e.g., nuclear, coal, gas), constraints
(5.1b)—(5.1d) allow the strategic producer to choose among the available investment
options including no investment, e.g., the set of investment options are 0, 200, 500,
and 1000 MW.

Unlike candidate conventional units that include discrete investment options, the
production capacity investment options for investing in stochastic production units
are assumed continuous for simplicity, and their bounds are enforced by (5.1e).
In addition, upper-level constraint (5.1f) imposes a cap on the available annualized
investment budget of the strategic producer that reflects its limited financial resources.

Finally, upper-level constraints (5.1g) and (5.1h) enforce the nonnegativity of
offer prices associated with the candidate and existing conventional units of the
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strategic producer, respectively. For simplicity, the offering prices of stochastic units
are assumed to be zero. However, it is not complex to model strategic offering by
stochastic production units [5, 27, 36].

Specifically, the strategic producer makes the following decisions in the upper-
level problem (5.1a)—(5.1h):

1. Strategic production capacity investment decisions including investment in con-
ventional units (x,(f, Vn) and investment in stochastic units (x,f, Vn).

2. Strategic offering decisions including offer prices of candidate conventional
units (a$ , Vn, Yo, V) and offer prices of existing conventional units (af

now? now?

Vn,Yo,VYw).

We consider that each conventional generating unit submits its installed capacity
as its offer quantity. Likewise, the quantity offer of each stochastic unit is equal to
its available stochastic production.

The market-clearing prices (A,0.,) and the production quantities (pS,, pE . and
pS..) belong to the feasible region defined by lower-level problems (5.1j)—(5.15).
Each lower-level problem, one per operating condition o and scenario w, is formulated
below. The dual variable of each lower-level constraint is indicated following a colon:

[mins}fﬂml Z |:O{1§mu pr(l:()w + arl::ow pil;ow + Cllfo prlfow - UnDo anoa)] (51-])

n

subject to
P+ D Bum Gnow = Onow) — Plow — Piow — Phoo

mes2,

—Pre =0 hww  Vn (5.1K)
0= pS <25 UG S  Vn (5.11)
0= pS, <05, x5 tpSe uSoe  Vn (5.1m)
0<ph, <PP™ ule ule wn (5.1n)
0<pR, < PR™ L pRm uke Wn (5.10)
0<ph, <0 PP™ uDw uD n (5.1p)
Bum Bnow = Omow) < ™ “ lhpoy Y1, Ym € 2, (5.1q)
T SO =7 Vn (5.11)
Orow =0 :p’s  n=ref. (5.1s)

Yo,Vw.

The primal optimization variables of each lower-level problem (5.1j)—(5.1s) are
inthe set ZPimal — (pC o pS  DE s PRows PP Onow)- Likewise, variable set £ D4l

contains the dual optimization variables of each lower-level problem (5.1j)—(5.15s),
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H Dual { min Cmax Smm SmZIX Emm EIHQX Rmm Rmax Dmln Dmax
ow )‘-now’ Mnoa) ’ 'unow ’ lunou)’ Mnuw ’ /“(’nua)’ 'unow ’ 'u’noa) ’ Mnoa) > Pnow * Mnow

Qmm gmax Gret
I’anow’ IVLVIUCU’ Ml’l(}w’ MUC{) }'

Each lower-level problem (5.1j)—(5.1s) represents the clearing of the market for
given investment and offering decisions made at the upper-level problem. Accord-
ingly, x,, x€, Vn, x,f ,Vn, ot,mw, Vn,YoYw, and otmm), Vn,Yo,Yo are variables in the upper-
level problem, while they are parameters (fixed values) in the lower-level problems
(5.17)—(5.1s). This makes the lower-level problems (5.1j)—(5.1s) linear and thus con-
vex.

The minimization of minus the social welfare is expressed by (5.1j). Since we
assume that the stochastic production units always offer at zero price, there is no
term in (5.1j) related to the offer prices of those units.

Constraints (5.1k) enforce power balance at every node, and their dual variables
provide market-clearing prices.

Constraints (5.11), (5.1m), and (5.1n) enforce production capacity limits for the
candidate conventional, candidate stochastic, and existing units of the strategic pro-
ducer, respectively, while equations (5.10) enforce similar constraints for the units of
rival producers. Note that parameter Q5 included in the upper bound of Eq. (5.1m)
is the power capacity factor of the stochastic unit located at node n in operating
condition o (see Sect.5.1.4). Furthermore, constraints (5.1m) implicitly allow the
stochastic productions to be spilled.

Constraints (5.1p) bound the power consumed by each consumer. Parameter Q2
is the demand factor of the consumer located at node » in operating condition o (see
Sect.5.1.4).

Constraints (5.1q) enforce the transmission capacity limits of each line. Note that
the left-hand side of constraints (5.1q) provides the power flow from node n to node
m. Constraints (5.1r) enforce voltage angle bounds for each node and constraints
(5.1s) identify the reference node, whose voltage angle is equal to zero.

Regarding uncertainty characterization, parameter PR, i.e., the upper bound
of rival producers’ production levels in (5.10), is indexed by w. In this way, the
production capacity investment uncertainty of the rival producers is characterized.
Analogously, other sources of uncertainty can be represented through additional
scenarios.

Next, we present four illustrative examples for the static investment bilevel model:
from a very basic model based on a deterministic single-node example to more com-
plex examples considering transmission constraints, stochastic production invest-
ment options, and uncertainties. Note that their solution procedures are explained
later, in Sects.5.4 and 5.5.

ie.,

Ilustrative Example 5.1 Deterministic single-node static investment bilevel model

The considered power system includes one single node () and two generating
units. The first unit belongs to the strategic producer, while the second one is a
rival unit. The capacity and production cost of the strategic unit are 150 MW and
$10/MWh, respectively, while those of the rival unit are 100 MW and $15/MWh,
respectively. It is assumed that the rival unit offers its capacity to the market at its
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production cost. In addition, the rival producer does not invest in new production
units. Thus, no rival investment uncertainty needs to be taken into account.

As production capacity investment options, a single technology (conventional)
with two capacity options are considered: #; = 0 MW and h; = 100 MW. The
annualized investment cost of this technology is $55,000/MW, and its production
cost is $12/MWh.

A single consumer is considered, whose maximum load is equal to 300 MW. In
addition, a single operating condition (o) is considered that embodies the consumer’s
demand factor, which is 1 p.u. The weighting factor corresponding to condition o,
is 8760. The consumer bids in this condition at $35/MWh.

Finally, the available annualized investment budget of the strategic consumer is
assumed to be $10 million.

The bilevel model below is formulated to derive the most beneficial investment
and offering decisions of the strategic producer:

- —~P.Exl ~D,Ex1
Min g | gl | gD

55000 x. — 8760 [x (PS.o, + Pro) — 12 Py, — 10 p}jml]

subject to
c c
x,, =100 u, ;.

Uy, + Uy, = 1
uy g S, € 0,1}
55000 x < 10’

C

an]()] Z O
E

. =0

Lower-level problem associated with operating condition oy,

where the lower-level problem pertaining to the market clearing in operating condi-
tion o is:

mins;’lﬁ"' 051(1:101 p;(l:lol +arl::101 prl;:lol +15 prljlol —35 pﬂD101
subject to

p']l)101 _p’(ljlol _pEIOI _p'lflol =0 :)L’“Ol

0= Puo S50 Moo e,

0<ph, <150 cupo s

0= pr,, 100 cpfo i

0<pp, <300 tup
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Line ns-n»
Node n, Node n,
Consumer  Existing unit of Existing unit of the
the strategic rival producer

producer

Fig. 5.2 Illustrative Example 5.2: Two-node network

The primal optimization variables of the lower-level problem are included in set
EXEL = ApC . PE . PR oo ). While the dual optimization variables of this

. ';D,Exl _ Cmin (Cmax Emin Emax Rmin Rmax Dmin
prOblem are 1n set ~o; - {)‘nlol’ I’Lnlgl’ Mnlal ) /’Lnlgl’ I’Lnlol’ M”lﬂl’ I’Lnlg] s M”lol’

max . . . 3
MEIOI }. Finally, the primal variables of the upper-level problem are those in set
ZUExl _ (,.C C c C E =P,Exl =D,Exl
o = {Xpys Uy > U iys Qo5 Oy} PIUS Ep 550 and E0H550 O

Ilustrative Example 5.2 Deterministic network-constrained static investment
bilevel model

A power system with two nodes (n; and n,), as illustrated in Fig. 5.2, is considered
in this example. These two nodes are connected by transmission line n; — n, with
a capacity of 200 MW and a susceptance of 1000 S. Node n, is the reference node
and is considered the only candidate location for investing in new conventional units.
Stochastic units are not considered as investment options in this example. Other input
data are identical to those in Illustrative Example 5.1.

The bilevel model below allows the derivation of the optimal investment and
offering decisions of the strategic producer:

min gk | E(I;],EXZ U 5DEx

oy
55000 x. — 8760 [k (PEo + PS0) — 12 ps . — 10 pS‘loli|

subject to

x5 =100 ug
c c

Upn, + Upiny, = 1

uflh], ”S,hz € {0, 1}

55000 xg < 10’

C
Ao = 0

E
Uy = 0

Lower-level problem associated with operating condition o,
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where the lower-level problem pertaining to the market clearing in operating condi-
tion o4 is:

minE};,Exz aglol pglol + a'];:lﬂl pll;:lol + 15 p’}le’l - 35 p’]l)lol
subject to

Ph o, 1000 (61,0, = Onsoy) — Pl — Poo, =0 * dnyor
1000 (610, — On0) — Py, =0 : Moy

0= pro % Moo Koo

0<pl, <150  :pBl B

0<pR, <100 :ufo, uf

0<pP, <300 P uP™

1000 (6,0, = brs0) <200 gy,

1000 (B0, = o) <200y,

— T <Oy =T MZTZI MﬁTo,

T SO, ST U e

. 9|‘Cf

9}1[0[ =0 . /’Lg] .

The primal optimization variables of the lower-level problem are included in set
ETEE = {pS . Pr o Proys Pioy» Onion» Onso, ) While the dual optimization variables

r—vD Ex2 Cmm Cmax Emin
of thlS problem are those included in set = = {Anyors Ao, uSo, uS, uE,

Eﬂ\a)( Rl“l“ Rmax Dmm Dm’lX 0]“1“ gﬂ\ﬂX emm 9mux 91’8‘
I‘Lnlol 'unzul’ 'U“nzol ’ I‘Lnlol’ I‘Lnlal > 'u’nlnzol’ lu‘nznlol’ Mnlol’ 'unlol’ 'U“nzol’ Mﬂz()]’ l‘l’ul }

Finally, the primal variables of the upper-level problem are those included in set
FUEQ uC C C gPE 2 ZD.E 2
X {x Uy s Wor s @yos n.o.} plus & %% and Z >-** a

Ilustrative Example 5.3 Network-constrained static investment bilevel model con-
sidering stochastic units as investment options

This example is similar to Illustrative Example 5.2, but in addition to the can-
didate conventional unit at node ny, a stochastic production unit (wind power) at
node n; is considered as an investment option. The maximum capacity of the sto-
chastic production unit to be built is 200 MW and its annualized investment cost is
$66,000/MW. Two operating conditions (0; and 0,) are considered with the following
characteristics:

e 0;: demand factor equals 1.00 p.u. and wind power capacity factor equals 0.35 p.u.
e 0;: demand factor equals 0.80 p.u. and wind power capacity factor equals 0.70 p.u.

The weighting factor associated with condition o; is 3530, while that of condition o0,
18 5230. Note that the summation of those two factors is 8760, i.e., the number of hours
in a year. The consumer bids in conditions 0; and o0, at $35/MWh and $32/MWh,
respectively. Other input data are identical to those in Illustrative Example 5.2.
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Accordingly, we formulate below a bilevel problem including an upper-level
problem and two lower-level problems, one corresponding to the market clearing
in operating condition o}, and another pertaining to the market clearing in operating
condition 0;:

: C S
MIN guL ks () EOP].EXS U EODI.Ex3 U E%EXS U E(]%EXS 55000 Xy, + 66000 X,

— 3530 [x (Proy  Prioy) + 2msor Psoy = 12 Py, — 10 pfwl}

— 5230 [,\ (o, + PSioy) + hisor Paroy — 12 Py — 10 p,‘f,@]

subject to

c _ c
x,, =100 u, ;.

C C _
Unin + Upihy = 1

uC, . ub, €{0,1}

nihy? nihy

0<x5 <200

ny —
(55000 x4 66000 x, ) < 10’

c
Uy = 0

E
Ao = 0

C
anl()z 2 0

E
Ay oy = 0

Lower-level problems associated with operating conditions o; and o0,,
where the lower-level problem referring to the market clearing in operating condition
01 18:

: C C E E R D
mlnEfl'E“ a’l101 pnlol + anlol pnlol + 15 pnzol - 35 pﬂlol

subject to
pr]?lol + 1000 (0"101 - 9"201) - pf,o, - pr?lul =0 : )‘"101
1000 (9n201 - enm]) - pﬁzo] - p;io] =0 hn,

C C . Cmin Cmax
0 = pnlol = ‘xnl . H’nlol’ lunlol

S S . Smin gmax
0 S pngm S 035 xnz N an()]’ ny0|

E . Emin Emax
0 = p”lol = 150 : 'bLnlal’ M”lol

0<pr, <100 :ud’ us>

n201
D . Dmin pDmax
0 S pn101 S 300 * 'I'Ln101’ I‘Ll‘llol

1000 (0 = Onzo) <200 puk
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1000 (6,0, = Onyo,) <200 puy
R T LT,
TS O STl
enlol =0 : I’Lng'

In addition, the lower-level problem pertaining to the market clearing in operating
condition o, is:

: C C E E R D
mlnEnPiF‘x} anloz pnloz +an102 pnloz +15 pnzoz —32 pnloz

subject to
pr]z)log + 1000 (9”]02 - 9"202) - pr]::]oz - pr?]oz =0 : )""102
1000 (0"202 0, 102) - p}'51202 - pzlfzoz =0 : )‘ﬂzoz

C

0 = p'?102 = xnl I’LglmolZ’ fl:lm;:
0<pd, <070x5  tpd use
0<pf, <150 :pl0 B
0<pR, <100 :puf ko

0 < ph,, < (0.80 x 300) ME[ZZ, o

1000 (0;1]02 - nzoz) =< 200 : I’Lnlnzoz
1000 (65,0, — 9,“02) <200 0
amm OD’HX

-7 S enloz S v nioy’ l’l’nloz

gmin gmax

-7 = 911202 =r 'u’nzm anaz
_ . 91‘6[

On0, =0 D, -

The primal optimization variables of the lower level problem for operating con-
,-,p Ex3
dition o, are included in set 55 = {pnlol, pnzol, pnlol, pnzol, pnl(,1 0n,01> Onso1 )

while the dual optimization varlables of this problem are in set Z0-F = {i,,,. )"11201

leﬂ Cmax S in Sn]ZIX En]lﬂ max Rmm Rmax D in DanIX
H’nlol’ Mo, ny01° Mo, nlal’ H’nlol’ Hiyo10 Mnyo,s Mnjors Mo, H’nlnzal’ annlol
omm emax 6 min gmax

Motio10 Monyors Monsors Moy, s ,uol '}. Likewise, the primal optimization variables of the
lower-level problem for operating condition o, are included in set = ”P B3 — ¢ pnloz,

pnm, P oy Prooys Prvoys Oniors Onso,}» While the dual optimization varlables of this

. ’;‘D,EX3 _ Clnlll Cmax mm Smax Emm EI“QX
problem are 1n set - {)‘"102’ )‘n202 Hiior> Moo MYL?O")’ M0, lun]m’ M0,

Rmin RmﬂX Dlnlll D max 0“\1" omax 9]“1“ Gmax
n202° Mns0y° Mnjoy? 'u’nlm ’ lu’nlnzoz’ /“(’ngnluz’ lun]uz H’nloz’ /“l’nzoz’ 'u’nzm’ Mm } Fmally,

the primal variables of the upper-level problem include those in set &YE* =
C S ,C L0 ¢ C E DPEx3 ©DEx3 PEx3
{xnl’ xnz’ unlhl’ nihy? n1017an102’an101’ nloz} plus “n] > ‘-‘ol 5 qu 5 and

=D,Ex3
E,0. O
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Ilustrative Example 5.4 Stochastic network-constrained static investment bilevel
model considering stochastic production and rival producer’s investment uncertain-
ties

This example is similar to Illustrative Example 5.3, but we consider two scenar-
ios (w; and w,) to characterize the rival producer’s investment uncertainty. These
scenarios are listed below:

e o;: the rival producer does not invest in new units. The probability of this scenario
is 0.6.

e »: the rival producer builds a 40-MW new conventional unit at node #; and offers
its production at $13/MWh. The probability of this scenario is 0.4.

Other input data are identical to those in Illustrative Example 5.3. Among Illustra-
tive Examples 5.1-5.4, this example is the most general since different operating
conditions and scenarios are considered.

We formulate the bilevel model below including an upper-level problem and four
lower-level problems, one per operating condition and scenario:

min .. —~P.Ex4 ~D.Ex4 —~P.Ex4 ~D.Ex4 ~P.Ex4 ~D.Ex4 —P.Ex4 ~D,Ex4
EULEG U 25000 U Eowy U Eoswy U Eogwy U Eojwy U Eolwy U Eoswy U Eoyu

55000 x;, + 66000 x,

—0.6 [3530 [xnlmw, (PS oo + PE v ) + Fnsoron P
— 12 py 0y — 10 p,‘f“,lwl}

— 5230 [xw (Prvosn T Priosen) F Fnsonn Prsosn
—12p,.. — 10 pEw ]
— 0.4 [3530 [An,a,wz (Pr o1y T Phioren) F Ansoron Pasoron

C E
- 12 pnlolwz — 10 pnlolwz

— 5230 [AnlonZ (S ors F Priosess) T Mizoress Py

- 12 p}'?]Osz - 10 p/];:]ozwzi“

subject to

c _ c
x,, =100 u, ;.

C C _
unlhl +un1h2 =1

C
uS,, €10, 1)

C
unlhl’
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0 <x§ <200
(55000 x4 66000 x; ) < 10’

C
anlolwl z O

E
an|0|w] Z O

C zO

njoyw

E
nioyw) Z O

C zO

npojwy
E
>
an|0|w2 - 0

C ZO

npoxwy
E
>
a"102w2 - 0

Four lower-level problems associated with operating conditions and scenarios,

where the first lower-level problem corresponds to the market clearing in operating
condition 0 under scenario w; and is given below:

: . C C E E R
mlnE,Z"Z‘y Xnio101 Prioro +an101w1 Prioyo +13 Pnyojw,

+15 p}’l}g()]wl - 35 p"Il)]O]wl]
subject to

pt?lolwl + 1000 (9111010)1 - 9"2010)1)

E R C _ .
- pn101w1 - pnlolwl - pn101w1 =0 . )\‘”]0](1)1

S R _ .
1000 (07!2010)1 - 911101a)1) - Pnzolwl - pnz(,lwl =0 : )"”201&11

C C A Cm'm Cmax
0 S pn]olwl S 'xlll * njoyw;’ MI‘[[O[&)]
S S . Smin gmax
0 = pn201w1 = 0.35 xn2 . H’nzolu)l ’ H’nzolw]
E . Emin Emax
0 S pn]()]w| S 150 : I'Ln]{)]wl’ I’Ln]{)]wl
R Rmin Rmax
< <0
0= Priojwy = noywy’ ooy
R . Rmin Rmax
0 S pnzn]an S 100 ° /'Lngola)l’ /’anolwl
D Dmin pmax
< <300 :
0 — pn101w1 — ‘ u’nlolwl’ /’Lnlolwl

1000 (6,00, — Onsoreny) <200 - uﬁlmw]

. ,,F
1000 (9"201!1)1 - 9n101w1) S 200 : /’annlolwl
. gmin fgmax
-7 =< inolu)] =r 01000 Moo
Omin gmax

-7 = 9"201601 = : /‘anolw] ’ /anolw]

. . Href
9"1010)1 - O . lu’alwl’
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In addition, the lower-level problem corresponding to the market clearing in oper-

ating condition 0, under scenario w; is:

: C C E E R
mmEoPZ'aEf,“ [anlozwl Prioreo, +amozw1 Prioreo +13 Prioreo

R D
+15 Puyorw; — 32 pnlozwl]

subject to
pr?mzwl + 1000 (enlﬂzwl - enzoza)])
- p}]flozwl - psluza)l - prClj]gzwl = : )"11]0211)1
1000 (G”Z”ZQ’I - 6”1”2“’1) - prszgozwl - prlfzozw, =0 : )"nzozwl
0= pr(t:mwn = xr?l : V“Slmoizww Mslmoazxw,
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Additionally, the lower-level problem corresponding to the market clearing in

operating condition o; under scenario w; is:

: C C E E R
mlnE,f’]'i’;‘ [anlolwg Prioyw, + %1010y Pryojo, +13 Prioyw,

R D
+15 pnzolwz - 35 pn101w2]
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piaolwg + 1000 (6"101(1)2 - 9}1201(1)2)
E R C .
- pnlolwz - pn101w2 - pnlolwz =0 . )‘nlﬂlwz
1000 (07!201(02 - 071101102) - Pszolwz - p:l;zala)z =0 : )‘nzvlwz

C . Cmin Cmax

C
< <
O —_ pnlolwg —_ xnl * njojw;y?’ /'Ln|01(1)2
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E X Emin Emax
0= Puow, =150 & W00, Moy
. Rmin Rmax

0 < PR o, <40

njoywy? I’Lnlolwz
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Finally, the lower-level problem corresponding to the market clearing in operating
condition 0, under scenario w, is:

min ~P.Ex4

Zoywy

[

C
nyo,w; pnlozwz

C E

njoyw;

E R
+o pnlozwz +13 pnloza)z

R D
+15 pn202w2 - 32 pﬂlvzwz]

subject to

D
pnl()za)z

+ 1000 (61,000

- 971202(1)2)

- pflazwz - prll{]ozwz - pr?lozwz = : )\”1”2“’2
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0 = pslozwz = 40 : Slmoi‘z‘wz’ Mglmoa:wz
0= P, <100 2 1000 e
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Note that in Illustrative Example 5.4, the production capacity investment decisions
(.e., )cnc1 and xfz) do not change over scenarios. In addition, similar to Illustrative

Example 5.3, those decisions are unique for all operating conditions.

O
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5.3 Dynamic Production Capacity Investment Model

The previous section describes a static model to determine the optimal capacity
investment by a strategic producer. As explained in Sect. 5.1.3, a static model consti-
tutes an appropriate tradeoff between modeling accuracy and computational tractabil-
ity. However, a dynamic (multistage) model allows making investment decisions at
different points in time. Thus, this model generally results in better decisions since
the investments can be adapted to changes in future system conditions.

Unlike a static model, a dynamic model considers a planning horizon comprising
a specific number of time periods indexed by ¢ and running from 1 to 7. In turn, each
time period spans a specified number of years from Y; to Y. The strategic producer
makes its capacity investment decisions at the initial year (i.e., year Y;) of each time
period 7, as illustrated in Fig.5.3.

The two main advantages of a dynamic investment model are as follows:

e It allows adapting the investment decisions to the uncertainty realizations over the
planning horizon. For example, the dynamic model provides different investment
decisions at the beginning of time period ¢ = 2, one per uncertainty realization at
the end of time period r = 1.

e It allows considering how uncertainty unfolds over the planning period. For exam-
ple, it is possible to consider uncertain values for investment costs of production
technologies throughout the planning horizon.

Accordingly, the decision sequence for dynamic models is explained below, and
the corresponding scenario tree is depicted in Fig.5.4.

1. At the beginning of the planning horizon, i.e., at the beginning of the first time
period (¢ = 1), the strategic producer makes its capacity investment decisions,
which are here-and-now decisions since they do not depend on any future scenario
realization. Note that these investment decisions affect the whole planning horizon

Time period Time period Time period
t=1 =2 =T

O O O O O O

Yi Y, Y Yi Ye Yn Yi Y, Y
Year for Year for Year for
investment investment investment
decisions decisions decisions

in t=1 in t=2 int=T

Fig. 5.3 Time model for dynamic production capacity investment
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*/\M

Investment Investment Investment
decisions decisions decisions
for t=1 for t=2 fort=T

Fig. 5.4 Scenario tree for dynamic production capacity investment

because the installed units at this point in time are available throughout the entire
planning horizon.

. For each scenario realization in period # = 1 and for each operating condition, the

poolis cleared, and the outcomes are market-clearing prices along with production
and consumption levels.

. Once time period ¢ = 1 concludes, the strategic producer knows which scenario

in this period is actually realized. Then, it makes its capacity investment decisions
for the second time period (¢t = 2), which are wait-and-see decisions with respect
to the first time period since they depend on the scenario realization throughout
t = 1. However, they are here-and-now decisions with respect to the second and
subsequent time periods.

. For each potential scenario realization in time period t = 2 and for each operating

condition, the market is cleared.

Steps 3 and 4 above are repeated for each remaining time period of the planning

horizon.

The differences in formulation of a dynamic capacity investment model with

respect to a static one, i.e., bilevel model (5.1), are as follows:

1.

All variables are time-dependent, i.e., they are indexed by .

2. In addition to each operating condition o and scenario w, the market needs to be

3.

cleared for each time period .

To avoid anticipating information, a set of nonanticipativity constraints are
required in the upper-level problem. These constraints impose that investments
depend on the scenario realizations in previous time periods but they are unique
for all scenario realizations in the future.
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4. Instead of the annualized investment costs, i.e., K<, Vn, and K3, Vn, the yearly
investment costs of candidate units need to be considered in the dynamic model,
ie., Itgm, Vt, Vn, Yo, and I[Sm, Vt, Vn, Yo since these investment costs are time-
variant (indexed by ¢). In addition, the values of such costs across time periods
are uncertain. Thus, index  is also incorporated into parameters I and IS .

5. Each investment cost is multiplied in each time period by an amortization rate
(a;, Yt) to make investment costs and profits comparable across time periods. The
approach for calculating the amortization rates of a production unit is explained
in Appendix A.

6. In addition to investment costs, the maximum demand is considered time-variant,
and index ¢ is incorporated into parameter P2™"

7. For the sake of simplicity, other parameters are assumed time-invariant. For
example, the operating conditions including the demand factor of each consumer
(QEO, Yo, Vn) and the power capacity factor of each stochastic unit (Qso, Yo, Vn)
are considered not to change across time periods. In addition, the conventional
technologies to be built (X ,(,:h, Vn, Vh) are considered to be identical across time
periods.

8. For the sake of simplicity, we consider the investment costs of the candidate units
as the only source of uncertainty. Other potential sources of uncertainty, e.g.,
production capacity investment of rival producers and demand growth, can also
be incorporated into the model through additional scenarios.

9. The production level of a conventional candidate unit located at node »n in time

period ¢ and condition o under scenario w is less than or equal to its cumulative
¢

Thw*

capacity added in that node during time periods 7 < ¢, i.e., Z X
<t
the upper bound for the stochastic production at node n in time period ¢ and

condition o under scenario w is Q5 E xS

<t

Similarly,

Considering the assumptions above, the dynamic investment bilevel model is
given by (5.2) below:

: ) C C N S
MmiNgue  gPrimal  gDual E E Pw |:a, E (Ima) Xpne T Lo xmw)
w

1 n

- Z Po z )‘-tnow (Psww + ptE;ww + ptsnoa))
o n

- ptcnow C}’(l: - pFnow C§:| (5.2a)
subject to

xS = Z u,, XS, Vi,Vn, Vo (5.2b)
h

Z uglwh =1 Vl, Vl’l, Yo (520)

h
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uS ., €10, 1} Vt,VYn, Vo, Vh (5.2d)
0> x5, < XJ™ V,Yn, Yo (5.2¢)
T<t
D (I XG0+ I 15,) < 1™ V2 Yo (5.2f)
al, >0 Vt,Vn, Vo, Vo (5.29)
ab, >0 Vt,Vn, Yo, Vo (5.2h)
‘xtcna) = xtCn(Z Vi, Vn, Vo, Yo O =05 VT <t (5.21)
Xy = X0 VLV YO VB 1 O, = O VT <t (5.2))
Lower-level problems (5.21)—(5.2u) Vt, Vo, V. (5.2k)

The structure of the bilevel model (5.2) is similar to that of (5.1), except that
(5.21)—(5.2j) are the nonanticipativity constraints. Note that ®,, is a set of those
parameters indexed by scenario w in time period ¢, i.e., parameters IS and IS .
Nonanticipativity constraints impose that investment decisions in time period ¢ and
node n are identical over those scenarios (e.g., scenarios w and @) in which the
values of parameters IS and IS  did not change during the considered time period
and the previous ones. In other words, the nonanticipativity constraints enforce the

investment decisions in time 7 under scenarios » and @ to be identical if IS, = IS -
S _ s
and I>, = I> ~, VT <t,Vn.

Each lower-level problem (5.21)—(5.2u) included in (5.2k), one per time period
t, operating condition o, and scenario w, is given below. The dual variable of each
lower-level constraint is indicated following a colon:

: . C C E E R R D . D
[mlnE,l:,',Lmal z / |:atnoa) Pinow + % now Prnow + Cno Ptnow — Uno ptnoa)j| (521)

n

subject to
D z C S E
Pinow + Bnm (Gmow - etmow) ~ Ptnow — Pinow — Pinow
mes2,
R .
— Pinow =0 T Ao  Vn (5.2m)
C Z C . Cmin (Cmax
O S ptnow S ‘xrnw ° H’tnow’ MI”O&) Vn (5'2n)
Tt
S S S . gmin gmax
0 = ptnow = Qno z x‘mw : Mrnow’ I’Ltnow vn (520)
Tt
E max . Emin Emax
O S ptnoa) S P}’l ‘ thow?’ H’tnow Vn (5’2p)
R Rmax . Rmin Rmax
O S ptnow S Pl'l N Hlﬂ(){l)’ MTV!()(D Vn (S'Zq)
D D Dmax . Dmin pDmax
O S ptnoa} S Qi’l() Ptn ‘ H’rnaw’ Mtnow Vn (5'2r)

B Brnow — Oimow) < F* iy Vn,¥m € £2, (5.25)

nm
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gmin gmax

-7 = 9{7!0(1) =7 tnow> Mnow Vn (5.2t)

emoa) =0 : Mafef n = ref. (5211)

° tow

Vt,Vo,Vo.

Next, we present an illustrative example for this dynamic investment bilevel
model. Note that its solution procedure is explained later, in Sects.5.4 and 5.5.

Ilustrative Example 5.5 Srochastic single-node dynamic investment bilevel model

This example is similar to [llustrative Example 5.1, but it considers a dynamic
production capacity investment model instead of the static one. A ten-year planning
horizon including two five-year time periods (#; and #,) is considered. Therefore,
new production units can be built at the beginning of the first and the sixth years.
Similar to [llustrative Example 5.1, a single technology (conventional) is considered
as production capacity investment candidate, but three sizing options are available:
hiy =0 MW, hy =50 MW, and i3 = 100 MW. The actual investment cost in the
first time period is $700,000/MW. However, there are two possible investment cost
realizations for the second time period, which are characterized by scenarios w; and
w>. Based on scenario w; with probability 0.4, the investment cost in the second time
period is equal to that in the first time period. However, it is 20 % higher in scenario
w, with probability 0.6. Recall that the strategic producer should make an investment
decision at the beginning of the first time period that does not depend on any scenario
realization in the future. On the other hand, it makes two alternative investment
decisions at the beginning of the second time period that depend on the investment
cost realization at the end of the first time period. Moreover, the amortization rates
(a,) are equal to 30 % and 15 % in the first and second time periods, respectively. In
addition, the maximum loads of the consumer in the first and second time periods are
300 MW and 330 MW, respectively. The available investment budget of the strategic
producer in each time period is $50 million. Other input data are identical to those
in Illustrative Example 5.1.

The strategic producer solves the following bilevel model at the beginning of
time period #; to make the most beneficial investment and offering decisions. This
bilevel model includes an upper-level problem, and four lower-level problems, one
per time period, operating condition, and scenario. Note that the number of lower-
level problems is equal to the number of time periods, operating conditions, and
scenarios, i.e.,2 x 1 x 2:

minHUL ExS ~P,Ex5 =D,Ex5 ~P.Ex5 ~D,Ex5 ~P.Ex5 —D,Ex5 ~P,Ex5 —~D,Ex5
U E o Y Eojey Y Eroja, Y Erojey Y Enoje; Y Enojey Y Enojan Y Enoje,

0.4 I(0.30 x 700000) x€

nnywg

C E
— 8760|:)‘11'1101w1 (ptlnlola)l + pz,nlolwl)
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- 12 ptclnnmwl — 10 pfnmlwli”

Lnjw;

+0.6 [(0.30 x 700000) x€
— 8760|:)‘11n101w2 (ptclnlala)z + pﬁnlolwz)

—12 ptclnlolwz —10 pEnlolejI]

hniw

+0.4 [(0.15 x 700000) x€
- 8760|:)\’2”101“)1 (pfcznlolwl + pg”lolw])

C
—12 pfznlolwl —10 pthnlolwl]]

hniwy

+0.6 [(0.15 x 840000) x€
—_ 8760|:)"tzn101w2 (pt(zjnlolwg + pgmolwz)

C
—12 Ptonjoyw, — 10 Ptl:;mom“

subject to

xtcln]wl =50 ufl:n]wth + 100 utcljnlwll'B
ugnlwlhl + ugn]wlhg + ugn1w1h3 =1
ugnlwlhw ugnlwl,hz’ ut(l:nlwlhB € {0, 1}
xtclnlwz =50 ugnlwzhz + 100 ugnlwzhs
ugnlwzhl + ut(lznlwzhz + ut(]:nlwzh3 =1
ugnlwzhl’ ugnlwzhz’ ufcljﬂlwzth € {0’ 1}
xgnlwl = 50 ugnlwlhz + 100 ”Snlwlha
ugnlwlhl + ugnlwlhz + ug”lwth =1
ugmw]hw ugma)]hz’ ugnlun/u € {0’ 1}
xgnlwz =50 ugnlwzhz + 100 ugnlehS
ugnlwzhl + ugnlwzhz + ugnlehB =1
ugnlwzhl’ ugnla)zhz’ ugnlehS € {0’ 1}
700000 x{, , < 50 x 10°

700000 x°, ., < 50 x 10°

700000 xp, ., < 50 x 10°

bniw, —
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840000 x¢ <50 x 10°

bniwy —

C
atlnla]wl 2 O

o >0

nnjorw

C
hnjojw; = 0

C zO

thnio1w

E
nnyojw 2 O

E
nnjorw = 0

E
nnjojw; = 0

of >0

tnjojwy =

R R

R R

Four lower — level problems
C C

tinjw; — hnjwy*

Note that the amortization rates, i.e., 0.30 for the first time period and 0.15 for the
second one, are included in the objective function. Note also that the last equation
above is a nonanticipativity constraint and implies that the investment decision in
the first time period does not depend on any scenario realization in the second time
period.

The first lower-level problem referring to the market clearing at time period #;,
operating condition o;, and scenario w; is:

“itojw)

: C C E E R
MIN ZP.Exs [azlnlolwl ptlnlulwl +at|n101w1 pzlnlolwl +15 ptlnlolwl

=35 p:?nlolwl]
subject to
p}?nlola)l - pgnlulwl - pgnlalwl - pllTnlolwl =0 : )\'tlnlolwl
0 = pt(]:nlolwl = xtclnlwl : Mf(f:‘:‘ﬂlwl’ ’ug:?xolwl
0 = pE”lola)] = 150 : ME:‘]"OIM’ H’Fl::jxvlwl
0 = pﬁnlolﬂ)] = 100 : Mﬁ‘l::“f)lwl’ H“Fl::l\;lwl
0 = p:?nlolw] = 300 : ME':Z"GWI’ M]t?:?);lwl'
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In addition, the second lower-level problem pertaining to the market clearing at
time period ¢, operating condition o0}, and scenario w; is:

: C C E E R
mmsfl:})Elxj»z |:a11"101w2 pflﬂllllwz + atlnlUla)Z pllﬂlolwz + 15 pllﬂl()lwz

D
- 35 prlnlolwz]

subject to

p:?nlule - pgnlolwz - pgnlola)z - pllTnlalwz =0 : )“11"101!02
0 = plclnlﬂlwz = xt(lznlwz : /’LS:‘:‘mwz’ Mg::xolwz

0 = pE’llole = 150 : 'U“Fl:llnvlwv’ ME::Xlllwz

0 = pﬁ"l”lwz = 100 : ME:‘1“!71w2’ Mﬁl’:?xﬂllﬁ)z

0 = p:])nlolwz = 300 : M?:llnollm’ I’L]f?::xmw

Likewise, the third lower-level problem referring to the market clearing at time
period #,, operating condition o0, and scenario w; is:

: C C R
mlnE;}ﬁle |:af2"101w1 plznlolwl + alznwlwl pfznlolwl +15 ptznwlwl

D
- 35 pt2n101w1:|

subject to

Ponjojor — pt(z:n]o]wl - pt]inlolwl ~ Pounjojo, = 0 : Mynyoror
0 S ptmlolw] - [ flﬂlwl + xtznla)l] Mg:‘:|01w1’ H’g‘lﬂ];wl
0 pf2”101a)1 S 150 Mg:llnwwl ’ Mgl:jx()lwl

0% P <100 W8 i

0% P £ W v

Finally, the fourth lower-level problem related to the market clearing at time period
1, operating condition oy, and scenario wj is:

: C C E E R
MInN gp.Exs |:at2n101m2 pzznlolwz + atznlolmz ptznlolwz +15 ptznlolwz

“ojwy

D
=35 pt211101w2:|

subject to

pzyumw; - ngnlolwz - Ptznlolwz - ptznlolwz =0 : )\'fzn]o]‘l)Z
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Cmin Cmax
0< plzﬂltllwz = [ llnlwz + xtznlwz] /"Llﬂ’ll()lu)z’ /"(’tzn]u]cuz
. Emin Emax
0 ptonlolwo = 150 ° hniojwy? lu/lznﬂ)]wz
. Rmin RMax
0 prnoa)<100 ‘lu‘lnoa)’l'l“tnowo
211012 2n101W2 2n101w2
pmin pmax
0 —_ pl‘zn[()[u)o < 330 Mloiﬂmu)o’ Mtz}’nﬂ]a)z'
]

5.4 Direct Solution Approach

This section provides a direct solution approach, which is the first alternative solution
approach mentioned in Sect. 5.1.7. This approach is used to solve bilevel models (5.1)
and (5.2) presented in Sects. 5.2 and 5.3, respectively. To this end, the following two
steps are carried out:

1. Inboth bilevel models (5.1) and (5.2), all lower-level problems are linear, contin-
uous, and thus convex. Therefore, their Karush—Kuhn-Tucker (KKT) conditions
are necessary and sufficient for optimality. This allows replacing these problems
by their corresponding KKT conditions. In this way, each bilevel model is trans-
formed into a single-level optimization problem, called an MPEC.

2. Both MPECs resulting from bilevel models (5.1) and (5.2) are mixed-integer and
nonlinear. We recast each of these MPECs as an MILP problem through exact
linearization techniques.

InSect. 5.4.1, we derive the MPEC associated with bilevel model (5.1) correspond-
ing to the static investment problem as well as the MPEC associated with Illustrative
Example5.1. A similar approach can also be used to derive the MPEC for bilevel
model (5.2) corresponding to the dynamic production capacity investment problem
and Illustrative Examples 5.2-5.5. In Sect. 5.4.2, the MILP problem equivalent to the
MPEC associated with Illustrative Example 5.1 is derived. A similar approach can
also be used to derive the MILP formulations of the static and dynamic investment
models in Illustrative Examples 5.2-5.5.

5.4.1 MPEC

The MPEC associated with bilevel model (5.1) corresponding to the static investment
problem is derived in this section. First, the KKT conditions associated with each
lower-level problem (5.1j)—(5.1s), one per operating condition o and scenario w, are
obtained. To this end, the corresponding Lagrangian function .%,, is written below:
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Z)wz

§ C C E E R R D D
|:anmu Prow + %00 Prow + Cno Prow — Unn Prow

n

+ )\now (p;lq)ow + Z Bnm (enow - Qmaw) - P,(,:ow - Psgw - png - pr]}ow)
mes2,
Cmin

Cmax C C

C S S S
+ Hnow (pnoa) - xn) ~ Mnow Prow + Hnow (pnoa) - Qno xn) Mrow Prow
Emax E Emax Emin E Rmax R Rmax Rmin R
+ Mpow (pnua) - Pn ) ~ Myow Prow T Mnow (pnow - Pnu) ) ~ Mnow Prow
+u

pmax D D pmax pmin D
now (pnow -0 P, ) K

gmax

Smin S

n now pnou)

+ Z MEm(,w (Bnm (Gnoa) - emmu) - F,:T,lnax)

mes2,

12 Buow — 7T) — o Buow + 1) } 18 Opretyon Y0,V (5.3)

Considering the Lagrangian function (5.3), the KKT conditions associated with
the lower-level problems (5.1j)—(5.1s) are given by (5.4). Note that equality con-
straints (5.4a)—(5.4f) are derived by differentiating the Lagrangian function .%,,
with respect to the primal variables included in the set ZFrimal:

0L o0

aC = Apow + ug;x — ,u,Cl:;: =0 Vn,Vo,Vo (5.4a)

now

— Moo + M,Sl:: — M:Z:) =0 Vn,Vo,Vo (5.4b)

@ = hnow + 1 — uE =0 Vn, Yo, Yo (5.4¢)

now

max

CR = hnow + 150 — R =0 Vn, Vo, Vo (5.4d)

ax

—UP 4 Moo + 12 — 1™ =0 Vn, Vo, Vo (5.4e)

Z Bnm ()\now - )Vmow) + Z Bnm (MSmgw - /’Lfnnow)

mes2, mes2,
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gmax _ emin eret. _ 0 V V V 5 4f
+I‘Ln0a) l‘l’noa)+ Maw rof - n,vo, vw. ( B )

n= N

In addition, equality constraints (5.4g) and (5.4h) below are the primal equality
constraints (5.1k) and (5.1s) in the lower-level problems:

prlz)ow + Z Bum (enow - Qmow) - pr?oa) - pi?ow - prl::ow

mes2,
—pR =0 Vn,Vo,Vo (5.4¢)
Oomw =0 n = ref. (5.4h)

Furthermore, complementarity conditions (5.41)—(5.4u) below are part of the KKT
conditions associated with the lower-level problems (5.1j)—(5.1s), and are related to
the inequality constraints (5.11)—(5.1r). Note that each complementarity condition of
the form 0 < p L u > Ois equivalentto p > 0, u > 0, and pu = 0O:

0 < Pl L WGow 20 Vn, Yo, Vo (5.4i)
0= (x§ = plow) L G =0 ¥n,¥o,Yo (5.4j)
0<pSy L uSm =0 Vn, VYo, Vo (5.4k)
0 < (05, %3 = Phow) L tigy =0 Vn, Yo, Vo (5.41)
0<pL, Lubn >0 Vn, Vo, Vo (5.4m)
0< (P,F“m - pfow) 1 uf:: >0 Vn,Vo,Vo (5.4n)
0< pfow 1 ui::: >0 Vn,Vo,Vo (5.40)
0<(PR" —pR.) Lyl >0 Vn, Vo, Vo (5.4p)
0<pP LuP" >0 Vn, Vo, Vo (5.4q)
0< (0P P> —pP )y L ul" >0 Vn, Vo, Yo (5.4r)
0 < [F™ — Bu Buow — Omow)] L 15y = 0V, Yo,Vm € 2,,Vor  (5.45)
0 < (T 4 6w) L 0 >0 V¥n, Vo, Vo (5.4t)

0 = (7[ - enow) 1 MG‘“"“

now

>0 Vn, VYo, Vo. (5.4u)

Finally, conditions (5.4v) and (5.4w) below state that the dual variables associated
with the equality constraints (5.1k) and (5.1s) are free:

Moo € free  Vn, Vo, Vo (5.4v)
1’ e free Vo, V. (5.4w)
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Using KKT conditions (5.4) instead of lower-level problems (5.1j)—(5.1s) within
the bilevel model (5.1) yields the following MPEC:

mingu. y grima  gow  (5.12) (5.5a)
subject to

(5.1b)—(5.1h) (5.5b)
(5.4). (5.5¢)

Note that the MPEC associated with dynamic bilevel model (5.2) can be analo-
gously derived. To this end, each lower-level problem (5.21)—(5.2u) is replaced by
its equivalent KKT optimality conditions. The resulting single-level optimization
problem is an MPEC corresponding to the bilevel model (5.2).

Ilustrative Example 5.6 MPEC corresponding to the bilevel model in Illustrative
Example 5.1

The MPEC corresponding to the bilevel model in Illustrative Example 5.1 is given
by (5.6) below:

minEUL,Exl U EOP].EXI U Eu[i.Exl 55000 X,(El

— 8760 [x (PS o + Pro) — 12 p5, — 10 p}flol} (5.6a)

subject to
The upper-level constraints:

x5 =100 ug (5.6b)
”Slh, + “Slhz =1 (5.6¢)
gy Uy, € (0. 1) (5.6d)
55000 xg < 10’ (5.6¢)
@y, =0 (5.6f)
W = 0 (5.62)
The KKT conditions associated with the lower-level problems:
8:%1 C max Cmin
ac %o T )\'nlol + Myio, = Mypo, = 0 (56h)
apr(t:lol 101 101 101
89%1 E Emax Emin .
=0, o — Anjoy + My o — Mo =0 (5.61)
Sptl;ml 101 101 101 101
3.,%, max min .
AR = 15 = Ruior F oy~ b, =0 (5.6))
nioy
0.7, max min
A= 354 Ao + “5101 — “5101 =0 (5.6k)

AP o,
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D C E R
Prioy = Pnioy = Pnjoy — Pnjo, = 0 (5.61)
0= Phoy L Mo, 20 (5.6m)
0= (x5, = Pio,) L Mo, 20 (5.6n)
E in
0 = pn101 1 Mnlol = 0 (560)
Em‘X
0= (150 - pl‘llD[) Lp Mo, >0 (56p)
Rf“ﬂx
0 = (100 - pnlul) 1 /’Lnlol = 0 (56r)
O pnlol J‘ ME:: — 0 (565)
0= (300 = pp,,) Ly 20 (5.61)
Ano, € free. (5.6v)
[l

5.4.2 MPEC Linearization

This section describes the MILP problem equivalent of MPEC (5.6), obtained in Illus-
trative Example 5.6 and derived from the bilevel model in Illustrative Example5.1.
Note that the same linearization approach can be applied to the MPEC formulation
of static and dynamic investment models (5.1) and (5.2). MPEC (5.6) includes the
following nonlinearities:

1. The nonlinear term Ao, (pS,, + Pr,,) in the objective function (5.6a). The
reason for nonlinearity is the product of variables, i.e., production quantities
Py o, Pro, and market-clearing price A,,,,. An exact linear expression for this
nonlinear term can be obtained as explained in Sect.5.4.2.1.

2. The complementarity conditions (5.6m)—(5.6t). Such conditions can be linearized
without approximation through the approach explained in Sect.5.4.2.2, which
relies on auxiliary binary variables.

5.4.2.1 Linearizing the Nonlinear Term in the Objective Function

An exact linearization approach [34] is described in this section to obtain a linear
expression for the nonlinear term A,,, (pS ,, + Py.,,) in objective function (5.6a).
First, we derive the dual problem associated with the lower-level problem of the
bilevel model in [llustrative Example 5.1. Then we formulate the strong duality equal-
ity, which states that the values of primal and dual objective functions are equal at
the optimal solution.

The dual problem associated with the lower-level problem in Illustrative
Example 5.1 is given by (5.7) below:
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maxgpes = Xy Ko, — 150 00— 100 00— 300 p, (5.7a)
subject to

(5.6h) — (5.6k) (5.7b)
o> Hiro, Z 0 (5.70)
Hiors Moy 20 (5.7d)
Hiors Moy 20 (5.7¢)
s Moy = 0. (5.76)

The strong duality equality is:
c C E _E R D
anlol pmm +an101 pnlol +15 pn;o; =35 pnlol =

_ xC Mcmax _ 150 MEmax _ 100 Ms;"(:

ni nipoy nyop

S =300 pp (5.8)

In the second step of the linearization approach, we use some complementar-
ity conditions obtained in Illustrative Example 5.6. The complementarity conditions
(5.6n) and (5.6p) imply:

C Cmax C (Cmax

x"l M"lol = pn101 lun]u] (598.)
Emax E Emax

150 Mnll)l = pnlol l‘l’nlol‘ (59b)

Substituting conditions (5.9a) and (5.9b) into (5.8) renders:

c c cmax E E Emy
Prio, (anlm +H“n101) + Pnio, (anwl +H’"101) -

— 15 pR, +35 Py, — 100 i " —300 . (5.9¢)

01

One the other hand, KKT equality conditions (5.6h) and (5.61) imply:

c (Cmax Cmin

)‘nlol = O[YHO[ + /’LHIOI — l'l'nlﬂl (59d)
E Emax Emin

)\’nlol =0y 0 + Moy — Mo (596)

Multiplying equalities (5.9d) and (5.9¢e) by variables pfwl and pf] o;» Tespectively,
results in:

C _ C C C Cmax C Cmiu

pnlol )‘”101 - pn101 anlol + pnlol /"Lnlol - pnlol /"Lnlol (ng)
E _ E E E Emax E Emin

Puio; )"HU] = Punio; %0, + Puioy Muior = Prioy Mnjo,- (59g)

From complementarity conditions (5.6m) and (5.60), it can be concluded that
the last terms of equalities (5.9f) and (5.9g) are zero, ie., pS, uS, =0 and

PE., ME:"D"I = 0. Thus, summation of equalities (5.9f) and (5.9g) yields:
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C E C C Ccmax E E Emax
)"”101 (pnlul + pnlol) = pnlol (anlol + /“’(’11101) + pnlol (anlal + H’nlol) . (59h)

Finally, comparing (5.9¢) and (5.9h) yields:

)””101 (p’?lgl + p::lf)l) =-15 p’]jlol + 35 prll)IOI — 100 MR"‘“" — 300 MDmaX (591)

njo; nioy*

Note that all terms on the right-hand side of (5.91) are linear. O

5.4.2.2 Linearizing Complementarity Conditions

Each complementarity condition (5.6m)—(5.6t) of the form 0 < p 1 u > 0 can be
linearized without approximation using a set of auxiliary binary variables [15]. Note
that p is a primal variable, whereas p is a dual one. The complementarity condition
0 < p L u > 0is equivalent to the following constraints:

p=0 (5.10a)
w=>0 (5.10b)
p<yM" (5.10¢)
w=1—-y)mM"* (5.10d)
v € {0, 1}, (5.10e)

where M and M* are large enough positive constants, and v is an auxiliary binary
variable. The values of constants M” and M* need to be appropriately selected.
Note that values that are too large may result in complementarity not being satisfied,
while values that are too small may result in numerical ill-conditioning.

The following strategy is proposed to select appropriate values for M¥ and M*:

1. Arbitrarily select large values for M* and M*, e.g., 10* for M* and 103 for M*.
In general, a comparatively lower value is needed for M * than for M* because
M limits the value of primal variable p in (5.10c), whose upper bound is usually
known, while M* limits the value of dual variable u in (5.10d) with unknown
upper bound.

2. Solve the MILP problem and then obtain the optimal values for p and .

3. Check whether pu = 0. If not, the values selected for M* and M* need to be
reduced.

Steps 1-3 are repeated until the complementarity condition holds. In an MILP
problem with several complementarity conditions, we may need to tune up separately
the values of the large constants of each complementarity condition.

For example, the mixed-integer linear equivalent of complementarity condition
(5.6m) is:
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Po =0 (5.11a)
weo =0 (5.11b)
pS, <vS M (5.11¢)
u = (1= v ) M (5.11d)
Yio €0, 13, (5.11e)

where M P! and M*! are large enough positive constants.
In addition, the mixed-integer linear equivalent of complementarity condition
(5.6n) is:

(¥ = Prioy) =0 (5.12a)
oy =0 (5.12b)
(X5, = Phioy) < Vg M (5.12¢)
oy < (1= ) M2 (5.12d)
Vo € 10, 1), (5.12€)

where M2 and M*? are large enough positive constants.

5.4.3 Numerical Results

This section provides the numerical results corresponding to Illustrative Exam-
ples5.1-5.5 presented in Sects.5.2 and 5.3.

5.4.3.1 Results for Illustrative Example 5.1

In this static investment example, the strategic producer decides to build 100 MW
of conventional capacity, i.e., xf] =100 MW. Thus, the annualized investment cost
is $5.5 million (i.e., 100 x 55000), which is lower than its annualized investment
budget, i.e., $10 million.

To maximize its profit, the strategic producer offers its two production units (exist-
ing and newly built) at a price of $35/MWh, which is identical to the consumer’s
bid price. The market-clearing outcomes are provided in Table5.1. Accordingly, the
market-clearing price (A,,,,) is $35/MWh, which is equal to the offer price of the last
production unit dispatched. In addition, the annual profit of the strategic producer is
minus the upper-level objective function value, which is equal to $37.42 million.

To highlight the impact of strategic behavior of the producer on investment results,
we consider a nonstrategic case in which the producer submits its actual production
costs as offer prices, i.e., af =CC =$12/MWhandot = C,];:] =$10/MWHh. This

nioq n npo;
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Table 5.1 Illustrative Example 5.1: Market-clearing outcomes

Market participant Offer/bid price [$/MWh] Production/consumption level
MW]

Rival unit C}flo] =15 prll‘lo] =100

Existing unit of the strategic | o}, =35 PEo =150

producer

Newly built unit of the ay, =35 Pioy =50

strategic producer

Consumer Ur]t)m =35 p"]l)101 =300

case corresponds to a perfectly competitive market. In this case, no new production
unit is built by the producer, i.e., xnc1 =0 MW, and its annual profit decreases to
$32.85 million, which is comparatively lower than that in the strategic case.

5.4.3.2 Results for Illustrative Example 5.2

This example is similar to Illustrative Example 5.1 but with consideration of the trans-
mission line n;-n,. Since the transmission network is modeled, a market-clearing
price at each node of the network, i.e., n; and n,, is obtained, the so-called loca-
tional marginal price (LMP) of that node. The LMP of a given node represents the
social welfare increment in the market as a result of a marginal demand increment
at that node.

Since the capacity of line n; — n, is assumed to be large enough (200 MW),
the transmission constraints do not change the market-clearing outcomes. Thus, the
results obtained for this example are identical to those in Illustrative Example5.1.
In particular, the LMPs at both nodes are identical, and equal to $35/MWh. Note
that the power flow in line n; — n, is 100 MW, which is equal to the rival unit’s
production, located at node n,.

To gain insight into the impact of transmission constraints on investment decisions
and profit, we consider a reduced transmission capacity of line n; — n,; specifically,
we limit the capacity of this line to 80 MW. We refer to this problem as the con-
gested case. Similar to the uncongested case, the strategic producer invests in a 100
MW conventional unit at node n; and offers its production units at price $35/MWh.
An important observation is that although the rival unit offers at a comparatively
lower price, i.e., $15/MWHh, it is not dispatched at its maximum (100 MW) due to
transmission congestion. The market-clearing outcomes in this case are provided in
Table5.2. Accordingly, the production level of the rival unit decreases to 80 MW,
while that of the newly built conventional unit of the strategic producer increases to
70 MW. Thus, the strategic producer’s annual profit increases to $41.45 million.
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Table 5.2 TIllustrative Example 5.2: Market-clearing outcomes (congested case)

Market participant Offer/bid price [$/MWh] Production/consumption level
MW]
; ; R _ R _
Rival unit anm =15 Pryoy = 80
Existing unit of the strategic | o}, =35 PEo =150
producer
Newly built unit of the ay, =35 Ploy =10
strategic producer
Consumer U'PIUI =35 pr]t)wl =300

Another important impact of transmission congestion is that the LMPs at nodes
n1 and n, become different. In this case, the LMP at node n; is $35/MWh, while that
of node n, is $15/MWh.

5.4.3.3 Results for Illustrative Example 5.3

In this example, two technologies as investment options are considered: conventional
and stochastic (wind power) units. The strategic producer decides to build only a
wind power unit at node n, with a capacity equal to xsz =142.86 MW. Thus, the
annualized investment cost of the strategic producer is $9.43 million (i.e., 142.86 x
66000), which is lower than its annualized investment budget, i.e., $10 million. The
wind power capacity factors in operating conditions o; and o, are 0.35 and 0.70,
respectively. Therefore, the available wind power production in operating conditions
01 and 0, are 50 MW (i.e., 142.86 x 0.35) and 100 MW (i.e., 142.86 x 0.70),
respectively.

In analogy to the results obtained in Illustrative Examples 5.1 and 5.2, the strategic
producer offers its existing conventional unit in each operating condition at a price
identical to the consumer’s bid price in that condition, i.e., $35/MWh in condition
01 and $32/MWh in condition 0,. In this way, it forces the market to be cleared at a
higher price. The market-clearing outcomes in both operating conditions 0 and o,
are provided in Table 5.3. The consumer is fully supplied in both conditions, and the
line flows in operating conditions o; and o, are 200 MW and 150 MW, respectively.
In this example, the transmission limit does not affect the market-clearing outcomes.
Therefore, the LMPs corresponding to nodes 1 and n; in each condition are identical,
i.e., $35/MWh in operating condition 0; and $32/MWh in operating condition o;.
Finally, the annual profit of the strategic producer in this example is $31.32 million.
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Table 5.3 TIllustrative Example 5.3: Market-clearing outcomes

Market participant Production/consumption level | Production/consumption level
in condition o; [MW] in condition 0, [MW]

Rival unit PR, =100 PRy, = 100

Existing unit of the strategic p,l;:] o, =150 p,];:] 0, =40

producer

Newly built wind unit of the | p3 ,, = 50 Pryo, = 100

strategic producer

Consumer p,?wl =300 p,[l)l 0, = 240

5.4.3.4 Results for Illustrative Example 5.4

The investment and offering decisions of the strategic producer are identical to those
in [llustrative Example 5.3. However, its expected annual profit decreases with respect
toits annual profitin [llustrative Example 5.3 due to the rival’s investment uncertainty.
The expected annual profit of the strategic producer is $28.07 million.

Regarding market-clearing outcomes, the production/consumption levels under
scenario w; (no rival investment) are identical to those in Table5.3. However in
scenario w;, the rival producer builds a 40-MW conventional unit. Thus, the pro-
duction of the strategic producer’s existing unit decreases to 110 MW in operating
condition o; and to zero in condition 0,. The LMPs in operating conditions o; and
0, are $35/MWh and $32/MWh, respectively. Note that although the strategic pro-
ducer’s existing unit is not dispatched in condition 0, under scenario w;, the LMP at
both nodes is $32/MWh because all other units are fully dispatched. Thus, the cost
for increasing 1 MW demand is equal to the offer price of the strategic producer’s
existing unit, i.e., $32/MWh.

The GAMS code for solving the MILP problem corresponding to Illustrative
Example 5.4 is provided in Sect.5.8.

5.4.3.5 Results for Illustrative Example 5.5

In this dynamic investment example, the decisions are made at the beginning of time
periods #; and #,. The strategic producer builds a 50 MW conventional unit at the
beginning of time period 7y, 1.e., x5, , = X{, ,,, = 50 MW. This decision is identical
over scenarios w; and w, as enforced by the nonanticipativity constraint. However,
the investment decision at the beginning of time period #, depends on the scenario
realized at the end of time period #,. If the investment cost in time period #, remains
equal to that in period 71, i.e., if scenario w is realized, then the strategic producer
builds an additional 50-MW conventional unit in time period f, i.e., xy,, ,, =50 MW.
Therefore, the conventional unit capacity increases to 100 MW. One the other hand,
if scenario w; is realized, then the strategic producer does not invest in time period

tr,ie.,xC  =0. Therefore, the capacity remains at 50 MW. The expected profit of

hnywy
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the strategic producer to be obtained during the considered ten-year time horizon is
$75.66 million. Similarly to the static investment examples, the strategic producer
offers in each time period, operating condition, and scenario at a price identical to the
consumer’s bid price, which is assumed to be $35/MWh for both time periods under
any scenario. Thus, the market-clearing price in this example in both time periods
under any scenario is $35/MWh.

5.5 Benders Solution Approach

As explained in Sect. 5.1.7, the computational burden for solving bilevel models (5.1)
and (5.2) through a direct solution approach (Sect.5.4) increases significantly with
the number of operating conditions and scenarios, which is in fact the main drawback
of this approach. To overcome this computational issue and eventual intractability,
another solution approach based on a Benders decomposition technique [7, 12] is
described in this section. This solution approach provides a computationally tractable
formulation that allows us to solve a problem with many operating conditions and
scenarios.

5.5.1 Complicating Variables

Solving the static investment model (5.1) presented in Sect.5.2 and the dynamic
investment model (5.2) presented in Sect. 5.3 requires considering all involved oper-
ating conditions and scenarios simultaneously. Therefore, a large number of operat-
ing conditions and scenarios may result in high computational burden and eventual
intractability.

If production capacity investment decision variables within the static investment
model (5.1), i.e., x$ and x3, are considered to be complicating variables, then model
(5.1) can be solved using a Benders decomposition approach. The reason for selecting
x,f and x> as complicating variables is that fixing these variables to given values yields
one decomposed problem per operating condition o and scenario .

Analogously, the dynamic investment model (5.2) can be solved using Benders
decomposition, provided that the production capacity investment variables x  and
x5 are fixed to given values. In this case, the original bilevel model (5.2) decomposes
into a number of smaller problems, one per time period ¢, operating condition o, and

scenario w.

Ilustrative Example 5.7 Decomposing Illustrative Example 5.4 through fixing
complicating variables to given values



210 5 Investment in Production Capacity

To clarify the idea behind Benders decomposition, we analyze Illustrative Exam-
ple5.4 in Sect.5.2 and its corresponding bilevel model. This example refers to a
static production capacity investment model including two operating conditions, 0,
and 0,, and two scenarios, w; and w;.

Note that if we consider the two investment variables xS and x; as complicat-
ing variables and fix them to given values x5 ¢ and x3:Md, respectively, then the
bilevel model of Illustrative Example 5.4 decomposes into four smaller bilevel mod-
els, one per operating condition and scenario. The first decomposed bilevel model

corresponding to operating condition 0; and scenario w; is given below:

min’:P‘E"A,xnC x0T (3530 x 0.6) |:)‘n101w1 (pr(z:]o]wl + Pslo,wl) + Ansoren pgzolwl

ooy 1

C
—12 pnlola)l — 10 pflulwl:l

subject to
xfl — x’('i,ﬁxed
xsz — xsz,ﬁxed
0y = 0
%0y = 0

Lower-level problem for operating condition o; and scenario w; .

The second decomposed bilevel model corresponding to operating condition o0,
and scenario w; is given below:

min’:P’EX4 x€ xS - (5230 X 06) |:)"”102601 (pr?lozwl + pr]::wzwl) + )‘"2020)1 pSzoga)]

Soyop Xny Xy

- 12 pr(tjlozwl - 10 p5102w1:|

subject to
C __ ..C fixed
ny — 'my
S __ .S fixed
xnz - xnz
C
anloza)l Z 0
E
a}l[()g&)] Z 0

Lower-level problem for operating condition 0, and scenario w; .

The third decomposed bilevel model corresponding to operating condition oy and
scenario w; is given below:
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MIN - p.Exd c .S
Soywy Xy Xy

- (3530 X 04) I:)“nl(llwz (pr?m]wz + prl::lolwz) + )"lzolwz pgzmwz

C E
—12 pil[()lu)g — 10 pnlolwz]

subject to

xfl _ xr(lll,ﬁxed
xsz — xsz,ﬁxed
oy, Z 0
oy, 2 0

Lower-level problem for operating condition o; and scenario w;.

Finally, the fourth decomposed bilevel model corresponding to operating condi-
tion 0, and scenario w; is given below:

- (5230 X 04) |:)‘ﬂ102w2 (pr(z:lozwz + Pflozwz) + )‘ﬂzozwz pszozwz

min p.ex C .S
Eogwn Xy Xy

C
—12 Prioswr — 10 prl:zlvzwz]

subject to
xl(;l — r?l,ﬁxed
xri — xsz,ﬁxed
0, = 0
) 0y, = 0

Lower-level problem for operating condition 0, and scenario w;.

Note that each decomposed bilevel model is smaller than the original undecom-
posed bilevel model, and thus it is easier to solve. Each of these decomposed bilevel
models is called a subproblem. O

5.5.2 Convexity Analysis

For bilevel models (5.1) and (5.2), an effective implementation of the Benders decom-
position technique is possible if the expected profit of the strategic producer as a
function of the complicating variables (i.e., the production capacity investment vari-
ables) has a convex envelope. Although bilevel models are generally nonconvex and
do not meet such a requirement, if the number of operating conditions and scenarios
is large enough, then the objective function of such bilevel models as a function of
each complicating variable becomes sufficiently convex [8, 26]. In other words, the
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objective function of a stochastic programming problem becomes sufficiently convex
as the number of operating conditions and scenarios increases. The reason for this
is that the objective function represents the expectation over a number of operating
conditions and scenarios. Thus, as the number of operating conditions and scenarios
increases, the diversity of objective functions increases, while the weight of each
single operating condition and scenario decreases. This results in a smoothing effect
leading to the convexification of the expected value objective function. This convex-
ification generally allows a successful implementation of Benders decomposition.
Nevertheless, convergence cannot be generally guaranteed for the bilevel models
considered.

5.5.3 Functioning of Benders Decomposition

Conceptually, the Benders algorithm works as explained through the following three
steps:

1. Given fixed investment decisions, i.e., x$ and x3 in the static investment model
(5.1), and xC and x>  in the dynamic investment model (5.2), the resulting
decomposed bilevel models (subproblems) are solved, and their solutions provide
(1) offering and operating decisions for the strategic producer and (ii) sensitivities
of the strategic producer’s expected profit with respect to the investment decisions.
In general, these sensitivities are derived through the dual variables associated
with the constraints fixing the investment decisions.

2. The sensitivities obtained in step 1 above allow the formulation of a so-called

Benders master problem, whose solution provides updated investment decisions.

Steps 1 and 2 above are repeated until no improvement in expected profit is achieved.

In the case of the static production capacity investment model (5.1), Fig. 5.5 further
illustrates the Benders algorithm. Box A corresponds to the original undecomposed
bilevel model (5.1). Fixing the complicating investment variables x¢ and x> (Box
B) renders one decomposed bilevel model (subproblem) per operating condition
and scenario (Box C), which can be recast as an MPEC (Box D). The sensitivities
obtained from the subproblems allow formulating the master problem (Box E) to
update the production capacity investment variables. The algorithm continues until
no improvement in expected profit is achieved. The detailed steps of the Benders
algorithm to solve the production capacity investment problem are presented in the
next section.

For the dynamic production capacity investment model (5.2), the Benders algo-
rithm is similar to that in Fig. 5.5; however, the original problem decomposes by time
period as well.
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[A]

Undecomposed
bilevel model

,

Complicating variables fixed

\4

Decomposed bilevel
model per operating
condition and scenario

Updating
complicating variables

swa|qoidgng

MPEC per operating
condition and scenario

Master problem

Sensitivities obtained
from the subproblems

No Convergence
check

Optimal results

Fig. 5.5 Flowchart of the Benders solution approach to solving the static production capacity
investment model

5.5.4 The Benders Algorithm

A detailed description of the Benders algorithm to solve the production capacity
investment problem is presented below:

Step 0 Input data for the Benders algorithm including a tolerance ¢, initial guesses
for the complicating variables (e.g., no investment), operating conditions,
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and scenario data. In addition, this step sets Benders iteration v = 1 and
considers an initial lower bound for the strategic producer’s profit.

Step 1 Select the first operating condition and scenario (and time period in the case
of a dynamic investment model).

Step 2 Solve the subproblem for operating condition o and scenario w (and time
period ¢ in the case of a dynamic investment model).

Step 3 Repeat Steps 1 and 2 for all involved operating conditions and scenarios
(and time periods in the case of a dynamic investment model). This step
provides the values for sensitivities as well as an upper bound for the strategic
producer’s profit.

Step 4 Check convergence by comparing the values of the upper bound of the profit
obtained from the subproblems and the initial lower bound of the profit
as given in Step 0. Note that this lower bound in subsequent iterations (i.e.,
v > 1) is obtained from the master problem (Step 5). If the difference between
these two bounds is smaller than the tolerance &, then the solution at iteration
v is optimal with a level of accuracy ¢. Otherwise, the iteration counter is
updated and the next iteration is considered.

Step 5 Solve the master problem based on the sensitivities obtained in the subprob-
lems. This problem updates the values of complicating variables and of the
lower bound profit.

The algorithm continues in Step 1.
Ilustrative Example 5.8 Benders solution of lllustrative Example 5.4

In this example, we consider Illustrative Example 5.4 as presented in Sect.5.2
and solve its corresponding bilevel model using Benders decomposition. Recall that
Iustrative Example 5.4 has already been solved using a direct solution approach in
Sect.5.4.3. Note also that four subproblems have already been derived in Illustra-
tive Example 5.7 from the original bilevel model corresponding to Illustrative Exam-
ple 5.4 through fixing the investment decisions x& and x} to given values x< ¢ and
xfz’ﬁ"ed, respectively. To solve this example through the Benders solution approach,
the following steps are examined:

Initialization: As an initial step (explained in Sect.5.5.4), we set the tolerance
e = 0.1, the initial guesses of the complicating variables xfl =0 and xfz =0, and
the Benders iteration v = v;. Finally, we consider —$10'9 as the initial lower bound
for minus the strategic producer’s expected annual profit.

Benders iteration v = v;: According to the initial inputs, we need to solve sepa-
rately four decomposed bilevel models derived in Illustrative Example 5.7 as subprob-
lems. To this end, the MPEC and then the MILP equivalent of each subproblem are
formulated and solved. However, the binary variables in the mixed-integer subprob-
lems that are involved due to complementarity linearization may hinder obtaining
appropriate values for sensitivities. To overcome such a problem, we first solve the
MILP equivalent of each subproblem as an auxiliary problem. Then, a continuous
and linear form of each subproblem is formulated in which each complementarity
condition is replaced by its corresponding strong duality equality, and some variables
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Table 5.4 Tllustrative Example 5.8: Values obtained for sensitivities [$/MW] and the strategic
producer’s minus profit [$] in each subproblem (iteration v = vy)

Subproblem Variable The value
obtained

Subproblem 1 related to the operating | Minus the strategic producer’s profit | —7.94 x 10°
condition o} and scenario o Sensitivity with respect to x& ,(v‘) 0

Sensitivity with respect to x,?z(vl) —25945.5
Subproblem 2 related to the operating | Minus the strategic producer’s profit | —5.29 x 10°
condition 0 and scenario w; Sensitivity with respect to x,? ](m 0

Sensitivity with respect to x,?z(m —17297.0
Subproblem 3 related to the operating | Minus the strategic producer’s profit | —9.67 x 10°
condition o7 and scenario e, Sensitivity with respect to x,(l:](vl) 0

Sensitivity with respect to xp."" —21966.0
Subproblem 4 related to the operating | Minus the strategic producer’s profit | —4.60 x 10°
condition 07 and scenario w; Sensitivity with respect to xnC ,(V‘) 0

Sensitivity with respect to x,§2<v'> —14644.0

within the bilinear terms are substituted by their optimal values obtained from the
auxiliary problem. The outcomes of this step are operational decisions as well as
the values for sensitivities, which are dual variables associated with the constraints
fixing investment decisions. Further details on this approach can be found in [26].
The values obtained for sensitivities and minus the strategic producer’s annual profit
in each subproblem are provided in Table 5.4. According to the values given in this
table, minus the strategic producer’s expected profit is —$27.50 x 10, which is the
summation of minus its profit over the four subproblems. In addition, the expected
values obtained for sensitivities in this iteration with respect to complicating variables
x50 and x5 ™ are 0 and —79852.5, respectively.

Convergence check: The value obtained in the first iteration for the upper bound of
minus the strategic producer’s expected profitis —$27.50 x 10 plus the investment
cost, which is zero. On the other hand, the initial lower bound of minus the strategic
producer’s expected profit is —$10!°. Thus, the absolute difference between these
two bounds is greater than the value ¢ considered for tolerance. Therefore, the next
iteration (i.e., v = v,) needs to be considered.

Iteration v = v,: As the first step in the second iteration, the Benders master
problem is formulated and solved. The aim of the master problem is to update the
values for complicating variables through sensitivities obtained in the first iteration.
The formulation of the Benders master problem in iteration v = v, is given below.
Note that the superscript (v,) for the variables illustrates the Benders iteration:

min EMP(p)

(55000 )CnCl(VZ) + 66000 XSZ(VZ)) + IB(vz)

subject to
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x50 =100 uy

nihy
C(2) C) __ 1

unlhl + unlhz -

w02, us? € {0, 1)

0 < x5 <200

(55000 x§ ™ + 66000 x;") < 107
’3(V2) > —10!0

BY > (—27.50 x 10°) +0 (x** — 0) — 79852.5 (x> — 0)..

\%

The optimization variables of the master problem above in iteration v = v, are
those in the set ZMP(2) — {xncl(m, x,fz(”), B2, ”SI(ZZI)’ “S,(;zi) }. This problem is mixed-
integer and linear.

Note that the variable 82 in the objective function represents minus the opera-
tional profit of the strategic producer. The first five constraints enforce the available
capacity options and the investment budget. The sixth constraint imposes a lower
bound on B8 to accelerate convergence. Finally, the last constraint is a Benders
cut, in which the values of minus the strategic producers’ operational profit and
sensitivities obtained in iteration v = v; are used. This constraint provides feedback
to the master problem on the impact of the complicating variables’ values on the
outcomes of the subproblems in the previous iteration. Note that a new Benders cut
is incorporated into the master problem in every Benders iteration.

The solution of the master problem updates the values of the complicating vari-
ables as x"” =100 MW and x5 =68.182 MW. In addition, the value obtained
for the objective function provides the updated lower bound for minus the strategic
producer’s profit, which is —$31.07 x 109.

Then, the four subproblems are solved in iteration v = v, based on the updated
values obtained for the complicating variables. Next, the convergence needs to be
checked. If required, iteration v = v3 is considered.

The next iterations: Table5.5 provides the Benders procedure for solving this
example, which converges in iteration 4. Note that the results obtained through the
Benders solution approach given in the last row of Table5.5 are identical to those
obtained through the direct solution approach.

]

5.6 Summary

This chapter provides a mathematical framework based on a stochastic bilevel model
to be used by a strategic producer to make production capacity investment decisions.
Both conventional and stochastic production units are considered as investment
candidates. Diverse sources of uncertainty, e.g., uncertainties on rival investment
and investment costs, are appropriately characterized through a set of scenarios. In
addition, the variability of demand and the production level of stochastic units are
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Table 5.5 Illustrative Example 5.8: Benders iterations

Iteration 1 Iteration 2 Iteration 3 Iteration 4

The value 0 100 0 0
obtained for x,?l
MW]

The value 0 68.182 94.838 142.857
obtained for x,f_
MW]

The lower bound | —10!0 —31.07 x 10° |—-28.82 x 10° |—28.07 x 10°
for minus the
profit [$]
The upper bound | —27.50 x 10° | —23.73 x 10 | —28.00 x 10° |—28.07 x 10°
for minus the
profit [$]
Convergence 99.72 x 108 7.33 x 10° 0.82 x 10° 372 x 1077
error [$]

represented through a set of operating conditions. Then, two investment models are
studied: static and dynamic (multistage). In the static investment model, the strategic
producer considers a single future year and decides its optimal production capacity
portfolio for that target year. On the other hand, in the dynamic model, the investment
decisions are made at several points in time throughout the planning horizon. In gen-
eral, the dynamic model results in more accurate investment decisions than the static
model but at the cost of a high computational burden and potential intractability.

In addition, two solution approaches are described. The first is a direct solution,
which may result in intractability if a large number of operating conditions and
scenarios is used. Another solution approach based on Benders decomposition, valid
for very large problems, is provided as well.

5.7 End-of-Chapter Exercises

5.1 Reformulate the static investment model (5.1) and the dynamic investment
model (5.2) to include several units per node, piecewise production costs of units,
and piecewise bidding curves of consumers.

5.2 Reformulate the static investment model (5.1) and the dynamic investment
model (5.2) to include the strategic offering of candidate stochastic units (instead
of zero offer price).

5.3 Consider the lower-level problem of the static investment model (5.1). Write
the dual problem corresponding to this lower-level problem and its KKT conditions.
Verify that the solutions of the primal problem, the dual problem, and the optimality
conditions are identical.
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5.4 Derive the MPEC of the generic bilevel model (5.2) corresponding to the
dynamic investment model. Then recast this generic MPEC as an MILP problem.

5.5 Consider investment decisions as complicating variables in Illustrative Exam-
ple5.5 corresponding to the dynamic investment model. Write the decomposed
subproblems. Then, solve it by the Benders decomposition algorithm described in
Sect. 5.5 and compare the results to those obtained from the direct solution approach.

5.6 Determine the most beneficial investment decisions using the static investment
model (5.1) for a strategic producer competing in the power system depicted in
Fig.5.6. Note that to solve this exercise, the reformulated form of model (5.1) derived
in ExerciseS.1 is needed, in which several units per node can be considered. This
power system includes three nodes (n;, n,, and n3) and three transmission lines
(ny — ny, ny — n3, and ny — n3). The transmission capacity and susceptance of each
line are 900 MW and 1000 S, respectively.

According to Fig. 5.6, the strategic producer owns an existing unit at node n; with
capacity of 400 MW and production cost of $15.00/MWh. In addition, two rival
production units (R; and R;) are considered at node n3. One of the rival units (R;)
exists in the target year, while another one (R;) may or may not be built by the rival
producer. In fact, unit R, characterizes the rival investment uncertainty. The capacity
of unit R; is 450 MW, while that of unit R, is uncertain and characterized by three
scenarios i, @y, and ws. The capacities of rival unit R, corresponding to scenarios
w1, Wy, and w3 are 0, 300 MW, and 450 MW, respectively, and the corresponding

Existing unit of
the strategic producer D,

Node n;

Node n, Node n;

D» D EX|lst|ng units of the
rival producers

Fig. 5.6 Exercise5.6: three-node test system
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probabilities are 0.3, 0.4, and 0.3, respectively. Note that the production cost of both
rival units R; and R, is $14.00/MWh.

Regarding the production capacity investment options, three different technolo-
gies are considered as follows:

1. Conventional base technology (e.g., nuclear) with high investment cost but low
production cost.

2. Conventional peak technology (e.g., CCGTs) with low investment cost but high
production cost.

3. Stochastic production technology (e.g., wind turbines) with high investment cost
but zero production cost.

Two potential locations are considered to build stochastic units, i.e., nodes n; and
n,. On the other hand, nodes n; and n3 are candidate locations to build new conven-
tional (base and peak) units. The characteristics of production capacity investment
candidates including their annualized investment costs and available capacity options
are presented in Table 5.6. The investment budget is assumed to be unlimited. The
maximum consumption levels of consumers D, D,, and D3 are 250 MW, 850 MW,
and 1000 MW, respectively. In addition, five operating conditions (0 to os) are con-
sidered, whose weighting factors are 1465, 1277, 2377, 2155, and 1486, respectively.
We assume that the demand factors of all consumers are identical. In addition, differ-
ent power capacity factors are considered for the two candidate stochastic production
units since their geographic locations are different. Table 5.7 presents the values con-
sidered for demand and stochastic production factors. Finally, Table 5.8 presents the
bid prices of consumers under different operating conditions.

Table 5.6 Exercise 5.6: data for production capacity investment options

Candidate unit Annualized investment Available capacity for Production cost
(technology) cost [$/MW] investment options [MW] | [$/MWh]
Conventional base | 55000 0, 275, 500, 625, 750 12.00
Conventional peak | 15000 0, 125, 250, 375, 500 20.00
Stochastic 78000 Continuous options 0.00

between 0 and 500

Table 5.7 Exercise5.6: data for operating conditions considered

Operating conditions | Demand factor for Production factor for | Production factor for
each consumer [p.u.] | candidate stochastic candidate stochastic
unit located at node n; | unit located at node n;

[p.u.] [p-u.]
o1 0.86 0.13 0.43
02 0.78 0.13 0.82
03 0.70 0.62 0.66
04 0.63 0.10 0.13

05 0.54 0.59 0.36
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Table 5.8 Exercise 5.6: data for bid price of consumers in different operating conditions

Operating conditions | Bid price of D Bid price of D; Bid price of D3
[$/MWh] [$/MWh] [$/MWh]

01 30.00 32.00 36.00

02 27.00 30.00 35.00

03 26.00 28.00 33.00

04 23.00 25.00 30.00

05 22.00 24.00 28.00

5.7 Solve Exercise 5.6 for the case in which the capacity of each transmission line
is 300 MW. Interpret why transmission congestion alters the investment decisions of
the strategic producer.

5.8 Solve Exercise 5.6 using the dynamic investment model (5.2). Consider a plan-
ning horizon comprising two five-year time periods (¢; and #,). Amortization rates
are 20 % and 10 % in the first and second periods, respectively. In addition, the invest-
ment technologies are identical to those in Table 5.6; however, their actual investment
costs are $600,000/MW, $180,000/MW, and $800,000/MW, respectively. The max-
imum consumption levels of each consumer in the first and the second time periods
are 80 % and 100 % of those in Exercise 5.6, respectively. We assume that the bid
prices of consumers (Table 5.8) do not change across time periods.

5.8 GAMS Code

This section provides the GAMS code for solving the MILP problem corresponding
to Illustrative Example 5.4, which is more complex than Illustrative Examples5.1—
5.3. Therefore, this code can be easily adapted to those examples. Likewise, it is
not difficult to change the code for use in a dynamic investment example, e.g.,
Mlustrative Example 5.5. Note that this code is written in a general form, and thus it
is straightforward to adapt it to any static production capacity investment case.

SETS

o operating conditions /ol*o2/

h conventional technologies /hl*h2/
w scenarios /wl*w2/

n nodes /nl*n2/

s (n) reference node /nl/

Omega (n,n) transmission lines /nl.n2,n2.nl/
ALIAS (n,m) ;

PARAMETERS
11 C_C(n) production cost of candidate conventional
units /
2 nl 12/
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C_E(n) production cost of existing conventional
units /
nl 10/

7 K_C(n) annualized investment cost of candidate
conventional units /
s nl 55000/

20 K_S(n) annualized investment cost of candidate
stochastic units /
21 n2 66000/

23 P_Emax (n) capacity of existing conventional units /
nl 150/

26 P_Dmax (n) maximum load of consumers /
2 nl 300/

29 X_Smax (n) maximum capacity investment of candidate
stochastic units /

n2 200/
> phi(w) probability of scenarios /
wl 0.6
s w2 0.4/
¢ rho (o) weighting factor of operating conditions /
7 ol 3530

02 5230/ ;

20 TABLE B(n,n) susceptance of transmission lines

1 nl n2
2 nl 0 le3
n2 le3 0;

5 TABLE C_R(n,o0) offer price of rival units

46 ol o2
7 nl 13 13
1 n2 15 15;

. TABLE Fmax (n,n) transmission capacity of lines
51 nl n2

2 nl 0 200
n2 200 0;

TABLE P_Rmax (n,w) capacity of rival units

6 wl w2
57 nl 0 40
n2 100 100;

TABLE Q_S(n,o0) power capacity factor of candidate
stochastic units
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ol o2
n2 0.35 0.70;

TABLE Q_D(n,o)
ol 02
nl 1.0 0.8;
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demand factor of consumers

TABLE U_D(n, o)

bid price of consumers

ol

o2

nl 35 32;

TABLE X_Option(n,h)
alternatives

conventional

hil h2
nl 0 100;
SCALAR Kmax available
SCALAR BigMl
SCALAR BigM2
SCALAR PI pi

a large value /led4d/
a large value /5e4d/
/3.1416/;

investment

investment budget /le7/

FREE VARIABLES

minus_profit
producer

linear_term(n,o,w)
revenue term

theta(n,o,w)

lambda (n, o, w)
LMPs) ;

POSITIVE VARIABLES
p_C(n,o,w)
conventional units
p_D(n,o,w)
p_E(n,o,w)
conventional units
p_R(n,o,w)
p_S(n,o,w)
stochastic units
x_C(n)
conventional units
X_S(n)
stochastic units
alpha_C(n,o,w)
conventional units
alpha_E(n,o,w)
conventional units

minus expected profit of

the

linear equivalent of the

nodal voltage angles
locational marginal prices (

production of candidate

Consumption of consumers
production of existing

production of rival units
production of candidate

capacity investment in

capacity investment in

offer price by candidate

offer price by existing

dual
dual
dual
dual
dual
dual
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103 mu_F(n,m,o,w) dual

104 mu_Rmin(n,o,w) dual

105 mu_Rmax (n,o,w) dual

06 mu_Smin(n,o,w) dual

10 mu_Smax (n,o,w) dual

0e mu_theta_min(n,o,w) dual

09 mu_theta_max(n,o,w) dual

10 mu_theta_ref (o, w) dual

112 BINARY VARIABLES

113 u_Ci(n,h) conventional investment
decisions

14 u_mu_Smin(n,o,w) auxiliary

118 u_mu_Smax(n,o,w) auxiliary

16 u_mu_Cmin(n,o,w) auxiliary

11 u_mu_Cmax(n,o,w) auxiliary

s u_mu_Rmin (n,o,w) auxiliary

11 u_mu_Rmax(n,o,w) auxiliary

12 u_mu_Emin(n,o,w) auxiliary

21 u_mu_Emax(n,o,w) auxiliary

122 u_mu_Dmin (n,o,w) auxiliary

12 u_mu_Dmax (n,o,w) auxiliary

2 u_mu_F(n,m,o,w) auxiliary

125 u_mu_theta_min(n,o,w) auxiliary

126 u_mu_theta_max(n,o,w) auxiliary;

12 X_S.up(n)=X_Smax (n) ;

12 p_E.up(n,o,w)=P_Emax (n) ;

13 p_R.up(n,o,w)=P_Rmax (n,w) ;

131 p_D.up(n,o,w)=P_Dmax(n)*Q_D(n, o) ;

1 theta.lo(n,o,w)=-PI;

133 theta.up(n,o,w)=PI;

1 theta.fx(s,o0,w)=0;

136 EQUATIONS

1 OF , EQl, EQ2, EQ3, EQ4, EQ5, EQ6, EQ7, EQ8, EQ9,
EQ10, EQ1l1, EQl2, EQ13, EQ14, EQ15, EQl6, EQ17,

EQ18, EQ19, EQ20,

135 EQ21, EQ22, EQ23, EQ24, EQ25, EQ26, EQ27, EQ28,

EQ29, EQ30, EQ31, EQ32, EQ33, EQ34, EQ35, EQ36,
EQ37, EQ38, EQ39, EQ40;

120 OF..minus_profit=E=SUM(n,K_C(n)*x_C(n)+K_S(n)*x_S
) -SUM (w, phi (w) *(SUM (o, rho (o) *[linear_term(n, o,
)-p_C(n,o,w)*C_C(n)-p_E(n,o,w)*C_E(n)l))));

> EQl(n,o,w)..linear_term(n,o,w)= -[C_R(n,o0)*p_R(n

,w)]1+[U_D(n, o)
P_Rmax(n,w) ]
]-SUM (m$Omega (n,m)
*[mu_theta_max(n, o,
EQ2 (n) .

.x_C(n)

*p_D(n,o,w)]—[mu_Rmax(n o,w
-[mu_Dmax (n,o,w)*P_Dmax (n) *Q_
,Fmax (n, m)

*mu_F(n,m,o,w
w)+mu_theta_min(n,o,w)

)
D
)
]

(n
) -

i

=E=8SUM (h,u_C(n,h)*X_Option(n,h));

, 0

)
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EQ3 (n)..SuM(h,u_C(n,h))=E=1;

EQ4..8SUM(n,x_C(n)*K_C(n)+x_S(n)*K_S(n))=L=Kmax;

EQ5(n,o,w)..p_D(n,o,w)+SUM(m$Omega (n,m) ,B(n,m) *[
theta(n,o,w)-theta(m,o,w)])-p_C(n,o,w)-p_S(n,o,

w)-p_E(n,o,w)-p_R(n,o,w)=E=0;

EQ6 (n,o,w)..p_C(n,o,w)=L=x_C(n) ;
EQ7(n,o,w)..p_S(n,o,w)=L=Q_S(n,o0)*x_S(n) ;
EQ8 (n,m,o,w) $Omega(n,m) ..B(n,m) *[theta(n,o,w)-theta

(m,o,w)]=L=Fmax (n,m) ;

EQ9(n,o,w)..alpha_C(n,o,w)-lambda(n,o,w)+mu_Cmax(n,
o,w)-mu_Cmin(n,o,w)=E=0;

EQl1O0(n,o,w)..alpha_E(n,o,w)-lambda(n,o,w)+mu_Emax (n
,0,w)-mu_Emin(n,o,w)=E=0;

EQll(n,o,w)..C_R(n,o0)-lambda(n,o,w)+mu_Rmax(n,o,w) -
mu_Rmin (n,o,w)=E=0;

EQl2(n,o,w)..-lambda(n,o,w)+mu_Smax(n,o,w)-mu_Smin (
n,o,w)=E=0;

EQl3(n,o,w)..-U_D(n,o)+lambda(n,o,w)+mu_Dmax(n, o, w)
-mu_Dmin(n,o,w)=E=0;

EQl4 (n,o,w) ..SUM

(m$Omega (n,m) ,B(n,m) *[ lambda (n, o, w)
-lambda (m,o,w) ]
(

) +SUM (m$Omega (n,m) ,B(n,m) *[mu_F (

n,m,o,w)-mu_F(m,n,o,w)])-mu_theta_min(n,o,w)+
mu_theta_max(n,o,w)+[mu_theta_ref (o,w)S$s(n)]=E
=0;
EQl5(n,o,w)..p_C(n,o,w)=L=u_mu_Cmin(n,o,w)*BigMl;
EQl6(n,o,w)..mu_Cmin(n,o,w)=L=[1-u_mu_Cmin(n,o,w)]*
BigM2 ;
EQl7(n,o,w)..x_C(n)-p_C(n,o,w)=L=u_mu_Cmax (n,o,w)?*
BigM1l;
EQl8(n,o,w)..mu_Cmax(n,o,w)=L=[1l-u_mu_Cmax(n,o,w)]*
BigM2;
EQ19(n,o,w)..p_S(n,o,w)=L=u_mu_Smin(n,o,w)*BigMl;
EQ20(n,o,w) ..mu_Smin(n,o,w)=L=[1-u_mu_Smin(n,o,w)]*
BigM2;
EQ21 (n,o,w) .. (Q_S(n,0)*x_S(n))-p_S(n,o,w)=L=

u_mu_Smax (n,o,w) *BigMl;
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EQ22 (n,o,w) ..mu_Smax(n,o,w)=L=[1l-u_mu_Smax(n,o,w) ]*
BigM2;

EQ23 (n,o,w) ..p_E(n,o,w)=L=u_mu_Emin(n,o,w)*BigMl;

EQ24 (n,o,w) ..mu_Emin(n,o,w)=L=[1-u_mu_Emin(n,o,w)]*
BigM2 ;

EQ25(n,o,w) ..P_Emax(n)-p_E(n,o,w)=L=u_mu_Emax(n,o,w
) *BigM1 ;

EQ26 (n,o,w) .. mu_Emax(n,o,w)=L=[1l-u_mu_Emax(n,o,w)]*
BigM2;

EQ27(n,o,w) ..p_R(n,o,w)=L=u_mu_Rmin(n,o,w) *BigMl;

EQ28(n,o,w)..mu_Rmin(n,o,w)=L=[1-u_mu_Rmin(n,o,w)]*
BigM2;

EQ29 (n,o,w)..P_Rmax(n,w)-p_R(n,o,w)=L=u_mu_Rmax(n, o
,w) *BigM1 ;

EQ30(n,o,w)..mu_Rmax(n,o,w)=L=[1l-u_mu_Rmax(n,o,w)]*
BigM2 ;

EQ31l(n,o,w)..p_D(n,o,w)=L=u_mu_Dmin(n,o,w)*BigMl;

EQ32(n,o,w)..mu_Dmin(n,o,w)=L=[1-u_mu_Dmin(n,o,w)]*
BigM2 ;

EQ33(n,o,w)..(Q_D(n,o0)*P_Dmax(n))-p_D(n,o,w)=L=
u_mu_Dmax (n,o,w) *BigMl;

EQ34(n,o,w)..mu_Dmax(n,o,w)=L=[1-u_mu_Dmax (n,o,w)]*
BigM2 ;

EQ35(n,m,o0,w) SOmega (n,m) . .Fmax(n,m) -[B(n,m) *(theta (
n,o,w)-theta(m,o,w))]=L=u_mu_F (n,m,o,w)*BigMl;

EQ36(n,m,o,w) SOmega (n,m) .. mu_F(n,m,o,w)=L=[1l-u_mu_F

(n,m,o,w)]*BigM2;

EQ37(n,o,w)..PI+theta(n,o,w)=L=[1-u_mu_theta_min (n,
o,w)]*BigMl;
EQ38(n,o,w)..mu_theta_min(n,o,w)=L=u_mu_theta_min (n

,0,w) *BigM2;

EQ39(n,o,w)..PI-theta(n,o,w)=L=[1l-u_mu_theta_max(n,
o,w)]*BigM1l;
EQ40(n,o,w)..mu_theta_max(n,o,w)=L=u_mu_theta_max (n

,0,w)*BigM2;

MODEL EXAMPLE4 /ALL/ ;
SOLVE EXAMPLE4 USING MIP MINIMIZING minus_profit;




226 5 Investment in Production Capacity

References

1. Baringo, L., Conejo, A.J.: Wind power investment within a market environment. Appl. Energy
88(9), 3239-3247 (2011)
2. Baringo, L., Conejo, A.J.: Wind power investment: A Benders’ decomposition approach. IEEE
Trans. Power Syst. 27(1), 433-441 (2012)
3. Baringo, L., Conejo, A.J.: Risk-constrained multi-stage wind power investment. IEEE Trans.
Power Syst. 28(1), 401-411 (2013)
4. Baringo, L., Conejo, A.J.: Correlated wind-power production and electric load scenarios for
investment decisions. Appl. Energy 101, 475-482 (2013)
5. Baringo, L., Conejo, A.J.: Strategic offering for a wind power producer. IEEE Trans. Power
Syst. 28(4), 4645-4654 (2013)
6. Baringo, L., Conejo, A.J.: Strategic wind power investment. IEEE Trans. Power Syst. 29(3),
1250-1260 (2014)
7. Benders, J.F.: Partitioning procedures for solving mixed variable programming problems.
Numerische Mathematik 4(1), 238-252 (1962)
8. Bertsekas, D.P.,, Sandell, N.R.: Estimates of the duality gap for large-scale separable nonconvex
optimization problems. In: IEEE Conference on Decision and Control, pp. 782-785 (1982)
9. Bertsimas, D., Sim, M.: Robust discrete optimization and network flows. Math. Program. Ser.
B 98(1-3): 49-71 (2002)
10. Birge, J.R., Louveaux, F.: Introduction to Stochastic Programming. Springer, New York (1997)
11. Botterud, A., Ilic, M.D., Wangensteen, I.: Optimal investment in power generation under cen-
tralized and decentralized decision making. IEEE Trans. Power Syst. 20(1), 254-263 (2005)
12. Conejo, A.J., Castillo, E., Minguez, R., Garcia-Bertrand, R.: Decomposition Techniques in
Mathematical Programming. Engineering and Science Applications. Springer, Heidelberg,
Germany (2006)
13. Conejo, A.J., Carrion, M., Morales, J.M.: Decision Making Under Uncertainty in Electricity
Markets. Springer, New York (2010)
14. Ehrenmann, A., Smeers, Y.: Generation capacity expansion in a risky environment: A stochastic
equilibrium analysis. Oper. Res. 59(6), 1332-1346 (2011)
15. Fortuny-Amat, J., McCarl, B.: A representation and economic interpretation of a two-level
programming problem. J. Oper. Res. Soc. 32(9), 783-792 (1981)
16. Gabriel, S., Conejo, A.J., Hobbs, B., Fuller, D., Ruiz, C.: Complementarity Modeling in Energy
Markets. Springer, New York (2012)
17. Garcia, A., Shen, Z.: Equilibrium capacity expansion under stochastic demand growth. Oper.
Res. 58(1), 30-42 (2010)
18. Garcia, A., Stacchetti, E.: Investment dynamics in electricity markets. Econ. Theory 46(2),
149-187 (2011)
19. Genc, T.S., Thille, H.: Investment in electricity markets with asymmetric technologies. Energy
Econ. 33(3), 379-387 (2011)
20. Gomez-Expoésito, A., Conejo, A.J., Caiiizares, C.: Electric Energy Systems: Analysis and Oper-
ation. CRC, Boca Raton (2008)
21. Hansen, E., Walster, G.W.: Global Optimization Using Interval Analysis. Marcel Dekker Inc,
New York (2004)
22. Kazempour, S.J., Conejo, A.J., Ruiz, C.: Strategic generation investment using a complemen-
tarity approach. IEEE Trans. Power Syst. 26(2), 940-948 (2011)
23. Kazempour, S.J., Conejo, A.J., Ruiz, C.: Strategic generation investment considering futures
and spot markets. IEEE Trans. Power Syst. 27(3), 1467-1476 (2012)
24. Kazempour, S.J., Conejo, A.J., Ruiz, C.: Generation investment equilibria with strategic
producers—Part I: formulation. IEEE Trans. Power Syst. 28(3), 2613-2622 (2013)
25. Kazempour, S.J., Conejo, A.J., Ruiz, C.: Generation investment equilibria with strategic
producers—Part II: case studies. IEEE Trans. Power Syst. 28(3), 2623-2631 (2013)
26. Kazempour, S.J., Conejo, A.J.: Strategic generation investment under uncertainty via Benders’
decomposition. IEEE Trans. Power Syst. 27(1), 424-432 (2012)



References 227

217.

28.

29.

30.

31.

32.

33.

34.

3s.

36.

Kazempour, S.J., Zareipour, H.: Equilibria in an oligopolistic market with wind power produc-
tion. IEEE Trans. Power Syst. 29(2), 686-697 (2014)

Martin, S., Smeers, Y., Aguado, J.A.: A stochastic two settlement equilibrium model for elec-
tricity markets with wind generation. IEEE Trans. Power Syst. 30(1), 233-245 (2015)
Morales, J.M., Conejo, A.J., Perez-Ruiz, J.: Economic valuation of reserves in power systems
with high penetration of wind power. IEEE Trans. Power Syst. 24(2), 900-910 (2009)
Morales, J.M., Conejo, A.J., Madsen, H., Pinson, P., Zugno, M.: Integrating Renewables in
Electricity Markets. Springer, New York (2013)

Motto, A.L., Galiana, F.D., Conejo, A.J., Arroyo, J.M.: Network-constrained multiperiod auc-
tion for a pool-based electricity market. IEEE Trans. Power Syst. 17(3), 646-653 (2002)
Murphy, F.H., Smeers, Y.: Generation capacity expansion in imperfectly competitive restruc-
tured electricity markets. Oper. Res. 53(4), 646-661 (2005)

Murphy, EH., Smeers, Y.: On the impact of forward markets on investment in oligopolistic
markets wtih reference to electricity. Oper. Res. 58(3), 515-528 (2010)

Ruiz, C., Conejo, A.J.: Pool strategy of a producer with endogenous formation of locational
marginal prices. IEEE Trans. Power Syst. 24(4), 1855-1866 (2009)

Wogrin, S., Centeno, E., Barquin, J.: Generation capacity expansion in liberalized electricity
markets: A stochastic MPEC approach. IEEE Trans. Power Syst. 26(4), 2526-2532 (2011)
Zugno, M., Morales, J.M., Pinson, P, Madsen, H.: Pool strategy of a price-maker wind power
producer. IEEE Trans. Power Syst. 28(3), 3440-3450 (2013)



Chapter 6
Investment Equilibria

Investment equilibrium analysis constitutes a useful framework for regulators to
gain insights into the behavior of strategic producers and the evolution of generation
investment in an electricity market. Such a perspective enables regulators to design
better market rules, which in turn may contribute to increasing the competitiveness of
the market and to stimulating investment in generation capacity. This chapter provides
amethodology based on optimization and complementarity modeling for identifying
generation investment equilibria in a network-constrained electricity market.

6.1 Introduction

The objective of a producer competing in an electricity market is to maximize its
profit. To this purpose, such a producer makes its own decisions through its investment
strategies (long-term decisions) and operational strategies (short-term decisions).
However, the strategic decisions of each producer are related to those of other pro-
ducers (rivals) due to market interactions. In fact, decisions made by each producer
may influence the strategies of other producers. Within this framework, a number
of investment equilibria generally exist, whereby each producer cannot increase its
profit by changing its strategies unilaterally [7, 8, 10, 11, 23, 25]. The objective of
this chapter is to identify such investment equilibria mathematically.

Investment equilibrium analysis is particularly useful for a regulator to gain
insights into the investment behavior of producers and the evolution of the total
production capacity. As a result, the regulator may be able to design better market
rules, which in turn may enhance the competitiveness of the market and stimulate
investment in production capacity.

In contrast to Chap.5, in which a single strategic producer is considered, all
producers considered in this chapter are strategic, thereby creating an oligopoly.
This means that all producers can alter the market outcomes, i.e., market-clearing
prices and production quantities, through their strategies. One important observation
is that the feasibility region for the investment decision-making problem of each
© Springer International Publishing Switzerland 2016 229
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producer is interrelated with those of other producers. Thus, the production capacity
investment equilibria problem is a generalized Nash equilibrium (GNE) problem
[2, 4, 12].

Several treatments of operational and investment equilibria in the extant literature
address oligopolistic energy markets, e.g., [1, 3, 9—11, 13-15, 19, 21, 23, 24].

The remainder of this chapter is organized as follows. Section 6.2 describes the
available approaches for solving an equilibrium problem. Section 6.3 presents mod-
eling features and assumptions. Section 6.4 provides a bilevel model for a single
producer to make its investment decisions, which renders to a mathematical program
with equilibrium constraint (MPEC). Section 6.5 presents the investment decision-
making problem of multiple producers, which results in an equilibrium problem with
equilibrium constraints (EPEC). Section 6.6 summarizes the chapter and discusses
the main conclusions of the models and results reported in the chapter. Section6.7
proposes some exercises to enable a deeper understanding of the models and concepts
described in the chapter. Finally, Sect. 6.8 includes the GAMS code for an illustrative
example.

6.2 Solution Approach

Similar to Chap. 5, in which a bilevel model is considered to represent the invest-
ment and offering decisions of a strategic producer, we consider in this chapter such
a model for each strategic producer. Within the bilevel model of each strategic pro-
ducer, the upper-level problem determines its optimal investment and strategic offer
prices with the aim of maximizing its profit. In addition, a number of lower-level
problems represent the clearing of the market under different operating conditions.
As in Chap. 5, each lower-level problem is replaced by its optimality conditions,
which yields an MPEC. This transformation is schematically illustrated in Fig. 6.1.

Bilevel model Bilevel model Bilevel model
of producer 1 of producer 2 of producer G

MPEC of MPEC of MPEC of
producer 1 producer 2 producer G

Fig. 6.1 Transforming the bilevel models into MPECs in an oligopolistic market with several
strategic producers
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MPEC of MPEC of MPEC of

producer 1 producer 2 producerG

Fig. 6.2 MPECs and EPEC

Note that since several strategic producers are considered in this chapter, several
MPEC:s are obtained, one per strategic producer. The joint consideration of all these
MPEC:s constitutes an EPEC, as depicted in Fig. 6.2. The general mathematical struc-
ture of an EPEC is explained in Appendix C. Note that the EPEC solution identifies
the market equilibria.

In general, two solution alternatives are available to solve an EPEC and thus to
identify the market equilibria:

1. Diagonalization (iterative) approach [18, 22].
2. Simultaneous (noniterative) approach [9-11, 19].

The first solution alternative, i.e., the diagonalization approach, is an iterative
technique, in which a single MPEC is solved in each iteration, while the strategic
decisions of other producers are fixed. For example, consider a duopoly with two
strategic producers 1 and 2, whose bilevel models are transformed into two MPECs
1 and 2, respectively. In the first iteration, MPEC 1 is solved, while the strategic
decisions of producer 2 are fixed to some initial guesses. Then, in the second iteration,
MPEC 2 is solved, while the strategic decisions of producer 1 are fixed to those
obtained in the first iteration. This iterative process is continued until no decision is
changed in the two subsequent iterations. The solution obtained is a Nash equilibrium
since no producer desires to deviate from its decisions. Note that this approach is
generally inefficient since it is iterative and provides, if convergence is achieved, at
most a single equilibrium point. In addition, it may require a large number of iterations
in the case of markets with many producers. Besides, it is not straightforward to find
appropriate initial guesses, and suboptimal guesses may greatly affect the functioning
of this approach.

The second solution alternative, i.e., the simultaneous approach, is a noniterative
technique, in which all producers” MPECs are solved together. Therefore, it generally
yields a complex mathematical problem. In this approach, each MPEC is replaced
by its Karush—Kuhn—Tucker (KKT) conditions, which provide its strong stationary
conditions. A collection of all those conditions for all producers results in the strong
stationary conditions of the EPEC, whose solutions identify the market equilibria.
This latter approach is the focus of this chapter.
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6.3 Modeling Features and Assumptions

The technical features and assumptions of the investment equilibria model presented
in this chapter are stated below:

1. An electricity pool is considered in which the market operator clears the pool
once a day, one day ahead, and on an hourly basis.

2. A dc transmission network representation is considered.

3. Pursuing simplicity, a static investment model is used, i.e., a single target year is
considered. The target year represents the final stage of the planning horizon, and
the model uses annualized costs for this target year. Further details on investment
models are available in Chap. 5. Note that a dynamic (multistage) model can also
be considered within the investment equilibria problem [23] but at the cost of
increased computational complexity.

4. A set of operating conditions is considered to represent the potential levels of
the consumers’ demands and the production of stochastic units during the target
year. Accordingly, we define a set of demand and power capacity factors. Further
details on operating conditions are available in Chap. 5.

5. For the sake of simplicity, uncertainties are not considered in this chapter. How-
ever, note that the investment equilibria problem is generally subject to several
uncertainties, e.g., demand growth, investment costs for different technologies,
and regulatory changes, which may be modeled through a set of plausible sce-
narios [3, 8, 21].

The notation used in this chapter is defined below:

Indices

g Index for producers.

n,m Indices for nodes.

0 Index for operating conditions.
Sets

£2, Set of nodes connected to node n.
Parameters

B, Susceptance of the transmission line connecting nodes n and m [S].

an Production cost of the candidate conventional unit of producer g located at
node n [$/MWh].

CgEn Production cost of the existing conventional unit of producer g located at
node n [$/MWHh].

F#  Transmission capacity of the line connecting nodes n and m [MW].

K gn Annualized investment cost of the candidate conventional unit of producer
g located at node n [$/MW].

K ;n Annualized investment cost of the candidate stochastic unit of producer g
located at node n [$/MW].
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K Available annualized investment budget of producer g [$].
PE™  Capacity of the existing conventional unit of producer g located at node n
[MW].
P,Pmdx Maximum load of the consumer located at node n [MW].
Q3 Power capacity factor of the candidate stochastic unit located at node n in
operating condition o [p.u.].
D Demand factor of the consumer located at node n in operating condition o
[p.u.].
uP Bid price of the consumer located at node n in operating condition o
[$/MWh].
XE™  Maximum production capacity of the candidate conventional unit located at
node n [MW].
X5™  Maximum production capacity of the candidate stochastic unit located at
node n [MW].
Do Number of hours (weight) corresponding to operating condition o [h].
Variables
pg,m Power produced by the candidate conventional unit of producer g located at
node n in operating condition o [MW].
p2 Power consumed by the consumer located at node n in operating condition o
[MW].
ano Power produced by the existing conventional unit of producer g located at
node n in operating condition o [MW].
pgno Power produced by the candidate stochastic unit of producer g located at
node n in operating condition o [MW].
xgn Capacity of the candidate conventional unit of producer g located at node n
[MW].
xgsn Capacity of the candidate stochastic unit of producer g located at node n
[MW].
ag,w Offer price by the candidate conventional unit of producer g located at node
n in operating condition o [$/MWh].
a};:no Offer price by the existing conventional unit of producer g located at node n
in operating condition o [$/MWh].
Ano  Market-clearing price at node n in operating condition o [$/MWh].
0,0  Voltage angle at node n in operating condition o [rad].

6.4 Single-Producer Problem

The bilevel model for each single strategic producer is similar to one presented
in Chap.5. We consider two types of generating units: candidate (conventional and
stochastic) and existing (conventional) units. These units belong to different strategic
producers (i.e., producers g = 1,..., G) and offer at strategic prices, except the
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candidate stochastic units, which always offer at zero. It is also assumed that all
existing units (available at the initial year) are conventional, i.e., there is no stochastic
production unit within the initial production portfolio of the producers.

The formulation of the bilevel model for a particular strategic producer, e.g.,
producer G, is given by (6.1). Note that (6.1a)—(6.1f) refer to the upper-level problem
of producer G, whereas (6.1g) pertains to the lower-level problems, one per operating
condition o. Note that a similar bilevel problem can be considered for any other
producers, i.e., producers g = 1, ..., G — 1. The bilevel problem for producer G is
formulated below:

: c . C S S
imlngpr U ghrimal ) gDul E [Kgn Xg, + Kpy X

n

- Z Po |:)L”0 (pgno + pgs’no + pg];:no) - pgno an - pgnu C;,]::n:“ (618.)

subject to
0< xg <X, Vn (6.1b)
0<xj, <Xy Vn (6.1¢)
D (KS, x5, + K5, x5,) < Kp (6.1d)
§no >0 Yo,Vn (6.1¢)
g,w >0 Vo,Vn (6.1f)
Lower-level problems (6.1h)—(6.1p) Vo (6.1g)
] g=0G.

The primal variables of the upper-level problem (6.1a)—(6.1f) are those in set

EJN = {ag,,» gpr X0 X5, ) Plus all primal and dual variables of the lower-level

problems (6.1g), which are defined after their formulation through sets =
HDual

:7 Primal and

The objective function (6.1a) refers to minus the expected annual profit of the
considered producer, i.e., annualized investment cost minus expected annual opera-
tional profit. Note that the market-clearing price 1,, is the dual variable of the power
balance constraint at node n and operating condition o obtained endogenously from
the corresponding lower-level problem. The objective function (6.1a) comprises the
following terms:

Z K -, 1s the annualized investment cost of candidate conventional units of
producer g
Z K gn is the annualized investment cost of candidate stochastic units of

producer g.
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° Z Z 0o pgm} Ano 18 the annualized revenue of producer g obtained from selling

n o
the production of candidate conventional units (production quantity multiplied by

market-clearing price).
° Z Z Do p}:,w Ano 18 the annualized revenue of producer g obtained from selling

n o
the production of existing conventional units (production quantity multiplied by
market-clearing price).
° z Z Do p;w Ano 18 the annualized revenue of producer g obtained from selling

n o
the production of candidate stochastic units (production quantity multiplied by

market-clearing price).

. Z Z Po Pgno C,y 1s the annualized production cost of candidate conventional

n o
units of producer g (production quantity multiplied by marginal cost).
. Z Z Lo pE,w C::n is the annualized production cost of existing conventional

units of producer g (production quantity multiplied by marginal cost).

The production cost of stochastic units is assumed to be zero. Note that the market-
clearing prices (X,,) and the production quantities (pS,,, Pg,,» and pg,,) belong to
the feasible region defined by lower-level problems (6.1g).

For the sake of simplicity, the capacity options for investing in both conventional
and stochastic units are assumed continuous. The capacity bounds for such options
are enforced by (6.1b) and (6.1c). In addition, a cap on the available annualized
investment budget of producer g is enforced by (6.1d). Finally, the upper-level con-
straints (6.1e)—(6.1f) enforce the nonnegativity of the offer prices associated with the
candidate and existing conventional units, respectively, of producer G.

Each lower-level problem, one per operating condition o, is formulated below.
The dual variable of each lower-level constraint is indicated following a colon:

{minsfﬂm' > [Z (Ao Pono + gao Poro) = Uny P,?o} (6.1h)
n g

subject to
Pt D B Ouo — o) — D 0S00 = D Do

mes2, 2 p

—> . =0 thy  Vn 6.1i)

8

0= pgrw = xg(z:n : /’“Eg:::! Mgc,:zx Vg, Vn (6.1j)
0= P50 SO0 X5 Mo Hany Y8, VR (6.1K)
0= Pl < Pon Moo My V2, Vn 6.11)

O S pr]l)o E QEO PDmax . MDmm MDmux Vn (61m)

n ° no no
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Bnm (‘9110 - emo) =< F,?,::x . /“(’Ema Vn,Vm € Qn (61n)
-7 = 9110 = Z‘;’“" /J/Z:ax vn (610)
Oo=0 :p?"  n=ref. (6.1p)

| vo

The primal optimization Variables of each lower—level problem (6.1h)—(6.1p) are
included in set ZFimal = { pgno, pg,m, pg,m, pL . 6,,}. Additionally, the dual opti-
mization variables of each lower-level problem (6.1h)—(6.1p) are those included in set

’_‘Dual Cmm Cm\x Sl‘nill Smax min Em\x Dlﬂln ax gmm emax
= {Dnos oo + oo + Hgmo » Wano » Pgno + o » Ko A L VS T

eref

My}

Lower-level problems (6.1h)—(6.1p) represent the clearing of the market for each
operating condition and for given investment and offering decisions made in the
upper-level problems by different producers. Accordingly, x gn, gn, gno, and ag,w
are variables in the upper-level problem (6.1a)—(6.1f), but they are fixed values (para-
meters) in the lower-level problems (6.1h)—(6.1p). This makes the lower-level prob-
lems (6.1h)—(6.1p) linear and convex since there is no term containing the product
of variables within the lower-level problems. The objective function (6.1h) mini-
mizes minus the social welfare considering the offer prices of all strategic producers
g=1,...,G, and bid prices of all demands. The power balance at every node is
enforced by (6.11), and its dual variable provides the market-clearing price at that
node under operating condition o. Equations (6.1j), (6.1k), and (6.11) impose pro-
duction capacity limits for candidate conventional, candidate stochastic, and exist-
ing units, respectively. In addition, Eqs. (6.1m) bounds the power consumption of
each demand. Equations (6.1n) enforce the transmission capacity limits of each line.
Finally, Egs. (6.10) enforce voltage angle bounds for each node, and constraints (6.1p)
fix the voltage angle to zero at the reference node.

Note that the market-clearing problems, i.e., the lower-level problems (6.1h)—
(6.1p), are common to all producers g = 1, ..., G. Thus, the investment equilibria
model presented in this chapter is in fact a GNE problem with shared constraints.

Ilustrative Example 6.1 A rwo-node electricity market with two strategic produc-
ers (duopoly)

A power system with two nodes (7| and n,) is considered as illustrated in Fig. 6.3.
The capacity of transmission line n; — n, is 400 MW, and its susceptance is 1000 S.
Node n; is the reference node. Two strategic producers (g; and g,) compete together,
creating a duopoly. Producer g; owns an existing unit located at node n; with capacity
of 150 MW and production cost of $10/MWh. On the other hand, producer g, owns
an existing unit located at node n, with capacity of 100 MW and production cost of
$15/MWh.

Both producers g; and g, desire to build new production units. The available
annualized investment budget for each producer is $20 million. In addition, the
investment options for each producer are identical and stated below:
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Line nyno
Node ny Node n,
Consumer Existing unit of Existing unit of
producer gy producer g»

Fig. 6.3 Illustrative Example 6.1: two-node network

e A conventional unit to be built at node 7. The maximum capacity of this candidate
unit is 200 MW, and its annualized investment cost is $55,000/MW. The production
cost of this candidate conventional unit is $12/MWh.

e A stochastic (wind-power) unit to be built at node n,. The maximum capacity
of this candidate stochastic unit is 200 MW, and its annualized investment cost is
$66,000/MW.

As depicted in Fig. 6.3, a single consumer is considered at node n, whose maxi-
mum load is equal to 400 MW.

In addition, two operating conditions (0; and 0;) are considered, whose charac-
teristics are stated below:

e 0;: Demand factor equals 1.00 p.u. and wind power capacity factor equals 0.35

p.u.
e 0,: Demand factor equals 0.80 p.u. and wind power capacity factor equals 0.70

p.u.
The weight of condition o; is 3530 h and that of condition o0, is 5230 h. The consumer
bids in conditions 0 and 0, at $35/MWh and $32/MWh, respectively.

According to the data above, two bilevel problems, one per producer, are formu-
lated. The bilevel problem for producer g; is given by (6.2) including upper-level
problem (6.2a)—(6.2e) and lower-level problems (6.2f):

. C S
mlnE;JlL,Ex U Es].Ex U E{])){Ex U E(E’Z.Ex U E%Ex 55000 Xgny + 66000 Xgin,

C E S
- 3530 )“nlUl (pglnlol + pglnlol) + )L"201 pglnzol

C E
- 12 pglnlol —10 pglnlﬂl]

(¢ E S
— 5230 | Anjo, (pglmr)z + pgmmz) + Ansoy Peinzo

— 12 pgclnloz - 10 p§|n|02:| (623.)

subject to
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0<xg, <200
1ny
0<x;, <200
1n2
55000 x{,, 4 66000 x3, <2 x 107
C E C E
agl”]()]’ agl”l”l’ ag1"102’ aglnloz >0

Lower-level problems (6.4)—(6.5).

(6.2b)
(6.2¢)
(6.2d)
(6.2¢)
(6.2f)

Similarly, the bilevel problem for producer g is given by (6.3) including upper-

level problem (6.3a)—(6.3e) and lower-level problems (6.3f):

1 . § N . C S
mlnEgUzL,hx U E(l;’l,l:x U E{})I,I:x U E{!’z,hx U E%h‘ 55000 )ngn] —+ 66000 ngnz

C S E
=330 |:)Ln101 Pgno + )L'W’l (pgznzﬂl + pgzﬂzol)
C E
- 12 pgznll)l —15 pgz"201:|
— 5230 |:)‘«n102 p;nIOZ + )\’”202 (pés’zﬂzvz + psznzoz)

C E
— 12 pg2n102 =15 pgznzoz]

subject to
0 < xg, <200
0<x;,, <200
C S 7
55000 x$,, + 66000 x5, <2 x 10
C E C E
agznlol’ agznzﬂl’ agz'1102’ agznwz — 0

Lower-level problems (6.4)—(6.5).

(6.32)

(6.3b)
(6.3¢)
(6.3d)
(6.3¢)
(6.31)

Within bilevel problems (6.2) and (6.3) associated with producers g; and g,
lower-level problems (one per operating condition) are common. The lower-level

problem referring to the operating condition o, is given by (6.4) below:

: . C C E E
mlnEr!)]'hx ¥einior Pginioy +ag|n101 Pginio,

C C E E D
+ agZ"lol pgz"lol + agznzl)l pgz"zl)l - 35 p"l”l

subject to
D E C
p"lol + 1000 (9”101 - 9"201) - pglnlol - pgl’l101
- szn,o, =0 : )"nlol
1000 (B0, — Onior) = Promsor — Paimor — Pomeor =0 1A
n201 npoy pgznzo] pgmo] pgznzol n201

C C Cmin Cmax
< < .
0 - pglnlol - xgl"l : H’glnlol’ H’glnlol

(6.4a)

(6.4b)
(6.4¢)
(6.4d)
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C C Cmin Cmax
< < :
0 — pgzﬂlf)l — xgzﬂl * Mganjoyr? 'u'gznll)l
S S Smin gmax
< < :
0 — pglﬂzﬂl — 0.35 xglﬂz s gm0 'uglﬂzlll
S S Smin gmax
< < :
0 — pgzﬂzvl — 0.35 xgz"z * Mgampor? H’gznzvl
Emin Emax

E
0< Pomor = 150

! glnlol’uglnlal

0= ngznzm =100 : MEmm

* Mganp01? 'ugznzﬂl
D . Dmin pmax
0 S pI‘L]O] S 1 X 400 ° I‘Lnlol’ I'Ln]O]

1000 (B,0, — Onyo,) <400t puh
1000 (6,0, — Onyo,) <400 :pah

Emax

. gmin gmax
-7 = 9”101 =7 niop? H’nlol
. gmin gmax
-7 = 9’1201 =r . ano] s Mnjo,
gref
Onop, =0 o -
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(6.4e)
(6.4f)
(6.42)
(6.4h)
(6.41)
(6.4))
(6.4k)
(6.41)
(6.4m)
(6.4n)
(6.40)

In addition, the lower-level problem referring to the operating condition o, (com-

mon to both producers) is given by (6.5) below:

: C C E E
mlnEfz'EX ¥gini0, Pginyon + ¥gini0, Pginyon

C C E E D
+ O582"1102 pgzllloz + agznzOz pgznzOz 32 pnloz

subject to

D E C
pnmg + 1000 (9”102 - 9"2”2) - pglnloz - pglnloz

C _ .
- pg2n102 =0 . )"’1102

E S S
1000 (9'12”2 - 9"102) ~ Ponor, ~ Pginzoy — Poansoy = 0

C Cmin Cmax

0 = pgclnlf)z = xglnl : Mgl”loz’ Mglnloz
0 = pgz"loz = ngZ”l : Mgz‘:“loz’ Mg‘::oz
0 = pgmzo; = 0.70 xgslnz : MZT’ZOZ’ MZT;);"Z
0= p1§2"202 =0.70 x!ihz : Mi;nrltnzog’ sz;Zoz
0 = p§1"102 = 150 : ME:“V‘lnlOz’ H’E:HV:TUZ

E . Emin Emax
0 = pgz"zaz = 100 : Mgznzllz’ Mg2"202

0<pl, <0.8x400 :pul% 2™

npoy? 'nioz

1000 (9}11()2 - 9}12()2) S 400 : M51n202
1000 (1,0, — Ony0,) <400 : gl

min max
.0 6

-7 S9"102 =7 noy° /'Lnloz

(6.5a)

(6.5b)

P Amyo,  (6.5¢)

(6.5d)
(6.5¢)
(6.5%)
(6.5g)
(6.5h)
(6.51)
(6.5)
(6.5k)
(6.51)
(6.5m)
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gmin gmax

-7 = 911202 =7 H’nzuz /"l’nzoz (65n)

Opoy =0 =0 (6.50)

02

The primal optimization variables of lower-level problem (6.4) associated with
operatlng condition o, are included in set £"** = ={Pgin01> Painyor® P;nzon Pgnors

sznzo,f sznzo, s PR o Oniors Onsoy }- Addmonally, its dual variables are those included

HD EX _ le“ Cmax Cn]lﬂ Cn]ZIX Sn]lﬂ Smax
in set o, - {)Lnl”l ’ )"”2"1 ’ H’glnlol ’ H’glnlol ’ H’g’znw] ’ H’gmlol ’ 'u’glnzl)l ’ 'u'glnzol
Smm Sm ax Eﬂ'\ln Emax EIT\H'I Emzl)( Dmm DITl;lX F 0“’““

&2n201° H’gznzol ’bLglnlol ’ ’bLg]”]ol ’ 'ugznzol ’ I’Lgmzm ’ I'L”lol I’Lnlol > Mnynjoy? I’anﬂlol ’I'Lnlol’
max emm gmax gret I dd t th 1 t . t bl f 1
H’Hl()l s 'U“nzul s [anol , ,LLOI } n aadition, (& prlma optimization variables of lower-

level problem (6. 5) associated with operatlng condition o0, are included in set = "'P Bx —

{pglnloz’ pglnloz’ pglnzm’ pg7n1()2’ pgznzoz’ pgznwz’ pnluz’ 0"102’ 9’1202} leerSC, 1ts

,,D Ex Cmin Cmax Cmin
dual variables are those included in set = = {An102s Asos s Pimors Hginiors Hgomios
Cﬂ!ﬂX Sﬂ!lﬂ SmﬂX Slﬂln max Eml“ EI“aX Elﬂln Emax Dﬂ!lﬂ
8211027 g1n202° g1n202° "ganz02° Mgznztlz g1n102? g1”102 821202 7"gonz07° "njoy?
Dmax gmin  pmax . pmin  gmax Th Lot .
l"nﬂ)o ? l'Lnﬂlez’ I'annloz’ I'Ln|02’ Mnlﬂz’ /an()z’ I’Lnoﬂo’ M()z } eprlma Op lmlza lonvarl-
ables of upper-level problem (6.2a)—(6.2e) pertaining to producer g; are included in
,,UL Ex N C E C HP Ex r-D Ex =P Ex
set & {xglnl Keiny> Yginiors Fginior ¥ginjop glnnoz} plus & Zoy oy s

and & D EX_ Finally, the primal optimization variables of upper-level problem (6.3a)-

7 UL.Ex _ S ¢
(6.3¢) pertalmng to producer g are included in set &, ™" = € Xen> Xounss Xgonions
E C =P Ex ©DEx PEx = D,Ex
agzﬂzol ’ agzﬂlvz’ agmzoz} plus o “01 ’ "’02 ’ and & o, - U

6.4.1 MPEC

As stated in the previous section, each strategic producer solves its own bilevel model
to derive the most beneficial investment and offering decisions. To this end, each
lower-level problem within the bilevel model of each producer needs to be replaced
by its equivalent optimality conditions. In general, two alternative approaches are
available to derive those conditions for a continuous and linear problem: (i) the KKT
conditions and (ii) the primal—dual transformation [7].

In contrast to Chap. 5, in which the first approach, i.e., KKT conditions, is used,
we use in this chapter the second approach, i.e., primal-dual transformation, which
includes the strong duality equality instead of all complementarity conditions. How-
ever, the primal—dual transformation introduces some nonlinearities due to bilinear
terms within the strong duality equality.

Pursuing further clarity, we derive the MPECs corresponding to the strategic
producers g; and g, in Illustrative Example 6.1 presented in the previous section.
Recall that lower-level problems (market-clearing problems for different operating
conditions) are common within the bilevel models of both producers. Thus, we
derive the optimality conditions corresponding to the lower-level problems (6.4) and
(6.5) using the primal—dual transformation. Figure 6.4 schematically illustrates this
transformation.
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Bilevel model of producerg;

Minimize (6.2a)
subject to:

1) ULC(6.2b)-(6.2¢)

L ALPEd)
| ALLPES)

é Minimize (6.2a)
subject to:

(21ypces)
: 2.2)DC(6.7)
© 2.3)SDE(6.8)

3.1)PC(6.9)
© 3.2)DC(6.10)
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~

1) ULC (6.2b)-(6.2¢)

MPEC corresponding to producer gy

ULC: Upper-level constraints
LLP: Lower-level problem

PC: Primal constraints

DC: Dual constraints
SDE: Strong duality equality

Bilevel model of producer g,

Minimize (6.3a)
subject to:

1) ULC (6.3b)-(6.3€)

é Minimize (6.3a)
subject to:

72.1)PC (6.6)
:2.2)DC (6.7)
- 2.3)SDE (6.8)

3.1)PC (6.9)
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MPEC corresponding to producer g»

Fig. 6.4 Illustrative Example 6.1: transformation of the bilevel models of strategic producers g1
and g into their corresponding MPECs (primal—dual transformation)

First, we derive the optimality conditions corresponding to the lower-level prob-

lem (6.4), which include the primal constraints (6.6), the dual constraints (6.7), and
the strong duality equality (6.8). The primal constraints of lower-level problem (6.4)
are given by (6.6) below:

PP, 4 1000 (6,0,
1000 (60,

C C
0 = pglnll’l =x

811

C C
O = pg2n101 = xgznl

0 < p§ e <035x

0 < P30 <035x
E

0 < pgno =150

N
812
N
8212

E C C _
- 9”2”1) ~ Painior ~ Pginio; — Pgunjo = 0

E S S —
- 0"101) ~ Ponsor — Pgimpor — Peanzoy = 0

(6.6a)
(6.6b)
(6.6¢)
(6.6d)
(6.6¢)
(6.6f)
(6.6g)
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0 < Py o, < 100 (6.6h)
0<pp, <1x400 (6.61)
1000 (61,0, — Ony0,) < 400 (6.6))
1000 (6,0, — Onyo,) < 400 (6.6k)
— 7 ZOno =T (6.61)
— 7 <o, < (6.6m)
Onio, = 0. (6.6n)

The dual constraints of lower-level problem (6.4) are given by (6.7) below:

azgnnlol ~ Mo Mg,":fm - :l‘(’(g:::;r:ol =0 (6.7a)
A o = Aoy My — HE = (6.7b)
S 100 = Moy + Womgs = Homg =0 6.7¢)
N S T T | (6.7d)
= nsor + Womsor = Hgrmoy =0 (6.7¢)
— sy + Wamsor = Hiomsor =0 (6.7f)
=35+ Anor + gy — iy =0 6.72)
1000 (Aaoy = Josor Mo = Bhomo,) ity = Hity + 1, =0 (6.7h)
1000 ()‘"201 = Anjoy + l‘l’Eznlol - ME,nzol) + MZZ]:, - MZZ]: =0 (6.71)
Komors Koo, = 0 6.7j)
Homors Kooy = 0 6.7%)
Ko Mo, = 0 6.71)
Womsons Famsor = 0 (6.7m)

oo Wy = 0 (6.7n)

o Wy 20 (6.70)
M Z 0, gy = 0 (6.7p)
Hamors Moo = 0 (6.79)

mors oy =0 (6.7r)

s Wy > (6.75)

Finally, the strong duality equality corresponding to lower-level problem (6.4) is
(6.8), which enforces the equality of its primal and dual objective function values at
the optimal solution:
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C C E E C C E E
ag1"101 pgl"lvl + aglnlt)l pglﬂlvl + agzﬂwl pg2ﬂ101 + 0182"201 pgzﬂzol
D _ __C cmx ¢ cmx S gmax
35 Prioy = xgln] H“glnlm xgznl MgZ"I”I 0.35 xglnz M81n201
S Smax Emax Emax DmﬂX
—0.35 xgznz I'ngnzﬂl - 150 Mglnlol — 100 Mgznzol — 400 'bL”lUl

F F gmin fgmax gmin fpmax
- 400 (Mﬂlnzﬂl + M”anol) -7 (/'an] + lunlol + I’anm + /'anﬂl) . (68)

Next, we derive the optimality conditions corresponding to lower-level problem
(6.5), which consist of primal constraints (6.9), dual constraints (6.10), and strong
duality equality (6.11). The primal constraints of lower-level problem (6.5) are given
by (6.9) below:

Phroy + 1000 (810, = Ons0,) = Pk oy = Plmior — Plamion =0 (6.92)
1000 (60, = Onio2) = Psor = Povmaor — Pinzor = 0 (6.9b)
0= Pemor = X, (6.9¢)
0= Ponior < Yo, (6.9d)
0 < Pie, <0705, (6.9¢)
0 < P, <0705, (6.9f)
0<pt,, <150 (6.92)
0<pt,.,, <100 (6.9h)
0<p,, <0.8x400 (6.91)
1000 (61,0, — Bnsor) < 400 (6.9))
1000 (By0p — Bnyor) < 400 (6.9K)
— 7 < Opo, <7 (6.91)
— T < Opo, =T (6.9m)
Onio, = 0. (6.9n)

The dual constraints of lower-level problem (6.5) are given by (6.10) below:

aé(':mloz = Anjo, + Mg:roz - Mg::oz =0 (6.10a)
af o = Ao+, —uEN =0 (6.10b)
“;nmz — Anjo, + Mgc;d?@ - Mg;‘:m =0 (6.10¢)
a?ﬂlzoz = Anyo, + M?;::m - /1’?:::202 =0 (6.10d)
= hsor F B = Mmooy =0 (6.10¢)
— sy Uy = 1S =0 (6.10f)
= 324 doy + gy — Hprgy =0 (6.10g)

9min

max ref
1000 ()””102 — Anyo, + Mslnzoz - Mgznloz) + lu?zloz ~ Mo, + u’gz =0 (6.10h)
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1000 (Asor = Anror F+ Hhnior = Hhvnson) T Moy — Moy = 0 (6.10i)
Hemors g = 0 (6.10))
Kmors Fmor = 0 (6.10K)

oo Mo, = 0 (6.101)
Higmmor Fomos = 0 (6.10m)
Kmons Homos = 0 (6.10n)

oommozs Womos = 0 (6.100)
Woes Hroy =0 (6.10p)
Hninsons Mo, = 0 (6.10q)
W Moy 2 0 (6.10r)

s gy = 0. (6.10s)

Finally, the strong duality equality corresponding to lower-level problem (6.5) is
(6.11) below:

C C E E C C E E
agln102 pglnlvz + aglﬂloz pglnloz + agzﬂloz pgznlvz + agzn202 pgz'lzoz
D _ C Cmax _ C Cmax _ S Smax
32 p”]UZ - xglnl 'uglnloz x82n1 Mgzﬂlﬂz 0.70 xgl"Z Mgl”ZOZ
S gmax Emax Emax Dmax
—0.70 xgznz 'u“gznzoz — 150 Mgl”l”z — 100 Mgznzoz —320 'u'lloz

emin gmax

F F gmax Omin
o 400 (Mﬂlnzﬂz + M”Z"loz) -7 ('u“nloz + H’nloz + /’anoz + /’anoz) . (611)

Accordingly, the MPEC corresponding to the strategic producer g; includes the
upper-level problem (6.2a)—(6.2e) and the optimality conditions (6.6)—(6.11). Here-
inafter, this MPEC will be called MPEC 1. Similarly, the MPEC corresponding to
the strategic producer g, comprises the upper-level problem (6.3a)—(6.3e) and the
optimality conditions (6.6)—(6.11). Hereinafter, this MPEC will be called MPEC 2.

One important observation is that both MPECs 1 and 2 are continuous, but nonlin-
ear. The reason for nonlinearities is the existence of bilinear terms within objective
functions (6.2a) and (6.3a) and strong duality equalities (6.8) and (6.11).

Note that the dual variables associated with the constraints of MPECs 1 and 2 are
needed in the next section. Pursuing notational clarity, we use the equation numbers
to indicate the dual variables of the MPECs. The following notional examples are
provided:

1. In MPEC 1 corresponding to producer gi, the dual variable associated with strong
duality equality (6.8) is n{>®. However, the dual variable of that equality within

MPEC 2 corresponding to producer g; is 772,62'8).
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2. InMPEC 1 corresponding to producer gi, the dual variables associated with lower
and upper bounds in inequality (6.9¢c) are QS%) and 707, respectively.
3. In MPEC 2 corresponding to producer g, the dual variables associated with

nonnegativity conditions (6.10j) are nfloj) and ﬁg'loj), respectively.
—&82

6.5 Multiple-Producer Problem: EPEC

The joint consideration of all MPECs, one per producer, constitutes an EPEC.
Figure 6.5 illustrates the EPEC corresponding to Illustrative Example 6.1 presented
in Sect. 6.4. Accordingly, this EPEC includes both MPECs 1 and 2 corresponding to
the strategic producers g; and g,, respectively. Note that the EPEC solution identifies
the market equilibria.

6.5.1 EPEC Solution

To obtain the EPEC solution, we first need to derive the KKT conditions associated
with each MPEC. However, it is important to recall that MPECs are continuous,
nonlinear, and thus nonconvex. Therefore, the KKT conditions associated with each
MPEC provide its strong stationarity conditions. A collection of all those conditions
corresponding to all MPECs constitutes the strong stationarity conditions associated
with the EPEC, whose solution identifies the equilibria. For Illustrative Example 6.1
of Sect. 6.4, this transformation is depicted in Fig. 6.6.

It is important to note that the solutions obtained from this procedure can be Nash
equilibria, local equilibria, and saddle points. To detect the Nash equilibria among

Fig. 6.5 TIllustrative e N
Example 6.1: EPEC MPEC 1

MPEC corresponding to producer g;:
Minimize (6.2a)
subject to:

1) The upper-level constraints (6.2b)-(6.2¢e)
2) The optimality conditions (6.6)-(6.11)

MPEC 2
MPEC corresponding to producer g»:
Minimize (6.3a)
subject to:

1) The upper-level constraints (6.3b)-(6.3e)
2) The optimality conditions (6.6)-(6.11)
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Strong stationarity conditions
EPEC of the EPEC

MPEC 1 _— KKTs of MPEC 1
MPEC 2 _— KKTs of MPEC 2

Fig. 6.6 Illustrative Example 6.1: strong stationarity conditions of the EPEC

the solutions obtained, an ex-post algorithm is provided in Sect.6.5.3. The next two
sections present the KKT conditions of both MPECs.

6.5.1.1 KKT Conditions of MPEC 1

The KKT conditions of MPEC 1 corresponding to producer g; include the constraints
below:

1. Primal equality constraints of MPEC 1 including (6.6a)—(6.6b), (6.6n), (6.7a)—
(6.71), (6.8), (6.92)—(6.9b), (6.9n), (6.10a)—(6.10i), and (6.11). We refer to these
equality constraints as the set I7.

2. Equality constraints obtained from differentiating the corresponding Lagrangian
associated with MPEC 1 with respect to its variables. We refer to these equality
constraints as the set I>. Four examples of the members of this set are stated
below. Note that ﬁgl\l’[PEa is the Lagrangian function of the MPEC 1 pertaining
to the strategic producer g;:

agMPECl
81 = 55000 + ﬁ(6l.2b) _ n(6A2b) + 55000 rl((:Zd) _ ﬁ(ﬁlﬁc)
3ng]”1 g e g g
Ccmax 6.8 —(6.9 Ccmax 6.11
T Rginior '7;1 = rli’l 9+ Hginio, n;l '=0 (6.12a)
8$MPEC1
81 __ __ —(6.6d) Ccmax (6.8) —(6.9d)
9xC = g, + Hgniop Mgy~ — Mg,
8an
Ccmax 6.11
+ gy Mo =0 (6.12b)
agMPECl
81 _ (6.2e) (6.10b) E (6.11) __
daE =T T, + Mg, + Pginior Mg, =0 (6.12¢)
811102
agMPECl
5 S =0 =07 4035 x5, 18P =0. (6.12d)

821201
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3. Complementarity conditions related to the inequality constraints of MPEC 1. We
refer to these inequality constraints as the 3. Four examples of the members of
this set are as follows:

0<xg, Lo =0 (6.132)
0= [200 - xg, ] L7 =0 (6.13b)
0= ps(’:znloz L Q(g(: =0 (6.13¢)
0 < [Xg, = Plomon] L 50 = 0. (6.13d)

6.5.1.2 KKT Conditions of MPEC 2

The KKT conditions of MPEC 2 corresponding to producer g, consist of the follow-
ing three sets of constraints:

1. Primal equality constraints of MPEC 2 that are identical to those included in the
constraint set I7.

2. Equality constraints resulting from differentiating the corresponding Lagrangian
of MPEC 2 with respect to its variables. These equality constraints are referred to
as the set I'4. Four examples of the members of this set are stated below, in which
LMPEC2 5 the Lagrangian function of the MPEC 2 pertaining to the strategic
producer g»:

agMPEcz
— 55— = 66000 + 77 — 5 4+ 66000 Y — 0.35 7L
x5, e, 8
smax (6.8) —(6.9f)
+ 035 g2n201 ngz —0.70 ngz
+0.70 py N0t =0 (6.14a)
agMPECZ )
— 77(6.6¢) st (6.8)
axs =—0.3570% 4+0.35 3, 1%
8112
— 07075 +0.70 u,, 0> =0 (6.14b)
8$MPEC2
—ngz == 5230 huyo, — 0™ + 7" — O
821202
g0 1o =0 (6.14¢)
agMPEC2
—a S = g — TP +400 Y = 0. (6.14d)
n|0|

3. Complementarity conditions related to the inequality constraints of MPEC 2. We
refer to these inequality constraints as the set I's. Four examples of the members
of this set are as follows:
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0 <xg, Lng?=0 (6.15a)
0<[200—-x3,] L7 >0 (6.15b)
0 = p§2"202 L 2262-9}1) = 0 (615C)
0 <[100 - pf,,.] L 7S > 0. (6.15d)

6.5.1.3 Strong Stationarity Conditions of the EPEC: Linearization

The strong stationarity conditions of the EPEC (the right-hand box of Fig.6.6) is a
system of equalities and inequalities included in I1—I5. Although the solution to this
system identifies the investment equilibria, this system includes the following three
nonlinearities:

1. The complementarity conditions included in /3 and Is. Such conditions can
be exactly linearized through the approach explained in Chap.5 using auxiliary
binary variables and large enough positive constants [6]. For example, the mixed-
integer linear equivalent of complementarity condition (6.15a) is provided by
(6.16) below:

x5, =0 (6.16a)
10 >0 (6.16b)
X, <YM (6.16¢)
Qi’i&) <(1=y)M" (6.16d)
¥ € {0, 13, (6.16¢)

where M* and M" are large enough positive constants. A method for appropriate
value selection for those constants is provided in Chap. 5.

2. The products of variables involved in the strong duality equalities (6.8) and (6.11)
included in I7. Unlike the complementarity conditions included in I3 and [5,
which can be exactly linearized through auxiliary binary variables, the strong
duality equalities (6.8) and (6.11) included in I} cannot be linearized straight-
forwardly due to the nature of the nonlinearities, i.e., the product of continuous
variables. However, we take advantage of the fact that the strong duality equality
resulting from the primal—dual transformation is equivalent to the set of com-
plementarity conditions obtained from the KKT conditions [7]. Hence, pursuing
linearity, the strong duality equality (6.8) is replaced by its equivalent comple-
mentarity conditions (6.17) below:

C Cmin

0= Pginio 1 Hginio >0 (6.17a)
C C Cmax

0 = (xglnl B pglﬂlol) 1 Mglnlol = 0 (617b)

0= p§2"101 + ngn]o] >0 (6.17¢)


http://dx.doi.org/10.1007/978-3-319-29501-5_5
http://dx.doi.org/10.1007/978-3-319-29501-5_5

6.5 Multiple-Producer Problem: EPEC 249

0 < (XG0, = Peunior) L Koo, =0 (6.17d)
0= Py L Mi?ﬁla, 0 6.17¢)
0= (03555, = P5 o) L Himo, = 0 (6.17f)
0= P, L #2';;01 >0 6.172)
0= (0.35x5,,, = Phoy) L ooy = 0 (6.17h)
0= Pty Lub, >0 (6.17i)
0= (150 = pg0) L Binyo, = 0 (6.17))
0 = Phoy L Koo, 2 0 (6.17k)
0 < (100 = p} o) L Hhpo, =0 (6.171)
0= ppo L g 20 (6.17m)
0 < (400 — pip,,) L s, =0 (6.17n)
0 < [400 — 1000 (6,0, = Osoy)] L 1h 0 =0 (6.170)
0 < [400 = 1000 (6,0, — Onyo)] Lty 010, = 0 (6.17p)
0= (7 +60u0,) Ll >0 (6.17q)

< (T = bu0) L sy, =0 (6.17r)

< (T +600,) L sy, =0 (6.175)

< (T = 0u0,) Ll >0. (6.17%)

Similarly, the strong duality equality (6.11) can be replaced by its equivalent
complementarity conditions. Recall that these complementarity conditions can be
linearized using the auxiliary binary variables and large enough positive constants.
3. The ones arising from the product of variables in I and Iy, e.g., the bilinear
term Mg“;:m n$¥ in condition (6.12a). Observe that the common variables of
such nonlinear terms are either dual variables 7®® and nS* or dual variables
O and n>!". From a mathematical point of view, the nonconvex nature of the
MPECs 1 and 2 implies that the Mangasarian—Fromovitz constraint qualification
(MFCQ) [5] does not hold at any feasible solution, i.e., the set of dual variables
associated with the MPECs (all dual variables denoted by 7) is unbounded. In
other words, the values of these dual variables are not unique, and thus there
are some degrees of freedom in the choice of values for those dual variables at
any solution [5, 19, 20]. This redundancy allows the parameterization of dual
variables ng: 8) ng 8), r]g”), and ng‘”). Hence, the bilinear terms in I and I}
become linear if the strong stationarity conditions of the EPEC are parameterized
in dual variables n®®, n®®, n©1, and n&'V.
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6.5.2 Searching for Multiple Solutions

The mixed-integer linear form of the strong stationarity conditions of the EPEC,
i.e., condition sets Ij—Is, constitutes a system of mixed-integer linear equalities and
inequalities that involves continuous and binary variables. This system generally
has multiple solutions; however, recall that these solutions can be Nash equilibria,
local equilibria, and saddle points. To detect the Nash equilibria among the solutions
obtained, an ex-post algorithm is provided in Sect.6.5.3.

To explore multiple solutions, it is straightforward to formulate an auxiliary opti-
mization problem considering the mixed-integer linear condition sets 17—/ as con-
straints. In addition, several auxiliary objective functions can be considered to identify
different solutions [19]. For example, the following objectives can be maximized:

1. Total profit (TP).

2. Annual true social welfare (ATSW) considering the actual production costs of
the generation units.

3. Annual social welfare considering the strategic offer prices of the generation
units.

4. Minus the payment of the demands.

. Profit of a given producer.

6. Minus the payment of a given demand.

9,1

In this chapter, the first two objectives are selected because (i) they can be for-
mulated linearly and (ii) they refer to general market measures. Thus, the auxiliary
optimization problem to find multiple solutions is formulated as follows:

max TP or ATSW (6.18a)
subject to the mixed-integer linear system 7 — I. (6.18b)

The two linear objective functions selected, i.e., TP and ATSW, to be included in
(6.18a) are described in the following two sections.

6.5.2.1 Objective Function (6.18a): TP Maximization

The summation of the MPEC’s objective function for all producers provides minus
the total profit of all producers, but this expression is nonlinear due to the products
of continuous variables (i.e., production quantities and clearing prices). An identical
linearization approach to one presented in Chap. 5 is used to linearize these bilinear
terms. For Illustrative Example 6.1 presented in Sect. 6.4, the following exact linear
expression can be obtained as an equivalent for the total profit of strategic producers

g1 and go:
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6.5.2.2 Objective Function (6.18a): ATSW Maximization

For Illustrative Example 6.1 presented in Sect.6.4, the linear formulation of the
ATSW to be included in (6.18a) is given by (6.20) below:

D C E C E
ATSW = 3530 |:35 Puoy 12 Pginio, =10 g0, =12 Pgo, — 15 pgznzol]

+ 5230 [32 prlljloz —12 pgl”lﬂz =10 pgﬂllﬂz —12 pgznloz =15 p§2n202i|'
(6.20)

Note that to formulate the ATSW in (6.20), instead of the strategic offers of the
generating units, their true production costs are considered.

6.5.3 Ex-Post Algorithm for Detecting Nash Equilibria

In this section, we provide an ex-post algorithm [10] based on a single-iteration
diagonalization approach, which is the next step after solving problem (6.18). This
algorithm allows us to check whether each solution of problem (6.18) obtained is,
in fact, a Nash equilibrium. Note that if under the diagonalization framework, no
producer desires to deviate from its actual strategy, then the set of strategies of all
producers satisfies the definition of a Nash equilibrium [16, 17].

Letus consider the duopoly introduced in Illustrative Example 6.1 in Sect. 6.4 with
two strategic producers g; and g;. The strategic decisions of producer g; include its

. . . . C S . . . . . C
1ngfestmenct decisions, I15.e., Xg,, and x;, . and its offering decisions, i.e., &g, ,
gm0 Xgimo» aNd &y, . We refer to these strategic decisions of producer g
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as decision set S,,. A similar set can be defined including the strategic decisions
of producer g, denoted by S,,. In order to verify that each solution obtained for
problem (6.18) constitutes a Nash equilibrium, the following four steps are carried
out:

1. Consider the mixed-integer linear form of MPEC 1 pertaining to producer g;.

2. Set the investment decisions of producer g5, i.e., S,, to those obtained by the
equilibrium model through solving problem (6.18). Then, solve MPEC 1. Note
that its solution provides the strategic decisions of producer g, which we denote
by S, .

3. Repeat the two steps above for producer g, through solving MPEC 2, while strate-
gic decisions S, are fixed to those values obtained from the equilibrium model.
This step results in deriving the strategic decisions §g2 pertaining to producer g».

4. Compare the results obtained from the previous steps of the diagonalization algo-
rithm, i.e., §g1 and §g2, with those achieved from the equilibrium model, i.e., S,,
and S,,. If the investment results of each strategic producer obtained from the
single-iteration diagonalization algorithm are identical to those attained by the
equilibrium model, i.e., 3;,1 =S,, and §g2=S ¢,» then such a solution is a Nash equi-
librium because each producer cannot increase its profit by changing its strategy
unilaterally.

6.5.4 Numerical Results

This section provides the numerical results corresponding to Illustrative Example
6.1 presented in Sect. 6.4. Table 6.1 presents the investment equilibrium results. Note
that these results are obtained by solving the auxiliary optimization problem (6.18)
considering two different terms as objective function (6.18a), i.e., (i) maximizing
TP and (ii) maximizing ATSW. The GAMS code for solving this MILP problem
maximizing TP is provided in Sect. 6.8. Note that all results reported in Table 6.1 are
verified to be Nash equilibria through the ex-post algorithm provided in Sect. 6.5.3.

As described in Sect.6.5.1.3, the equilibrium model is parameterized in dual
variables n&¥, n>®, n®!D and n&'Y, which makes it a linear problem. The value
considered for those parameterized variables, i.e., n(g?'g), ng‘g), ng'“), and 7750,62'”),
are equal to the weights of the corresponding operating conditions, that is, 3530,
3530, 5230, and 5230, respectively. We have checked a variety of values for those
parameterized dual variables, e.g., half of those values considered, but the numerical
results obtained do not change.

According to the results presented in Table 6.1, several observations can be made,
as stated below:

1. In the TP maximization case, the strategic producers g; and g, invest in both
conventional and stochastic units. However, the total capacity of newly built
units (280 MW) is comparatively lower than that in the ATSW maximization case
(400 MW).
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Table 6.1 Illustrative Example 6.1: production capacity investment equilibrium results

Objective function (6.18a) max TP max ATSW
Newly built conventional units 80MW (node ny) No investment
Newly built stochastic units 200MW (node ny) 400 MW (node nj)
Total newly built units [MW] 280 400

Total investment cost of the 17.60 26.40

producers [$ million]

TP of the producers [$ million] 61.67 58.06

ATSW of the market [$ million] 79.27 84.46

2. As expected, the TP of producers g; and g, in the TP maximization case ($61.67
million) is comparatively higher than that in the ATSW maximization case ($58.06
million). However, the ATSW in the TP maximization case ($79.27 million) is
comparatively lower than that in the ATSW maximization case ($84.46 million).

3. Since the stochastic units with zero offer prices lead to a higher ATSW, only those
units are built in the ATSW maximization case.

Regarding the investment results for each producer in the TP maximization case,
the new units can be built by each of the two producers. In other words, all new
units (280 MW) may be built by producer g; or producer g;. In addition, those units
may be built by both producers, e.g., 80 MW conventional unit by producer g; and
200 MW stochastic unit by producer g,. Therefore, several equilibrium points can
be found in this case.

Regarding the investment results for each producer in the ATSW maximization
case, the only possible equilibrium point is to invest in a 200-MW stochastic unit by
each producer (i.e., 400 MW all together) since producers g; and g, cannot invest in
such a unit with a capacity greater than 200 MW.

Regarding the LMPs obtained, as expected, at least one of the producers strategi-
cally offers at a price identical to the bid price of the demand. Therefore, the LMPs
obtained in operation conditions 0y and 0, are $35 and $32/MWh, respectively. Note
that in each condition, the LMPs at both nodes are the same since the transmission
line is not congested.

6.6 Summary

This chapter provides a methodology to characterize generation investment equilibria
in a pool-based network-constrained electricity market in which all producers behave
strategically. To this end, the following steps are carried out:

Step (1) The investment problem of each strategic producer is represented using
a bilevel model, whose upper-level problem determines the optimal
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Step (2)

Step (3)

Step (4)

Step (5)

Step (6)

Step (7)

Step (8)
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production investment (capacity and location) and the offer prices to
maximize its profit, and whose several lower-level problems represent
the clearing of the market for different operating conditions.

The single-producer bilevel models formulated in Step 1 are transformed
into single-level MPECs by replacing the lower-level problems with their
optimality conditions resulting from the primal—dual transformation. The
resulting MPECs are continuous but nonlinear, due to the product of
variables in the objective function and strong duality equalities.

The joint consideration of all producer MPECs, one per producer, consti-
tutes an EPEC, whose solution identifies the market equilibria.

To identify EPEC solutions, the strong stationarity conditions associ-
ated with the EPEC, i.e., the strong stationarity conditions of all pro-
ducer MPECs, are derived. To this end, each MPEC obtained in Step 2
is replaced by its KKT conditions. The set of resulting strong stationarity
conditions of all MPECs, which are the strong stationarity conditions of
the EPEC, is a collection of nonlinear systems of equalities and inequal-
ities.

The strong stationarity conditions associated with the EPEC obtained in
Step 4 are linearized without approximation through three procedures: (i)
linearizing the complementarity conditions, (ii) parameterizing the result-
ing conditions in the dual variables corresponding to the strong duality
equalities, and (iii) replacing the strong duality equalities with their equiv-
alent complementarity conditions. This linearization results in a mixed-
integer and linear system of equalities and inequalities characterizing the
EPEC.

To explore multiple solutions, an auxiliary mixed-integer linear optimiza-
tion problem is formulated, whose constraints are the mixed-integer linear
conditions obtained in Step 5 and whose objective function is either a lin-
ear form of the total profit of all producers or a linear form of the annual
true social welfare.

The auxiliary mixed-integer linear optimization problem formulated in
Step 6 is solved and a number of solutions are obtained.

To detect Nash equilibria among the solutions achieved in Step 7, an
ex-post algorithm based on a single-iteration diagonalization approach is
provided. This algorithm checks whether each solution achieved in Step
7 is, in fact, a Nash equilibrium.

To validate numerically the methodology provided in this chapter, a two-node
illustrative example with two strategic producers is examined and the equilibrium
results obtained are reported and discussed.



6.7 End-of-Chapter Exercises 255

6.7 End-of-Chapter Exercises

6.1 Reformulate the production capacity investment equilibrium model (6.1) to
include several units per node and piecewise linear production costs.

6.2 Reformulate the production capacity investment equilibrium model (6.1) con-
sidering a multistage investment model instead of a static one.

6.3 Reformulate the production capacity investment equilibrium model (6.1) con-
sidering uncertainty in demand bid prices and investment costs of different technolo-
gies.

6.4 Solve Illustrative Example 6.1 presented in Sect. 6.4 considering the capacity
of transmission line to be 200 MW (congested case) and then interpret the investment
equilibrium results obtained.

6.5 Solve Illustrative Example 6.1 presented in Sect. 6.4 considering a single pro-
ducer owning the entire production capacity portfolio (monopoly case) and then
interpret the investment equilibrium results obtained.

6.6 Solve Illustrative Example 6.1 presented in Sect. 6.4 considering three strategic
producers fi, f», and f3 (triopoly case), in which the capacity portfolio of each
producer fi and f3 is equal to half that of producer g; in the original example, while
the capacity portfolio of producer f, is identical to that of producer g, is the original
example. Then interpret the investment equilibrium results obtained.

6.7 Compare the investment equilibrium results obtained from the monopoly case
(Exercise 6.5), the duopoly case (Illustrative Example 6.1 in Sect.6.4), and the tri-
opoly case (Exercise 6.6).

6.8 GAMS Code

This section provides the GAMS code for solving the MILP problem maximizing TP
corresponding to Illustrative Example 6.1. Note that this code is written in a general
form, and thus it is straightforward to adapt it to any investment equilibrium example.

SETS

o operating conditions /ol*o2/
g producers /gl*g2/

n nodes /nl*n2/

s (n) reference node /nl/

s Omega (n,n) transmission lines /nl.n2,n2.nl/
7 ALIAS (n,m)
ALIAS (g,VY):

PARAMETERS
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Kmax (g) available annualized investment budget of
the producers /

gl 2e7

g2 2e7/

P_Dmax (n) maximum load of the consumers /
nl 400
n2 0/

X_Cmax (n) maximum capacity investment of the
candidate conventional units /
nl 200/

X_Smax (n) maximum capacity investment of the
candidate stochastic units /

n2 200/
rho (o) weighting factor of operating conditions /
ol 3530

o2 5230/

7

TABLE B(n,n) susceptance of the transmission lines

nl n2
nl 0 le3
n2 le3 0;

Table C_C(g,n) production cost of the candidate
conventional units

nl
gl 12
g2 12;

Table C_E(g,n) production cost of the existing
conventional units

nl n2
gl 10 0
g2 0 15;

TABLE Fmax (n,n) capacity of the transmission lines

nl n2
nl 0 400
n2 400 0;

TABLE K_C(g,n) annualized investment cost of the
candidate conventional units

nl
gl 55000
g2 55000 ;

TABLE K_S(g,n) annualized investment cost of the
candidate stochastic units
n2
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gl 66000
2 g2 66000 ;
0 TABLE P_Emax(g,n) capacity of the existing
conventional units
61 nl n2
2 gl 150 0
& g2 0 100;
s5s TABLE Q_S(n,o) power capacity factor of the
candidate stochastic units
66 ol 02
n2 0.35 0.70;
TABLE Q_D(n,o) demand factor of the consumers
0 ol o2
1 nl 1.0 0.8;
TABLE U_D(n,o) bid price of the consumers
4 ol o2
nl 35 32;
77  SCALAR BigM1 a large value /led/
SCALAR BigM2 a large value /leé6/
7 SCALAR BigM3 a large value /5e7/
20 SCALAR PI pi  /3.1416/;
82 PARAMETERS
eta_parameterized(y, o) ;
22 eta_parameterized(y,o)=rho (o) ;
ss FREE VARIABLES
7 TP total profit of the producers
s linear_term (o) linear equivalent of the
bilinear term
o lambda (n, o) locational marginal prices (
LMPs)
theta (n, o) nodal voltage angles

*dual variable associated with the lower-level
problems

mu_theta_ref (0)

*dual variables associated with the MPEC of
producer y

beta(y,n, o)

rho_C(y,g,n, o)

rho_S(y,g,n,o0)

rho_E(y,g,n, o)

rho_D(y,n, o)

rho_theta(y,n, o)

eta_theta_ref (y,o0);

POSITIVE VARIABLES
*primal variables

257
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p_C(g,n,o0) power produced by the
candidate conventional units

p_D(n,o0) power consumed by the
consumers

p_E(g,n,o0) power produced by the
existing conventional units

p_S(g,n,o) power produced by the
candidate stochastic units

x_C(g,n) capacity of the candidate
conventional units

x_S(g,n) capacity of the candidate
stochastic units

alpha_C(g,n, o) offer price by the candidate

conventional units
alpha_E(g,n, o) offer price by the existing

conventional units

*dual variables associated with the lower-level
problems

mu_Cmin(g,n, o)

mu_Cmax (g,n, o)
mu_Dmin (n, o)

mu_Dmax (n, o)

mu_Emin(g,n, o)
mu_Emax (g,n, o)
mu_Smin(g,n, o)
mu_Smax (g,n, o)

mu_F (n,m, o)

mu_theta_min(n, o)

mu_theta_max(n, o)

*dual variables associated with the MPEC of
producer y

eta_Cmax(y,g,n,o)
eta_Cmin(y,g,n,o0)
eta_Emax(y,g,n, o)
eta_Emin(y,g,n,o)
eta_Smax(y,g,n,o)
eta_Smin (y, g,n,O)
eta_Dmax (y,n, o)
eta_Dmin(y,n,o)
eta_x_C_max(y,g,n)
eta_x_C_min(y,g,n)
eta_x_S_max(y,g,n)
eta_x_S_min(y,g,n)
eta_budget (v, qg)
eta_alpha_C(y,g,n, o)
eta_alpha_E(y,g,n, o)
eta_F(y,n,m,0)
eta_theta_max(y,n, o)
eta_theta_min(y,n, o)
gamma_Cmin (y,g,n, o)
gamma_Cmax (y,g,n, o)
gamma_Dmin (y,n, o)
gamma_Dmax (y,n, o)
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14 gamma_Emin (
115 gamma_ Emax (
129 gamma_Smin (
150  gamma_ Smax (
51 gamma_F (y,n,m, o
152 gamma_theta_min
153 gamma_theta_max

’ ’ i

’ ’

y,g,n,0)
y,g,n,o)
y,g,n,o0)
y,g,n,o)
)
(y
(y

155 BINARY VARIABLES

164 u_mu_F(n,m,o)
u_mu_theta_min (
u_mu_theta_max (
16 u_x_C_min(y,g,n
165 U_X_C_max(y,g,n
n
n

159 u_xX_S_min(y,g,
0 u_x_S_max(y,g,
171 u_budget (v, g)
172 u_alpha_C(y,g,n,o)
173 u_alpha_E(y,g,n,o)
174 qufmll’l( +9,n,0
175 u_C_max (
176 u_S_min ( ,
177 u_S_max ( ,
( '
(
(
(

n,o

, n,o

, , 0
179 u_E_min o
179 u_E_max o
18 u_D_min
181 u_D_max
u_F(y,n,m,
u_theta_mi
154 Uu_theta_ma

ul(y,g,n,o

’ i

)
)
)
)
)
)

’

Y
Y. 9
Y., 9
Y. 9
Y., 9
Y. 9
y.n,
y.,n
(¢]
n
X
)
)
)
)
)
)

’

y g'n’o
Yy,9g,n,0
y,g,n,o0

,9,n,0
n,o
)
)
, M, 0)
,n,0)
n,o);

Yy
Y. 9.,
y,n,o
y,n,o
y,n
(
(

u2 (
u3 (
ud (
189 ub (
u6b (
u7 (
u8 (
s u9(y,
19 ulo0 Y
95 ull (y,
X_S P(g,n)=X_Smax (n) ;
x_C.UP(g,n)=X_Cmax (n) ;
p_E.UP(g,n,o0)=P_Emax (g,n) ;
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p_D.UP(n,o0)=P_Dmax (n)*Q_D(n, o) ;
theta.LO(n,o0)=-PI;
theta.UP(n,o0)=PI;
theta.FX('nl’,o0)=0;
EQUATIONS
OF , EQl, EQ2, EQ3, EQ4, EQ5, EQ6, EQ7, EQ8, EQ9,
EQ10, EQ11, EQ12, EQ13, EQl4, EQ15, EQl6, EQ17,
EQ18, EQ19, EQ20,
EQ21, EQ22, EQ23, EQ24, EQ25, EQ26, EQ27, EQ28,
EQ29, EQ30, EQ31, EQ32, EQ33, EQ34, EQ35, EQ36,
EQ37, EQ38, EQ39, EQ40,
EQ41, EQ42, EQ43, EQ44, EQ45, EQ46, EQ47, EQ48,
EQ49, EQ50, EQ51, EQ52, EQ53, EQ54, EQ55, EQ56,
EQ57, EQ58, EQ59, EQ60,
EQ61l, EQ62, EQ63, EQ64, EQ65, EQ66, EQ67, EQ68,
EQ69, EQ70, EQ71, EQ72, EQ73, EQ74, EQ75, EQ76,
EQ77, EQ78, EQ79, EQS80,
EQ81, EQ82, EQ83, EQ84, EQ85, EQ86, EQ87, EQ88,
EQ89, EQ90, EQ91, EQ92, EQ93, EQ94, EQ95, EQ96,
EQ97, EQ98, EQ99, EQ100,
EQ101, EQ102, EQ103, EQ104, EQ105, EQl1l06, EQ107,
EQ108, EQ109, EQ110, EQ111, EQ112, EQ113, EQ114
, EQ115, EQ116, EQ117,
EQ118, EQ119, EQ120;

OF..TP=E=SUM (o, rho (o) *linear_term(o))-SUM((n,qg),x_C
(g,n)*K_C(g,n))-SUM((n,g),x_S(g,n)*K_S(g,n))-
SUM((g,n,o0),rho(o)*p_C(g,n,o0)*C_C(g,n))-SuM((g,

n,o),rho(o)*p_E(g,n,o0)*C_E(g,n)) ;

EQl (o) ..linear_term(o)=E=SUM(n,U_D(n,o0)*p_D(n,o0)) -
SUM (n, mu_Dmax (n,o) *P_Dmax(n)*Q_D(n,o0))-SUM((n,m
) SOmega (n,m) ,Fmax (n,m) *mu_F(n,m,o0))-SUM(n, PT*[

mu_theta_max (n,o)+mu_theta_min(n,o)]) ;

EQ2(g) ..SUM(n,x_C(g,n)*K_C(g,n))+SUM(n,x_S(g,n) *K_S
(g,n))=L=Kmax (g) ;

EQ3(n,o0)..p_D(n,o0)+SUM(mSOmega (n,m) ,B(n,m) *[theta (n
,0)-theta(m,0)])-SUM(g,p_C(g,n,0))-SUM(g,p_E (g,
n,o))-sSUM(g,p_S(g,n,0))=E=0;

EQ4(g,n,o0)..p_C(g,n,o0)=L=x_C(g,n) ;
EQ5(g,n,0)..p_S(g,n,o0)=L=Q_S(n,o0)*x_S(g,n);

EQ6 (n,m,o0) SOmega (n,m) ..B(n,m) *[theta(n,o0)-theta (m, o
) ]=L=Fmax (n,m) ;

EQ7(g,n,o0) ..alpha_C(g,n,o0)-lambda(n,o)+mu_Cmax (g, n,
o)-mu_Cmin(g,n,o)=E=0;



6.8 GAMS Code 261

23 EQ8(g,n,o0)..alpha_E(g,n,o)-lambda(n, o) +mu_Emax (g, n,
o)-mu_Emin(g,n,o)=E=0;

222 EQ9(g,n,o0)..-lambda(n,o)+mu_Smax(g,n,o)-mu_Smin (g,n
,0)=E=0;

EQl10(n,0)..-U_D(n,o)+lambda(n,o)+mu_Dmax(n, o) -

mu_Dmin(n,o)=E=0;

EQll(n,o0).. SUM(m$SOmega(n,m),B(n,m)*[lambda(n,o) -
lambda (m,0)])+SUM(m$SOmega (n,m) ,B(n,m) *[mu_F (n,m
,0)-mu_F(m,n,o)])+mu_theta_max(n, o) -

mu_theta_min(n,o)+mu_theta_ref (o) $s(n)=E=0;

EQl2(g,n,0)..p_C(g,n,o0)=L=u_mu_Cmin(g,n, o) *BigMl;
239 EQ13(g,n,o0)..mu_Cmin(g,n,o)=L=[1-u_mu_Cmin(g,n,o)]*
BigM2 ;
EQl4(g,n,0)..[x_C(g,n)-p_C(g,n,o0)]=L=u_mu_Cmax (g, n,
o) *BigM1 ;
EQ15(g,n,o0)..mu_Cmax(g,n,o)=L=[1-u_mu_Cmax(g,n,o)]*
BigM2 ;

222 EQl6(g,n,o0)..p_S(g,n,o)=L=u_mu_Smin (g,n, o) *BigMl;

EQl7(g,n,o0)..mu_Smin(g,n,o)=L=[1l-u_mu_Smin(g,n,o0)]*
BigM2 ;
207 EQL8(g,n,o0)..[(Q_S(n,0)*x_S(g,n))-p_S(g,n,o0)]l=L=
u_mu_Smax (g,n, o) *BigMl;
226 EQ19(g,n,o0)..mu_Smax(g,n,o)=L=[1l-u_mu_Smax(g,n,o)]*
BigM2 ;
EQ20(g,n,0) ..p_E(g,n,o0)=L=u_mu_Emin(g,n, o) *BigMl;
251 EQ21(g,n,o0)..mu_Emin(g,n,o)=L=[1l-u_mu_Emin(g,n,o)]*
BigM2 ;
EQ22(g,n,o0) ..[P_Emax(g,n)-p_E(g,n,o)]l=L=u_mu_Emax (g
,n,o0) *BigMl1;
EQ23 (g,n,o0)..mu_Emax(g,n,o)=L=[1l-u_mu_Emax(g,n,o) ]*
BigM2 ;
256 EQ24 (n,o0)..p_D(n,o)=L=u_mu_Dmin (n, o) *BigMl;
257 EQ25(n,o0) ..mu_Dmin(n,o)=L=[1l-u_mu_Dmin(n,o)]*BigM2;
250 EQ26 (n,o0) ..[(Q_D(n,o0)*P_Dmax(n))-p_D(n,o0)]l=L=
u_mu_Dmax (n, o) *BigM1 ;
26¢ EQ27 (n,o0) ..mu_Dmax(n,o)=L=[1l-u_mu_Dmax(n,o)]*BigM2;
262 EQ28(n,m,o0) $SOmega (n,m) ..Fmax(n,m)-[B(n,m) *(theta (n,
o)-theta(m,o0))]=L=u_mu_F(n,m,o) *BigMl;
263 EQ29(n,m,o0) $Omega(n,m) .. mu_F(n,m,o0)=L=[1l-u_mu_F(n,m

,0)1*BigM2;
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EQ30(n,o0)..PI+theta(n,o)=L=[1l-u_mu_theta_min(n,o)]*
BigM1l;

EQ31(n,o0)..mu_theta_min(n,o)=L=u_mu_theta_min(n,o)*
BigM2;

EQ32(n,o0)..PI-theta(n,o)=L=[1l-u_mu_theta_max(n,o)]*
BigM1l;

EQ33(n,0) ..mu_theta_max(n,o)=L=u_mu_theta_max(n,o)*
BigM2 ;

EQ34(y,g,n,0)S$[ORD(g) EQ ORD(y)]..-[rho(o)*(lambda (
n,o)-C_C(g,n))]-beta(y,n,o)+eta_Cmax(y,g,n,o) -

eta_Cmin(y,g,n,o)+[eta_parameterized(y, o) *
alpha_C(g,n,0)]1=E=0;

EQ35(y,g,n,o0)$[ORD(g) NE ORD(y)]..-beta(y,n,o)+
eta_Cmax(y,g,n,o)-eta_Cmin(y,g,n,o)+[
eta_parameterized(y,o0) *alpha_C(g,n,o0)]1=E=0;

EQ36(y,g,n,o0)$[ORD(g) EQ ORD(y)]..-[rho(o)*(lambda (
n,o)-C_E(g,n))]-beta(y,n,o)+eta_Emax(y,g,n,o) -
eta_Emin(y,g,n,o)+[eta_parameterized(y,o) *
alpha_E(g,n,o0)]=E=0;

EQ37(y,g,n,o0)S[ORD(g) NE ORD(y)]..-beta(y,n,o)+
eta_Emax(y,g,n,o)-eta_Emin(y,g,n,o) +[
eta_parameterized(y,o0) *alpha_E(g,n,o0)]=E=0;

EQ38(y,g,n,o0)S$S[ORD(g) EQ ORD(y)]..-[rho(o)*lambda (n
,0)]-beta(y,n,o)+eta_Smax(y,g,n,o)-eta_Smin(y,g
,n,0)=E=0;

EQ39(y,g,n,o0)$S[ORD(g) NE ORD(y)]..-beta(y,n,o)+

eta_Smax(y,g,n,o0)-eta_Smin(y,g,n,o)=E=0;

EQ40(y,n,0) ..beta(y,n,o0)+eta_Dmax(y,n,o)-eta_Dmin (y
,n,o0)-[eta_parameterized(y,o0)*U_D(n,o0)]=E=0;
EQ41(y,g,n)S[ORD(g) EQ ORD(y)]..K_C(g,n)+

eta_x_C_max(y,g,n)-eta_x_C_min(y,g,n)+[K_C(g,n)
*eta_budget (y,g)]1-SUM (0o, eta_Cmax(y,g,n, o)) +SUM(
o,eta_parameterized(y,o)*mu_Cmax(g,n,o0))=E=0;

EQ42 (y,g,n)$[ORD(g) NE ORD(y)]..-SUM(o,eta_Cmax(y,g
,n,0))+8UM (0o, eta_parameterized(y,o)*mu_Cmax (g, n
,0))=E=0;

EQ43 (y.,g.n)S[ORD(g) EQ ORD(y)]..K_S(g,n)+

eta_x_S_max(y,g,n)-eta_x_S_min(y,g,n)+[K_S(g,n)
*eta_budget (y,g)]1-SUM(0o,Q_S(n,o0)*eta_Smax(y,g,n
,0))+8SUM(0,Q_S(n,o0)*eta_parameterized(y,o)*
mu_Smax (g,n, o) )=E=0;

EQ44 (y,g,n)S[ORD(g) NE ORD(y)]..-SUM(0o,Q_S(n,o0)*
eta_Smax(y,g,n,o))+SUM(0o,Q_S(n,o0)*
eta_parameterized(y,o0) *mu_Smax(g,n,o))=E=0;
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EQ45(y,g,n,0)$[ORD(g) EQ ORD(y)]..-eta_alpha_C(y,g,
n,o)+rho_C(y,g,n,o)+[eta_parameterized(y,o)*p_C
(g,n,0) 1=E=0;

EQ46 (y,g,n,o0)$S[ORD(g) NE ORD(y)]..rho_C(y,g,n,o)+I[
eta_parameterized(y,o0)*p_C(g,n,o0)]1=E=0;

EQ47(y,g,n,o0)S[ORD(g) EQ ORD(y)]..-eta_alpha_E(y,g,
n,o)+rho_E(y,g,n,o)+[eta_parameterized(y,o) *p_E
(g,n,o0)1=E=0;

EQ48(y,g,n,o0)$S[ORD(g) NE ORD(y)]..rho_E(y,g,n,o)+[

eta_parameterized(y,o0)*p_E(g,n,o0)]1=E=0;

EQ49 (y,n,0) ..SUM (m$SOmega (n,m) ,B(n,m) *[beta(y,n, o) -
beta(y,m,0)])+SUM(m$Omega (n,m) ,B(n,m) *[eta_F (v,
n,m,o)-eta_F(y,m,n,o)])+eta_theta_max(y,n,o) -
eta_theta_min(y,n,o)+eta_theta_ref(y,o0)$s(n)=E
=0;

EQ50(y,n,o0)..-[rho(o)*(p_C(y,n,o0)+p_S(y,n,o)+p_E (v,
n,o))]-suM(g, rho_C(y,g,n,o0))-StM(g, rho_E(y,g,n,
0))-SUM (g, rho_S(y,g,n,o))+rho_D(y,n,o)+SUM

m$Omega (n,m) ,B(n,m) *[rho_theta(y,n,o0)-rho_theta
(y,m,0)])=E=0;

EQ51(y,g,n,o0)..-rho_C(y,g,n,o)-gamma_Cmin(y,g,n,o)=
E=0;
EQ52(y,g,n,0)..+rho_C(y,g,n,o)-gamma_Cmax (y,g,n, o)
+[eta_parameterized(y,o0)*x_C(g,n)]l=E=0;
EQ53(y,g,n,o0)..-rho_S(y,g,n,o)-gamma_Smin(y,g,n, o) =
E=0;
EQ54(y,g,n,0)..+rho_S(y,g,n,o)-gamma_Smax(y,g,n, o)
+[eta_parameterized(y,o)*Q_S(n,o0)*x_S(g,n)]=E
=0;
EQ55(y,g,n,o0)..-rho_E(y,g,n,o)-gamma_Emin(y,g,n, o) =
E=0;
EQ56(y,g,n,0)..+rho_E(y,g,n,o0)-gamma_Emax(y,g,n, o)
+[eta_parameterized(y,o)*P_Emax(g,n)]=E=0;
EQ57(y,n,o0) ..-rho_D(y,n,o0)-gamma_Dmin(y,n,o0)=E=0;
EQ58(y,n,o0)..+rho_D(y,n,o0)-gamma_Dmax(y,n, o) +[
eta_parameterized(y,o)*P_Dmax(n)*Q_D(n,o0)]=E=0;
EQ59(y,n,m,o0) $SOmega (n,m) .. [B(n,m) *(rho_theta(y,n, o)
-rho_theta(y,m,0))]-gamma_F (y,n,m, o) +[
eta_parameterized(y,o0) *Fmax (n,m) ]=E=0;
EQ60(y,n,o0)..-rho_theta(y,n,o)-gamma_theta_min(y,n,
o)+[eta_parameterized(y,o)*PI]1=E=0;
EQ61(y,n,o0) ..+rho_theta(y,n,o)-gamma_theta_max(y,n,
o)+[eta_parameterized(y,o)*PI]1=E=0;
EQ62(y,n,o0)..rho_theta(y, 'nl’,o0)=E=0;
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EQ63 (y,g,n)$[ORD(g) EQ ORD(y)]..x_C(g,n)=L=[1-
u_x_C_min(y,g,n)]1*BigMl;
EQ64 (y,g,n)$[ORD(g) EQ ORD(y)]..eta_x_C_min(y,g,n)=

L=u_x_C_min(y,g,n) *BigM2;

EQ65(y,g,n)$[ORD(g) EQ ORD(y)]..[X_Cmax(n)-x_C(g,n)
l1=L=[1-u_x_C_max(y,g,n)]*BigMl;

EQ66 (y,g,n)S[ORD(g) EQ ORD(y)]..eta_x_C_max(y,g,n)-=
L=u_x_C_max (y,g,n) *BigM2;

EQ67(y,g,n)S[ORD(g) EQ ORD(y)]..x_S(g,n)=L=[1-
u_x_S_ min(y,g,n)]1*BigMl;

EQ68(y,g,n)S$S[ORD(g) EQ ORD(y)]..eta_x_S_min(y,g,n)=

L=u_x_S_min(y,g,n) *BigM2;

EQ69(y,g,n)S[ORD(g) EQ ORD(y)]..[X_Smax(n)-x_S(g,n)
1=L=[1-u_x_S_max(y,g,n)]*BigMl;

EQ70(y,g,n)S$S[ORD(g) EQ ORD(y)]..eta_x_S max(y,g,n)=
L=u_x_S_max(y,g,n) *BigM2;

EQ71(g,y)S$S[ORD(g) EQ ORD(y)]..Kmax(g)-8SUM(n,x_C(g,n
)*K_C(g,n))-8SUM(n,x_S(g,n)*K_S(g,n))=L=[1-
u_budget (g,y) 1*BigM3;

EQ72(g,y)S[ORD(g) EQ ORD(y)]..eta_budget(y,g)=L=
u_budget (g,y) *BigM3;

EQ73(y,g,n,o0)$[ORD(g) EQ ORD(y)]..alpha_C(g,n,o)=L
=[l-u_alpha_C(y,g,n,o)]1*BigMl;

EQ74(y,g,n,o0)$S[ORD(g) EQ ORD(y)]..eta_alpha_C(y,g,n
,0)=L=u_alpha_C(y,g,n,o0) *BigM2;

EQ75(y,g,n,o0)$[ORD(g) EQ ORD(y)]..alpha_E(g,n,o)=L
=[1l-u_alpha_E(y,g,n,o0)]1*BigMl;

EQ76 (y,g,n,o0)$[ORD(g) EQ ORD(y)]..eta_alpha_E(y,g,n
,0)=L=u_alpha_E(y,g,n,o) *BigM2;

EQ77(y,g,n,0)..p_C(g,n,o0)=L=(1l-u_C_min(y,g,n,o0))*

BigM1 ;
EQ78(y,g,n,o0)..eta_Cmin(y,g,n,o)=L=u_C_min(y,g,n, o)
*BigM2 ;
EQ79(y,g,n,o0)..[x_C(g,n)-p_C(g,n,o0)]=L=(1-u_C_max(y
,g,n,o0) ) *BigMl;
EQ80(y,g,n,o0)..eta_Cmax(y,g,n,o)=L=u_C_max(y,g,n, o)
*BigM2 ;

EQ81(y,g,n,0)..p_S(g,n,o0)=L=(l-u_S_min(y,g,n,o0))*

BigM1 ;
EQ82(y,g,n,o0)..eta_Smin(y,g,n,o)=L=u_S_min(y,g,n, o)
*BigM2 ;
EQ83 (y,g,n,0) ..[(Q_S(n,0)*x_S(g,n))-p_S(g,n,o0)]=L

=(l-u_S_max(y,g,n,o)) *BigMl;
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EQ84 (y,g,n,o0) ..eta_Smax(y,g,n,o)=L=u_S_max(y,g,n,o)
*BigM2 ;
EQ85(y,g,n,0) ..p_E(g,n,o0)=L=(l-u_E_min(y,g,n,o0))*
BigM1 ;
50 EQ86(y,g,n,o)..eta_Emin(y,g,n,o)=L=u_E_min(y,g,n,o)
*BigM?2 ;
EQ87(y,g,n,o0)..[P_Emax(g,n)-p_E(g,n,o) ]l=L=(1-
u_E_max(y,g,n,o))*BigMl;
EQ88(y,g,n,o0)..eta_Emax(y,g,n,o)=L=u_E_max(y,g,n, o)
*BigM2 ;
EQ89(y,n,0)..p_D(n,o0)=L=(1l-u_D_min(y,n,o)) *BigMl;
EQ90(y,n,0) ..eta_Dmin(y,n,o0)=L=u_D_min(y,n, o) *BigM2
EQ91(y,n,o0) ..[(P_Dmax(n)*Q_D(n,0))-p_D(n,o0)l=L=(1-
u_D_max(y,n,o)) *BigMl;
EQ92 (y,n,0) ..eta_Dmax (y,n,o)=L=u_D_max (y,n, o) *BigM2
61 EQ93 (y,n,m,o0) $Omega (n,m) ..Fmax(n,m) -[B(n,m) *[theta (
n,o)-theta(m,o0)]l=L=[1-u_F(y,n,m,0)]*BigMl;
EQ94 (y,n,m,o0) $SOmega (n,m) ..eta_F(y,n,m,o0)=L=u_F(y,n,
m, o) *BigMl ;
62 EQ95(y,n,o)..[PI+theta(n,o0)]l=L=[1-u_theta_min(y,n,o
) 1*BigMl;
EQ96 (y,n,0) ..eta_theta_min(y,n,o)=L=u_theta_min(y,n
,0) *BigM2;
67 EQ97(y,n,o0)..[PI-theta(n,o0)]=L=[1-u_theta_max(y,n,o
) 1*BigMl;
EQ98 (y,n,o0) ..eta_theta_max(y,n,o)=L=u_theta_max(y,n
,0) *BigM2;

EQ99(y,g,n,o0)..mu_Cmin(g,n,o)=L=[1-ul(y,g,n,o0)]1*
BigM3;
;71 EQ100(y,g,n,o0)..gamma_Cmin(y,g,n,o)=L=ul(y,g,n,o)*
BigM3;

73 EQ101(y,g,n,o0)..mu_Cmax(g,n,o)=L=[1l-u2(y,g,n,o)]"*
BigM3;

72 EQ102(y,g,n,o0)..gamma_Cmax(y,g,n,o)=L=u2(y,g,n,o)*
BigM3;

EQ103(y,g,n,o0)..mu_Smin(g,n,o)=L=[1-u3(y,g,n,o0)1*
BigM3;

EQ104(y,g,n,o0)..gamma_Smin(y,g,n,o)=L=u3(y,g,n,o0)*
BigM3;
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EQ105(y,g,n,0)..mu_Smax(g,n,o)=L=[1-ud(y,g,n,o0)1*
BigM3;

EQl106(y,g,n,0)..gamma_Smax (y,g,n,o)=L=ud(y,g,n,o)*
BigM3;

382 EQ107(y,g,n,o0)..mu_Emin(g,n,o)=L=[1-u5(y,g,n,o0)]1*
BigM3;

383 EQ108(y,g,n,0)..gamma_Emin(y,g,n,o)=L=u5(y,g,n,o)*
BigM3;

EQ109(y,g,n,0)..mu_Emax(g,n,o)=L=[1-u6(y,g,n,o)]1*

BigM3;
EQ110(y,g,n,o0) ..gamma_Emax (y,g,n,o)=L=u6(y,g,n,o)*
BigM3;
s EQ111(y,n,o0)..mu_Dmin(n,o)=L=[1-u7(y,n,o)]*BigM3;
90 EQLl12(y,n,o0)..gamma_Dmin(y,n,o)=L=u7(y,n,o) *BigM3;
EQ113(y,n,o0) ..mu_Dmax (n,o0)=L=[1-u8(y,n,o0) ]*BigM3;
202 EQ114(y,n,o0)..gamma_Dmax (y,n,o)=L=u8(y,n, o) *BigM3;
200 EQ115(y,n,m,o0) $SOmega (n,m) .. mu_F (n,m,o0)=L=[1-u9 (y,n,
m,o)]*BigM3;
EQll6(y,n,m,0) $SOmega (n,m) ..gamma_F (y,n,m,o0)=L=u9 (y,
n,m,o)*BigM3;
EQ117(y,n,0)..mu_theta_min(n,o)=L=[1-ul0(y,n,o0)]1*
BigM3;
EQ118(y,n,0) ..gamma_theta_min(y,n,o)=L=ull0(y,n,o)*
BigM3;
EQ119(y,n,o0)..mu_theta_max(n,o)=L=[1-ull(y,n,o)]*
BigM3;
w1 EQ120(y,n,o)..gamma_theta_max(y,n,o)=L=ull(y,n,o)?*
BigM3;

203 MODEL EQUILIBRIA /ALL/;
202 OPTION OPTCR=0;
205 SOLVE EQUILIBRIA USING MIP MAXIMIZING TP;
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Chapter 7
Deciding on Alternative Investments: A Real
Options Approach

Investment decisions in power plants and other assets are typically made under evolv-
ing uncertainties. Power companies often have managerial discretion over the timing
of the investment as well as flexibility regarding the type of technology. By abstract-
ing from some real-world details, the real options approach provides an elegant
mathematical framework in which to assess the value of such flexibilities to provide
both managerial and policy insights. In this chapter, we introduce the real options
approach and contrast it with the now-or-never net present value perspective. Besides
dealing with the issue of optimal timing, the real options approach also enables a
power company to value operational flexibility, e.g., in the form of faster ramping, as
compound options. Other flexibilities, such as modularized investment and endoge-
nous capacity choice, are also amenable to analysis via this approach. Finally, the
impact of risk aversion is explored, and the chapter concludes with extensions and
exercises for further analysis.

7.1 Assumptions and the Need for Dynamic Programming

In previous chapters, we observed that it may be beneficial to delay investment in
new technologies when there is uncertainty concerning prices or performance. For
example, consider a small power company that may invest in a new power plant
from which it will earn revenues by selling the generated electricity at the prevailing
spot price of power and incur costs associated with fuel purchases.! At the time of
investment, the company must pay a one-time capital cost to cover the expenses
associated with purchasing the equipment and installing it. Subsequently, there may
be operating and maintenance (O&M) expenses not related directly to fuel costs.
The basic question in engineering economics is, “Is it profitable to proceed with the

LOf course, there may be other streams of revenue, e.g., from feed-in tariffs (FITs) or renewable
energy certificates (RECs), and the possibility to sell the power in various types of markets, e.g.,
futures, day-ahead, and balancing. We neglect these possibilities for the sake of exposition.
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investment now?” For this purpose, it is straightforward to calculate the expected
now-or-never net present value (NPV) of investment and to determine whether it
warrants immediate investment.

However, if the power company has exclusive rights to invest at a particular
location, e.g., because of licensing agreements, then it also has the discretion to
consider investing at a later date. Indeed, given the trajectory of electricity and fuel
prices, it may be beneficial to delay the adoption decision by a year. In doing so, the
power company must trade off the following three aspects in determining the correct
timing:

1. The marginal benefit from postponing the investment cost. Rather than paying
the full investment cost now, delaying the project’s start by a year would mean
incurring the discounted investment cost.

2. The marginal benefit from starting the project with higher electricity prices or
lower fuel prices. It may be profitable to invest immediately, but the trajectory of
prices may be such that it is beneficial to delay adoption.

3. The marginal cost from forgone cash flows in the waiting period. In effect, the
cash flows that the power company could have been earning are an opportunity
cost that must be figured into its decision.

In general, if the power company has the discretion to defer investment perpetually,
then what should be the optimal time to invest? For example, in Fig.7.1, the NPV
of a hypothetical power plant is given as a function of the current electricity price.
In addition to being able to invest immediately, the power company may undertake
the same project in five or ten years’ time. Depending on the current electricity
price and its growth rate, it may be optimal to invest immediately, wait five years,
wait ten years, or never invest. Thus, the NPV of the overall investment opportunity
is the upper envelope of the three NPV functions as well as zero. Furthermore, if
underlying prices are uncertain, then how would the optimal investment decision
be affected? How would characteristics of alternative technologies, e.g., operational
flexibility or sizing, affect the investment decision? Would a modular investment
strategy make sense in certain situations? Finally, how would the decisions change if
the power company were risk averse? Tackling all of these features within an elegant
mathematical framework would be desirable in order to elicit managerial insights.
While the timing question may be addressed adequately via the now-or-never
NPV approach, the analysis becomes cumbersome and leads us to propose a more
suitable framework for decision making: real options. Essentially, real options is a
dynamic programming approach to making optimal decisions in which investment
and operational opportunities are thought of as options on real (rather than finan-
cial) assets. In finance, an “option” refers to an instrument that provides the holder
with the right, but not the obligation, to obtain an asset in exchange for a so-called
strike price [20]. Given suitable simplifying assumptions, real options can provide
powerful insights into the value of managerial flexibility in appraising alternative
investment proposals. For example, the now-or-never NPV approach would not be
able to distinguish between investing in a single 100 MW power plant and investing
in two 50 MW modules constructed sequentially when there is uncertainty about
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Fig. 7.1 NPV of power plant in different starting years

the electricity price. Yet intuitively, most managers would attribute more value to
the modular approach, even though the now-or-never NPV approach would give the
same expected value. Hence in this chapter, we abstract from some of the details
of the previous chapters in order develop the intuition and methodology for apply-
ing real options analysis to investment and operational problems in the electricity
industry.

Before proceeding to the exposition of the real options approach, we first state the
assumptions and define the notation to be used for the rest of this chapter. Without
loss of generality, we assume that the electricity price at time r > 0, E,, follows a
geometric Brownian motion (GBM). First, a Brownian motion (BM) may intuitively
be thought of as a continuous-time analogue of a random walk with drift [35]. In
other words, the absolute changes in the value of a random parameter following a
BM are normally distributed. Second, in dealing with prices, it is convenient to limit
the range of realizations to be nonnegative.” Thus, rather than considering absolute
changes, it is expedient to deal with percentage changes, and a GBM is a stochastic
process in which the percentage changes (rather than absolute changes) in the value
are normally distributed. Consequently, if E; follows a GBM, then:

2Because of nonconvexities in power plant operations such as startup costs and minimum uptimes,
electricity prices may actually become negative during certain hours. For example, it may be cheaper
for a power plant with high startup costs to remain online even during off-peak periods when demand
is low. Thus, the power plant effectively pays to continue generation [22]. Nevertheless, we assume
in this chapter for the sake of clarity that prices are nonnegative.
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Fig. 7.2 Forecast value and sample paths of a GBM

dE, = aE,dt + 0 E,dz;, (7.1)

where dz; is the increment to a BM at time ¢, « is the annualized drift rate, o > 0 is
the annualized percentage volatility, and Eg = E .3

Ilustrative Example 7.1 GBM sample paths

If we ignore the stochastic dz, term, then we may derive the expected value of the
GBM in year ¢ conditional on E as Eg[E;] = Ee*. In effect, the GBM, on average,
exhibits exponential growth. Once the stochastic dz, term is considered, sample paths
for the GBM may be generated that evolve with uncertainty around the conditional
expectation. In Fig.7.2, the forecast value, Ex[E;] = Ee®, is plotted (solid series)
along with five sample paths (dotted series) from a GBM with parameters « = 0.10,
o = 0.20, and E = 50 over a period of ten years. Note that the forecast value after
ten years is 50e* 1910 = 135.91. ]

3There is considerable debate over whether energy prices follow BMs or mean-reverting processes.
For example, Pindyck [32] analyzes 127 years of coal, natural gas, and oil prices to test for mean
reversion. He finds that while such energy prices are indeed mean reverting, the rate of mean
reversion is so low that using a GBM assumption for the purposes of investment analysis is “unlikely
to lead to large errors.” Combined with the fact that real options models in the BM family typically
lead to closed-form solutions, we retain the GBM assumption for modeling long-term energy prices.
However, this may not be valid for short-term operational analyses in which the electricity price is
marked by stronger mean reversion and spikes [8].
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Taking the dynamic programming approach (see Appendix E for a summary)
to solving real options problems [12], we assume that all cash flows are real and
the exogenous discount rate is p > «. Without loss of generality, we assume that
the power company holds a perpetual option to invest in a power plant that will
last forever once constructed. The latter assumption about infinite lifetime may be
easily relaxed. However, the former is necessary to ensure analytical solutions that
will facilitate insights. Furthermore, it may be justified by the fact that typically, an
investor in the electricity industry will have monopoly rights to build a facility at a
particular location, e.g., through either an agreement with the municipal authority
or rights to the land. Finally, the impact of a finite option to build on the optimal
investment threshold price is weak when the time to expiration is relatively large.

At the optimal time, the power company pays a deterministic capital cost, / (in
$), to trigger the investment in the power plant. For now, we disregard the capacity
size of the facility, i.e., we assume that it generates a notional 1 MWh of electricity
per annum. Thus, / may be interpreted as a per-unit capacity cost. We assume that
the power plant is constructed immediately once ordered by the power company*
and starts generating electricity at heat rate H (in MWh,;,/MWh), which is sold at
price E, (in $/MWh). For now, we also assume that the fuel price at time ¢, F; (in
$/MWhy,,), is constant, i.e., F; = F. In subsequent sections, we will explore the
implications of relaxing some of these assumptions. However, in order to establish
a benchmark and to gain intuition for how investment with a deferral option differs
from a now-or-never NPV approach, we proceed to a stylized example in Sect.7.2
with investment in a single power plant of given capacity. Next, in Sects.7.3 and
7.4, we tackle flexibility in operations and modularity in investment, respectively.
Sections 7.5 and 7.6 allow for the plant’s capacity to be a decision variable in either
a continuous or discrete setting. In order to examine the effect of risk aversion on
investment timing, we expand the framework in Sect.7.7 to incorporate concave
utility functions. In Sect. 7.8, we summarize the chapter and provide an overview of
the recent literature. End-of-chapter exercises are included in Sect.7.9. Section7.10
provides MATLAB codes for solving numerical examples.

The nomenclature for the rest of the chapter is as follows:

Indices

i,i’ Index for states.
J Index for projects.
s,t Index for time.

Parameters

A/ Investment cost term for power plant j with endogenous sizing [$/(MWh)?].

“4Depending on the type of facility, this may not be a reasonable assumption. For example, wind
farms, solar plants, and run-of-river hydro plants can be constructed relatively quickly because
they use standardized components. Nuclear power plants, however, are notorious for time and cost
overruns because of the complexity of the task and the lack of suitable sites. Lead times for fossil-
fueled installations are somewhere in the middle, e.g., taking up to two years for gas-fired plants
and five years for coal plants. For how to handle this “time-to-build” problem, see [28].
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B/ Investment cost superscript for power plant j with endogenous sizing (unit-
less).

E, Electricity price at time ¢ [$/MWh].

F, Fuel price at time 7 [$/MWh,,,].

H/ Heat rate of power plant j [MWh,;,/MWh].

I Investment cost of power plant j [$].

K/ Annual electricity output of power plant j [MWh].

§h.J Switching cost between states i and i’ of power plant j [$].

Constants and Rates

o Percentage growth rate [1/year].
B1(B2) Positive (negative) root of the characteristic quadratic.

y Relative risk aversion parameter.
0 Discount rate [1/year].

o Percentage volatility [1/year].
Functions

#(K7) Investment cost for power plant j with endogenous capacity sizing [$].

2(B) Characteristic quadratic function.

% (E)  Utility function given electricity price E.

¥J(E) Expected now-or-never NPV of power plant j given electricity price E
)

#;)(E) Value of power plant j in state i given electricity price E [$].

Variables

a;1(a;») Coefficient for the positive (negative) branch of the option value function

in state i.
K/ (E) Optimal size for power plant j given current electricity price £ [MWh].
13 Optimal investment threshold price for power plant j [$/MWh].
ghit Optimal switching threshold from state i to state i’ for power plant j
‘ [$/MWh].
I3 PV Now-or-never NPV investment threshold price for power plant
, j [$/MWh].
T/ Optimal stopping time for investment in plant j.

7.2 Optimal Timing Versus Now-or-Never Net Present
Value Approaches

In the now-or-never NPV approach, the expected discounted revenues of a project
are compared with its investment cost. The instantaneous cash flows of a power plant
with heat rate H at time ¢ are E, — H F;. Assuming that the electricity price follows
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a GBM and that the fuel price is constant at F', the expected now-or-never NPV of
such a power plant is:

V(E)=Eg |:/C>c (E; — HF)e_ptdt:| -1
0

= V(E) =/ (Ee* —HF)e "dt — 1
0

E HF
S (7.2)
p—a  p

= V(E) =

In Eq. (7.2), we use the fact that the conditional expectation of a continuous random
variable involves taking an integral. Thus, the first line is effectively a double inte-
gration, and without loss of generality, the order of integration may be reversed. We
use this fact in the second line by moving the conditional expectation operator inside
the integral with respect to time. Since Eg[E,] = Ee®, we obtain the expression in
the second line, and evaluating this integral yields the result in the final line. Intu-
itively, it states that the expected now-or-never NPV of such a power plant is the
difference between the present value of the operating cash flows (stemming from
electricity sales and fuel purchases) and the up-front investment cost. Consequently,
if the option to defer investment is ignored, then investment occurs immediately as
long as 7' (E) > 0. Otherwise, investment never occurs.

Rather than investing immediately, it may be desirable for the power company to
postpone taking action. For example, the electricity price may be likely to increase
in the next few years. The increase in expected revenues along with the delay in
paying the investment cost could make deferral favorable. However, the forgone
revenues from not having an active power plant in the intervening years are an
opportunity cost of delaying that would have to be factored into the decision. Thus,
the power company could consider waiting T years from now and then investing
immediately in the power plant. The expected NPV of such a strategy is simply

e PTEE[V (Ep)] = Efp(p A M Ie "7 i.e., it is the discounted expected
NPV of a power plant that is constructed in T years when the electricity price is E7.
To elaborate, the expected NPV of a power plant that is constructed in 7 years is
Ee [ [; (E,— HF)e "'dt] — Ie=*T. Note that the conditional expectation may be
written as Eg [IEET [fToo (E,— HF) e’p’dt]] because of the law of iterated expecta-
tions, i.e., E[X] = E[E[X|Y]], where X and Y are random variables. Furthermore,
since the GBM is a Markov process, i.e., the probabilistic structure of the future given
the present is independent of the past, the inner conditional expectation may be ren-
dered as [~ (Ere® — HF) e *“"*1)d1’ after the change of variable ' =1 — T.
Thus, this integral becomes e =7 ¥ (Er) after including the discounted investment
cost.

Ilustrative Example 7.2 Investment timing at discrete points in time

Using parameter values of / = 100, p = 0.10, « = 0.05, F = 20, and H = 2.5,
we obtain the value functions for 7 =0, T = 5, and T = 10 in Fig.7.1. We first
note that since the power plant is to generate a notional 1 MWh of electricity per
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annum, this results in an investment cost of $876/kW. Also, the heat rate implies a
40 % electrical conversion efficiency. These two parameters are in line with the char-
acteristics of most gas-fired plants. Next, in terms of investment timing, if the power
company can construct the plant at only these three points in time, then its optimal
decision is dependent on the current electricity price. For example, if the current
electricity price is $25/MWh, then it is optimal to invest in ten years. This is because
the electricity price will need a decade to increase to a level that makes the plant
profitable. Plus, the investment cost will be discounted. On the other hand, a rela-
tively high current electricity price, e.g., greater than $60/MWh, warrants immediate
investment. Intuitively, waiting is not worthwhile because the price is high enough to
make the opportunity cost of not investing more than offset any benefit from deferral.
An electricity price in the middle of the range makes it optimal to invest after five
years, whereas a very low electricity price means that it is optimal never to invest.
Therefore, the value of the entire investment opportunity to the power company is
the upper envelope of the value functions as well as zero in Fig.7.1. (]

Suppose now that instead of having the option to invest in the power plant only
at certain discrete points in time, i.e., 7 = 0, 5, 10, the power company may start
the project at any point in time. In that case, the upper envelope in Fig. 7.1 reflecting
the value of the investment opportunity should become a smooth curve and indicate
the optimal investment threshold price. Using dynamic programming, we will derive
this function and threshold rigorously. We assume that there are two states of the
world: 0, in which the power company is waiting to invest, and 1, in which it has an
active power plant. Working backward from state 1, we know that its value function
is just the expected present value of an active power plant, i.e.:

E HF
p—a  p

M(E) =

(7.3)

Now, in state 0, we begin with the Bellman equation in order to value #4(E) and to
determine the optimal investment threshold price, &:

pHo(E)dt = Eg [d#p] . (1.4)

This states that the instantaneous return on the option to invest is equal to its expected
appreciation. Intuitively, an external assessor’s required rate of return on the option
to build the power plant, p, must equal the expected value from owning the right to
build the power plant outright. Expanding the right-hand side of Eq.(7.4) via Itd’s
lemma and re-arranging, we obtain the following second-order ordinary differential
equation (ODE):

pHo(E)dt = B [%’(E)dE + %%”(E) (dE)Z]

1
= S0 B (E) + BV (E) = pH4(E) =0, (7.5)
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where we use the fact that Ez [dE] = o Edt and (dE)? = o2 E2dt in going from the
first line to the second.
The general solution to the ODE in Eq. (7.5) is of the power form, i.e.:
Wo(E) = agEP, (7.6)

which is subject to the following boundary conditions:

limg_o #(E) =0 (7.72)
Wo(&) =& —1 (7.7b)
Wy (&) =W (&). (1.7¢)

Intuitively, Eq.(7.7a) states that the option to invest in the power plant becomes
worthless as the electricity price tends to zero. Since zero is an absorbing state
for the GBM, it follows that there will be no value from either waiting to invest
in such a plant or having an active one immediately. Next, Eq. (7.7b) is the value-
matching condition, which requires the value of the investment opportunity to equal
the expected NPV, #(E) — I, at the optimal investment threshold price, &. Indeed,
the value lost from killing the option must equal the value gained from an active
power plant at this trigger price. Finally, Eq. (7.7¢) is the smooth-pasting condition,
which is actually a first-order condition for optimization that reflects the fact that the
marginal benefit of waiting must equal the marginal cost of waiting at &.

Substituting the function from Eq.(7.6) and its derivatives into Eq.(7.5), we
obtain:

1
2(B) = gozﬂ(ﬁ —D+aB—p=0, (7.8)

where § is taken as a generic parameter and 2() is the fundamental characteristic
quadratic function, which implicitly defines 8 and f, as its two roots. Although both
of these roots can be solved for explicitly, it becomes apparent from the geometry
of the problem that 8; > 1 and S, < 0 as in Fig.7.3. To observe this, note that
the expression in Eq.(7.8) is an upward-facing parabola with 2(0) = —p < 0 and
2(1) = a — p < 0. The latter inequality implies that 8; > 1 because the parabola is
still negative at 8 = 1. Likewise, the former inequality implies that 8, < O because
the parabola is still negative at 8 = 0.

Now, if ag 1 E?! is a solution to the ODE in Eq.(7.5), then so is ag, E®*, where
ap,1 and ap » are endogenous coefficients that depend on &. Thus, we have:

Wo(E) = a1 EP' 4 ag,EP*. (7.9)
Since the latter term in Eq. (7.9) goes to infinity as E goes to zero, it is inconsistent

with the boundary condition in Eq. (7.7a). Therefore, it must be the case thatag , = 0,
and, consequently, we obtain:
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-0.05

Fig. 7.3 Characteristic quadratic function, 2(f8), for « = 0.05, p = 0.10, and 0 = 0.20

Wo(E) = ap EP'. (7.10)

We now use the expression from Eq.(7.10) in Egs.(7.7b) and (7.7¢) to solve for &
and ag ;:

6 & HF
ap 17 = - =1 (7.11)
p—a p
1
Brag M = ——
o0 —a
%‘1*/31
=Sap = —. (7.12)
Bi(p — )
Substituting the solution for ay ; from Eq.(7.12) into Eq. (7.11), we obtain:
_& _ & _HF _
Bi(p—a) T p—a P I
== (%) (%) (HF + pl). (7.13)

For comparison with the now-or-never NPV, we set the expression for #; (E) — I
to zero in Eq.(7.3) and solve for E to obtain &ypy = (%) (HF + pl). This
means that investment should occur only if the current price is high enough to
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cover the amortized operating and investment costs. By contrast, via the real options
approach, & in Eq.(7.13) results in a higher threshold price for investment because
% > 1. This discretion to wait for a higher threshold vis-a-vis the now-or-never
NPV approach stems from a combination of positive drift and volatility in the electric-
ity price. Note that even if o = 0, then the optimal investment threshold in Eq. (7.13)
is greater than the now-or-never one. In particular, lim,_.o 81 = § from Eq.(7.8),
which leads to lim, 0§ = HF + pl > &ypy. Indeed, even without uncertainty in
the electricity price, as long as the power company has the discretion to wait for
a higher price at which to launch the power plant’s operations, it will do so until
the marginal benefit of waiting is just equal to the marginal cost of waiting, which
results from the forgone cash flows in the waiting period. With greater uncertainty,
the marginal benefit of waiting increases by more than the marginal cost because
the latter depends only on the opportunity cost of lost cash flows in the immediate
future. However, the marginal benefit of waiting is related to the possibility of a
higher starting price for the power plant in the future, which is affected to a greater
extent by uncertainty. Hence, with the deferral option, the value of the power plant
project is higher, yet this also increases the opportunity cost of killing the option to
wait, thereby leading to a higher investment threshold price.

Insights about investment under uncertainty may be facilitated via numerical
examples. We first consider the investment decision in [llustrative Example 7.3. Next,
we explore sensitivity analyses with respect to o, «, and p in Illustrative Examples
7.4-7.6.

Ilustrative Example 7.3 Investment under uncertainty with continuous time
Here, we use « = 0.05, p = 0.10, 0 = 0.20, I = 100, H = 2.5, and F = 20 as
base parameters. First, we plot the expected NPV and value of the investment oppor-
tunity with respect to the electricity price, E, in Fig. 7.4. The expected NPV function,
W (E) — 1, is the same as the immediate investment NPV in Fig.7.1. Recall that
when we allowed investment to occur only at discrete points in time, the value of
the investment opportunity comprised the upper envelope of the NPV functions. By
contrast, the real options approach enables such a comparison to be made at every
infinitesimal point in time. Thus, as the time intervals between alternative investment
opportunities go to zero, the kinked function in Fig.7.1 becomes a smooth convex
one, as indicated in Fig.7.4. Note that the expected NPV of immediate investment,
W\ (E) — I, equals zero for £y py = 30. However, the value of the investment oppor-
tunity stemming from the real options approach, % (E), is strictly above the expected
NPV, thereby revealing that there is positive value to waiting. In fact, it is optimal
to wait until the electricity price hits the threshold & = 79.30. In the parlance of
financial options, it is worthwhile retaining the option until it is deep “in the money.”
Furthermore, as the initial electricity price goes to zero, the value of the option to
invest also goes to zero because investment never occurs in that case. |

Bi 1

—1 _ L
Bi -7

5To see this, note that Since B > 1, the denominator of the latter expression is

strictly less than one.



280 7 Deciding on Alternative Investments: A Real Options Approach

1400

1200

1000

800

600

400

200

NPV and option value [$]

=200

-400

-600

E [$/MWh]

Fig.7.4 Expected NPV, 7] (E) — I, and value of the investment opportunity, #((E), fora = 0.05,
0=0.10,0 =0.20, 1 =100, H =2.5,and F = 20

Ilustrative Example 7.4 Sensitivity analysis of investment under uncertainty with
respect to volatility

Here, we vary o while holding all other parameters constant in order to examine the
sensitivity of & to uncertainty. In Fig. 7.5, we note that the now-or-never investment
threshold, &y py, is not affected by uncertainty and remains constant at $30/MWh.
However, the real options threshold, &, increases from a value of $60/MWh (for
o = 0) to nearly $90/MWh (for o = 0.25). Thus, greater uncertainty increases the
investment threshold as the value of waiting becomes larger.® Consequently, the
“wedge” between the now-or-never and real options thresholds, %, increases with

uncertainty as well.”

An example of the value functions for ¢ = 0 is given in Fig. 7.6 to illustrate that
there is a value in waiting since the electricity price is still going to increase. However,
without the presence of uncertainty, its magnitude is reduced.

The effect of uncertainty on the value of the investment opportunity is summarized
in Fig.7.7, in which the relative value of #((E) to #,(E) — I at E = 50 is plotted.

6 Although it may be appealing to think of a higher investment threshold price as “delaying” the
investment timing, in fact, as the volatility increases, so does the conditional probability that the
threshold price will be reached from a given initial price. Intuitively, the higher volatility also
increases the likelihood of extremely high (as well as extremely low) prices. Therefore, the overall
impact on timing is ambiguous. For a rigorous analysis, see [27].

"The formal proof of this is left as an exercise at the end of this chapter.
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E =50,1=100,H=2.5,and F =20

Hence, higher uncertainty increases the discretion to wait, which leads to a higher
investment threshold. O

Ilustrative Example 7.5 Sensitivity analysis of investment timing with respect to
the drift rate

In Fig.7.8, we vary o while holding all other parameters constant. Intuitively,
we would postulate that an increase in the drift rate would increase the investment
threshold since it would be desirable to wait for a higher future electricity price
at which to launch the power plant’s operations. Somewhat surprisingly, & actually
decreases with «.. In order to explain this seemingly counterintuitive outcome, we plot
&y py and note that it is also decreasing but at a faster rate. Indeed, from Eq. (7.13),
an increase in « leads to a decrease in the now-or-never threshold, &ypy. But if
we look at the expected NPV of the power plant upon investment at £, we obtain

(%) [% + I] - % — I.In other words, it is the “wedge” between £ and &y py

that is affected by «. Plotting the wedge, i.e., % in Fig. 7.8, we see that it is indeed
increasing with respect to «, i.e., a higher drift rate increases the expected NPV of
investment at the real options trigger. ]

Ilustrative Example 7.6 Sensitivity analysis of investment timing with respect to
the discount rate
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Fig. 7.8 Sensitivity of &, £ypy, and % with respect to o for o = 0.20, p = 0.10, I = 100,

H=25and F =20

A similar breakdown of the behavior of £ may be done with respect to p. Again,
intuitively, we would imagine that an increase in the discount rate would make the
future less important, thereby reducing the incentive to wait. Yet, Fig. 7.9 tells a story
that seems to belief our understanding since & actually increases with p. However, as
with the analysis with respect to «, it is important to note that the wedge, %, is the
main driver of the result. Plotting it respect to p, we are able to reconcile the finding
with our intuition: a higher discount rate facilitates investment even as it lowers the
expected NPV of an operational power plant. (]

7.3 Operational Flexibility

In Sect.7.2, we focus on the optimal timing of the investment decision, assuming
that the power plant operates forever. In other words, the power company’s deci-
sion was completely irreversible. However, in many cases, there is at least partial
reversibility in the form of subsequent managerial discretion to abandon, modify, or
suspend temporarily the power plant. In this section, we focus on the latter aspect,
i.e., treatment of the so-called compound option to turn the power plant on and off
again after it has been constructed.

Given the volatile nature of energy prices, such flexibility may be highly valuable.
Indeed, [9] showed that by accounting for the option value of such flexibility, plants
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being sold in California after deregulation in the late 1990s were valued at higher
than their book values as indicated by the NPV approach. In particular, gas-fired
power plants have the flexibility to ramp up and down relatively quickly, although
this occurs at a cost and may be constrained by minimum uptimes. For example, a
gas-fired power plant with a maximum power capacity of 431 MW requires 1200 GJ
of fuel (or approximately 333 MWh;,,) for a “hot start” (immediately one hour after
the plant is shut down), which leads to a startup cost of almost $7000, assuming a fuel
price of $20/MWh,;,. These calculations are based on a combined-cycle gas turbine
(CCGT) plant installed in 2010 in Aghada, Republic of Ireland [41]. Furthermore,
according to the same source, CCGT plants have constraints on minimum uptimes
and downtimes (typically four hours each).

Using the real options approach, we can analyze how the availability of such
partial flexibility in the plant’s operations influences not only the value of the invest-
ment opportunity but also the initial investment decision. Intuitively, any power plant
operator would value a flexible power plant more. However, the value of this flexi-
bility is difficult to quantify via a now-or-never NPV approach. For example, at what
threshold electricity price would it be optimal to suspend or to resume operations?
If the value of operational flexibility increases with electricity price volatility, then
how does it affect the investment threshold vis-a-vis that from Sect.7.2?
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Fig. 7.10 State-transition diagram for a power plant with operational flexibility

In order to focus on the implications of operational flexibility, we assume that
after investment, the plant may be in one of two states: on (state 1) or off (state 2).%
Transitioning between these two states incurs fixed resumption and suspension costs,
521 and §'2, respectively, as indicated in Fig. 7.10. Associated with these transitions
are threshold prices, £>! and £!2, which will be determined endogenously.” Thus,
we abstract from technical constraints of actual power plants such as finite ramping
rates and minimum uptimes and downtimes. Instead, we assume that these features
may be captured via fixed switching costs.

Although the sequence of decisions depicted in Fig.7.10 begins in state O with
the option to invest and progresses to state 1 with the valuation of an active power
plant with the suspension option, we solve the problem using backward induction.
Specifically, we start by considering the operational decisions of the power plant
given that the investment decision with associated threshold, &, has already been
undertaken. We define %;(E) as the value of the power plant in state i and use
dynamic programming to find not only the value functions but also the optimal
switching thresholds. First, we consider state 1 and note that the value of the plant
should comprise both the expected PV of cash flows from indefinite operations and
the option value to shut down. Intuitively, the latter component should increase in
value as the electricity price decreases. We now formally determine the value function
in state 1 by setting up the Bellman equation while keeping in mind that it should be
adjusted from that in Eq. (7.4) to reflect cash flows from ongoing operations:

pY(E)dt = Eg [d¥4] + (E — HF) dt. (7.14)

8Instead of two discrete on—off states, it may also be possible to have several operating states ranging
from zero to full capacity. Alternatively, continuous adjustment of the plant’s output may be handled
by specifying a production function as in Chap. 6 of [12].

°In the limit as these fixed transition costs go to zero, the problem collapses to one of costless
switching, e.g., as in [30]. The optimal switching thresholds then converge to the operating cost
of the plant, i.e., H F. Intuitively, it is optimal to shut down (restart) the plant when the electricity
price drops below (increases above) the operating cost.
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The second term on the right-hand side of Eq. (7.14) is precisely the instantaneous
cash flow from operations. Next, we expand d%#; via [t6’s lemma as in Sect.7.2 and
rearrange it to obtain a second-order ODE similar to that in Eq. (7.5):

1
EGZEZV/I”(E) +aEW/(E) — p#(E) + E — HF = 0. (7.15)

The solution to the ODE in Eq. (7.15) is similar to that in Eq. (7.9) but with an extra
term reflecting the expected PV of cash flows from a perpetually operating power
plant:

E HF
M(E) = a \EP' + ai ,EP + - —, (7.16)
p—a p

where f and S, are still the positive and negative roots, respectively, of the character-
istic quadratic function from Eq. (7.8). Here, p%a - HTF represents the expected PV
of a power plant that operates forever, and a; ; E B4 2E P2 is the value of the option
to suspend operations. Economically, we require limg_, o, #1(E) = % — HTf’ i.e.,
the value of a power plant at very high electricity prices should be simply that of one
that never shuts down. Indeed, it is only for relatively low electricity prices that the

plant would ever shut down. Hence, we must have a; ; = 0, thereby resulting in:

HF
- (7.17)
p—a p

W(E) = a1, EP +

Second, we similarly tackle the value of a suspended power plant, i.e., one thatis in
state 2. Since there are no instantaneous cash flows, the Bellman equation becomes:

pW2(E)dt = Eg [d73]. (7.18)

Again, by applying It6’s lemma to the right-hand side and rearranging, we obtain a
second-order ODE:

1
EO'ZEQ%//(E) +aEW)(E) — p#5(E) = 0. (7.19)

The solution is #4(E) = a1 EP' + a, , E®*, which becomes the following after
application of the boundary condition limg_.o #,(E) = O:

W5(E) = ay  EP'. (7.20)

Hence, the value of the power plant in state 2 is simply the value of the option to

resume operations in the future, which is increasing with the electricity price.
From Eqgs.(7.17) and (7.20), we have two endogenous variables, a; » and ay i,

as well as two thresholds, & 1.2 and & 2.1 to solve for. Thus, we need a total of four
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equations. We obtain these by writing a pair of value-matching and smooth-pasting
conditions for each of the two operational transitions. First, in shutting down the
power plant, i.e., going from state 1 to 2, we obtain:

WiE"?) = WaE") — s

g2 HF

= a2 (6" + — o, () -1 (7.21a)
p—a  p

WE) =H5E")

_ 1 _
= Boars (89 + —— = By (8D (7.21b)

p—u
Second, we have a pair of such equations for the transition from state 2 to 1:

P = iE>) —

2,1
= a2 (52,1)/31 =daip (52,1)132 + S— — H—F — 52! (7.22a)
p—a  p
W ERD =
- _ 1
= razy (E21) 7" = prary (2P + — (7.22b)

Intuitively, Egs. (7.21a)—(7.22b) state that the value gained must equal the value lost
from switching operating modes and that the marginal benefit must equal the mar-
ginal cost from delaying any operational transitions. However, unlike Eqgs. (7.11)—
(7.12), the system of equations here with operational flexibility is highly nonlinear.
Therefore, in general, it is not possible to obtain closed-form solutions for the four
unknowns. Instead, we must resort to numerical methods to find solutions for specific
parameter values. Most computational software packages like Mathematica, MAT-
LAB, and Octave have functions, e.g., fsolve in MATLAB, that solve nonlinear
systems if a guess for the solution is available.

We provide MATLAB code in Sect.7.10 for solving the nonlinear system result-
ing from Illustrative Example 7.7. But, how should the guess for the solution be
calculated? One way to proceed is to find analytical solutions to a simpler system,
e.g., with a one-time abandonment option from state 1 or a one-time resumption
option from state 2. Considering such a simplified model from state 1, we note that
the resumption option from state 2 will not be available. Thus, the following system
of two equations can be easily solved for guesses a; , and gL2:

ARAY: g2 HF
an (é“) "+ ;Ta - = —sh2 (7.23a)
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~ z12)77! 1
Baai 2 (5 ’ ) +

=0. (7.23b)

Solving Egs.(7.23a)~(7.23b), we obtain £12 = ( e 1) (p —a)[ 51’2] and

1.2\ =A2
W2 = "5 :
plifying Egs. (7.22a) and (7.22b) to remove the (& 2,1)/3 * terms, we obtain £2! =

HE | 2.1 e
(ﬂl—l)(p_“)[ +5° ]and““— Fir—a

respectively. Indeed, even without solving the nonlinear system numerically, we
obtain the insight that with uncertainty and the option to make operational changes,
the switching thresholds lead the decision-maker to be more cautious than the
now-or-never NPV rule in which the plant would be shut down when the elec-
tricity price dropped below (HF —pS 1'2) > 2 and restarted when the elec-

as the guesses for £'2 and a; », respectively. By similarly sim-

as the guesses for £21 and a1,

tricity price increased above (HF + pSZ*l) < E21. These results follow because

(%) (p;"’) > land( ) (M) < lforo > 0.Toseethis, notethat( b ) <
1 P p—1 P B—1

1 and (p “) < 1. Thus, ( zil) (%) < 1. On the other hand, (’S—l) > 1 but

(% < 1. Since 5’3 L) is the lowest when o = 0, we can show that even in this

case, we have lim,_,¢ (ﬁl‘s—i) = . Hence the product (ﬁfl 1) (%) must be
greater than 1 for all o > 0.

As in Sect.7.2, the optimal investment threshold, Eo’l, may be found via value-
matching and smooth-pasting conditions between #((E) and #; (E) — I. We remark
that the optimization must occur in going from state 0 to state 1 rather than state 2
because it would not make sense for the power company to invest / only to have
an idle power plant. For this reason, the thresholds should have the ordering £'-? <
£21 < £%1 In order to obtain #;(E), we follow the same procedure as in Eq. (7.5)
to obtain:

Wo(E) = ag  EP'. (7.24)

Next, value-matching and smooth-pasting conditions yield the following system of
equations:

% (50,1) — % (50,1) —7
=>ao,1(“30’1)ﬂ] = (50,1)&_'_%_7_1 (7.25a)
W (€)= 7 ()

- 1
= prao (") = B ()T —

,o—cx

(7.25b)
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In contrast to Egs. (7.11)—(7.12), here an analytical solution is impossible. However,
it is possible to reduce Egs. (7.25a)—(7.25b) to one nonlinear equation for & 0.1,

SO’]
p—o

) HF
(Br = B2)arz (So’l)ﬂ' +Bi =D - B (7 + 1) =0.  (7.26)

Using & from Eq.(7.13) as a guess, we can solve numerically for £€%! and conse-
quently for ap,;. Yet even without an analytical solution, it is possible to prove that
£%1 < & by comparing the implicit definition of £%! in Eq. (7.26) with the following
for &:

£ HF
Br1—1)—— B (— + I) =0. (7.27)
p—a o

The two equations are identical except for the presence of the (B; — B2) ai > (& 0’1)/j :

EO'I
p—a’

termin Eq. (7.26), which is strictly positive. This adds to the linear term (8; — 1)

thereby ensuring that its intersection with the constant g, (HTF + 1 ) is for a lower

threshold price. In Illustrative Examples 7.7 and 7.8, we demonstrate the shapes of
the value functions, perform sensitivity analyses on the thresholds with respect to the
volatility, and provide MATLAB code in Sect. 7.10 for solving the nonlinear system
of equations.

Hlustrative Example 7.7 Investment timing with operational flexibility

Using o = 0.05, p = 0.10, 0 = 0.20, I = 100, S'? = §>! =10, H = 2.5, and
F =20 as base parameters, we plot the value functions as in Fig.7.11. Note that
the functions % (E) and #5(E) are defined over the ranges (¢''2, c0) and (0, £>1),
respectively. Thus, #5(E) is a convex function that has the same gradient as 7/ (E)
at £2! and differs from it by exactly S>' at that point. Meanwhile, 7% (E) has a
pronounced convex shape only for relatively low values of E, whereas it becomes
asymptotically linear as E — oo. Indeed, for extremely high electricity prices, the
value of the option to shut down the plant is nearly zero. Consequently, an active
power plant’s value converges to that of a plant that operates forever. However, for
low electricity prices, it becomes optimal to suspend operations and switch to state 2.
Therefore, at £'2, #; (E) has the same gradient as %5 (E) and differs from it by S'2
at that point. Moreover, the suspension and resumption thresholds at $37.99/MWh
and $61.38/MWh, respectively, are lower and higher, respectively, than the now-
or-never NPV thresholds of $49/MWh and $51/MWh, respectively. Finally, the
value function in state O satisfies the value-matching and smooth-pasting conditions
with #;(E) — I at £€%!, which at $76.23/MWh is lower than that of $79.30/MWh
for &. O

Ilustrative Example 7.8 Sensitivity analysis of operational flexibility with respect
to volatility
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Fig. 7.11 Value functions with operational flexibility for « = 0.05, p = 0.10, 0 = 0.20, I = 100,
§12 =10,58*!' =10, H =2.5,and F = 20

By varying the volatility parameter, e.g., between 0.15 and 0.35, we investigate
the sensitivity of the thresholds and the relative value of flexibility. In Fig.7.12,
we show that higher volatility causes the thresholds to spread wider apart. Indeed,
greater uncertainty induces more hesitancy as the value of suspension from an active
state increases, but this value stems from the option value of keeping the discretion
to suspend alive. Likewise, from state 2, higher volatility increases the value of the
option to resume operations by moving to state 1. However, this also increases the
opportunity cost of exercising the option to resume operations, and, as a result, the
power company is more cautious in making the operational change. As for the relative
value of flexibility, we plot in Fig.7.13 the ratio of ag | from Eq. (7.24) to that from
Eq. (7.10) with respect to o. It increases with volatility because, intuitively, more
uncertainty gives more value to the flexibility option. Here, the power company
would be willing to pay about 3% more for a power plant with such flexibility.
A similar analysis for a California-based distributed generation unit may be found
in [39]. O

7.4 Modularity and Capacity Expansion

Rather than investing in a power plant all at once, it may be desirable to make
incremental capacity additions. One motivation for modularizing adoption of the
power plant is that the power company may prefer to observe how the electricity



7.4 Modularity and Capacity Expansion 291

100 T T T
90
80
70
60
50
40

30

Thresholds, €%, ¢12, €21 [§/MWh]

20

10

0 .
0.15 0.2 0.25 0.3 0.35

Fig. 7.12 Sensitivity of £€%!, £1.2, and 2! with respect to o with operational flexibility for o =
0.05, p = 0.10, 1 = 100, "2 = 10, $*! = 10, H = 2.5, and F = 20

price is unfolding and to match capacity to the needs to the market. For example,
technological advances have made it possible for small-scale modules, i.e., less than
300 MW, to be developed even for nuclear power plants [44]. By proceeding to add
capacity in an incremental manner, the power company may benefit from starting
cash flows sooner while adding larger modules later on [16]. Hence, although the
total investment costs of modular units may be higher than that of a single large
unit, these diseconomies of scale may be outweighed by the benefit from optimizing
capacity additions.

In order to explore such modular capacity expansion, we assume that the power
company may invest in a power plant of total capacity K = K' + K? either directly or
sequentially. Without loss of generality, we assume that the capital cost from “lumpy”
investment, /, will be the same as the total capital cost from the modular approach,
i.e., I' + I?, where I/ is the capital cost of module j. This may be extended to treat
an arbitrary number of modules as well as operational flexibility. Thus, although
we ignore total economies of scale, we nevertheless have I’{—II < 11{—22, i.e., relative
diseconomies of scale in integrating the second module, which reflect difficulties
associated with modifying fixed infrastructure. This is similar to the assumption
made by [25, 40].

Figure 7.14 illustrates the sequence of decisions that are possible under the direct
and modular investment strategies. In the former, the only possible transition is
between states 0 and 2. Proceeding backward, state 2 is one in which both modules
are active, i.e., the power company has a perpetually operating plant that outputs
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K MWh of electricity per year and costs I to install. Thus, the value in state 2,
assuming that the electricity price follows a GBM as in Eq.(7.1), a heat rate of H, a
fuel price of F, and an exogenous discount rate of p, is:

KE _ KHF
el (7.28)

p—a o

WH(E) =

In state O, the value function reflects simply the option to invest directly in such a
power plant. Consequently, by following the same argument as in Egs. (7.4)—(7.5),
we have:

W (E) = af \EP. (7.29)

We let the ¢ denote a “direct” investment strategy with the corresponding endogenous
ao |- Via value-matching and smooth-pasting conditions between the functions in
Eqgs. (7.28) and (7.29), we obtain the optimal investment threshold price by following
the direct investment strategy:

02 — ﬂ‘) = [i H—F} 7.30
§ (,31 (p )K+p : (7.30)

Analogously, we have:
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By contrast, with a modular investment strategy, the power company first invests
in a module of annual output K, i.e., going from state O to state 1. In state 1, its
value function includes not only the expected PV of cash flows from a module that
operates forever but also the option to upgrade to the second module. Thus, the value
function in state 1 is:

K'E  K'HF

p—a o

W(E) = a1 EP +

(7.32)

Finally, the value function in state O reflects the option value to invest in the first
module with the subsequent option to acquire the second one:

Wo(E) = ap EP'. (7.33)

Under the modular strategy, we need to solve for two investment thresholds, 51'2 and
£01 as well as ap,1 and ap ;. We obtain these via four value-matching and smooth-
pasting conditions:

W] (&-1,2) — % (51,2) _ 12
Klg!? B K'HF  K§&'? _KHF

= a6 4 2 (734a)
p—« p p—a  p
fW]/ (51,2) — %/ (51,2)
_ K! K
= Brap T —— = (7.34b)

p—a p—a
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% (EO,I) — W] (EO,I) _ Il
k'™ K'HF

= ao,lgo’lﬁ] _ al’lgo,ml + (7.34¢)
p—a )
W3 (601) = 77 (62
1— 1— Kl
= Brag """ = Bray 9 4 e (7.34d)
The analytical solutions are:
1.2 Bi I* HF
T= - — +— 7.
§ (ﬂl—l)(p 06)[1(2+p (7.35)
K? (51,2)17131
ag = 7.36)
M TR - (
0.1 B I' HF
B (e - e 7.37
§ (ﬂl_l)(p a)[Kler (7.37)
K! (50,1)1—&
ap =day + —FJ————. (7.38)
M B -

In comparing the solutions, we note that £%! is independent of &'2. Indeed,
although the value in state O is affected by that of state 1 (since ap,; depends on a; 1),
the timing of the investment in the first module is myopic, i.e., it is as if the second
module did not exist. This is due to the structure of the sequential decision-making
problem. Recall that the investment is delayed up to the point that the marginal ben-
efit of waiting equals the marginal cost of waiting. From Sect. 7.2, we know that the
former quantity is related to starting the plant at a higher price and reducing the dis-
counted investment cost. Meanwhile, the marginal cost of waiting is the opportunity
cost of not earning cash flows from an active power plant. Now with a subsequent
module, the marginal benefit of waiting additionally includes the discounted expected
marginal benefit (from having to wait less until the second module is installed after
the first one is adopted) and the discounted expected marginal cost (from having to
wait longer from the initial point until the option to install the second module is avail-
able). These two extra marginal values cancel out, thereby rendering the effect of the
second module on the timing inconsequential. In order to examine the properties of
modularity, we next perform Illustrative Examples 7.9 and 7.10.
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Fig. 7.15 Value functions with direct investment strategy for @ = 0.05, p = 0.10, 0 = 0.20, ] =
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Ilustrative Example 7.9 [nvestment timing with modularity

Leta =0.05, p =0.10, I' =40, 1> =60, K' =0.5, K> =0.5, H = 2.5, and
F =20. Thus, I = 100 and K = 1.0, and o is allowed to vary between 0 and 0.35.
First, Fig.7.15 indicates the value functions with a direct investment strategy. Here,
investment occurs when the electricity price reaches a threshold of $79.30/MWh.
Second, in Fig.7.16, we have the modular investment strategy. As expected, the
first module is adopted at a lower threshold, i.e., $78.31/MWh, than in the direct
investment strategy. A subsequent price increase to $81.95/MWh is required to trigger
adoption of the second module. (]

Ilustrative Example 7.10 Sensitivity analysis of modularity with respect to volatil-
ity

In performing sensitivity analysis, we examine how the thresholds change with
uncertainty in Fig.7.17. As anticipated, all thresholds increase with uncertainty,
with those related to the modular investment strategy sandwiching the one for the
direct investment strategy. The relative value of flexibility from following a modular
approach is sketched out in Fig.7.18. For the base case of a = 0.05, this relative
value is barely 0.1 %. However, with a lower annualized percentage growth rate, it
can comprise nearly 5 % of the project’s value. The reason is that a modular strategy
enables the power company to take advantage of revenues from the more economic
module even at relatively low prices before waiting for the right time to complete the
project. Finally, this relative value of modularity decreases with uncertainty since
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Fig. 7.16 Value functions with modular investment strategy for « = 0.05, p = 0.10, o = 0.20,
I'=40,1>=60,K' =0.5, K> =0.5, H =2.5,and F = 20
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Fig. 7.17 Optimal thresholds under direct and modular investment strategies for « = 0.05, p =
0.10, 7' =40, 1> =60, K! =0.5, K> = 0.5, H = 2.5, and F = 20
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an increase in o warrants delaying investment of any type. Hence, there is less dis-
crepancy between the direct and modular investment strategies. See [31, 38] for
applications of the modular investment approach to gas-fired power plants and dis-
tributed generation facilities, respectively. O

7.5 Continuous Capacity Sizing

Up to now, we have examined managerial discretion with respect to investment tim-
ing, operations, and modularity while assuming that the size of the completed power
plant is simply a constant parameter, K. In reality, the size of the power plant itself
may be a decision variable. Subject to land, permitting, and resource constraints, the
power company may scale the plant’s capacity in order to maximize profit. Depending
on the type of plant, the sizing decision may be considered continuous or discrete. For
example, in an analysis of distributed generation investment, [29] models gas-fired
units as having discrete capacity sizes with batteries and solar photovoltaic panels
having capacities that are continuous decision variables. Likewise, [2] examines the
optimal investment timing and capacity sizing problem of a run-of-river hydropower
plantin Norway by assuming that the scaling decision variable is continuous. By con-
trast, [14] treats the capacity sizing decision of a wind farm as a discrete one. Thus,
either assumption may be valid depending on the characteristics of the technology
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and siting constraints. In this section, we assume that the endogenous sizing deci-
sion is continuous and follow in the spirit of [6]. A discrete treatment of the sizing
decision is implemented in the next section.

As in previous sections, we assume that the power company has the discretion to
invest in a power plant at a time of its choosing after which it will earn a profit flow
that equals the stochastic revenue from electricity sales and a deterministic operating
cost. Now, in addition, the power company may also determine the size of the plant,
k (E), which depends on the electricity price and is the solution to the following
now-or-never expected NPV maximization problem:

- ﬂ} K — 7(K). (7.39)
p—a  p

k (E) = argmax |:
K

We assume increasing marginal construction costs because of land and material
restrictions, for example. Thus, the investment cost is:

J(K) = AK?, (7.40)

where A > Oand B > 1 are deterministic parameters. Consequently, with this convex
investment cost, the optimal capacity size is obtained by differentiating the right-hand
side of equation (7.39) with respect to K and setting it equal to zero:

L _HE _ ABk(E)®~'=0

= ) = man | [ (£ - 25)]7 o). (.41

p—a 0

Hence, the maximized expected now-or-never NPV is obtained via substitution of
Eq.(7.41) into the right-hand side of Eq.(7.39):

0, ifk(E) =0

WE; k(E)) — F(k(E)) = = 7.42
ERED I [ (- 22) ] ™ 7). otervise. T

M(E; k(E)) — F(k(E)) indicates the maximized expected NPV of the power
plant given that it is optimal to construct immediately. However, besides this
sizing flexibility the power company also has discretion over the investment timing.
As in previous sections, it is possible to show that the value of the option to invest
is:

Wo(E) = ag  EP'. (7.43)

We next determine the optimal investment threshold via value-matching and smooth-
pasting conditions between the functions in Egs. (7.42) and (7.43):
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_B_ _L

b 3 HF |51 1\ (B—1
ap, 1" = b —a - 7 B 5 (7.44a)

po = (! 5 HE]™ (1™ 7.44b
Brao,1§ _(,o—a) b p (E : (7.44b)

Although Eqgs. (7.44a) and (7.44b) are highly nonlinear, it is possible to solve them
analytically for &:

_(p=—a)HFB(B - 1)

= 7.45
: p (B (B—1)—B) (74

Finally, by substituting £ from Eq. (7.45) into Eq. (7.41), we obtain the optimal capac-
ity size at the investment threshold price:

k(&) = I:Lﬂ (L)][M, (7.46)
AB p \B(B—1)-B

where we must ensure that 8;(B — 1) — B > 0.

Ilustrative Example 7.11 [nvestment with continuous capacity sizing

In order to gain more intuition about having flexibility over capacity sizing, we per-
form numerical examples with the following parameter values: « = 0.01, p = 0.10,
A=265%x10,B=2,H =2.5,and F = 20. We allow the volatility, o, to vary
between 0.01 and 0.10. The parameter A corresponds approximately to the invest-
ment cost of a typical gas-fired power plant. For example, the 430 MW CCGT
plant built in Aghada [41] cost $371 million. Since this is close to the capacity
cost of $876/kW assumed in Sect. 7.2, we use it to calculate a total investment cost
for this plant to be $377 million. By inserting this value into Eq. (7.40), we obtain

A= % = 2.65 x 107>, Using these parameters, we obtain the value func-

tions given in Fig.7.19. Here, the function % (E; k (E)) — .# (x (E)) represents the
maximized expected NPV of the power plant from Eq. (7.42). In other words, this
nonlinear function assumes that there is no discretion over the timing of the invest-
ment, but the capacity of the plant may be determined optimally as a function of the
current electricity price, E. This now-or-never capacity size, ’;;f&, is illustrated in
Fig.7.23 for different values of E and is linearly increasing as long as the electric-
ity price is high enough to cover the discounted operating costs. A doubling of A
simply reduces the optimal now-or-never capacity level. For this reason, the maxi-
mized expected NPV in Fig.7.19 is bounded by zero. Taking the value of waiting
into account means that it is optimal to invest in the plant only when the price of
electricity hits the threshold &, which is $90/MWh in this case. Thus, the difference
between the functions #4(E) and #,(E; k (E)) — ¥ (k (E)) reflects the value of this
deferral option. Finally, the linear function % (E; k (§)) — .# (k (§)) is one in which
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Fig. 7.19 Value functions with capacity sizing, o = 0.10, and A = 2.65 x 10>

there is no discretion over either investment timing or capacity sizing. As such, it
reflects the now-or-never expected NPV of investing in a power plant of optimal
capacity % = 1075 MW immediately. Consequently, since the firm has no subse-
quent flexibility over its decision-making, it is exposed to losses if the electricity price
decreases. Figure 7.20 repeats this figure for a doubled marginal cost of investment,

ie,A=531x107. O

Ilustrative Example 7.12 Sensitivity analysis of investment with continuous capac-
ity sizing with respect to volatility

We next conduct sensitivity analysis with respect to the volatility, o. In Fig.7.21,
we plot the optimal investment threshold price, &, and note that it increases monoton-
ically. Interestingly, it is independent of the A parameter, i.e., a higher marginal cost
of capacity will not affect the optimal timing of investment. This is also evident
analytically from Eq. (7.45). The explanation for this result is provided by what hap-
pens to the optimal capacity size. In Fig.7.22, we plot both the optimal capacity
size, %, and the now-or-never capacity size, %, at the current electricity price of
$50/MWh as given in Eqs. (7.46) and (7.41), respectively, for two levels of A. Since
the now-or-never decision is independent of the volatility, it is constant for all values
of o at 119.45 MW (and 59.72 MW for the higher value of A). By contrast, optimal
capacity sizing is based on waiting until the electricity price hits £ and building a
power plant of the appropriate size. For o = 0.10, this is 1075 MW (and 537.50
MW for the higher value of A). Hence, as uncertainty increases, it is optimal to
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Fig. 7.20 Value functions with capacity sizing, 0 = 0.10, and A = 5.31 x 107>
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Fig. 7.21 Optimal investment threshold price with endogenous capacity sizing as a function of
volatility, o
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Fig. 7.22 Optimal capacity size as a function of volatility, o

wait longer and to build a larger plant, but the impact of a higher marginal cost of
capacity expansion is absorbed into the sizing decision only and leaves the optimal
investment threshold unchanged. Finally, Fig.7.23 plots the now-or-never capacity
size, %, from Eq. (7.41) as a function of the current electricity price to indicate the

linear dependence as long as the price is high enough to cover operating costs. [

7.6 Mutually Exclusive Technologies

In the previous section, we assumed that it is possible to determine the size of the
power plant endogenously as a continuous variable. While this supposition may be
valid for certain types of facilities, it does not hold for those that are available only
in discrete capacity sizes. For example, wind turbines and nuclear reactors cannot
be scaled continuously. Likewise, even smaller gas-fired generators are typically
optimized for performance and are available in discrete sizes [29]. Thus, in choosing
capacities [14] or between different technologies [37, 43], it is also desirable to
consider mutually exclusive discrete alternatives from the viewpoint of real options.

In this context, [11] proposes a simple adjustment to the standard real options
treatment of investment under uncertainty when considering any finite number of
discrete investment opportunities under uncertainty. For example, with two projects,
Jj = 1,2, of discrete size as given in Fig.7.24, [11] would proceed as follows:
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Fig. 7.23 Now-or-never capacity size as a function of initial electricity price, £
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Fig. 7.24 Independent real options analyses of two discrete-sized projects, 1 and 2, for o = 0.30
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1. Find the optimal investment thresholds, & I, along with the endogenous coeffi-
cients, aj ;, from independent real options analysis of each alternative.

2. Let j* = argmax {a&l } be the project with the higher option value coefficient.
J
3. If the current price, E, is less than project j*’s threshold, £/°, then wait for the
threshold £/” to be hit and invest in project j*; otherwise, if E > £/, then invest
immediately in the project with the highest expected NPV, #;(E) — I/.

This procedure seems sensible, but it can break down when the option value coeffi-
cient for the smaller project is higher than that for the larger project, i.e., 01(1)’1 > a& I
and the initial electricity price is equal to the indifference level between the two
NPVs. In such a situation, [11] would suggest tossing a coin to break the tie. How-
ever, given the uncertainty in the electricity price, it seems intuitive that waiting for
more information would be optimal in such a situation.

Following this line of reasoning, [ 7] allows for the value of the option to invest to be
discontinuous, i.e., dichotomous with an upper branch that straddles the indifference
point, E, at which the two projects’ expected NPVs are equal. Specifically, if we let
the now-or-never expected NPV of project j = 1, 2 be defined as:

K'E K/HIF
p—a o

W(E) -1 = — 1. (7.47)

In order to have a tradeoff between the two projects, we assume that K> > K! and
I? > I' such that I'/K' < I?/K?. Without loss of generality, we set H' = H?.
Thus, the power company has a mutually exclusive choice between a smaller but
relatively less costly (plant 1) or a large but relatively more costly (plant 2) option
along with the right to determine the timing of the investment decision. By setting
the expected NPVs of the two projects equal to each other, we find the indifference
point:

172 gl _ g2y?
E:(p—oo[p(l I’)+F(K'H KH)] (7.48)

0 K! - K2

If we do a real options analysis of each project j independently, i.e., assuming
that the other project does not exist, then we obtain the usual optimal investment
threshold prices and endogenous coefficients via value-matching and smooth-pasting
conditions:

(BN
o = (1) o2 e ] (7.49)

, K (&) "

= . 7.50
1= B —a) (7:30)
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Hence, the independent value of the option to invest in project j is simply
Wi (E) = aj \EP. (7.51)

The procedure in [7] for dealing with such mutually exclusive investment oppor-
tunities is as follows:

1. Order the projects by their capacities.

2. Find af , for each project ;.

3. If @, < ag . then the value of the option to invest will not be dichotomous
because the larger project dominates the smaller one. In this case, the value of the
investment opportunity is simply #4(E) = #7(E), i.e., project 1 can effectively
be ignored.

4. Ifag, > a3 |, then the value of the option to invest will have two waiting regions:

a. E € [0, £"), whichinvolves waiting for the price to increase until it is optimal
to invest in project 1.

b. E e (¢, &%), which involves waiting for the price to decrease (increase)
until it is optimal to invest in project 1 (2).

The value of the investment opportunity is thus:

aj EP, if E €[0,&")

%(E) = aREﬂl +aLEﬁ27 ]fE € (%_L»%_R)'

(7.52)

Thus, the dichotomous value function in Eq.(7.52) is defined over two ranges.
Although &' and a | are known, the thresholds, " and £ ¥, as well as the coefficients,

a’ and a®, must be found endogenously via value-matching and smooth-pasting
conditions between the second branch of #4(E) in Eq.(7.52) and %/ (E) — I’ as
follows:

Wo@Eh) = Eh -1

ﬂ ﬂ 1L 1 1
=t (1)t () = BE - EEE 0 s
AW (E) _ d"f/]](E)‘
dE E=¢L dE E=¢L
= Biak (EL)ﬂH + Boat (SL)ﬁrl - ffa (7.53b)

HoER) = WP ED) - 17

= gR (SR)ﬁI +al (ER)132 _ % _ @ _ 2 (7.53¢)
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m‘ - wE
dE E=ER - dE E=§R
—1 —1
= pia® (£F)" 7 + prat (7)) = £ (7.53d)

The system in Eqs. (7.53a)—(7.53d) is highly nonlinear and must be solved numeri-
cally. Asin Sect. 7.3, guesses for the four unknowns are required. Reasonable guesses

for&L and £ are SI%E and &2, respectively. Likewise, a guess for a® may be obtained
by dropping the Bra” (& R)ﬁr1 term in smooth-pasting Eq. (7.53d) to solve explicitly
for the remaining option value coefficient. This may be substituted into the remaining
smooth-pasting Eq. (7.53b) to obtain a guess for a’.

Ilustrative Example 7.13 Mutually exclusive investment with high volatility

In order to illustrate how the waiting region may be dichotomous, we perform a
numerical example with p = 0.04,« =0, K' =1, K> =29, I' =100, and I*> =
900. Without loss of generality, we set ' = 0 and allow o to range from 0.05 to 0.30.
In other words, plant 2 is almost three times as large but has an investment cost that is
nine times as high as that of plant 1. Note that these parameter values are different from
those in Sect. 7.2 in order to obtain a nontrivial result with ay ; > ag , for low values
of volatility. Figure 7.24 illustrates that the two projects may be analyzed separately
for a relatively high value of o, i.e., 0.30. Here, it is clear that a), < ag,,. because
WP (E) > ¥, (E). Thus, the optimal strategy is simple: the power company should
disregard plant 1 and wait for the electricity price to hit the threshold &2 = 34.30.
The corresponding value functions are indicated in Fig.7.25. ([

Ilustrative Example 7.14 Mutually exclusive investment with low volatility

With a relatively low level of volatility, e.g., o = 0.15, we have a;, > at ;.
Consequently, the waiting region becomes dichotomous with an upper region
around the indifference price, E = 16.84. This upper waiting region, reflected by
aREP 4 a' EP>, extends from £- = 11.89 to £¥ = 21.71. For comparison, we have
£' = 6.76 and £2 = 20.97. Figure 7.26 shows that the lower portion of the #4(E)
function is precisely %' (E). O

Ilustrative Example 7.15 Sensitivity analysis of mutually exclusive investment
with respect to volatility

As o is varied, we obtain waiting and immediate investment regions for the two
plants considered together in Fig.7.27. For o < 0.21, it is impossible to disregard
plant 1, and the dichotomous value of waiting must be considered. For example,
with o = 0.15, there are lower and upper waiting regions. In the former, the power
company should wait until the electricity price increases to &£ ! before investing imme-
diately in plant 1. By contrast, in the latter, the power company may end up investing
in either plant 1 (if the price drops to £%) or plant 2 (if the price increases to £%).
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Fig. 7.25 Mutually exclusive investment opportunity in two discrete-sized projects, 1 and 2, for
o =0.30
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Fig. 7.26 Mutually exclusive investment opportunity in two discrete-sized projects, 1 and 2, for
o =0.15
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Fig.7.27 Investment and waiting regions for a mutually exclusive investment opportunity in plants
1 and 2

However, if the current electricity price is in the range [£', £L] or [£R, 00), then it
is optimal to invest immediately in plant 1 or 2, respectively. The MATLAB code in
Sect. 7.10 solves the nonlinear systemin Eqs. (7.53a)—(7.53d) and generates Fig. 7.27.
As [7] illustrates using a similar numerical example, the percentage gain from opti-
mally delaying investment at the indifference price relative to investing immediately
as suggested by [11] may be substantial. In our example, it will be 18.31% for
o = 0.15. Finally, this mutually exclusive analysis may be extended to allow for
switching options as in Sect.7.4, i.e., having the right to switch from plant 1 to 2
[14], or allowing for subsequent improvement in the performance of one of the two
plants [37]. O

7.7 Risk Aversion

In previous sections of this chapter, we assumed that the decision maker, i.e., typically
a power company, is risk neutral because its objective is to maximize expected profit.
While this may be justified if the standard assumptions of finance, viz., complete
markets, hold and risk may be diversified by holding a portfolio of freely traded
assets, such a supposition may not hold in practice. For example, besides market risk,
power companies in the electric power industry may be exposed to heterogenous
risk stemming from technological uncertainty associated with R&D in renewable
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energy technologies or the possibility of a change in policy support. Moreover, some
municipally owned power companies may be inherently risk averse since they are
answerable to a more conservative class of investor. Either way, it would be desirable
to expand the framework for analysis to permit the decision maker to be risk averse
when solving optimal timing or technology choice problems.

Taking the perspective of [19], we embed a utility function into the real options
framework in order to examine how a risk-averse investor may make decisions under
uncertainty with the deferral option. In the economics literature, constant relative
risk aversion (CRRA) is a standard workhorse for both its analytical tractability and
its desirable property that the fraction of wealth placed in a risky (as opposed to risk-
free) asset by a decision-maker is independent of the initial level of wealth [33].! In
particular, the CRRA utility function with relative risk aversion parameter0 < y <1
has the form:

B ifo<y <1

U (E) = [ = (7.54)

Y
V .
In E, otherwise.

Hence, as a concave function, % (E) captures the risk aversion of a conservative
investor.

One difficulty with incorporating the CRRA utility function is the treatment of
the operating costs. This is because the function is not separable in E and HF, i.e.,
%(E —HF) # % (E)— % (HF). Since we would like to avoid working with a
function of the form % we decompose the cash flows using the approach of
[4], in which operating costs are also included in a risk-averse analysis of real options
decision making. Suppose that at the current time, i.e., # = 0, the power company has
set aside all of the cash that it will need to pay for a power plant of nominal annual
output 1 MWh that will cost / to build and will incur operational costs of HF per MWh
of electricity generated. If the power plant operates forever after construction, then
its discounted investment and operational costs are [ + % (assuming a subjective
discountrate p). This lump sum is assumed to be sitting in an interest-bearing account
earning the same discount rate until the plant is constructed at optimal time 7, which

implies an instantaneous cash flow of p (I + %) Consequently, the discounted

(to time 0) utility of the cash flows from this lump sum is fot e Y (HF + pl)d:t.
Given that the power plant starts to earn revenues, E;, at time 7 that follow a GBM,
the time-zero discounted expected utility of the cash flows is:

/ e " U HF + pl)dt +Eg [/ e 'Y (E,) dt} , (7.55)
0 T

where E is the electricity price at + = 0. Now, since the first term in Eq. (7.55) may
be reexpressed as [, e "% (HF + pl)dt — [~ e "% (HF + pl)dt, we can

10The CRRA utility function is itself a special case of the hyperbolic absolute risk aversion (HARA)
class employed in studies of investor behavior.
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de facto decompose the cash flows as follows:

/ooe_m% (HF + pl)dt + Eg |:/Ooe_'°l{02/ (E)) —%(HF+pI)}dli| .
0 T
(7.56)

From the law of iterated expectations and the strong Markov property of the
GBM, ! the conditional expectation in Eq.(7.56) may be rewritten as follows:

Eg[[ e {% (E) — % (HF + pD)}d1]
=Er e ""Eg, [ [, e " {% (E,) — % (HF + pl)}dt]]. (7.57)
Since the first term in Eq. (7.56) is a constant, it may be ignored in determining the
optimal time to invest. Thus, Eq.(7.57) is the discounted (to time ¢ = 0) expected
utility of cash flows from a power plant that becomes active at T and operates forever.

Intuitively, the inner conditional expectation’s independence from E means that the
two expectations may be separated as follows:

Eg [e“IEE, [ / e (B - U (HF + pl)}dtﬂ
0

=Eg [¢7" ] B, [ / e By - (HF + pl)}dt}
0

= E [e—m][ BB % (E:) _ U(HF +pl)
g p(A—Bi—y)(A—Pr—7) P

] . (7.58)

In moving from the second to the third line of Eq. (7.58), we use Theorem 9.18 from
[24], which finds a closed-form expression for the conditional expectation of an
integral of a function of a Brownian motion. Here, 8; > 1 and B, < 0 are again the
positive and negative roots, respectively, of the characteristic quadratic function in
Eq. (7.8). Hence, the value of the investment opportunity for a risk-averse decision-
maker may be formulated as the solution to the following optimal stopping-time
problem:

#o(E) = supEg [e7F7] [ B1B2% (Ex) _ %(HF + pl)]
T

. (1.59)
pd=p1—y)d=p2—vy)
Using the fact that the conditional expectation of the stochastic discount factor is

B
of power form, i.e., Eg [e 77| = (Ei) l , as shown on page 315 of [12], and letting &

denote the optimal threshold price, we can recast the optimal stopping-time problem
in Eq.(7.59) as the following unconstrained nonlinear maximization problem:

These effectively imply that price values after t are independent of the values before T and depend
only on the value of the process at 7.
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E)ﬂ[ BB (&) ~ %(HHpI)]

#y(E) = max (—
e>E \ € p(l=B—y)A =5 —vy) Iy

(7.60)

Taking the first-order necessary condition with respect to £, we obtain the following:
\A BiBaE T
E 1826
(E ) p(1—P1—y)(1—P2—)
Bi - -
_ £ 1 BiBaE _ HF+pD' | _
P (s) (s) [p(l—ﬁl—w(l—ﬂz—y)(l—y) p(1—-y) ] =0. (7.61)

Solving Eq.(7.61), we obtain the following optimal investment threshold price:

£ = (%) T HF + 1), (7.62)
2

Note that although investment thresholds are typically expressed in terms of gy, e.g.,
as in Sect. 7.2, here it is more expedient to use ,. Using the fact that 8, 8, = — (27—’2’, it
can also be verified that £ is the same as the investment threshold under risk neutrality
from Eq.(7.13) for y = 0. Although we have a closed-form expression for the opti-
mal investment threshold under risk aversion, it is possible to prove analytically that
the threshold increases with both volatility and risk aversion as one would expect.
However, the proofs are tedious and are carried out in full in [4]. Intuitively, itis impor-
tant to stress that both volatility and risk aversion increase the optimal investment
threshold price but for vastly different reasons: greater uncertainty delays investment
because the value of waiting for more information increases, thereby also increasing
the opportunity cost of exercising the option to invest. By contrast, since greater
risk aversion lowers the inherent payoff of an active power plant, it also reduces the
marginal cost of delaying investment, which consists exclusively of stochastic cash
flows, by more than the marginal benefit (see [4] for a rigorous proof).

Ilustrative Example 7.16 [nvestment under uncertainty with risk aversion

In order to illustrate the properties of optimal investment with a deferral option
from the perspective of a risk-averse power company, we perform numerical exam-
ples with the following parameter values: p = 0.1, « = 0.05, H = 2.5, F = 20,
I =100, 0 =0.20, and y € [0, 1). These are the same values as in Sect.7.2 for
ease of comparison. Indeed, when y = 0, all results collapse to the risk-neutral
ones. In Figs.7.28 and 7.29, we draw the expected utility functions for y = 0.25
and y = 0.75, respectively, corresponding to the expression in Eq.(7.58). Notice
that the curves denoted by p(lﬂglfz;z/(f;iry) — ZUHTEPD gre concave, as is to be
expected for a risk-averse decision-maker. The value of the option to invest given
this attitude toward risk is reflected by the curves #{(E) as defined in Eq.(7.60).
Although they are convex and always nonnegative, compared to the corresponding
curve in Fig. 7.4, the value of the option to invest has been eroded. Furthermore, the
investment threshold is slightly higher, i.e., £ = 80.04 and & = 81.76 for y = 0.25
and y = 0.75, respectively, compared with & = 79.30 for the risk-neutral case. [J
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Fig. 7.28 Value of investment opportunity and expected utility of NPV for y = 0.25

Ilustrative Example 7.17 Sensitivity analysis of investment thresholds with respect
to relative risk aversion and volatility

In Fig.7.30, the optimal investment thresholds are indicated for various levels
of relative risk aversion and volatility. As discussed, greater risk aversion increases
the optimal investment threshold because of the lower valuation of the power plant.
Thus, in order to justify investment, a higher trigger price is required. Although
greater uncertainty also increases the optimal investment threshold price, it does so
for a different reason, i.e., the higher value of waiting. These two parameters interact
in order to increase the threshold yet further. ]

Ilustrative Example 7.18 Sensitivity analysis of the value of the investment invest-
ment opportunity with respect to relative risk aversion and volatility

Figure7.31 assesses the extent to which risk aversion affects the valuation of
the investment opportunity at some arbitrary common initial electricity price (here,
E = 50). In particular, we plot the ratio of #{(E) from Eq. (7.60) (with risk aversion)
to that from Eq. (7.10). When y = 0, the ratio is simply one, but it decreases rapidly
as y increases. For example, this ratio becomes just 0.25 for y = 0.25 and drops
thereafter to only 0.02 for y = 0.75. A higher volatility exacerbates this reduction,
whereas a lower volatility has the opposite effect. ]
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Fig. 7.29 Value of investment opportunity and expected utility of NPV for y = 0.75
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Relative value of investment opportunity
o

Fig. 7.31 Value of investment opportunity relative to a risk-neutral case as a function of relative
risk aversion, y, and volatility, o, at initial electricity price, E = 50

7.8 Summary and Extensions

In this chapter, we address discretion over investment timing, technology choice,
and capacity from the perspective of a single power company facing uncertainty in
the electricity price. We also investigate how the optimal decision would change if
the company were risk averse or could modularize its investment. Throughout, we
model uncertainty using a GBM and assume a simple proposition for investment in
order to facilitate analytical tractability from which we could formalize managerial
insights. For example, we show how operational flexibility is used to increase the
value of the investment opportunity while also lowering the optimal threshold price
vis-a-vis the case without operational flexibility. Assessment of such flexibilities,
and indeed others involving investment strategies or capacity sizing, would not be
possible from the traditional now-or-never NPV approach to decision making.
Specifically, we begin by discussing the limitations of the now-or-never NPV
approach in Sect.7.1. When applied correctly, it can provide insights about opti-
mal investment timing since the maximized NPV is the upper envelope of several
mutually exclusive projects, each starting at a different point in time. However, since
only discrete time points are considered, it is cumbersome to analyze every conceiv-
able starting date for a given project. Furthermore, it is impossible to distinguish
between two power plants of the same capacity that have different levels of opera-
tional flexibility. In order to overcome these limitations with the now-or-never NPV
approach, the real options methodology is developed in Sect.7.2. Using an elegant
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continuous-time approach, it solves the optimal investment timing problem as a sto-
chastic dynamic program. Under the assumption of a GBM for the electricity price,
a closed-form solution for the optimal investment threshold price is obtained, which
facilitates comparison with the now-or-never NPV threshold to show that the real
options approach recommends postponing investment precisely because of the value
of waiting. Thus, unlike the now-or-never NPV approach, the real options approach
detects the effect of increased uncertainty on the opportunity cost of killing the
discretion to wait for more information. Somewhat paradoxically, the real options
approach attributes a higher value to the investment opportunity even as it recom-
mends more caution in pulling the investment trigger. This so-called hysteresis in
making decisions involving fixed costs is present in many real-world decisions, e.g.,
farming and unemployment [5, 10]. Empirical work to detect its effects is relatively
new, but a study of small run-of-river hydropower plants in Norway tries to examine
how uncertainty in government subsidies for renewable energy technologies affected
investment timing [26].

Besides tackling the issue of investment timing, we consider operational flexibility
in Sect.7.3. Such embedded options to change the operating status of the power
plant in response to fluctuations in market conditions after the initial investment
decision surely affects not only the value of the initial opportunity but also the
optimal investment threshold. We show how to handle such operational flexibility
by first using backward induction to value an active power plant that may switch
between active and idle states. Next, we use the value of an active plant to determine
the value of the investment opportunity and find that the added flexibility lowers the
investment threshold while increasing the option value of investing. Furthermore,
the value of this operational flexibility is shown to increase with volatility. Rather
than having two operating states, it may be possible to have an arbitrary number
or a continuous scale of output captured by a production function (see Chap.6 of
[12]). In a similar vein, Sect. 7.4 examines the possibility of building a power plant in
stages. Although the modular investment strategy is always worth more and results
in a lower initial threshold price for investment, somewhat surprisingly, the relative
value of modularity decreases with uncertainty. This is because greater uncertainty
makes it desirable to delay investment of any kind.

We also investigate the possibility of selecting the size of the power plant as
an endogenous variable while also considering the deferral option. In Sect.7.5, the
capacity sizing decision is treated as continuous. Here, we again use backward induc-
tion to determine first the optimal size of the plant given that it was optimal to proceed
with investment. The optimal size is a monotonic function of the electricity price and
is subsequently substituted into the expected NPV function over which the opti-
mal timing analysis is performed. We find that greater uncertainty leads to higher
installed capacity simply because itis also beneficial to delay investment. By contrast,
in Sect. 7.6, we consider mutually exclusive plants of discrete sizes. These could also
be interpreted as competing technologies. Unlike the previous analyses, we show that
it may be optimal to have a second waiting region around the indifference point of
the two projects’ expected NPVs, thereby rendering the option value dichotomous.
This is particularly likely to occur for relatively low values of uncertainty. Finally,
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in Sect.7.7, we relax the assumption of a risk-neutral power company to take the
perspective of a risk-averse decision maker, e.g., a municipal authority. We recast
the real options problem as an optimal stopping-time problem with a concave utility
function driving the investment decision. As expected, greater risk aversion makes
the investor more cautious and, thus, increases the investment threshold price.

Clearly, it is straightforward to develop real options models to analyze investment
projects in the electricity industry that have two or more of the aforementioned char-
acteristics. For example, [14] combines mutually exclusive wind turbine investment
opportunities with the possibility of a follow-on project after the initial installation
reaches the end of its lifetime. However, there are three areas for further analysis that
have not been covered in this chapter. First, we have used investment in a single power
plant (or mutually exclusive alternatives) as a motivating example. However, analysis
of investment in transmission lines from a real options perspective would also be suit-
able as long as their peculiarities are taken into account. One such complication is the
fact that transmission lines may take on the order of a decade to plan and construct
as opposed to two to three years for most fossil-fueled power plants. Thus, neither
the lead time nor the uncertainty involved in the planning process may be neglected.
Given this background, [36] models uncertainty in the initial regulatory decision as
a function of the market uncertainty. Their motivation is Hydro-Québec’s proposal
to construct an interconnection to the neighboring province of Ontario. In this work,
although higher benefits from constructing the line will result in a higher proba-
bility of regulatory approval, there is still uncertainty in the authorization process.
Another complication with assessing transmission investment is that the construc-
tion of an interconnection may change the very nature of the anticipated cash flows,
i.e., the transmission owner’s profit from collecting congestion rents on the new line
[18, 23]. In considering the mutually exclusive option to build interconnections of
various sizes between Norway and Germany, [13] addresses the impact that such
a link would have on the nodal price differences in the connecting regions of the
two countries. Consequently, these authors first run a bottom-up model to estimate
the impact that such transmission links will have on the electricity price differences
before incorporating them into the real options analysis.

A second facet that we have not covered in this chapter is real options analysis
with two or more sources of uncertainty. Such a consideration may be important
because in addition to the electricity, the cost of investment and the price of fuel may
be stochastic along with other parameters, e.g., government subsidies for renewable
energy technologies. Recall that with a single source of uncertainty, we end up solv-
ing an ODE. Analogously, with multiple uncertain factors, we can follow a similar
valuation procedure using stochastic dynamic programming to obtain a partial dif-
ferential equation (PDE). In general, PDE:s are difficult to solve analytically because
a free boundary rather than an optimal trigger must be obtained endogenously. Under
certain conditions, e.g., when the payoff of the project is homogeneous in the under-
lying stochastic parameters, the resulting PDE may be reduced to an ODE through
the use of a numéraire. For example, if the expected NPV of a power plant effec-
tively depends on the relative value of the electricity price and investment cost, then
their ratio is what ultimately drives the investment strategy. This dimension-reducing
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technique is outlined in [12, 30] (see Chap.6). However, in general, homogeneity
may not hold, e.g., when it is the electricity price and fuel price that are uncertain with
a deterministic investment cost. In that case, the expected NPV of the plant cannot
be expressed via a numéraire, and an analytical procedure to solve the resulting PDE
is required. By guessing at a solution of the power form (when the underlying uncer-
tainties follow GBMs), [ 1] shows rigorously how to obtain quasi-analytically the free
boundary and related coefficients. This approach has been applied to problems in
the energy sector, e.g., investment in carbon capture and sequestration technologies
[17, 34].

A third and final main feature of real options analysis that we have not included
in this chapter is game-theoretic interactions. Indeed, given that most liberalized
electricity industries have a few large power companies, they can effectively exercise
market power through their investment and operational decisions. How does this
rivalry affect the timing of investment decisions? In a game-theoretic model without
uncertainty, [15] finds an equilibrium between two firms in which there is a strategic
incentive for one to preempt the other. This model is extended by [21] in the context
of a duopoly to the case with uncertainty in which the decision-analytic incentive to
delay investment interacts with the strategic incentive to preempt one’s rival. These
authors find that depending on parameter values, e.g., volatility, growth rate, and
the relative market share of the firm that moves first, either collusive or preemptive
equilibria may arise. In the context of electricity industries, [42] uses this framework
to analyze a game between a nuclear and a gas-fired power plant. They find that the
operational flexibility of the latter makes it more likely to be the leader, especially in
cases of high price volatility. In order to gain policy insights for the United Kingdom
electricity market, which has nearly 40 % of its installed capacity based on natural
gas as of 2011, [3] sets up a similar duopoly model involving a renewable energy
plant and a gas-fired power plant. These authors find that the “natural hedge” of the
latter (in terms of being a price setter) gives it a built-in advantage over the former,
thereby stymieing policy objectives to increase the share of renewables. However,
they demonstrate that a policy measure such as a CO; price floor can reduce the
value of the gas-fired power plant’s operational flexibility and, thus, make it more
likely for the renewable energy plant to be the leader.

7.9 End-of-Chapter Exercises

7.1 Prove that the optimal investment threshold in Eq. (7.13) increases with uncer-

tainty. It may be easier to prove implicitly that 8, decreases with uncertainty first,
9B

ie., e < 0. In order to do this, differentiate the characteristic quadratic function in
Eq.(7.8) totally and evaluate it at 8 = f; to obtain % % + % =0.

B=p1

7.2 Re-work the real options analysis of Sect. 7.2 by assuming that the profit flow can
be modeled directly as X, = E, — H F. Use a simple Brownian motion for the profit
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flow, i.e., dX; = adt 4+ odz;. Show that the value of the investment opportunity
is #5(X) = ap,1e™*, where 1, is the positive root of %0'2)72 +an—p=0,&=
e~ Mmé
e "

1 o —
o + 1 p,andao,l =

7.3 In the model of operational flexibility from Sect.7.3, prove that the optimal
switching thresholds, &2 and £2!, from Egs. (7.21a)—(7.22b) converge to HF as
S'2 —» 0and S>! — 0.

7.4 After investment, an abandonment option can also be modeled. For example,
in the modular investment model of Sect. 7.4, state 3 may represent the value of an
abandoned plant, i.e., with #3(E) = 0 and fixed cost 1 3> 0. Set up and solve the
problem in which it is possible to abandon the power plant only from state 2 with
I? = 10. How does the solution change if it is possible to abandon the plant from
either state 1 or state 27

7.5 With continuous capacity sizing, operational flexibility may also affect the initial
investment timing and scaling decisions. Re-work the model of Sect. 7.5 to allow for
costless operational flexibility. In particular, assume that an active power plant may be
shut down and restarted at any time. Thus, the expected NPV of an active power plant

ofsize Kis#/1(E; K) = K [p% — %] + al,z(K)EﬁZ, whereas the expected NPV

of a suspended plant of size K is #5(E; K) = ay1(K)EP'. Use value-matching and
smooth-pasting conditions between these two functions at £ = H F to determine the
coefficients a; »(K) and a1 (K). Next, determine the optimal capacity size by max-
imizing #,(E; K) — .7 (K) with respect to K . Finally, use this maximized expected
NPV, #1(E; k(E)) — Z (k(E)), to determine the optimal investment threshold, &,
and capacity, « (§).

7.6 In the model of mutually exclusive technology choice from Sect.7.6, how
would you modify the value function of technology 1 to allow for a subsequent
switching option to technology 2? Show that its value function will be of the
form %I(E) = % — W + alﬁzEﬂ' , Where 51’2, the optimal switching thresh-
old from technology 1 to 2, and a;, will be determined via value-matching and
smooth-pasting conditions between %, (E) — I' — I? and #*(E) — I*.

7.7 Show that the optimal investment threshold price under risk aversion from
Eq. (7.62) converges to the risk-neutral threshold of Eq.(7.13) as y — 0.

7.10 MATLAB Codes

Here, we present MATLAB codes for solving selected examples numerically. The
following code solves Illustrative Example 7.7 to analyze optimal investment timing
with operational flexibility.
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% Real options treatment of the investment timing
problem
> % with operational flexibility
5 rho=0.1;
alpha=0.05;
s H=2.5;
s F=20;
I=100;
s sigmastart=0.15;
s E=50;
S12=10; % Cost of switching from state 1 to state 2
11 S21=10; % Cost of switching from state 2 to state 1
interplot=zeros (1,5);

for kk=1:+1:21;
15 sigma=sigmastart+0.01* (kk-1)

6 betal = 0.5 - alpha/sigma”2 +
1 sgrt ((0.5-alpha/sigma”2) "2+2*rho/sigma”"2) ;
8 beta2 = 0.5 - alpha/sigma”2 -

19 sgrt ((0.5-alpha/sigma”2) "2+2*rho/sigma”"2) ;
2 e=0:+0.001:100;

21 % Guesses for investment and switching
thresholds

22 x1010 = (betal/(betal-1))*(rho-alpha)*(H*F+rho*
I)/rho;

23 x1120 = (beta2/(beta2-1))*(rho-alpha)*(H*F/rho-
S12) ;

24 x1210 = (betal/(betal-1))*(rho-alpha)*(H*F/rho+
S21) ;

25 a0l0=x1010"(1-betal) /(betal*(rho-alpha)) ;

26 al20=-x1120"(1-beta2)/ (beta2* (rho-alpha)) ;

2 a210=x1210"(1-betal) /(betal*(rho-alpha)) ;

28 % Initial guess for operational decisions

29 vars0 = [al20 a2l10 x1120 x121017;

30 % Specify options for fsolve

31 opts=optimset (' fsolve ') ;

32 opts=optimset (opts, 'Maxiter ’,2000, "Tolx "', ...

33 le-6, "tolfun’,le-6) ;

%***************************************

%* next instruction calls funtion fffROinvof.m*
%***************************************

3 vars = fsolve (@fffROinvof,b vars0, opts, ...
38 betal, beta2,alpha,H,F,rho,S12,5821) ;
39 al2 = wvars (1) ;

40 a2l = wvars (2) ;

4 x11l2 = wvars (3) ;

42 x121 = wvars (4) ;

43 z=@(y) (betal -beta2) *al2*y."betal2+...

A (betal-1)*y/(rho-alpha)-betal*(H*F/rho+1I) ;

5 xi0l=fzero(z, xi010) ;

46 al0l=(beta2/betal)*al2*xi01"(beta2-betal) +...
xi01~(1l-betal)/(betal*(rho-alpha)) ;

48 el=x112:+0.001:100;
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e2=0:0.001:xi21;
e0=0:0.001:xi01;
Wl=al2*el.”"beta2+el/(rho-alpha)-H*F/rho;
W2=a2l*e2."betal;
W0=a0l*eO0."betal;
flexvalue=a01/a010;
interplot=[interplot; sigma xil2 xi21l xiO1l
flexvaluel;
end

% delete first row leaving just calculated values
interplot (1,:) = [ 1;

figure (1)

plot(el, wWl, ’'--k’)
hold on

grid

plot(e2, W2, ’:k’)

plot (e0, WO, ’'k’)

figure (2)

plot (interplot(:,1), interplot(:,2), ’':k')
hold on

grid

plot (interplot (:,1), interplot(:,3), ’'k"’)
plot(interplot(:,1), interplot(:,4), '--k’)

figure (3)
plot (interplot (:,1), interplot(:,5), ’'k’)
grid

% Function file: fffROinvof.m
% Called to solve non-linear system for operational
decisions
function f=fffROinvof (vars,b betal,h beta2,alpha ,H,F,
rho,S12,521)

al2 = vars (1) ;

a2l = vars (2) ;

xil1l2 = wvars (3) ;

x121 = wvars (4) ;

f=zeros (4,1) ;

f(1l) = al2*xil2"beta2+xil2/(rho-alpha) -...

H*F/rho-a2l1*xil2”betal+S12;
f(2)= beta2*al2*xi1il2"(beta2-1)+...
1/ (rho-alpha)-betal*a2l1*xil2" (betal-1) ;

f(3)= -a2l1l*xi21"betal+...
x121/(rho-alpha)-H*F/rho+al2*xi21"beta2-S21;
f(4) = -betal*al2l*xi21"(betal-1)+...

1/ (rho-alpha)+beta2*al2*xi2l1" (beta2-1) ;
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The following MATLAB code solves Illustrative Example 7.15 numerically to

determine optimal investment timing and sizing with mutually exclusive technology
options.

1

26

% Real options treatment of mutually exclusive
investment
% opportunity in discrete capacity sizes

rho=0.04;
alpha=0.0;
HA=2.5;
KA=1;
KB=2.9;
HB=2.5;
F=0;
IA=100;
IB=900;
sigmastart=0.05;
E=50;
num=251;

for kk=1:+1:num
sigma (kk) = sigmastart + (kk-1)*0.001;

% Option value parameters

betal (kk) = 0.5 - alpha/sigma (kk)"2 +
sgrt ((0.5-alpha/sigma (kk) "2) "2+2*rho/sigma (kk)
~2)
beta2 (kk) = 0.5 - alpha/sigma (kk)"2 -
sgrt ((0.5-alpha/sigma (kk) "2) “"2+2*rho/sigma (kk)
~2)

% Indifference point of NPVs
xiind (kk)=(rho-alpha) *(rho* (IA-IB)+...
F* (KA*HA-KB*HB) )/ (rho* (KA-KB) ) ;

e=0:40.001:35;

)

% Independent options analysis
WAl=KA*(e/(rho-alpha)-HA*F/rho) ;

WB1=KB*(e/(rho-alpha)-HB*F/rho) ;

xiA (kk) = (betal(kk)/(betal(kk)-1))*...
(rho-alpha) *(HA*F+rho*IA/KA) /rho;

xiAalt (kk) = xiA (kk);

xiA0 (kk) = (rho-alpha) *(HA*F+rho*IA/KA) /rho;

xiB(kk) = (betal (kk)/(betal(kk)-1))*...
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(rho-alpha) * (HB*F+rho*IB/KB) /rho;
49 x1iB0 (kk) = (rho-alpha)* (HB*F+rho*IB/KB) /rho;

aA (kk)=KA*xiA (kk) " (l-betal(kk))/(betal (kk) * (rho-

alpha)) ;

52 aB(kk)=KB*x1B (kk) " (1l-betal (kk))/(betal (kk)* (rho-
alpha)) ;

54 eAl=0:+0.001:xiA (kk) ;

eB1=0:+0.001:x1iB (kk) ;

3 WAO=aA (kk) *eAl."betal (kk) ;
58 WBO0=aB (kk) *eBl."betal (kk) ;

60 % Check whether project A is option-dominated
61 if (aB(kk) > aA(kk))
62 xiR (kk) = xiB (kk) ;
63 xiL (kk) = NaN;
64 xiAalt (kk) = NaN;
W = WBO;
66 % Otherwise, either project may be selected
67 else
68 % Form guesses as to the solution
69 % to the non-linear system
0 xiRO (kk) = xiB (kk) ;

71 aR0 (kk) = (KB*xiRO (kk)"(l-betal(kk))) ...
2 / (betal (kk) *(rho-alpha)) ;

73 xiL0 (kk) = (xiind (kk)+xiA(kk))/2;

4 aL0 (kk) = (KA*xiLO (kk)"(l-beta2(kk))) ...
75 / (beta2 (kk) *(rho-alpha)) - ..

6 (betal (kk) *aR0 (kk) /beta2 (kk) ) *...

77 xiL0 (kk) ~ (betal (kk) -beta2 (kk)) ;

o

8 % varsOis your guess

79 vars0 = [aRO0 (kk) xiRO (kk) aLO(kk) xiLO0 (kk)1;

80 % OPTIMSET 1is recommended for setting options.
81 opts=optimset (' fsolve ') ;

82 opts=optimset (opts, 'Maxiter ’,9000, ...

83 'Tolx "’ ,le-4, " tolfun’ ,le-4) ;

oo

R I I

85 % next instruction calls fffdmv.m

86 %*************~k***~k~k**************************
87 vars = fsolve(@fffdmv,varsO0, opts, betal (kk) , ...
88 beta2 (kk),rho,alpha,KA ,KB,IA,IB,HA,HB,F) ;

89 % The option value curve has three parts now

9 aR (kk)=vars (1) ;

91 xiR (kk)=vars (2) ;

92 al (kk)=vars (3) ;

3 x1iL (kk)=vars (4) ;

Wl = aA(kk)*eAl."betal (kk) ;
95 edi = xiL(kk) :+0.001:xiR (kk) ;
96 w2 aL (kk)*edi."beta2 (kk) + aR(kk)*edi.”"betal
(kk) ;
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end

101 figure (1)
102 plot(sigma, xiAalt, ’'--k’)

103 hold on
grid
10s plot(sigma, xiL, '-.k’)
06 plot(sigma, xiR, 'k’)
10 plot (sigma, xiind, ‘':k’)

108 xlabel ("$\sigmas$ ')
109 ylabel ('Optimal investment threshold prices [(\$/MWh
1)

1 % Function file: fffdmv.m
% Called to solve non-linear system
% for mutually exclusive investment
4 function f=fffdmv (vars, betal,b beta2,rho,alpha,KA,KB,IA,IB, ...
HA ,HB,F)
aR=vars (1) ;
xiR=vars (2) ;
8 aL=vars (3) ;
xiL=vars (4) ;
f=zeros (4,1);

1 f(1l) = aR*xiL"betal+al*xiL"beta2-xiL*KA/(rho-alpha)+...
2 KA*HA*F/rho+IA;
13 f(2) = betal*aR*xiL”(betal-1)+beta2*aL*xiL"(beta2-1)-...
14 KA/ (rho-alpha) ;
5 f(3) = aR*xiR"betal+al*xiR"beta2-xiR*KB/(rho-alpha)+...
6 KB*HB*F/rho+1IB;
7 f(4) = betal*aR*xiR"(betal-1)+beta2*alL*xiR"(beta2-1)-...

18 KB/ (rho-alpha) ;
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Appendix A
Engineering Economics

This appendix provides an overview of engineering economics. Its purpose is to
familiarize the reader with the discounting of cash flows and the time value of money.
Compounding periods are also treated, and the appendix concludes with examples
of how to handle amortization of capital costs.

A.1 Introduction

In this appendix, we provide an overview of treating cash flows involved with real
investments, e.g., in power plants or transmission lines, with respect to the time value
of money. This field is known as engineering economics [2], and its main purpose is to
develop a framework for economic analysis of real, rather than financial, investments.
The complexity of investment projects in the electric power industry means that cash
flows (both receipts and expenditures) may be uneven and occur at diverse points in
time. From the perspective of investment appraisal, how are the cash flows from two
different projects to be treated in order to facilitate comparison?

For example, in Figs. A.1 and A.2, we have projects 1 and 2, respectively, with
cash flows of different magnitudes occurring at various points in time. Specifically,
project 1 requires an expenditure of size P immediately followed by a revenue of
size F received in year 8. Conversely, project 2 requires eight equal payments of
size A each, after which the revenue in year 8 is received. By converting the cash
flows of these two projects into either a single payment or a series of payments using
an appropriate interest rate that reflects the time value of money, it is possible to
compare their economic effects. Indeed, in general, any sequence of cash flows can
be converted into another by accounting for the forgone opportunity to use the money
profitably. In the next section, we discuss different types of interest rates.
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F
0
1 2 3 4 5 6 7 8 time (year)
P
Fig. A.1 Cash flow diagram with a single payment (project 1)
F
0 1 2 3 4 5 6 7
bbb DD D s dmegen
A A A A A A A A

Fig. A.2 Cash flow diagram with multiple payments (project 2)

A.2 Interest Rates

The basic principle in engineering economics is that money today is generally worth
more than the same amount available in the future. It is, thus, impossible to compare
monetary amounts received at different points in time without having a common
reference point. For this purpose, the future value is defined as the amount into
which an initial investment will grow after earning interest for a given period of
time. Likewise, the present value is the discounted value of some future payment or
receipt. Thus, prior to doing cash flow calculations, it is useful to describe different
types of interest rates.

Suppose that you put $100 in the bank. If the annual interest rate is 5 %, then how
much total money will you have in two years? The answer depends on the following
factors:

1. Simple or compound interest.
2. Number of compounding periods (with continuous compounding in the limit).
3. Inflation.

With simple interest rates, only the principal earns interest. Thus, each year, the
interest earned is 5% x $100 = $5, which yields a future value after two years of
$110. In general, the formula for the future value, Fy, after N periods with an interest
rate of i is:

Fy=P(+iN). (A1)
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However, it is more common to earn interest on the interest itself. This is referred to
as compound interest and means that the interest earned after one year, 5 % x $100 =
$5, will also earn interest in the second year. Consequently, the balance after two
years will be the interest earned on the principal, $100 x (1 + 0.05 x 2) = $110,
plus the interest earned on the interest, i.e., 5% x $5 = $0.25. Hence, the future
value after two years with compound interest will be $110.25, or in general:

Fy=P0+iV. (A.2)

In Eq.(A.2), we assumed that compounding occurs annually. However, many
financial instruments pay out interest every six months, e.g., United States federal
treasury bonds, which means that the compounding period is not synchronous with
the payment period. Consequently, since compounding occurs more frequently than
the payment, the quoted interest rate will not be the effective annual interest rate.
As an example, consider putting $100 in a bond that will pay 10 % annual interest
compounded semiannually. This effectively means that you will earn 5 % on the $100
every six months. Thus, the balance after six months and twelve months will be $100
x (1 +0.05) = $105 and $105 x (1 + 0.05) = $110.25, respectively. By contrast,
the $100 with a 10 % annual interest rate compounded annually will be worth only
$100 x (14 0.10) = $110 after one year. In general, the effective annual interest
rate, i,, with M compounding periods per year and an annual interest rate r will be:

i, = (1 n %)M —1. (A3)

In our example, with semiannual compounding of 10 % annual interest, we obtain an
effective annual interest rate of i, = (1 + 02—10)2 — 1 =10.25%. As the number of
compounding periods per year increase, we have in the limit the case of continuous
compounding:

i, = lim (1+L)M—1=e’—1. (A4)
M— o0 M

Here, we use the definition of the mathematical constant e to obtain the result.

Hence, for the same example, 10 % annual interest compounded continuously would

correspond to an effective annual interest rate of i, = €% — 1 = 10.52%.

The interest rates discussed so far have all ignored the effects of inflation, i.e., the
rate at which prices in general are increasing. For example, in the United States, the
Consumer Price Index (CPI) uses a basket of goods to determine the general price
level in a given year, and the percentage change in successive CPIs is a measure of
inflation. The consequence of inflation is that it reduces purchasing power and thus
the real interest rate. For example, if the annual interest rate offered on an investment
were i = 5% compounded annually, and the annual inflation rate were f = 2.2 %,
then we could obtain the real interest rate, i’, from the Fisher equation as follows:
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| +i
I 4i =1L (A5)

I+ f
Multiplying out Eq.(A.5) yields i = i’ + f + fi’. Since f and i’ are “small,” we
have i’ ~ i — f. Thus, in the example, we have i’ = % — 1 =2.74%, or the

approximationi’ &~ 0.05—0.022 = 2.8 %. Finally, when it comes to discounting cash
flows, the nominal (real) interest rate should be used with nominal (real) cash flows.
For example, the present value of $100 available in a year’s time given a nominal
interest rate i = 10 % is simply % = $90.91. If the inflation rate is f = 7% per
annum, then the real amount available in a year’s time is % = $93.46. Discounting
this by the real interest, i.e., i’ = LL _ 1 =289, yields the same answer, i.e.,

93.46 o7
Toos = $90.91.

A.3 Time Value of Money

Besides using the interest rate to discount single cash flows to obtain, e.g., present
values, it is also straightforward to compare multiple cash flows occurring at various
points in time. This is due to the principle of value additivity, i.e., the present value
of the sum of two cash flows (say A in year £ and B in year m) is simply the sum of
the cash flows’ present values using the interest rate i:

B
PV(A+B) =
A+ (1+i)£+(1+i)m
= PV(A+B)= PV (A)+ PV (B). (A.6)

The principle of value additivity in Eq. (A.6) can be generalized to any finite number
of discrete cash flows, and it also applies to future values, i.e., FV (A+ B) =
FV (A)+ FV (B).
We illustrate this concept with the example in Fig. A.3 with cash flows of $1,200
and $1,500 received in years 4 and 6, respectively. The present value of this series of
1200 | 1500

cash flows for an annual interest rate of 5 % is simply PV = 15z + 13556 = $2,106.57.

Alternatively, we can recast everything in terms of the future value in year 8 as in

$1,500
$1,200

0 1 2 3 4 5 6 7 8 time (year)

Fig. A.3 Principle of value additivity (present value)
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Fv

$1,500
$1,200

0 1 2 3 4 5 6 7 8 time (year)

Fig. A.4 Principle of value additivity (future value)

Fig. A.4. Thus, we have FV = 1200 (1.05)*+1500 (1.05)* = $3,112.36. Moreover,
the equivalence between the PV and FV can be established because PV = %.
Hence, in general, for any sequence of discrete cash flows and any sequence of annual

interest rates, we have the following relationship:

C,
Ph=2 (a7

n
where PVj is the present value today, C, is the cash flow in year n, and i, is the
interest rate for year n.

A.4 Payment Schemes

Although the principle of value additivity could be used to deal with an arbitrary
sequence of cash flows, it is often helpful to have formulas to handle frequently
occurring annual payments. For example, some bonds issued by the British gov-
ernment in the eighteenth century to finance wars and infrastructure projects had
perpetual coupon payments of equal amounts, C. Assuming a fixed interest rate, i,
and the first payment starting in year 1, what is the present value of such a bond
(known as a perpetuity) in year 0 (Fig. A.5)? Using the principle of value additivity,

o
SR SNy
N — Q)
w+— 0
~+— Q0
wm+— 0O
AN +— O
< +— 0

8 time (year)

PV,

Fig. A.5 Cash flow diagram for a perpetuity



332 Appendix A: Engineering Economics

we can express the present value of a perpetuity in year 0 as:

= PVo=—, (A.8)
i

where we used the property of an infinite geometric series, i.e., > o, x" = ﬁ for
|x] < 1, in going from the first to the second line. Hence, given an annual interest rate
of 8 %, the present value today of a perpetual cash flow stream that pays $150,000
per year forever is $150,000 x ﬁ = $1,875,000.

Although perpetuities are rare in both engineering-economic projects and financial
transactions, they are, nevertheless, useful for valuing other payment schemes with
level cash flows. Consider the annuity in Fig. A.6 with eight equal cash flows each
of size A received in years 1 through 8. What is the present value of this stream of
cash flows in year 0? Again, we can use the principle of value additivity to perform
the calculation or use the property of a finite geometric series. However, it is less
tedious to treat the present value of the cash flows in Fig. A.6 as the difference in the
present values of two perpetual cash flows, the first of which begins in year 1 and
the second in year 9. Since the present value of the former in year 0 is lé, the present
value of the latter in year 0 is ﬁ, i.e., the discounted cash flows of lA% from year
8. In general, the present value in year O of an annuity that starts in year 1 and goes
to year N is:

py.oA__ 4
T T a4+ )Y
o fa+nN—1
SASLIET et 2
A A A A A A A A
o | T T T 1T T 1T 1
1 2 3 4 5 6 7 8 time (year)

PV,

Fig. A.6 Cash flow diagram for an annuity
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A+(8-1)G
A+(1-1)G
A+(6-1)G
A+(5-1)G
A+(4-1)G
A+(3-1)G
A+(2-1)G

A+(1-1)G

T

J 1 2 3 4 5 6 7 8  time (year)
PVy

Fig. A.7 Cash flow diagram for a linear gradient series

Hence, the present value in year 0 of an eight-year annuity with annual cash flows

of $10,000 using an annual interest rate of 10 % is $10,000 x [%] = $53,349.

Besides constant annual cash flows, some engineering-economic applications may
also involve periodic payments that increase or decrease by some common factor,
G. Consider the cash flows in Fig. A.7, in which the payment received in year 1 is
A, in year 2 is A + G, and so on until year 8, when the final payment of A + 7G is
received. Using the fact that the cash flows in Fig. A.7 may be reconfigured as two
cash flow series, one of which is an eight-year annuity beginning in year 1 of A and
the other is a gradient series beginning in year 2 of constant amount G, we can obtain
the present value with a constant annual interest rate i as:

_ [0 1] - DG6
P%_A[ia+nN}+§;u+n"

L Ja+HY -1 A+DN —iN -1
:”)V"_A[W} [ P21+ } A1

where we use the property of an arithmetic—geometric series, i.e., ZQI:O nx" =
x[1=(N+DxV+Nx
(1—x)*
present value in year O of a cash-flow stream that starts in year 1 with $100 and
increases by annual amounts of $25 with the last payment received in year 8 using an

annual interest rate of 10 % is $100 x [0(115();_1)18] + $25 x [”;;0%] =$934.21.

Using closed-form expressions for common types of payment schemes and the
principle of value additivity, it is possible to account for the time value of money
correctly in engineering-economic applications. We conclude this appendix with

N+1
1 for x # 1, in going from the first to the second line. Hence, the
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some worked examples and refer the reader to either [1] or [2] for a more in-depth
treatment of the subject.

Ilustrative Example A.1 Doubling your money

Suppose that you currently have an arbitrary amount of money, P > 0, and want
to know how long it will take for it to double given an interest rate of » compounded
continuously. In general, we know that the future value in N years with continuous
compounding is Fy = Pe"V because the effective annual interest rate becomes
i, =€ — 1 from Eq.(A.4). Thus, since we want to have Fy- = 2 x P, we obtain
N =2 = N* = 1"72 As an approximation, it is convenient to divide 70 (since
the natural logarithm of 2 is roughly 0.70) by the nominal interest rate (expressed in
percentage terms) in order to determine N*. (]

Ilustrative Example A.2 Discounting continuous cash flows

Rather than dealing with discrete cash flows, it is also possible to tackle continuous
ones. Although cash flows may be discrete, they may occur so frequently, e.g., in
the case of a power plant, that it is useful to treat them as if they were continuous.
Consequently, the expressions for discounting discrete cash flows may be converted
analogously. For example, consider the present value for a series of discrete cash
flows, i.e., PVy = fo:o F, (1 +i)™". With continuous cash flows and continuous
compounding, the summation becomes an integral, the discrete periods, n, become
continuous time, ¢, and the annual discount factor, (1 + i) ™", becomes the continuous
discount factor, e~"'. Hence, we have PV, = fON Fe "dzt. ([

Ilustrative Example A.3 Amortization of capital costs with coincident payment
and planning horizons

Suppose that a power plant has a capital cost of P = $100 million with an effective
lifetime of N = 30 years. If the annual interest rate is 10 %, then how should the
amortized cost of the plant be included in each year’s cost calculations that will
appear in the objective function of the corresponding optimization problem? If we
restrict ourselves to investing only now, then the annuity to be paid in each year is
obtained by inverting Eq. (A.9) to solve for A in terms of P and next discounting.

Here, itis A = $100 million x [%] = $10.61 million, which is the amortized

cost in each year. It is then discounted to yield the present value of the amortized

costin year n, i.e., (1% For year 10, this is about $4.09 million. As a check, if we
add up all of the present values of the amortized costs in each year, then we obtain

SN A — $100 million. O

n=1 (T+i)"

Ilustrative Example A.4 Amortization of capital costs with noncoincident pay-
ment and planning horizons

In many multiperiod investment problems, the lifetime of the equipment exceeds
the planning horizon. For example, in Illustrative Example A.3, the effective lifetime
of the power plant is N = 30 years, whereas the planning horizon may be only
M = 20 years. Allowing for the possibility to invest in any of the next M years, we
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first define the decision variable x,,, which equals 1 if investment occurs in year m
and is 0 otherwise. Thus, the mathematical formulation should specify x,, € {0, 1}
form=0,..., M —1and fo;ol X, < 1 as constraints. If investment takes place in
year m, then the present value of the amortized capital cost is discounted back from
that year to obtain the expression for the present value to be included in the objective

ione STM-1 M A
function: 3, —y 7% 2nmmi1 Try- U
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Appendix B
Optimization Under Uncertainty

This appendix provides a succinct tutorial introduction to optimization under uncer-
tainty, spanning both two-stage stochastic programming and adaptive robust opti-
mization. Two simple examples are used to illustrate the functioning of these two
decision frameworks, and then, general problem formulations are provided. Next,
observations on how to solve these problems are given. The appendix concludes by
indicating how to extend these decision frameworks to a multistage setting.

B.1 Introduction

Two-stage stochastic programming is considered first, followed by adaptive robust
optimization. These are the two most common frameworks for decision-making
under uncertainty.

B.2 Two-Stage Stochastic Programming

A brief tutorial introduction to two-stage stochastic programming is provided in
this section. Additional material can be found in the pioneering book by Birge and
Louveaux [3], in the tutorial paper [9], and in [5], which has an electricity focus.

Illustrative Example B.1

Consider an electricity producer that has the option of building one of two pro-
duction plants, A or B, as shown in Fig.B.1.

Plant A has a yearly investment cost of 4 and a yearly operating cost of 2 monetary
units. On the other hand, Plant B has a yearly investment cost of 2 and a yearly
operating cost of 3 monetary units. The capacities of units A and B are 20 and 30
units, repetitively.

© Springer International Publishing Switzerland 2016 337
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Fig. B.1 Stochastic Candidate units External source
programming example:
investment in production
facilities

A B

Demand

The producer intends to build one of these two plants to supply next year’s elec-
tricity demand, which is uncertain. It may also buy up to 40 units of energy from an
expensive external source at a yearly cost of 4 monetary units per unit of energy.

The uncertain future demand is estimated to be 10 units with probability 0.5, 20
units with probability 0.25, or 30 units with probability 0.25 as well. We call these
alternative realizations of the demand scenarios.

This producer needs to decide which plant to build without knowing next year’s
actual electricity demand. This decision is called a first-stage decision, since it is
made at the initial stage, or a here-and-now decision, since a plant has to be built
now to be ready for production next year.

Next year, with one of the two plants built, the producer will operate that plant and
possibly buy energy from the expensive external source to supply the demand that
finally materializes. This operating decision is a second-stage decision since it takes
place once the first-stage decision is made, and a wait-and-see decision because it is
made once the actual demand is known.

If the objective of this producer (investor) is to supply the demand minimizing
the total expected cost (investment and operation), its decision-making problem is:

minxAsXB;,\'Al »YB1,YE1,YA2:YB2YE2,YA3,YB3:YE3
dxp +2xp+  0.502ya1 +3yp1 +4ye)+
0.25(2ya2 + 3yp2 +4ye2)+
0.25Qya3 +3yp3 +4ye3)
S. t.
x4 +xp =1
x4, xp € {0, 1} (B.1)
yar +yp1 +ye1 = 10
Va2 + yp2 + ye2 =20
vas + yp3 + ye3 =30
0 < ya1, ya2, yas < 20x4
0 < yB1, yB2, yp3 < 30x3p
0 < yE1, yE2, yE3 < 40.

Binary variables x4 and x4 represent the build/not-build decisions pertaining to
units A and B, respectively. These are here-and-now decisions. Variables y41, ya2,
and y,3 represent the production of unit A in scenarios 1, 2, and 3, respectively;
variables ygi, yp2, and yp3 represent the production of unit B in scenarios 1, 2, and
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Table B.1 Stochastic programming example: optimal operating decisions once plant A has been

built
Unit/scenario Scenario 1 Scenario 2 Scenario 3
Unit A 10 20 20
Unit B 0 0 0
External source E 0 0 10

3, respectively; and yg1, yg2, and ygs represent the quantity bought from the external
source in scenarios 1, 2, and 3, respectively. All these are wait-and-see decisions.

The objective function includes two parts. The left-hand-side part (i.e., 4x4 +2xp)
represents the investment cost and depends on here-and-now variables, while the
right-hand-side part (i.e., 0.50(2y41 +3y51 +4ye1) + 0.25Qya2 +3yp2 +4ye2) +
0.25(2ya3+3yp3 +4yg3)) represents the operation cost and depends on wait-and-see
variables.

The first two constraints (on the left-hand side) involve here-and-now variables
and state that only one plant can be built and that variables x4 and xp are binary.

The following three constraints (on the right-hand side) enforce the supply of the
demand in the three scenarios and involve just wait-and-see variables.

The following two double constraints (on the right-hand side as well) establish
production limits for the two candidate plants. These constraints involve both here-
and-now and wait-and-see variables.

Finally, the last double constraint (on the right-hand side) imposes a limit on the
purchase of energy from the expensive external source and involves just wait-and-see
variables.

Problem (B.1) is mixed-integer linear and can be solved using an appropriate
solver. The optimal solution of this mixed-integer linear programming problem con-
sists in building plant A, with the actual production per plant and scenario provided
in Table B.1. The level of purchase per scenario is also provided in this table. The
minimum expected total cost is 44 monetary units. A GAMS code to solve Problem
(B.1) above is provided in Sect. B.2.2. U

B.2.1 Formulation

Problem (B.1) above has the following general form:

MiNyy, v
Fl®+ S0
S.t.
hi(x) =0
g'x) <0
xe 2 (B.2)
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hS(X, YW) =0Vwe /2
20(x,y,) <0, Ywe ¥
Yo €Y, YweW.

In this problem, the superscript [ denotes investment (first) stage, while the superscript
O denotes operation (second) stage. The subscript w denotes scenario, and # is the
set of all possible scenarios. Constraints h!(x) = 0 and g'(x) < 0 pertain to the
investment decisions, while constraints hS (X, yy) =0and gg (X, y,) < 0 pertain to
operation decisions in scenario w.

A more general version of problem (B.2) is:

ming

l+  Efzix)}
S.t.

hix) =0

gx) <0

xe 4,

(B.3)

where o . 0
29(x) = {miny, f°(y.)
S.t. hg(xa YW) = 0
g0(x,y,) <0
yw €Y} Vwe W

(B.4)

Problem (B.3) seeks to minimize the total cost, including investment costs, f!(x),
involving investment variables x, and expected operation costs, &,{z>}, involving
operation variables y,,, Vw. Problem (B.4), which constrains problem (B.3), rep-
resents operation decisions regarding scenario w € # and seeks to minimize the
scenario cost.

Problem (B.3)—(B.4) is a general statement of a two-stage stochastic programming
problem. Under mild mathematical assumptions, problems (B.3)—(B.4) and problem
(B.2) are equivalent [3].

B.2.2 Solution

If problem (B.2) is linear, it is generally solvable up to millions of variables and
constraints; if it is mixed-integer linear, solvability is directly linked to the number
of integer variables, which should be kept in the thousands; if it is nonlinear, it is
generally solvable up to thousands of variables and constraints; and if it is mixed-
integer nonlinear, the off-the-shelf solution techniques are generally not available,
and decomposition technique are advisable.

A GAMS code for solving problem (B.1), which is mixed-integer linear, is pro-
vided below:
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sets g/gl,g2/, go/gol/, w/wl,w2,w3/;
variable z;

positive wvariables y(g,w), vyo(go,w);
binary variables x(g) ;
parameter
i(g) /gl 4, g2 2/,
c(g) /gl 2, g2 3/,
cap (g) /gl 20, g2 30/,
»  co (go) /gol 4/,
1 capo (go) /gol 40/,
| d(w) /wl 10, w2 20, w3 30/,
| p(w) /wl .5, w2 .25, w3 .25/;
15 equation of, alt, lim(g,w), limo(go,w), bal(w);
2 of.. z =e= sum (g, 1i(g)*x(g)) +
! sum ((g,w), p(w)*c(g)*y(g,w)) + sum((go,w
), p(w)*co(go)*yo(go,w));
| alt.. sum(g, x(g)) =1= 1;
1 lim(g,w) .. y(g,w) =1= cap(g)*x(g);
| limo(go,w).. yo(go,w) =1= capo(go);
v bal(w).. sum(g, y(g,w)) + sum(go, vyo(go,w)) =e= d(w

) ;
20 model invgen /all/;
solve invgen using mip minimizing z;
22 display x.1, y.1l, vyo.l;

This GAMS code is briefly described in the following. Line 1 declares the sets
(indexes) used, which include plants, external source (singleton), and scenarios. Lines
2—4 are variable declarations. Lines 5—12 specify the required data. Lines 13—19 state
the equations (objective function and constraints) of the model. Line 20 defines the
model, line 21 directs GAMS to solve the model, and line 22 indicates which output
variables to display.

More often than not, problem (B.2) becomes large-scale as a result of considering
a large number of scenarios to properly represent the uncertainty involved. In such
a case, decomposition strategies are advisable [4] to achieve an efficient solution, or
even tractability.

Benders decomposition is particularly appealing since it is adapted to attack prob-
lems involving complicating variables, which is generally the case with investment
problems. Benders decomposition works as follows:

1. Fix investment decisions to given values by solving a so-called master problem,
which approximately reproduces the original problem but involves a reduced
number of variables and constraints.

2. For the given investment decisions, solve one operation problem per scenario
and determine the sensitivity of the operation cost with respect to the investment
decisions. Each scenario problem is generally called a subproblem.

3. Use this sensitivity information to enrich the master problem (making it closer to
the original one) and to derive improved investment decisions by solving it.

4. Thisiterative procedure concludes if the investment decisions cannot be improved.
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In cases in which the number of scenarios that need to be considered is very very
large, decomposition techniques that build on scenario sampling might be appro-
priate, as proposed in [7]. Such techniques use a Monte Carlo type of sampling,
and solve single-scenario problems within an iterative framework that, under some
assumptions, allows for an asymptotic approximation of the original problem.

B.3 Adaptive Robust Optimization

A tutorial introduction to adaptive robust optimization is provided in this section.
Further information can be found in the book by Ben-Tal et al. [1], the tutorial paper
by Bertsimas et al. [2], and in [6], which has an application focus.

Ilustrative Example B.2

A transmission operator needs to decide which of two alternative transmission
lines to build, A or B, to connect a generation area and a demand area. One of
these transmission lines needs to be built to supply next year’s electricity demand,
as illustrated in Fig. B.2.

The capacity of transmission lines A and B are 10 and 20 units, respectively, and
their annualized building costs are 10 and 20 monetary units, respectively.

The transmission line to be built will allow shipping electricity from a generation
area to a consumption one. The generation area includes a production unit with a
yearly production cost of 2 monetary units and a capacity of 20 units, while the
demand node includes an expensive production unit with a yearly production cost of
10 monetary units and a capacity of 20 units.

Next year’s demand is uncertain, involving values of 10, 20, and 30 units, with
probabilities 0.50, 0.25, and 0.25, respectively, with an average value 17.5 units.

For policy reasons, the operator needs to ensure that the demand is supplied in
any case, i.e., it has a robust view.

In order to minimize building and operating costs and to enforce a robust view,
the problem to be solved by the operator is:

Fig. B.2 Robust Cheap unit Expensive unit
optimization example:

investment in transmission A

lines

Line to be built

B Demand
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miny, , (10x4 + 20xp) max, min,, ,, 2y1 + 10y,)

S.t.
yit+n=d
yi < 10x4 + 20xp
0<y <20
0=y, =20

S.t.

d € {10, 20, 30}

S.t.

XA +x B = 1

XA, XB € {O, 1 }

(B.5)

Binary variables x4 and xp represent the build/not-build decisions pertaining to
transmission lines A and B, respectively, variable d represents the alternative demand
realizations, and variables y; and y, represent the actual production of the units in
the generation and demand areas, respectively, for the robust operating condition.

Problem (B.5) is a trilevel problem involving three hierarchically interrelated
problems. The left-hand-side problem allows deciding which of the two lines, A or
B, to build (variables x4 and x ) pursuing minimum total (investment and operating)
cost. Once the investment decision has been made, the center problem pursues iden-
tifying the demand realization (variable d) that results in maximum operating cost.
Finally, for a given investment decision and a demand realization, the right-hand-side
problem decides the operation of the production units (variables y; and y,) pursuing
minimum operating cost.

Note that the above framework involves a robust view with respect to uncertainty
(demand) since the decision of which line to build is made on the basis of worst
uncertainty (demand) realization.

We solve this problem by enumeration as shown in Table B.2. That is, we consider
both alternatives, i.e., building either line A or line B, and for each one of these two
alternatives, we consider each of the three possible demand realizations. This renders
six right-hand-side problems to be solved. Once the right-hand-side problems are
solved, the solution of the middle problem for each investment alternative in the one

Table B.2 Adaptive robust optimization example: solution by enumeration

Investment Demand Operation Cost
XA XB d Y1 y2

1 0 10 10 0 30
1 0 20 10 10 130
1 0 30 10 20 230
0 1 10 10 0 40
0 1 20 20 0 60
0 1 30 20 10 160
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resulting in the highest cost, i.e., 230 if line A is built, and 160 is line B is built instead.
Finally, the left-hand-side problem picks the smallest of these two cost alternatives,
i.e., 160. Thus, the optimal solution is building line B. ]

B.3.1 Formulation

Trilevel problem (B.5) has the general form below:

miny max, min, fx,uy)
s.t.
hO(x,u,y) =0
g°(x,u,y) <0
ye¥
S.t. (B.6)
uevY
S.t.
hl(x) = 0
g'(x) <0
xe 2.

Objective function f (X, u, y) represents the minimization of the system’s total cost,
including investment and operating costs. The investment decision variables, gath-
ered in vector X, are binary variables representing the build/not-build nature of the
investment decisions. The entries of vector u are variables describing the uncertain
parameters. Similarly, the entries of vector y are the operating decision variables,
which are considered to be continuous.

The worst case realization of the uncertainty and the successive adaptive actions
are considered in the max—min right-hand-side problem, while the min left-hand-side
problem seeks minimum total cost.

Constraints h'(x) = 0 and g'(x) < 0 represent investment requirements and
limits, while constraints h°(x, u, y) = 0 and gO (x,u,y) < 0 include equality con-
straints related to the system operations, and inequality constraints related to system
limits, respectively. Operation constraints depend on both x and y, which implies
that the investment decisions alter the configuration and the operation of the system.
Finally, u € % defines the uncertainty set, a set representing the variability limits of
the uncertain parameters.

B.3.2 Solution

Trilevel problem (B.6) cannot be solved directly. A generally effective solution strat-
egy is using a Benders decomposition technique similar to the one explained in



Appendix B: Optimization Under Uncertainty 345

Sect.B.2.2, [4]. In this case, a master problem proposes investment decisions (and
thus plays the role of the left-hand-side problem), and a subproblem that involves
both the central and right-hand-side problems evaluates such investment decisions
and provides sensitivity information to enrich the master problem, which in turn
provides better investment decisions. The procedure concludes if no improvement
in investment decisions is achieved. The complication of this procedure is the joint
solution of the the central and right-hand-side problems, which requires merging
them into a single problem using duality theory, as explained in [1] or [2].

If operational (primal) information is transferred to the master problem instead
of sensitivity (dual) information, the resulting decomposition technique is called
column-and-constraint generation [10], which generally exhibits better computa-
tional efficiency than that of a dual Benders approach.

B.4 Multistage Decision-Making

A natural extension of the two-stage stochastic programming model is the multi-
stage stochastic programming model, in which the sequence decision—uncertainty
realization—reaction (recourse) is repeated a number of times. It is important to note
that most investment problems are indeed multistage since investment decisions are
made throughout a planning horizon at different points in time as uncertainty unfolds.
Further information on multistage stochastic programming models is available in the
textbook [5], which has an electricity focus.

Similarly, adaptive robust optimization models can be transformed into multistage
decision models using linear decision rules, as explained, for instance, in [8]. This,
however, requires significant simplifications.

B.5 End-of-Chapter Exercises

B.1 Formulate the two-stage stochastic programming problem (example) in Sect. B. 1
as an adaptive robust optimization problem, solve it, and compare the results obtained
with those in Sect. B.1.

B.2 Formulate the adaptive robust optimization problem (example) in Sect.B.2
as a two-stage stochastic programming problem, solve it, and compare the results
obtained with those in Sect. B.2.
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Appendix C
Complementarity

This appendix provides an overview of complementarity modeling, including equi-
librium models, mathematical programs with equilibrium constraints (MPECs), and
equilibrium programs with equilibrium constraints (EPECs). These models are intro-
duced and illustrated using simple investment examples.

C.1 Introduction

Equilibrium models are considered first, followed by hierarchical complementarity
models, i.e., MPECs and EPECs. For the purposes of this appendix, an equilib-
rium model results from jointly considering the solution of a number of interrelated
optimization problems. An MPEC involves a hierarchy and often results from consid-
ering an optimization problem that is constrained by a number of other optimization
problems. Finally, an EPEC results from the joint consideration (in the equilibrium
sense) of a number of interrelated MPECs.

C.2 Equilibria

The concept of equilibrium is first stated using a simple investment example, then
illustrated through a numerical example. Finally, observations on solution algorithms
are given.

C.2.1 Formulation

Consider an investor i willing to build an electricity production facility of capacity
up to x;"* units, with an annual investment cost /; per production unit built, and an
© Springer International Publishing Switzerland 2016 347
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annual operating cost C; per unit of energy produced. The objective of this investor
is building the facility, producing electric energy using it, and selling the energy
produced in the electricity market for a profit. For simplicity, we assume that the
production unit can be built instantaneously, and that the electricity price depends
linearly on the production of this investor and all other investors (Cournot viewpoint).
The problem to be solved by this investor i is:

miny, y, Iix; — (C; — A) y;

s.t. Vi <X
x; < X' (C.1)
i >0
x; >0,

where x; is the capacity to be built, y; the production level, and X the market price,
which has the form:

A=a-b> v (C.2)
J

where a and b are appropriate constants.

The objective function of Problem (C.1), to be minimized, is minus the profit of
the investor and includes investment cost (/;x;) and operations profit ((C; — X) y;).
The first constraint enforces that the production level should be below the capacity
built, the second constraint provides a cap on the capacity that can be built, and the
third and fourth constraints are nonnegativity declarations.

Plugging (C.2) into the objective function of problem (C.1) and converting all
constraints to the type less than or equal to yields:

minx,.'y, Iix; — (Ci —(a — sz Yj)) Yi

S.t. Vi <X o;
X <xM™ B (€3)
-y <0: ¥
—Xi S 0 : (Sia

where «;, B;, ¥i, and §; are the dual variables associated with the four constraints of
Problem (C.3).
The first-order optimality (KKT) conditions [4] of problem (C.3) are:

I,' — o + ,3,' — (S,‘ =0 (C4a)

Ci—a+byi+b> yj+ai—y =0 (C.4b)
J

O0<a; L(yi—x)=<0 (C.4c)

0<B Lxi—x"™)=<0 (C.4d)

O0<yiL(=y) =0 (C.de)
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0<6 L (—x;) <0, (C.4f)

where u L v stands foru > 0, v > 0, and # - v = 0, element by element. The
operator L is the so-called perp operator.

We use (C.4a) to solve for y; and plug the resulting expression into (C.4e), (C.4b)
to solve for §;, and we plug the resulting expression into (C.4f). Also, we transform
all inequalities to greater than or equal to constraints, which gives us:

O<a L(xi—y) =0 (C.5a)
0<B L (™ —x)=0 (C.5b)
O0<Ui—a;+p)Lxi=0 (C.5¢)
0<(Ci—a+byi+b> yi+a) Ly >0. (C.5d)

J

The equilibrium for n investors behaving as indicated above is obtained by solving
the following system of complementarity conditions:

0<o L(xi—y) =0

0<B LE&E"™—x)=>0
O<i—a;i+B)Lxi>0
0<(Ci—a+by+b3 ;yj+a) Ly >0

i=1,...,n (C.6)

The solution of this complementarity system provides the so-called Nash—Cournot
equilibrium, as a result of representing the price demand dependency (A = a —
b ;¥;) in the profit-maximization problem of each investor.

A problem of the form (C.6) is called a complementarity problem, CP, or mixed
complementarity problem, MCP, if it also includes equality constraints.

Therefore, the general form of a CP is [2, 5]:

0<x; Lgi(xy,...,x,) >0, Vi=1,...,n, (C.1D

while the general form of an MCP is [2]:
O0<xi Lgi(xt,.. s X3 ¥1seeesym) =0, Vi=1,...,n C8)
Ry j Xty oo, X3 Y15 oo ym) =0,y free Vji=1,... m. ’

Note that equality constraints have associated free variables and that complementarity
does not hold for these constraints.

Ilustrative Example C.1

We consider three investors with investment costs 1, 1, and 1 units, operation costs
3, 4, and 5 units, and capacities 3, 4, and 2 units. The price slope and intercept are
equal to 1 and 10, respectively. The complementarity system to be solved to find the
equilibria of the three investors is:
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Table C.1 Equilibrium
example: capacity built and
production level per investor

Appendix C: Complementarity

Investor i Capacity built x; | Production level y;
1 2.250 2.250
2 1.250 1.250
3 0.250 0.250

0<ay L(x1—y1)=>0
0<BLB—x1)=0
0<(d—-ar+p1)Lx>0

0<@B—10+y+>_yj+a) Ly >0

0<ay L(x2—y)>0
0<prLl(4—-x)=>0
0<(d—-ay+p) L x>0

(C.9)

0<@—10+ym+37 yj+e) Ly>0

0<a3 L(x3—y3)>0
0<BL2-x3)>0
0<(I—-a3+pB3) Lx3>0

[ 0<(5—10+y3+ 3y +a3) Lys >0

The equilibrium outcome resulting from solving the complementarity system
above is provided in Table C.1.
Observe from Table C.1 that the capacity and the production level are identical for
all producers; that is, each producer builds just the capacity that it can fully utilize.
This is an expected result since building higher capacity than that to be used makes
no economic sense.
A GAMS code [3] for solving this equilibrium problem is provided below:

OPTIONS mcp=path;

SETS i generators /gl*g3/;

ALIAS (i, 7)

PARAMETERS

In(i) investment cost
/gl 1, g2 1, g3 1/
C(i) production cost
/gl 3, g2 4, g3 5/
X_max (1) capacity

/gl 3, g2 4, g3 2/

a price intercept /10/

b price slope /17

POSITIVE VARIABLES
x (i) capacity built
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| v (i) production level
9 alpha (i) dual var. of maximum production

beta (i) dual var. of maximum investment;

EQUATIONS

eql (i), eqg2(i), eg3 (i), eqgd(i);

egl (i) x(i) - y(i) =g= 0;

eg2 (i) .. X_max (i) - x(i) =g= 0;

eqg3 (1) In(i) - alpha (i) + beta(i) =g= 0;

eqgd (1) C(i) - a + b*y (i) + b*sum(j,y(j)) + alpha/
i) =g= 0;

MODEL Equilibrium /eql.alpha, eg2.beta, eqg3.x, eqg4d.
v/i
SOLVE Equilibrium using mcp;

Note that the GAMS code above follows almost verbatim the form of the com-
plementarity system (C.9). O

C.2.2 Solution

Further details on formulating CPs and MCPs, and on the available solution tech-
niques to tackle them, are discussed, for instance, in [2]. PATH 3.0 [1] is a solver that
embodies efficient solution techniques and allows solving CPs and MCPs of small
and moderate size.

C.3 Mathematical Program with Equilibrium
Constraints, MPEC

MPEC:s are considered next. An MPEC naturally arises in considering an optimiza-
tion problem that is constrained by one or more optimization problems. Such prob-
lems are also called bilevel optimization problems since they consist of an upper level
problem and a number of lower-level ones, the constraining optimization problems.
If each constraining optimization problem is replaced by its optimality conditions,
i.e., by its equilibrium conditions, the resulting problem is an optimization problem
(or program) with equilibrium constraints.
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C.3.1 Formulation

‘We consider that investor 1 is a leader and that investors 2 to n are followers. Thus,
the problem to be solved by investor 1 is:

Il’liIlE1 Iix; — (C] —(a_sz'yj)) Y1

S.t. v < X SX{naX
yi,x1 >0
0<a L (x—y)=0 (10)
0<B L™ —-x)=0
0<{Ui—a;+p)Lxi=0
0<(Ci—a+by+b3;yj+a) Ly >0

where & = {x1, y1} U {x;, ¥i, o, Bi, i =2,...,n}.

Problem (C.10) embodies the problem maximization of investor 1 and is subject
to equilibrium conditions pertaining to investors 2 to n.

Considering the structure of (C.10), a general formulation of an MPEC is:

ming f(Uy, ..., UpUs X1, eeey Xni V1o ey Ym)
st APy, e U X Xy V1Y) =0, Vh=1,...,pY
g[U(uh""unU;xla"‘7xn;y]7"‘7ym)507 VIZL‘-',CIU

O0<x; Lgi(up,...,upu; X1, ooy Xns V1seeor¥m) >0, Vi=1,...,n

o j Uty oo U X1y X Y -5 V) =0, Vi=1,...,m,

(C.11
where & = {uy, ..., uu}U{xy, oo, X0 Y1y oo oy Y}
Problem (C.11) in compact form is [2, 5]:
Ininu,x,y S, x,y)
s.t. hV(u,x,y) =0
gl(u,x,y) <0 (C.12)

h(u,x,y) =0
0<x.!lguxy >0,

whereu e R" x e R,y e R”, f e R,hV e R?", gV ¢ R?" h € R",and g € R".

Ilustrative Example C.2

Considering the three investors in the example of Sect.C.1 and assuming that
investor 1 is a leader and that investors 2 and 3 are followers, the MPEC to be solved
is:
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Ta}blg C.2 MPEC example Investor i Capacity built x; | Production level y;
with investor 1 as the leader:
capacity built and production 3 3
level per investor 2 2/3 2/3

3 2/3 2/3

ming, x| — (3 — (10 - Z?:l yj)) N

S.t. yi<x <3
yi,x1 >0

O0<ay L(x2—y)=0

0<prLl(@—x)=0

0<(I-ar+p)Lx=>0 (C.13)
0<@—10+ym+35_yj+0) Ly>0

0<a3 L (x3—y3) >0
0<B1L@2-x3)=0

0<(l—-o3+p3) Lx3>0
0<(5—10+y3+ >y +a3) Lys >0,

where By = {x1, y1} U {x2, y2, @2, B2, X3, ¥3, a3, B3}.

The outcome resulting from solving MPEC (C.13) is provided in Table C.2.
A GAMS code for solving MPEC (C.13) is provided below:

OPTIONS mpec=knitro;

PARAMETERS

1 /1/, 12 /1/, I3 /1/

cr /3/, ¢Cc2 /4/, C3 /5/

Xlmax /3/, X2max /4/, X3max /2/
a /10/, b /1/;

FREE VARIABLES

Profit_leader;

POSITIVE VARIABLES

x1l, x2, x3

vl, v2, v3

alpha2, alpha3 dual var. of maximum production
beta2, beta3l dual var. of maximum capacity;

EQUATIONS

OF, plimit, climit,

eqgql_1, egl_2, egl_3, eql_4,
eg2_1, eq2_2, eqg2_3, eqg2_4;

OF .. Profit_leader =e= Il*xl - (Cl-a-b*(yl+y2+
y3))*yl;
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plimit.. vyl =1= x1;

climit.. x1 =1= Xlmax;

eqgl_1.. x2 - y2 =g= 0;

eqgl_2.. X2max - x2 =g= 0;

eqgl_3.. I2 - alpha2 + beta2 =g= 0;

eql_4.. C2 - a + b*y2 + b*(yl+y2+y3) + alpha2 =g-=
0;

eqg2_1.. x3 - y3 =g= 0;

eqg2_2.. X3max - x3 =g= 0;

eqg2_3.. I3 - alpha3 + betal3 =g= 0;

eqg2_4.. C2 - a + b*y3 + b*(yl+y2+y3) + alpha3 =g-=
0;

MODEL MPEC

/OF, plimit, climit,

eqgl_1.alpha2, egl_2.beta2, eqgl_3.x2, eql_4.y2,
eg2_1.alpha3, eqg2_2.beta3, eqg2_3.x3, eqg2_4.y3/;
SOLVE MPEC using mpec max Profit_leader;

Observe that the GAMS code above follows almost verbatim MPEC (C.13).
O

C.3.2 Solution

Solving large MPEC:s is possible, but it is generally not easy. The basic condition
for solvability is that the constraining problem (the one producing the equilibrium
constraints) be convex. In such a case, the optimality conditions of this constrain-
ing problem are both necessary and sufficient conditions for optimality. Therefore,
replacing the constraining optimization problem by its optimality conditions yields
a well-posed MPEC, which can be solved directly as a nonlinear programming prob-
lem or by linearizing the optimality conditions. The particular but common case
consisting of a linear programming problem constrained by another linear program-
ming problem is generally easy to tackle. Further details on solution techniques for
MPECs are available in [2].

C.4 Equilibrium Program with Equilibrium
Constraints, EPEC

We consider next EPECs. An EPEC arises from the joint consideration of a number
of interrelated MPECs.
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C.4.1 Formulation

‘We consider that both investor 1 and investor 2 are leaders and that investors 3 to n
are followers. Thus, the problems of investors 1 and 2 have to be solved jointly to
identify equilibria. That is:

miny, y, [1x; — (Cl —(@a-b2; yj)) |

s.t. yi < xp < af®
y1,x1 >0
O0<a; L(xi—y)=0
0<B L™ —x)=0
O0<Ui—a;i+B)Lx>0 i=3..m
OS(Ci—a-f-byi-f-szyj-f-ai)J-)’i >0

)

IIliIle’y2 Lhx, — (Cz— (a_sz' yj)) 2

s.t. V2 < xp < xf®
y2,% >0
O0<a; L(xi—y)=>0
0<B L™ —-x)=0 .
0<(Ui—o+B)Lx =0 F=3
OS(Ci—d+b}’i+ijyj+ai)J-yi >0

(C.14)

needs to be jointly solved.

The first problem in (C.14) represents the profit maximization of investor 1 and is
constrained by the equilibrium conditions of investors 3 to n, while the second prob-
lem in (C.14) represents the profit maximization of investor 2 and is also constrained
by the equilibrium conditions of investors 3 to n.

A general form of the EPEC (C.14) is [2, 5]:

minu<n,xm,y<1> f(l) (u(l)’ X(l), y(l), e u(o), X((’), y(o)
s.t. U (@D xO yO @ x© @) =0
gU) (u®, x y® . y© x© yO <
h (u®, x®,y® . a© x© y©Y =g
0 <x® 1 g (D xV,yO, . u® xO y©) =0
(C.15)
minyo xo yo f© (@, xO y» o u@ x© y©
s.t. hV©@ (u® xO y® L a@ x© y©) =0
gUO (D (D yO 4@ x© yO) <
h© (u®, x®, y® . a© x© yOoY =g
0<x© L g @), xD,y0, .. u® x®, yo) >0,
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) u

where u® € R x0 e " y» ¢ R"”, f ¢ R pV" e R gV € R

hO e R™, g® e R, .. u® e R, x© e R, y© e R", f© ¢ R,
hU(o) c RPU(") ’ gU<o> c un“’), h© ¢ Rm(o)’ g(o) c R”(O).

>

Ilustrative Example C.3

We consider the example in Sect. C.1 and assume that investors 1 and 2 are both
leaders, while investor 3 is a follower, the EPEC to be solved is:

ming, x; — (3—(10—Z§=1yj)) yi
s.t. yi<x <3
yi,x1 >0
0<a3 L(x3—y3) >0
0<BL2-x3)>0
0<(0—-a3+pB) L x320
0<G—104y: 430y +a) Ly >0,
(C.16)
minz, x; — (4= (10 = X3_, v)) »2
st. »=<x =<4
y2,%2 >0
0<o3 L(x3—y3) >0
0<BL2—-—x)=0
0<(d—-a3+p3) Lx3=>0
0<(G—10+y;3+ 35y +a3) Lys =0,

where &1 = {x1, yi1} U {y2} U {x3, y3, 3, B3} and &> = {x2, y2} U {y1} U {x3, y3,
a3, B3}

This EPEC can be solved using a diagonalization procedure that relies on solving
individual MPEC:s. It works as follows:

0. Variables x, and y, are fixed to initial values and the MPEC for investor 1 is
solved to obtain X1, y1, X3, and ys.

1. Variables x; and y; are then fixed to the values obtained in the previous step, X;
and y;, and the MPEC for investor 2 is solved to obtain X,, y», X3, and y3. Thus
the MPEC to be solved is:

ming, x; — (4—(10—Zi=1yj)) 2

S.t. y2§XZ§4
y2, x>0
0<a; L(x3—y3;)=0
0<BL2-x3)=0
O0<(I—-a3+p3) Lx3=>0
0<(G—10+y;+ 37 yj+a3) Ly; =0
X1 = X1
Y1 = Y1,
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Table C.3 EPEC example

T Investor i Capacity built x; | Production level y;
with investors 1 and 2 as
leaders: capacity built and 1 3 3
production level per investor 2 1 1
3 0.5 0.5

2.

where &> = {x2, y2} U {x3, y3, a3, B3}.

Variables x; and y, are then fixed to the values obtained in the previous step, x;
and y,, and the MPEC for investor 1 is solved to obtain X, ¥;, X3, and y3. Thus
the MPEC to be solved is:

ming, x| — (3— (lO—ijlyj)) i

sty <x; <3
y1,x1 =0
0<oa3 L(x3—y3) =0
0<BL(2—-x3)>0
O0<(d—-a3+pB3) Lx3=0
0<G—10+y+ 35y +a3) Ly; =0
X2 = X2
2 =,

where & = {x, y1} U {x3, y3, a3, B3}.

. Steps 1 and 2 are repeated until convergence is obtained, that is, until x, y;, x2,

Y2, X3, y3 do not change in two consecutive iterations.

The outcome from solving EPEC (C.16) is provided in Table C.3.
The GAMS code for the MPEC of investor 1 is given below:

OPTIONS mpec=knitro;

PARAMETERS

1 /1/, 12 /1/, I3 /1/

cr /3/, ¢c2 /4/, C3 /5/

Xlmax /3/, X2max /4/, X3max /2/
a /10/, b /1/

x2 /4/, y2 /4/;

FREE VARIABLES
Profit_leader;
POSITIVE VARIABLES

x1, x3

vyl, y3

alpha3 dual var. of maximum production
beta3l dual var. of maximum capacity;
EQUATIONS

OF, plimit, climit,
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eg2_1, eqg2_2, eg2_3, eqg2_4;

OF .. Profit_leader =e= -I1*x1l + ((a-b*(yl+y2+
y3))-Cl)*yl;

plimit.. vyl =1= x1;

climit.. x1 =1= Xlmax;

eqg2_1.. x3 - y3 =g= 0;

eqg2_2.. X3max - x3 =g= 0;

eqg2_3.. I3 - alpha3 + betal3 =g= 0;

eqg2_4 .. C2 - a + b*y3 + b*(yl+y2+y3) + alpha3 =g-=

0;

MODEL MPEC

/OF, plimit, climit,

eg2_1.alpha3, eqg2_2.beta3, eqg2_3.x3, eq2_4.vy3/;
SOLVE MPEC using mpec max Profit_leader;

Since the MPEC of investor 2 is similar to that of investor 1, it is not reproduced
here. |

C.4.2 Solution

Solving EPECs is generally very complicated, due to the nonconvex nature of such
problems. Two techniques are generally available to attack such problems. The first
one, diagonalization, has already been described (Sect. C.3 above). The second one,
which is valid only for certain type of EPECs, consists in deriving the optimality
conditions of each MPEC (constituting the EPEC) and attempting to solve all these
conditions together. Regarding this second technique, it is relevant to note that deriv-
ing the optimality conditions of an MPEC is not generally easy since the constraints
of an MPEC do not meet regularity conditions [4].

C.5 Comparison

Investment and production outcomes for the equilibrium, MPEC, and EPEC models
are summarized in Table C.4.

Resulting prices and total productions for the equilibrium, MPEC, and EPEC
models are reported in Table C.5.

Resulting profits for the equilibrium, MPEC, and EPEC models are reported in
Table C.6.

Considering the results reported in TablesC.4, C.5, and C.6, the observations
below are in order:
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Table C.4 Comparison across models: capacity built and production level per investor

Investor 1 Investor 2 Investor 3
Investment | Production |Investment | Production |Investment |Production
Vi X2 y2 X3 Y3
Equilibrium 2.25 1.25 1.25 0.25 0.25
MPEC 3.00 0.67 0.67 0.67 0.67
EPEC 3.00 1.00 1.00 0.50 0.50
Table C.5 Comparison across models: price and total production
Price Total production
Equilibrium 6.25 3.75
MPEC 5.67 4.33
EPEC 5.50 4.50
Table C.6 Comparison across models: profits
Profit Producer 1 | Profit Producer 2 | Profit Producer 3 | Total profit
Equilibrium 5.0625 1.5625 0.0625 6.6875
MPEC 5.0000 0.4444 —0.2222 5.2222
EPEC 4.5000 0.5000 —0.2500 4.7500

1. The Nash—Cournot equilibrium provides the most favorable outcome for all
investors in terms of profit. Nevertheless, investor 3 experiences losses for the
MPEC and EPEC solutions.

2. The price is lowest for the EPEC equilibrium, and thus this is the best option for

consumers.

3. In terms of production level, the EPEC equilibrium is the best option for investor
1, while the Nash—Cournot equilibrium is best for investor 2, and the MPEC
solution is best for investor 3.

C.6 End-of-Chapter Exercises

C.1 Consider two interrelated linear programming problems and derive the equilib-
rium resulting from the joint consideration of their respective optimality conditions.

C.2 Write a linear programming problem constrained by another (related) linear
programming problem and derive the resulting MPEC.

C.3 Write two interrelated MPECs similar to the one in the previous exercise and
identify their equilibrium (or equilibria) using a diagonalization technique.
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C.4 Expand the example in Sect.C.1 considering six investors, the three in that
example and three additional ones, identical to the original three. Compute the equi-
librium outcomes in this new market condition and compare them with the outcomes
of the example in Sect.C.1.

C.5 Repeat Exercise C.4 considering investor 1 as the leader and solving an MPEC.

C.6 Repeat Exercise C.4 considering investors 1 and 2 as leaders and solving an

EPEC.
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Appendix D
Risk Management

This appendix provides an overview of risk management and the corresponding risk
metrics, especially the conditional value-at-risk (CVaR) that is used in Chap. 4. This
metric is introduced and illustrated using a simple example corresponding to the
generation expansion planning (GEP) problem.

D.1 Introduction

In the investment decision-making optimization problems, the objective function is
either maximizing profit, e.g., in the case in which a single producer invests in new
generating units, or minimizing system cost, e.g., in the centralized GEP problem.
However, those problems are generally subject to diverse sources of uncertainty,
e.g., the expansion costs and the future demand growth. One relevant approach to
modeling those uncertainties is stochastic programming, whereby uncertain data are
represented through a set of plausible scenarios. Each scenario contains a realization
for uncertain parameters and a probability. For example, the uncertainty of future
investment cost of a specific generating unit can be represented by two scenarios,
i.e., $600,000/MW and $800,000/MW, whose probabilities are 0.6 and 0.4, respec-
tively. This provides a distribution of the objective function (profit or system cost),
and therefore, it is needed to optimize a function characterizing such a distribution,
e.g., its expected value. The main disadvantage of maximizing expected profit or
minimizing expected cost is that the remaining parameters characterizing the profit
or cost distribution are neglected. For example, the expected profit maximization
may result in a significant loss if a specific scenario with a nonnegligible probability
is realized.

In order to control the risk of experiencing distributions with undesirable proper-
ties, several risk management tools have been developed in the literature. Those tools
mostly define risk metrics that can be incorporated into the optimization problems
as an additional term in the objective function and/or as additional constraints. The
most relevant risk metrics in the technical literature are listed below [1]:
© Springer International Publishing Switzerland 2016 361
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Variance,

Shortfall probability,

Expected shortage,

Value-at-risk (VaR),

Conditional value-at-risk (CVaR) [2, 3].

Among the risk metrics above, the last one is the most advantageous, for the
following reasons:

1. In contrast to the first metric, no quadratic (or nonlinear) term needs to be included
in this one. Therefore, it maintains the linearity of linear programming (LP) and
mixed-integer LP (MILP) problems.

2. Unlike the second and the fourth metrics, the CVaR does not add any binary
variables to the problem. Therefore, it maintains the convexity of LP problems
and does not increase the number of binary variables in the MILP problems.

3. Unlike all other metrics, the CVaR provides information about the profit (or system
cost) throughout the distribution. For example, it is able to detect and quantify a
fat tail that may appear in the profit (or system cost) distribution.

4. Unlike all other metrics, the CVaR is a coherent risk metric, i.e., it satisfies all
desirable properties for a risk metric. These properties are (i) translation invari-
ance, (ii) subadditivity, (iii) positive homogeneity, and (iv) monotonicity. Further
information about these properties are available in [1].

Considering the context above, the CVaR risk metric is considered in this book.
In the rest of this appendix, first a risk-neutral GEP example is provided. Then, the
CVaR risk metric is described and applied to an illustrative example.

Ilustrative Example D.1 Risk-neutral GEP problem

This illustrative example addresses a centralized GEP problem in which the system
operator makes the optimal generation expansion decisions, whose objective is to
minimize the expected system cost. The existing generating portfolio includes two
conventional units, e; and e,. The capacity of unit e; is 1000 MW with a production
cost of $14/MWh. In addition, the capacity of unit e, is 800 MW with a production
cost of $20/MWh. The only candidate unit to be built is conventional unit ¢;, whose
production cost is $15/MWh. The transmission system is not considered in this
example.

For expansion purposes, two future time periods, #; and f,, are considered
(dynamic expansion approach). The generation expansion decisions are made at
the beginning of each time period. For the sake of simplicity, the capacity expansion
options are assumed continuous, so that the maximum capacity to be built in each
time period is 1500 MW. The amortization rates are equal to 30 % and 15 % in the
first and second time periods, respectively.

The expansion cost at the beginning of the first time period is known, which is
$300,000/MW. However, such cost in the second time period is uncertain and repre-
sented by five equiprobable scenarios. According to these scenarios, the expansion
cost in the second time period can be 20 % lower than, 10 % lower than, equal to,
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20 % higher than, or 50 % higher than that cost in the first time period. Note that once
the first time period concludes, the system operator knows which scenario is actually
realized. As another source of uncertainty, we consider an inelastic consumer with
uncertain consumption level. This uncertainty in the first time period is represented
by three equiprobable scenarios: 2000 MW, 2250 MW, and 2500 MW. For the sake of
simplicity, we assume that the demand level in the second time period is known at the
beginning of that time period, which is identical to the realized demand level in the
first time period raised by 20 %. Based on the two sources of uncertainty considered,
15 (i.e., 5 x 3) equiprobable scenarios can be generated, as given in Table D.1. The
risk-neutral GEP problem is formulated by (D.1) below:

min,

—{+C C E E E E C C —
=Wicior Yrpcjwr Priejws Pryejws Prieyos Prheyor Pricios plzrlw} Vo=o,0,..., wis

w15
Zw:wl ¢w|8760|:14 (pEela) + pgelw) +20 (pgf‘zw + pgezw)

+15 (pyy0 + png)} + (0.30 x 300000) xC, = 4 0.15 Cyp x© ]

Hcio hcio
(D.1a)
subject to
0<x., <1500 Vo=o,0,... o (D.1b)
0<x5.,,=<1500 Vo=o,0,... o;s (D.1c)
Table D.1 Illustrative Example D.1: uncertain data across different scenarios
Scenario (w) Expansion cost in #, Demand level in #; Demand level in 1,
[$/MW] (Crr00) [MW] (PP,) [MW] (PD,)
w1 240,000 2000 2400
W) 270,000 2000 2400
w3 300,000 2000 2400
w4 360,000 2000 2400
s 450,000 2000 2400
we 240,000 2250 2700
w7 270,000 2250 2700
ws 300,000 2250 2700
w9y 360,000 2250 2700
10 450,000 2250 2700
11 240,000 2500 3000
w12 270,000 2500 3000
13 300,000 2500 3000
w14 360,000 2500 3000
15 450,000 2500 3000
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C C

Yo =Xneo YO=0L0,...,015 YO =0, 0, ..., 05 (D.1d)
pt‘?elw_‘_ptl?ezw“'pzclclw = Pt?w Vo = w1, @, ..., 015 (D.1le)
p,'im, + pgezw + png = P,?w Yo = w, w, ...,0s (D.1f)
0=< pEelw <1000 Vo =w, ), ...,o; (D.1g)
0<pk,, <1000 Yo=ow,0,... o (D.1h)
0<pl,,<800 Yo=o,w,... o (D.1i)
0<pr,, <800 VYo=ow,0,... 05 (D.1j)
0= chlw Sx,(fclw Yo = wi,ws,...,015 (D.1k)
0<pSn=(S,+15,) Yo=own,m,... o (D.11)

The objective function (D.la) minimizes the expected system cost including the
expected production cost and the expected expansion cost. Note that ¢,, represents
the probability of scenario w. Constraints (D.1b) and (D.1c) bound the capacity of
candidate unit c; to be built in time periods #; and 7,, respectively. The nonanticipa-
tivity constraints are enforced by (D.1d). Constraints (D.le) and (D.1f) enforce the
power balance between production and consumption levels in time periods #; and #,,
respectively. The remaining constraints (D.1g)—(D.11) restrict the production levels.
Note that problem (D.1) is linear.

Table D.2 Illustrative Example D.1: risk-neutral generation expansion decisions

Scenario Generation expansion decision | Generation expansion decision
in the first time period [MW] | in the second time period
(1) MW] (x5,,,,)

1 900 500

w2 500

w3 0

w4 0

ws 0

w6 800

w7 800

wg 0

w9 0

10 0

11 1100

w12 1100

13 300

w14 300

w15 300
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Table D.3 Illustrative

Scenario System cost [$ million]

Example D.1: system cost

distribution over scenarios @1 664.02
W) 666.27
w3 667.92
w4 667.92
ws 667.92
w6 758.04
w7 761.64
ws 764.28
Wy 764.28
w10 764.28
w11 852.06
w12 857.01
w13 861.00
w14 863.70
w15 867.75

The optimal solution of the GEP problem (D.1) is presented in Table D.2. Accord-
ingly, a new 900-MW unit is built at the beginning of the first time period. However,
the generation expansion decision in the second time period depends on scenario
realization at the end of the first time period. In the case of scenarios w; and w,,
an additional 500-MW unit is built, i.e., the capacity of the candidate unit increases
up to 1400 MW (900 + 500). An additional 800-MW capacity is built in the second
time period if either scenario wg or scenario w; is realized. This additional capacity
in the case of scenarios wi; and wj, is 1100 MW. The capacity of the candidate unit
reaches 1200 MW if one of scenarios w13 to w5 is realized at the end of the first time
period. Finally, the generation portfolio is not expanded in the second time period if
one of the remaining scenarios is realized.

The expected system cost in the optimal solution is $763.21 million. Table D.3
gives the system cost distribution, i.e., the optimal system cost for each scenario.
Note that the system cost exhibits high volatility varying from $664.02 million to
$867.75 million. O

D.2 Conditional Value-at-Risk

In a minimization problem with discrete scenarios, e.g., the GEP problem (D.1), the
CVaR for a given confidence level « € (0,1) is defined as the expected value of the
system cost higher than the (1 — «)-quantile of the cost distribution over scenarios.
If all scenarios are equiprobable, the CVaR is computed as the expected system cost
in the (1 — «) x 100 % worst scenarios. Similarly, in a maximization problem with
discrete scenarios, e.g., the generation investment problem of a producer maximizing
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its expected profit, the CVaR is defined as the expected value of the profit smaller
than the (1 — «)-quantile of the profit distribution over scenarios.

The CVaR of a discrete distribution function can be incorporated into the mini-
mization problem, e.g., the GEP problem (D.1), as follows:

1
ming, . Ew[f(w)] iy (c - me[nw]) (D22)

subject to

GEP constraints (D.1b) — (D.11) (D.2b)
(+ fw) <1y VYo (D.2¢)
Mo >0 Vo, (D.2d)

where function f(w) represents the system cost under scenario w. In addition, E,, is
the expectation operator.

The term ({ — ﬁEw [ N ] ) in the objective function (D.2a) computes the CVaR

risk metric. Note that ¢ is an auxiliary continuous variable that computes the value-
at-risk (VaR). The optimal value of the VaR, i.e., ¢*, for a given confidence level «
is the minimum system cost value such that the probability of the system cost being
higher than this value is less than or equal to 1 — «. Based on the VaR, the CVaR is
defined as the expected value of those cost values that are greater than or equal to the
VaR. In the objective function (D.2a), the nonnegative weighting parameter 8 makes
a tradeoff between the expected system cost and the risk, so that a higher value of
B implies that the system operator is more risk averse. Note that 8 = 0 makes the
problem risk-neutral.

Constraints (D.2b) include all constraints of the original risk-neutral GEP prob-
lem. Finally, constraints (D.2c) and (D.2d) allow incorporating the CVaR risk metric.
Note that 7, is an auxiliary nonnegative continuous variable equal to the summation
of the VaR, ¢, and the system cost under scenario w if this summation is nonnegative,
and equal to zero if such a summation is negative.

Similarly, the CVaR risk metric can be incorporated into the maximization prob-
lem with discrete scenarios, e.g., the generation investment problem of a producer
maximizing its expected profit, as follows:

1
maxr, ¢, y, Ew[p(w)] +p (;“ - me[nwD (D.3a)
subject to
Original constraints of the risk-neutral problem (D.3b)
{—pl@ =n, Vo (D.3¢)
ne =0 Vo, (D.3d)

where function p(w) represents the producer’s profit under scenario w. In addition,
variable set I includes all variables of the original risk-neutral problem. The optimal
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value of the VaR, i.e., ¢*, for a given confidence level « is the maximum profit value
such that the probability of the profit being lower than this value is less than or equal
to 1 —«. Based on the VaR, the CVaR is defined as the expected value of those profit
values that are less than or equal to the VaR.

Ilustrative Example D.2 Risk-constrained GEP problem

In this section, the CVaR risk metric is incorporated into Illustrative Example
D.1. We assume a confidence level ®=0.80 and a weighting parameter S=10. The
corresponding risk-constrained GEP model is formulated by linear problem (D.4)
below:

min

XS cjos Xeyor Phejws Phejos Pheyws Pheos Pheios Phejos o YO=01,02,...,015, ¢
w15
D 0 760] 14 (o PEe) 20 (0o + 1o
w=w|
+15 (Pl g0 + ptcmw)] + (0.30 x 300000) x;,,,, 4 0.15 Cpey xgclw]
1 w15
—100c- — ol D.4
(5 1—0.8oz¢") (D.42)
w=w)
subject to
Constraints (D.1b)—(D.11) (D.4b)

¢+ 8760|:14 (PE, 0 + PEeo) +20 (PE, ., + PE,) + 15 (S, + piclw)}

+ (0.30 x 300000) x{. ,, + 0.15 Cpoy X5y N0 Yo = w1, @2, ..., @15
(D.4c)
Nw ZO VC():(,()],CL)Q,...,C()]S. (D4d)

The optimal solution of the risk-constrained GEP problem (D.4) is provided in
TableD.4. In this case, the risk-averse system operator decides to build a higher
capacity in the first time period (1200 MW) with respect to that in the risk-neutral
GEP problem (900 MW). In addition, a smaller capacity is built in the second time
period for different scenarios with respect to that in the risk-neutral GEP problem.
In this way, a higher capacity is available in the first time period, which increases the
ability of the risk-averse system operator to cope with future uncertainties.

The expected system cost in the risk-constrained case is $766.81 million. As
expected, it is higher than that in the risk-neutral case ($763.21 million). The system
cost and the optimal value of 7, per scenario in the risk-constrained case are pro-
vided in Table D.5. Note that the system cost varies from $675.84 million to $861.36
million, which exhibits in this example a comparatively lower volatility with respect
to the risk-neutral case.

The optimal value for the VaR (¢*) at confidence level =0.801is —$858.72 million,
which is in fact minus the value of the system cost for scenario w;,. This implies
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Table D.4 Illustrative Example D.2: risk-constrained generation expansion decisions

Scenario Generation expansion decision | Generation expansion decision
in the first time period [MW] | in the second time period
(CIP) MW] (x5,.,,,)

1 1200 200

W) 200

w3 0

w4 0

ws 0

w6 500

w7 500

wg 0

w9 0

w10 0

w11 800

w12 800

w13 0

w14 0

w15 0

that $858.72 million is the minimum system cost value such that the probability of
the system cost being higher than that value is less than or equal to 0.20. As given in
Table D.5, the system costs in the last three scenarios ($861.36 million) with identical
probabilities (%) are less than or equal to the VaR.

Since all scenarios in Illustrative Example D.2 are equiprobable, the CVaR at
confidence level « = 0.80 is equal to the expected system cost in the 20 % worst
scenarios. Therefore, it determines the mean of the system cost value in the last
three scenarios, i.e., $861.36 million. Another general technique for computing the
CVaR even in cases with different probabilities is to derive the optimal value of the
term — ({ — ﬁ > ¢wnw) in the objective function. In this example, such a term
is computed as follows:

1 & 1 1
- — =858.72 x 10 + ——— || — x 2.64 x 10°
(§ 1—aa§¢‘””w) % +1—O.80[(15X x )
+ L 264 x 108 + L 264 x 108
— X Z. X — X Z. X
15 15
= 861.36 x 10°.
It is worth mentioning that the value of CVaR in the risk-neutral GEP problem,

i.e., [llustrative Example D.1, is $867.75 million, which is comparatively higher than
that in the risk-constrained GEP problem ($861.36 million).
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Table D.5 Illustrative Example D.2: system cost and n,, for different scenarios

369

System cost [$ million]

Ne [$ million]

w1 675.84 0
w2 676.74 0
w3 677.40 0
w4 677.40 0
ws 677.40 0
w6 761.10 0
w7 763.35 0
ws 765.00 0
w9 765.00 0
w10 765.00 0
w11 855.12 0
w12 858.72 0
13 861.36 2.64
w14 861.36 2.64
w15 861.36 2.64
864.5 ‘
864 7@\ B=0.1
\\

E 863.5 b.1351.5

‘E 863 =~ -

ﬁ T~ S

o L S~

<>(§ 862.5 ——

8621 -~
TT~<L_ =10
861.5F “~e
765.5 764 76‘4.5 7é5 756 766.5 767

Expected system cost [$ million]

Fig. D.1 Illustrative Example D.2: expected system cost versus CVaR (efficient frontier)

Finally, the risk-constrained GEP problem (D.4) is solved considering different
values of the weighting parameter 8. Figure D.1 depicts the so-called efficient frontier
for this case, which shows how the expected system cost increases as the CVaR
decreases.

O
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Appendix E
Dynamic Programming

This appendix presents a high-level introduction to dynamic programming. First, a
discrete-time approach is taken in which decisions may be made only at specific
points in time. Next, a continuous-time framework is developed and applied to the
problem of optimal stopping. Examples illustrate all concepts numerically.

E.1 Introduction

In this appendix, we will survey dynamic programming concepts that are used to ana-
lyze dynamic decision making under uncertainty. These are relevant for any problem
in which decisions are made or updated sequentially in time as new information
is revealed. As a concrete example, consider the power company in Chap.7 that
holds the perpetual option to invest in a power plant of a given capacity. Facing
uncertainty in the underlying value of the plant, the company can choose to delay
its investment decision in order to maximize the conditional expected net present
value (NPV) of the power plant. For example, it may invest in the power plant either
immediately, in five years, or in ten years. Given these discrete choices, the power
company’s optimal investment timing decision is the one that maximizes the condi-
tional expected NPV. To that end, the power company compares the expected NPV
from immediate investment with the continuation function, which contains the value
of all subsequent decisions to invest or to wait. Conceptually, discrete-time dynamic
programming handles dynamic optimization under uncertainty by decomposing the
main problem into smaller subproblems and exploiting their recursive nature. Hence,
this so-called Bellman principle of optimality formalizes the notion that the optimal
decision policy based on some initial choices and conditions is such that the subse-
quent decisions for the resulting subproblems are also optimal [1].

However, it is plausible to imagine that the power company makes such com-
parisons at more frequent intervals. In the limit, we can convert the decision-
making problem into a continuous-time one by letting discrete time steps over which
the underlying stochastic process is defined go to zero. Consequently, instead of
© Springer International Publishing Switzerland 2016 371
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comparing the value functions from decisions at discrete points in time, the result-
ing Bellman equation is cast in terms of rates, i.e., the instantaneous rate of return
on the value of the investment equals its expected appreciation per unit time. If the
underlying stochastic process is an Itd process [3], then the Bellman equation may
be rearranged by applying Itd’s lemma to yield a partial differential equation (PDE).
In the case of a perpetual option, the PDE becomes an ordinary differential equation
(ODE) that can be solved analytically subject to boundary conditions.

In the final section of this appendix, we will consider optimal stopping-time prob-
lems. This approach makes the formal link between solving an investment problem
and finding the optimal threshold price. Illustrative examples for a typical investment
decision-making problem are used to convey the main concepts.

E.2 Discrete-Time Dynamic Programming

We will demonstrate discrete-time dynamic programming using a simple setup in
which the investor faces uncertainty in the price of the underlying asset, i.e., a power
plant. The expected value of the plant, V; (in $), changes at discrete points in time
t =0, At,2At, ..., T At, where At is the length of each time increment and 7 + 1
is the finite number of time periods over which the investment decision may be made.
Over any time increment, At, the value of the plant can either jump up or down by
a factor of U > 1 or D < 1, respectively. We let 0 < p < 1 be the probability
associated with an upward jump and assume that successive changes in the price
are independent of all previous movements in the plant’s value. Thus, given V,, the
value in period t 4+ At is UV, with probability p and DV; with probability 1 — p.
Figure E.1 illustrates the discrete movements in the plant’s value.

Given that the power company has discretion over investment timing, which time
period is the optimal one in which to initiate investment? Assuming no operating
costs and that the investment cost is 7 (in $), the expected NPV from immediate
investment in any time period ¢ is simply max{V;, — I, 0}. This expected NPV must
now be compared with the discounted expected value (conditional on the current
plant value) of waiting to invest in a subsequent period, where p is the periodic
discount rate. If # (V,, t) is the value of the investment opportunity in period ¢
when the plant value is V;, then we have the recursive relationship in Eq. (E.1) for
t=0,...,(T —1) At [4]:

W(V,,z):max[w—l, Ey, [# (Vieart +A0]}. (B

14 pA

The boundary condition with respect to which the recurrence is solved is in
Eq. (E.2):

W (Vrae, T At) = max{Vra, — 1, 0} (E.2)
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0 At 2At T At t

Fig. E.1 Discrete movements in the plant’s value over time

Ilustrative Example E.1 Discrete-time dynamic programming

We now apply the discrete-time dynamic programming approach in Egs. (E.1)-
(E.2) to a specific example. Consider the movements of the plant value given in
Fig.E.2. Here, the parameters are T = 2, At = 1, U = 1.2, D =09, p = %,
p = 0.10, V, = 100, and I = 100. Thus, the power company has two years
over which to observe the value of the underlying plant and to make its investment
decision. The expected annual percentage change in the value of the power plant is
% x 0.20+ % x —0.10 = 5 %, and the annualized volatility in the percentage changes

is \/ 1% (0.20 — 0.05)* + 1 x (—0.10 — 0.05)> = 15 %. We solve for the value of
the option to invest and obtain the optimal investment policy by solving equations
(E.1)—(E.2) using backward induction starting with year 2:

e In year 2, the power company’s investment decision is a simple now-or-never one,
which means that Eq. (E.2) is evaluated for each value of V;:
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Fig. E.2 Discrete movements in the plant’s value for two time periods

44, if vV, =144
W (Va,2) =max{V, — 1,0} = 18, ifV, =108
0, ifV,=28I.

e In year 1, the expected NPV from immediate investment must be compared with
the expected value of waiting conditional on the current plant value using Eq. (E.1):

1
W (Vy, 1) = max [Vl — I, —Ey, W (V2,2)]]
1+ p

| max{20, 5[5 x 44 + 3 x 8]}, if V; =120
| max{—10, £ [5 x 8+ 1 x 0]}, if Vi =90
_ |23.636, ifvi =120
~|3.636, ifvi =090.

e Finally, in year 0, we have:

1
W (Vo,0) = max{Vy — I, I_EV" (7 (Vi, D]}
+p0
11 1
= max [0, 11 |:— x 23.636 + 7 X 3.636:| }

2
= 12.397.
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Hence, the value of the investment opportunity is worth $12.397 initially even though
the expected now-or-never NPV is precisely zero. The optimal investment policy is
to wait until year 2 and to invest only if the value of the plant is 144 or 108. ]

E.3 Continuous-Time Dynamic Programming

Rearranging Eq. (E.1), we obtain that the Bellman equation in the continuation region
is:

W (Vi 1) = By, [# (Vizar, t + AD)]

14 pAt
= L+ pA0 W (Vi 1) = By, [# (Viyar 1 + A1)]
= pAtY (Vi,0) = By, [# (Virar t + A0 =W (V)] . (E3)

Byletting A% = # (Viyar, t + At)—# (V,, t) and dividing Eq. (E.3) by At before
taking the limit as Az goes to zero, we obtain:

1
W (Vi,t) = —Ey, [AW
pW (Vi 1) = =y, [AV]
. 1
= a7 Ve = fim, 5 P ta sl

1
= p# (Vi 1) = a]EVt [d#]
= pW (Vi,t)dr = Ey, [d#]. (E4)

The last line of Eq. (E.4) reflects the return-equilibrium condition that the instanta-
neous rate of return from owning the investment opportunity is equal to the expected
appreciation as if it were operated optimally.

In the limit as A+ — 0, the underlying plant value also converges to a continuous-
time stochastic process rather than a discrete one as in Sect.E.2. Now, if the
underlying stochastic processes, {V;,t > 0}, is an Itd process, i.e., of the form
dV, =a(-)dt + b (-) dz;, where a (-) and b (-) are the drift and diffusion parameters
depending on V; as well as ¢, and dz;, is the increment to a Wiener process, then the
continuous-time Bellman equation in Eq. (E.4) may be simplified as a result of apply-
ing It6’s lemma. At its essence, [t0’s lemma enables the calculation of the total dif-
ferential of a function that depends on an Itd process and time. Intuitively, it is related
to a Taylor series expansion for a deterministic function of several variables, e.g.,

. . ; - 2 2
£ (x,y), which yields d f = .%dx +Edy+ 355 @0)*+ 355 @)+ In con-
trast to the deterministic setting, second-order terms of an It6 process do not vanish
but are of the order of d7 since (dV;)> = a ({)2 (d)?+b ()% (dz,)*+2a (-) b () drdz.
Here, (dz;)? = dr, whereas drdz, = (dr)2 and (dr)? are both “small” compared to

dr. Hence, we have for # (V,, t), where {V,, t > 0} is an Itd process:
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oW oW 19*w
d¥ = —4dV, + —dr dv,)?
v, r + Y + = > 3V2 davy)
o ()dt+37//b()d 8Wdt+1327/b()2dt
= a (- . .
v, v, Gt 2 av2
oW a% 192w
= b()?*) ds E.5
(av,“() o 2av3 ()) (E.5)

Applying Itd’s lemma to the return-equilibrium condition in Eq. (E.4) yields the
following PDE:

oW N 1*W N
dr = E ) )d yd
oW (Vi  t)dt V'[(av,“() o 2av2b()) ’+av,b() zt}
= p# (V,, t)dt o )+ 8W 82Wb()z dr
= a .
P 3V, o T2
1 32w o W
—b()? — —pW (V;, 1) =0. E.6
:2()avﬂ+()av,+ar oW (Vi, 1) (E.6)

The PDE in Eq.(E.6) may be solved numerically, e.g., by starting at the terminal
time T and working backward through a grid based on the finite-differencing method
subject to boundary conditions [2]. Besides finding the value of the option to invest,
the solution should also comprise the “free boundary,” vy, i.e., the optimal threshold
plant value at which to invest for every ¢. The corresponding boundary conditions
are the value-matching and smooth-pasting conditions as follows:

V4 (Vls t)'V,:U, = Vl - IlV,:u, (E7)
oW (Vi, 1) _ovi—D (E.$)
a‘/t Vi=y, a‘/f Vi=u, '

Intuitively, the value-matching condition in Eq. (E.7) states that at the free boundary,
the value of the option to invest equals the expected NPV of the active plant, whereas
the smooth-pasting condition in Eq. (E.8) is a first-order condition for optimality [3].

If the option to invest is perpetual or the time to expiry is long, then the value
function no longer depends directly on time, i.e., it is simply % (V). Consequently,
the PDE in Eq. (E.6) becomes an ODE as the time derivative vanishes:

1
5b O2H"(VY+a(OW' (V) —p# (V) =0. (E.9)

Now, instead of solving for a free boundary, we solve for an optimal threshold, v,
which is independent of time. Thus, Eq. (E.9) is solved together with the following
value-matching and smooth-pasting conditions:
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W Vly—, =V —Ily_, (E.10)
dw (V) _dv -1 E1D
v V=v B av V:v. ‘

Ilustrative Example E.2 Continuous-time dynamic programming

Suppose that a power company has the perpetual option to invest in a power plant
with underlying value {V;, t > 0}, which follows a GBM, i.e.,dV = aVdr+o Vdz;.
Asin Illustrative Example E.1, we let p = 0.10 be the annual discount rate and set the
investment cost to be I = 100. Since the expected appreciation in V; in Illustrative
Example E.1 is 0.05 with a volatility of 0.15, we set « = 0.05 and let the volatility
parameter, o, be equal to 0.15. Using Eq. (E.9), we obtain the following ODE:

1
5oZVZW”(V) +aVH' (V) —p# (V) =0. (E.12)
The solution to this second-order ODE is of the power form, i.e.:
W (V) =ao VP 4+ ag, VP, (E.13)

where B; > 1 and B, < O are the roots of the characteristic quadratic equation
2B = %02,3 (B — 1) + af — p = 0 defined by the insertion of Eq.(E.13) into
Eq. (E.12). Furthermore, as the value of the plant goes to zero, the value of the option
to invest in it should also become worthless, i.e., limy_o# (V) = 0 is a boundary
condition, which implies that ag » = 0. Thus, the solution to the value of the option
to invest is:

W (V) =ag, V. (E.14)
Using the value-matching and smooth-pasting conditions in Egs. (E.10) and (E.11),

respectively, we can now solve for the optimal investment threshold, v, and the
endogenous constant, g ;:

(B
vl=h
= E.16
ao,1 5 (E.16)

From the parameters, we first obtain that 8; = 1.7209, which leads to v = 238.7198
and ap,; = 0.0112 from Egs. (E.15) and (E.16), respectively. Hence, it is optimal to
invest when the value of the plant hits v, and the value of the option to invest when
V = 100 is ap, V# = 31.0341, which is considerably higher than the expected
now-or-never NPV of zero. (]
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As an exercise, the reader is encouraged to extend Illustrative Example E.1 to
T = 20 to facilitate comparison with the results of Illustrative Example E.2. With
the discrete approximation, the value of the option to invest is 30.4767, and in the
next-to-last year, the lowest possible plant value that triggers immediate investment
is 239.8806. Hence, both values with the discrete approximation are similar to the
continuous-time solution.

E.4 Optimal Stopping Time Problems

Another way to approach the problem of investment under uncertainty is to recast
it in terms of the optimal stopping time. Specifically, suppose that the same power
company as in [llustrative Example E.2 is trying to determine the optimal time, T > 0,
at which to invest assuming a perpetual option and that {V;, ¢ > 0} follows a GBM:

W (V)=supEy [e 7" {V, - I}]. (E.17)

>0

Using the law of iterated expectations and the strong Markov property of the GBM,
we may express the objective in the right-hand side of Eq. (E.17) as follows:

Ey [Ey, [e 77" {V; — 1}]]
=Ey [e " Ey, [V: — I1]
=Ey [e " |{V, — I}. (E.18)

Thus, the independence of V; from V enables the inner expectation to be separated
from the outer one. As a result, the objective function in Eq. (E.17) becomes:

W (V) =supEy [e "] {V, — I}. (E.19)

>0

In order to solve the optimal stopping-time problem in Eq.(E.19), it is expe-
dient to convert it into a nonlinear unconstrained optimization problem by find-
ing an expression for the conditional expectation of the stochastic discount factor,
Ey [e’p’], in terms of the optimal investment threshold value, v. To do so, we let
g (V) = Ey [¢77] and condition on the first thing that happens in the next d time
units:

g(V) =o(d)e ™ + (1 —o(dt))e ™ Ey [g(V +dV)]
=g(V)=oW)e ™ + (1 —o(d)e ™ Ey[g (V) +dg +o(dr)]

=g (V)=o) e + (1 —o(dt) e—pd’Ev[g (V) +dVg (V)
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+% @dv)?g”" (V) +o (dt)]

1
=g(V)=o0()+e g (V)+e aVg (V)dr + e_pdlzanzg” (V)dt
=g(V)=o0()+ (1 —pdt)g(V)+ (1 — pd)aVg (V)dt
1
+ (1 — pdr) 5(;2v2g” (V)dt

1
= Eazvzg”(V) +aVg (V) —pg (V)= OESI). (E.20)

The first line of Eq. (E.20) is obtained by conditioning on whether the threshold v >
V is reached in the next dr time units, which is presumed to occur with probability
o (dt). If it does, then the discount factor is simply e % . Otherwise, with probability
(1 — o (d?)), the problem starts all over again with time displacement d¢, which leads
to discounting of e=*% and a change of dV in the underlying plant value. Next, we
move to the second line of Eq.(E.20) by arguing heuristically that g (V 4 dV) is
g (V) +dg plus some terms of order o (d¢). In order to get to the third line, we apply
[td’s lemma to the dg term. The fourth line of Eq.(E.20) arises from the fact that
terms of order d¢ become o (d¢) when multiplied by other terms of order o (dt). In
the fifth line, we use the relationship e~ P4 = (1 — pdt) + o (dt), and finally, the
sixth line of Eq. (E.20) is a consequence of rearrangement.

If we take the limit as dr goes to zero, then the last line of Eq. (E.20) becomes the
following familiar second-order ODE:

1
5azvzg” (V) 4+aVg (V) —pg (V) =0. (E.21)

The general solution to the ODE in Eq.(E.21) is g (V) = a;V# + a, V2, where
B1 and B, are the positive and negative roots of the characteristic quadratic equation
2B = %02,3 (B — 1)+ aB — p = 0. In order to obtain the endogenous constants
a; and a,, we use the following boundary conditions:

lim ¢ (V) =0, (E.22)

g(v) = 1. (E.23)

Equation (E.22) states that as the initial plant value goes to zero, which is an absorb-
ing state for the GBM, it becomes improbable for the threshold v to be hit. Thus, t
should go to infinity, which means that the expected discount factor becomes zero.
The only way for this to hold is if a; = 0; otherwise, the VA term explodes to
infinity. At the other extreme, if the initial plant value is already very close to the
investment threshold, v, then the so-called hitting time should be approaching zero,
which implies that the expected discount factor is as reflected by Eq. (E.23). Conse-
quently, we have a; = u+‘31 Hence, the optimal stopping-time problem in Eq. (E.17)
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becomes the following nonlinear optimization problem:

1% B
W (V) = max (—) (w—1). (E.24)
v>V v

Ilustrative Example E.3 Optimal stopping time

Taking the first-order necessary condition for the problem in Eq. (E.24) yields the

following:
/31 V ,31*1
(K) —Bi(v—1) (_) 12 =0. (E.25)
v v v

Solving this for v yields the expression in Eq. (E.15). The second-order sufficiency
condition may be verified as well:

B (—) = =B (—) BB W=D (—) =
v v v v v v

VN 1 Tw=-1
=/31( ) —[ (ﬁ1+1)—z]

v v v

< 0. (E.26)

The result in the last line of Eq. (E.26) follows because (i) §; (%)ﬂ] L > 0and (i)

v

©=D (B, + 1) — 2 < 0 if the definition of v from Eq. (E.15) is employed. O
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