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Abstract

In this thesis, we investigate the impact of transmission on the strategic behaviour of firms compet-
ing in deregulated electricity wholesale markets. Assuming uniform-price auctions and locational
marginal pricing, we first investigate the properties of the dispatch problem over networks that are
constrained and/or lossy. Without loops and losses we derive important results as to how price
varies as a function of demand at each node. Whereas, for networks with loops and losses, we
discuss the non-convexity of the dispatch problem and show that the optimal value function may

be non-convex.

We model the strategic firms as Cournot agents, and discuss how the assumptions surrounding
the rationality of the agents can influence the equilibrium outcomes. Under a full-rationality
assumption, we prove that over a lossless radial network, with firms owning single generators, the
line capacities ensuring that a single-node Cournot equilibrium exists form a convex set. However,
in the case of networks with loops or with firms owning multiple generators we provide counter-

examples to this convexity.

We investigate the prices coming from a two-node network with a lossy line and find the conditions
such that a generator is guaranteed to have a quasi-concave revenue function. We use this result

to prove that there exists a pure-strategy equilibrium for a Cournot game over the same network.

In the final chapters we present some applications of this work. We first define a mixed-integer
stochastic transmission planning model that uses the set of capacities derived earlier as constraints
to ensure that the unconstrained equilibrium exists for all periods. Finally, we examine the effect
of carbon charges over a two-node network and find that the imposition of a carbon charge may

increase emissions when firms behave strategically over a constrained network.
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Chapter 1

Introduction

Over the past two decades, countries and states around the world have deregulated their electricity
sectors [9]; this has entailed the corporatisation or privatisation of many previously centrally owned
and operated generation and transmission assets. What drove this liberalization is the belief that
a competitive market model will deliver better decisions and outcomes than a centrally managed
system. A key assumption for these markets to be effective is that the firms in the market would
behave in the perfectly competitive manner (offering power at marginal cost) [9]. However, a
number of studies have demonstrated that firms are not always behaving in this way (for example
[18, 95]). This lack of perfect competition is regularly attributed to the exercise of market power
(see [95]), which is often present in markets with a small number of large firms and high cost
of entry. This market structure enables firms to behave in a strategic rather than competitive

manner, which generally results in higher prices for electricity consumers.

One feature of electricity markets that differentiates them from markets for other goods is the
presence of a transmission grid. Electricity must flow through this grid to reach customers, while
complying with line capacity constraints and the physical laws that govern the power flow. The

effect that these constraints can have on the behaviour of firms in the market is not well understood.

In this work, we are interested in the impact that the transmission grid has on the strategic
behaviour of firms. We model the firms as Cournot agents, each aiming to maximize its own
profit. If there were no transmission grid and all generators and demand were situated at a single
node, then we could model this using the classical Cournot game (see [20]), where all producers
(generators) and consumers (demand) see a single market price. However, in electricity markets,

due to the transmission networks, locational pricing (e.g. nodal pricing) is often used; this allows
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more appropriate locational price signals to be observed in the market, but makes the modelling

of the system more difficult.

With nodal pricing, the specific structure and properties of the transmission grid can affect the
opportunities and incentives of the generators and therefore can alter the outcome of the market.
Through this work we wish to develop a better understanding of how these transmission grid prop-
erties influence the behaviour of firms in the market. These insights may be useful for regulators

when considering the impact of proposed grid upgrades on the competition in the market.

The deregulation of electricity markets began in the 1980s in South America. Since then decentral-
ization of electricity sectors has occurred in many countries around the world [85]. Chile in 1982
was the first of these countries to break up their previously centrally managed electricity sector.
Four years later in 1986 an Independent System Operator (CDEC) was established; from this point
onwards generators have been required to submit their plants’ marginal costs and availability every
hour to the CDEC who determine how much electricity each plant should produce, and compute

the marginal price for electricity.

The Chilean reforms were followed in 1990 by England and Wales who established an electricity
pool market [2]. In this type of market structure, power is offered into the market by generation
companies and the demand is satisfied by dispatching the generators in such a way so as to
minimize the total cost. From the inception of such a pool market in England and Wales, there
was significant criticism about the way the generation companies were structured and the presence
of market power. Since this time England and Wales have restructured their electricity market on
two further occasions. Norway established its electricity pool market in 1991; since then Sweden,

Denmark and Finland have joined forming the Nord Pool market.

Brazil began reforms of their power sector in 1996; these reforms were forced, due to there being
insufficient funds to pay for the construction of additional capacity to ensure that demand could be
met. The reforms aimed to make a competitive power sector with participation from the private
sector. In 2004, due to criticisms associated with the previous reforms, the Brazilian electricity
system became fully-regulated, with the day-to-day operation of the system centrally managed and
auctions held every 3-5 years for long-term electricity contracts to ensure that there is sufficient

capacity to meet demand growth.

In the mid 1990s New Zealand and the Australian states of Victoria and New South Wales each
began deregulation of their electricity sectors and moved to establish electricity pool markets. Many

states in the US soon followed; for example the Pennsylvania-New Jersey-Maryland Interconnection
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Chapter 1. Introduction

(PJM), California and New England.

There are some key differences in the design of each of the above markets. These markets have
evolved based on the particular requirements of each country, and the lessons learned from elec-
tricity markets in other regions. Governments and regulators are tasked with ensuring that these
markets deliver the best outcomes for consumers and the economy as a whole. These regulators
are able to learn from past experiences from their electricity market or other markets around the
world to develop policies which will deliver the desired results. Some of the markets are energy-
only markets (for example: New Zealand, England and Wales and the Chilean Market); this means
that all the generators must recover their capital costs solely from the the power they sell. Other
regions provide both energy markets and capacity markets (such as PJM and the New England
market) [21]; here capacity-payments are made to cover the fixed costs of ensuring there is sufficient

generation capacity [75].

Since thermal plants often have lengthy start-up and shut-down times, unit commitment is an
important feature of electricity markets. In some markets, such as PJM and the New York market
this unit commitment is centrally managed (see [89]), whereas in the NZEM and Australian market

this is managed internally by the generators.!

Another difference between the above markets is the way prices are determined. The two most
common ways of pricing power in a pool market are nodal and zonal pricing. Of the above markets,
the NZEM, PJM, and Chilean market all have nodal pricing; this means that the price of (buying or
selling) electricity in the wholesale market can differ between any nodes depending on the marginal
cost of electricity (including any transport costs due to losses or congestion). Other markets, such
as the Australian and Nord Pool markets, have zonal pricing schemes where the grid is divided

into a number of zones within which there is a single zonal price.

In this work we will restrict our attention to pool markets with nodal pricing, as is used in the
New Zealand wholesale electricity market. Thus we will give a brief background of the New
Zealand electricity market and how it is operated. Until 1987, New Zealand’s electricity sector was
centrally managed by the Ministry of Energy; the generation, transmission investment was run
by a government department and the distribution and retailing of electricity was run by locally
elected power boards. Decisions on investments in new generation capacity were often political,

rather than economic; see Evans and Meade [66].

In 1987, the government at that time started New Zealand on a gradual process of deregulation.

Hn this thesis, we consider one-shot games, and in this context the importance of unit commitment is limited.



The first stage was to corporatise the New Zealand Electricity Department to become the Elec-
tricity Corporation of New Zealand (ECNZ) [9]. It was not until 1994 that any more significant
changes occurred, when a new transmission company, Transpower, was established. In 1996, Con-
tact Energy, a new state-owned generation company was formed to compete against ECNZ using
existing assets, and later that year a reformed wholesale electricity market was established. In
1999 ECNZ was disestablished and three generating companies were formed: Mighty River Power,

Genesis Power and Meridian Energy [9].

After a referendum of self-management of the industry was defeated, the Electricity Commission
was established in 2003. Its duties were to oversee the rules and regulation of the market, and

oversee Transpower’s grid expansion investments.

In its current state, the New Zealand electricity market (NZEM) consists of six main sectors:

generation, transmission, distribution, retail, operation and regulation; we discuss these below.

The generation of New Zealand’s electricity is dominated by five main generation companies.
These consist of three state-owned enterprises: Genesis, Mighty River Power and Meridian; and
two privately-owner generators: Contact Energy and Trust Power. According to the New Zealand
Ministry of Economic Development [69], in 2008 just over 42,000 GWh of electricity was produced

in New Zealand. The five main companies listed above accounted for 94% of this generation.

Examining the fuels used to produce this power: hydro accounted for 52.3% of generation; gas:
23.7%; coal: 10.5%; geothermal: 9.4%; wind: 2.5%; with the remaining technologies each producing
less than 1% of the total generation. Looking at these figures, we can see that the New Zealand
electricity sector has some key characteristics: it is dominated by a small number of generation

firms; and the production is dominated by hydro and gas generation.

Transmission lines are the high-voltage lines which transfer large quantities of power over great
distances. Transpower owns and maintains all of New Zealand’s transmission assets. Transpower’s
profits are highly regulated so as to avoid monopolistic behaviour, as discussed by Green in [41].
Since Transpower’s profits are linked to their assets’ values, before any major investments in
transmission are approved they are required to pass the Grid Investment Test (GIT) [28]. This
entails various alternatives being submitted to the Electricity Commission with a detailed cost-
benefit analysis of each. The Electricity Commission then approves the option it deems to be in

the best interests of New Zealand.

Distribution lines are local power lines connecting a sub-station to electricity customers. These lines

are generally owned by a local distribution company. These companies typically charge residential
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Chapter 1. Introduction

customers based on their total usage; however for large commercial or industrial customers they
have a more complicated tariff structure in place, whereby customers are charged based on a

combination of their total usage and peak demand or connection capacity [93].

Electricity retailers typically sell power to consumers at fixed prices, although the prices are pe-
riodically adjusted to reflect the long term trends in the spot market. In New Zealand, vertical
integration of generation and retail is common because this reduces the risk each company would
otherwise face. This is particularly important in New Zealand where year to year changes in lake
inflows can drastically affect wholesale electricity prices. For example, during a dry year a retailer
without generation assets or contracts would have to purchase electricity from the spot market at
high prices, but would then be forced to sell it at a loss to consumers. In fact in 2001, after a
prolonged period of high electricity spot prices, one New Zealand retailer (On Energy) was forced

to exit the electricity retail business due to inadequate hedge contracts [9].

The operation of the NZEM is controlled by Transpower. Each of the generation companies must
submit an offer stack of five tranches of energy (a quantity of electricity at a price) for each
half-hour period of the day. The offers for a particular period can be changed up until two hours
before that period starts [17]. Transpower solves a scheduling, pricing and dispatch (SPD) problem
that dispatches the plants with the cheapest offers of electricity in order to meet the demand at
minimum cost (see [4]). This optimization problem also defines the optimal prices for electricity
at each node in the grid (locational marginal pricing). We discuss the dispatch problem in detail

in part II.

In the remainder of part I, we discuss some fundamental concepts of game theory and the compu-
tation of a Cournot equilibria; then we discuss electricity markets in more detail and explain how

transmission networks can be modelled and how electricity markets are structured.

In part IT we present the dispatch problem and discuss how it can be solved; here we are particularly
interested in how nodal prices vary as a function of demand at each node. In the case of radial
transmission networks we prove some useful mathematical results about how the nodal price varies
as a function of demand. Finally, we examine the impact that transmission losses have on the

convexity of the dispatch problem.

In part III we introduce the Cournot game over a network and present different ways of modelling
the game depending on the assumptions made about the rationality of the generators. We then
detail an algorithm that allows us to compute a set of conditions on the properties of the trans-

mission grid to ensure the validity of certain outcomes to the Cournot game. In the last chapter of
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this part we examine how transmission losses can affect the behaviour of firms in a Cournot game.

In part IV we present some applications of this work. First we look at expansions of the transmission
grid and give an example based on the New Zealand market. Then we look at how this work can be
useful for modelling the outcomes of changes to energy policy; specifically, we examine a possible

outcome of an imposition of a carbon tax.



Chapter 2

Game theory

In this chapter, we will introduce some basic concepts of game theory. First we will define a game,
and discuss different ways a game can be structured. We finish with a simple Cournot game and

demonstrate how an equilibrium can be computed.

2.1 Definition of a game

A game is a model of how a collection of rational agents may behave in a given setting. Game
theoretic models are used to attempt to understand and predict how people or organizations might

act in particular situations, as discussed by Fudenburg and Tirole in [32].

When setting up a game, we must first determine the relationship between the agents. In a
cooperative game, the agents can form binding agreements, whereas in a non-cooperative game the
agents’ decisions are independent. In this work we focus solely on non-cooperative games, which

we will apply to model situations where there are multiple agents each acting in their own interests.

A game therefore consists of a set of agents, each agent, i, choosing some strategy, s;, from its

strategy space, S;. The payoff for agent ¢ is P;(s), where s is a vector of all agents’ strategies.

The final aspect which must be modelled is how the game is played. In a two agent game, if
the agents both choose a strategy simultaneously, then the game is simultaneous; otherwise the
game is sequential. For larger numbers of agents it is possible to have a mixture of the above
game types. For example, for an electricity spot market, modelled as a game, the generators act

simultaneously to choose their offers!, and a system operator then chooses the dispatch quantities

L Although, they may change their offers many times before gate closure.



and nodal prices.

2.2 Nash equilibrium

Once a game is defined, it can be used to predict a possible outcome or gain intuition into the
nature of the agents’ interactions. Under the assumption that all agents are rational and have
perfect information, a Nash equilibrium is a point in the joint strategy space of all the agents
where no agent can improve its payoff, P;(s), by unilaterally changing its strategy. That is, each

agent, assuming all other agents are fixed, cannot alter its action to increase its payoff.

2.3 Cournot game

The Cournot game, introduced by Cournot in [20], is a non-cooperative game whereby firms in an
oligopoly simultaneously choose quantities of some product to produce. The relationship between
the market price, p, and demand is determined from a smooth and continuous decreasing demand

curve, D(p).

In a Cournot game the firms are assumed to act rationally and also believe that all other firms
behave in the same manner. Moreover, each firm, i, chooses its production quantity, ¢;, with the
aim of maximizing its profit, p;. This is given by its revenue (g; X p) less some positive, increasing

and convex production cost: C;(g;).

Consider an example where there are n firms in a particular market. If there is a known demand

curve of the form:
D(p) =a— bp7

where a, b > 0, then we can seek a Nash equilibrium for this game as follows. We first find the
inverse demand curve; this gives the market price as a function of the firms’ production quantities

as shown in equation (2.1).

> ai=D(p),
=1

n
= > gi=a-bp,
=1



Chapter 2. Game theory

Since the firms are independent profit maximizers, we can compute firm j’s optimal production
quantity, q;-‘ , as a function of the other firms’ decisions. We first observe that firm j’s profit function

is concave in ¢;, as shown below:

pi(e) = 4p—C;(g) (2.2)
= G- -Ciw). (23)

For the purposes of illustration, we will ignore upper and lower bounds on production decisions.
Hence the maximum profit for firm j can be found from the first-order condition of equation (2.3),

given by equation (2.4).

9]
4} =0, (2.4)
9; q;=4;
a 1 2, dC;
= T G- =0
b bz:O,igéj b dq] q;=q;
L1 - dcC
= ¢g=s(a- > a- . (2.5)
i=0,i#j 4 g =q;

Equation (2.5) gives a best response function for firm j; this function gives the optimal decision

for firm j as a function of all the other firms’ production decisions; see [36].

2.3.1 Nash-Cournot equilibrium

Since this Cournot game is simultaneous, all the firms choose a production quantity at the same
time. Moreover, since the firms are rational, they anticipate that other firms will respond to
their production decisions so as to maximize their own profit. Recall that a Nash equilibrium is
a point in the game’s decision space where no firm is able to increase its profit by changing only
its quantity. This point can be found by simultaneously enforcing all firms’ first-order conditions,

which is equivalent to solving the following system of simultaneous equations:

n

L1 e .
G=5(e- > g b~ , j=1l.n, (2.6)

i=0,i7j 9 lg;=q

where ¢° is the vector of production decisions such that no firm has incentive to deviate. Note that,
however, we are not guaranteed that there will exist a solution to the above system of equation
for all demand functions. To deal with this we increase the strategy space of the firms to allow for

mixed strategies as discussed in the next section.
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2.3.2 Mixed strategy equilibria

At this point we draw a distinction between pure strategies (as presented above) and mixed strate-
gies. A pure strategy is simply a fixed strategy with no random element; however with a mixed
strategy, a firm randomly selects its strategy from either a discrete or continuous probability dis-
tribution over the set of pure strategies. Note that for a mixed strategy to be optimal all strategies
with positive probability must yield the same payoff, otherwise the firm could improve its payoff

by reducing the probability of choosing a less profitable strategy [94].

When no pure strategy equilibrium exists, it is possible to use mixed strategies to compute an
equilibrium. Mixed strategy equilibria are much more difficult to compute and the predictive
power of such equilibria is questioned [90]. We will examine mixed strategy equilibria in the

context of electricity markets in chapter 13.

We will now present a small example to illustrate the computation of a (pure strategy) Nash-

Cournot equilibrium.

2.3.3 Example

Consider two firms, with production costs: C;(¢;) = ¢;q; for @ = 1,2. Here the best response
functions, given in (2.5), reduce to:
g =3(a—q—ba), ¢ =73(a—q —be). (2.7)

These functions are plotted in figure 2.1 below. The point where the two curves intersect is the
Nash equilibrium, since this is where both firms are simultaneously optimizing against each others’

decisions.
We could also compute this point algebraically, giving the following Nash equilibrium:
q5 = % (a —2bcy +bes), 45 = % (a — 2bey + bes),

with an equilibrium market price of:

e a—qi—g5

p= b
_a+b(cr+e)
= —

Note how the equilibrium changes as we alter the marginal cost of each of the firms. If the
marginal cost of a single firm is increased, then that firm’s production decreases, whereas both its

competitor’s production and the market price increase.
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Chapter 2. Game theory
a2/

3 (a—bey) «

q1/qr

a —\bcl 1 (a —bes)

Figure 2.1: Best response functions for two player Cournot game with constant marginal costs.

In this work we extend these basic concepts of game theory to electricity markets. In the electricity
market games that we examine, the firms’ profit functions are more complex and there is a trans-
mission grid yielding location-based prices. In the next chapter we introduce some fundamental
considerations when modelling electricity markets, and later in chapter 7 we provide a background

of game theoretic approaches to modelling competition in electricity markets.
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Chapter 3

Electricity markets

In this chapter, we will discuss some characteristics of electric power systems and how electricity
markets are structured. In the first section, we discuss various power generation technologies,
giving pros and cons of different plant and fuel types. We also derive the DC load-flow model to
approximate how AC power is routed through a transmission grid. In the subsequent sections, we

examine how electricity markets can be structured, and how the market operates in New Zealand.

3.1 Power systems

In this section, we will give an overview of different power generation technologies, and then show

how power flow is modelled through a transmission grid.

3.1.1 Power generation

Electricity can be generated from many different technologies, each having their own advantages
and disadvantages. Throughout the first half of the twentieth century, the electricity needs for most
countries were supplied from thermal plants burning fossil-fuels (coal, gas or oil) or hydroelectric

plants [14].

Technologies

Below we will summarise the advantages and disadvantages of the major electricity production

technologies.
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Thermal In a thermal plant power is produced from steam as flows through a turbine. There

are a variety of fuels that can be used to produce the steam. The most common of which are:

Coal Coal-fired power stations are common because of relatively cheap fuel costs (due to the
abundance of coal). However, due to its high carbon content, coal plants are facing large cost
increases as emission reduction schemes come into force. Furthermore, coal plants are relatively
inflexible due to their slow ramp rates, meaning that they are more suited as base-load generators,

rather than peaking plants.

Geothermal Thermal plants using heat from geothermal sites are very cheap to run. However

the capacity and number of such plants are limited by the prevalence of suitable sites.

Nuclear Nuclear power plants appear to be regaining popularity as emissions reductions are
sought. However, the strict safety measures required when developing such a plant means that
the capital costs are high (and somewhat independent of the size of the plant); although once the
plant is operational, the short-run marginal costs are very low. Hence nuclear plants need to have

a large capacity to be economically viable [14].

Gas turbine Gas turbine plants tend to be more flexible than the thermal plants above, and can
be used as peaker power plants. Gas turbines can be configured as open-cycle or combined-cycle
gas turbines. Open-cycle turbines are more flexible, but have lower efficiency (up to 40%), whereas
combined-cycle plants use waste heat from the turbine to produce steam that drives a second
turbine; this can improve the efficiency (up to 60%), however reduces the flexibility of the plant.
A combined-cycle gas turbine plant produces a little more than a third of the CO5 emissions per

MW that a coal-fired thermal plant emits.

Hydroelectric Hydroelectric power is a major source of electricity in many South American
countries as well as in New Zealand. The major advantage of this type of power station is that
water used in these stations generally has no cost. Moreover, hydro plants are reasonably flexible,

allowing them to adjust their output to meet changes in demand.

The major disadvantage is that a sufficient supply of water is not guaranteed. In the event of
a severe drought, there may not be enough water stored in the dams to provide a continuous

supply of electricity. This is of particular concern in those countries where hydro power makes
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Chapter 3. Electricity markets

up a significant proportion of the total electricity supply; for example in New Zealand, there was
a severe drought in 1992 that led to lake levels that were much lower than usual. Due to New
Zealand’s reliance on hydro power for a significant proportion of its generation, additional LPG
generators as well as a conservation campaign were necessary to ensure that rolling-blackouts were

avoided [31].

Wind Due to increased uncertainty in future fossil-fuel prices and planned restrictions on CO9
emissions, there has been renewed interested in wind power over the last ten years [14]. The major
advantage of wind power is that the marginal cost of the plant is zero. Due to its low cost, it can

offset generation from thermal plants, thereby reducing emissions and the cost of electricity.

The biggest disadvantage of wind turbines is that their generation is uncertain, thus they cannot
be relied on to meet peak demand. Therefore to ensure that demand can be met, backup peaking
plants will be built (as opposed to, for example, baseload thermal in the ‘no wind’ case). This
backup capacity is very costly, and it could possibly be uneconomical, since it may rarely be

required [62].

Furthermore, generation from wind farms can fluctuate significantly; as wind becomes a greater
proportion of the electricity supply, these fluctuations can become much more difficult to manage,
leading to potential instabilities in the system, if more robust systems are not put in place to

handle these fluctuations.

3.1.2 Transmission grid

An electricity grid consists of buses (nodes) and lines (links between nodes). Generators are
situated at buses referred to as grid injection points (GIPs), and demand is situated at buses
referred to as grid exit points (GXPs). These buses are connected by high-voltage lines which each

have reactance and resistance properties and a thermal limit.

AC Power System

Electricity systems use alternating current (AC) power; this allows the voltage to be stepped-up
easily for transmission over large distances and conversely stepped-down for distribution to con-
sumers. Here we will focus on the power flow in the transmission network. The flow of power
between buses connected to the transmission grid is determined based on the physical laws govern-

ing power flow and the properties of the transmission lines. Each transmission line has a resistance

17



r and reactance x, these give an impedance of z = r+ jx, where j = y/—1. Hence, we can compute

the admittance of a line connecting buses and ¢ and k to be

1 1 _ Tik — JTik

Zik Tk JTa rad 4 oia?
To solve for the AC power flow over a (directed) transmission network with lines ik € A, we can

define an admittance matrix: Y = G + jB, with elements G;; and B, defined as follows:

— i, ik € Aorkic A,
ik 2Tk
T4 e
Gk = E TinQJ?rr;mQ’ i =k,
n,in€A
0, otherwise,
T.kzzf;_km tke Aorkic A
Lin -
By = 4§ ~ L i ik
0, otherwise.

The non-linear equations (3.1), below, equate the net-power injected at a bus to the voltages, V,
and voltage-angles, 6, at connected buses in the transmission network [82]. These equations are
non-linear and the power consists of both active power, P, and reactive power, Q.
N .
Py =3 Vil |Vi| (Gig cos (0; — Ox) + B sin (6; — 0))
k=1 (3 1)
I .
Qi = > Vi [Vk| (Gik sin (0; — Ox) — Biy cos (6; — Ox))
k=1
Due to the non-linearity of these equations, iterative methods such as the Newton-Raphson method

are employed to converge to a solution [82]. However, when studying the economics of power-

systems, an approximation of these equations is often used; we discuss this in the following section.

DC load-flow approximation

In this work, as we are dealing with electricity markets, rather than the real-time issues of operating
a transmission network, we use an approximation of the AC model; this is referred to as a DC
load-flow approximation. This changes the sinusoidal non-linear equations (3.1) into quadratic
equations (or linear equations if transmission losses are ignored) by assuming that the voltages at
all buses are equal and voltage-angle differences are small. To convert the AC power equations into
the lossless DC load-flow equations, four approximations are used [82, 97]. We first ignore reactive

power, leaving us with only the active power equations:
N
Py =Y |Vi| [Vi| (Gik cos (6; — Ox) + By sin (6; — 0y.)).
k=1
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Chapter 3. Electricity markets

We then assume that all bus voltage magnitudes are equal to some arbitrary value; in this case we
set |V;] =1, Vi:
N
P, = (Gir cos (0; — Ox) + B sin (6; — 6;)).
=1
We now assume that the voltage-angle differences are small. Using Taylor series expansions, we

can approximate the trigonometric functions as:

sinla) = a,

cos(a) = 1-—-a,

giving
N 1 ,
Pi=Y (Gik (1 =50 =0 ) + Bik (0; — 9k>>~
k=1
1

Finally, we must assume that for each line, ik, r;; << z;; this yields G ~ 0 and Bj, ~ ot

giving
N
0; — 0y,
P, = — . 2
() -

Equation (3.2) gives an approximation of the relationship between the voltage-angles and the power
injections (or offtakes) at each bus. From this equation, we can determine that the power flow on

any line ik is equal to:
0; — O

Lik

fik =

This linear relationship between power flow and voltage-angle allows these approximate power flow

equations to be solved as a system of linear equations.

Suppose we had a network consisting of a set of nodes, ¢ € N and a set of directed arcs ij € A
(linking nodes @ and j). Furthermore, assume that at node i there is some injection of power ¢;

and some demand d; and a power flow of f;; on arc ij. For this situation, equation (3.2) becomes:

> o fi— X fii=a—di, YieN,

JrijeA JjieA (3.3)
m%j(@i—Qj)—fij =0, Vij € A.

The first equation is a node balance equation, equating outflows less inflows to the net injection
at the node. The second equation ensures that Kirchhoff’s laws are complied with for any loops

in the network.

Transmission losses

In the above DC load-flow model, the resistance was assumed to be much less than the reactance,

which resulted in a lossless transmission network; this assumption can be relaxed slightly to give
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quadratic losses. To illustrate this we consider a two-bus setting. Here we approximate the power
flow and losses over a line (with resistance r and reactance x) connecting the two buses, as analysed
by Philpott in [78]. If we assume that » << x this yields G12 &~ — 75 (as opposed to 0 above) and

B~ % Therefore the net power injected into bus 1 can be approximated as follows

r r 1 9 01— 6
Pl = I2+<_$2(1_2(91_92)>+1’>

r 2 th—0;
= gty

= %er +f (3.4)

Similarly for bus 2, we have

r T 1 2 92—91
P, = x2_<x2<1—2(92—91))—x )

T 92—91

2
= 92 (01 —62)" +
1
= ier — f. (3.5)
From equations (3.4) and (3.5), we can see that if f + rf? is injected into bus 1, the amount of
power received at bus 2 is f — %r f2. Therefore the approximate transmission losses are rf2, which
are proportional to the average flow on the line squared. We now extend this principle of line
losses to the network that we discussed in the previous section; with quadratic losses, equations
(3.3) become
S (fij+ariifiit) = X (fj—srjifi’) =a—di, VieEN,
jijeA J.JieA (3.6)
%j(@i—ej)—fijzo, V’L]GA
Note that due to the quadratic term these equations no longer form a convex set. We will discuss

the effect losses has on convexity in more detail in chapter 6.

In the next section, we discuss the electricity market and show how the properties of the transmis-

sion grid are important for the computation of electricity prices.

3.2 Electricity Market

In this section we discuss the design and features of electricity markets. Different countries each
operate their electricity systems differently. However, regardless of how the electricity systems are

operated, the aim is for the system to provide electricity at a low cost to customers.
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Chapter 3. Electricity markets
3.2.1 Market participants

Electricity pool markets consist of six main participants; these are: generation, transmission,
distribution, retailers, consumers and the system operator. The system operator organises the
operation of the system; they monitor demand on an ongoing basis and instruct the generation
plants to produce certain amounts of electricity. The system operator also computes the prices

that purchasers should pay for electricity and how much ought to be paid to generators.

In order for the system operator to determine which plants should run at any given time, each
plant is required to submit some offer of electricity into the market, detailing how much electricity
it is willing to produce and what prices it will charge [43]. In some markets there is also what
is known as demand-side bidding whereby large consumers of electricity can inform the system

operator of the maximum price they will pay for electricity (see [74, 102]).

Because consumption of electricity generally occurs some distance from where it is produced,
the electricity is often required to be sent large distances over the transmission grid. The rules
governing who can own transmission assets differ depending on the market rules. In some markets,
transmission is owned by a regulated monopolist firm, whereas in others, generation firms are
allowed to invest in transmission, since the transmission capacity expansion decisions can affect
their ability to sell electricity, and hence their profitability [77, 81]. At a local level, once the
electricity arrives at a sub-station, it is provided to consumers over local distribution networks.
These distribution networks are operated by lines companies, who must ensure their network can

meet the local demand.

In electricity markets, most commercial and residential users of electricity buy their power from a
retailer. These retailers sell power to consumers at predetermined, fixed prices, while buying that
power from the wholesale market. This exposes retailers to considerable risk, for example if spot
prices increase unexpectedly. For this reason, the market participants often enter into contracts

with each other in order to mitigate the risk that they may otherwise face.

A common way of dealing with this risk is for generation companies to enter into contracts for
differences (CFDs) on the spot price of electricity. This protects retailers from high electricity prices
and generators from low prices. Alternatively, with vertical integration firms own generation plants
and also sell power to consumers; these firms are called gentailers and are able to absorb the risk
directly, because they have generation plants which can meet some or all of their obligations to

their customers without having to purchase power at the spot price [48].
An important feature of electricity pool markets is that location can affect the price of electricity
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[88]. There are two main locational pricing schemes used in electricity markets; these are nodal
pricing and zonal pricing. Both of these pricing schemes aim to ensure that appropriate price
signals are observed in the market and additional transmission or generation is built where it is
needed. With nodal marginal pricing, the effects of transmission losses and congestion are directly
observed in the prices; that is, every node in the network has its own price based on the marginal
cost to supply power to that node. With zonal marginal pricing, however, collections of nodes are
aggregated into zones and the prices are the same at all nodes in any zone. Ding et al. in [23]

compare these different pricing methods.

Although locational pricing aims to find the appropriate price for each node (or zone), it can
place additional risk on the retailers and generators in the market. For example, if a gentailer has
consumers located at a different node than its generation, then they are exposed to transmission
price risk; that is if prices are high where they do not have any generation capabilities, then
they would have to purchase power at the spot price to meet the demand of their customers. To
avoid this, in some markets, firms (generators, retailers, or large industrial consumers) can enter
into contracts called financial transmission rights (FTRs), where a payment is made based on the
difference between the prices for a given pair of nodes [64].1 This type of contract aims to reduce
the risk that the market participants face, and allow gentailers to compete in the retail market in
regions where they may otherwise face a risk of high prices. Financial transmission rights are not
considered in this work; see Zakeri and Downward [101] for an analysis of the impact of FTRs on

the behaviour of strategic firms in a New Zealand setting.

3.2.2 Electricity market auction design

Generally, in electricity pool markets, each firm is independently operated and is required to submit
a supply function or offer curve for each of its generators. This supply function is a non-decreasing
function that specifies the quantity of electricity that a plant is willing to produce at a given price,

or alternatively the (minimum) price a plant is willing to accept for given quantities of electricity.

Different markets have different restrictions on the form of the offer curve. For example, in New
Zealand each plant is restricted to an offer stack consisting of five tranches of increasing price [5];
whereas in the California market they have accepted piecewise linear increasing supply functions

72].

In some markets, demand-side bidding is allowed. Here large consumers (generally industrial)

IThis is the simplest form of FTR, known as a balanced, point-to-point FTR.
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Chapter 3. Electricity markets

specify the maximum price they are willing to pay for electricity; demand will therefore reduce as

the price becomes high. This adds to the stability of the system when there is a shortage of power.

3.2.3 Welfare in electricity auctions

Dispatch efficiency

In welfare economics, each individual in a market has some welfare function. In an electricity
market it is the system operator’s aim is to satisfy the demand at the lowest possible cost. If
all generators offer in their power at its marginal cost, the total welfare will be maximized by
dispatching the lowest cost generation and selling it to the consumers who are willing to pay the
most for it. In figure 3.1, we show a generation cost function and demand function, with the shaded

region between the curves giving the maximum total welfare.

price

Generation Cost

Demand Curve

Dispatch quantity

Figure 3.1: Total welfare.

We will now discuss two payment mechanisms for this type of auction: uniform-price and pay-as-
bid [98]. In a uniform-price auction there is a clearing price set where supply and demand meet;
this clearing price is paid to the generator for all electricity produced. However, in a pay-as-bid
auction the generator is only paid what they bid. A comparison of the revenues of generators

under the two payment rules is shown by the area of shaded regions in figure 3.2 below.

From the figure it is clear that, for a given supply function, the revenue earned by a generator in
a pay-as-bid auction will be less than (or in some cases equal to) the revenue in a uniform-price
auction, therefore generators’ offers will change to account for this. In this work, we restrict our

analysis to electricity markets with uniform-price auctions.
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Figure 3.2: Generator revenue comparison.

Market power

One of the key concerns for the regulators of electricity markets is the opportunity of generators to
exercise some form of market power [71]. Market power is defined to be the ability and incentive for
a single generation firm to manipulate the price of electricity (generally this will be by increasing
the price, however, it is possible that a firm may have incentive to reduce the price). Recently in
New Zealand an investigation by the Commerce Commission resulted in a report by Prof. Frank
Wolak [95]. This report found that over the period from 2001 to 2007 generators, at times, exercised
market power to increase wholesale prices.? Issues of market power can often occur in situations
where a supplier is pivotal [16]. A pivotal supplier is defined to be any generator without whose
capacity, the demand could not be met. This effectively gives that generator an opportunity to
charge an arbitrarily high price for a portion of its production. Generally, a generator will only
be pivotal during certain periods of the day; to quantify this, a pivotal supplier index is used [35].
However, if generators have a retail arm, or bilateral contracts for energy, then they would have
no incentive to reduce their supply below that level. In this situation, the concept of a generator
being net pivotal is required; in this case the contracting level is also considered when determining

whether a firm would have an incentive to exercise market power [95].

In this work, we investigate how transmission can affect firms’ abilities to exercise market power.
We consider how transmission capacities, loops and losses can influence the behaviour firms when

they are seeking to maximize their profits.

2In [25] we examine the impact of market restructuring proposed by Wolak.
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Properties of the dispatch problem
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Chapter 4

General network without losses

In this chapter, we analyse the dispatch problem for an electricity market over a general network
without losses. Given a set of offers from firms, this dispatch problem minimizes the cost of meeting

demand (or equivalently maximizes welfare) while meeting all the transmission constraints.

We begin this chapter by discussing the topology of the network. We define the sets of nodes, arcs
and loops that comprise the network, and discuss the parameters on the arcs that govern how the
power flows. We then introduce the supply functions that generators bid, and the demand that

must be satisfied. These elements enable us to formulate the economic dispatch problem.

After we formulate the dispatch problem, we introduce the concept of KKT regimes. These regimes
correspond to an active set of constraints (as described by Nocedal et al. in [73]) from the dispatch
problem. We use these KKT regimes to reduce the optimality conditions of the dispatch problem
to a system of equations (i.e. there are no inequalities), which for certain offer functions can be
solved analytically. This allows us to solve the dispatch problem parametrically as a function of
demand. These analytical solutions are important later, when we consider Cournot games over

networks with loops starting in chapter 9.

Finally, we address issues relating to feasibility of the dispatch problem. For example, we discuss

what happens if there is insufficient generation to meet the demand.

4.1 Definitions

In this section, we define the generation offers and the demand as well as the properties of the

transmission network.
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4.1.1 Transmission network

In section 3.1.2 we introduced a network (N, A) of nodes i € N/, and directed arcs ij € A, where
1 is the tail node and j is the head node. From chapter 3 we know that the power flow on arc ij
(denoted f;;) is approximately equal to 1~ (6; — 0;), where [;; is the line reactance.! This can be
ij
simplified by using a loop cover; here we create a set of loops, k € L, and define a loop matrix, L,
by: Lij = 0 if arc ¢j is not part of loop k, otherwise it equals either l;; or —I;; depending on the
arc’s direction in the loop. Lastly we define the capacity of arc ij (in either direction) to be Kj;.
Example 4.1 belows illustrates these definitions on a six node network with a loop.
Example 4.1. For the siz-node network shown in figure 4.1 below, we define the following sets:
N = {1,2,3,4,5,6},
= {12,14,25,36,45,65},
Li21 Liag Losgy Lssg Lasi Lesa

A
L= {1},
|

= [112 —lg los 0 —lys O

Figure 4.1: Six-node network with a loop.

4.1.2 Bids and demand

At each node, 7, there is a known demand, d;, and a single generator offering a continuously
differentiable, strictly increasing supply function S;(p); the inverse of this, S; ! (x) is shown in
figure 4.2. We denote by x; the amount of power generated by the generator at node i. The upper

and lower bounds of the generator are x:r and x; , respectively.

Observe that the prices coming from this are equivalent to those when we have a demand curve at

node ¢ of the form

D;(p) = d; — Si(p).

IRecall that here we are assuming a DC load-flow approximation.
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d; g
Figure 4.2: Supply function.
4.2 Formulation of dispatch problem

We will now put these elements together to form the economic dispatch problem:

P(d):min 3 [T 57 (€).d¢
iEN T

s.t. x; — Z fij+ Z fji:di [Wl] Vie N

JijeA J.jieA
Z Lij,kfij =0 [)\k} Vie Ll
ijeA
T < af nf] VieN
x>z n7] VieN
fij < Kij [77;;] Vij € A
fij = —Kij [n;] Vij e A

The objective of the above dispatch problem is to minimize the cost of dispatch; specifically, here
we minimize the total area under the dispatched supply functions. If the supply functions reflected
each generator’s true cost, then the dispatch problem would be equivalent to maximizing total
welfare (since the demand is inelastic). Note that the first two constraint sets are the DC load-flow
equations (3.3). The first constraint set is the node balance constraint; that is, the generation plus
the net inflows into a node must equal the demand at that node. The next constraint set ensures
that the flows follow Kirchhoff’s laws. The inequalities on x enforce the upper and lower bounds
on each plant dispatch quantity, and the constraints on f ensure that the flows on the arcs do not

violate their thermal capacities.

The dual variable, 7;, associated with the i*" node balance constraint gives the rate of change
of the optimal value function of P(d) with respect to a change in demand at node i. Using a
locational marginal pricing structure as described in [88], we set the nodal price to be equal to

this dual variable. This means that the price at a node (paid to generators and paid by consumers
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purchasing from the spot market) is defined as the cost to the system of an additional unit of

demand at that node.

Since z; = S;(p) is an increasing continuous function, we know (from the inverse function theorem
in [6]) that S; *(2;) is also an increasing continuous function. Therefore the objective function of
the above dispatch problem is a strictly convex function of x. For a given set of parameters, P(d)
can be solved using a nonlinear solver such as conopt or snopt [1]. However, if we wish to perform
parametric analysis on the optimal solution then we need to examine the dispatch problem’s KKT
conditions. Since the dispatch problem is convex, we know that the KKT conditions, given in (4.1)

below, are both necessary and sufficient for the optimality of P(d); see [57].

T — Z fij+ Z fz'j:d'i VieN
GrijEA j,ji€A
Z Lij,kfij:() Vke L
ijeA
St (wy) — w4~ =0 Vie N
=m0 —n;+ Y Lijggh =0 VijeA
J J J k%:[: J (4.1)
0<af—ax; Luf>0 Vie N
0<ax—x; Lu; >0 Vie N
0<Kij—fij Ln;>0 Vij e A

Due to the orthogonality constraints, the above conditions form a complementarity problem, as

discussed by Cottle et al. in [19]. An orthogonality condition of the form:
0<alb>0,

is equivalent to

a-b=0, a,b>0.

These constraints are present in the solution because the constraints that bind at the optimal
solution to a convex program depend on the particular parameters of the problem, which are not
specified at this point. In the next section we will outline a method for solving the above problem

parametrically with respect to the demand, d.

4.2.1 KKT regimes

Here, for an arbitrary demand vector, d, we detail an enumeration method that determines the

optimal solution to the dispatch problem parametrically. This method relies on the concept of KKT
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regimes. These KKT regimes are constructed by determining a priori the active constraints of the
dispatch problem, thereby creating a partition of active constraints, as discussed by Berkelaar et
al. in [8]. For each KKT regime, certain flows and dispatches are forced to be binding, and others

are assumed to be unrestricted. For a particular KKT regime, r, the following sets partition A:

B} the flows for all arcs in this set are fixed at their upper bounds,
B : the flows for all arcs in this set are fixed at their lower bounds,

B,: the flows for all arcs in this set are unconstrained,

and these sets partition N:

D;f: the generator dispatches for all nodes in this set are fixed at their upper bounds,
D, : the generator dispatches for all nodes in this set are fixed at their lower bounds,

D,: the generator dispatches for all nodes in this set are unconstrained.

Using the above sets, we can now define a modified dispatch problem for KKT regime r. In this
dispatch problem, flows on the arcs and dispatch quantities are set to comply with the conditions

of the particular KKT regime, as shown in P"(d) below.

Pr(d):min Y [T S7L(E).de

iEN T

st xf— Y fh4+ > fhi=di [r]]  YieN

JijEA j,ji€A
> Lijrfi;=0 Xl Viel
ijeA
o] =] [1*] Vie Dy
af =x; [wi~] VieD;
L =Ky (] Vij € B}
irj _Kij [n:ji] V’L] (S B’r_

Here all the primal and dual variables are given a superscript r to reflect that they correspond to

KKT regime r. This modified dispatch problem is still a convex problem, so its KKT conditions
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are also necessary and sufficient for optimality; these are

DY i+ > i =di VieN

JyijeA J,jieA
3 Lijrfi; =0 Vk e L
ijeA
St (af) =+ - =0 vie N
ﬂ-; — 77; + n:‘;r — ')7:],7 —+ Z Lw,k)\z =0 VZ] eA

keL

T =x; Vi€ D, (4.2)
fij = Kij Vij € B
fii = —Kij Vij € B .
Mf+ = Vi e D, UD,
77;.* =0 Vij € B, UB,
n =0 Vij € B, UB;.

Note that the KKT conditions in (4.2) are all equality constraints, so depending on the form of the
supply functions it may be possible to compute analytic expressions for the solution to the above

problem.?

Now we will prove a lemma that gives the necessary and sufficient conditions ensuring that an

optimal solution to P"(d) is also optimal for P(d).

Lemma 4.2. Consider the optimal solution to P"(d) for some KKT regime r. This solution is

optimal for P(d) if and only if it also satisfies the following conditions:

—Kij < fi; < Kij Vij € B,

z; <al <azf Vi € D,
>0 Vij € B,
i = J (4.3)
n;; =0 Vij € B,
it >0 Vi € D}
>0 Vi€ Dy .

Proof. For a solution to solve P(d), it must satisfy the necessary and sufficient conditions given
by (4.1). However, we have an optimal solution to P"(d), which, by assumption, must satisfy the

conditions given in (4.2).

20f course note that a solution being optimal for P7(d) is neither necessary nor sufficient for it to be optimal for

P(d).
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Observe that if the conditions given by (4.3) are satisfied by a solution to (4.2), then this solution
must also satisfy (4.1). Therefore if the solution satisfies (4.3), then the solution to P"(d) is optimal
for P(d) .

Moreover, if any of the conditions (4.3) are not satisfied, then either the solution is not feasible for

P(d) or an orthogonality condition of (4.1) is violated. O

The above lemma is important since it gives the conditions which ensure that, for a given regime,
the optimal solution to the modified dispatch problem is in fact the optimal solution to the actual
dispatch problem. Furthermore, since the optimal solution to P(d) (so long as one exists) is always
consistent with some KKT regime, if we were to enumerate all KKT regimes, then we would
find that the optimal dispatch for at least one regime must be optimal for P(d). This allows us
to solve the dispatch problem P(d) analytically over various ranges of parameters, which we will

demonstrate in the next section.

4.3 Price as a function of demand

In this section we will examine how the nodal prices vary with demand when using locational

marginal cost pricing.

For a single-node market, since there is one demand parameter and the supply function is increasing,
it is straightforward to see that as demand increases so does the price. Over a network, on the
other hand, since we have a vector of demands, d, and a vector of prices, m, it is not clear that this

relationship still holds. The following theorem extends the single-node result to a network setting.

Theorem 4.3. The nodal price, m,, at any node, n, increases with the demand, d,, at that node.

Proof. Since the dispatch problem is convex, the cost of dispatch is a convex function of the
demand, d. Each nodal price is the dual variable associated with a node balance constraint, hence
it is a sub-gradient to the optimal value function of P(d) expressed as a function of demand at
that node. Since this function is strictly convex, the nodal price increases with the demand at that

node. O

The above theorem states that at a given node, increasing demand will increase that node’s price,
but does not state what can happen to prices at other nodes. In the next section we show, in the
presence of congested loops, that prices at some nodes may be decreasing functions of demand at

other nodes.
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4.3.1 Spring-washer effect

The spring-washer effect as described in [80], refers to the way that nodal prices vary around a
constrained loop. Here we will present an example of the spring-washer effect, and demonstrate

how prices vary as a function of demand in this type of situation.

Example 4.4. Consider the three-node loop shown in figure 4.3; here all lines have equal reactance,

and line 23 has a capacity of Koz = 20, while the other lines have unlimited capacity.

Figure 4.3: Three-node network.

There is a generator at each node, i, with an offer curve S;(p) = p, which has a lower bound of

z; =0 and an upper bound of x:r = 00.

Suppose that the demand at node 1 is d; = 100 and the demand at node 2 is do = 0. The dispatch

problem for this situation as a function of ds is then given by

min %x12 + %5[}22 + %x32

st. 1 — fio— fiz =100 [
T2+ fiz—fa3=0 |
r3+ fi3+ faz =ds 73]
fiz—fis+ fas=0 |
| fa3] <20 [
1, 22, 3 >0
Using the KKT regime method outlined in the previous section, we can solve the above problem

parametrically for the prices.
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Chapter 4. General network without losses

To illustrate this method, we will consider the KKT regime, r, where:

B, {12,13,23},

D, = {1,2,3}.

In this KKT regime, the flows on all arcs and generator dispatches are unconstrained. We can

solve the dispatch problem associated with this regime explicitly to give:
3 (d3 +100), %=1 (ds + 100)
7] = 3 (d3 +100), wgzé(d3+100), 7T§=%(d3+100),
fla =1 {3 = 3 (d3 — 100), f33 = 5ds,

n;gr =0, Ny =0, A" =0,

For this regime to be optimal for P(d), from lemma 4.2, the solution must satisfy the following

additional conditions:

1
3d3

IN

20,

Y

2d3 —20,

1(ds+100) > 0.

Therefore, we find that this regime (where all generators generate a positive amount and line 23
is not constrained) is valid for —60 < ds < 60. It can similarly be shown that if 60 < d3 < 380
the line joining nodes 2 and 3 becomes congested at the optimal dispatch; due to this constraint

binding, the prices are no longer the same for all nodes. Specifically we would have

™ = +(100+ds),
T = +(380—ds),
T % (20 + 5d3) .

Note that the price at node 2 is decreasing with additional demand at node 3. Finally, if d3 > 380

™ = 160,
T = 380 — d3,

This is called the spring-washer effect because the prices increase at nodes around the loop until

the constraint is reached, at which point the price drops, similar to the shape of a spring-washer.
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4.3.2 Infeasible dispatch

Note that due to the bounds on the dispatch quantities, we are not guaranteed that the dispatch
is feasible for all demand realisations. For the situation where there is insufficient supply to meet
the demand, there must be some form of load shedding or demand rationing as described in [53],
whereby certain quantities of demand are not satisfied; this results in a cost to the system based
on the value of lost load (VOLL) specified. Conversely due to the lower bounds on generation, it
is possible that there may be too much supply, which must be disposed of somehow. When either
of these situations occurs, the dispatch problem P(g) becomes infeasible and the nodal prices are

therefore undefined.

In order to be able to define the dual variables over all possible realisations of d, we will consider
a relaxed version of the dispatch problem that includes an unrestricted variable §; in each node
balance constraint that allows for load shedding or disposal of electricity at a cost of iéf.g The
node balance constraint for node ¢ therefore becomes
zi— Y [yt Y. fij+6i=di

JiijeA J,Ji€A
At the limit as € — 0, we find that the nodal price at any node for which there is load shedding is
+o00 and the price at any node for which there is disposal is —oo. We will therefore set the prices
to be defined by the dual variables from this relaxed problem when the dispatch problem would

otherwise be infeasible.

3This is not a price cap like VOLL, instead, § # 0 for any non-zero price. However, later we take the limit as

€ — 0 which causes § — 0.
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Chapter 5

Lossless radial network

In this chapter, we restrict our interest to radial networks! without losses. In this context, we prove
a number of properties of the dispatch problem, which relate to how price varies as a function of
demand. To do this, it is convenient to adopt the relaxed version of the dispatch problem (from
section 4.3.2) so that we do not encounter infeasibility. This relaxation means that when the
dispatch problem would have otherwise been infeasible, we instead observe very high or low nodal

prices.

We first present the dispatch problem for radial networks; because there are no loops, the loop-flow
constraints and the corresponding dual variables are no longer present in this formulation. We then
proceed to prove a lemma giving necessary and sufficient conditions for a solution to the dispatch

problem to be optimal.

In section 5.2, we generalise the concept of KKT regimes. We then prove a number of lemmas
relating to nodal prices associated with particular KKT regimes. These results are important for

subsequent chapters where we investigate the shape of a generator’s residual demand curve.
5.1 Dispatch problem
The dispatch problem, given in chapter 4, required a set of constraints ensuring that the power

flow in loops complied with Kirchhoff’s laws. However, if there are no loops in the network then

these constraints are not required. The relaxed dispatch problem for the case where the network

Mn radial networks there is a unique path connecting every pair of nodes.
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contains no loops is

Pd):min 3 (257 (€)dg + £4.2)
ieN ‘

s.t. x; — E fij + E fji +6; = d; [ﬂ'i] Vie N
Jyij€A 3, ji€A
vy <a <af (o] VieN
—K;; < fij < Ky [7729»771-;] Vij € A.

Since this problem has linear constraints and a convex objective function, it is equivalent to the

following KKT conditions:

T — Zfij+ iji+5i:di Vie N
Jiij€A JrJi€A

%57;—71'1':0 Vie N

S @) —mip —py =0 VieN

m—mi+n;—n; =0 VijeA
0<wz—2; Lu7 >0 VieN (5.1)

0<azl—a; Ly >0 Vie N

0< Kij—fi; Ln; =0  VijeA

OSKZ‘J‘-FfijJ_T);jZO Vij € A.
The following lemma redefines the above necessary and sufficient conditions for an optimal solution
to P(d).

Lemma 5.1. Suppose that (x, f,§) satisfies the node balance constraints of P(d). Then (z, f,9)

solves P(d) if and only if for each ij € A at least one of the following conditions is satisfied:
e T; Z Uy and fij = _Kijy or
o m; < and fi; = K;j, or
o m =m; and —K;; < fi; < Kij,

and for each i € N at least one of the following conditions is satisfied:

o ;> S Yx;) and x; =z, or

o m; < S Y(x;) and x; = x;, or
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Chapter 5. Lossless radial network
o ;=S Yx;) and vy <wx; <.

Proof. The result follows from the fact that P(d) is a convex optimization problem, rendering the
conditions (5.1) necessary and sufficient for optimality of P(d). If there exists an instance of z,
f and § satisfying the conditions of the lemma then (z, f, ) will be optimal if and only if, for all
ieN,
S;t (@) —mi+uf —py =0,
0<a;—z; L u; >0, (5.2)
ngjfxi 1 /L;"ZO,
and for all ij € A,
=Ty =g = 0
0<Kij—fi; L n5>0 (5.3)
0<Kij+fi; L n;=0
Since ;" > z;, the three conditions in (5.2) can be rewritten as,
o m; > S (z;) and x; = xf, or

o m < S (x;) and x; = x;, or
Q-1 - ) +
o =5""(x;) and x] <uz; <z
Similarly, the three conditions in (5.3) can be written as,
e T; Z Uy and fij = _Kij7 or
® T, S 7Tj and fij = Kij, or
e T,; = Uy and *Kij S fij S K”

The above conditions together with the node balance constraints of P(d) are therefore necessary
and sufficient for optimality of P(d). Hence if the above conditions are satisfied then we have an

optimal solution to P(d), as the node balance constraints are satisfied by assumption. O

5.2 Price as a function of demand at node n

In this section, we establish some properties of the price at an arbitrary but fixed node n, as a

function of demand at that node. We will prove that if d* is some vector of demands such that
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no line is constrained and no dispatch quantity, x;, is at a bound at the optimal solution to P(d*)
then for any vector of demands d with d,, > d} and d; = df, Vi € N\ {n}, the nodal price m, is
given by the maximum price over a particular set of KKT regimes. Conversely for any vector of
demands d such that d,, < d}, the nodal price 7, is given by the minimum price over another set

of KKT regimes.

To establish these results, it is convenient to adopt the convention throughout this section that all
arcs in the radial network are directed towards node n; this adjusted set of arcs will be denoted A,,.
Furthermore, for every arc ij € A,, we define N} and A, to consist of all nodes and arcs in the
subtree rooted at node ¢ not including arc ij, respectively. This naming convention is demonstrated

for a particular arc ij € A,, in figure 5.1 below.

/

Figure 5.1: The subtree rooted at node i (encircled) consists of nodes N and arcs A°,.

Now, we consider a modification of the concept of KKT regimes introduced in chapter 4. Here,
not only do we set line flows and dispatches to be at upper bound, lower bound or unrestricted,
but we also allow some to be determined by the dispatch problem. We therefore introduce two

additional sets corresponding to KKT regime r:

B): the flows for all arcs in this set are bounded and determined by the dispatch problem,
D): the generator dispatches for all nodes in this set are bounded and determined by the

dispatch problem.

Hence A, is now partitioned by {B,, B, B, ,BX} and N is partitioned by {D,, D, , D, ,Dx}.
Furthermore, the regimes that we consider in this section are of a particular form: a KKT regime,

r, pertaining to node n is determined by choosing a subtree 7, of the network rooted at node n.
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Chapter 5. Lossless radial network

We denote the nodes within 7, by A, and all the arcs within 7, are assumed to be unconstrained,

hence all such arcs are in B,.

The network is therefore decomposed into 7, and several other subtrees, each rooted at the tail
node of an arc with its head node in N,.. The set of arcs that link these subtrees to 7, are at either

upper or lower bound, therefore B U B~ comprise all such arcs. All remaining arcs are in BX.

For the dispatch quantities, all dispatches at nodes in M\N,. are in D.¢, whereas all dispatches at

nodes in N, may be in one of D,., D;f or D, .

For each node, n, we denote by R,, the set of all such KKT regimes, r, with 7, rooted at node n.

Furthermore, we define:
RY = {reRr,|B; =D; =0}, (5.4)
R, = {reRr,|Bf =D} =0}2 (5.5)

In the following example, we consider a 9-node radial network; here we depict a KKT regime,

reRT.

Example 5.2. Figure 5.2 shows a network with the subtree T, associated with regime r highlighted.

Figure 5.2: A KKT regime rooted at node 5. Here D,. = {2,5,6}.

From this figure and the definition of a KKT regime above, we know that N, = {2,5,6}, B, =
{25,65}, BY U B, = {12,36,75}, BX = {47,87,98}. We also designate D, = {2,5,6}, which
implies that DY UD,” =0, and D} = {1,3,4,7,8,9}.

2Thus 7?,;'{(_) consists only of KKT regimes with dispatches at upper (lower) bound and lines congested towards

(away from) node n.
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Since we have extended the KKT regime concept, we must now introduce a modified dispatch
problem, P7" (d). This problem forces the solution to be consistent with KKT regime r; it is
defined as:

Pr(d)smin Y ([ (§)de+ 077
ieN ‘

st.oaf— > fli+ X fLitd=d [n]] Vie N
JiijE€EAR J,Ji€EAR
—Ki; < fi; < Kij [n;f,nfj_} Vij € B
vy <af <af [wi™ ui™] Vie DX
o =z 5] Vi € D}
rp =, (5] Vi € D; .
i = Kij (15 ] Vij € B;F.
- Wl vijesr

Note that the objective function and the node balance constraints, above, are identical to those of
P(d). The difference is in the inequality constraints; the variables associated with sets superscripted
with + or — are forced to be at upper or lower bound respectively; whereas the flows on all arcs
in B, and the dispatch quantities at all nodes in D, are unbounded. In what follows, we present a
lemma giving necessary and sufficient conditions for which the optimal solution to P"(d) above is

the same as the optimal solution to the problem P(d) defined earlier in this chapter.

Lemma 5.3. Consider the optimal solution to P" (d). This is also the optimal solution to P (d) if

and only if:

—Kij < fi; < Kij Vij € B,

z;gxfng' Vi € D,
m <7y Vij € B
> Vij € B,

m < S (z;) Vi € D,

>S5 (=) VieDj.

Proof. As in the case of lemma 4.2, for the optimal solution to P" (d) to be feasible for P (d) all
the primal constraints must be met. Since the node balance constraints are present in P"(d), we

only need to satisfy the following additional constraints for feasibility
—Ki; < fi; < Kij Vij € B,
vy <af <azf Vi € D,.
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Chapter 5. Lossless radial network

If the above conditions are satisfied, and the solution also satisfies

<7 Vij € Bf
>t Vij € B,
m, <
T

P >

) VieD;
) VieDf,

by lemma 5.1 this solution must be an optimal for P (d). Therefore the above conditions are
sufficient for the optimality for P(d). Furthermore, it is clear that if any of these constraints were
violated that the KKT conditions given in (5.1) would not be satisfied, meaning that the solution

would not be optimal for P(d), hence the constraints are also necessary. O

In the next lemma we derive an equation which provides a relationship between price and demand
in any unconstrained part of the network at the optimal solution of P"(d). This enables the price

at all nodes to be computed from the optimal primal variables.

Lemma 5.4. Consider the optimal solution to P"(d) for some arbitrary but fized vector of demands,
d. Let T be a subtree of the network with nodes N and arcs A*, within which no arc is congested.

For every arc, ij € A,\ A, with either its head or tail in T*, set:

ij € BT if and only if arc ij is directed towards T,

ij € B~ if and only if arc ij is directed away from T*.

For every node i € N'', set i € D if and only if the dispatch at node i is not at a bound. Here the
relationship between the nodal price at all nodes in T' and the demand is given by:

SETEIES WEED ST S TI DR TN S?

ieD1 i€ENT iENT ijEBT ijEB— iENT\D?

Proof. Consider the situation stated in the lemma. The optimal solution to P"(d) must satisfy
the following constraint for all nodes
e D Mt X fitdi=d
JiijE€EAR J,Ji€EAR
Now we sum over this constraint for all 7 € A}, yielding
S Y =S d- > L+ Y 1 (5.6)
iENT iENT 1ENT ijeEBT ijEB—

From the optimality conditions of P"(d) we know that

Sil(zi) = ﬂ-;‘?

Vi e D!,
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1
—6r =al, Vie N,
€

and also that

m=x', VieNh

Thus from equation (5.6) we have
IETERS D S 3RS O o
ieD? ieENT ieENT ijeBT ijeB— iENT\D1
as required. O

Consider the optimal solution to the modified dispatch problem P” (d); from lemma 5.4, we know

that the price at node n, 7, is governed by the following equation

Z SZ (W:L) + Z 671'; = Z dz — Z Kij + Z Kij — Z .’E; - Z l':r (57)
i€D, iEN, i€EN, ijeB ijeBy €Dy ieD;f
The following lemma shows that for a given KKT regime, r, the nodal price at all nodes in 7. is

increasing with demand at node n.

Lemma 5.5. Consider equation (5.7), for some KKT regime rooted at node n. The nodal price

at all nodes in N,., 7" is increasing with demand, d,,, at node n.3

Proof. To prove this we differentiate both sides of equation (5.7) with respect to d,, giving

d r r _
i (Z S; (m) + Z 67Tn> =1

i€D, €N,

Using the chain rule yields

eSS+ Y e

" ieD, iEN,

which can be rearranged to give

dn’

1

= . 5.8
T SR AR S >
i€D,. €N
Since S;' (7)) and € are positive, therefore dn’, / dd,, is positive, as required. O

Now we will show that if there exists some vector d = d* for which no line or dispatch is at a
bound, that increasing (decreasing) the n*® component of d above d will cause a unique change

in flow towards (away from) node n.

3Observe that within each KKT regime the nodal price is a differentiable function of demand.
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Chapter 5. Lossless radial network

Lemma 5.6. Suppose for some vector d = d* that no line or dispatch is at a bound in the optimal
solution to the problem P(d). Suppose now that for some node n, d, is increased. Then as d,
increases T, s increasing, the flow in every line is increasing in the direction of node n, and the

dispatch at each node is also increasing.

Proof. Note that initially the network contains no congested lines and no dispatch at a bound. By
lemma 5.3, the optimal solution to P(d) is equivalent to the optimal solution to P (d) where KKT
regime r; is defined such that D,, = N,, = N. Therefore, at least until any flows or dispatches
reach their bounds, by lemma 5.5, we know that as d,, increases the nodal prices at all nodes
increase. Since at optimality

't =8 (x;), VieD,,

7 7

each dispatch quantity x; must increase as d,, increases. Because the network has a radial structure,

the changes in line flows are unique and non-negative in the direction of node n.

Suppose that at d,, = d,, some bound is reached; there are two possibilities here: either a flow fij
reaches its capacity K;; or a dispatch x; reaches its upper bound x:r In the case that the flow
fij reaches its capacity, suppose that m; = 7; when d,, = d,,; this would define a new KKT regime

ro € R, with the following properties:
NTQ: = NTl \eru
B = (BLU{i)\AL. B, =0, By, =B.\(A,0{ij}), BY=BLUA,
D =D \N:, D, =0, D, =D, \N:, D) =DSUN,..

As d, increases further, until some other bound is reached, by lemma 5.5, we know that the price
for all nodes j € N,, continues to increase; whereas for nodes i € N\N,., the price remains fixed
at 7;. Therefore the KKT regime 7y continues to satisfy the conditions of lemma 5.3, hence the

optimal solution to P"2(d) is optimal for P(d).

On the other hand, if a dispatch z; were to hit its upper bound, this would define new a KKT

regime 7y € R, identical to r; except:

D} =D} u{i}, D,, =D\ {i}.

Here as d,, increases, until some other bound is reached, by lemma 5.5, we know that the price at
all nodes i € A, continues to increase, which satisfies the optimality condition that 7> > S;(z;").

Hence by lemma 5.3 the solution to P™2(d) is optimal for P(d).
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As d, increases we obtain a sequence of KKT regimes rq, 79, r3, ... with D C Dy, so we may

Th+1

apply this argument recursively for each £ to yield the result. O

Corollary 5.7. Suppose for some vector d = d* that no line or dispatch is at a bound in the optimal
solution to problem P(d). Suppose now that at node n, d,, is decreased. Then as d,, decreases my,
1s decreasing, the flow in every line is non-increasing in the direction of node n, and the dispatch

at each node is also decreasing.

Proof. The proof of this result is analogous to the result proved for lemma 5.6 above. O

If we have an initial vector d* such that at the solution to P(d*) there are no lines or dispatches at
capacity, then lemma 5.6 and corollary 5.7 imply that by increasing d,,, only KKT regimes r € R\
(see equation (5.4)) are possible; conversely for d,, < d}, only regimes r € R, (see equation (5.5))

are possible.

Theorem 5.14, presented at the end of this section, states that if you initially have an unconstrained
network and then the demand at node n is increased, then the price at that node is given by the
maximum price from KKT regimes in R;}; additionally corollary 5.15 states that if the demand at
node n were decreased then price at that node would be given by the minimum price from KKT
regimes in R,,. These are the key results of this chapter. In order to prove these results, however,
we must first present several technical lemmas relating to the optimal solution corresponding to a
KKT regime r € R;7. These lemmas each present a scenario whereby we have a solution to the
modified dispatch P"(d) for some KKT regime, however, the solution is not optimal for P(d). For
each, we prove that there exists another KKT regime s € R} for which the price at node n is

higher.

Initially we prove that if at the optimal solution to P(d) no line is congested away from node n,

then for any r € R} at the optimal solution to P"(d) there is no line congested away from node n.

Lemma 5.8. Suppose at the optimal solution to P(d) that no line is congested away from node n
and no dispatch at lower bound. For any KKT regime r € R}, the optimal solution to P"(d) will

yield fi; > —Kij; for allij € B and x > x; for all i € D.

Proof. For any KKT regime r € R

&, consider an arc ij that is a member of the set B;f. From

the definition of KKT regimes that are elements of R}

n

we know that node j is in subtree 7.
Furthermore, we know that the subtree rooted at node ¢ not including the arc ij consists of nodes

N and arcs A,
Note that the flow out of this subtree through the arc ¢j in the optimal solution to P(d) must
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Chapter 5. Lossless radial network

satisty, f; < K;j. So by choosing KKT regime r, where the flow along arc ij is set to equal K,
we are effectively increasing demand at node i, and by lemma 5.6, we know that the change in flow
on the arcs in A% must be in the direction of node i, and all dispatches must be non-decreasing.
Hence, as there is no line congested away from node n and no dispatch at lower bound in the
optimal solution to P(d), this will remain the case for any regime that forces an increase in flow

on any line ij. O

We use the above result in the following lemma, in which we will show that if for some KKT regime
in R;\, the flow on a line is from an expensive node to a cheap node, then there must exist another

KKT regime in R} yielding a higher price at node n.*

Lemma 5.9. Suppose we have an optimal solution to P" (d), for some r € R} and there exists an
arc Im in B} giwing n] > w!. There exists a KKT regime s € R} such that the solution to P* (d)

yields a price at node m: m,, > 7, .

Proof. From equation (5.7), we know that initially the price 7/, must satisfy the following equa-

tion:

SN S+ > em =Y di-Kpm— Y. Kj— Y ozl (5.9)

ieD, iEN, i€NG ijeBI\{lm} i€D;t
We now construct a new KKT regime, s € R, based on the optimal solution to P"(d). We define
N to consist of all nodes connected to node [ via an unconstrained path (including node 1) and
all nodes in N,., as shown in figure 5.3. We know from lemma 5.8 that at the optimal solution to
P"(d) no lines are congested away from node n, and also that no dispatch is at its lower bound,
therefore we set B; = D; = (). Hence B} must contain all arcs connecting N to other subtrees
in the network. Furthermore, we define DY to contain all nodes in D;t and also all nodes A; UD.

that were at upper bound at the optimal solution to P" (d).

Now we will examine the price at node [ for KKT regime . From lemma 5.5, the price 7] must

satisfy the following equation:

Y oses Y ai= Y dikn- Y K- Y o G0
i€Ds\Dr IEN\N- IEN\N ijeBI\BF i€DI\D;F
Adding equations (5.9) and (5.10) gives

ZSi(an)Jr Z Si(ﬂf)JrZﬂrfnJr Z ewf:Zdi—ZKijfoj.

i€D, i€Ds\ Dy 1EN, 1EN\N 1ENS ijeB ieDF

4Recall that the prices of all nodes within the unconstrained subtree rooted at node n are equal.
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Again from equation (5.7), we have that the nodal price 72, satisfies

S S+ Yem - Yo X k- Yot
€D, 1€N €N, ijeBT ieDF
Hence we have that,
Z S; (mr,) + Z €my, = Z S; (m),) + Z S; (7)) + Z em,, + Z €my .
1€D; 1€EN, 1€D, i€Ds\D;- 1€EN 1EN\N-
Recall that € > 0 and

S’ (p) >0, VieN, (5.11)

and as 7w > m, this means that

Zsi(ﬂfn)JFZﬂrfn > Zsi(ﬂ':n)+ Z Si(wfn)JrZﬂrfnJr Z €my,

i€D, 1€N, i€D, i€Ds\ Dy €N, TENS\N,
T T
= E Si (7)) + E €My,
i€D, 1€EN

From above and (5.11) we have that

as required. O

Figure 5.3: A radial network showing KKT regimes r and s respectively (see lemma 5.9).

Lemma 5.10. Suppose we have an optimal solution to P" (d), for some r € R} and there exists
an arc lm € B, gwing ], > Kim. There exists a KKT regime s € R} such that the solution to

P? (d) yields a price at node n: w5 > 7l.
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Chapter 5. Lossless radial network

Proof. We will first define a new KKT regime s € R.\, based on regime r. Consider the tree 7,
corresponding to KKT regime r, and split this into two subtrees by removing arc Im. We define
Ts to be the subtree containing node n; KKT regime s (illustrated in figure 5.4) therefore has the

following properties:

Ns :Nr\erLa
Bf = (BFf u{lm})\A,, By =0, B.=8B\(A,U{lm}), B =BrUA,

Df =DN\WN!, Dy =0, D,=D,\N!, DI=DrXUN.

Here we have created a new KKT regime s, for which equation (5.7) implicitly defines the price at

all nodes in Nj; this equation is

Z S; (7'(';) + Z 677:2 = Z d; — Z Kij — Z xj, (5.12)
i€Ds 1€N, 1€EN ijeBT ieDt
whereas for KKT regime r, from lemma 5.4 (pertaining to the subtree 7;) we have that 77, must

satisfy the following equation:
NS+ > emh =S di— Y. Kij—fi,— Y 2} (5.13)
i€Ds i€EN €N ijeBI\{im} ieDT

Subtracting the equation (5.13) from (5.12) becomes:

S Si(my) = Si(mp)]+ > elmy = h] = —Kim + fi,-

i€Ds €N,

As fI > K, Si’ (p) > 0 and € > 0, from above we have that 75 > 77, as required. O

/

Figure 5.4: A radial network showing KKT regimes r and s respectively (see lemma 5.10).
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Lemma 5.11. Suppose we have an optimal solution to P" (d), for some r € R} and there exists a
dispatch at node k € D, giving x}, > xﬁ There exists a KKT regime s € R} such that the solution

to P° (d) yields a price at node n: 75 > w .

Proof. For KKT regime r, from equation (5.7) we have the following implicit function for the
nodal price at node n:
Z S () + Z em, = Z d; — Z K;j — Z z;. (5.14)
i€D, €N, €N, ijeB;t ieD;t

Now construct a new KKT regime s, which is identical to regime r except that
Df =Df Uu{k}, and D, =D,\{k}.

Again from equation (5.7), the price at node n in this regime is implicitly defined by:
Z Si (71'751) + Z 67'(':;I = Z dl — Z Kij — Z xj' (515)
i€D, 1EN 1EN ijeBY €D

Subtracting (5.15) from (5.14) gives

Z [S; () — Si (m)] + Z el — 8]+ Sk (7)) =z,

i€Ds 1ENS

which can be rewritten as:

Do [Si(mh) = Si(mp)l+ Y elm —m] = ap —

i€Ds PEN

As x> xﬁ, S (p) > 0 and € > 0, from above we have that 75 > 7" as required. O

Lemma 5.12. Suppose we have an optimal solution to P" (d), for some r € R} and there exists
some k € D} yielding ©, < S~ (acz) There exists a KKT regime s € R} such that the solution

to P* (d) yields a price at node n: w5 > m),.

Proof. For KKT regime r, from equation (5.7) we have the following implicit function for the

nodal price at node n:

Z S; (TF;) + Z 677:1 = Z d; — Z Kij — Z .’L‘j (516)

i€D,. iEN, €N, ijeBt €D
Now construct a new KKT regime s, which is identical to regime r except that

Df =DM\ {k}, and D, =D, U{k}.

Again from equation (5.7), the price at node n in this regime is implicitly defined by:

Z Si (m5) + Z ems = Z d; — Z K;j — Z zf. (5.17)

1€Ds P1E€EN 1€N ijeBs ieDt
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Chapter 5. Lossless radial network

Subtracting (5.16) from (5.17) gives

D [Si () = Si ()] + D elmy —mh] + Sk () —af =0,

€D, 1EN,

As 77 < S, 7! () and S/ (p) > 0, we have that

Sk (ﬂ'g) < xZ‘,

hence
D [Si(m) = Si(m)l+ Y elmy = mp] + Sk (w,) = Sk (m3) > 0,
i€D, i€EN,
from above, (and as € > 0) we have that =7 > 7], as required. O

We now prove a simple lemma in which we define a modified dispatch problem that has the same

optimal solution as P(d) under certain conditions.

Lemma 5.13. Suppose at the optimal solution to P (d), that f;; > —K;;, Vij € A, and x; >

z; , Vi € N; this solution is equivalent to the optimal solution to P’ (d), given below

P/(d)=min Y [ S7"(&)d¢
ieEN

s.t. xr; — Z fl'j + Z fji =d; [7‘(’1] Vie N

5,ij€AR G.GiCA,
fij < Kij Vij € A,
z; <z Vie N

Proof. By assumption, the constraints f;; > —K;; and x; > x; in P(d) are not binding. It is
clear that if a constraint to a convex problem is not active at the optimal solution, the removal of
the constraint has no bearing on the optimal solution. Therefore we can create a problem P’ (d)

without this constraint, which has the same optimal solution. O

The KKT conditions for the modified dispatch problem, P’ (d) are

T — E f¢j+ Z fjizdi Vie N

J,ijE€EAR J,Ji€ Ay,
0<m—S 1 (z:) Laf—2;>0 VieN (5.18)
0<mj—m L Kij— fi; 20 Yij € A,.

The next theorem and corollary are the main result of this chapter. They state that if the network
is initially in an unconstrained state, and the demand at node n is increased (decreased) then the
nodal price at node n is given by the maximum (minimum) price over all KKT regimes r € R}

(reRr;).
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Theorem 5.14. Suppose for some vector of demands d = d* that all arcs are unconstrained and no
dispatch quantity is at a bound at the optimal solution to P(d). Suppose now that d,,, the demand

at node n, is increased. Then for any value of d, > d, the nodal price at node n is given by

* r
T, = max m,,

reRr}t

where 7] is the nodal price at node n associated with KKT regime .

Proof. Since there are only a finite number of decompositions in R}, we know that the maximum
nodal price 7}, is attained for some KKT regime. Furthermore, since the economic dispatch problem
is a strictly convex quadratic program it has a unique optimal primal solution, and so there is a
unique vector of prices, 7 satisfying (5.1). As d,, > di and d; = d}, Vi € N\ {n}, from lemma 5.6
we know that solution to (5.1) must correspond to some KKT regime in R;. Furthermore, from

lemma 5.13, we know that the optimal solution to P(d) is identical to the solution to (5.18).

We will proceed by demonstrating that any KKT regime r € Rl that does not satisfy the conditions
(5.18), does not yield 7}, = 7

*. Thus, we will have that any regime, r € R\, yielding #! = 77

n
must satisfy (5.18). Hence from above, we will have that the (unique) optimal solution to P(d)
must satisfy m, = ).

*
n-

Suppose that we have a KKT regime r € R, with n7 = 7*. From lemma 5.3, if the optimal
solution to P"(d) does not satisfy conditions (5.1) then it must be the case that at least one of the
following is true:

P
m>

(A) there is a congested arc Im € B where 7] >
(B) the capacity of an arc in B, is exceeded,
(C) a dispatch, z, in D, exceeds its capacity, or

(D) the dispatch, z}, at node k € D; is at capacity, but 7, < S, ' ().

However, as it is sufficient to satisfy the conditions (5.18), we will ignore the lower bound constraints

on the flows on arcs in B, and dispatches at nodes in D,..

For (A), from lemma 5.9, we know there exists a KKT regime s € R, giving 72 > «”, which

violates the assumption that 77 is maximal over all KKT regimes in R, .

Now consider case (B). From lemma 5.10, we know there exists a KKT regime s € R, giving

75 > 7 which violates the assumption that 7/ is maximal over all KKT regimes in R,!.
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Chapter 5. Lossless radial network

For (C), from lemma 5.11, we know there exists a KKT regime s € R} giving 7% > n", which

no

T

7 is maximal over all KKT regimes in R;}.

violates the assumption that m

Finally, for (D), from lemma 5.12, we know there exists a KKT regime s € R} giving ¥ > «7,

which violates the assumption that 7 is maximal over all KKT regimes in R .

From above, if we have a KKT regime in R} that does not satisfy the conditions (5.18), there exists
another KKT regime in R, yielding a higher price at node n. Due to there being a unique solution
to P(d) and a finite number of KKT regimes, the KKT regime corresponding to the highest price

at node n yields the nodal price associated with P(d). O

Corollary 5.15. Suppose that for some vector of injections d = d* that all arcs are unconstrained
at the optimal dispatch. Suppose now that d,, the demand at node n, is decreased. Then for any

value of d,, < dJ, the nodal price at node n is given by

* . r
T, = min m,,
reR,

T

1 45 the nodal price at node n associated with KKT regime r.

where

Proof. The proof of this result is analogous to that proved for theorem 5.14 above. O

The above results are important when we examine Cournot games over radial networks in chapter

11.

5.3 Linear supply functions

Suppose the generators each submit linear supply functions S; (p) = a;p, Vi € N. Then the nodal

price at node n for some KKT regime r € R,, given by equation (5.7) simplifies to

2 di— X Kij+ X Kij— X oay — 2 a

,  IEN: ijeBt ijeBy i€D; ieDf
™, = 5
" doait D€

i€D, ieN,

this nodal price is a linear function of d.

If there exists some demand vector d = d* such that no line is constrained and no dispatch is at
a bound at the optimal solution to P(d*), then from theorem 5.14 and corollary 5.15 we know
that if the " component of d* is reduced, then the optimal nodal price, as a function of d;, is the
pointwise minimum of a set of linear functions (yielding a concave function). Whereas if the i*®
component of d* is increased, then the nodal price, as a function of d;, is the pointwise maximum
of a set of linear functions (yielding a convex function). An illustration of such a function of d; is

shown in figure 5.5.
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dy, d,

Figure 5.5: Price as a function of demand at node n.
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Chapter 6

Transmission losses

In this chapter, we examine losses in transmission networks. We consider different approximations
for these losses and examine how these approximations can affect the prices from the resulting

dispatch problems.

We will show that with quadratic losses, the dispatch problem ceases to be a convex program.
However, under certain conditions, we prove that there exists a convex program equivalent to the
dispatch problem with quadratic losses (with the same optimal solution). Alternatively, when no
such equivalent convex program exists, we demonstrate that the objective value function of the
dispatch problem may cease to be a convex function of the demand at each node. In this situation,

the price at a node may decrease with additional demand at the same node.

This chapter is laid out as follows. We first present two methods of approximating quadratic losses,
and discuss how nodal prices are affected by a lossy line. We then prove a theorem which gives a
set of conditions ensuring that the dispatch problem with losses is equivalent to a convex program.
Finally, we discuss the effect of losses on networks with loops. The results of this chapter are

important when we consider Cournot games over lossy networks in chapter 14.

6.1 Line loss approximations

There are various ways to approximate losses in a DC load flow model, of which we will consider
two methods in this chapter. The first approximation, as used by Borenstein et al. in [12] and

Hobbs et al. in [46], is to consider losses to be a quadratic function of the amount of power that
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is sent, i.e.
fr:fs_rfs27 (a)

where f,. is the power received and fs is the power sent. With this method, if the amount of power
sent exceeds fs = i the total amount of electricity received begins to decrease, as shown in figure
6.1. Moreover, note that from the above quadratic equation we can compute that the maximum
power that can be received is f,. = 4—1T. Later, we will show that this approximation is poor and

should only be used when the power flow on the line is known to be small.

A better approximation is to assume that the amount of power lost is proportional to the average
flow on a line squared, as presented in chapter 3, and used in [22, 76]. Specifically, if we have two
nodes joined by a line and f; = f + %r f? is sent from node 1 along the line, then the amount
arriving at node 2 will be f, = f — %rfz, where f is the average flow. Note that the total loss in
this case is 7 f2, hence the losses are proportional to the average of what is sent and what arrives;

whereas for approximation (a) above, it is proportional to the square of the sent power.

For the second approximation, we will compute the amount of electricity arriving at a node as a

function of what is sent. First, solving for f as a function of fs gives

1+ TF2r],

r

f

We can ignore the solution giving f < 0, since this is not physically possible. Solving for f,. then

gives

fTZQ(M71) — fs- (b)

r

Under this approximation, when f; = 237 the marginal contribution of any electricity sent down
the line is zero, and at this point the amount of power received is f,. = % and the average flow on
the line is f = % Figure 6.1 shows plots of the loss approximations, compared with the lossless

case.

The two approximations seem to be quite similar for 0 < f; < ﬁ, however, figure 6.1 only shows
the quantities of power sent and arriving, not the marginal losses. Since the nodal prices are based
on the marginal cost of suppling power to a node, the optimal solution to the dispatch problem
may be vary considerably depending on the loss approximation used. Figure 6.2 compares the

derivative of the power that arrives with respect to what is sent for the two approximations.

1

From figure 6.2, we can see that, in fact, if the amount of power sent exceeds 17,

then the marginal
losses of the two approximations (and hence the nodal prices) begin to differ. For the remainder

of this section we will model losses using approximation (b).
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Chapter 6. Transmission losses

Jr

no losses
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Figure 6.1: Approximations of line losses.
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Figure 6.2: Marginal power received as a function of power sent.

6.2 Economic dispatch problem

We will now define an altered dispatch problem that includes losses of the type described in method

(b) above:

P(d):min Y [ S7(€).d¢

ieN Tt

st @ — > (fis + %TijfijQ) + > (fii— %Tjifjiz) =d; [m] Yie N
JijeA JjieA
> Lijrfij =0 [Ax] Vk e L
ijEA
—z; <z <wf [ mis] VieN
—Kij < fij < K (nfmi;] Vije A

o7



The only change in this dispatch problem from the one introduced in chapter 4 is that the node
balance constraints now contain the quadratic losses. Since the node balance constraints are
equality constraints, the presence of these quadratic terms means that the dispatch problem no

longer has a convex feasible region.

Due to this dispatch problem having a non-convex feasible region, its KKT conditions (as they
are first order conditions) are not sufficient for optimality, as discussed in [73]. This means that a
solution that satisfies the KKT conditions of a non-convex optimization problem may be a local
minimum, saddle point or even a local maximum. Thus the task of computing the optimal solution

to the dispatch problem is more difficult than when dealing with the lossless transmission case.

However, so long as P(d) satisfies a constraint qualification, the KKT conditions are necessary for
the optimal solution to P(d), or in order words, the optimal solution is a KKT point [57]. From the
weak reverse constraint qualification, discussed in [37], we have that if a mathematical program

satisfies the following conditions:

(1) there exists some solution z( in the interior of the feasible region,

(2) the equality constraints are pseudolinear (both pseudoconvex and pseudoconcave at all inte-

rior solutions)!, and

(3) the inequality constraints are pseudoconcave at all interior solutions?,

then the optimal solution satisfies the KKT conditions.

From the formulation of P(d) above, we can see that the inequality constraints are linear, hence
condition (3) is satisfied. The loop-flow constraints are affine so they comply with condition (2).
The node balance constraints are not linear, but they are each monotonic with respect to x; and

so long as K;; < % the constraints are monotonic with respect to f;;. Therefore the node balance
ij

constraints are pseudolinear, complying with condition (2). Finally, we require that there exists
some interior point; this is not true for all choices of parameters. Therefore we will assume that
the parameters are chosen such that there is an interior point in the set of feasible solutions. For
example, if the upper bounds on fringes were sufficiently large, then the demand at each node

could be satisfied without any power transfer between nodes; this would be an interior solution.

IFrom [65] we know that a function of a single variable is a pseudolinear function if it is either strictly increasing

or strictly decreasing.
2Note that all concave functions are pseudoconcave; see [65].

58



Chapter 6. Transmission losses

The KKT conditions of P(d) are given by (6.1) below.

xi— > (fiy+ %'fijfij2) + > (fii— %rﬁfjf) =d; Vie N

JijEeA 7,Ji€A

Z lij]gfij =0 Vk e L

ijeA

Syt (@) —mi 4+t —py =0 Vie N

mi (L+rigfig) — w5 (L= rifig) + iy — nij + kZLLij’k)\k =0 VijeA (6.1)

~ )

0<af—z Luf>0 Vie N

0<wz—x; Lu; >0 Vie N
OSKij*fijJ—ﬂ;ZO Vij € A
OSKij-f—fijLn;jZO Vij € A.

Since P(d) satisfies a constraint qualification, these conditions are necessary (but not sufficient)

for an optimal solution to P(d).

In the next section, we will discuss how we can avoid the non-convexity issues caused by quadratic

losses, in order to find the optimal solution of the dispatch problem.

6.2.1 Convexity of dispatch problem

Consider the problem P¢(d); this is a relaxed version of the actual dispatch problem, as discussed
previously by Neuhoff et al. in [70]. Here the equality node balance constraints have been replaced
by inequalities. Thus, the feasible region of this altered problem is now convex. This means that

the KKT conditions of PY(d) are both necessary and sufficient for global optimality [57].

PC(d) :min Y [ S (€) .de

ieEN
st.ozi— Y (fij+ %TijfijQ) + > (fii— %Tjifji2) >d; [ Vie N
jijE€A JJiEA
> Lijkfi; =0 k] Vke L
ijeA
—x; <z <af [ ;] VieN

Now we will present a theorem that gives sufficient conditions for a solution to P(d) to be globally

optimal.
Theorem 6.1. Consider a solution that satisfies the KKT conditions of P€(d) with m; > 0, Vi €

N. This solution is the (global) optimal solution for P(d).

Proof. Since the solution satisfies the KKT conditions of P¢(d), it is the optimal solution for

P¢(d). Moreover, since m; > 0, Vi € N, the node balance constraints must be binding. Therefore
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this solution is feasible for P(d). The result follows from P (d) being a relaxation of P(d). O

From the theorem above, we know that if we have a solution to the KKT conditions of P¢(d) then
so long as all the nodal prices are positive, the solution is optimal for P(d). This result is useful
for analysing radial networks with losses; here nodal prices are positive (so long as offer prices, for
positive quantities, are positive and the problem is feasible). In chapter 14, we consider Cournot
games over a radial network with quadratic losses and investigate how the prices coming from such
a dispatch problem can affect the concavity of generators’ revenue functions, and the outcomes of

the Cournot games.

However, in networks with loops, the non-convexity of the dispatch problem is an issue. In networks
with loops, negative prices are possible even with positive offer prices (as demonstrated by the
spring-washer effect in section 4.3). A negative price at a node reflects that an increase in demand
at that node will reduce the cost of dispatch. These potential negative prices make it impossible
to invoke theorem 6.1 above, to replace the dispatch problem with a equivalent convex problem.

In the next section we will use an example to explore these issues in detail.

6.2.2 Loops and losses

When we are dealing with networks with loops and quadratic losses, the KKT conditions of the
dispatch problem, given earlier in (6.1), are necessary, but not sufficient for a solution to be optimal
(so long as the aforementioned constraint qualification is satisfied). These conditions form a non-
linear complementarity problem. This problem can have multiple solutions (representing local
maxima, minima and saddle-points for P(q)) and it can therefore be very difficult to find the
global minimum of P(g). In fact, the optimal value function for P(¢) may cease to be a convex
function of demand; this means that prices may in fact be decreasing with increased demand at a

node. The following example examines these issues.

Example 6.2. Suppose we have an electricity network consisting of a single three-node loop, as
shown in figure 6.3. For simplicity, assume that all lines have equal reactances, and only line 23
has a thermal capacity, 100. Furthermore, line 13 will be the only lossy line with a quadratic loss

coefficient of r13.

There is one generator at node 1 offering power at price, p; = 10 and one at node 2 offering power
at price, p2 = 50. The demand at nodes 1 and 2 are fized at di = 0, da = 2000 respectively, whereas

the demand at node 3 will be treated as a parameter, ds.
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dTl
r1@Qp; —
f13
Ji2 —d3
9@y — | f23] < 100
A

Figure 6.3: Three-node loop with quadratic losses.

The dispatch problem for this scenario is therefore:

P (d3) :min 10x7 + 50x2

stz — fi2 — fis — sri3fiz° =0 [m]
T2 + f12 — faz = 2000 [72]
fi3 + faz — %7”13fl32 =ds [ms]
Jiz— fis+ fa3 =0 [A1]
[f2s] < 100 (133135

x1,%2 > 0.

Transmission losses

If we initially consider the situation where r13 = 0, then we actually have a lossless network. The

(optimal) cost of dispatch as a function of dj is

C(d3) = 10x; + 50z
infeasible, ds < —150,
88000 — 30ds, —150 < d3 < 1700,
20000 + 10d3, 1700 < d3 < 2300,
infeasible, ds > 2300.

The above optimal value function is piecewise linear and convex. On the other hand, when the
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lossy line is reinstated with r13 = ﬁ, the cost function becomes

C(ds) = 10z1 + 50z
infeasible, d3 < —150.4,
B —10000 + 20004/2400 — d3 — 10d3, —150.4 < d3 < 1376,
- 225000 — 300/4625 — d3 — d3, 1376 < dz < 1816,
infeasible, ds > 1816.

From the plot of this function, given in figure 6.4, it is clear that for —150.4 < d3 < 1376 the
optimal value function is concave. This observation can be verified from the sign of the second
derivative of the expression above. Note that as the optimal value function is decreasing in ds this
implies a negative price at node 3. Furthermore, since this function is concave, the nodal price is
in fact decreasing with demand at the associated node. This provides a counter-example showing

that theorem 4.3 does not extend to networks with quadratic losses.

C(ds3)

75

50

25

0 400 800 1200 1600 ds

Figure 6.4: Optimal value function, C(d3), with 713 = z555.

Note that, in the example above, the optimal value function is concave with respect to the demand
at node 3 when the price at node 3 is negative. A question that arises from this is whether this
behaviour can occur at a node when its price is positive. In fact, it can. In the example below we
augment the network by adding an additional loop. Over this network, we demonstrate that the

optimal value function can be concave and increasing with respect to changing demand at node 4.

Example 6.3. Suppose we have an electricity network consisting of two loops, as shown in figure
6.5. Again, we will assume that all lines have equal reactances, and lines 23 and 35 have thermal
capacities, Koz = 100 and K35 = 500. Finally, as in the previous example, line 13 will be the only

lossy line, with a quadratic loss coefficient of ri3.
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Figure 6.5: Five nodes with two loops.

Nodes 1, 2 and 5 each have a single generator offering electricity at prices py = 10, ps = 50,
ps = 150, respectively. The demand at nodes 1, 2, 3, 5 are fixed at dy = 0, do = 2000, d3 = 0 and

ds = 500 respectively, whereas the demand are node 4 will be treated as a parameter, dy.

This dispatch problem can be written as the following optimization problem:

P(qq) :min 10x; + 5025 + 1505

s.t. @1 — fi2 — fi3 — ar13f13° = 0 [m1]
T2 + fi12 — fos = 2000 [72]
fis+ fa3 — faa — fas — ir1sfis® =0 [ms]
faa = fa5 = dy [7a]
x5 + fa5 + fas = 500 [75)
Jiz— fis+ fa3 =0 (A1
faa— fas + fi5 =0 [A2]
| fas| < 100 (135, 7133]
| f35] < 500 (135,135

x1, %2, 25 > 0.

For the instance where d; = 0, do = 3000, d3 = 0, dy = 1500, d5 = 500, Ks3 = 100, K35 = 250,
p1 = 10, po = 50 and p3 = 150, we will investigate the dispatch problem’s optimal value as a

function of d4, the demand at node 4.
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If we consider the situation where r13 = ﬁ, the optimal value as a function of dy is

C (ds)

101 + 50x2 + 150x5
—15000 + 20004/1900 — dy — 10dy, 0 < dy4 < 500,
—55000 + 10004/6600 — 2dy 4 70ds, 500 < dy < 1252,
180000 — 1500/15500 — 2dy + 70dy, 1252 < dy < 2132,
infeasible, dy > 2132.

This function, plotted in figure 6.6, consists of three pieces: the first and second are concave, and
the third is convex.

C(da)

150
125
100

7 L

50 |

25 |

0 400 800 1200 1600 2000 dy

Figure 6.6: Optimal value function, C(dy).

The subgradients of this function with respect to d4 give the nodal price at node 4. This is given

by the following piecewise point to set mapping:

T4 = 101’1 + 50.’E2 + 1501’5
1000

—10 — 00— 0 <dy < 500,
[—10 - 50\/2, 70 — 25\/% ~dy = 500,

1000

- e 500 < dy < 1252,

(%52, 1550 ] dy = 1252,

1500
704 a0 1252 < d, < 2132,
[4450 o) | dy = 2132,

This point to set mapping is plotted in figure 6.7 below. Here we can see that the price is in fact

decreasing with d4, up until the demand reaches 500, at which point the price jumps up but is still
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decreasing in dy. When d4 reaches 1252, the price jumps up again, but the price is now increasing
with demand. Finally at d4 = 2132 the price becomes unbounded as we approach infeasibility.

U A

(6N}

50 t

25 t

400 800 1200 1600 2000 dy
—25

Figure 6.7: Price at node 4 as a function of dy.

We proved in theorem 6.1 that so long as all the nodal prices are positive at the optimal solution to
P (d), then that solution is also optimal for the original dispatch problem with the node balance
equation being equality-constrained. Since P(d) is a convex problem, we know that the nodal
price at a node must be increasing with demand at that node. The above examples show that
if there is at least one negative price in the network the optimal value function may cease to be
concave. This non-concavity yields the result that the nodal price at a node may, in fact, decrease

when demand is increased at that node.

In such a situation, the incentives of the participants may be counter-intuitive. A generator may
be able to increase its nodal price by producing more, whereas a consumer may be able to reduce
the price at its node by increasing its load. Due to the non-convexity of the dispatch problem,
and the possibility of these peculiar incentives, we do not consider networks with both loops and

losses, in the remainder of this work.
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Part 111

Cournot games in electricity

markets with transmission
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Chapter 7

Modelling strategic behaviour

In this chapter, we discuss modelling of competition between generators as Cournot games. We
begin with a comprehensive review of the how these models are used and discuss the issues that
are faced. We then discuss how we set up the Cournot game over a transmission network and
how price elasticity is modelled in the market. Finally we present the strategy space and payoff

functions for the firms competing in the the market.

7.1 Background

Over the past two decades, the power industries in many countries have been deregulated. They
have transitioned from the traditionally centrally managed operations by the creation of electricity

markets and the introduction of competition.

Due to the high cost of building generation plants and connecting them to the grid, electricity
markets typically feature a limited number of competing firms. In economics this type of market
structure is often referred to as an oligopoly. With this type of market structure, generators may

have incentive to behave in a strategic manner in order to increase their respective profits.

In electricity markets, risk is an important factor that all market participants must consider. Due
to uncertainty in future demand growth and changes in availability of supply! there are constant
fluctuations in electricity prices. In order for market participants to have some certainty about their
revenue and costs, generators and retailers will often enter into bilateral contracts for differences

(CFDs). These contracts serve to reduce the exposure of generators or retailers to the volatility of

IFor example, due to changing gas prices and reservoir levels or unexpected outages.
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the wholesale prices. Each generator may wish enter into a contract with a electricity retailer at
any node. Alternatively, in countries such as New Zealand where vertical integration (firms owning
generation plants and having retail customers) is common, this can be modelled as an implicit

contract equal to the size of the retail load.

One of the most basic game-theoretic models of oligopolies is the Cournot game [20]; in an electricity
market setting, this consists of generators choosing quantities of power to inject into the grid at
their node, and the price being determined from the dispatch problem discussed in chapter 4. Due
to their relative tractability as compared with more complicated models such as supply function
games (for example [42, 56]), Cournot models are commonly used to model the strategic behaviour

of generators within electricity pool markets, for example [12, 70, 99].2

Typically Cournot models require demand elasticity in order for price to vary as a function of the
production. However, in wholesale electricity markets, demand is relatively inelastic, because a
large proportion of the load is on fixed-price contracts (for example residential and commercial
customers) and is not exposed to the wholesale spot price; although as smart-metering technology
becomes more wide-spread, and electricity retailer pricing structures change, demand will become
more price-responsive [13]. However, industrial users exposed to the spot price may have incentive
to reduce their load when prices are high [87]. Alternatively the elasticity may come about from a
competitive fringe, which is an aggregation of offers in the market from generally small generators

who are not behaving in a strategic manner [11].

Rosen in [84] gives conditions for the existence and uniqueness of pure-strategy equilibria in con-
tinuous games. For single-node electricity markets (with no transmission lines) Rosen’s conditions
can be shown to be satisfied for linear fringe supply functions, guaranteeing that there exists a

unique equilibrium.

This work is focused on the impact that transmission networks have on the outcomes of these
Cournot games. When the classic single price Cournot model is extended to electricity markets
with nodal pricing, the assumptions that are made can greatly affect the outcomes of the model.
Yao, Oren and Adler discuss in [99] different types of Cournot equilibrium models that can be
constructed by altering the assumptions that are made about the rationality of generators with

respect to transmission.

Arguably the most realistic of these is the full-rationality assumption. In this setting, generators

2The use of a Cournot model will typically result in higher prices than a similarly defined supply function model;
this is because supply function offers increase the apparent demand elasticity in the market, whereas Cournot offers

do not.
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anticipate how their injection affects the congestion of transmission lines, and hence their prices.
In the full-rationality setting, the generators act (simultaneously) as leaders, each choosing a
quantity of electricity to inject into the grid at their node. The generators when making their
injection decision, anticipate the prices that will be determined by the system operator, who acts

a follower in the game.

An early contribution to the understanding of this model was provided by Borenstein, Bushnell and
Stoft in [12]; here the authors give examples of Cournot games over a two-node network with linear
demand functions. They show, in a symmetric two-node scenario, for a sufficiently large capacity
on the line, that there is no flow on the line at equilibrium. However, they demonstrate that there
exists an interval of positive line capacities for which there are no pure-strategy equilibria. This
result is important as it highlights that a line does not necessarily need to be utilised in order for
it to facilitate competition between generators in different parts of the network. Furthermore, in
asymmetrical situations (where demand is not the same at both nodes), they show that depending
on the parameters of the model, there may either be a unique Nash-Cournot equilibrium, multiple

equilibria, or no equilibria.

The results of Borenstein et al. arise because in the full-rationality Cournot model with transmis-
sion, the profits of generators, as a function of their own injection, cease to be concave and can
often have multiple local maxima. This occurs because the generators are aware of how congestion
in the transmission network will affect their nodal prices. The shapes of these profit functions
can mean that pure strategy Nash equilibria are not guaranteed to exist or to be unique (see for

example [99]).

The development of models for solving equilibrium models over transmission networks is an area
of research gaining considerable attention as market regulators try to reduce the opportunity for
generators to exploit their positions in the market. The equilibria to these games are given by the
simultaneous solution to a set of bi-level optimization models. These can be modelled as equilibrium
problems with equilibrium constraints (EPECs), as discussed by Hu and Ralph in [50]. Here each
generator maximizes its profit by solving a mathematical program with equilibrium constraints
(MPEC) [47]; these problems are non-convex because of generators’ abilities to cause lines to
become congested. In a Cournot game, the generators act simultaneously, so the solution to the
EPEC is given by the simultaneous solution to the MPECs for all of the generators. This problem
is inherently difficult to solve, because the first order conditions are not sufficient to guarantee
global optimality for each MPEC. The solutions computed by Hu and Ralph (using first-order and

second-order conditions) are referred to as local Nash equilibria, but are not necessarily true Nash-
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Cournot equilibria, because each generator is at some local (but not necessarily global) optimum.

Due to the issues of existence and uniqueness of equilibria under the assumption of full-rationality,
Yao et al. in [99] introduce bounded-rationality Cournot models, where generators do not anticipate
the effect that they may have on congestion in the transmission grid. In their work they consider
two bounded-rationality models, one where the generators assume that power flows on the lines
are fixed, and one where they assume that the price difference between nodes is fixed. For each
of these models, with linear demand curves, they prove that there exists a unique equilibrium
regardless of the parameters of the model. Another bounded rationality model was proposed by
Barquin and Vazquez in [7]. In this model, an assumption is made about the state of all lines in
the network (whether or not they are congested and in which direction) and each of the generators
believes that this state will remain unchanged regardless of changes to their injection. An iterative
approach is then employed to find a state of the network for which the optimal state of the network
is consistent with the generators’ beliefs. We discuss these models in more detail later in chapter

8.

The main focus of the subsequent chapters is to analyse the full-rationality model and derive
conditions guaranteeing that pure-strategy equilibria exist. Borenstein et al. in [12] perform this
analysis for a two-node network, deriving the conditions on the transmission line ensuring existence
of particular types of equilibria. In this work, we extend this idea to more general networks
and demand functions and derive conditions on the parameters of the game which ensure that a
particular equilibrium exists. The difficulty in deriving such conditions is due to the combinatorial
nature of problems involving congested transmission networks; in the worst case, the number of
ways that the grid can become congested increases exponentially with the number of lines in the
network. However, we show that when dealing with radial networks the problem simplifies in
such a way that the set of line capacities that are necessary and sufficient for the existence of an

unconstrained Nash-Cournot equilibrium is a convex polyhedral set.

In the next section we will discuss the Cournot game in detail, giving the players of the game and

their payoff functions.

7.2 Cournot model

In this section, we will present the details of the Cournot model upon which many of the subsequent
chapters rely. We will first discuss how we model a competitive fringe, which creates price elasticity

in the market. This elasticity (whether it be from demand-side bidding or a competitive fringe) is
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required in a Cournot game since these bids or offers set the nodal prices. We will then discuss
the behaviour and payoff functions of the strategic firms: first in the case where each generator is
independent; and then we augment this formulation to allow for contracts for differences and also

allow for firms that own multiple generation plants.

7.2.1 Fringe generation

In the formulation of the dispatch problem given in chapter 4, it was assumed that there was one
generator at each node, i € N, offering a supply function: S;(p). In order to create a Cournot
model, we will assume that each such generator represents a competitive fringe, and S;(p) is
the combined fringe supply function for node i. The fringe supply functions are therefore fixed

throughout the game and provide price elasticity at each node.

7.2.2 Strategic firms

Here we will introduce the strategic generators that inject into the network. Each strategic gener-
ator attempts to maximize its own profit. The set G consists of all such generators in the game;
moreover, we define G; to be the set of generators located at node ¢, where G;, for all i in N are
disjoint subsets of G, (each generator is located at exactly one node). The vector V' gives the
capacities of all the generators, hence Vj is the capacity for generator g. In the Cournot game,
each generator, g € G; chooses a quantity g, € [0,V,] to inject at node i in order to maximize
its profit. For simplicity, we treat this as an injection at that node in the dispatch problem (as

opposed to an offer at $0).3

35S0 long as nodal prices are positive, an injection of power at a node is equivalent to offering that same amount

of power at price $0.
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Dispatch problem

With the inclusion of strategic generators, the lossless dispatch problem, introduced in chapter 4,

becomes

P(g):min Y [T S (€).de

ieN Tt

st. x; — Z fij+ Z fji:di_ qu [ﬂ—i} Vie N

JijEA J.jieA 9€G;
> Lijkfij=0 \e] VieLl
ijeA
z; < :Uj' [uﬂ Vie N
T >y (n7] VieN
fij < Kij (0] vije A
fij > —Kij [ni;] Vij € A.

Note that we have presented the dispatch problem, P(q), as a function of the vector of injections,
q as opposed to the vector of demands d. We are now interested in how the nodal prices, m, vary
as functions of the strategic generators’ generation levels. In particular, since the generators are
maximizing their profits, we will examine how the nodal price varies as a function of injection at
that node. We will now present a simple lemma, allowing us to apply the results of part II (which

relate to changes in demand) to changes in injection quantity.

Lemma 7.1. Consider the injection level q4 for each generator g € G. Suppose now that for some
g € G; the injection is increased by 0. This is equivalent to instead decreasing the demand at node

1byd.

Proof. The right-hand side of the node balance equations are given by

di— > qq. (7.1)

9€G;

Therefore the optimal solution to P(q) is equivalent to the optimal solution to P(d), where the
elements of d are given by expression (7.1). It is therefore clear that any increase in g, is mathe-

matically identical to a reduction in demand at the corresponding node. O

Attributes of strategic generators

So far we have defined the sets G; that consist of all the generators at each node, i. Because

these generators are strategic, they each attempt to maximize their respective profit functions.
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In the simplest case, the profit of a particular generator is given by its revenue minus its costs.
Each generator is paid the nodal price for its entire injection at the node; hence the revenue for
generator g at node i is defined as:

Ry = qqmi(qy),
where 7; is written as a function of ¢4, assuming all other generators inject some fixed amount. We
will define the production costs for each generator, g, to be given by a non-negative, non-decreasing,

convex function: Cy(g,). Therefore we have that
Cy(qg) 20, C;(QQ) >0, Cg(%) >0, Vgeg.
From above we find the profit for generator g to be

Pg(dg) = agmi(dg) — Cy(qq)-

Contracting We can formulate a slightly different profit function if we allow generators to enter
into contracts for differences with retailers or large industrial customers (or if the firm is a vertically-

integrated gentailer). A contract between a generator, g € G,,, and a retailer at node ¢ will specify

(o]

gi- This means that the retailer, needing to purchase

a quantity of electricity, q;, and a price 7
electricity for its customers, faces a fixed price of electricity for the contracted quantity. The profit
function of generator g therefore becomes
c (. _C
Pg(dg) = agmn (qg) — Cy (qq) + Z 4gi (ng - i),
ieN

c._c
i gi

note that since qg and wg’; are both fixed quantities, this means that the value of ¢ is not
affected by the generator’s choice of output g4; hence the particular contract prices do not influence
the generator’s behaviour. Therefore, to keep the expression simple, we exclude the contract
revenue from the generator’s profit function, yielding
Pg(dg) = agmn (q9) — Cy (qq) — Z qgﬂ¢~
iEN

Firms owning multiple plants So far we have considered the situation where each generator
is an individual entity, focused solely on optimizing its own profit. However, in most markets,
there are a few dominant firms owning a number of plants, possibly at multiple nodes in the grid.
To model this situation, we define the set F to consist of all the firms in the market; moreover,

we define the set Gf to consist of all the generators owned by firm f. In the case that there is no

contracting, we have the following profit function for firm f:

pr(q) = Z Z (ggmi — Cy (g9))

ieN | gegings

(0]



The profit function above merely sums over the profit corresponding to each generator owned by
firm f at each node. Note that each m; is a function of all ¢, € G/. Moreover, if we allow for

contracts for differences, the revenue function becomes:

pr(@) =1 D (agmi—Cylag)| = > aFimi, (7.2)
€N | geGinGT ieN

where q?i is the quantity of contracted demand of firm f at node 1.

In the subsequent chapters we will discuss the existence of Cournot equilibria using the above

profit functions.
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Chapter 8

Rationality of the generators

In this chapter we will discuss how assumptions about the strategic generators’ rationality can
influence the outcome of a Cournot oligopoly over a transmission network. Specifically, we will
compare four Cournot models. The first is referred to as the full-rationality game; here each
generator anticipates the effect its decision has on the congestion in the underlying transmission
network, and hence on its nodal price. We will also consider three types of bounded-rationality; in
these Cournot models, the generators do not anticipate how their actions may influence, either (i)

the flows on the lines, (ii) the price premia between nodes or (iii) congestion in the network.

In the previous chapter, we discussed how the full-rationality assumption potentially leads to issues
relating to lack of existence or uniqueness of pure-strategy Cournot equilibria. In this chapter, we
will give some examples of these issues and demonstrate that with certain assumptions about
the rationality of strategic generators these issues can be avoided. However, we will show that
although we may have a unique equilibrium in a bounded-rationality game, this equilibrium may
not necessarily make sense. Specifically, by limiting the rationality of the generators with respect to
transmission, many of the important characteristics that transmission introduces are being ignored.
For example, under certain bounded-rationality assumptions it is possible to have find a duopoly
solution when generators are separated by a line with capacity 0, or conversely find that generators
act as monopolists even when joined by a line of infinite capacity. These outcomes cannot occur

when generators have full-rationality.’

This chapter is laid out as follows: we first present the full-rationality Cournot game over a

!n [86] Ryan et al. contrast the full-rationality and bounded-rationality assumptions when firms’ fuel costs are

modelled endogenously by way of a fuel network.

7



transmission grid, and show how each generator can model their objective in the game as a bi-
level optimization problem and give some simple examples; we then present the three bounded-
rationality models, in which the generators either assume that the line flows, the price-premia
between nodes or state of the network are fixed. For each of these models we will show how

equilibrium outcomes are affected by the assumptions made.

8.1 Full rationality

In this section, we will analyze the full-rationality Cournot game over a transmission network. In
this context, full-rationality means that each of the generators is aware of exactly how its injection
decision will influence nodal prices coming from the dispatch problem. For each generator, this

can be modelled as a bi-level game, i.e. if generator g at node n has a profit function of the form:

Pg (dg: 4—g) = agmn — Cq (qq) ,
the bi-level problem that generator n would optimize would be:

Py (g—g) = max  pg(qg,q—g) = qgmn — Cy (q9)

st {ax, f,m, A\,nT,n~, ut, u~} optimally solves P (q)

OSQgSVg-

In the above problem, the constraint ensuring that the dispatch problem is optimally solved is
equivalent to the KKT conditions given by (4.1). Due to the orthogonality constraints in these KK'T
conditions, each generator’s profit maximization problem has a non-convex constraint set. More
specifically, this problem can be classified as a mathematical problem with equilibrium constraints
(MPEC); these problems may have multiple local maxima, meaning that first order conditions
would no longer be sufficient for optimality. We will now demonstrate this issue for a two-node

symmetric situation, in example 8.1 below.

Example 8.1. We consider a network consisting of two-nodes with a single line of capacity Kis.
Each of the nodes has a demand of 100 and there is a fringe at each node offering identical supply
functions, S; (p) = p with no upper or lower bounds. Also at each node, i, there is a strategic

generator injecting some quantity, q;, with a constant marginal cost of 0.
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This yields the following dispatch problem:

min %xlz + %xg

2

s.t. x1 — f12 =100 — ¢4
x2 + f12 =100 — g2
|fi2] < K.
Without loss of generality, we will consider this problem from generator 1’s point of view. Generator
1 wishes to find the optimum quantity to inject. This problem (parameterised by g2, the injection

of generator 2) can be written as the following MPEC:

i (q2) = max  p1(q1,q2)

s.t. m — fi12 =100 — ¢1
ma + f12 =100 — ¢2
—m 4T+ —np =0
0<K-—fio Ln>0
0<K+fiza L np=>0

Gn > 0.

We will now demonstrate the potential for the above problem to have multiple local maxima. For
the purposes of illustration we set go = 70 and plot p; (g1, 70) for various values of the line capacity

K; these plots are shown in figure 8.1.

From these plots it is clear that the KKT conditions would not be sufficient to determine the optimal
solution. If K = 0 or K = oo the profit functions are concave, however for line sizes between these

two extremes is it possible that the profit function will contain multiple local maxima.

In order to solve the resulting MPEC, one would either need use a solver such as NLPEC [34], or
alternatively recast the problem as an integer program by replacing each orthogonality constraint
with a set of linear constraints and a binary variable. For example, if we had an orthogonality
constraint of the form:

0<a L b>0,
it can be equivalently represented by the following set of constraints:

0<a< Mz
0<b<M(1-2)
z€{0,1},
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Figure 8.1: Profit as function of injection, ¢;.

where M is a large positive number.

Unfortunately, the issue of the objective function being non-concave is more significant than solely
making the task of optimizing a generator’s profit function more difficult. This non-concavity can
lead to the existence of multiple equilibria or even the lack of existence of pure-strategy equilibria.
In the next section, we will discuss some examples yielding these outcomes; these examples are

based on those by Borenstein et al. in [12].

8.1.1 Cournot equilibria

In a Cournot game setting, the lack of concavity of generators’ profit functions can affect the
existence and uniqueness of pure-strategy equilibria. In the full-rationality setting, the presence
of small transmission capacities has the potential to allow generators to exercise market power
by withholding and congesting lines toward their node. This may mean that an unconstrained
equilibrium, which would have existed if the line capacity had been infinitely large, might not exist

if the capacity were sufficiently small.

Here we will give examples of situations in a two-node setting where there are different outcomes
depending on the parameters of the market. These examples are based on examples by Borenstein

et al. in [12].

There is a network consisting of two-nodes with a single line of capacity K. The demand at node 1

is dd and the demand at node 2 is (1 — ¢) d, for some ¢ € [0, 1]. There is a fringe at node 1 offering
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a supply function, S; (p) = aap with no upper or lower bounds, and a fringe at node 2 offering
Sz (p) = (1 — @) ap. Also at each node, i, is a strategic generator injecting some quantity, g;, with

a constant marginal cost of 0. This situation has a dispatch problem of the form:

min ﬁle + 2(17104)111‘22

st. 11— fie=0d—q (8.1)
o+ fia=(1-9)d—q
|fi2| < K.

Since the above dispatch problem only has one transmission line, we can, in fact, solve for the

nodal prices parametrically as functions of ¢; and g2 (as discussed in chapter 4). These nodal

prices are:
%(dd—K—ql), 1-a)g1 —age>d(d —a)— K,

T (q1,q2) = %(d*Q17QQ), d0—a)—K<(l-a)q1 —ag: <d(6 —a)+ K,
mdi+K—q), (I1-a)g—agp>d(d—a)+kK,
sy A1 =0+ K —q), 1-a)g—agp>d@d—a)-K,

T2 (q1,q2) = Ld—q1— @), dd—a)-K<(1l-a)q1 —ag<d(0 —a)+ K,
sy d(1=0)-K—¢q), (1-a)g—ag>d(d—a)+K.

Example 8.2. Now suppose we set d =2, a =2, § = 0.5 and o = 0.5. This yields a symmetric

situation.

We can plot the optimal injection for each generator as a function of the other generator’s injection.
These are the best response curves for the game. If we consider the situation where K = oo we are
effectively dealing with a single node situation, as discussed in chapter 2; the best response curves
for this are shown in figure 8.2 (i) (in these plots the best response for generators 1 and 2 are
shown in red and blue, respectively). Alternatively, if we consider the other extreme, by setting
K =0, we have two isolated markets, so neither generator’s injection affects the other; this yields
two local monopolies, the best response curves for this situation are given in figure 8.2 (ii). (Note

that here the optimal response is independent of the other generator’s action.)

Now suppose we choose different values for the line capacity, in this situation we may or may not
have an equilibrium. The best response curves for the case where K = 0.2 and K = 0.05 are
shown in figure 8.3. We see that for K = 0.2, we have an equilibrium with quantities identical
to the equilibrium in the case with K = oo, however, there is much more complicated interaction

between the generators. We will examine generator 2’s best response curve in detail below:
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Figure 8.2: Best Response Curves: K = oo (left); K = 0 (right).
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Figure 8.3: Best Response Curves: K = 0.2 (left); K = 0.05 (right).
e If generator 1 withholds, the best response for generator 2 is to cause the line to congest

from node 2 to node 1 by choosing a monopolistic strategy for the demand at node 2 plus

the exports.

e As generator 1 increases its injection, the best response quantity begins to increase as gen-

erator 2 seeks to ensure the line remains (just) congested.
e Upon further increase of q1, generator 2 responds as a duopolist with the line uncongested.

e Finally as ¢; approaches 1, the best response of generator 2 is to allow the line to congest

towards node 2 by playing a monopolistic strategy over the demand at node 2 less the imports.

For K = 0.05, we have no pure-strategy equilibrium as the best response curves do not intersect.

As the line capacity is small, there is incentive for each generator to withhold as a response to
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the other generator’s single-node equilibrium quantity. This is shown by the discontinuity in each
generator’s best response curve. Borenstein et al. in [12] show that in fact for any capacity
K>1- %\/5 ~ 0.0572, we are guaranteed that the single-node equilibrium will exist, and for
any capacity less than that, no pure-strategy Cournot equilibrium will exist. One of the key
contributions of this result is that it demonstrated that even though the equilibrium flow on the
line is 0 (due to symmetry), a positive capacity is required to ensure a duopoly outcome. Later,

we will see that this result does not hold for the bounded-rationality models.

Let us now turn our attention to an asymmetric situation. Here we will demonstrate that multiple

equilibria are also possible in this context.

Example 8.3. Consider again the two-node situation with its dispatch problem given by (8.1). In
this case we set K = 0.2, 6 = 0.7 and o = 0.7.

This gives the best response curves in figure 8.4 (i); here there exists no equilibria. However,
keeping K and ¢ fixed and setting o = 0.9 the game changes considerably. From the best response
curves shown in figure 8.4 (ii), we find that there are two Cournot equilibria, one being the single
node equilibrium found in previous examples, and the other being a congested equilibrium, with

node 1 being an exporter of power, and node 2 being an importer of power.

q2 q2
0.8 /\ 0.8
0.6 — 06 .
0.4 0.4
0.2 0.2
00 02 04 06 08 @ ‘0 02 04 06 08 @

Figure 8.4: Best Response Curves.

The examples, above, show that depending on the relative sizes of demand at either node (4),
the relative fringe slopes («), and the size of the line (K), there may be a single pure-strategy
equilibrium, two equilibria or no equilibrium. The figures below give regions in {d,a} space,

supporting the different equilibria types for particular values of %. Specifically, the red region is
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defined by pairs of § and « for which the single-node equilibrium exists; the blue region is defined
by pairs of 4 and « for which a congested equilibrium exists with the power flowing from node 2 to
1; and finally the green region is defined by pairs of § and « for which a congested equilibrium exists
with the power flowing from node 1 to 2. Figure 8.5 (i) shows these regions for % = 0.1, and figure
8.5 (ii) shows these regions for % = 0.25. From these figures, we can see that as the line capacity as
a proportion of total demand increases, the region supporting the single-node equilibrium becomes

larger; whereas the regions supporting the congested equilibria become smaller.?

o o
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0.6 0.6
0.4 0.4
0.2 0.2
0 0 02 04 06 08 4 0 0 02 04 06 08 &

Figure 8.5: Full rationality.

The above diagrams show the different cases we discussed in the examples earlier in this section.
The white region represents parameters for which there is no equilibrium, and where the regions
overlap, there are multiple equilibria. Note that the regions supporting multiple equilibria are
relatively small. This is because, the demands and fringe slopes need to support both a congested,

local monopoly equilibrium, and a duopoly equilibrium.

Moreover, in this chapter we are ignoring the ownership of retail contracts and FTRs (see, e.g.,
[52, 54]); the presence of these would shift the boundaries of the different equilibrium types. We

will discuss equilibria in the presence of contracting in subsequent chapters.

8.2 Bounded rationality

In the previous section, we showed that in the full-rationality paradigm we are not guaranteed

uniqueness or existence of pure-strategy equilibria. This is a concern when incorporating the equi-

2For values of % < 0.0572 the single-node equilibrium does not exist.
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librium result as part of a larger problem. An approach to avoid these complications is outlined by
Yao, Oren and Adler in [99]. Here the generators have bounded-rationality; this means information
about how their action (the quantity they inject) affects the transmission in the network is hidden
from the generators. Yao et al. present two bounded-rationality models: one where the flows on
the lines are fixed; and one where the differences between nodal prices are fixed. We will discuss

the details and implications of the two models below.

8.2.1 Fixed flows

In the first of the bounded-rationality models by Yao et al., each of the generators assumes that
the power flows on all the lines are unaffected by its injection quantity, and that the flows are
instead computed simultaneously by the system operator. Therefore, in the game, each generator

g € G; for each node i € N optimizes the following problem:

max  ggm; — Cy (QQ)

st. g+ Si(m)=di— > ant+ X fij— > fi

hegi\{g} JyijeA J,jieA
0< qg < ng
Note that in the above problem, that gy, Vh € G;\ {g} are fixed, and so are the flows f;;, Vij € A.
The quantities, g, are determined by each of the generators, while simultaneously the system

operator determines the optimal power flows, f;; from the following dispatch problem:

P(¢) :min > f;{ Si_l (&) .d¢

IS

st.oxi— > fiu+ X fii=di—q [m] YieN

JyijeA j,jieA
> ligrfi; =0 A\e] VkeL
ijeA
fij < Kij [77;;] Vij e A
—fij < Kij [77;] Vij € A.

In the case where the supply functions are linear and increasing, S;(p) = a;p, where a; > 0. Yao

et al. prove that this game can be written as a linear complementarity problem of the form:
0< Mg+ylqg>0, (8.2)

where M is a positive definite matrix. Therefore by theorem 3.1.6 of [19], we are guaranteed that
there is a unique solution to the LCP (8.2), above; hence there is a unique pure-strategy equilibrium

for this game.

85



In the symmetric two-node case, discussed in example 8.2, solving for the equilibrium under the
assumption of fixed-flow bounded rationality will result in two local monopolies, regardless of the
size of the line. Since the generators believe that the flow into or out of each node is fixed, they

see no opportunity to compete with generators located at other nodes.

In more general instances of this type of game (with perhaps multiple firms competing at each
node), each node effectively becomes a distinct oligopoly, and there is no competition between
generators located at different nodes. Since generators only compete with generators at their own
node, this form of bounded-rationality will tend to result in equilibria with less competition (and

higher prices) than might otherwise be predicted.

We now will compare these bounded-rationality equilibria with those coming from the full-rationality
game. Using the two-node model with dispatch problem (8.1), figure 8.6 gives regions in {4, a}
space, supporting the different equilibria types for particular values of % The red region is defined
by pairs of § and « for which the line is not congested at equilibrium; the blue region is defined by
pairs of § and « for which a congested equilibrium exists with the power flowing from node 2 to 1;
and the green region is defined by pairs of § and « for which a congested equilibrium exists with
the power flowing from node 1 to 2. Figure 8.6 (i) shows these regions for % = 0.1, and figure 8.6

(ii) shows these regions for 3 = 0.25.

o o
0.8 0.8
0.6 0.6
0.4 0.4
0.2 0.2
0 0 02 04 06 08 9 0 0 02 04 06 08 ¢

(i) (i)

Figure 8.6: Bounded rationality: flows fixed.

Note that in this paradigm, there is no overlap of the regions and the regions fill the space. This

corroborates with the result that there exists a unique equilibrium to the game in this setting.
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Chapter 8. Rationality of the generators
8.2.2 Fixed price premia

Another form of bounded rationality presented by Yao et al. in [99] fixes price-premia, which are
the differences between the nodal prices and a reference price. Without loss of generality we can

define the reference price to be the price at node 1; this gives the price premia for node i as
¢i:7ri_7rl' (83)

In this form of bounded-rationality, generators see fixed price premia, but the reference price varies
as a function of their injection. To ensure feasibility, we require that the total amount of electricity
generated by the fringes must equal the total demand less the amount of electricity injected by the
strategic generators; this gives the following constraint:

Yo Sim+d) =Y di—> an

ieN ieN heg
Therefore in the case of linear supply functions (S;(p) = a;p) each generator must solve the

following profit maximization problem:

max gy (m + ¢;) — Cy (qq)

S.t. Eai(7ﬁ+¢i)+qg= Zdi— E qh

1EN ieEN heG\{g}

0<qy <V
As in the fixed-flow bounded-rationality game, here the system operator solves the dispatch problem
simultaneously; however, instead of determining the flows, it determines the price premia, defined

in equation (8.3). Yao et al. prove that this game also has a unique equilibrium [99].

A major drawback of this rationality assumption can be seen from the result of the symmetric two-
node case, given in example 8.2. This form of bounded-rationality results in a duopoly equilibrium,

irrespective of the size of the line (even if K = 0, which should result in two distinct markets).

Once again we can compare these bounded-rationality equilibria with those coming from the full-
rationality game. In figure 8.7 we give regions in {J, o} space, supporting the different equilibria
types for particular values of %. Again, the red region is defined by pairs of § and a for which
the line is not congested at equilibrium (the prices at both nodes are the same); the blue region is
defined by pairs of § and « for which a congested equilibrium exists with the power flowing from
node 2 to 1; and the green region is defined by pairs of § and « for which a congested equilibrium
exists with the power flowing from node 1 to 2. Figure 8.7 (i) shows these regions for % = 0.1,

and figure 8.7 (ii) shows these regions for 7 = 0.25.
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Figure 8.7: Bounded rationality: price-premia fixed.

Note that there is no overlap of the regions and the regions fill the space. This again reinforces

the fact that there exists a unique equilibrium to the game in this setting.

8.2.3 Fixed network state

The final bounded-rationality approach is that of Barquin and Vazquez in [7]. Here generators do
not believe that their injection can alter the state of the lines in the network (whether they are
congested and in which direction). Given a state of the network, the generators simultaneously
choose injections ¢ to maximize their respective profits. An equilibrium to this game is said to

exist if the system operator, given the injections ¢, chooses the same state of the network.

Generator g at node i has the following profit maximization problem:

max  qu7; (q) — Cy (qqg)

st. 0<qy <V,
where 7] (g) is the price as a function of ¢, corresponding to the state of the network, r.

Barquin and Vazquez present an iterative approach to compute these bounded rationality equi-
libria, whereby generators first come to an equilibrium for a fixed network state, and then the
system operator solves the dispatch problem and the network state is updated. This process is
repeated until we converge to a point at which no player (generator or system operator) wishes
to deviate. Note that it is possible that no such equilibrium exists, in this case the algorithm will
cycle. Conversely, however, if the algorithm cycles, this does not necessarily guarantee that no

equilibrium exists.
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Chapter 8. Rationality of the generators

Note that the difference between these equilibria and full-rationality equilibria is that here the
generators do not consider changing the state of lines to improve their profit, which means that

each may be only at a local optimum in the full-rationality setting.?

We can see how equilibria from this rationality setting relate to equilibria in the other rationality
paradigms by looking at which types of equilibria exist for the various parameters of the game. In
figure 8.8 we give regions in {4, a} space, supporting the different equilibria types for two particular
values of %. Again, the red region is defined by pairs of § and « for which the line is not congested
at equilibrium (the prices at both nodes are the same); the blue region is defined by pairs of &
and « for which a congested equilibrium exists with the power flowing from node 2 to 1; and the
green region is defined by pairs of § and « for which a congested equilibrium exists with the power
flowing from node 1 to 2. Figure 8.8 (i) shows these regions for & = 0.1, and figure 8.8 (ii) shows

. K _
these regions for - = 0.25.
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Figure 8.8: Bounded rationality: network state fixed.

From these diagrams, we can see that in this setting the existence of multiple equilibria or conversely
no equilibrium are common. Note that the unconstrained equilibria coming from this model are
identical to those from the fixed-premia setting, and the congested equilibria coming from this
model are identical to those from the fixed-flow setting. Moreover, since the generators in these
equilibria are locally optimizing (as they do not consider the effects of changing the congestion)

the full-rationality regions from figure 8.5 are subsets of the regions above.

In the next chapter, we present the concept of candidate equilibria that is similar to this equilibrium

3This kind of assumption may be appropriate in situations where firms have limited information regarding the

shape of their residual demand curves.
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paradigm, however, we use it to determine the conditions for existence of full-rationality equilibria.

Subsequent chapters focus solely on the full-rationality paradigm.
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Chapter 9

Equilibria in full-rationality

setting

In this chapter, we present the different types of equilibria that can occur in Cournot games over
transmission networks and discuss how they can be computed. In the previous chapter, we gave
examples over small networks where the assumptions of full-rationality led to a lack of existence
of pure-strategy equilibrium or potentially multiple equilibria. Here we will present methods for

computing these in a more general setting.

This chapter is laid out as follows. We first discuss pure-strategy and mixed-strategy equilibria;
we then present two algorithms for computing pure-strategy equilibria, and discuss their strengths
and weaknesses. Finally we introduce the concept of candidate equilibria, and prove that in the
case of linear fringe supply functions, for each KKT regime (discussed in chapter 4), there exists

exactly one candidate equilibrium, which can be computed from a linear complementarity problem.

9.1 Nature of equilibria

In this section, we discuss the different types of equilibria that can occur in Cournot games over

transmission networks; these are pure-strategy equilibria and mixed-strategy equilibria.
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9.1.1 Pure-strategy equilibria

In pure-strategy equilibria, each player has chosen a single strategy which maximizes its payoff
function. In terms of electricity markets, each generator has chosen an injection which maximizes
its profit (or each firm chooses a vector of injections for its generators). As demonstrated in chapter
8, in the full-rationality setting, at equilibrium, each generator is globally maximizing its own profit
with full knowledge of how the its action affects the congestion in the transmission and its nodal
price. However, we showed that, due to non-convexity in each generator’s profit function, multiple

equilibria, or even lack of existence of pure-strategy equilibria were possible outcomes.

9.1.2 Mixed-strategy equilibria

When there exists no pure-strategy equilibrium, in order to find an equilibrium we must turn to
mized-strategies. As discussed in chapter 2, a mixed-strategy for a player consists of a distribution
over a set of equally profitable strategies. In terms of an electricity market game, a generator will
randomly choose an injection based on the probability distribution corresponding to its mixed-
strategy. Glicksberg [38], has proved that in any game where the strategies of the players are
compact and their payoff functions are continuous there exists some mixed-strategy equilibrium

[32]. We discuss mixed-strategies in more detail for a two-node network in chapter 13.

9.2 Computing equilibria

In this section, we discuss techniques that can be used to compute Nash equilibria in the full-

rationality setting.

With fully-rational firms, the Cournot game used to model competition between generators is
actually a Stackelberg type game, as discussed by Bjgrndal et al. in [10]. The game proceeds as
follows: first the generators choose their injection quantities (simultaneously), and based on those
injections the system operator determines the optimal flows and nodal prices. In other words,
the generators act as simultaneous leaders, all anticipating the prices from the optimal dispatch
(determined by the system operator who is a follower). To compute the Nash-Cournot equilibrium,
a bi-level program must be solved for all generators simultaneously (see for example [50, 10]). A
typical way to solve this type of problem is to embed the optimal dispatch conditions as constraints
in the generators’ profit maximization problems to form mathematical programs with equilibrium

constraints (MPECs), as discussed by Luo et al. in [63]. The profit maximization problem for an
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Chapter 9. Equilibria in full-rationality setting

arbitrary generator, g, at node n is therefore:
max g, — Cy (qg)
(9.1)
st. {z,m,nT,n7, uT, T, A} solves P (q)
0< gy <V
Unfortunately, due to the inequality constraints in the dispatch problem, each generator’s con-
straint set contains orthogonality conditions, which are non-convex. This non-convexity means
that a solution satisfying the KKT conditions of a generator’s profit maximization problem in
(9.1) is not necessarily the globally optimal solution to the problem. In other words, the KKT

conditions are no longer sufficient for optimality.

We will now present two numerical methods for computing equilibria in this setting. The first
involves formulating the game as an equilibrium problem with equilibrium constraints (EPEC) and
solving a complementarity problem. The second is to use a sequential best response technique to

converge to an equilibrium.

9.2.1 Equilibrium problems with equilibrium constraints

When we model a set of players simultaneously maximizing their payoff functions by solving
MPECs, we have an equilibrium problem with equilibrium constraints, (see [50, 83]). In a full-
rationality Cournot game over a transmission grid, each generator solves the MPEC given by (9.1),

and the simultaneous solution to these profit maximization problems is the solution to an EPEC.

These EPECs are inherently difficult to solve; this is because, as mentioned above, the optimization
problem given by (9.1) has a non-convex constraint set, and therefore could potentially have
multiple local optima. Ralph and Hu in [50] and Ralph and Smeers in [83] discuss numerical
approaches to solving EPECs in the context of electricity markets with transmission. In these
Ralph et al. introduce the concept of local Nash equilibria. A local Nash equilibrium is similar to
a Nash equilibrium, but rather than each generator choosing a strategy that globally optimizes its
payoff, instead some players may be only locally optimal. They demonstrate that every local Nash
equilibrium is a solution to the mixed complementarity problem formed from the KKT conditions
of (9.1) for each generator held simultaneously. This complementarity problem is also referred to

as the All-KKT system by Hu in [49].

This All-KKT system can be solved using the PATH solver (see [30]). Once a solution is computed

it would then need to be verified to determine whether it is a global Nash-Cournot equilibrium, or
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indeed a local Nash equilibrium.

Although this method may yield a Nash equilibrium, if no Nash equilibrium is found we are not
guaranteed that one does not exist (conversely if no equilibrium exists we cannot confirm this).

Similarly, if multiple Nash equilibria exist, we are not guaranteed to find all of them.

9.2.2 Sequential best response

An alternate method for computing Nash equilibria is called sequential best response (this is some-
times referred to as fictitious play or tatonnement [94]). There are a number of ways that this
method can be implemented (see for example [32, 94]), but generally players solve their profit max-
imization problem sequentially, assuming that the other players are fixed at their previous value.
This process is repeated until the strategies converge to a fixed-point, which is an equilibrium to
the game. For the Cournot game that we are dealing with, the process can be carried out as

follows:

i. Choose some vector of injections ¢(?); this is the initial vector at iteration i = 0.

ii. For each generator g € G, compute qéiﬂ) = g, from the optimal solution to (9.1), having set:

an = q,(f), Vh € G\{g}.

iii. If ||q(i+1) —q® H < € (where € is some convergence tolerance) then end, otherwise set i = i+1,

and go to step ii.

This procedure is relatively straightforward to implement, however some global optimization tech-
nique (such as an MPEC solver or integer programming) must be employed to find the solution to
(9.1) for each iteration'. Any fixed-point found from the above procedure is guaranteed to be an
equilibrium to the game (since at such a point all generators are optimal). However this method
is not guaranteed to converge to an equilibrium if one exists; moreover, if multiple equilibria ex-
ist running this algorithm from multiple starting points will not necessarily be able to find all

equilibria.

Although both the EPEC method and the sequential best response technique for computing equi-
libria in this setting may find Nash-Cournot equilibria for full-rationality Cournot games over
transmission networks, if no equilibrium is found then we are not guaranteed that one does not

exist. Furthermore, they do not provide much insight into what the underlying reasons are for why

1Since this optimization step is for a single firm, it would be possible to do this, for example, in a supply function

context.
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Chapter 9. Equilibria in full-rationality setting

there may be no equilibria. In the next section, we will discuss the concept of candidate equilibria,

which provide more understanding into the form of equilibria that can exist.

9.3 Candidate equilibria

Due to the issues with non-convexity and because the methods discussed above are not guaranteed
to find all equilibria, in this work we take a different approach to computing equilibria. In this sec-
tion we will introduce the concept of candidate equilibria. In the context of transmission networks,
these candidate equilibria satisfy some necessary conditions for them to be equilibria, but those
conditions are not sufficient. Here we will define the candidate equilibria, and in the following
chapters we present algorithms and conditions that verify whether the candidate equilibria are in

fact bona fide equilibria.

The dispatch problem, P(g) defined in chapter 7 presents many challenges when attempting to
compute equilibria. Due to the bounds on the fringe dispatch quantities and the capacities on the
lines, the generators can often encounter non-concave profit functions, as discussed in chapter 8.
To try to better understand what is happening in these models, we will use the concept of KKT

regimes, introduced in chapter 4, to divide this dispatch problem into a set of simpler problems.

For each KKT regime, r, we can define a candidate equilibrium. Recall that for a particular KKT
regime we modify the dispatch problem by setting certain flows and fringes to be at upper or lower
bound and the leave the remaining unconstrained, as described in section 4.2.1. The prices from
this modified dispatch problem, P"(q), are seen by all the strategic generators and used to compute

an equilibrium.

In this modified game, each generator now maximizes:

max gy, — Cy (Qg)

st. {x,m,nT,n, ut, u, A} solves P (q)

OSQgSVg-

Note that since P"(¢q) does not have any inequality constraints, the constraints of (9.2) do not

contain any orthogonality constraints.

In what follows we will set up this game, and prove that in the case of linear supply functions and

quadratic costs, there exists an unique equilibrium for this game.
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9.3.1 Existence and uniqueness of candidate equilibria

Consider the situation where the fringe supply functions are of the form S;(p) = a;p, Vi € N,
where a; > 0 and the cost function of each generator, g, is an increasing quadratic function of the
generation level: Cy (qq) = ugqq + vquQ. In this case, for a particular congestion regime, r, we will

show that there exists a unique equilibrium for the game.

We will first consider the existence and uniqueness of the unconstrained candidate equilibrium (for
which no line nor fringe is constrained) where each generator is independently operated, and then
present a more general proof for any KKT regime allowing for multiple ownership and contracts

for differences.

Unconstrained candidate equilibrium

We will first demonstrate the computation of the candidate equilibrium for the KKT regime where
no line is congested, and no fringe is at a bound. For this KKT regime, U, we have B§ =B; =
D =Dy = 0.

First note that, without constraints on the line flows or the fringes, the dispatch problem, PY(q)

simplifies to the following:

- 1,2
min = > 5

st Ywi=> di— > q [7Y]

€N ieEN geg

where U is the nodal price at every node. This is merely as extension of the classic Cournot model

to allow for multiple nodes. From the KKT conditions of the above dispatch problem 7V can be
shown to be
2 di— > g
U 1EN Y
==
> ai
ieN
For the unconstrained regime, the profit for generator g € G is therefore given by
Xj:\/di -2 @
i€ heg 2
= ——| —ugqy, —v . 9.3
Pg =4y S a; 999 — Vglg (9.3)
1eEN

Hence we have the following profit maximization problem for generator g

7 €
max  gq > — UgGg — Vg4y

i€EN

st. 0<¢q, <V,
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This can be formulated as an LCP, yielding

Zdi_ ZQh_Qg

iEN heg

> ai

iEN

0 < ug+2v4qy —

+v, L ogqy20,
Og‘/g_q_q 1 ng()?

where v, is the Lagrange multiplier on generator g’s capacity constraint.

Above are the optimality conditions for a single generator. If these conditions are held simultane-
ously for all g € G, a larger LCP is formed, as given by (9.4). The solution to this new LCP is
therefore a Nash-Cournot equilibrium for when there are no capacity restrictions in the dispatch

problem. Note that ¢, V, v and v are vectors containing components g4, Vy, ug and vg, Vg € G,

respectively.
N I
0< O I O VN B (9.4)
-1 0 v \%4 v
where
ligi +Jig| | .
N = ————= +diag(2v), 9.5
2 diag (20) (95)
ieN
> di
_ 1EN —u
Y S a; )
1EN

with I;g| and Jig| being the identity matrix and a square matrix of ones respectively, each of size

|G|. Also note that u and v are vectors consisting of elements u, and vy respectively.

Lemma 9.1. Matriz N, given in equation (9.5) is positive definite*, so long as v, > 0, Vg € G.

Proof. Consider matrix N, given in equation (9.5). It is the (scaled) sum of three matrices:
an identity matrix I, which is clearly positive definite; a square matrix of ones, J, which from
proposition 1 in [59] we know is positive semi-definite; and finally a diagonal matrix with elements
of the vector v on the diagonal. It is clear that so long as vy > 0, Vg € G, diag(v) is positive

semi-definite. Hence N is a positive definite matrix. O

Since N is a positive definite matrix, the LCP given above can be written as the following strictly

convex quadratic program

min  3¢"Ng—y'q

st. 0<q<V.

2The matrix A is positive definite if and only if 27 Az > 0, for every non-zero vector, x.
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The above quadratic program clearly has a unique solution, which is the candidate equilibrium

corresponding to the unconstrained KKT regime, U.

In the next section we generalize this result to show that there is a unique candidate equilibrium
associated with every KKT regime, while allowing firms to own multiple generators and have

contracts for differences.

General candidate equilibria

We now will prove that there exists a unique candidate equilibrium for each KKT regime. We
define the price at each node, i, for KKT regime, r, to be 7}; these prices are the dual variables

corresponding to the node balance constraints of the dispatch problem for regime r, P"(q).

With linear supply functions, the dispatch problem P"(q) is a convex quadratic program with no
inequality constraints; hence its KKT conditions form a linear system of equations, with generator
injections on the right-hand side. Therefore the optimal objective value, which we will define as
@"(q), can be written as the following quadratic function of the generators’ injections, ¢:

1
¢ (q) = §qTMq —blg+e,

where M is a positive semi-definite matrix. Therefore, since the nodal price at a given node is
defined by the rate of change of the cost of dispatch with respect to demand at that node, we can
define the nodal price at node 7 at which there is some generator, g, in terms of ¢" as follows:

7T7“ B ad)r B _aql)r
LT 0d; g,

=—Mq+b. (9.6)

With equation (7.2), this gives the profit maximization problem for firm f as:

90" 0"
max  py(q) = > *Qg% — UGy — Vgqy° — 3 qjgi 831'
9g€Gy ieN

st. 0<¢qq <V, Vg € Gs.
Since M is a positive semi-definite matrix, the above problem is convex, hence its optimal solution
is equivalent to the solution to its KKT conditions, which constitute the following LCP:
82 T Od" 62 T
9 f; a(b +”9+Zq?iad§
qdn04q dg ieN i0dqg
0<Vy—qy L vy32>0, Vgegy.

0 < ug + 2v4qy + Z qn
heGy

1L g,>0, Vgegy,

At the Nash equilibrium for this game, all firms must be simultaneously maximizing their profit. We

can compute this point by solving the above complementarity problem for all firms simultaneously.
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Chapter 9. Equilibria in full-rationality setting

This can be modelled by the following augmented LCP:

62¢r a¢r c 62¢r
_|_ + 1% _|_ q i J_ q Z 0, V S g ) v S ‘Fa
dqndqy  Oqg z%\:/ T 0d;dq, ! e !

0 <wug + 2v4q4 + Z qn
hegGy

0<Vy—qy L v32>0, VgeGy, VfelF.

From (9.6), this LCP can be written in matrix vector form as:

N T
0< O I € 1 >0
-1 0 v v v
where

N = diag(2v)+ Y T/ + M, (9.7)
fer

y = b—u—ZSf,

feF

with the elements of 77: t{j, defined as follows:

tf . Mgh, {gvh}egf7
=
J 0, otherwise,

and the elements of S7: sg , defined as:
Cc _9°¢"
ig\/%‘i ad0q,> 9 € gr,
0, otherwise.

Lemma 9.2. The matriz N, given in equation (9.7), is positive definite so long as vy > 0, Vg € G.

Proof. Consider matrix N, given in equation (9.7). It is the sum the following matrices: a positive
semi-definite matrix M; the matrix T for all f € F; and finally a diagonal matrix with elements

of the vector v on the diagonal.

First recall that M is a positive semi-definite matrix. Hence, for each f € F, T must be a positive

semi-definite matrix.

It is clear that so long as vy, > 0, Vg € G, diag(2v) is positive definite. Hence N must be a positive

definite matrix. O
The LCP above can be written as the following strictly convex quadratic program:

min %qTNq —yTq

st. 0<¢q¢<YV,
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which has a unique solution [19]. The solution to this problem is the candidate equilibrium for
regime 7. Since the equilibrium problem is equivalent to a convex quadratic program, it can be

computed by any convex QP solver.

We have shown, above, that for each KKT regime there exists a unique equilibrium to a modified
Cournot game, which is a candidate equilibrium for the full-rationality game. In the next chapter
we will derive further conditions which ensure that this candidate equilibrium is a bona-fide equi-
librium. However, first we will present an example of the computation of a candidate equilibrium

over a three-node network for a particular KKT regime.

Example 9.3. Here we will demonstrate the computation of a candidate equilibrium for a three
node network, with all the lines having the same reactance; this situation is shown in figure 9.1.
There is one generator at each node, which (for simplicity) we have assumed has no production
costs, no contracts and no generation capacity. We will compute the candidate equilibrium for the

KKT regime where the line joining nodes 2 and 3 is at its upperbound.

q1 dy a1

lo3

Q2—; 2 > 3 ;—QS
dy"/ | fos] < Kas N\ ds
T2 T3

Figure 9.1: Three-node network.

We first present the dispatch problem for this KKT regime:

. 1 2 1 2
min - 511 —l—fzmxg +

1

2
2(13 J»‘3

st. —x1+ fiet+ fis=q —di [m]
—x9 — fio + Koz = q2 —dy  [mo]
—x3 — fi13 — Koz = q3 —d3  [m3]
fi2 — f13 + K23 = 0.

Suppose now that the demand at the nodes are d; = 100, ds = 100 and d3 = 200, and the fringe
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Chapter 9. Equilibria in full-rationality setting

supply functions are S;(p) = p for all nodes (without upper or lower bounds). In this situation the

nodal prices as functions of the injections at each node are:

™ o= (400 —q1 —q2 — q3),
T = (500 —2q1 — 5g2 + q3) + 5 Koas,
T3 = (1100 — 2¢; + g2 — 5q3) — 2 Ko3.

Suppose we have three firms, each owning one of the generators. For example, firm 1, owning the

generator at node 1, has the following profit maximization problem:

max  p1 (q1) = 344 (400 — q1 — g2 — g3)

st. q > 0.

Hence we can formulate the resulting game as the following LCP (as demonstrated above):

2 1 1 400
3 3 3 @ = s
1 5 1 _ 500 | 3

0< 3 3 g q2 25+ 5Ko3 L] g | 20
1 1 5 1100 _ 3
3 —§ 3 a3 5 — 3Ka3 3

If, for example, Ko3 = 20 the above LCP can be solved to give the following candidate equilibrium:

g1 = 142.86, o = 46.23, g3 = 68.05,

with prices

T =47.62, 7 =38.53, m3=56.71.

This candidate equilibrium is not necessarily an equilibrium to the original game. It satisfies the
condition that every generator is at some local optimum point in their decision space, however,
two additional requirements must be satisfied for it to be an equilibrium in the full-rationality
game. The first is that we require this point to be optimal for the original dispatch problem; that
is if the generators each inject the quantities above, the optimal solution to the dispatch problem
must correspond to the chosen KKT regime. The second is that each generator must be globally
optimizing their profit functions, that is there can be no incentive to deviate from the candidate
equilibrium by changing which lines are congested. In the next chapter we will discuss these
additional conditions in more detail to enable us to verify under what circumstances candidate

equilibria are in fact bona fide equilibria in the full-rationality game.
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Chapter 10

Existence of equilibria over

general networks

In this chapter, we derive conditions which guarantee that there exists particular Nash-Cournot
equilibria in the full-rationality setting. Of particular interest to us is how the capacities of the
transmission lines and bounds on fringes may affect the existence of equilibria. In chapter 8, we
showed for two-node networks that, due to generators exploiting a line with a small capacity, there
may not exist any pure-strategy equilibria. In this chapter, we extend the principles behind those

examples to more general networks and revenue functions.

Specifically, we detail an algorithm that defines the sets of line capacities and fringe bounds guar-
anteeing the existence of particular candidate equilibria. Following this, we give examples demon-

strating the implementation of this algorithm.

This chapter is laid out as follows: we first introduce the concept of consistent candidate equilibria,
and discuss the incentives for firms to deviate from an equilibrium. We then detail an algorithm
that enables the derivation of set of conditions ensuring that a particular candidate equilibrium
is valid. Following this, we discuss the implementation of the algorithm and provide some simple

examples.
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10.1 Existence of equilibria

In this section we will derive the conditions which guarantee that a candidate equilibrium (from
the previous chapter) is in fact a bona-fide equilibrium in the full-rationality setting. Recall that
a point in a game’s joint decision space is an equilibrium if (and only if) each player is maximizing
its payoff with respect to its decision [94]. Therefore in order for a candidate equilibrium to be
a true equilibrium, we require that each firm is maximizing its profit (globally), and that the
candidate equilibrium complies with the optimality conditions of the dispatch problem. We detail

these conditions in the following sections.

10.1.1 Consistent candidate equilibria

In order for a candidate equilibrium, ¢", associated with KKT regime r to be valid, the solution to
the dispatch problem, P(¢") must be consistent with the requirement of KKT regime r. Specifically,
the vector of candidate equilibrium injections, ¢", must be such that the conditions given in lemma
4.2 are satisfied.! If the candidate equilibrium, ¢, complies with these conditions, then we call
this a consistent candidate equilibrium. Otherwise, the candidate equilibrium is not consistent

and hence cannot be a valid equilibrium to the game.

10.1.2 Incentive to deviate

If the candidate equilibrium is consistent, then we must check whether there is an incentive for

any firm to deviate to a different KKT regime.

Suppose that for some KKT regime, r, we have obtained a consistent candidate equilibrium with
injections ¢". From the way candidate equilibria are computed (discussed in chapter 9), we know
there is no incentive to deviate within regime r. Therefore in order for ¢" to be a bona fide
equilibrium, we require that there is no incentive for any generator to deviate to another regime.
One way to check this is to solve the problem given by (9.1), for each firm with all other firms’
generators fixed at the candidate equilibrium solution, ¢". This problem is a mathematical program
with equilibrium constraints (MPEC). If the maximum profit is attained at ¢; = q,Vg € Gy for

all firms f € F, then the candidate equilibrium is a bona fide equilibrium (see [83])

However, if we wish to investigate how the existence of a particular equilibrium depends on pa-

1Recall that these conditions ensure that the implicit congestion assumptions made by choosing a KKT regime

comply with the optimality conditions of the dispatch problem.
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Chapter 10. Existence of equilibria over general networks

rameters of the problems, we need to take a different approach. Here we must use a parametric
approach to solve this problem, by considering deviations to each KKT regime separately. There-
fore for each KKT regime that may be deviated to, we must consider the maximum profit each
firm can attain within that regime. For some firm f € F deviating to KKT regime s, this is given
by the following maximization problem:

P¥(g—g) =max > | Y (qemf —Cylag))| — X afims
€N | geginGf i€EN

s.t. 0<q, <V, Vgeg/
Constraints given by (4.2) and (4.3) for KKT regime s.
Note that 7°(¢) is uniquely determined by the solution to P*(g), the dispatch problem for KKT

regime s.

Since this problem is convex with linear constraints, the optimal solution will be the solution to its
KKT conditions. If there exists some KKT regime, s, such that p3(q”,) > p}* then there will be
an incentive for firm f to deviate from the candidate equilibrium for KKT regime r. Therefore for
each regime, s, and firm, f, we will derive necessary and sufficient conditions, on the parameters
of the game, yielding pj}(qin) > p%*. The complement of the union of these conditions on the
parameters gives the set of conditions guaranteeing that no firm has any incentive to deviate from

the candidate equilibrium.

Finally, we must ensure that the equilibrium is consistent, therefore we take the intersection of the
conditions, above, with those from lemma 4.2. The set of fringe bounds and line capacities formed
by these conditions are necessary and sufficient to support the existence of this particular Cournot

equilibrium (the candidate equilibrium corresponding to KKT regime 7).

We will now formally present the algorithm that derives the conditions ensuring that a particular

candidate equilibrium is in fact an equilibrium to the full-rationality Cournot game.

10.1.3 Algorithm

Algorithm 10.1. This algorithm details the procedure that finds the conditions under which a

candidate equilibrium for KKT regime 1 is guaranteed to be a bona-fide equilibrium:

Step 1: Compute the candidate equilibrium, q", for KKT regime r.

Step 2: Compute the conditions given in lemma 4.2 which ensure that KKT regime r is the optimal

regime for P(q").
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Step 8: For each firm, f, and KKT regime, r, find the conditions for which firm f has incentive to

deviate from the candidate equilibrium for KKT regime r.

Step 4: Take the complement of the union of the conditions found in step 3; these give the conditions

ensuring that no generator has incentive to deviate from the candidate equilibrium.

Step 5: Take the intersection of the conditions found in step 2, with the conditions found in step
4; together these guarantee that the candidate equilibrium is consistent and that there is no

incentive for any generator to deviate to another regime.

10.1.4 TImplementation

The above algorithm has been implemented algebraically using C#.net and Mathematica [44, 96].
Using C#.net the mathematical description of a network is constructed, and the KKT conditions
for the dispatch problem are generated. These KKT conditions are passed into Mathematica to
be solved algebraically for each possible orthogonality outcome. Lastly, inequalities defining the

conditions ensuring existence of equilibria are generated.

This procedure is demonstrated below in an example with a three-node network, with linear fringe

supply functions.

Example 10.2. Consider the three-node network shown in figure 10.1.

q1 q2 q3
l |f12] < K12 l |f23] < Ko l
180MW 320MW 100MW

Figure 10.1: Three-node radial network.

For this network we define the following fringe supply functions:

S1(p) = Sa2(p) = S3(p) = p.

The demand at the nodes are d; = 180, dy = 320, d3 = 100 as shown in figure 10.1. Furthermore,

we will assume that the generators have no costs and no capacities; that is

Ci(q) = Ca(q) =C3(q) =0, Vi =V =V3=00.
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Chapter 10. Existence of equilibria over general networks

Finally, we will assume that the upper and lower bounds on each of the fringes are +00 and —oo,

respectively; hence we will only consider KKT regimes whereby the fringes are not at bound, yielding

Df =D; =0, VreR

We will first consider the unconstrained candidate equilibrium. This is associated with KKT regime
1, with the following sets: By” = (), B = (). We can therefore find nodal prices as functions of the

injections (from the KKT conditions (4.1)) to be:

W%ZW%ZW§:20077q1+q32+q3.

Thus the profit maximization problem for each generator, 4, is:

max ¢; (200 —

Q1+ q2+qs3
qi>0 ’

3

The candidate equilibrium can therefore be found to be:

with nodal prices

candidate equilibrium flows

f112 = 203 f213 = _1007 (101)

and profits

pi = p3 = p3 = 7500.

The next step is to find the conditions which ensure that the candidate equilibrium is consistent.

Following (10.1), the conditions in lemma 4.2 become:
K1z > 20, K3 > 100.

Now we must find the conditions ensuring that no generator has incentive to deviate from the
unconstrained equilibrium. To do this, we enumerate all possible deviations for each generator.

These are the regimes that a generator may have incentive to deviate to:

r=2: By = {12}, By =0,
r=3: Bf =0, By = {23},
r=4: Bf = {12}, By = {23},
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r=5 B =0, By ={12},
r=6: By ={23}, By =0,
r=T Bf={12,23}, B; =10,
r=28 Bi =10, By ={12,23},
r=9: By = {23}, By = {12}.

Since this is a repetitive process, we will only demonstrate this procedure for generator 2 for r = 2.

For r = 2 with ¢} = ¢4 = 150, the nodal prices can be calculated to be:
T =30+ K12, w5 =15 =2(270— K12 — o).
Therefore we have the following convex profit maximization problem:

max  p3(q2) = q2 X 5 (270 — K12 — ¢2)

s.t. q2 S 210 — 3K12
g2 <370 — Ko + 2K53
g2 > 370 — K2 — 2Ko93

g2 > 0.

The constraints of the above problem ensure that if generator 2 injects go then regime 2 will be

optimal. For example, since {1,2} € By then n? < 72; this gives
1
30+K12 S 5 (270 — K12 — QQ) 5

which can be rearranged to yield

q2 S 210 — 3K12.2

If the optimal value of the above problem exceeds the profit attained in the candidate equilibrium
for generator 2 then there is incentive for that generator to deviate from the candidate equilibrium.
Since the line capacities are not specified at this stage, we must solve the problem parametrically.

To do this we will consider the following potential KKT points for the above problem:

1. ¢ = 1 (270 — K32),

2. g2 = 210 — 3K12,

2The other constraints in the above optimization problem ensure that the flow on line 23 does not exceed its

capacity.
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Feasibility Conditions | Optimality Conditions Incentive Condition

1. | Kis <30 1(270 — Kyp — 2) =0 | (270 — K1) > 7500
K9 —4K93 <470
Ko + 4Ks3 > 470

Ki5 <270
2. | Kis + Koz > —80 Ko > 30 (210 — 3K15) (30 + K12) > 7500
Ko — K3 < 80
K9 <70
3. | Kip+ K3 < —80 Kip — 4Kp3 > 470 (370 — K1 + 2Ka3) (=50 — Ka3) > 7500
Ko3 >0

K2 —2Ks3 > 370

4| Ko — Koy < —80 Ko + 4K < 470 (370 — K1p — 2Ka3) (Kag — 50) > 7500
K3 >0
Kis +2Ks3 < 370

5. | K12 <70 Ko > 270 0 > 7500
Ko — 2K53 < 370

K2 +2Ks3 > 370

Table 10.1: Deviation conditions for generator 2.

3. q2 =370 — K12 + 2Ko3,
4. qa =370 — K12 — 2Ko3,

5. q2 =0.

From these potential KKT points we can derive a set of feasibility, optimality and incentive con-
ditions for each of the above potential solutions. These conditions must be met to ensure that the
solution is feasible, optimal, and yields a profit higher than the candidate equilibrium; these are

given in table 10.1.

We now plot the feasibility conditions and optimality conditions for each of the five possible
solutions. The feasibility conditions are shown in figure 10.2 (i), and in figure 10.2 (ii) we plot
the intersection of these conditions with the incentive conditions. These regions give the pairs
of K15 and Ka3 such that there is incentive for generator 2 to deviate into KKT regime 2 from
the candidate equilibrium corresponding to regime 1. Particularly, the blue region corresponds to

KKT regime 1, the green region to KKT regime 2 and the red region to KKT regime 4.
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K23 K23
1 2
120 120
\
4
80 80
40 40
0 0
0 40 K12 0 40 K12

(i) (i)

Figure 10.2: Deviation set for generator 2.

Since we are interested in determining the set of capacities for which there is feasible incentive to
deviate to a particular regime, the optimality conditions are actually redundant. If a solution is
feasible and yields a profit higher than the candidate equilibrium then that is sufficient for there to
be incentive to deviate. This simplifies the characterisation of the deviation set for each generator

and KKT regime.

We can employ the same method for all KKT regimes and all generators to find a deviation set
for each possible deviation. The complement of the union of these sets gives the conditions on
the capacities of the two lines which ensure that the unconstrained equilibrium exists. The region
defined by these conditions is shaded blue in figure 10.3 below. Furthermore, we can determine
the set of conditions on the line capacities that ensure the existence of constrained equilibria. The
region shaded green gives the line capacities ensuring the existence of an equilibrium with KKT
regime 4. The region shaded red gives capacities supporting an equilibrium with KKT regime 3.
Finally the region shaded yellow gives capacities supporting an equilibrium with KKT regime 5.
For the other KKT regimes, given a pair of line capacities, there exists at least one generator who

would have incentive to deviate from the candidate equilibrium to another KKT regime.
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Kos

150

100

50

0 50 100 150 Ko

Figure 10.3: Three nodes: conditions for different equilibria.

The regions depicted in figure 10.3 are a key result of this work. They show specifically how the
types of equilibria are affected by the parameters of the game (in this case, the line capacities).
Later, in chapter 15 we consider the question of transmission investments, where the decisions are
the line capacities. In this context, being able to a priori determine the line capacities that give

various Cournot equilibria may be a useful tool.

To complete this chapter, we will consider another example; this time the network is a three-node
loop and we derive the conditions on the line capacities ensuring that an unconstrained equilibrium

exists.

10.1.5 Loops

We will now consider a network containing a loop. Now there is no longer a unique path electricity
must take between every pair of nodes, so Kirchhoff’s laws must be applied to determine a unique

power flow across lines in the network.

First consider a three-node linear network, with infinite capacity on both arcs, shown in figure
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10.4 (i). Since both lines can support an arbitrarily large power flow, we know that there exists
an unconstrained equilibrium over this network. Now, if we were to create a new line connecting
the two end nodes then a loop would be formed, as shown in 10.4 (ii). Since the flows on the lines
must follow Kirchhoff’s laws, at equilibrium there will be some flow on the new line. Therefore if
the line is created with a limited capacity and that capacity is not sufficient to support the flow in
the previous equilibrium, the existence of that unconstrained equilibrium will be precluded. This
is the most basic example of how the presence of loops can give counter-intuitive results.

C_I1d1931 (]1d1$1
v Nty

|fis| < K13

‘h—: 2 > 3)=43 qQ2—>(2 > 3)<as

= (i) 3 =2 (i) 3

Figure 10.4: Three node network; creating a loop.

In what follows, we will compute a set of line capacities ensuring that the unconstrained candidate

equilibrium is valid for a three-node loop grid.

Consider a three-node loop, as shown in figure 10.5, with zero costs for all generators. We can

calculate the unconstrained equilibrium quantities to be:

af =48 =q5 = 7d1+cif+d3-
Set generators 2 and 3 to these equilibrium quantities, and consider possible deviations for generator
1. In order to derive the necessary and sufficient conditions for the existence of the unconstrained
equilibrium, we must consider the incentive to deviate to, and feasibility of, each particular KKT
regime. We will show, for a particular example over a three-node loop, that the non-deviation set

for generator 1 is non-convex.
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q1 dy T

Figure 10.5: Three-node network; two lines have capacity constraints.

Assuming linear fringes of the form S;(p) = a;p, the dispatch problem for the three-node loop

situation, shown in figure 10.5, is given below:

i 1 .2 1 .2, 1
min 2(11:171 +2a2‘r2 +2(13'1'3

2

@tz —fiz— fis=da [—71]

Q2 + w2 + fi2 — faz = d2 [—72]

g3 + 23 + fi3 + fa3 = d3 [—3]
hafiz —lhafiz +l2afaa =0 [A]

| fiz] < Kio [77;_27771_2}
| fas] < Kg (133 7138] -
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Since the above problem is convex, we can replace it with its KKT equivalent system, shown below

@ +aim — fia— fis = &
Q2 + asma + fi2 — fa3 = da
g3 +azms + fizs+ fas = ds
liafiz —lisfiz +lazfos = 0
7r1—7r2+112)\+77f'2—771_2 = 0
m —7m3—IlisA = 0
772—7734—[23)\4—77;3—772_3 =0
0<Kio—fio L 1520
0<Kip+fiz L 1,20
0< Koz—faz3 L 13320
0< Ko+ faz L 13320

As discussed earlier, the KKT conditions above can be solved parametrically by considering dif-

ferent KKT regimes that define the congestion on the lines; the five KKT regimes are:

1. no lines congested,

2. fio = —K12, f23 not congested,
3. faz = Ka3, fi2 = — K2,

4. faz = —Kas, f12 = — K2,

5. faz = Ka3, f12 not congested.

For each of these cases, it is possible to find the feasibility and incentive conditions for deviation (as
computed in the previous example); these conditions give a set of capacities such that generator 1
has incentive to deviate from the unconstrained equilibrium. For this example, we set the following
fringe properties

a1 =144, as =34, az=1.44.

The demands are set to be

dy =3.04, dy =0.76, d3z=1.5,
and the line reactances are set to be
l1o = 0.178, 113 =0.104, I3 = 0.104.
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Chapter 10. Existence of equilibria over general networks

The unconstrained candidate equilibrium corresponds to KKT regime 1, above. Therefore we will
find the conditions on line capacities such that it is profitable for generator to deviate to each of the
KKT regimes 2-5. These can be computed in a similar manner to that in the previous example.
The resulting conditions for each of the 4 KKT regimes are given by the shaded regions in the

plots in figure 10.6.

Kos 2 Kbos 3
0.8 0.8
0.6 | 0.6
04} 04
0.2 0.2
OO 0.2 04 0.6 0.8 Kio 00 0.2 04 0.6 0.8 Kio
Koz 4 Kos 5
0.8} 0.8
0.6 0.6
0.4 p 04
0.2 k 0.2
N

n n n 0 L L L L
0 02 04 06 08 Kiz 0 02 04 06 08 Kio

Figure 10.6: Deviation sets for generator 1 for KKT regimes 2-5.

The complement of the union of all these conditions gives the set of capacities which ensure that
generator 1 has no incentive to deviate. This is the non-deviation set for generator 1 and is given
by the unshaded region of figure 10.7 (i), below. Note that if we zoom in on the corner of this set,

as shown in 10.7 (ii), we can see that the non-deviation set for this generator is not convex.

In the next chapter, we will prove that for radial networks with each generator independently
owned, the conditions, ensuring that the unconstrained equilibrium is valid, form a convex poly-
hedral set. The above example shows that these results are not valid if there are loops in the

network.
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Figure 10.7: Non-deviation set for generator 1 in a three-node loop (unshaded region).
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Chapter 11

Unconstrained equilibria over

radial networks

In this chapter we turn our attention to the specific case of the existence of the unconstrained
equilibrium over radial transmission networks. The algorithm presented in the previous chapter
to compute the set that guarantees the existence of various candidate equilibria is combinatorial
in nature, and therefore becomes very computationally expensive as the size of the network and
number of generators grow. Here, by restricting our interest to radial networks, we will derive a

number of results, based on the shape of the residual demand curve discussed in chapter 5.1

We start this chapter by discussing radial networks where the fringe supply functions are smooth
increasing functions and where the generation costs are convex increasing functions. We prove that
in this case the conditions on the line capacities and fringe bounds that are necessary to ensure the
existence of an unconstrained Cournot equilibrium form a convex set. We then restrict ourselves
to linear supply functions and quadratic costs, and derive the specific conditions ensuring the
existence of an unconstrained equilibrium in this case. Finally we present some simple examples

of the application of these conditions.

!n this chapter, we extend the results of Downward et al. [26] to more general fringe supply functions and

convex generation costs.
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11.1 General supply curves and cost functions

In this section we are interested in the existence of an unconstrained equilibrium in the presence
of smooth increasing fringe supply functions, as specified in section 4.1.2.2 We will assume that
each generator is an independent profit maximizer, and it has some convex cost function, Cy (¢4),

of the form defined in section 7.2.2.3

Furthermore, we allow each generator, g, to have a contract for differences with some retailer at
its own node, n; the volume of this contract is defined as qgc. Therefore, ignoring the fixed value

of the contract, the profit function for generator g is

Py (ag) = (ag — a5) ™ (@) — Cy (qg) -

In the following sections, we will show that the necessary and sufficient conditions guaranteeing the
existence of any unconstrained equilibrium are given by a convex set in terms of the line capacities

and fringe bounds.

11.1.1 Unconstrained equilibrium

We will first determine a set of necessary conditions for an unconstrained equilibrium. This is
achieved by ignoring the presence of line capacities and fringe bounds, which in effect reduces the
game to one where all the generators and demand are located at a single node. All generators,
therefore will receive the same nodal price, 7¥(q), where ¢ is a vector of all generator injections.

We will now define the equilibrium for this unconstrained game.

Recall that a set of strategies is a Nash equilibrium if all players are maximizing their respective
profit functions, given the actions of the other players. Hence, each generator, g, must optimize
the following:
max (g5 —q5) 77 (q) — Cy (qq)
(11.1)
st 0<q, <V,
The following complementarity problem, comprises the KKT conditions for the above problem for

each generator, g.

onV
0< (ng - qsllj) dq .
" lg=q

—1V () +C(@Y)+v, L Y >0, vgeg,  (11.2)

0§Vg—q;] L v,>0, Vgeg.

2Recall that these functions must also be invertible.
3Recall that the cost function must be a smooth, increasing, convex function.
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From [57], we know that the complementarity problem, above, provides necessary conditions for
optimality of the problem given in (11.1) for each generator. Therefore, any solution to the game

where all generators simultaneously solve (11.1) must be a solution to (11.2).

Because we have not restricted the fringe supply functions to be concave, the generators are
potentially facing non-convex profit functions, hence we are not guaranteed that there will exist an
unconstrained candidate equilibrium for the game, or if one does exist that it is unique. However,
for the purposes of this work, we suppose that there exists a unique equilibrium for the game

above. We will refer to this as the unconstrained candidate equilibrium, ¢Y.

In the following sections, we will derive the necessary and sufficient conditions for the existence of

this unconstrained equilibrium.

11.1.2 Existence of unconstrained equilibrium

Suppose now that we reintroduce the line capacities, K;; and the upper and lower bounds on the
fringe dispatch, xj' and x; respectively. We are interested in determining the conditions on the
line capacities and the bounds on the fringe which guarantee that the unconstrained ¢V remains

an equilibrium?.

For the KKT regime, U, associated with the unconstrained equilibrium, we have By = A,, and
Dy = N (that is, all lines and fringes in KKT regime U are not at bound). Hence, from lemma

4.2, we know that the conditions ensuring that the unconstrained equilibrium is consistent are:

—K;; < fI <K;; VijeA,,
i<y i (11.3)
—z; <2V <af  VieN.

The above conditions ensure that the unconstrained candidate equilibrium strategies, ¢V, do not
cause any constraints to bind in the dispatch problem. Now to determine whether this candidate
equilibrium is in fact a bona fide equilibrium, we must consider whether any generator has incentive

to congest any line or constrain any fringe by changing its injection decision.

We approach this problem by considering each generator’s incentive to deviate individually. For
generator g situated at node n: we fix g, = ¢V for all generators, h # g. To simplify notation
we define 7, (gg) to be the nodal price at node n as a function of g,, where all other generators’

injections are fixed at their respective unconstrained candidate equilibrium quantities, ¢Y.

4That is, the presence of the bounds does not make the candidate equilibrium inconsistent, nor does it give any

generator incentive to deviate.
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Therefore the profit function of generator g at node n becomes
Pg (qg) = (qf] —Qf) T (qg) — Cy (qq) - (11.4)

We will now prove that the conditions on the line capacities and fringe bounds ensuring that a
generator g has no incentive to deviate from qg form a convex set. To show this, we will first
determine whether there are any intervals to which a generator has no incentive to deviate; the

following lemmas and corollaries specify these intervals.

Lemma 11.1. Suppose that, at the unconstrained candidate equilibrium, generator g at node n
injects qg > qg. In the presence of line capacities and bounds on the fringes, it is never profitable

to deviate from this equilibrium by injecting qq > qg,

Proof. To prove this we consider two possibilities: either qg =V, or qg < Vg If qg =V, then
the generator is at capacity, so it is clearly not possible to deviate by injecting more than qg.
Alternatively, suppose q_(l]] < Vg4 and let the generator deviate by injecting some g, > qg. From

corollary 5.15 we know that

Tn (qg) = min m, (¢g) - (11.5)
TERR
This implies that, in particular,
T (qq) < T (g9) (11.6)

where ¥ (gg) is the nodal price at node n pertaining to the KKT regime for which no lines are

constrained and no fringes are at bounds.

The profit for generator ¢ is given by equation (11.4). Therefore, with inequality (11.6) and the

fact that g4 > qg we have

Pg (qq) < (Qq - qg) Wr[L] (QG) —Cy (Qq) = p_[qj (Qq) . (11.7)

Now, as qg is the injection of generator g in the unconstrained candidate equilibrium it must be a
global maximizer for the unconstrained profit function; with this and the inequality in expression

(11.7) we have

pg (ag) < pY (a9) < 0 (a5)

therefore there can be no incentive to deviate by injecting more than qg. O

Corollary 11.2. Suppose that, at the unconstrained candidate equilibrium, generator g at node n,
injects q_g < qg. In the presence of line capacities and bounds on the fringes, it is never profitable

to deviate from this equilibrium by injecting q4 < qg.
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Proof. The proof of this result is analogous to that proved in lemma 11.1 above. O
Lemma 11.3. Consider an increasing convex function f (x), satisfying the following condition
fa) <. (11.8)

For xo < x1 the following inequality holds
f 1) = f (o) <y (w1 — o) -
Proof. As f(z) is an increasing convex function we can derive the following inequality

f(x1) = (21— 20) f' (21) < f(20) .

Since z¢ < x1, from (11.8) we have

f(z1) —y (@1 —z0) < f(20),

which implies

f(z1) = f(20) <y (w1 —0),
as required. O
Lemma 11.4. Suppose that, at the unconstrained candidate equilibrium, generator g at node n

injects qg > qgc. In this situation it is never profitable to deviate by injecting some g4 < qf.

Proof. At the unconstrained candidate equilibrium, generator g’s profit is

Py = (a5 —a5) ™ (a5) = Co (a5) (11.9)
Now suppose that generator g decreases its injection to gg < qg; its profit would now be given by

P (qg) = (QQ - qgj) Tn (q9) — Cy (qq) - (11.10)

From theorem 4.3° and the orthogonality condition (11.2), we know that if qu > qg, then at the

unconstrained equilibrium
U (U 1 U
mn (45) 2 Gy (49) »
so long as qg > 0. However, if qg = qgc = 0 then it is easy to verify the statement of this lemma

(since g4 cannot be negative).

Since Cy (gq4) is a convex function and g, < qg7 we therefore have, from lemma 11.3, that

(¢ = ag) 7 (¢)) — Cy (a) + Cy (q4) >0,

5This theorem states that price at a node is an increasing function of the demand at the node.

121



which can be rearranged to give

(af —a5) 7 (af) = Cy (af) = (a9 —aF) 7l (a) = Cy (gg) -

From lemma 5.6 we know that as a generator withholds its nodal price increases. This gives

mn (4) = ;] ()

So from above and the fact that g, < qg, we have that

(a5 = a5) mi (a5) = Co (a5) = (a5 = 4") ™0 (d9) = Cy (35)

which with equations (11.9) and (11.10) gives

pg (qs(?]) 2 Pg (CIg) )
as required. 0

This proves that if generator g, at the unconstrained candidate equilibrium, injected greater than
(or equal to) its total contracted load then there is no incentive for the generator to deviate from
the candidate equilibrium by injecting a quantity less than (or equal to) its total contracted load

at its node.

Corollary 11.5. Suppose at the unconstrained candidate equilibrium, generator g at node n injects

qg < qgc. In this situation it is never profitable to deviate by injecting some qq4 > qg.

Proof. The proof of this result is analogous to that proved in lemma 11.4 above. O

From the preceding lemmas we know that if generator g injects more than (or equal to) its con-
tracted quantity in the unconstrained equilibrium, there is no incentive to deviate to a point outside

the following interval:
45 € (a5,45) -
Conversely if generator g injects less than (or equal to) its contracted quantity in the unconstrained

equilibrium, there is no incentive to deviate to a point outside of the interval:

U _c
a5 € (45,45 ) -
Hence if ¢V = ¢¢ there is no incentive to deviate.

Now we will consider different KKT regimes (as discussed in chapter 5) and derive conditions on the
capacities on the lines and bounds on the fringes that guarantee the existence of the unconstrained

equilibrium.
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Chapter 11. Unconstrained equilibria over radial networks

Consider the KKT regime 7 € R,,. Recall that the sets B, (=) and D7) contain arcs or fringes

assumed to be at their upper (lower) bounds, respectively. Given these definitions, we can now

define
Line Capacities Fringe Bounds
ro__ § § E — E +
ijeB;t ijeB;t i€D; ieD;t

The profit function of generator g within this regime is given by:
Py (a5, 2") = (a5 — a7)) ™ (45, Z27) = Cy (a) -© (11.12)

The optimal profit for generator g at node n in KKT regime r as a function of Z" over the domain

qgc <gqy < qg is given by:

py T (Z7) =max  py(qp,2")

(11.13)

The optimal profit for generator g at node n in KKT regime r as a function of Z" over the domain

qg < gy < qg is given by:

Py (Z27) =max  pg(qq,2")

(11.14)

Theorem 11.6 and corollary 11.7, below, specify the necessary and sufficient conditions for a gen-
erator not to have any incentive to deviate from the unconstrained candidate equilibrium. These
conditions will be in terms of the optimization problems defined above. We will subsequently recast

these conditions in terms of the line capacities and fringe bounds.

Theorem 11.6. Suppose the conditions (11.3) are satisfied, and that for generator g at node n,
qg > qg. The necessary and sufficient conditions such that generator g has no incentive to deviate

from its unconstrained candidate equilibrium quantity, qg, are given by:

pet(Z7) < pf, VreRST

SHere the nodal price is not only a function of the injections ¢, but also the line capacities and fringe bounds

contained in Z7.

"Recall that R} is the set of KKT regimes pertaining to node n with arcs and fringes either at their upper

bounds or unconstrained.
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Proof. From lemmas 11.1 and 11.4 we know there is never incentive for generator g to inject more
than qg or less than qgc. Hence for generator g to attain a higher profit, it must withhold to some
quantity g4 € (qgc, qg). From lemma 5.6 we know that when withholding from an unconstrained
point, lines will only congest toward node n and fringes will only approach their upper bounds.

Therefore only constrained states corresponding to KKT regimes r € R;!" are possible.

As one KKT regime r € R;” must correspond to the optimal dispatch, a sufficient condition
ensuring that generator g has no incentive to deviate from the unconstrained candidate equilibrium
is that the optimal profit from deviation within the range g, € (qgc, qg) be less than the candidate

equilibrium profit for all possible KKT regimes. This condition is given below:

Pyt (Z7) < p, VreR:. (11.15)

Furthermore, observe that if any inequality in (11.15) is violated there exists a KKT regime r
giving:
Py (27) = (a5" = a) ™ (45", 27) = Cy (a57) > pg
where ¢;* yields the maximum profit for the problem given in (11.14).
Now by theorem 5.14, we know that for a given vector ¢ for which the ¢g*" element has been reduced

from the unconstrained candidate equilibrium, the nodal price at node n from P(q) is given by

* T Tk T
T, = max m, (qg \Z )
TERN

So the profit actually made by generator g is
py = (a5 —a) my = Cy (a37) = py* (Z27) > p},
showing that generator g can in fact deviate profitably from q;].

Therefore the conditions given in (11.15) are both necessary and sufficient to ensure that generator

g cannot profitably deviate from the unconstrained equilibrium, ¢Y. O

Corollary 11.7. Suppose the conditions (11.3) are satisfied, and that for generator g at node n,
qg < qgc. The necessary and sufficient conditions such that generator g has no incentive to deviate

from its unconstrained candidate equilibrium quantity, qf]], are given by:

Py (Z7) <p, VremR,.

Proof. The proof of this result is analogous to that proved in theorem 11.6 above. O
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Now we will proceed to show that the conditions given in theorem 11.6 and corollary 11.7 can be
equivalently represented by linear inequalities on Z”. For this, we first need to prove some lemmas

that characterise how the profit changes as a function of Z".

Lemma 11.8. Suppose that for generator g at node n qg > qg, and for KKT regime r € R}
generator g injects some q; > qgc. The profit function of generator g for such an injection is

decreasing in Z".

Proof. By making the substitution for Z" given in equation (11.11), equation (5.7) becomes

> Si(mp)=D"(q) —qy— 2", (11.16)
€D,

where

D' (@)=Y |d- >

iEN,. hegi\{g}

is the total residual inelastic demand. Since n € N,., it is clear that

o, __om,
ozr ody,’
therefore from equation (5.8), we have
omy, 1
ozr 3 8/ (m)
1€D,.

From equation (11.12), the profit function for generator g associated with this decomposition is
Py = 4y = dg ) 0 (45 27) = Cy (a3) -

The derivative of this function with respect to Z” is

8p£ T C aﬂ-’rl
8Zr = (qg_qg)azr
_ (g —d)
>, Si(m)
1€D,.
and as q; > qg and S!(p) > 0, Vi € N, the profit is decreasing with Z". O

Corollary 11.9. Suppose that for generator g at node n qg < qg, and for KKT regime r € R,,
generator g injects some q; < ng. The profit function of generator g for such an injection is
icreasing i 2.

Proof. The proof of this result is analogous to that proved in lemma 11.8 above. O

We will now present a lemma and corollary that show how the optimal profit for generator g within

KKT regime r varies with Z".
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Lemma 11.10. Consider the optimal value function pg"’ (Z7) for some KKT regime r € R ; this

function is decreasing in Z" so long as the optimal solution to (11.14) satisfies q; > q_f.

Proof. Suppose that generator g’s optimal profit from the optimization problem in (11.14) for
Z" =71 and Z" = Zy, with Z; < Z, are given by

Py (Z1) = py (@1, Z1),  py* (Z2) = pyy (g2, Z2) -

Since ¢; and g2 must not violate the bounds of (11.14) and because Py (q;7 Zl) is maximized at

¢y = q1 the following inequality holds

P; (q27 Zl) S P; (‘Ith) .

By assumption g; > ¢, therefore by lemma 11.8 we have that

P; ((]27 ZQ) < p; (CI27 Zl) .

These inequalities give

Py (Z2) = py (42, Za) < py (@1, Z1) = Py (Z1), (11.17)
as required. O
Corollary 11.11. Consider the optimal value function pj~ (Z") for some KKT regime r € R, ;
this function is increasing in Z" so long as the optimal solution to (11.15) satisfies qq < qg.
Proof. The proof of this result is analogous to that proved in lemma 11.10 above. O

At this stage we know how the optimal profit of generator g, within some KKT regime r, varies
with Z". In the next lemma, we show that there exists some critical value of Z” above which there

is no incentive for generator g to deviate from the unconstrained candidate equilibrium.
Lemma 11.12. Consider the optimal value function, pit (Z"), for some KKT regime r € R} ; if

a5 > 4 there exists some Zj* such that pl > pit (Z") if and only if Z" € [Z]T,00).

Proof. From equation (11.16), we can find some Z; such that «], (qg, Zl) =0:

Zy=D"(g)—q5 — Y _ Si(0).

1€D,.

For such a Z;, we have

P;T;Jr (Z1) P; (qf,Zl)

~Cn (4g) -
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Since generator g is at a global maximum in the unconstrained candidate equilibrium we have
py > —Cy () = Py (Z1). (11.18)

On the other hand, from equation (11.16), we can find some Z such that 7}, (¢7, Z2) = 75 (¢¥),

namely

Zy=D"(q) —q) = > Si (] (a))),

1€D,

giving a profit of

p; (qu, ZQ)

Pyt (Z2). (11.19)

S
©q
I

IA

From inequalities (11.18) and (11.19) above, we find that

Pyt (Z1) < py <oyt (Zo). (11.20)

Now we will consider two cases:

o If p/ = pit (Z3) then from lemma 11.10, we know for all Z" < Z that pi) < pi* (Z") and

for all Z" > Z that p_(q] > p§+ (Z™). In this case we define Zg+ = 7.

e On the other hand, if p/ < p’'* (Z5) then from lemma 11.10 and the fact that Pyt (Z1) < ng,
we are guaranteed that there must exist some Z; such that for all Z" > Z+, pg > pit(Z7).

Conversely, for all for 2" < Z+, pb < pi* (Z7).

In both of the cases above there exists some Z;* such that if and only if Z" € [Z;*,oo) then

pg > pp* (Z"), as required. O
Corollary 11.13. Consider the optimal value function, pg~ (Z7), for some KKT regime r € R} ;
if qg < qg there exists some Z;~ such that oY > Py~ (Z7) if and only if Z" € (—o0, Z;’_}.

Proof. The proof of this result is analogous to that proved in lemma 11.12 above. O

So far we have shown that if qg > qgc then for any KKT regime r € R, there exists a critical
value Z;* such that for any Z” < ZJ" we have pj* (Z") > pl/, and for any Z" > Z;* we have

Pyt (Z27) < pg.

We have also shown for qg < qgc that for any KKT regime r € R,;, there exists a critical value Z;~

such that for any Z" < Z~ we have p/~ (27) < pY/, and for any Z" > Z~ we have p},~ (Z") > pY.
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In the following lemmas we will use the above results to give the necessary and sufficient conditions
ensuring that there is no incentive for generator g to deviate from the unconstrained candidate

equilibrium in terms of the line capacities and fringe bounds.

Lemma 11.14. Suppose the conditions (11.3) are satisfied and qf]] > qg at the unconstrained equi-
librium. The necessary and sufficient conditions for which generator g at node n has no incentive

to deviate from the unconstrained candidate equilibrium form a convex polyhedral set of the form

S K+ > al =7y, VreRr).

ijeB; ieD;t

Proof. From theorem 11.6, we know that if q;] > ng then the necessary and sufficient conditions

such that generator g has no incentive to deviate from the unconstrained equilibrium are given by:
py =Py (Z7), VreR;:.

Now, from lemma 11.12, the above conditions can be written as a set of linear constraints in terms
of Z" as follows

7> 7%, VreRwy),

which from equation (11.11) can be written as:

SN K+ Y at >z, vrer;. (11.21)
ijeB; ieD;
This is a set of linear inequalities, forming a convex polyhedral set. O

Corollary 11.15. Suppose conditions (11.3) are satisfied and qg < qg at the unconstrained
equilibrium. The necessary and sufficient conditions for which generator n has no incentive to
deviate from the unconstrained candidate equilibrium form a convex polyhedral set of the form
=Y K+ > a7 <Zy, WeR,.
ijEBT ieDy
Finally, by considering the above conditions for all generators, we prove that the necessary and

sufficient conditions guaranteeing the existence of the unconstrained equilibrium form a convex

set.

Theorem 11.16. The set of necessary and sufficient conditions on the line capacities and fringe
bounds which ensure the existence of the unconstrained equilibrium form a convex polyhedral set,

which we call the competitive capacity set.

Proof. The unconstrained equilibrium exists if and only if
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Chapter 11. Unconstrained equilibria over radial networks

(i) the candidate equilibrium is consistent and

(ii) no generator has incentive to deviate.

From earlier in this section, the necessary and sufficient conditions for (i) are given by:

—-K;; < f}f < K;; VijeA,,

—z; <2V <af  VieN.

For (ii), if for generator g in the unconstrained equilibrium q;] > qg7 by lemma 11.14 the necessary

and sufficient conditions are given by:

S K+ > af =27y, VreRr).
ijeBT €Dt
On the other hand, if qg < qgj, by corollary 11.15 the necessary and sufficient conditions are given

by:

- > K+ > a7 <2y, WeR,.
ijEB, €D,

Finally if ¢ = ¢S, we know there is never incentive to deviate. So for no generator to have
incentive to deviate, we require that line capacities and fringe bounds must lie in the set formed

by the intersection of the non-deviation sets for each generator.

As the necessary and sufficient conditions for (i) and (ii) are convex polyhedral sets, the competitive

capacity set must also be a convex polyhedral set as it is the intersection of these sets. O

In this section we have shown, in the case where every generator is owned by a separate firm and
all the contracted load is located at the same node as the generator, the set of line capacities and
fringe bounds that guarantee the existence of an unconstrained equilibrium is a convex polyhedral
set. In the next section we will construct this set for the case where the fringe supply functions

are linear and each generator has a quadratic cost function.

11.2 Linear fringes and quadratic costs

In this section, we will derive the competitive capacity set, defined in the previous section, for the

case where the fringe supply functions are linear and the generation costs are quadratic.

We set the fringe supply functions to be of the form:

Si (p) = a;p,
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where a; > 0, for all i € V.

We retain the capacity V, on each strategic generator and define generator g’s costs to be given

by a convex quadratic function of the form:

Cy (q) = ugq + vyq®,
where ugy > 0 and vy > 0, for all g € G.

Note that the above functions satisfy the hypothesis of theorem 11.16, hence we are guaranteed
that the competitive capacity set is convex. In what follows we derive the specific conditions that

describe the competitive capacity set explicitly in this setting.

11.2.1 Competitive capacity set

For the case where the fringes have no bounds and the lines have no capacities, we know from section
9.3.1 that there always exists a unique unconstrained candidate equilibrium when the fringes are
linear. We will now derive the conditions guaranteeing that the candidate equilibrium strategies,
qY, defined by the solution to the linear complementarity problem (11.2), still constitute a valid

equilibrium for the game in the presence of line capacities and bounds on the fringes.

Our approach is to first derive the conditions such that the unconstrained candidate equilibrium is
consistent, and then to find the additional conditions guaranteeing that no generator has incentive

to deviate into another KKT regime by changing its strategy.

A necessary condition for the unconstrained candidate equilibrium to be a bona fide equilibrium,
is that the candidate equilibrium is consistent. The conditions guaranteeing this are given by the
inequalities (11.3). These conditions consist of linear inequalities on the line capacities and fringe

bounds.

In what follows we will derive further conditions that are both necessary and sufficient to ensure
that no generator has an incentive to deviate from the unconstrained candidate equilibrium. These
conditions together with the candidate equilibrium being consistent ensure that the unconstrained

equilibrium is valid.

No incentive for a particular generator to deviate

Consider generator g situated at node n. Note that from lemmas 11.1 and 11.4 we know that

if qu > qgc there is no incentive for generator g to deviate to a quantity g, ¢ (qgc, qg). On the

130



Chapter 11. Unconstrained equilibria over radial networks

other hand, from the corresponding corollaries, we know that if qg < qg there is no incentive
for generator g to deviate to a quantity qg & (¢¥,q5). Therefore we will only consider deviating

within these intervals.

As the candidate equilibrium consists of all generators simultaneously maximizing their profit in
the unconstrained KKT regime, any change of generator ¢g’s injection quantity will not improve its
profit unless some line becomes congested or some fringe hits a bound. We therefore investigate
all possible constrained states of the network by considering all KKT regimes r € R,,. The profit

function for generator g, for KKT regime r is therefore given by

'0; (q;) = (q; - q{?) T (quvZT) - ung, — Uy (q;)27 (11.22)

where 7, (q;, ZT) is defined implicitly by equation (11.16). In the case of linear supply functions,

T

we can derive an explicit form for 7],

namely

D (¢") —qy = 7" ¢
Sai+ > e

i€D, €N,

m (45, 2") = (11.23)
To simplify the upcoming expressions, we will use the following substitution for the rest of this

section:

A" =Y "ai+ Y e (11.24)

€D, €N,
For each KKT regime we determine the point, g¢*, that maximizes generator g’s profit defined by
(11.22). Note that at least one KKT regime will correspond to the state of the network and fringes

when g5 = qg".
For qu > qgc, from theorem 11.6 we know that the conditions
Pyt <o, VreRry
are necessary and sufficient to guarantee that generator g has no incentive to deviate from the

unconstrained candidate equilibrium.

To find these conditions in terms of Z", we consider the following profit maximization problem for

generator g, for each KKT regime r € R/

T U\_ r_or
p;+ ‘= max (q;’ - qg) D(ql%rqu — Ugqy — Vg (q§)2

8¢ is present here because the dispatch problem has been relaxed to ensure feasibility.
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The above maximization problem has a strictly concave objective, so the following KKT conditions
are necessary and sufficient to determine the unique solution:
1
24y — a5 = D" (") + Z7) +ug + 20905 —p 2 = 0
0<q) —qp L >0 (11.25)

0<qp—q5 L pp>0.

Since we are interested in a solution that yields a profit strictly higher than the unconstrained
equilibrium, by lemmas 11.1 and 11.4, we only need to consider ¢;* € (qg,qg). This simplifies

system 11.25 to

1
o 24" =y = D" (¢") +27) + ug + 2040, =0,

which gives the optimal injection quantity as

po o D) g - 2 g (11.26)
9 = 2 (1+ v, A") ' '

Substituting ¢;* into equations (11.22) and (11.23) provides the optimal profit associated with

KKT regime 7:

% 1 % 2 2

iy = () (=607 = (65 (11.27
From above, the inequality pS* < pg is therefore implied by the union of the three following
inequalities:

prr<pY, or @t <qf, or ¢ =>qy.
From equation (11.27), the first inequality above can be written as

Py

rE 02<
(qg qg) _ﬁ-&-vg’

where

. 2
ng:ng+ugqg+”9(qg) .

c Py c Py
dq — 1 < qr* < qy + 1 .
J ar T Vg ! ! ar T Vg

The union of this condition with ¢g* < qg and q;" > qg gives

U
* p *
a ngﬂlrivg or g >qf. (11.28)

When a generator is not at capacity in the unconstrained equilibrium, the conditions (11.28) can

Thus we have

be simplified further.
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Lemma 11.17. Suppose at the unconstrained candidate equilibrium, generator g is not at capacity
(qu <Vy) Ifqg* > qg, for some KKT regime r € R}, then Py < pg. This reduces the condition

guaranteeing generator g will not deviate from the candidate equilibrium to the following inequality

c g
Dy g R 11.29
a5 < qq T, ( )

Proof. From inequalities (11.3) and equation (11.11), for the candidate equilibrium to be consis-

tent, we require that

ijeB;t ieD}
> > O+ DAY (11.30)
ieBt ieD;

This then implies from theorem 5.14 that 7% (q,) > 77, (q,) for any q, > q_g. If gg* > qg then it is
clear that p > pr'*, since qY is globally optimal for the unconstrained regime. Hence, if qu <V
then the condition that ¢;* > qY implies that Py < ng. This reduces the condition guaranteeing
generator g will not deviate from the candidate equilibrium within KKT regime r to inequality

(11.29). O

Next, let us explore the case when qg =Vj.

Lemma 11.18. Suppose, at the unconstrained candidate equilibrium, that generator g is at capacity
(¢ =V,). For some KKT regime r € R}, if
D" (¢") +q5 — X [f]— X af —ugA

ijeB;t i€eD;f <V
2 (1 + v,A) 19>

then pjt < pg reduces to inequality (11.29). Otherwise any Z" satisfying inequality (11.30) yields

U
Pyt < pg-

Proof. For the unconstrained candidate equilibrium to be consistent, we require that Z" satisfies
inequality (11.30). This, with the expression for ¢;* in equation (11.26), gives the following upper

bound on ¢’ *:
g
Dr (QU) +q§’ - !ffj - ¥ 2y - ug A"
ijeBt i€eD;f

2(14vgAn)

a5 < (11.31)

Now consider the two following possibilities:

1. If
Dr (qU)+q§’— > }ffi - fy—ugAT
ijeB;T ieD; <V
2 (1+ v, AT) 19>
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then by (11.31) we are guaranteed that ¢"* < qU; this reduces the condition under which

generator g will not deviate within KKT regime to (11.29).

2. Alternatively, suppose

D" (q") +df = ¥ |G- ¥ af —ugd”
ijeB; ieD} U

> .

2(1 + v, A") =g

Since gg* is a continuous decreasing linear function of Z", there must exist some Z", satisfying

the inequality (11.30), which gives

4y’ =y -

From theorem 5.14, we know that the optimal KKT regime yields the highest price. Moreover,
we know that at the unconstrained candidate equilibrium, ¢, no constraints are binding.

Thus 7Y > 77*, which clearly yields pg > pyt

Now if Z" were reduced, g;* would increase, hence the condition gg* > qg would be satisfied
(meaning that there would be no incentive to deviate). On the other hand if Z" were
increased, by lemma 11.10, the deviation profit must decrease. Hence the deviation profit

would be strictly less than that of the unconstrained candidate equilibrium, pg.

For case 1, above, there is incentive to deviate from the candidate equilibrium if and only if the

inequality given by (11.29) is satisfied. Whereas for case 2, there is never incentive to deviate. [

We will proceed to show that the above conditions form a convex set in the line capacities and

fringe bounds. With equation (11.26), the inequality (11.29) becomes

r (U C T T A
D" (¢V) +q5 —Z" —ugA <+ Py
2(1+vgAr) - =ty

which yields the following inequality on Z"

Py

Z" > D" (q¥) —ugA” — (14 2v,47) ng =21+ vgA") | 4——.
ar

Recall from equation (11.24) that
T SRS >
€D, 1EN,

To reflect the high penalty for an infeasible solution, € is a very small positive number. Hence we

compute

;I_I)I(l)AT = Z a;.

i€D,
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Using the limit above we now substitute A” out of the inequality on Z", yielding

Z’”zDT(qU)—ug Zai—qgc <1—|—21192ai> -2 ﬁg <1+vg2ai> Zai.

i€D, i€D, i€D, i€D,

Finally, from equation (11.11), we can write the above inequality in terms of the line capacities,

K;j, and the fringe upper bounds, x;", as follows

S+ Y e > DT(qU)—ugZai—fﬁ(”?%zai)

ijeB;T ieD} i€eD, i€D,

~2,|pY (1 +ug Y ai> > a. (11.32)

1€D,. 1€D,.

Alternatively for qg < qg, we consider the following profit maximization problem for generator g,

for each KKT regime r € R, :

B D" (¢V)—ql—2" 2
py” i=max (q) —q5) (W) — ugqy — vy (ay)
st. qf <qp<qf.

Using the same method as above, here we find that the necessary and sufficient conditions guar-

anteeing that generator g with qg > 0 will not deviate within a KKT regime r» € R,, is

ZK@‘—Z%— > —DT(QU)+“gZai+qgc<1+2U9Zai>

i€B,; i€D,. €D, i€D,
+2, |y (1 +tug Y ai> > a (11.33)
€D, i€D,

However, if q;] = 0 then inequality (11.33) is no longer a necessary condition. If

D"(@")+q5+ X |5 - X 2oV —uy 3 a
ijEBy ieDy €D,

21140, > a
€D,

then so long as the candidate equilibrium is consistent, generator g will not have incentive to

>0,

deviate. Otherwise, the necessary and sufficient condition for generator g to have no incentive to

deviate within KKT regime r € R, is given by inequality (11.33) above.

Conditions for existence of unconstrained equilibrium

In the previous section we have derived conditions under which a particular generator has no

incentive to deviate from the unconstrained candidate equilibrium. We will now use these to form
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the set of conditions on the line capacities and fringes bounds such that the unconstrained candidate
equilibrium is in fact a bona fide equilibrium. We know that the unconstrained equilibrium is valid

if and only if

(i) the candidate equilibrium is consistent, and

(ii) no generator has incentive to deviate.

The conditions for (i) are given by the inequalities in (11.3). These inequalities ensure that the
unconstrained candidate equilibrium is consistent with the assumption that no line is constrained

and no fringe is at a bound. We repeat these conditions below for convenience:

—Ki < [ < Kij Vij € Ap,

—z; <2V <af  VieN.

Now we will give the conditions equivalent to (ii). For the set of generators such that qf]] > qgc, we

have
Z Ki; + Z x;" > DT(qU) — uy Z ai—qgo <1+2vg Z ai>
ijeB;l ieD;t €D, i€D,
—2 pAgU (1 + Vg Z ai) Z Qs
i€D, i€D,

vreRr, V{geGnlq) <q)}, YneN.

However, from lemma 11.18, if q;] =V, then the above condition is not required if

D (V) +q5 — X |G- X al —ugAr
ijeB;l ieD)f

(1 + v, A7) < V.

For the set of generators such that qg < qg, we have

ZKij_ZSE; > —DT(QU)‘H‘QZai+qg<l+2%zai>

i€B, i€D,. €D, €D,
+2 | pU 1+ a; a;,
g g
i€D,. i€D,.

vreRt, V{g€Galdl <df}, VneN.

However, if qg = 0 then the above condition is not required if

D" (Y)Y +q5+ D> |- D AV —ug Y ai>0.

ijeBy ieDy i€Dr
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Imposing the above conditions simultaneously yields a convex polyhedral set in the line capacities
and fringe bounds. This set ensures that the unconstrained equilibrium is consistent and that no
generator has incentive to deviate, which means that for any vector of line capacities and fringe
bounds that satisfy the above inequalities the candidate unconstrained equilibrium will be a bona

fide equilibrium.

Simplifications

Here we will consider a situation where we simplify some of the details of the model. If the
generators had no capacities, no contracting and constant marginal costs, the above expression
simplify considerably. If we set ¢¢ = 0, then we know that at the unconstrained equilibrium, we
cannot have ¢ < ¢¢ therefore the inequality (11.33) is redundant. For generator g at node n,

inequality (11.32) simplifies to:

Z Kij + Z wf 2 D" (") —uy Z ai —2 [pg Z ;.
ieB;t ieD; i€D, i€D,

Examples

To illustrate the competitive capacity set, we will now consider two examples.

Example 11.19. This example relates to the three-node network shown in figure 11.1. Each node
has a fringe supply function of S;(p) = p, and each generator has a cost function of C;(q¢) = 0. The
demands at nodes 1, 2 and 3 are 180, 320 and 100 respectively. For the purposes of this example,
there will be no contracting, and no capacities on the generators. To keep this example simple, we
will assume that the fringes are infinite, and therefore it is not possible for them to hit a bound

when a generator deviates.

q1 q2 q3
l | fi2] < K2 l | fas] < Kas l
. N .
1 > \?/ > 3
180 320 100

Figure 11.1: Three-node radial network.

In order to find the conditions guaranteeing the existence of an unconstrained equilibrium, we must

first compute the unconstrained equilibrium for this example. This can be found from the solution
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to the LCP given in section 11.1.1, yielding:

¢ =q¢¥ =¢¥ =150, 7V =7xY=xY =50, I =20,

2V =a2f =2 =50, pY =pf =py =7500, fI = —100.

For this to be a true equilibrium, we must first ensure that the candidate equilibrium is consistent.

For this the conditions are

=
[\v]
v

20,

Koy > 100.

Now we will consider possible deviations; generator 1 has two possible KKT regimes to deviate

within:

o M= {1}7 Bf = {12}7 D, = {1}

Ko

v

180 — 2v/7500

6.795.

Q

o No={1,2}, By = {23}, Dy = {1,2}:

Koz > 1804 320 — 150 — 2/7500 x 2

~ 105.051.
Generator 2 has three possible decompositions to deviate within:
o No={1,2}, By = {23}, Dy = {1,2}:

Kss > 180+ 320 — 150 — 2v/7500 x 2

~ 105.051.
o N3 =1{2,3}, Bf = {12}, D3 = {2,3}:

K2 > 320+ 100 — 150 — 2v/7500 x 2

~ 25.051.
L N4 = {2}7 B+ = {12723}a Dy = {2}

Ky + K3 > 320 — 27500

146.795.

Q
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Lastly, generator 3 has two possible decompositions to deviate within:
o N3 ={2,3}, Bf = {12}, D3 = {2,3}:

Kis > 320+ 100 — 150 — 2+/7500 x 2

25.051.

Q

o N5 = {3}, B ={23}, D5 = {3}:

Ko > 100 —2v7500

—173.205.

Q

Together these conditions yield the following set of capacities,

Kis

(Y

25.05,

Koz > 105.05,

K12 + K23 Z 14680,

which ensure the validity of the unconstrained candidate equilibrium; this competitive capacity set

is given by the unshaded region in figure 11.2.
Kas

150

100

50

0 50 100 150 Ko

Figure 11.2: Example 11.19 — competitive capacity set (unshaded).
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Example 11.20. Now we will consider a two-node example with constant marginal cost and con-
tracting; this network is shown in figure 11.3. The properties of the demand and generators are

given below.

Generator 1 has a cost function is given by C1(q) = 10q and a capacity, Vi = 500. Generator 1
has a contract for differences for ¢¢ = 200 at node 1. Generator 2 has a cost function is given by
Cs(q) = 30q and a capacity, Vo = 160. The demand at node 1 is di = 400, and the demand at
node 2 is da = 500. The fringe supply functions at the nodes are S1(p) = Sa(p) = p.

q1 q2

l | f12] < K1z l
—"

400 500

Figure 11.3: Two-node linear network.

We must first compute the unconstrained equilibrium for this example. This can be found to be:

¢V =460, 7Y =rY =140, 2¥ =2Y =140, £ =100,

¢y =160,  pY = 31800, pY = 17600.

We will now proceed to construct the competitive capacity set. We first must ensure that the

candidate equilibrium is consistent; this gives the following set of constraints:

K2 > 100,
rf > 140,
3y > 140,
ry < 140,
r; < 140.

Now we will find the conditions preventing generator 1 from deviating; to do this we must consider

the conditions associated with generator 1 deviating within all KKT regimes in R :

o Ny = {1}, Bf = {12}, Df =:

Kis > 500 — 10 — 200 — 21/31800 + 10 x 200

Q

—77.696.
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Chapter 11. Unconstrained equilibria over radial networks

o No= {1}, Bf = {12}, D} = {1}:

Ky +28 > 500 - 200

= 300.

o N3={1,2}, Bf =0, D = {1}

i > 900 — 160 — 10 — 200 — 2v/31800 + 10 x 200

162.304.

Q

o Ny={1,2}, Bf =0, Df ={2}:

xg > 900 — 160 — 10 — 200 — 21/31800 + 10 x 200

162.304.

Q

o N5 ={1,2}, Bf =0, D = {1,2}:
o 428 > 900 — 160 — 200

= 540.

and for generator 2 these are

o No = {2}, By = {12}, D =0

Ky, > 400 — 30 — 217600

104.670.

Q

o N7 =1{2}, By = {12}, DI = {2}:
Ko + 23 > 400.

o Ny ={1,2}, Bf =0, D§ = {1}:

+

T 900 — 460 — 30 — 2v/17600

Y

144.670.

Q

o Ny =1{1,2}, Bf =0, D = {2}:

r3 > 900 — 460 — 30 — 2v/17600

144.670.

Q
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i NlO = {172}7 BTO :(2)7 ,sz) = {1a2}
o +23 > 900 — 460

= 440.

To plot the region representing the competitive capacity set, it is convenient to set ¥ = oo and
examine the two-dimensional region formed from xf and Ki2. The competitive capacity set is

shown by the unshaded region in figure 11.4.
+

Ly

300

200

100

0 100 200 300 Ko

Figure 11.4: Example 11.20 — competitive capacity set (unshaded).

Note that some of these conditions prevent a generator from becoming net pivotal. For example,
the constraint: Kj5 + zf > 300 is preventing generator 1 from being in a position whereby it
could withhold to some quantity above its contracted load and receive an infinite price. This is

equivalent to being able to unilaterally set the price due to a lack of competition.
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Chapter 12

Unconstrained equilibrium:

extensions

In this chapter we consider the effects of relaxing some of the assumptions of the previous chapter.
First, we will discuss how the competitive capacity set may change if generators can have CFDs at
multiple nodes, and present an example. We will then examine how the nature of the competitive
capacity set is affected once the assumption that each generator is owned by a separate firm is

relaxed.

12.1 Contracts for differences at multiple nodes

We will now consider the implications of having contracted load at multiple nodes. Clearly, the
location of the contracted load has no effect on the unconstrained candidate equilibrium, since the
prices, across all nodes, are the same. However, the conditions ensuring that the unconstrained
equilibrium is valid may be affected. In this section, we will first prove that so long as qf]] > qg, Vg €
G, the conditions derived in section 11.2.1 are still necessary for the validity of the unconstrained
candidate equilibrium, ¢V. Following this we will present an example demonstrating that those

conditions are indeed necessary, but are not sufficient.

The following theorem states that when generators generate more than their contracted quantities
at equilibrium, the conditions from section 11.2.1 are necessary to ensure that no generator has

incentive to deviate.
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Theorem 12.1. Suppose that at an unconstrained candidate equilibrium, qg > ien qgci, Vg € G.
Now consider the conditions given by (11.32); these conditions are necessary for q_g to be a bona

fide equilibrium.

Proof. If all of the contracted load for each of the generators were located at its own node then,
from theorem 11.16, we know that the conditions given by (11.32) are both necessary and sufficient
for the unconstrained candidate equilibrium to be valid. This means that not only is the candidate

equilibrium consistent, but there is also no incentive for any generator to deviate.

Now suppose that generators have contracts for differences at multiple nodes (the total contract
level is fixed). First note that the location of the CFDs does not affect the candidate equilibrium,
since there is no congestion and the prices at all nodes are the same; hence the conditions ensuring

that the candidate equilibrium is consistent are unchanged.

In what follows we will prove that if there is incentive for a generator to deviate when its CFDs
are aggregated at that generator’s own node, then there will still be incentive to deviate when the

CFDs are based at other nodes.

Suppose that, when all contracted load is at node n, there is incentive for generator g at node n
to deviate to some KKT regime r by injecting g;. This can be written as:
py(ay) = aym, — Colay) — > a5imn > pY.
iEN
We know from lemmas 11.1 and 11.4 that ¢; € (qgc,qg); moreover, from lemma 7.1 and the
proof of lemma 5.8, we know that as a generator at node n withholds, the price at all nodes are
non-decreasing and

T > i, Vi €N,

Therefore with CFDs at multiple nodes, the profit made by generator g, when injecting gy, is at

least pg(q;) and potentially exceeds it. Hence there is incentive to deviate from the equilibrium. [

We will now demonstrate the result of the above theorem by way of an example over a two-node

linear network.

Example 12.2. Consider a two-node linear network with a strategic generator and competitive
fringe at each node. We set ¢&; = ¢'01 and ¢ = ¢ (1 —01), ¢§1 = q5'02 and ¢S = q5 (1 — 0s),
where 01 and 02 are between 0 and 1. Fach strategic generator can have contracted load at both

nodes, satisfying the condition that,
q¥ +q§ < di + do. (12.1)
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Chapter 12. Unconstrained equilibrium: extensions

Unconstrained equilibrium

First we can solve for the unconstrained candidate equilibrium (corresponding to the KKT regime
with no congestion). Here the location of the contracted load is not important because the prices

are the same at both nodes. Assuming no costs, the profit functions for the generators are

dy+de —q1—q
U _ _c 1 2—q1— Q2
Py (@1 q1)< P ,
dy+de —q1—¢q
U _c 1 2—q1— Q2
P2 ((I2 Q2)< a1 + as .

From these profit functions we can explicitly calculate the candidate equilibrium generation quan-

tities to be:

1
o = 3(di+do+27 —q5),

1
a5 g(d1+d2—qf+2q20).

From equation (12.1) we can see that

o > qf,
@ > 5.

This equilibrium has a price of

U:d1+d2_Q1C_QQC
3(a1+a2) ’

which yields profits of

U (d1+d2—qg_qg)2
P1 =

9(a1+a2) ’

2

= (At de —af —df)
2 9(a1+a2) ’

If we were to assume that all contracted load for each generator were located at that generator’s
node (61 = 6 = 1) then the conditions given in section 11.2.1 are necessary and sufficient for the

candidate equilibrium to be a bona fide equilibrium. For this problem these conditions simplify to:

Kig > dy — ¢ —24/p¥ay,

Kis > dy — q§ —24/pYas.

By substituting the above equilibrium profits, these become:

2 a
K122d1—q10—§(d1+d2—Q1C—QQC) a1+1a27

2 a
K122d2—qg—§(d1+d2—qg—qg) ﬁQCLQ.
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An interesting question is how does the total contracted load affect the minimum line capacity
supporting the candidate equilibrium. It is clear from the above inequalities that the more highly
contracted a generator is the smaller the minimum line capacity to prevent that generator deviating
becomes (that is they have less incentive to withhold).! However, the capacity required to ensure
that the other generator has no incentive to deviate increases. We now examine a specific example

with d; =2, ds = 1, a1 = 2, as = 1 and ¢§ = 0; here the constraints become:

2
C ].
Ki2>1-2(3-¢qf) 3

Of course, to ensure the equilibrium is consistent we also require: Ko > | fl%| These conditions

Kip>2—qf —

wWlihy Wi

are plotted at functions of ¢’ in figure 12.1 below.

Ko

— Ki

0.4 — K}

U

— | /3
0.3
0.2
0.1
0

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 ¢f

Figure 12.1: Effect of contracting level on line capacity.

Note that if 81 or A5 were less than 1 then these conditions would be necessary, but not sufficient.
This means that the capacity on the line must at least satisfy these conditions for the unconstrained

equilibrium to be supported.

We can, however, find the necessary conditions for this example, by considering the price at nodes
outside N;.; this is straightforward for a two-node example. The profit function for generator 1,

deviating by congesting the line towards node 1, which we will refer to as regime r; is given by

pY= o —anm - gy
(@ —4f)) (di — Ko — 1) B a5 (d2 + K12 — ¢Y)
a1 a2

1Allaz and Vila in [3] demonstrate a related concept whereby Cournot agents with forward contracts increase

their output at equilibrium.
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We can solve for the maximum profit from the first order condition:

opt
apil =0
q1 ¢l =gt
dy — Kys — 241" + (5,
= 1 12 q +a1 -0
a1
71 % ]- C
= q :§(d1*K12+q11),
giving
2
o = (d1 — Ko — qlcl) B 7 (dg + Ky — qg)
1 = .

4a1 as

The condition on the line capacity to ensure that generator 1 has no incentive to deviate becomes

c a1 _c a® o2 a1 o c U U
Kz > (di — qfy) + 2@%2 -2 722%2 + ;2412 (di +do — g — ¢5) + ar1p¥,

and similarly for generator 2:

c a2 ¢ az® o2 a2 . C U U
Ky > (d2 — q55) + 2(71(121 -2 aTQQm + aTqu (di +dy — 55 — q¥) + azp§.

These inequalities are sufficient to ensure that no player has incentive to deviate from the candidate
equilibrium, given above. From the derivation of these conditions it is clear that if load is contracted
at a node at which the generator is not located, then they have more incentive to congest lines
towards nodes where they have generation (by withholding). This is because the price they must
pay to serve the load at the other node is less than the price they are paid for the electricity that

they produce.

We can illustrate this effect by repeating the plot in figure 12.1 for the extreme values of 6.

Kz — =00
— 0 =1.
0.4 ! 0
— K7,

0.3 |12

0.2

0.1

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 ¢

Figure 12.2: Effect of contracting location on line capacity.

Figure 12.2 demonstrates that by assuming that all contracted load is located at the node of the

generator we underestimate the required size of the line. Under this assumption, for a contracted
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load of ¢f = 0.5, a line capacity of K12 = 0.1392 would be sufficient to ensure that no player would
deviate from the single-node equilibrium. However, if in fact 6; = 0, all the contracted load would
be located at node 2, and the true minimum line capacity required is K2 = 0.1897. As the flow
on the line at the equilibrium is f12 = —0.1111, the fat needing to be built into the line to prevent
a generator begin able to exploit his position in the grid varies from 0.028 to 0.079. This increase
amounts to approximately 2.6% of the total load, and it is solely attributed to the location of the

contracted load of generator 1.

12.2 Ownership of multiple generation units

So far we have assumed that all generators are individual profit maximizers, acting solely in their
own interests. We will now examine the effect of allowing firms to own a number of generators
located at different nodes around the grid. Here we are particularly interested in how this affects

the nature of the set of capacities ensuring that the unconstrained candidate equilibrium is valid.

We will prove a theorem that states that, in certain circumstances, the conditions given in (11.32)
are necessary (although not sufficient) for an unconstrained equilibrium to exist, even when firms

own multiple generators.

Theorem 12.3. Suppose we have a consistent candidate equilibrium corresponding to the uncon-
strained KKT regime, U. If qg > qg’;7 Vg € G;, Vi € N then the conditions of (11.32) are necessary
to ensure there is no incentive to deviate from the candidate equilibrium, even if firms own multiple

generators.

Proof. Consider an unconstrained candidate equilibrium satisfying the condition of the theorem:
af > ¢S, VgeGi, VieN.

Note that each of the inequalities in (11.32) corresponds to one generator withholding to increase
their payoff. Moreover, from lemmas 5.6 and 7.1 we know that, for a radial network, as a generator

withholds, the price at all nodes must be non-decreasing.

Now suppose that the line capacities or fringe bounds were such that some constraint in (11.32)
were not satisfied. This would imply there is incentive for one generator to withhold to increase
its payoff. Consider a situation where a firm owns that generator and also some other generators;
from above it is clear that by leaving the generation level of its other generators fixed it would

achieve at least as high a profit from deviating, meaning that the incentive for it deviate is still
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valid. Hence, when firms own multiple generation units, the incentive conditions given by equation

(11.32) are still necessary (although not sufficient) for the unconstrained equilibrium to exist. O

In this section we will compute the necessary and sufficient conditions ensuring that an uncon-
strained equilibrium exists when firms own multiple plants. However, we will first provide a simple
example demonstrating how to compute the optimal profit for a firm owning generators at multiple

nodes.

Example 12.4. Here we examine the incentives of a single strategic firm, who owns a plant at
each node in a two-node network, to congest a transmission line. For simplicity we set the marginal
costs of both plants to 0. The injections of the firm are q11 and qi12 for the plants at nodes 1 and

2 respectively; this network is shown in figure 12.8 below.

qi1 q12
l <K |

a1m = T1 —>@ » @<—x2 = Q9o

! |

dy do

Figure 12.3: Monopolist firm owning plants at both nodes.

The dispatch problem for this situation is

s.t. T —f:dl —dq11 [71'1]
Ty + f=dy—qa [mo]
fI <K (', 7]

This problem is convex, and hence it is equivalent to the following KKT system:

r1—f = di—qn
xo+f = do—qi2
1 —aim = 0
To —agmy = 0
m—mtn —n® = 0
0O<K—f L nt>0
0<K+f L >0
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Since we only have one firm, we just need to consider a single profit maximization problem

max q1171 + q1272

st. aym — f=di —qn
asm + f=d2 — qi2
T =m0t =0 =0
0<KK—-—fLlnt>0
0<SK+fLn*>0

This maximization problem has a non-convex feasible region, so we need to solve it parametrically.
As with the examples in chapter 10, to do this we will enumerate the different line congestion

cases, giving three possible congestion regimes:

(a) line not congested,

(b) line congested from node 1 to node 2,

(¢) line congested from node 2 to node 1.

Each of these regimes can be written as its own maximization problem. For regime (a) we have

max ¢1171 + q12m2

st. aim — f=di —qu
azme + [ =da — q12

7T1—7T2:0.

For this to be consistent, we require |f| < K. Solving this problem gives

1
qi1 +q2 = 2 (dv +d2),
P (dr + d)*
! 4 (a1 + a2> ’
ay (di + da)
= — d —_—,
f Q11 1+ 2 (ar + a2)
ai (dl + dg)

K > —dy +
Z  |qn 1 2 (a1 + a»)
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For regime (b) we have

max

S.t.

Chapter 12. Unconstrained equilibrium: extensions

q1171 + Q1272

arm — K =di — qn
azmy + K = dy — qi2

71'1—71'2—1—171:0.

For this to be consistent we require n' > 02. Solving this problem gives

qu =

qiz2 =

P11 =

T o=

Ty =

K <

For regime (c) we have

max

s.t.

For this to be consistent, we require n?

g1 =
qi2 =
P =
1 =
Ty =

K

IN

1
—(di+ K
2(1+ )7

s~ K),
(d + K)? L (da— K)?
4aq daq

di+ K
2aq

dy — K
2a9

aids — azdy
a1 + as

3

q1171 + 1272

aim + K =di —qn
asmy — K =day — q12
T — Ty — 12 =0.
> 0. Solving this problem gives

1
—(dy — K
2(1 )7

% (d2 + K),
(h~K) | (da+ K’
4aq 4aq

d — K
2&1

do + K
2(12

a2d1 — a1d2
a; +az

)

Note that under all regimes the total generation of the monopolist firm is the same:

q11

2That is, w2 > 71, which ensures that the optimally conditions of the dispatch problem are satisfied.

1
+Q12=§(d1+d2);
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all that changes is the proportion that each plant generates. Now examine the profit of regime (b)

as a function of K:

_ (di+K) L (da— K)’
1 4aq 4as
di? +2d1 K + K?  dy? — 2dy K + K2
= +
4aq das
1 1 diy d di? dy?
= <+)K2+2<12)K+<1+2> (12.3)
ai as a1 as ay ag

We can clearly see that equation (12.3) is a convex quadratic function of K. This function is
minimized at
aq d2 — Clgdl

ai + a2

K =

which gives a profit of
(da + dp)*
4 (&1 + az) '

1=

Note that the profit from regime (b) is minimized at the boundary of its feasible region given by
inequality (12.2), and at this point the profit is equal to that of regime (a). Hence, it follows from
the convexity of the profit function of regime (b) that so long as it is possible to constrain the line
by playing a local monopolist strategy at each node, doing so will yield a higher profit than playing
a strategy that does not constrain the line.® The same is true for regime (c) by symmetry. A plot
of the profit functions of regime (a) and (b) are shown in figure 12.4, for the case where d; = 1,

d2:2anda1:a2:1.

P1

1.2

1.1

1.0 _
0 01 02 03 04 05 06 07 08 09 K

Figure 12.4: Monopoly profit as a function of K.

In this next example we will consider this result in the context of a Cournot game.

Example 12.5. Once again consider a two node network, this time with two strategic firms; firm

3In the presence of retail loads at either node or the ownership of an FTR, this result may change.
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1 owns a plant at both node 1 and node 2, while firm 2 owns a single plant, located at node 2. The

fringe slopes at the nodes are both equal to 1. This situation is shown in figure 12.5, below.
q11 q12 a2
l <K

151—)@ - @(—.’EQ

! |

dy d>

Figure 12.5: Two-node network, firm 1 owning 2 plants.

For the purposes of this example, the three plants have the following marginal costs:
c11 =0, c2=¢€ c2=0,

where € is some small positive value.

This yields the unconstrained candidate equilibrium:
v _ 1 U v_ 1
m =3 (di +d2), a12=0, ¢ = 3 (di + d2),

with prices:

1
{]:Wg:6(d1+d2)-
The unconstrained equilibrium therefore gives a profit for firm 1 of
oy = =S (di + do)?
BT '

For this unconstrained candidate equilibrium to be consistent, we require that capacity of the line

is large enough to support the equilibrium flow, this gives the inequality

K> ‘;(dl_d2)

Let us initially assume that firm 1 had no plant at node 2. From inequality (11.32), we could
calculate that in order for firm 1 to have no incentive to deviate from the equilibrium, we would

require that

I
&
RS
|
=
S
_l’_
o
L&}
S~—

However, since firm 1 has a generator at node 2 (and there are no CFDs) we know from theorem

12.3 that the line capacity above is necessary but not sufficient to ensure there is no incentive for
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firm 1 to deviate. In the previous example, we examined the conditions under which a firm would
have incentive to congest a line; the same results apply to this example, except that the demand at
node 2 must be adjusted by firm 2’s unconstrained equilibrium quantity. This gives the following

inequality

1
K > Lo (b))
1

If we compare these two conditions, we can see that when the firm has a second plant the line size

ensuring that firm 1 has no incentive to deviate from the unconstrained equilibrium increases by

V2-1
3

(di +da).

This is because, when the line is congested (from node 2 to node 1), firm 1’s plant at node 2 is
able to increase its generation level without affecting the price at node 1, thus increasing the firm’s

profit.

This example is quite important as it reinforces the result of theorem 12.3. If a firm has multiple
generators located at different nodes in the grid they will likely require larger lines to ensure they

have no incentive to cause congestion in the network.

In the final example of this section, we examine the multiple ownership paradigm over a three-node

network and derive the corresponding deviation set for a particular firm.

Example 12.6. Suppose that we have a three-node linear network, with three generators; firm 1
has a plant at nodes 1 and 3, whereas firms 2 and 8 each have one generator located at nodes 2 and
8 respectively, as shown in figure 12.6. All the plants have zero marginal costs except firm 1’s plant
at node 3, which has a positive marginal cost, . Here we are interested in the set of line capacities

such that firm 1 has no incentive to deviate from the unconstrained candidate equilibrium.

q11 q2 T2 q12 a3
| f12] < Ka3 \ / | f23] < Ko \ /
.’131—»@ > @ > @<—$3
dll d2 dlg

Figure 12.6: Three-node network, firm 1 owning 2 plants.

First, we will calculate the unconstrained equilibrium for this problem. Since the marginal cost of

firm 1’s plant at node 1 is slightly less than the marginal cost of its plant at node 3, the injection
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quantities at the candidate equilibrium can be found to be

di +ds +ds
§:f7 iy =0,

A =g =q
and the price at all nodes is given by

U dy +do + d3

o 4(a1 +as + a3>.
This gives profits to all players of

v (dy +do+d3)?

U — A
3 16(@1 +a2 +(L3).

pl =py =p

Now let us consider a specific example with the following parameters: a; = as = a3 = 1 and
dy = dy = d3 = 5. The unconstrained equilibrium from this example is ¢¥; = ¢¢ = ¢¥ = 3.75 and
q% =0, giving 7¥ = 1.25. The profits of each of the generators can be found to be 4.6875. We
can also calculate the flow on the lines at the equilibrium: f% = fi = 0. For this example, we are
interested in determining the set of { K12, K23} such that firm 1 has no incentive to deviate from
the single-node equilibrium. To do this, we must consider all the ways that firm 1 can deviate from
the equilibrium, these are defined by the KKT regimes given in chapter 4. For each regime we can

compute the set of capacities such that there is feasible incentive to deviate to that regime.
(1) By =0, By = {12},
(2) B =0, B, ={12,23},
(3) By =0, By ={23},

(4) By ={12}, B; = {23}.
These regimes are depicted in figure 12.7.
O O——@O——0
® O——00——0
® O—@———0
6 O——0—0

Figure 12.7: KKT regimes.

For each of these possible deviation regimes, we must compute the incentive and compatibility

conditions, the complement of the union of these sets gives the non-deviation set for firm 1.
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If we set K15 = 2, we can find the maximum profit firm 1 can make as a function of Ks3. This
profit is shown in figure 12.8. When K3 is less than 1.25, there is incentive for firm 1 to withhold
at node 1 and inject at node 3 to deviate to KKT regime (3) as shown by the blue curve in figure
12.8. For K533 between 1.25 and 1.932, there is no incentive to deviate from the equilibrium, since
K3 is too large for the firm’s node 1 generator to profit by withholding, and yet too small for
its node 3 generator to recover the forgone profits by injecting more. For Ka3 between 1.932 and
2.125, firm 1 has incentive to deviate to the boundary of KKT regimes (1) and (2) and finally for
any Koz greater than 2.125, the optimal deviation strategy is to withhold at node 1 and inject
more power at node 3 causing KKT regime (1).

P1

5.2

5.0

4.8

4.6

0 0.5 1.0 1.5 2.0 2.5 Koz

Figure 12.8: Maximum profit from deviating when Kjo = 2 as a function of Koa3.

In figure 12.9 below, for each KKT regime, we draw the regions of capacities for which firm 1
would have incentive to deviate. For any pair { K12, Ka3} in one of these regions, there is (feasible)
incentive for firm 1 to deviate from the unconstrained candidate equilibrium. In figure 12.10 we
take the union of these sets to give the deviation set for firm 1. Recall that in the single ownership
situation we are guaranteed that the competitive capacity set is convex. However, with multiple
ownership, this convexity is no longer assured; in fact, it is possible that increasing the size of a
line may create an incentive to congest a line that was previously unconstrained at equilibrium,

even in a linear network.
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Chapter 12. Unconstrained equilibrium: extensions
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Figure 12.9: Deviation sets for firm 1 for various of KKT regimes.
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Figure 12.10: Deviation set for firm 1.

158



Chapter 13

Mixed strategy equilibria

In the previous chapters we have derived conditions on the line capacities of a network and fringe
bounds guaranteeing the existence of various pure strategy equilibria. This has shown that for
certain line capacities there may not exist any pure strategy equilibria. In this chapter we will
discuss the potential for existence of mixed strategy equilibria. A mixed strategy can consist of a
set of pure strategies each with some corresponding probability (these could be discrete strategies
or a continuum of strategies). In a mixed strategy equilibrium each player is indifferent between
all strategies over which it mixes, and these strategies must be globally optimal, as discussed by

Stoft in [90].

Here we investigate the existence of these equilibria over a network consisting of two nodes joined
by a single line. We will first examine the existence of mixed strategy equilibria in an asymmet-
ric context, and then show how the nature of the equilibrium is different when the situation is

symmetric.

13.1 Asymmetric mixed strategy equilibria

We will first consider mixed strategy equilibria in an asymmetric two-node setting; this network is

shown in figure 13.1.

We assume that at each node there is an unconstrained fringe offering supply functions of the form
Si(p) = a;p. We will analyze a family of mixed strategy equilibria in this setting and derive the
conditions for which it is a valid equilibrium to the game. The mixed strategy equilibria that we

will consider here consist of one generator playing a pure strategy, and the other other mixing
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Figure 13.1: Two-node network.

over two strategies. In most discrete games, a mixed strategy equilibrium of this type is unlikely,
as it relies on one player having multiple (non-unique) maximizers in response to another player’s

decision. Here, however, as we are dealing with continuous decision spaces, this situation can

occur.

We will consider mixed strategy equilibria of the following types:

(A) Generator 2 chooses a quantity so that generator 1 is indifferent between withholding to

congest the line and not congesting the line.

(B) Generator 1 chooses a quantity so that generator 2 is indifferent between withholding to

congest the line and not congesting the line.

Without loss of generality, we will analyse equilibrium type (A). The condition such that generator
1 is indifferent between congesting the line and not, is found from the following profit maximization

problem:

max (@q17q

st. qtam-—f=d
Q@2+ azme + f =do (13.1)
mo—me+m —1n2=0
0<K—-fLnm=>0
O0<K+fLn>0.

First assuming the line does not congest, we can solve the above problem. This gives a profit of

g 1 dy+dy — g2 \°
! a1 + ao 2 ’

and then assuming that the line congests towards node 1 gives an optimal profit of

p_ 1 (d—-K 2
pl ay 2 :
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Chapter 13. Mixed strategy equilibria

We now solve for the value of g2, namely ¢, which makes these actions equally profitable

A _ B
P1 |CI2:!?2 =P

N fay +
= QQ:d1+d2—(d1—K) %; (13.2)
1

this is the pure strategy of generator 2. From this, we can compute the strategies of generator 1,

for which it is indifferent; these are

1 a1+ a
@' = (K)o (13.3)
aj
1
@& = 5 (i — K). (13.4)

Now presume that generator 1 injects ¢! with probability # and ¢ with probability 1 — 6. The

problem of maximizing generator 2’s ezpected profit can be formulated as the following MPEC:

max qo (073" + (1 — 0) n¥)

st. ¢ +amf - fA=d;
g2 + aoms + fA =dy
¢ +any - [P =d

+aond + [P =d
q2 275 f 2 (13.5)

=t =gt =0

= mg af —nd =0

0<K—f*Lnt>0

0<SK+fALngd>0

0<K—-fB1nP>0

0< K+ fB1Lnf>o0.
For the equilibrium of type (A) to exist it is necessary that the optimal solution to the above
problem yields 7{* = 75!, 78 > 78, fF = —K and |fA} < K. To derive the conditions on the
parameters yielding this result, we must first determine the value of the mixing generator, . So

long as the line congests appropriately, we can compute the expected profit of generator 2 to be

dy +ds — gt — do + K —
1+a2 —qi (J2X9+ 2 + q2
ai + ag a2

pa(an) =z x <(1-9)).

the unique maximizer of py can be found from the first order condition, as follows

Opa|
9g2 92=0q}
21 (da + K) (1= 0) + 202 (dy + K) + az (dy — K) (2= /222 ) g
= ¢ = :

4((11 (1 — 9) +a2)
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Now we must compute the value of § which yields ¢5 = g2, in other words, we find the mixing
probability which ensures that generator 2 injects a quantity such that generator 1 is indifferent
between congesting the line towards node 1 and not congesting the line. The mixing probability

can be found as follows:

&lo—g- = G2

2(a1+a2) (a1(2d1+d2—K)—2(d1—K) al(al—i—ag))

ar (a2 (2 \[9E2) (d) — K) = 4.(dy — K) /on (a1 + a2) +2a1 (21 +dp — K))

Since 6 is a probability, we have that

= 0" =

0<H<1.

This condition is necessary for the mixed strategy to be feasible. Now we must determine the

conditions which ensure that:

(i) playing the strategies, ¢i', ¢¥ and ¢} congest the line as assumed, and

(ii) the strategies for both players are globally optimal.

The conditions described in (i) ensure that when generator 1 injects ¢i* and generator 2 injects g}

the line is unconstrained; this condition is given by

(a1—|—a2)d1 — (a1+%a2) (d1 —K),/%

a1 + ag

(13.6)

The conditions (i) also ensure that when generator 1 injects ¢ and generator 2 injects ¢ the line

is constrained towards node 1; from (13.1) this can be shown to be

K < d,. (13.7)

The conditions described in (ii) are needed to ensure that generator 1’s injections are globally
optimal. Suppose the conditions (i) are satisfied then generator 1 is ¢{* and ¢ are both locally
optimal strategies (with the same profit). These must also be globally optimal strategies, since
congesting the line away would require generator to inject more than ¢'; this will not yield a better
profit since (from section 5.3 and lemma 7.1) we know that the residual demand curve is concave

for ¢; > ¢{'; hence no additional conditions are required to ensure this.

Now we must consider generator 2. Generator 2 is solving the MPEC in (13.5), given ¢{', ¢ and
the mixing probability. To determine the conditions such that ¢35 is the globally optimal solution
to this problem we need to consider different line congestion regime. It can be shown that we only

need to consider the following four cases:
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Chapter 13. Mixed strategy equilibria

Dl: fA=K, fB =K, n{! <nf, 7P > B,
D2: fA=K, ff =K, nf* <ng, 7P =P,
D3: fA=K, [fP| <K, <nd, 7P =75,
D4: fA=K, fB=K, o <7, nP <xb.

Assuming the conditions (i) are satisfied, for each of these cases we can determine the conditions

ensuring that the maximum profit is lower than the profit given by ¢3.

As an illustration of this procedure, consider case D1. In this case the profit function becomes

do — K — d K-
P2Dl=Q2><<2 LY q2><(1—9)>,
a2 a2

the unique maximizer of pP! is given by

Op2

=0
02

qa=q3*

1

If order for generator 2 to have incentive to deviate to this congestion regime we require that the
profit from deviation is greater than the profit from not deviating (incentive condition), and that

the deviation leads to lines congesting as specified. The incentive condition is given by

PPt (@5") < pa2(g3),

and the feasibility conditions are

_ _ D1 _ LA
ol K-a d+K-g
ag a1
di—K—qf  do+ K —¢P!
7723: 1 a 2+ d2 > 0.
ay ay

This methodology can be used for each possible congestion regime to determine the set of conditions

where generator 2 has no incentive to deviate from the equilibrium.

For the case where a; = as, we will show the conditions which ensure the existence of the mixed
strategy equilibrium (A) diagrammatically. To make this diagram general, we will make the fol-

lowing substitutions:
_dy 5 K
Cdy+dy’ Cdy +dy

The conditions for 6 being between 0 and 1 and condition (i) are given by the unshaded regions of

«

figure 13.2. Furthermore, conditions ensuring there is no incentive to deviate to each congestion

regime (D1 — D4) are given by the unshaded regions in figure 13.3.
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Figure 13.2: Conditions on 6 (left) and condition (i) (right).

Putting all these conditions together gives the set of pairs (a, 8) (which are proxies for the line
capacity and relative amounts of demand at each node) that support the mixed strategy equilibrium
of type (A), defined at the beginning of the chapter; this set is given by the unshaded region in
figure 13.4.

Now we will plot the regions supporting various pure- and mixed strategy equilibria. The different
types of equilibria shown in figure 13.5 are the unconstrained equilibrium (blue), an equilibrium
with the line congested from node 1 to node 2 (red, a < 0.5), an equilibrium with the line
congested from node 2 to node 1 (red, o > 0.5), the mixed strategy equilibrium outlined above
(green, a > 0.5) and its reverse with generator 2 indifferent between congesting the line and not

(green, a < 0.5).
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5 D1 B D2
0.04 0.04
0.03 0.03
0.02 0.02
0.01 0.01

%.50 052 054 056 058 a %.50 052 0.54 056 058 a
B D3 B D4
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0.03 0.03
0.02 0.02
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Figure 13.3: No incentive to deviate (unshaded regions).
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Figure 13.4: Existence of equilibrium of type (A) (given by the unshaded region).
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Figure 13.5: Various equilibria.
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Chapter 13. Mixed strategy equilibria

Example 13.1. Now consider an example of this type of mized strategy equilibrium. Here we will

setdy =2,da=1,a; =1 and as = 1. We will consider this situation over a range of K.

First we must find the range of K for which this equilibrium is valid. We can see that the mixing

ratio, shown in figure 13.6 (i), is only valid (between 0 and 1) over the following range of K:
0.359246 < K < 0.585786, . (13.8)

We also require that conditions (i) and (ii) be satisfied. From inequalities (13.6) and (13.7),

condition (i) can be shown to be satisfied over following range of K:
34-24V2< K <2.

Furthermore, from figure 13.5 with an « value of % we see that condition (ii) is always satisfied so

long as the mixing ratio is between 0 and 1.

Since we require all conditions to be satisfied, the range of K such that this equilibrium is valid
is found from the intersection of these ranges. Hence the range of K such that this equilibrium is

valid given by (13.8).

Note that here, at the boundary of the supported values of K, both players are playing a pure
strategy, as the value of 0 is either 0 or 1. As K leaves the feasible range of the mixed strategy

equilibrium, a pure strategy equilibrium persists. This is shown in figure 13.6.

0.8

0.6

0.4

0.2

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 K

Figure 13.6: Mixing probability, 6, as a function of line capacity, K.

Now we compute the injection quantities ¢{', ¢ and ¢; as a function of K. From equations (13.2),
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(13.3) and (13.4) these are:

V2

Qf = 7(2—](),
1

B — Z(@2-K

ql 2( )7

@ = 2-V2(1-K),

these injections as functions of K are shown in figure 13.7.
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Figure 13.7: Injection quantities as a function of line capacity, K.

The expected nodal prices as a function of K, for the pure and mixed strategy equilibria are shown

in figure 13.8. In this section, we have shown that when the demand and fringes are sufficiently

Elr]
— E[m]
1.0 —— Em)]
0.8
0.6
0.4

0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 K

Figure 13.8: Expected prices as a function of line capacity, K.

asymmetric, that there exist mixed strategy equilibria where one generator has a pure strategy and
another is mixing over two discrete strategies; in chapter 16 we derive mixed strategy equilibria
of this type in the context of carbon charges. In the next section we will analyse a symmetric

scenario.
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Chapter 13. Mixed strategy equilibria

13.2 Symmetric Case

From figure 13.4 in the previous section, we can see that when the demand and fringes are identical
at both nodes, there is no mixed strategy equilibrium where one generator chooses a pure strategy
and the other mixes over two strategies. Instead, in this situation, we will seek a symmetric mixed

strategy equilibrium, as analysed by Stoft in [90].

13.2.1 Computing the equilibria
The simplest symmetric mixed strategy equilibrium has each player mixing over two strategies.
We first find the conditions on line capacities which supports an equilibrium of this type.

In the symmetric case the dispatch problem P(g), given in chapter 5, gives the following price at

node 1 as a function of the injection at each node:

d_K_QIa (J1—Q2§—2Ka
71 (q1,q2) = %(2d—q1 —q), 2K <q —q2 <2K,
d+ K —q, @ —q2 > 2K.

In order for a pair of mixed strategies to be an equilibrium, each player must be indifferent between
the strategies, and each generator’s strategy must maximize its profit function. So for a pair of
strategies, ¢*,¢® for each generator, with ¢* > ¢, we know that when both players play the
same strategy the flow on the line is 0; furthermore, if ¢; = ¢** and ¢o = ¢ the line must congest
toward node 1, otherwise the line will not congest for any pair of injections. This would mean that
the profit function is strictly concave, precluding the existence of a mixed strategy equilibrium.
From the dispatch problem the flow on the line (when unconstrained) is given by f = (¢ — ¢2).

Therefore the above conditions can be written in terms of the line capacity K as follows:

Now suppose generator 2 injects ¢4 with a probability 1 — 6 and ¢¥ with a probability §. The

profit function for generator 1 becomes:

pi (1) = (1 —0)p1 (q1,6") +0p1 (q1,4F) .

So if generator 1 injects ¢{* the profit is

pi (') = 17;9 (¢ (2d — g —@2)) +0 (¢ (d+ K — ¢)), (13.9)
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and if generator 1 injects ¢ the profit is

p(a’) =(1-0) (qlB (d—K—qlB + g (¢f (2d—q7 —qf))» (13.10)

To find the mixed strategy equilibrium, we solve a system of equation which require that both
injection quantities are local maxima, that the profit is identical for both injections, and that the

injections for generator 1 and 2 are the same, therefore we have the following system of equations:

dny ~ 0

dq q=qf*

dp1 _ 0

dq q=qf

pi(a) = pi(a)
o = ¢
o = 4.

The above system of equations can be solved in terms of 8 to give

—2d ((—2 +0) (3420 + 02)2 +(—4+0)0(-3+20+6%)/(2+6— 92))
54 — 1350 + 2462 + 5503 + 196* — 1865 — 66 + 207
20 (0 (=4 - 30+ 6%) + (~3+20+6%) /2 +0—07))

B B
_ B = ( 13.11
@ =% “18 1 330 + 862 — 203 — 564 + 265 (13.11)

d((—4+9) (=3 420 +62) \/(Z+0—07) + 18 — 170 — 503 + 66° —295)
18 — 5160 + 2502 + 1063 + 304 — 76> + 206 ’

For 0 between 0 and 1, solution given above satisfies the conditions that each generator is indifferent
between the two strategies and that both strategies are local maxima, however it is possible that
the strategies are not global maxima. Consider a strategy for generator 1, ¢¢ which congests the

line towards node 1 for both of generator 2’s strategies; the profit for such a strategy would be:

p(ef) = (1-0)(af (d—K—q7))+0(qf (d— K —q7))

= ¢¢(d-K-49). (13.12)

This function is maximized at

d—K
Cx __
q - 2 ’
yielding a profit of
N 1
P1 ((J? ) :Z(d_K)2'

So for the mixed strategy equilibrium, ¢, ¢, 6 to be valid we require:

pi (™) < o1 (a?) = pr (d7).
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This yields the following constraint on K
K > 0.0135123d,

at which point the equilibrium is ¢ = 0.598091, ¢Z = 0.544738, 6 = 0.360250.

For K < 0.0135123d the equilibrium given by (13.11) is not valid; there is in fact a mixed strategy
equilibrium where each generator mixes over three strategies. To compute an equilibrium in this
case, a similar technique to that above can be used, however each generator would have three (or
more) strategies. The mixing probabilities, injections and expected price as a function of K are

shown in figures 13.9, 13.10 and 13.11 respectively.
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Figure 13.9: Mixing probabilities as functions of line capacity, K.
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Figure 13.10: Equilibrium injection quantities as functions of line capacity, K.

Notice that for small values of K the above graphs are not completed. This because as the number of

strategies being mixed over becomes large the problem of finding the equilibrium becomes extremely
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Figure 13.11: Expected price as function of line capacity, K.

difficult to solve analytically. Stoft in [90] and Borenstein et al. in [12], discuss numerical methods
for solving for these mixed strategy equilibria. Moreover, they state that as K — 0 the number
of strategies each generator must mix over approaches infinity. We will not discuss the numerical

methods to compute these mixed strategy equilibria as it is outside the scope of this work.
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Chapter 14

Losses in a Cournot setting

In this chapter, we examine the effect that quadratic losses on lines may have on the outcome of
Cournot games. This has been examined previously by e.g. Borenstein et al. in [12] and Leite da
Silva in [22]. In chapter 6 we showed that, in general, the presence of quadratic losses mean that
the dispatch problem has a non-convex feasible region. This makes the computation of a Cournot
equilibrium difficult, as the optimal dispatch must be embedded in the optimization problem of

each generator.

Due to this potential non-convexity, we will focus on radial networks; here the dispatch problem
can be replaced with a convex equivalent as discussed earlier in chapter 6 and by Palma-Benhke et
al. in [76] (so long as prices are positive). In this chapter, we examine a two-node network, with
linear fringe generation at both nodes for two different approximations of quadratic losses. For
each approximation we investigate the shape of a generator’s revenue function and find that it is

not guaranteed to be quasi-concave.

The lack of quasi-concavity of a generator’s revenue function can cause significant problems, as
this would mean that the KKT conditions of a generators’ profit maximization problem would not
be sufficient to guarantee that a particular strategy is globally optimal [57]. Specifically, we will

show how the solution to the KKT conditions may find only local maxima or even local minima.

In this two-node setting, we also consider how the outcome of Cournot games can be affected by
the presence of line losses, and derive necessary conditions on the parameters of the game which

ensure that there exists a unique pure-strategy Nash equilibrium.
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14.1 Revenue functions

Here we will restrict our attention to a network with only two nodes, connected by a lossy line,
with loss coefficient 7 > 0. We assume that at each node, ¢, there is a competitive fringe, offering a
linear supply function S;(p) = a;p, where a; > 0. Initially, we will investigate the revenue function
of a single strategic generator who injects ¢; at node 1, thus we fix the injections of all other
strategic generators and subtract their injections from the demand at the appropriate node to give

a net demand at node ¢ of d;.

In this section, we will consider the two methods of modelling quadratic losses that were introduced
in chapter 6. First we examine the revenue function of a generator assuming that the losses are
proportional to the square of the average flow on the line. We will compare this to the revenue

function associated with losses being proportional to the sent power.

For each approximation, we are particularly interested in deriving conditions that guarantee that
a generator’s revenue function is quasi-concave (i.e., a function with convex level sets; see for
example [65]). Quasi-concavity is important as it guarantees that any local maximum is the global

maximum, which is a crucial property when considering equilibria.

14.1.1 Loss as function of average flow

We first examine the loss approximation where the loss is computed based on the average flow on

the line. In this situation the dispatch problem is:

R 1,2 1
P(g1) : min Ta 1"+ 55, %2

2

st. oy —f—3rfP=di—q [m]
ﬂ?2+f—%7“f2=d2 [72]

L1, T2 Z 0.

As discussed in chapter 6, this is a non-convex problem because we have equality constrained node
balance constraints with quadratic terms. However, if we allow for free disposal of electricity by
formulating the node balance constraints with inequalities, then we are able to regain convexity.
From theorem 6.1 of chapter 6, we know that the amount of surplus on the constraint will be zero
when nodal prices are positive. Since the strategic generator is a profit maximizer, a negative price
at node 1 is not a possible outcome. Moreover, so long as the flow on the line is between —% and %

(which are the implicit bounds; see figure 6.1), the price at node 2 must also be positive. Therefore
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we will consider the following convex relaxation of the dispatch problem

RP(q1) : min 271;13312 + im?
st. z— f— %rf2 >dy—q1 [m]
xo+ [ —5rf?>dy [T2]

x1, T2 > 0.

Because we now have a convex program, we can replace it by its equivalent KKT formulation

1
0§Q1+$1—f—§7“f2—d1 L 7 >0,

1
0§1‘2+f—§7“f2—d2 1L m >0,
r1 — a1my 1 .1‘120,

T — AT 1 X9 ZO,

—(A+rf)m+QA-rf)m = 0

and when prices are positive, this system simplifies to

1
q1+a17r1—f—§rf2—d1 = 0,
1

a27r2—|—f— §Tf2—d2 = 0,
—(1+7”f)7'r1+(1—7"f)’ﬂ'2 = 0,

Ty, Ty > 0.

In the Cournot game, the generators will each maximize their profits simultaneously, with their
prices being determined by the dispatch problem. To compute the equilibrium to this game,
we will embed the optimality conditions of the dispatch problem into each generator’s revenue

maximization problem. The revenue maximization problem for generator 1 is shown below

max @171

s.t. ql—ﬁ—alm—f—%er—dl:O
agﬂ'g—l—f—%er—dg:O
—(l+rfim+Q—rf)m=0
Ty, > 0.
The above optimization problem for generator 1 is non-convex. Note that, unlike for the dispatch
problem, here it is not possible to relax the problem using inequalities, as the objective function is

maximizing with respect to ¢; and m; (meaning that if the constraints were relaxed the problem
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would become unbounded). Moreover, the third constraint is bilinear and cannot be relaxed.
Therefore the solutions to the KKT conditions of this problem are not guaranteed to be globally
optimal. However, we will proceed to derive the conditions under which there exists only one
stationary point in generator 1’s revenue function when prices are positive. These conditions will
ensure that the revenue function is quasi-concave over the feasible region; and hence guarantee

that a solution to its KKT conditions will be globally optimal.!

Quasi-concave revenue function

Here we will derive the conditions which ensure that a generator injecting at node 1 has a quasi-
concave revenue function. To do this, we first solve RP(g;) analytically for generator 1’s injection
quantity, q;. For any ¢, we can then express ¢; and the nodal prices, m; and ms, as functions of

the optimal flow, f, on the line giving

1—rf « dg—f—i-%?‘f?

= 14.1
m 1+rf as ’ (14.1)
dy — f + Lrf?
Ty = M, and (14.2)
az
1
@ = d +f+§rf2*alﬂ1- (14.3)
To simplify the notation, for much of this section we will make the following substitutions
g = rf,
a2
a = —,
ay
er = rdy, and
€y = ’I“dg.
With these substitutions, the above expressions become
l-g e—g+39°
mo= 9,279739 (14.4)
14+g ajar
es— g+ 2g°
m = 279739 g (14.5)
ajar
e1+ 9+ 39
q1 = 77” — Qa1m]. (146)

INote that although we are deriving conditions for the generator’s revenue function being quasi-concave, if the
generator has some convex cost function, these same conditions will be sufficient to ensure the profit function is

quasi-concave.
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Chapter 14. Losses in a Cournot setting
Hence, we can compute generator 1’s revenue as a function of g:

R = maq

19
— <€1 +9+ 59 a1ﬂ_1> . (14.7)

(14.8)

Since the dispatch problem has constraints which ensure that the nodal prices are positive, these
must continue to be enforced. In the following lemma we define the domain over which both nodal

prices are positive.

Lemma 14.1. Consider the expressions for m and ma given by equations (14.4) and (14.5). We
will denote the set over which both m and wo are positive by S. Where S is defined as the following

Cartesian product:

S=ge(-1,1)xex € (g— 397, 00).

Proof. From equations (14.4) and (14.5) we have

_1-g
14y

1 X T2,
hence we know that in order for m; and s to have the same sign

-l<g<1.

The condition for 7, given in equation (14.5), being positive is given by

es— g+ %92 S
ajor

Ty = 0.

Since a; > 0, a > 0 and r > 0, the conditions over which both 7; and o are positive are
e2 > g— 397,
g < 1, and

g > _17

as required. O

Next, we seek conditions ensuring that there is at most one turning point in generator 1’s revenue
function with respect to its injection quantity, so long as prices are positive. Typically a sufficient
condition for this is concavity, which is equivalent to a negative second derivative. Unfortunately,

in this case, the revenue function is not concave in general; however, will find conditions ensuring
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that the revenue is quasi-concave. To find these conditions, we define the following function:

d (dR /dm
P (g,e2) = dig (dg/dgl) 2 (14.9)

The following lemmas and theorem 14.4 state that so long as ® is positive, we are guaranteed that

generator 1’s revenue function will be quasi-concave.

In the first lemma, below, we prove that 7 is a strictly decreasing function of g.

Lemma 14.2. Consider 71, given in equation (14.4), for some arbitrary but fized es. For all g

such that {g,ea} € S, w1 is strictly decreasing in g.

Proof. From (14.4) is we know that

l—g e—g+39°
gx2929.

7T1:1—i-g arQar

We show that the derivative of 1 with respect to g, given below, is negative.

dm g —3g+2e+1

dg aror (1+ g)?

(14.10)

As the denominator of equation (14.10) is strictly positive over the set S, the zeros of the numerator
of this expression are the turning points of 71 with respect to g, we will now show there exist no

such turning points of m; over the set S given by lemma 14.1.

The numerator of equation (14.10) is a cubic polynomial in g and linear in ey, we will denote this

function x(g, e2):
X(g,e2) = —g° +3g — 2e5 — 1,

o)

As S defines a lower bound on e; and a—e’; < 0, we have

sup  x(g,e2) = —¢°+39-2(9—39°) -1
e21{g,e2}€S

~(1+9)(1-9)* (14.11)

Tt is clear that equation (14.11) is strictly negative over the the domain g € (—1, 1), hence for all

{g,e2} € S, m is a decreasing function of g, as required. O

We will now prove a lemma which states that ¢; is an increasing function of g.

Lemma 14.3. Consider q1, given in equation (14.6). For all g such that {g,es} € S, q1 is strictly

mcereasing in g.

2Since ez does not depend on g, total derivatives are used in this expression.
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Proof. From equation (14.6) we have

er+9+ 597
= T

Taking the derivative with respect to g gives

dqy 1+g dmy
— = —a;—.

dg r dg

From lemma 14.2 we know that dd% < 0, and since 1 + g is positive we therefore have that

d
digl>03 v{gaGQ}GSa

as required. O

Finally, we prove a theorem which states that ® > 0 implies that generator 1’s revenue function is

quasi-concave.

Theorem 14.4. Suppose that @, defined in equation (14.9), is strictly positive for some arbitrary
but fized eo for all g such that {g,ea} € S then there is at most one turning point in generator 1’s

revenue function, defined in equation (14.7), with respect to q1 when prices are positive.

Proof. Consider ® for some es; if ® > 0 for all g such that {g,e2} € S, equation (14.9) gives

d dR d7T1
dg (dg/dg> >0, Vg|{g,e2}€S.

This implies that ‘fTR / ddﬂ is strictly increasing with g, and hence has at most one zero within S
g/ dg
for a given e;. Now, from lemma 14.2, we know that % < 0, therefore we have that the zeros of
dR

LETI; are the same as those of Z—I;/%, hence there can be at most one zero for rn with S (for a

fixed ez). Using the chain rule we can write % as

dR _ dR dq
dg  dq dg’

Finally from lemma 14.3, we know that %}1 > 0, thus % has at most one zero when prices are

positive, which means that there is at most one turning point in generator 1’s revenue function. [J

The above theorem has shown that ® > 0 implies the quasi-concavity of R. In what follows we

will derive the conditions ensuring that ® > 0 for all {g,e2} € S. ® can be written as

o = __uf -, (14.12)
2ra(1+9)° (14 2e2 — 39+ ¢?)
where,
gb =20 + z1€e9 + 2’2622 + 23623, (1413)
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and

0 = 4(1-3g+¢")" +a(1+9)° (4 - 129+ 69> + 269° — 21g* — 3¢° + 4¢°) ,
n o= 24(1-3g+6%)  +4a(1+9)° (1—3g— 6% +4g%),

2 = 48(1-3g+¢%) +4a(1+9)*(1+3g),

z3 = 32

From the proof of lemma 14.2, it is clear that the denominator of (14.12) is positive for {g,e2} € S.
So ® and ¢ have the same sign, hence we want to find the conditions on « such that ¢ is greater

than zero for all {g,e2} € S. We will first prove that ¢ is positive for all g € [—%, 1).

Lemma 14.5. Consider the function ¢ for some eq. ¢ is strictly positive for all g € [f%, 1) such

that {g,ea} € S.

Proof. To show this result, we make the following substitutions for e; and g,

1.2 >
e2 —39 +é

g = —3+39

W=
W

The conditions on é and g such that g € [-%,1) and {g,e2} € S are:
& € (0,00) x § € [0,1). (14.14)

With these substitutions, ¢ becomes,

320,1 - 2 ~ 3
2765 +16(1 - 9)° (1+27) )
6 = oo | (21160~ 914 29)
+ 401 +25)° (7299(52 +21665(1 — §)% (1 4 2§) + 256(1 — §)*(1 + 2@)2) a] ,
it is clear that this is strictly positive over the domain of interest, as required. O

Now note that if we treat g as a parameter, ¢ is a cubic polynomial in e;. The following lemma

gives three necessary conditions which ensure that ¢ is positive for all e5 given that g € (—1, —%)

Lemma 14.6. Consider the function ¢ for some g € (—17 —%) ¢ 1is strictly positive for all es

such that {g,ea} € S, if and only if one or more of the following three conditions are satisfied:

1. ¢ has only one real root (and two imaginary roots),
2. é5 is not real, or
3. é2<g-39%

180



Chapter 14. Losses in a Cournot setting

where ég is the location of the convexr turning point of ¢ with respect to es.>

Proof. We first note that the feasible domain of ey for a given g is:
es € (g — 397 00).

We can determine the limits of the cubic at the boundary of the feasible region to be

lim ¢ = oo,
lim ¢ = 4(1-9)'(1+9)°(1-9°+1+9a).

€2ﬂg*%92
As the limits of the cubic are both positive, for ¢ to be strictly positive for all e; within this

interval, it is clear that any of the following conditions are sufficient:

1. ¢ has only one real root, e}, and it is not a repeated root. If ¢ has only one (unique) real
root, it is clear that {g,e5} ¢ S, hence ¢ could not have been less than or equal to zero

within the range, since it would have needed to have had at least a repeated root.

2. é9 is not real. As the turning points of a cubic are complex conjugates, if és is not real then
both turning points are complex. Therefore the function must be monotonic, so it can not

have any zero over the relevant domain.

3. 65<g— %g2. Since z3 > 0, the convex turning point of ¢ occurs at a larger value of e than
the concave turning point. Therefore if the location of the convex turning point satisfies this
condition, then the function is monotonic within the domain, and thus cannot contain any

Zero.

Conversely, if none of the conditions are met, i.e. the turning points of ¢ with respect to e are real,
the convex turning point, és, occurs inside S, and there is not one real zero (and two imaginary

ones), it is clear that ¢ cannot be strictly positive for all es such that {g,es} € S.
O

We will now proceed to compute the conditions on the parameters of the problem that correspond

to each of the conditions given in lemma 14.6. We examine condition 1 in lemma 14.7 below.

Lemma 14.7. Consider the function ¢ for some g € (—1, —%); so long as « is positive, condition

(1) from lemma 14.6 (that ¢ only has one real root) is equivalent to:

18 (1 — g)2 <39 +12¢2 + 2 + /(=1 —4g + g2)3>

a < —
(1+4g) (1 +39)° (1 +9)°

3Note that é2 is not required to be in S.
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Proof. From [51], we know that the sign of the discriminant of a cubic defines the number of
distinct real zeros the function has. A cubic function has one real zero if and only if its discriminant

is strictly positive. For ¢, the discriminant is given by

—212222 + 42:02:23 — 1829212923 + 42’1323 + 27202232
4

D =
¢ 23

3
= o0 (1-9)' (1 +9)%a? (324(1-9)' +36(1-9)*g (3+129 + g% a

+(1+9)* (1+39)° (1+dg) 0?).

Here we will find the conditions in terms of o and ¢ such that ¢ has one real zero (and two
imaginary ones). We find that Dy > 0, for

18(1 — 9)2 (39 +129%2 + g3 + /(=1 —4g + 92)3)

(1+4g) (1+39)*(1+g)?

a < —

and
18(1 — g)2 <3g +12¢2 + g3 — /(-1 —4g + 92)3>

(14 4g) (1+39)* (1+9)*
It it easy to verify, for g € (—1,—3%), that the right-hand side of these inequalities are both real.

o> —

Furthermore, it can be shown that the right-hand side of the second inequality is strictly negative

for g in the range. It follows that so long as a > 0 the condition simplifies to

18 (1 — g)2 <39 +12¢g2 + g3 + /(-1 —4g + 92)3>

o< —
(1+4g) (1+39)* (1 +g)?

)

as required. O

In the following lemma we find the necessary and sufficient condition on « which ensures that the

convex turning point of ¢ is not real.

Lemma 14.8. Consider ¢ for some g € (—1, —%) When o > 0, the convex turning point of ¢

with respect to g is not real if and only if

(g
(1+9)*(1+3g)"

(14.15)

Proof. The expression for the convex turning point €, can be found from the first order condition

of ¢ to be
&y = i (—12 (1-3g+¢%) —(1+9)°(1+39)a
+(1+9)? \/a (72(1 — )2 g+(1+g)%(1+3g)? a)> . (14.16)
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This expression contains a square-root of a polynomial. For és to not be real it is necessary and
sufficient for the polynomial, under the square-root, to be negative. For a > 0, this can be written
as
2 2 2
2(1-9)"g+(1+9)° (1+39)"a<0.
For g € (—1,—1), this gives

72(1-g)°g
(1+9)*(1+3g)*

The following lemma shows that the third condition of lemma 14.6 is never satisfied.

Lemma 14.9. The condition that é5 < g — %g2 is never satisfied for g € (—1, —%)

Proof. From equation (14.16), we can rewrite é; < g — %g2 as

1;—49 (12(1—9)2+(1+9)2(1+39)a—(1+g) \/oz (72(1—g)2g+(1+g)2(1+3g)2a)> > 0.

For g € (—1, —%), for the condition to be satisfied, it is necessary (but not sufficient) that

12%(12(1—9)2+(1+g)2(1+39)a>20
s 120-¢4+0+9)°1+39)a>0
o a<-—120-9) Vg e (-1,-1). (14.17)

(1+9)*(1+3g)
An additional necessary requirement is that the convex turning point is real. From lemma 14.8,

we write this condition as
. _ 6 120 9)*
T 14390 (1492 (1+3g)

Therefore, over the domain g € (—1, —%), to ensure that condition 3 from lemma 14.6 is satisfied,

we require that both of the above conditions are satisfied. We will now show that there is no

positive « that simultaneously satisfies both conditions. Inequality (14.17) can be written as

12(1 - g)*

a<-1x —— 2
(1+9)" (1+39)

It is easy to verify that
6g
1+ 3g

>1, Vge(-1,-3),

hence we know that there does not exist a positive o for which condition 3 is satisfied for g €

(-1-1). 5
Finally, we derive a condition on « ensuring that ¢ is non-negative for all {g,e>} € S.

183



Lemma 14.10. So long as « is less than 7444-304v/6, we are guaranteed that ¢ will be non-negative

over the set S.

Proof. Lemma 14.5 shows that, for any g € [f%, 1), ¢ must be strictly positive for all es such
that {g,e2} € S. Lemma 14.6 gives the conditions such that for any g € (—1, —%)7 ¢ is strictly
positive for all ez such that {g, e} € S. Finally, lemma 14.9 shows that for g € (=1, —3) condition

3 is never satisfied.
From the lemmas outlined above, we need only consider conditions 1 and 2 for g € (—1, —%)
Condition 1 is equivalent to the following inequality

18 (1 — g)2 (39 +12¢%2 + 2 + /(=1 —4g + 92)3>

(1+4g) (1+39)* (1 +g)°

a < —

)

and condition 2 is equivalent to
72(1-4g)%g
(149)" (1+3g)°

It is easy to verify that for all g € (—17 —%)

18(1—g)2 1292 + ¢3 —1-4 2)3
2(1— 97 8(1—-y9) <3g+ 9°+g° +1/( g+ 9%)

C(1+92(1+39)° (1+4g) (1+39)>(1+g)°

This means that the conditions of lemma 14.6 simplify to

18(1—g)? (39 +12¢2 + >+ /(-1 —4g + 92)3>

(1+49) (1+39)° (1 +g)

o< —

Note that the above upper bound on « is a function of g. We now find the smallest upper bound

on « satisfying these conditions* at g*, given by

18 (1 — g)2 (39 +12¢2 + g3 + /(=1 —4g + 92)3>

d
a0 |~ 2 2 =0
g (1+49)(1+39)"(1+9)
9=g*
" 1
= g _%<55—28\/5>.
The upper bound on « for g = g* is
18(1—g)° (39 +12¢° + ¢° + /(-1 —4g + 92)3>
. . —5(93+38V6) .
(1+49)(1+39)"(1+9)

9=g~

4This upper bound on «a will be sufficient to ensure that ¢ is positive regardless of g.
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For any « satisfying the condition
o <8(93+38V6) ~ 1488.6

we are guaranteed that ¢ is positive for all {g,e2} € S. O

Now suppose that a < 1488.6. From lemma 14.10 we know that ¢ > 0 and hence from theorem
14.4 we have that generator 1’s revenue function has only one turning point when prices are
positive. Conversely, for any value of a greater than or equal to this value, there exists some g

with {g,é2} € S for which ¢ is negative.

Recall that « is equal to az/a;. Therefore we can write the condition which guarantees that

generator 1’s revenue function is quasi-concave as
as S 1488.6&1.5

So long as the above condition is satisfied, generator 1’s revenue function is quasi-concave over the
range of ¢; that give positive prices at both nodes, irrespective of the loss coefficient or the demand

at either node.

In the next section, we give the corresponding condition for the case where losses are approximated
to be proportional to the square of sent power.
14.1.2 Loss proportional to square of sent power

We will now examine the nature of the revenue function of generator 1, for the case where the

losses are approximated to be proportional to the square of the power leaving a node.

Quasi-concave profit function

For f <0, we solve for generator 1’s quantity, ¢, and nodal prices, 71 and 72, as functions of the

flow on the line, f, giving

1 do — f

= 14.18

m 1+ 27“f % as ’ ( )
do —

T = — f, and (14.19)
as

q = dl —+ f + Tf2 —aimy. (1420)

5We present an example of a revenue function that is not quasi-concave (with a = 5000) in figure 14.7, later in

this chapter.
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For much of this section we will make the these substitutions:

€1

€2

The above expressions simplify to give

= rf,

az

b
a
= rdy;, and

= ng.

1 ><62—g

1429 ayar’

eo —

2 g7 and

ajor

e1t+g+g°

— —am.
r

For f > 0, we find that the expressions for 7, 7 and ¢; are

(1-2g
aiar

e2—g+9g°
a1 ar
e1+g

and

— Q17

Combining these to form piecewise functions of g gives

Uuw) =

qQ =

From above, we can compute generator 1’s revenue as a piecewise function of g.

™ g<0,
7, otherwise,
Ty, 9=<0,

+

m, , otherwise,

¢, 9=<0,

q, otherwise.

_ 2
)X€2 g+g

)

(14.21)

(14.22)

(14.23)

As in the previous section, over the domain where m; and 7y are both positive, we will find the

conditions such that there is only one turning point in generator 1’s revenue function with respect

to its injection quantity, q;.

It can be shown that there is a maximum value of «, below which we are guaranteed that there is

at most one turning point in generator 1’s revenue function. In this case the maximum value of «

is 24 (compared to a < 1488 in the previous section, where losses were proportional to the square

of the average flow). The following is an example where the revenue function is not quasi-concave.
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Chapter 14. Losses in a Cournot setting

Example 14.11. Consider a network with these parameters: a1 = 1, as = 40, d; = 50, dy = 210
and r = 0.01. For this situation, the residual demand curve faced by generator 1 and its revenue
are shown in figures 14.1 and 14.2, respectively.

T
25
20
15

10

0 20 40 60 80 !

Figure 14.1: Price as function of injection.
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0 20 40 60 80 G

Figure 14.2: Revenue as function of injection.

Note that the revenue function has three turning points, these occur at, g1 = 29.42, ¢; = 37.30 and
q1 = 45.31, these injections cause a flow on the line of —14.79, —6.88 and 0.49 respectively. Solving
this problem using its first order conditions may yield any of these stationary points. Note here
that the flow on the line for each stationary point is much less than the implicit limit of Q—IT = 50,
so one might believe that using this loss approximation is not materially affecting the results.
However, we know that since the ratio of the fringe slopes is less than 1488.6, if the previous loss
approximation is used, then the corresponding revenue function will be quasi-concave. Therefore

one should be careful, when deciding how to model losses, not to cause revenue functions that are
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not quasi-concave solely due to the approximation of losses.

14.2 Cournot competition with transmission losses

In the previous section we have derived conditions on the ratio of the fringe slopes ensuring that a
generator has a quasi-concave revenue function. We will now consider these revenue functions in

the context of a Cournot game and derive conditions for existence and uniqueness of equilibria.

We will first apply an existence theorem of Rosen [84] to guarantee that there exists an pure-strategy
equilibrium to a Cournot game over a two-node transmission network with losses. Theorem 2.1 in
[84] states that there exists an equilibrium to a game so long as it satisfies the following conditions:
each player’s payoff function must be quasi-concave in its own action and continuous in the actions

of others; and the joint decision space of all players is non-empty, closed and convex.

Consider a game with generators g € G each with capacity V; and a profit function given by

Pg (ag) = qgmg-

By theorem 14.4, so long as as < 1488a; and (by symmetry) a; < 1488as, we are guaranteed that
each generator’s profit function is quasi-concave. As the generators each have a capacity (and a
lower bound of 0), the joint decision space is clearly closed and bounded. Finally, 7; and 7s can
be shown to be continuous functions of the injections at either node. This game therefore satisfies
the conditions of theorem 2.1 in [84] and hence we are guaranteed that there exists a pure-strategy

equilibrium.

In what follows, we will demonstrate that there always exists an equilibrium in a symmetric two-
node situation with linear fringe supply functions, and then derive conditions for uniqueness of

equilibria when the fringes are asymmetric.

14.2.1 Symmetric fringes

We will first examine a symmetric situation with two nodes connected by a lossy line. There is
one generator at each node, as shown in figure 14.3, a demand d at each node and a fringe at each
node offering a linear supply curve. We will set the slopes of the supply curves to be the same (i.e.
a; = as).

This game was discussed by Borenstein et al. in [12]; here Borenstein et al. made the assertion

that due to the implicit capacity on a lossy line, large loss coefficients can lead to situations where
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q1 q2

l loss = 7 f2 l
T1—>(1 > 2 )e—2XT2

! |

d d

Figure 14.3: Two-node network with losses.

there is no pure-strategy equilibrium. They state, for a symmetric two-node game, that:

“If losses are sufficiently large, however, they can eliminate the existence of a

Cournot equilibrium.”

The above results show that this assertion is incorrect; moreover, these results are consistent with
the observations of Downward et al. in [26]. Since a; = az = a, from theorem 14.4 and lemma
14.10, we know that each generator has a quasi-concave revenue function, regardless of which of
the two quadratic loss approximations we use. Therefore by theorem 2.1 in [84] a pure-strategy

equilibrium exists.

It is true, as shown in chapter 8 that small line capacities may lead to a situation where no pure-
strategy equilibria exist, however, the implicit capacity imposed by a lossy line cannot be treated
as merely a capacity. A lossy line not only affects the maximum flow on the line, it also affects
the prices paid to the generators. The effect of this is that as the loss coefficient is increased,
the equilibrium injection quantities vary. We will see that the equilibrium outcome becomes more
profitable for generators as the loss coefficient is increased, which offsets any incentives a generator
might have to reduce its output and cause the price at its node to increase. In fact, as the
revenue functions are quasi-concave we are guaranteed that there is no incentive to deviate from

the equilibrium.

Furthermore, due to the quasi-concave revenue functions, the KKT conditions of the generators’
revenue maximization problem yield a global optimal, and any solution to the all-KKT system is a
bona-fide equilibrium [83]. In fact, for this example, we can compute the equilibrium analytically

from the KKT conditions. The equilibrium as a function of the loss coefficient is:

c 3+6r — V9 +4r + 4r2

qg1 =492 =¢(¢ = 3 )
T

c 2r — 3+ V9 + 4r + 4r2

T =T =T = Sr ’

f =0,
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and the revenue for each generator is

R 7CqC

472 — 8r — 9+ (34 2r) V9 + 4r + 412
32r2

Looking at the candidate equilibrium as a function of the loss coefficient, we find that when taking

the limit as 7 — 0, we end up at the duopoly equilibrium point (¢” = 2—3‘1,71'17 = %), and when
taking the limit as 7 — oo the equilibrium is that of two local monopolists (¢ = %, M = %), as

though there were no line connecting the nodes. The results at the limits are consistent with what
one might expect. In figure 14.4, below, we plot how the equilibrium quantities and prices change

as a function of the loss coefficient, when a = 1.

O
S
~~
Q
[
D
q -------------------------------------------------------------------------------------------------- >
quantity
M /M
X Ll >
price
e e >
r

Figure 14.4: Two-node equilibrium as function of loss coefficient.

14.2.2 Asymmetric fringes

In the symmetric case above, we were able to find analytic expressions for the equilibrium injections
and prices as functions of the loss coefficient; this is not possible in general. In what follows we
consider a game over a two-node network, this time with non-identical fringes (« # 1) and derive

the conditions guaranteeing the existence of a unique equilibrium.

Consider a network with two nodes connected by a lossy line. Let there be a competitive fringe
offering a linear supply function at each node with as < 1488a;. There are two strategic generators
located at node 1 and no strategic generators located at node 2, as depicted in figure 14.5. In order
to compute an equilibrium to this game, we could solve a joint KKT system by simultaneously

optimizing each generator’s revenue function, assuming the other generator’s injection was fixed
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q1 q2

\ / /
x1—><? >~ <T><_x2

dl d2

Figure 14.5: Cournot game with both strategic generators at node 1.

(as discussed earlier in chapter 9). This, however, cannot be done analytically, so the problem
would need to be solved numerically. At this stage we have no proof that any pure-strategy

Nash-equilibrium will be unique, so we can not rely on such a method to find all equilibria.

An alternate method for finding Nash-equilibria is to construct the best response curves for the
generators. This technique allows us to gain a deeper understanding of the game. Using this
method, we are also able to find all of the pure-strategy Nash-equilibria. In what follows, we
will define the best response curves of the generators parametrically, and then find the conditions

guaranteeing that there is a unique pure-strategy Nash-Equilibrium.

From equations (14.4) and (14.6) the revenue for generator 1 can be written as

e1+ 9+ 1g°
RZM(lgzg_mm)
T

Because we have generator 2 also situated at node 1, e; will be a function of both the demand at
the node and the injection quantity of generator 2. To derive the best response curve, we need to

separate these quantities out; to do this, we will make the following substitution
er =€ —rq.

Generator 1’s revenue therefore becomes

(él—TC]2+g+§92 )
1 , — a17m

R

él—l—g—i-%gQ aw)
- —ui1711 .
r

= —mqg2+m <

Since a1 < 1488as, there is only one turning point in each generator’s revenue function. Moreover,

if we assume that the capacities of the generators are sufficiently large, then we can solve the

first-order condition, % = 0, to find the maximum revenue in terms of ¢go. This can be rewritten

as

d dm (& +9+39° 1 d
Jdm o dm (Gitgtagt N L (Tg o dm)
dg dg r r dg

which gives

. e1+9+39° s 14+g dm
% (9) = (r 25—y )+ - ald—gl : (14.24)
dg
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From equation (14.6), for a given g, this value of ¢;(g) uniquely determines a value of ¢;(g):

. e1+9+ 59 i
qi(9) = (TQ —arm ) — ¢3(g). (14.25)

We can now find the best response curve of generator 1 by parametrically plotting (g7, ¢5) for all

g € (—1,1). By symmetry, a similar best response curve can be constructed for generator 2.

In the following lemma we give the conditions on the best response curves to ensure that multiple

equilibria do not exist.

Lemma 14.12. In a symmetric two player game, sufficient conditions ensuring that equilibrium
s unique, if it exists, are that the best response curves are continuous, smooth and their slopes are

strictly less than 1 and strictly greater than —1.°

Proof. Counsider a smooth continuous best response curve for the players, f(x) such that

daf
-1<— <1
<o <

An equilibrium is any point (a, ) that satisfies the following equations simultaneously

We will proceed to show that there is at most one solution to equations above. We will first show
that there can be at most one symmetric solution (i.e. a solution such that a = b). To achieve this,
we show that f(x) has at most one fized point (a point that is mapped to itself by the function)

[27]. Therefore the fixed points of f(x) are the roots of the following equation:
f(z) —x=0.

As % < 1, the above function is strictly decreasing with z, therefore it can have at most one root.

On the other hand, suppose we have an asymmetric solution (a < b). Therefore, from above, the

following expression must be satisfied:

1) -1

b—a ’

by assumption % > —1, therefore we have a contradiction by the mean value theorem [58]. Hence

there is at most one equilibrium and it is symmetric if it exists. O

6See Vives [94] for more general results relating to existence and uniqueness of equilibria.
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Chapter 14. Losses in a Cournot setting

dgy
dq;

Lemma 14.12 states that if —1 < < 1 in a symmetric game, then there can be at most one
equilibrium. We will now find the conditions on « such that we are guaranteed that this condition

is satisfied. The gradient of the best response curve is given by

dgi _ dai /da;
dg3  dg / dg

Initially we can examine how ¢35 moves as a function of g; this can be shown to give

day

dg

where @ is given by equation (14.9). Also, from equation (14.25) above, we have that

dq; l+g dmy
== —a— ) — ®.
dg ( ro Y dg>

Now from lemma 14.12, we are guaranteed that there will be a unique equilibrium if the following

condition is satisfied
149 dm | _
( = aq dg ) o

< 1.
P

-1<

As we know that when prices are positive and 0 < a < 1488, ® is strictly positive; we therefore

have
1 d
9, S 0, and (14.26)
r dg
1 d
20 — (+g - aﬂ”) > 0 (14.27)
r dg

We will now find the conditions on the parameters of the game for which the above conditions are
satisfied. First we will present a lemma which states that condition (14.26) is satisfied so long as

nodal prices are positive.

Lemma 14.13. Consider the condition given by inequality (14.26). So long as nodal prices are

positive, this condition will be satisfied.

Proof. From lemma 14.1, we have that if both nodal prices are positive, then g must satisfy:

—1 < g < 1. This implies that
1+g
T

> 0.

Furthermore, from lemma 14.2 we know that dd—T;l < 0. Finally, from above, and as a; > 0, condition

(14.26) must be satisfied. O

Next we define O to equal the left hand side of condition (14.27). By substituting in for ® we have

the following function

a19
® = 2 3727
ra(l+g)° (14 2e2 — 39+ g3)
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where

0= yo + yie2 + yae2® + yzea”,

and
wo = 3(1-39+¢")"+3(1+9)° (1-(1—g) (2+39—5¢°+4*) 9),
vy = 18(1-3¢+¢%)" —12a(2—g)(1+9)° ¢
v = 36(1—3g+¢°)+12a(1+9)°g,
y3 = 24

We will now derive a condition on « such that © satisfies condition (14.27). Note that so long as
prices are positive, from the proof of lemma 14.1, the denominator of © is strictly positive, hence

the sign of 6 is the same as the sign of ©.

To simplify the upcoming expressions, we will make the following substitution
es =g+ 39° + é,

this means the set S (within which prices are positive), is equivalent to the following Cartesian
product
g€ (—1,1) x é2 € (0,00). (14.28)

With the substitution, we have

3

=3 ((262 T (1-9)0+ g)) +(1+g)? ((1 —9t1+g9)?+ 452257) a> : (14.29)

We are interested in finding the largest «, below which we are guaranteed that 6 is strictly positive.

In the following lemma we find a condition on « guaranteeing that 6 is positive.

Lemma 14.14. Consider the function 6 for some {g,é2} € S and o > 0. 0 is always positive so
long as

(1-9)" (1 +9)" +4é%g >0,
otherwise the following condition is sufficient to ensure that 0 is strictly positive

(2021 1-9)* (1 +9)

. (14.30)
(1+9)° (16 +(1-9)*(1+9)°)

a < —

Proof. From equation (14.29) we have
3
0=3((2+ (-0 +9) + (40" (19" 140 +45%)a)
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Chapter 14. Losses in a Cournot setting
From the definition of S given by (14.28). It is clear that
265+ (1—g)° (1+g) > 0.
Furthermore, as 1 + ¢ > 0 and « > 0, if
(1—9)" (1+9)* +46°g > 0,
then we are guaranteed that 6 > 0. Otherwise if
(1-9)" (1+9)" +46%g <0,

then the condition that 6 > 0 is given as

(22241 -9 1+ 9))

a < — 1 N
(1+9)° (4% + (1= 9)' (1 + 9)°)

O

Lemma 14.14 provides a sufficient condition (dependent on g and és) such that 6 is positive.
However, we are interested in finding a sufficient condition on «, independent of g and é3; the

following lemma gives such a condition.

Lemma 14.15. For any {g,é2} € S, a < 56 + 40v/2 satisfies the conditions, ensuring that 0 is

positive, given in lemma 14.14.

Proof. To find the condition that § > 0, we consider the turning points and limits of the right
hand side of (14.30). It can be shown that when approaching either of the limits with respect to
€3, the right hand side of (14.30) tends to positive infinity. Therefore we are only interested in the
turning points; these are found from the first order condition

o [ (ar0-9r0+9) L

9é; (1+g)° (46229 +(1-g) 1+ 9)2)

E2=¢3

This yields one solution satisfying the condition 5 > 0

(1-9° (149 g/~ B-91-9'1+9°%
2¢ '

*_
€y =

By setting é; = €35, inequality (14.30) becomes

B-9)1-9"V-6B-99-0-9°0+9g

2(1+9)° g2

a <
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Now we will find minimum value of this expression with respect to g. The limits on g for the
inequality in (14.30) to hold are —1 < g < 0, clearly at these limits the expression tend to infinity.
Hence we will examine the turning points with respect to g,

d ((3—9)(1—9)2\/—@—9) —(1—g>2<9+g>g>

dg 2(1+g)2g2

this gives a single turning point in the relevant domain:
_ 3
g =1 (5-4v2).

Setting g = ¢*, inequality (14.30) becomes

B-9)(1-9°vV-"B-9g-1-9>0O+9)g

o <

2,2
2(1+9)°9g g—a"
Therefore 8 > 0, for any « satisfying the condition
o < 56 +40V2 =~ 112.6, (14.31)
for any {g,é2} € S. O

Finally we will present a theorem stating a condition on the fringe slopes ensuring that there exists

a unique pure-strategy equilibrium to the game discussed at the beginning of this section.

Theorem 14.16. There exists a unique equilibrium to the game represented by figure 14.5, so long

as as < 112.6a;.

Proof. If as < 112.6a;, then we have that a < 112.6. Clearly this satisfies o < 1488, hence from
theorem 14.4, we have a quasi-concave revenue function for each generator. This implies that there

exists a pure-strategy equilibrium to the game.

Furthermore, from lemma 14.15, we have that 6 > 0, for all {g,é2} € S. This therefore implies
that condition (14.27) is satisfied. As, from lemma 14.13, (14.26) is always satisfied, we therefore

have from lemma 14.12 that any equilibrium is unique.

From above, there exists a unique equilibrium to the game. O

14.2.3 Examples

Now we will consider some examples. We will set d; = 90, do = 500, a; = 1 and r = 0.01. For
these parameters, we draw the best response curves for each of the two strategic generators as

functions of the other generator. In figure 14.6 we draw these curves for as = 400 and as = 100.
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Chapter 14. Losses in a Cournot setting

When ay = 400 there are three equilibria, shown by black dots; this is possible because the ratio
of the fringe slopes exceeds the bound of 112.6 given in condition (14.31).” On the other hand,
when a; = 100 there is only one equilibrium; this could have been predicted since the ratio of the

fringe slope now satisfies condition (14.31), which guarantees at most one equilibrium.

42 o = 400 42 o =100
120 120
80 80
40 40
0 0 40 80 120 q1 0 0 40 80 120 q1

Figure 14.6: Best response curves (both generators at node 1).

It is also possible to have just two pure strategy equilibria. Consider the situation where d; = 80,
dy = 500, a; = 1, as = 5000 and r = 0.01. In this case, the ratio of the fringe slopes exceeds
1488.6, so by lemma 14.10 we are not guaranteed that each generator’s profit function is unimodal.
Figure 14.7 gives generator 1’s profit as a function of its injection quantity ¢; for g2 = 24.72; it
demonstrates that using the stationary points for each generator does not yield a best reply curve
when a generator’s revenue is not quasi-concave; it gives the three turning points, two of which
are local maxima and the other is a local minimum. By solving the joint KKT system, one would
find three equilibria: ¢, = go = 10.05, ¢ = g2 = 24.72 and ¢q; = ¢» = 54.94. However, the 24
stationary point is not actually a global maximum for both players. For generator 1, g1 = 24.72 is
a local maximum, with the global maximum actually found at ¢; = 3.31.% The best reply curves
in figure 14.8 show the two valid equilibria, with the invalid turning points in each generator’s
best reply curve represented by dotted lines. For the equilibrium with both generators injecting
10.05, the line is flowing towards node 1 and is incurring large losses; this leads to a high price at
node 1. Neither generator is willing to inject more because the price at node 1 reduces rapidly as
a function of its injection. On the other hand, for the equilibrium where both generators inject

54.94, there is a flow on the line from node 1 to node 2. Here each firm, given that the other firm

"Note that the second of the three equilbria is not stable. If there is any perturbation from this point, players

will have incentive to move towards one of the other two equilibria.
8By symmetry, the same is true for generator 2.
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is injecting a large amount of power, has no incentive to withhold because the price does not rise
steeply enough. Thus we have two equilibria: one where firms have incentive to withhold so as to

achieve a high price; and the other where firms inject large quantities, but have lower prices.

R

7.5

7.0

6.5

6.0

5.5
0 10 20 30 40 50 T

Figure 14.7: Generator 1’s revenue function with multiple turning points.

q2

80

60

40

40 60 80 Q1

Figure 14.8: Jump in best response curve.
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Chapter 15

Capacity expansion

15.1 Capacity expansion planning

In this section, we formulate a mixed-integer stochastic program (see [61]) that seeks to plan
transmission investment such that unconstrained Cournot competition between firms located in

different regions is facilitated at least cost.

Decisions about transmission investment must be made several years before construction starts;
this is because there is often a long lead-time in designing and building transmission lines, due
land-use rights issue [100]. Moreover, in New Zealand any investment proposed by Transpower
must satisfy the grid investment test (GIT), which is overseen by the Electricity Commission
[28]. The GIT specifies many criteria that must be taken into account so as to ensure that the
best transmission decisions are made. These include a comprehensive cost/benefit analysis and

quantifiable competition benefits.

This work is particularly focused on the last point. The mixed-integer problem, below, aims to
minimize the cost of the planned expansion, while facilitating unconstrained competition amongst
the firms (ensuring existence of an unconstrained equilibrium). In general, due to the non-convexity
of the set of line capacities ensuring that the unconstrained equilibrium exists, this problem is
difficult to solve. We will construct a mathematical model of this problem, however for simplicity,
we give an example of the model over a radial network with linear fringes. This simplification allows
us to use the results of chapter 11, which ensure that the constraints yielding the unconstrained

equilibrium form a convex polyhedral set.
We will first formulate the mixed-integer stochastic program.
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Model formulation

Sets: N is the set the nodes in the network,

A is the set of arcs in the network.

Parameters: o is the fixed cost of choosing to expand the capacity of arc ij,
Bij is the marginal cost of expanding the capacity of arc ij,
L;; is the lower-bound for expanding arc ij,
U;; is the upper-bound for expanding arc i,
K?j is the initial capacity of arc i7,
d° is the initial vector of demands,
¢ is the discount factor,

v (w) is the (uncertain) demand growth factor.

Variables: yfj is the amount in MW by which arc ij is expanded,

zfj is a boolean variable equal to 1 if arc ¢j is upgraded and 0 otherwise,

Kj; is the capacity of arc ij in period ¢ (t # 0).

VE(K'™d) :=min Y] (a2l + Bijul;) + Bu [0 X V (K',y (w) d)]

ijeA

st. yj; — Lijzl; >0 Vij € A
Uijzt; —yi; >0 Vij € A
Kb — K=yl =0 Vij e A
2t € {0,1} Vij € A
K' € 8'(d),

where S%(d) is the set of line capacities ensuring that, at time period ¢, the unconstrained equilib-

rium exists for the vector of demands, d.

The above stochastic program, V! (K 0, do), aims to plan the timing of investments in the electricity
grid at minimum cost, while ensuring that in all time periods the line capacities are sufficient to
guarantee that no firm has incentive to deviate from the unconstrained equilibrium. For simplicity
we have assumed that the random demand growth is independent between stages, however it is

possible to incorporate a more sophisticated growth model (for example a Markov chain; see [55]).

The objective function of this problem is to minimize the expected cost of the planned expansion.

The first two constraints ensure that if a line is being expanded then the expansion lies between
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Chapter 15. Capacity expansion

some lower and upper bound. The third constraint updates the total capacity of lines joining a
pair of nodes. The binary requirement on z ensures that a line is either upgraded (incurring a
fixed cost) or not (incurring no cost). Finally, the last constraint ensures that the line capacities,

K, for each time period, ¢, are sufficient to ensure that the unconstrained equilibrium exists.

We will now present a deterministic example of this model over a three-node radial network. This

model will simply serve as an illustration of how the model may work.

Example 15.1. Consider the three-node network, shown in figure 15.1; note that initially both
lines have capacity 40. We have one strategic generator at each node with no costs and there is a
fringe at each node, each submitting a linear supply function of the form: S(p) = p (independent
of the time period). Finally, the demand forecast for period 1 at nodes 1 and 3 is 100, and for node
2 is 200.

q1 q2 a3
l | f12] <40 l | f23] < 40 l
1 > (2) - 3
| ! !
dy da ds

Figure 15.1: Expansion of line capacities in three node radial network.

We will first find the (symmetric) unconstrained equilibrium for a given period:

q' =1007",
with a nodal price of:
oo 1007
3

Hence the profit of each generator is:

. 100007
pr=—a

Therefore, from the inequalities given by the inequalities (11.32), we can compute the conditions

ensuring that the unconstrained equilibrium exists for a given period; these are:

Ki, = 1009' = 2V/p",
Ki, > 3007 —q' —2/2¢,
Kby > 100y =24/,
Kby > 3007 — ¢ —2v/20",
Kly+ Kby > 2007" —24/pt.
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In table 15.1 below, we give the minimum required line capacities for each period, from the above

conditions.

Period | K12 | Koz | Ko + Kog

1 36.7 | 36.7 84.5
404 | 40.4 93.0
444 | 444 102.3
48.8 | 48.8 112.5
53.7 | 53.7 123.8
59.1 | 59.1 136.1

N O Ot e W N

65.0 | 65.0 149.8

Table 15.1: Minimum required line capacities for unconstrained equilibrium in each period.

We solve the mixed-integer program, V1(K?°, d") over the seven period time horizon above for three

discount rates. The results of this are shown in table 15.2 below.

6=10 0=09 0=08

Period K12 K23 K12 K23 K12 KZS

0 40.0 | 40.0 | 40.0 | 40.0 | 40.0 | 40.0
1 65.0 | 84.7 | 44.5 | 40.0 | 44.5 | 40.0
65.0 | 84.7 | 44.5 | 57.8 | 44.5 | 48.5
65.0 | 84.7 | 66.0 | 57.8 | 53.8 | 48.5
65.0 | 84.7 | 66.0 | 57.8 | 53.8 | 58.7
65.0 | 84.7 | 66.0 | 57.8 | 65.1 | 58.7
65.0 | 84.7 | 66.0 | 83.7 | 65.1 | 7T1.1

N S Ot s W N

65.0 | 84.7 | 66.0 | 83.7 | 787 | 7T1.1

Table 15.2: Capacity expansion plans for three discount rates.

From the results, we can see that the assumed discount rate greatly affects the investment plan.
Specifically, for discount rates near 1.0 there is no incentive to delay investments, the results of
this that the lines are upgraded one time, in period 1. For lower discount rates, we see that
investments are smaller and more frequent. In fact, for 6 = 0.8 investments are made alternatively
in each line for each period. Furthermore, note that the example is symmetric, however the

resulting line expansion plans are not. This occurs, because the presence of fixed costs associated
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with a upgrading lines favours solutions with large investments in single lines, as opposed to smaller
investments in multiple lines. Observe that an asymmetric solution to a symmetric problem means
that there are, in fact, multiple solutions. That is, the planned upgrades on the lines could be
swapped and yield the same cost. For larger networks there could be a set of optimal investment
plans that all have the same costs. To decide on an specific plan, either a subjective judgement of
the best plan could be made, or the costs of upgrading lines can be adjusted so that there are not

multiple solutions.

This example illustrates how the concept of competitive capacity sets can be incorporated into
multi-stage integer programming problems to minimize the cost of expanding the transmission

network while ensuring that firms’ strategic incentive to exercise market power is mitigated.

15.2 Example within NZ framework

In this section, will will consider the idea of a competitive capacity set in a New Zealand context. In
order to be able to compute the minimum transmission capacities, an analytically tractable model
of the New Zealand electricity market is required. A number of simplifications need to be made
to achieve this; the grid must be simplified and assumptions must be made about the behaviour

of the generators.

We construct a Cournot model over a greatly simplified transmission network to allow us to in-
vestigate the competition effects of changing the capacities of lines within an electricity grid.
Specifically, we compute the conditions that ensure that the unconstrained Cournot equilibrium

exists.

In this section, we first outline the modelling assumptions and describe the participants in the
market. We then calculate the unconstrained equilibrium and characterize the conditions on the

regional transfer capacities of the transmission network which ensure that this equilibrium is valid.
15.2.1 Modelling assumptions

Generation

For the electricity market model that we are using, we need to categorize generators as being either
strategic, part of a competitive fringe, or assumed to offer in however much they can produce at

$0 (e.g. wind / geothermal); the specific assumptions are outlined below.
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Strategic Generators: We determined that there are six major strategic generators in the New

Zealand market; the ownership and capacities of these generators are shown in table 15.3 below.

Capacity (MW)

Generator Firm 2010 | 2015 | 2020
Huntly Genesis 1413 | 1413 | 1413
P40 Genesis 50 50 50
E3P Genesis 385 | 385 | 385
Waikato Hydro Mighty River | 776 | 776 | 776
Otahuhu B Contact 404 | 404 | 404
Taranaki Combined Cycle | Contact 377 | 37T | 377
Clutha Hydro Contact 700 | 790 | 790
Waitaki Hydro Meridian 2718 | 3008 | 3183

Table 15.3: Expected generation capacity.

The short-run marginal costs (excluding any possible carbon charge) for gas and coal plants, were

computed based on the heat rates and fuel costs from [29]. These are shown in tables 15.4 and

15.5 below.
Fuel Type | 2010 ‘ 2015 ‘ 2020
Gas 6.5 8.0 | 10.0
Coal 4.0 4.0 4.0

Table 15.4: Expected fuel costs ($ / GJ).

For all the hydro generators, we assume that at any given time of year there is a constant water

value; this represents the opportunity cost of water.

Wind and geothermal: Wind farms and geothermal plants are assumed to have zero short-
run marginal costs and have no ability/incentive to act strategically. We therefore subtract their
production directly from the demand. In the case of wind farms we assume that on average they
are running at 40% of capacity and that geothermals are running at 100% of capacity. Note that

if a different utilization of wind power were used, the analysis would need to be repeated.
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Generator Fuel Type | Heat Rate
Huntly Coal 10.50
P40 Gas 9.50
E3P Gas 7.08
Otahuhu B Gas 7.05
Taranaki Combined Cycle | Gas 7.30

Table 15.5: Thermal generator heat rates (GJ / MWh).

Competitive fringe: We assume that all remaining generators form part of a competitive fringe
that creates the price elasticity at each node. We wish to explore how the incentives of the
strategy firms change as the relative slopes of the competitive fringe offers change. To do this we
define the offer curve of the competitive fringe in the north and south to be Sy(p) = 15ap and
Ss(p) = 15(1 — ) p, respectively. As we vary a between 0 and 1, we change the relative price

elasticity at the two nodes, but keep the combined (uncongested) offer curve unchanged.

Transmission grid

In this work, we simplify the entire New Zealand network to a two-node grid. We are specifically
interested in the size of the Otahuhu-Whakamaru line necessary to ensure that an unconstrained
equilibrium exists. However, note that in order for this simplification of the network to be valid,
we must assume that all other lines are large enough that they would not constrain regardless of

the actions of the generators.

Due to the simplification of the network, we must reassign each of the generators to one of the
two nodes; these assignments have simply been determined based on the physical locations of the

generators. These are shown in table 15.6 below.

Finally, we aggregate demand forecasts and expected wind and geothermal generation levels for
each of the two nodes; these give peak demand levels and are shown in tables 15.7 and 15.8,

respectively.

For a contract level of 40% of plant capacity, table 15.9 gives the unconstrained equilibria for the

three years, for varying opportunity costs of water.

From this table we can see that the equilibrium price increases with water value, and with time.

In 2010 we have an equilibrium peak price of $82.57 with a $0 opportunity cost for water; this
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Generator Node

Huntly OTA
P40 OTA
E3P OTA
Waikato Hydro WKM
Otahuhu B OTA

Taranaki Combined Cycle | WKM
Clutha Hydro WKM
Waitaki Hydro WKM

Table 15.6: Generator locations.

Node ‘ 2010 ‘ 2015 ‘ 2020

OTA | 2288 | 2631 | 2987
WKM | 5005 | 5447 | 5830

Table 15.7: Aggregated demand forecasts (MW).

increases to $133.41 in 2020 with an opportunity cost for water of $80. These results are expected,
because the fuel costs are increasing over time and so is the demand. Also note that the generation
at, for example, Otahuhu does not strictly increase with time. This occurs because, although the

net demand is increasing over time, the fuel costs are also increasing.

In this work, we are particularly interested in the incentives of firms to deviate from these equilibria
and how these incentives change over time or due to changes in water value or contract levels. We
will first examine the incentives of firms to deviate from the unconstrained equilibrium in 2010
with contract levels fixed at 40% of the plants’ capacities and a $40 water value. The minimum
line capacity, K*, to ensure that there is no incentive to deviate is shown, for each firm, in figure
15.2 below. In each of the graphs in this figure we also plot (the absolute value of) the equilibrium
flow on the line to give perspective on the extra capacity that must be provided to ensure that

there exists an unconstrained equilibrium.

From the figure, above, we can see that Genesis has the most incentive to congest the line for
a < 045, whereas for o > 0.45 Meridian sets the minimum line capacity. Note that due to
Contact owning plants of both sides of the line, there is incentive to deviate by congesting the line

towards Otahuhu for small values of o and conversely congesting the line towards Whakamaru for
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Node ‘ 2010 ‘ 2015 ‘ 2020

OTA 10 70 70
WKM | 701 | 1081 | 1081

Table 15.8: Aggregated expected wind and geothermal generation (MW).

Water Value $0 / MWh $40 / MWh $80 / MWh

Generator 2010 2015 2020 2010 2015 2020 2010 2015 2020
Huntly 1000.0  1000.0 1000.0 | 1000.0 1000.0 1000.0 | 1000.0 1000.0 1000.0
P40 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
E3P 122.3  84.65 1489 | 2723 24215 304.8 | 385.0 385.0 385.0

Waikato Hydro | 776.0  776.0 776.0 | 7760 776.0 776.0 | 776.0 776.0  776.0
Otahuhu B 404.0 3526  404.0 | 404.0 404.0 404.0 | 404.0 404.0 404.0
Taranaki CC 15.3 0.0 0.0 | 1653 76.15 1322 | 3770 3770 377.0
Clutha Hydro 700.0  790.0 790.0 | 700.0  790.0 790.0 | 325.2 425.5  648.5
Waitaki Hydro | 2325.8 2563.5 2910.1 | 1875.8 2120.9 2466.0 1601 1781.3 2074.3

Price 82.57  90.68 109.13 | 92,57 101.18 119.52 | 114.25 118.54 133.41

Table 15.9: Equilibrium outcomes.

large values of a.

These results show that the size of the line needed depends heavily on the relative fringe slopes. Of
particular importance is that the generator with incentive to deviate changes depending on the price
elasticity at its node. Again we have set the contract level to be 40% of generation capacity and the
water value to $40 per megawatt hour; in figure 15.3 we see that for a < 0.4 the required size of the
line to prevent Huntly having incentive to deviate increases substantially between 2010 and 2020.
Whereas for a between 0.6 and 0.9, the required size of the line to prevent Meridian from withhold
actually decreases with time. These results reflect future changes in relative generation capacity
and demand in both islands, as well as fuel costs. For a given value of a the equilibrium flow on
the line is increasing from Whakamaru to Otahuhu (or decreasing from Otahuhu to Whakamaru)
from 2010 to 2020; this is because although there is significant demand growth in Otahuhu, most
of the increase in generation is located South of Whakamaru. This means (for low values of a) the
opportunity to exercise market power is increasing. In early 2010, Transpower began construction

on a project to upgrade the transmission grid connecting Otahuhu and Whakmaru, building a new
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Figure 15.2: Incentive to deviate for each firm.

220kV line which could later be upgraded to 400kV [92]. This project aims to ensure the security

of supply to the upper North Island, by enabling more power generated South of Auckland to be

delivered [91]. The competition benefits of this project may be substantial, particularly for low

values of « (relatively expensive fringe generation at Auckland), since it will reduce the incentive

and ability of firms to withhold capacity and congest the line.
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Chapter 15. Capacity expansion
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Figure 15.3: Minimum capacity supporting unconstrained equilibrium (2010-2020).
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Chapter 16

Policy

16.1 Carbon emissions

Over the past few years, the climate change debate has moved away from whether global warming
has been caused by anthropomorphic CO5 emissions, and is now focusing on the design of policy
instruments to reduce these emissions. The favoured options in most countries are to either intro-
duce a tax on activities that generate emissions, or to form an emissions trading (cap-and-trade)
scheme, in which emitters buy credits from those who offset their emissions, as described by Green
in [40]. In a cap-and-trade scheme, one is guaranteed (or at least hopes for) a reduction of emissions
to the cap. Whereas with a tax, one expects emissions to be reduced, as they incur higher costs,

but the actual reductions are not specified, as discussed by Metcalf in [67].

In this chapter, we examine the effect a carbon charge may have on an electricity market under
various assumptions about the market. Specifically, using a perfectly competitive model with
convex generator costs, we prove that COy charges (either from a tax or from the need to buy
permits from outside the system) will always reduce emissions. We then consider the impact of
a carbon charge in the Cournot framework. Here we show that if one confines attention to the
electricity system in isolation, then carbon charges may lead to an increase in CO5 emissions by
the electricity generators.! This result highlights the need for care to be taken when predicting

outcomes of such policy instruments when they are applied to electricity systems.

We will first give a brief description of the measures that are being implemented to reduce emissions.

I This example has appeared in [24]. To see the potential impact of carbon charges in a New Zealand context see

Philpott and Downward [79].
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16.1.1 Carbon taxes or emissions trading schemes

There are two policy instruments that are currently being implemented to try to reduce emissions
of COy and other greenhouse gasses. These are a carbon tax or an emissions trading scheme, as

discussed by Hepburn in [45].

Carbon taxes

Under a carbon tax, the price of carbon emissions is set by the policy makers. This type of policy
is referred to as a price instrument, as the price of emitting a tonne of carbon is defined outside
the market. Therefore the various sectors receive a direct price incentive to emit less carbon
dioxide. This type of measure is not guaranteed to reduce the emissions, but it disincentivises

carbon-intensive activity and encourages alternatives.

Cap and trade

Conversely, a cap and trade or emissions trading scheme is a quantity instrument. Here the policy
makers issue credits for a set amount of emissions. These permits are then traded amongst the
affected companies, and a price of carbon is determined by the market. An emissions trading
scheme will reduce the total emissions, however if the emissions target is too low the price of

carbon may become extremely high.

16.1.2 Modelling

We will now consider the impact that a carbon charge may have on electricity prices and emissions.
In this work we consider the electricity market in isolation and take the carbon charge to be some

fixed price, whether it be from a tax on emissions or the need to purchase credits.

To model this, we denote the emissions (tonnes of CO2) per MWh for generator g: 74. Therefore

the total emissions is given by

E=> 74 (16.1)

geg

where G is the set of all generators and g, is the generation level of generator g.

We define the carbon charge (in $ per tonne of CO3) to be a, which means that the marginal
cost of generator g increases by avy,. Finally we will assume that demand is given by an invertible

decreasing function of price: D(p), which gives an inverse demand curve of p = D~1(d).
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We will first examine this in the context of a perfectly competitive model and then in a Cournot

model with generators behaving strategically.

Perfect competition

Here we examine the effect that the imposition of a carbon tax may have on emissions and prices
under the assumption of perfect competition at a single node. In what follows we will prove that,

in this framework, any positive charge on emissions will decrease the total emissions.

To simplify this proof, we will approximate the generators’ capacities in their cost functions instead
of placing explicit bounds on their production. We will denote the continuously differentiable

increasing convex cost functions for each generator, g, by Cy(gq).

The dispatch problem is therefore given as:

max F(q,a)= fod D=1 (8).d6 — Ze:g (C (gq) + avgqq)

st. d— > g,=0 [7],
geyg

here the objective is to maximize total welfare, while meeting the demand. First we prove a
theorem that guarantees that emissions will not increase due to an increase in carbon charge under

the perfect competition assumption.

Theorem 16.1. In a perfectly competitive market over a lossless network, the total emissions is

non-increasing as the carbon charge, o, is increased.

Proof. Suppose we have an optimal solution to the dispatch problem (g,d) for a = a. If « is

then increased to &, then since « is not present in the constraints of the dispatch problem, (g, d)

is feasible for the dispatch with a higher carbon charge.

If the optimal solution to the dispatch problem for o = & is (G, d) then we have the following
inequalities:
F(g.a) 2 F(q,a), (16.2)

F(g.&) 2 F(q,0). (16.3)
Let us define the total emissions as a function of ¢ to be:

E(Q) = Z Vg4g-

geg
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Note that for any vectors (g, d), we have

Subtracting the above inequality from inequality (16.2) gives
(@ —a)E(9) < (&—a)E(q),
Finally, since & > @ we have
E(q) < E(q),
where the left-hand side of the above equation is equal to the emissions with a tax of & and the

right-hand side is equal to the emissions with a tax of &; therefore the emissions are non-increasing

with an increased tax. O

In the next section, we will consider the effect of a carbon charge on emissions when generators

are acting strategically.

Cournot model

Now we will consider the implications of a carbon tax in a Cournot paradigm; where generators
alm to maximize their profits. In this section, we will prove that, in the case of constant marginal
costs and a linear demand curve at a single node, an increased charge on emissions will lead to an
emissions reduction. However, if generators are are located at different nodes in a network, it is
possible that the presence of transmission congestion may mean that an increase in a charge on

carbon can lead to an increase in emissions. First we will consider the single node situation.

Single Node We will define the demand curve at the node to be
D(p) = d — ap.
Furthermore the cost for each generator, g is given by
Cy(qg) = ugqy.

From chapter 9, we know that the Cournot equilibrium at a single node is unique and is given by

the solution to the following LCP

qug—i—th—d—i—a(ug—l—a’yg)—i—ug 1L ¢,>0, Vgeg,
heg
0<Vyg—qq L pg=>0, Vgeg.
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At the solution to the above LCP, we define: g € G~ if and only if ¢, = 0; g € G if and only if
gy = Vy; and g € GY if and only if 0 < g, < V. Therefore the solution to the following system of

equations gives the quantities for the generators not at bound

qg—l-th—d—Fa(ug—l—oryg):O, Vg e gY.
heg

If we define N to equal the number of generators in GV, then this yields the following solution:

d— > Va+a > (up+amnm)
heg+ hegV

N1 —a(uy,+ay,), Ygegv.

qqg =

We can therefore compute the total emissions at equilibrium to be

E = Z'ng.q

g€eg
d— 3 Vi+a > (up+aw)
hegt heg¥
= Z Vg L N1 —a(cg+ayy)| + Z YgVy-  (16.4)
gegy gegt

The following theorem states that the total emissions, F, are non-increasing as the carbon charge,

«, is increased.

Theorem 16.2. The total emissions, E is a non-increasing function of the carbon charge, a.

Proof. Consider the expression for total emissions (for an assumed set of generators not at bound)

given in equation (16.4). The derivative of this with respect to « is given by:

a D > YV

dE  4egVl hegv 2
da N+1 @ Z g
gegy

This can be rewritten as:

dE a
Rl =1 DD IETECERID 3%
L9€GY heglV gegy
r 2
a
= v [ ) ey T
gegy gegy

Suppose that Y. 7, = 7. It can be shown that the minimum value of Y ~,? is attained at
gegy gegy
Vg = % Therefore the maximum value of % is given by:

dE a T\?
= < 2 _ —
o S N1 T (N+1) E (N) (16.5)
gegy
_ [ NAD,
- N+1 {T N T (16.6)
aT?
= —— <0. .
N(N—&-l)_O (16.7)
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Hence, for any particular equilibrium, the emissions are decreasing (not increasing) with a. As
the solution to this LCP is equivalent to a strictly convex quadratic program, we know that the
solution is continuous in the parameter o (see [19]). This therefore implies that the total emissions

at equilibrium are a non-increasing function of «. O

We will now provide a counter-example to this result in the context of a two-node network with

transmission constraints.

Two-node example with carbon tax It has been demonstrated that the reduction of market
power can lead to an increase in negative social or environmental outcomes (see for example
[60, 39, 33]). Moreover, Buchanan in [15] shows, in a market with a monopolist firm, that in
the absence of pollution, increasing the output of the firm increases social welfare; however, when
pollution is a concern, it may be beneficial to reduce output. Thus it is unclear a priori whether
a tax on pollution will increase or decrease welfare. The counter-intuitive result that we discuss
in this paper occurs because, rather than solely discouraging fossil-fuel use, the imposition of a
carbon charge can also reduce market power. In fact, as we will demonstrate, the reduction of

market power may be the dominant effect, leading to an increase in emissions.

A diagram of the electricity system which we consider is shown in Figure 16.1. Here, there are two
nodes connected by a line of capacity K. At each node, 7, there is a generator, with a constant
marginal fuel cost, ¢;, injecting a quantity of electricity, ¢;. The nodal prices are calculated from
inverse demand curves given by y; = d; — a;p;, where d; and a; are positive constants and y; is
the satisfied demand at node i. We shall assume that generator 1 is a coal-fired power plant and
generator 2 is a gas-turbine plant, and their emissions per megawatt are y; and 7, tonnes of COq
respectively. The tax charged to generators is $a per tonne of COy emitted. This means that
the tax which generator ¢ would pay is $ay; per megawatt. We model the system as a one-shot
Cournot game in which the generators are assumed to act with full rationality, maximizing their
profits. Cournot models of electricity markets have some potential drawbacks, as shown by [12],
however they are still widely used in modelling competition in electricity markets, (e.g. [68, 70]).
In our model the optimal dispatch of electricity is determined by a system operator (ISO) who

determines the prices and power flow on the line, with the objective to maximize total welfare.
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Figure 16.1: Two node electricity network.

The formulation for this problem is shown below.

max o= (diyr — 591%) + o (daye — 392°)

st. it f=q
v2—f=q
<K
—-f<K

Chapter 16. Policy

Now consider an example in which K = 125MW and the inverse demand curves at the nodes are,

y1 = 400 — 3.2p; and yo = 500 — 2ps, respectively. Let v = 1.0 and 72 = 0.4; this corresponds to

a higher COy charge per megawatt on the coal plant. We will compare the Cournot equilibrium

solutions for two situations; one without a carbon tax (a = 0), and one with a carbon tax (o = 26).

We will first consider the case where there is no CO5 charge. Here, as the marginal cost of gas is

higher than the cost of coal, the gas plant has an incentive to withhold electricity, rather than try

to compete with the less expensive coal plant. This leads to an equilibrium where both generators

act as local monopolists, with the line congested towards node 2. The equilibrium result is shown

in Figure 16.2. The nodal prices are p; = $102.03 and py = $118.75, these prices differ due to the

line congestion.

198.5 MW 137.5 MW
f =125 MW

$40.00/MW (1) > (2)  $50.00/MW

|

73.5 MW 262.5 MW

Figure 16.2: No carbon charge.

However, if the generators are subject to a COs charge, the effective marginal cost of generation

for the gas plant is now lower than that of the coal plant. This means that gas plant behaves in

a more competitive manner, leading to an equilibrium in which the line is no longer congested;
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Figure 16.3: Best response correspondences: o = 0.

this is shown in Figure 16.4. As there is no congestion, the prices at both nodes are the same,

p1 = p2 = $99.83; this equilibrium is equivalent to a single node duopoly equilibrium.

175.89 MW 205.01 MW
f=95.34 MW
$66.00/MW (1) - (2) $60.40/MW
80.56 MW 300.35 MW

Figure 16.4: With carbon charge.

Looking at the welfare for these two situations, we see in Table 16.1 that the producer welfare drops
considerably when the carbon tax is applied. This is because the tax has increased their marginal
costs. The consumer welfare, however, has increased; this is due to the generators changing from
acting as monopolists to competing in a duopoly, leading to lower electricity prices. The congestion
rent has dropped to zero, because the line joining the nodes is no longer congested, after the tax

is applied.

a=0 a =26

Producer Welfare | $21,766 | $14,032
Consumer Welfare | $18,071 | $23,566
Congestion Rents | $2,090 $0

Table 16.1: Comparison of welfare.
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Figure 16.5: Best response correspondences: o = 26.

Table 16.2 shows that the total emission of CO5 increases when the carbon charge is applied. The
COs emissions increase 1.74% at equilibrium when the tax is introduced. The total amount of tax

collected in the equilibrium is $6,705.

‘ a=0 ‘azQG‘

COs5 Emissions | 253.5t | 257.9 t
Tax Collected $0 | $6,705

Table 16.2: Comparison of emissions and tax revenue.

As the carbon tax is just a transfer of wealth from producers to the government, we will include
the collected tax in the total welfare. Table 16.3 shows that the total welfare has in fact increased

after the tax has been introduced.

‘ a=0 ‘ a =26 ‘

Total Welfare

$41,927 ‘ $44,304 ‘
Table 16.3: Total welfare.

To summarize this result, the application of a tax on emissions of carbon dioxide has increased
generation costs, which predictably decreases the profits of generators. However, it has unexpect-
edly lowered electricity prices, increasing the welfare accruing to consumers, and it has eliminated
congestion in the electricity grid. The most interesting result is that the total emissions from the

generators have increased.
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The cause of this apparent paradox is the combination of the strategic behaviour of the generators
and the transmission constraint. Together these conspire to produce two different Nash equilibria,
with the more competitive one arising from a regime of carbon charges. In the absence of strategic
behaviour, or without a transmission constraint, this paradox would not occur. The example high-
lights the need to account for these effects when designing CO5 policy instruments for constrained

electricity transmission systems.

However, one must be careful when interpreting this result. If we consider the welfare associated
with the emissions, assuming that the carbon charge is set at the marginal social damages, we can
calculate that the increase in emissions of 4.4 tonnes per hour reduces welfare by only $114.4 per
hour; this reduction in welfare is less than the increase in welfare from the alleviation of congestion

in the network, leading to an overall increase in welfare.

Mixed strategy equilibria So far we have computed equilibria for two carbon charge levels:
first without a carbon charge, and then with a carbon charge of $26 / tonne. With a = 0, we have
the line congested at equilibrium, whereas with o = 26 there is no congestion on the line at equi-
librium. It can be shown that for values of a between 2.38 and 25.93 no pure-strategy equilibrium
exists. However, over this range of « it is possible to compute a mixed-strategy equilibrium of the
type discussed earlier in section 13.1. Here the gas plant mixes over two strategies, while the coal
plant has a single strategy. The expected injections of each plant are shown in figure 16.7, for a
between 0 and 40. Then in figure 16.8 we show the expected total emissions as a function of the
carbon charge. From this figure, we can see that as a increases from 0, initially the total emissions
decrease; this is because the congested pure-strategy equilibrium is still valid for small «, and the
charge has the effect of reducing output of both generators. However, as the carbon charge con-
tinues to increase the congested equilibrium is no longer valid, and due to the high carbon content
of coal, the gas plant (at equilibrium) chooses a mixed-strategy that, in expectation, rises with
«; this increase in generation from the gas plant offsets the reduction in coal usage, leading to an
increase in expected emissions. Finally for a greater than 25.93 we once again have a pure-strategy
equilibrium (this time unconstrained) and increasing the carbon charge further leads to reduced
emission levels. Note that for carbon charges between $14.7 and $27.8 / tonne, the total expected
emissions from the gas and coal plants at equilibrium in fact exceed the emissions without a charge

on emissions.
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Figure 16.6: Best response curves: o = 15.
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Figure 16.7: Injection quantities at equilibrium as a function of carbon charge, «.
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Figure 16.8: Carbon emissions at equilibrium as a function of carbon charge, a.
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Chapter 17

Future Research Directions

In this thesis, we have examined how the presence of a transmission network can alter the incentives
of firms competing in the electricity wholesale market. We have explored the effects of loops, losses
and line capacities, firstly on the economic dispatch problem and then in the context of Cournot

games. In this chapter we will discuss some research questions which have not been explored.

An interesting question that has been left unanswered by this thesis is how firms may behave in
a constrained network with both loops and losses. There are, however, significant challenges to
analyzing this, due to the non-convex nature of the dispatch problem. Chapter 6 mentions a few

of the counter-intuitive incentives firms may face when prices become negative.

In this work, for the purposes of the analysis, we have clearly delineated radial and looped networks.
However, networks may be mostly radial with a couple of loops. It would be interesting to explore
whether the results relating to properties of the dispatch problem for radial networks, can be
relaxed to allow for the presence of loops.! If such a relaxation were possible, it may cut down on
the number of KKT regimes that must be enumerated to compute non-deviation sets associated

with general networks.

One potential weakness of this work is that it focuses solely on Cournot competition. Cournot
competition was chosen, mainly due its comparative tractability over supply function models.
However, note that the results of chapters 4-6 do not assume a Cournot paradigm, and apply
equally in a supply function setting (albeit without demand uncertainty). An interesting extension
could be apply the results from chapter 5 to games where firms are offering supply functions, rather

than quantities.

LFor example, a simple relaxation would be to allow for loops without line capacities.
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Finally, the capacity expansion planning stochastic program could be improved upon in a number
of ways. First, it could be extended to allow for new lines to be built (rather than solely upgrading
old lines); this would require that line impedance data be incorporated as part of the decision
(due to new loops potentially being created). Another possible extension would be to allow for
the equilibrium to be congested and incorporate the social welfare associated with any equilibrium
into the objective, instead of gold-plating the network by ensuring the existence of the uncongested
equilibrium. This extension is difficult, as there may not always exist pure strategy equilibria, and

mixed strategy equilibria (and their corresponding welfare) are extremely difficult to compute.

226



Bibliography

[1]
2]

8]

AIMMS. CONOPT. http://www.aimms.com/features/solvers/conopt.

A. Al-Sunaidy and R. Green. Electricity deregulation in OECD (Organization for Economic
Cooperation and Development) countries. Energy, 31:769 — 787, 2006.

B. Allaz and J-L. Vila. Cournot competition, forward markets and efficiency. Journal of

Economic Theory, 59(1):1-16, February 1993.

T. Alvey, D. Goodwin, X. Ma, D. Streiffert, and D. Sun. A security-constrained bid-clearing
system for the New Zealand wholesale electricity market. Power Systems, IEEE Transactions

on, 13(2):340 — 346, may. 1998.

E. J. Anderson and A. B. Philpott. Optimal offer construction in electricity markets. Math-
ematics of Operations Research, 27(1):82-100, February 2002.

T. M. Apostol. Mathematical Analysis, chapter 13. Addison-Wesley, second edition, 1974.

J. Barquin and M. Vazquez. Cournot equilibrium computation on electricity networks. In
2nd International Workshop Liberalization and Modernization of Power Systems, Congestion

Management Problems. Irkutsk, Russia, 2003.

A. B. Berkelaar, K. Roos, and T. Terlaky. The Optimal Set and Optimal Partition Approach

to Linear and Quadratic Programming, chapter 6. Springer, 1997.

G. Bertram. Flectricity Market Reform: An International Perspective, chapter 7. Elsevier,
2006.

M. Bjorndal and K. Jornsten. The deregulated electricity market viewed as a bilevel pro-

gramming problem. Journal of Global Optimization, 33(3):465-475, 2005.

S. Borenstein and J. Bushnell. An empirical analysis of the potential for market power in

california’s electricity industry. The Journal of Industrial Economics, 47(3):285-323, 1999.

227



[12]

[13]

[18]

[19]

[23]

[24]

S. Borenstein, J. Bushnell, and S. Stoft. The competitive effects of transmission capacity in

a deregulated electricity industry. RAND Journal of Economics, 31(2):294-325, 2000.

S. Borenstein, M. Jaske, and A. Rosenfeld. Dynamic pricing, advanced metering and demand
response in electricity markets. Center for the Study of Energy Markets CSEM WP 105,

University of California Energy Institute, October 2002.

P. A. Breeze. Power Generation Technologies. Elsevier, Boston, 2005.

J. M. Buchanan. External diseconomies, corrective taxes and market structure. American

Economic Review, 59:174 — 177, 1969.

J. Bushnell. Estimating the opportunities for market power in a deregulated Wisconsin

electricity market. The Journal of Industrial Economics, 47, September 1999.

B. B. Chakrabarti and D. G. Goodwin. Monitoring and measuring market power in the New
Zealand electricity market. In Power System Technology and IEEE Power India Conference,
October 2008.

J. L. Clarke, S. J. Evenett, and K. Lucenti. Anti-competitive practices and liberalising
markets in Latin America and the Caribbean. The World Economy, 28(7):1029-1056, 2005.

R. W. Cottle, J. S. Pang, and R. E. Stone. The Linear Complementarity Problem. Academic
Press, 1992.

A. Cournot, N. T. Bacon, and I. Fisher. Researches into the Mathematical Principles of the
Theory of Wealth. The Macmillan Company, 1897.

P. Cramton and S. Stoft. A capacity market that makes sense. The Electricity Journal,
18(9):43-54, 2005.

A. M. Leite da Silva and J. G. C. Costa. Transmission loss allocation: Part I — single energy

market. IEEE Transactions of Power Systems, 18(4):1389-1394, November 2003.

F. Ding and J. D. Fuller. Nodal, uniform, or zonal pricing: distribution of economic surplus.

IEEE Transactions on Power Systems, 20(2):875-882, May 2005.

A. Downward. Carbon charges in electricity markets with strategic behavior and transmis-

sion. Energy Journal, 31(4):155-162, 2010.

228



[25]

[27]

[28]

[29]

Bibliography

A. Downward, D. Young, and G. Zakeri. Swapping generators’ assets: Market salvation or
wishful thinking. http://www.epoc.org.nz/papers/asset_swap.pdf, University of Auck-
land, January 2010.

A. Downward, G. Zakeri, and A. B. Philpott. On Cournot equilibria in electricity transmis-
sion networks. Operations Research, 58(4, part 2 of 2):1194 — 1209, 2010.

J. Dugindji and A. Granas. Fized Point Theory. Springer, 2003.

Electricity Commission. Grid investment test.

http://www.electricitycommission.govt.nz/opdev/transmis/git, 2006.

Electricity Commission. Draft grid planning assumptions (GPAs) — generation scenarios.
http://www.electricitycommission.govt.nz/opdev/modelling/gpas/May2007/Generation,

May 2007.

M. C. Ferris and T. S. Munson. Complementarity problems in GAMS and the PATH solver.
Journal of Economic Dynamics and Control, 24(2):165 — 188, 2000.

B. B. Fitzharhis. The 1992 electricity crisis and the role of climate and hydrology. New
Zealand Geographer, 48(2):79-83, 2008.

D. Fudenberg and J. Tirole. Game Theory. MIT Press, Cambridge, Mass., 1991.

D. Fullerton and G. E. Metcalf. Cap and trade policies in the presence of monopoly and
distortionary taxation. NBER Working Papers 8901, National Bureau of Economic Research
Inc., 2002.

GAMS Development. NLPEC user guide. http://www.gams. com/dd/docs/solvers/nlpec.pdf.

T. S. Genc and S. S. Reynolds. Supply function equilibria with pivotal electricity suppliers.
Technical report, Eller College, 2005.

R. Gibbons. Game theory for applied economists. Princeton University Press, New Jersey,

1992.

G. Giorgi, A. Guerraggio, and J. Thierfelder. Mathematics of optimization: smooth and

nonsmooth case. Elsevier, 2004.

I. L. Glicksberg. A further generalization of the kakutani fixed point theorem, with appli-
cation to nash equilibrium points. In Proceedings of the American Mathematical Society 3,

pages 170-174, 1952.

229



[39]

[40]

[47]

[48]

[49]

[50]

M. Gopinath and J. Wu. Environmental externalities and the optimal level of market power.

American Journal of Agriculture Economics, 81:825-833, 1999.

K. P. Green, S. F. Hayward, and K. A. Hassett. Climate change: caps vs. taxes. The
Hamilton Project, October 2007.

R. Green. Electricity transmission pricing: an international comparision. Utilities Policy,

6(3):177-184, 1997.

R. J. Green and D. M. Newbery. Competition in the British electricity spot market. Journal
of Political Economy, 100(5):929-953, October 1992.

G. Gross and D. Finlay. Generation supply bidding in perfectly competitive electricity mar-
kets. Computational €& Mathematical Organization Theory, 6(1):83-98, May 2000.

A. Hejlsberg, S. Wiltamuth, and P. Golde. The C# programming language. Addison-Wesley,
New Jersey, 2 edition, 2006.

C. Hepburn. Regulation by prices, quantities or both: A review of instrument choice. Ozxford

Review of Economic Policy, 22(2):226-247, 2006.

B. Hobbs, G. Drayton, E. B. Fisher, and W. Lise. Improved transmission representations in
oligolistic market models: Quadratic losses, phase shifters and DC lines. IEEFE Transactions

of Power Systems, 23(3):1018-1029, August 2008.

B. F. Hobbs, C. B. Metzler, and J-S. Pang. Strategic gaming analysis for electric power
systems: An MPEC approach. IEEE Transactions on Power Systems, 15(2):638—645, May
2000.

S. Hogan and R. Meade. Vertical integration and market power in electricity markets.
http://www.econ.canterbury.ac.nz/research/working papers.shtml, Department of

Economics, University of Canterbury, 2007.

X. Hu and D. Ralph. Convergence of a penalty method for mathematical programming with
complementarity constraints. Journal of Optimization Theory and Applications, 123:365—-390,
2004.

X. Hu and D. Ralph. Using EPECs to model bilevel games in restructured electricity markets
with locational prices. Operations Research, 55:809-827, 2007.

230



[51]

[61]

[62]

[63]

Bibliography

R. S. Irving. Integers, polynomials, and rings: a course in algebra. Springer, New York,

2004.

P. L. Joskow and J. Tirole. Transmission rights and market power on electric power markets.

RAND Journal of Economics, 31(3):450-487, 2000.

P. L. Joskow and J. Tirole. Reliability and competitive electricity markets. The RAND
Journal of Economics, 38(1):60-84, 2007.

M. Joung and R. Baldick. The competitive effects of ownership of financial transmission

rights in a deregulated electricity industry. The Energy Journal, 29(2):165-184, 2007.
M. Kijima. Markov processes for stochastic modeling. Chapman & Hall, 1997.

P.D. Klemperer and M.A. Meyer. Supply function equilibria in oligopoly under uncertainty.
Econometrica, 57(6):1243-1277, November 1989.

H. W. Kuhn. The Karush-Kuhn-Tucker theorem.
http://webrum.uni-mannheim.de/_pub/mokuhn/public/KarushKuhnTuckers.pdf, CD-
SEM Uni Mannheim, November 2006.

R. Larson, R. P. Hostetler, and B. H. Edwards. Calculus of a Single Variable. Houghton
Mifflin Company, Boston, 8 edition, 2006.

A. N. Letchford and M. M. Sorensen. Binary Positive Semidefinite Matrices and Associated

Integer Polytopes, pages 125-139. Springer Berlin, 2008.

R. J. Lipsey and K. Lancaster. The general theory of second best. The Review of Economic
Studies, 24(1):11-32, 1956-1957.

F. V. Louveaux and M.H. van der Vlerk. Stochastic programming with simple integer re-

course. Mathematical Programming, 61:301 — 325, 1993.

P. J. Luickx. Considerations on the backup of wind power: Operational backup. Applied
Energy, 85(9):787 — 799, 2008.

Z. Q. Luo, J. S. Pang, and D. Ralph. Mathematical programs with equilibrium constraints.

Cambridge University Press, Cambridge, 1996.

K. Lyons, H. Fraser, and H. Parmesano. An introduction to financial transmission rights.

The Electricity Journal, 13(10):31-37, 2000.

231



[65]

O. L. Mangasarian. Nonlinear Programming. Society for Industrial and Applied Mathematics,

1994.

L. T. Evans R. B. Meade. Alternating Currents or Counter-revolution? Victoria University

Press, Wellington, 2005.

G. E. Metcalf. A proposal for a U.S. carbon tax swap. American Enterprise Institute for

Public Policy Research, 2, June 2007.

C. Metzler, B. F. Hobbs, and J-S. Pang. Nash-Cournot equilibria in power markets on a
linearized DC network with arbitrage: Formulations and properties. Networks and Spatial

Economics, 3(2):123-150, June 2003.

Ministry of Economic Development. New Zealand energy data file 2009.

http://www.med.govt.nz/templates/MultipageDocumentTOC____41143.aspx, 2009.

K. Neuhoff, J. Barquin, M. G. Boots, A. Ehrenmann, B. F. Hobbs, F. A. M. Rijkers, and
M. Vazquez. Network-constrained Cournot models of liberalized electricity markets: the

devil is in the details. Energy Economics, 27(3):495-525, May 2005.
D. M. Newbery. Power markets and market power. The Energy Journal, 16(3):39-66, 1995.

E. Ni, P. B. Luh, and S. Rourke. Optimal integrated generation bidding and scheduling with
risk management under a deregulated power market. IEEE Transactions of Power Systems,

19(1):600-609, February 2004.
J. Nocedal and S. J. Wright. Numerical Optimization. Springer, 1999.

S. S. Oren. Integrating real and financial options in demand-side electricity contracts. Deci-

sion Support Systems, 30:279-288, 2001.

S. S. Oren. Generation adequacy via call options obligations: Safe passage to the promised

land. The Electricity Journal, 18(9):28-42, 2005.

R. Palma-Benhke, A. Philpott, Alejandro Jofr, and Corts-Carmona. Modelling network
constrained economic dispatch problems. Technical report, Electricty Power Optimization

Centre, 2009.

G. Pepermans and B. Willems. The potential impact of cross-ownership in transmission: An
application to the Belgian electricity market. Energy, Transport and Environment Working
Papers Series ete0501, Katholicke Universiteit Leuven, Centrum voor Economische Studin,

Energy, Transport and Environment, January 2005.

232



[78]

Bibliography

A. B. Philpott. Experiments with  load flow pricing  models.
http://www.esc.auckland.ac.nz/epoc/CRNEC.pdf, Electricty Power Optimization
Centre, 1999.

A. B. Philpott and A. Downward. Estimating a New Zealand electricity emissions factor.
http://www.meug.co.nz/includes/download.aspx?ID=108221, Stochastic Optimization
Ltd., February 2010.

A. B. Philpott, G. Pritchard, and G. Zakeri. Submission on consultation paper: High spring

washer pricing. Technical report, Electricty Power Optimization Centre, 2006.

M. Pollitt. The arguments for and against ownership unbundling of energy transmission

networks. Energy Policy, 36(2):704-713, February 2008.
L. Powell. Power system load flow analysis. McGraw-Hill Professional Publishing, 2004.

D. Ralph and Y. Smeers. EPECs as models for electricity markets. In Power Systems

Conference and Exposition, 2006.

J. B. Rosen. Existence and uniqueness of equilibrium points for concave n-person games.

FEconometrica, 33:520-534, 1965.

H. Rudnick and J. Zolezzi. Electric sector deregulation and restructuring in Latin America:
lessons to be learnt and possible ways forward. IEEE Proceedings: Generation, Transmission

and Distribution, 148(2):180 — 184, 2001.

S. M. Ryan, A. Downward, A. B. Philpott, and G. Zakeri. Welfare effects of expansions in
equilibrium models of an electricity market with fuel network. IEEE Transactions on Power

Systems, 25(3):1337 — 1349, 2010.

P. M. Schwarz, T. N. Taylor, M. Birmingham, and S. L. Dardan. Industrial response to

electricity real-time prices: Short run and long run. Economic Inquiry, 40(4):597-610, 2002.

F. C. Schweppe, M. C. Caramanis, R. D. Tabors, and R. E. Bohn. Spot pricing of electricity.
Kluwer Academic Publishers, 1988.

M. Shahidehpour, H. Yamin, and Z. Li. Market Operations in Electric Power Systems:
Forecasting, Scheduling and Risk Management. John Wiley and Sons, Inc., 2002.

S. Stoft. The effect of the transmission grid on market power.
http://eetd.1bl.gov/EAP/EMP/reports/40479.pdf, University of California Energy In-

stitute, 1997.

233



[91]

[92]

[94]

[95]

[100]

[101]

[102]

Transpower. North Island grid upgrade proposal.
http://www.gridnewzealand.co.nz/£3328,26493340/nigu-background-key-facts.pdf,
2009.

Transpower. North Island grid upgrade project.
http://www.gridnewzealand.co.nz/£3326,26489276/nigu-contruction-newlstter-2.pdf,
February 2010.

Vector. Electricity network pricing schedule. http://www.vector.co.nz/electricity/our-pricing,

2009.
X. Vives. Oligopoly Pricing: Old Ideas and New Tools. MIT Press, Boston, 1999.

F. Wolak. An assessment of the performance of the New Zealand wholesale electricity market.

Report for the New Zealand Commerce Commission, 2009.
S. Wolfram. The Mathematica Book. Cambridge University Press, 3 edition, 1996.
A. J. Wood and B. F. Wollenberg. Power generation, operation and control. Wiley, 1984.

G. Xiong, S. Okuma, and H. Fujita. Multi-agent based experiments on uniform price and pay-
as-bid electricity auction markets. In FElectric Utility Deregulation, Restructuring and Power
Technologies, 2004. (DRPT 2004). Proceedings of the 2004 IEEE International Conference

on, volume 1, pages 72-76, April 2004.

J. Yao, S. S. Oren, and I. Adler. Modeling and computing two-settlement oligopolistic
equilibrium in a congested electricity network. Operations Research, 56(1):34-47, January-

February 2008.

P. York. Compensation for transmission infrastructure. Federated Farmers, Auckland,

November 2009.

G. Zakeri and A. Downward. Exploring the strategic behaviour of FTR holders with market

power. http://www.sol.co.nz, Stochastic Optimization Ltd., July 2010.

J. Zarnikau, G. Landreth, I. Hallett, and S. C. Kumbhakar. Industrial customer response
to wholesale prices in the restructured texas electricity market. Energy, 32(9):1715-1723,
September 2007.

234



