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Abstract

Demand side response are proposed to incentivise customers to shift their electricity
usage from peak demand periods to off-peak demand periods and to curtail their
electricity usage during peak demand periods, which show great potential to reduce
the peak loads, electricity prices, customers’ bills and further stabilize the power
systems. The investigation of this effect on the pricing strategies and the profits of
electricity retailers has recently emerged as a highly interesting research area. However,
the state-of-the-art, bi-level optimization modelling approach makes the unrealistic

assumption that retailers treat wholesale market prices as exogenous, fixed parameters.

On the other hand, distributed energy resources (DER) in electricity markets are
proposed to bring the significant operating flexibility which can support system bal-
ancing and reduce demand peaks, thereby limiting the balancing costs of conventional
generators and the investments costs of new generation and network assets. And, local
energy markets (LEM) have recently attracted great interest as they enable effective
coordination of small-scale DER at the customer side, and avoidance of distribution
network reinforcements. However, the introduction of LEM has also significant impli-
cations on the strategic interactions between the customers and incumbent electricity

retailers, which has not been explored.

Furthermore, a specific demand response technology of electric vehicles (EV) exhibits
the potential to support system balancing and limit demand peaks, thus improving
significantly the cost-effectiveness of low-carbon electricity systems. And the effective
pricing of EV charging by aggregators constitutes a key problem towards the realization
of the significant EV flexibility potential in deregulated electricity systems and has
been addressed by previous work through bi-level optimization formulations. However,
the solution approach adopted in previous work cannot capture the discrete nature
of the EV charging / discharging levels. Furthermore, aggregators suffering from
communication and privacy limitations are hard to acquire the perfect knowledge of

EV operating characteristics and traveling patterns.



Given such a context, this thesis aims at addressing the above challenges and
proposing strategic retail pricing-based energy response programs to study the interac-
tions between the electricity retailer / aggregator and its served flexible customers /
EV based on game theoretic modeling and learning based approaches. We conduct the

research in three different application scenarios:

1) This thesis proposes a novel bi-level optimization problem which represents
endogenously the wholesale market clearing process as an additional lower-level problem,
thus capturing the realistic implications of a retailer’s pricing strategies and the resulting
demand response on the wholesale market prices. This bi-level optimization problem is
solved through converting it to a single-level Mathematical Programs with Equilibrium
Constraints (MPEC). The scope of the examined case studies is threefold. First of all,
they demonstrate the interactions between the retailer, the flexible consumers and the
wholesale market and analyse the fundamental effects of the consumers’ time-shifting
flexibility on the retailer’s revenue from the consumers, its cost in the wholesale market,
and its overall profit. Furthermore, they analyse how these effects of demand flexibility
depend on the retailer’s relative size in the market and the strictness of the regulatory
framework. Finally, they highlight the added value of the proposed bi-level model by

comparing its outcomes against the state-of-the-art bi-level modelling approach.

2) This thesis explores for the first time the interaction between electricity retailer
and LEM by proposing a novel bi-level optimization problem, which captures the
pricing decisions of a strategic retailer in the upper-level problem and the response of
both independent customers and the LEM (both including flexible consumers, micro-
generators and energy storages) in the lower-level problems. Since the lower-level
problem representing the LEM is non-convex, a new analytical approach is employed
for solving the developed bi-level optimization problem. The examined case studies
demonstrate that the introduction of an LEM reduces the customers’ energy dependency
on the retailer and limits the retailer’s strategic potential of exploiting the customers
through large differentials between buy and sell prices. As a result, the profit of the
retailer is significantly reduced while the customers, primarily the LEM participants

and to a lower extent non-participating customer, achieve significant economic benefits.

3) This thesis proposes a reinforcement learning (RL) method that the EV aggregator
gradually learns how to improve its pricing strategies by utilizing experiences acquired
from its repeated interactions with the EV and the wholesale market. Although RL can
tackle the challenge of imperfect information and MPEC reformulation, the state-of-the-
art RL methods require discretization of state and / or action spaces and thus exhibit

limitations in terms of solution optimality and computational requirements. This thesis



xi

proposes a novel deep reinforcement learning (DRL) method to solve the examined
EV pricing problem, combining deep deterministic policy gradient (DDPG) principles
with a prioritized experience replay (PER) strategy, and setting up the problem in
multi-dimensional continuous state and action spaces. Case studies demonstrate that
the proposed method outperforms state-of-the-art RL methods in terms of both solution
optimality and computational requirements, and comprehensively analyze the economic
impacts of smart-charging and vehicle-to-grid (V2G) flexibility on both aggregators

and EV owners.
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Chapter 1

Introduction

1.1 Context

Environmental and energy security concerns have driven governments worldwide to take
significant initiatives towards the decarbonization of both generation and demand sides
of energy systems [1]. However, these decarbonization initiatives introduce significant
challenges to the operation and development of electricity systems. On the generation
side, the decarbonization agenda involves the large-scale integration of renewable
generation, which is however inherently characterized by high variability and limited
controllability, challenging the cost-efficient balancing of the electricity system. On the
demand side, the decarbonization agenda involves the electrification of transport and
heat sectors, which is however expected to significantly increase demand peaks and

drive capital-intensive generation and network investments.

In this setting, flexible demand technologies, enabling redistribution of electricity
demand in time, have the potential to significantly improve the cost-effectiveness of
low-carbon power systems by limiting demand peaks and increasing the use of renewable
and cheaper generation sources. For example, at the demand side, the decarbonization
agenda involves the electrification of certain sectors, with the electrification of the
transport sector through the large-scale integration of electric vehicles (EV) being
one of the key priorities. Amongst such flexible demand technologies, EV exhibit
an outstanding flexibility potential due to their inherent ability to store electrical
energy in their batteries, their low energy consumption requirements with respect to
the significant capacity of their batteries, and the Vehicle-to-Grid (V2G) capability

which enables EV to inject stored energy back to the grid. Numerous studies have
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investigated these beneficial impacts of different kinds of flexible demand technologies

on electricity systems’ short-term operation and long-term development [2-6].

One the other hand, a large number of small-scale distributed energy resources
(DERs), including flexible loads, micro-generators and energy storages, are increasingly
being connected to the distribution network, with the overall objective of providing the
required flexibility to support the cost-effective development of low-carbon electricity
systems. However, this paradigm change greatly complicates the operation of the
system, as the effective coordination of such large numbers of DER involves very
significant communication and computational scalability challenges as well as privacy
concerns. In view of these challenges, local energy market (LEM) has recently emerged
as an interesting approach to deal with these coordination challenges, as the global
coordination burden is broken down to the coordination of local market clusters, each
grouping a number of customers with DER, coordinating the energy exchanges between

them and the upstream grid and addressing local network problems.

Beyond the above decarbonization initiatives however, governments worldwide have
also taken significant initiatives towards the deregulation of the electricity industry,
involving unbundling of vertically integrated monopoly utilities and the introduction
of competition in both generation and retail sectors [7]. In this deregulated setting,
beyond the above high-level impacts of demand side flexibility on the whole system
(the whole society), it becomes imperative to investigate its impacts on the business

case and strategies of different, self-interested market participants.

Another very important category of self-interested market participants in this
deregulated setting includes electricity retailers (or suppliers, aggregators), especially
when considering their direct interaction with the demand side. Specifically, these
entities represent the large majority of the consumers in the wholesale electricity
market, buying energy from this market at the wholesale prices and reselling it to
their contracted consumers at certain retail prices. But these entities can also buy
energy from its served customers with generation capacity at certain retail prices
and resell to the wholesale market at the wholesale prices. The objective of these
self-interested entities lies in maximizing their individual profits by optimizing the
retail prices offered to their customers but also respecting regulatory limits [8]. By
activating their flexibility, customers can respond to the offered retail prices so as to
maximize their individual utility / profit. This effect will in turn impact the retailers’

decisions regarding the offered prices and eventually their profit.
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1.2 Motivation

A few recent works have modeled the dynamic interaction between the electricity
retailer and the served customers through a bi-level optimization model. The upper-
level problem represents the strategic decision making of the retailer who determines
the optimal retail prices offered to the customers and the hourly demand / generation
bids submitted to the wholesale market so as to maximize its profit over the considered
daily horizon. The lower-level problem represents the decision making of customers
which determine their optimal demand / generation response given the retail prices so

as to maximize their total utility / profit.

However, all of them exhibit a fundamental shortcoming: the impact of the offered
retail tariffs and the resulting energy response on the wholesale market is neglected.
As a result, the wholesale market price is treated as an exogenous parameter. This
assumption does not reflect the reality, as in most markets a relatively small number
of retailers serve the whole population of consumers. In the UK for example, despite
the early deregulation initiatives, the “Big Six” energy retailers still account for more
than 75% of the market [9]. As a result, the modeling approaches employed in these
works fail to fully capture the impact of customers’ response on the retailer’s strategies

and profit.

As discussed above, the LEM concept addresses the communication and scalability
challenges of DER coordination. However, the new LEM paradigm is also expected
to have significant implications on the strategic interactions between the local end
users and incumbent electricity retailers. With the introduction of LEM, the served
customers together and exchange energy between each other, thus this paradigm change
is expected to limit their dependency on the electricity retailers and reduce the volumes
of energy traded by the retailers. This effect will in turn affects the retailer’s decisions

regarding the offered prices and eventually its profit.

Moreover, in the deregulated electricity sector environment, the realization of the EV
flexibility potential needs to be integrated in electricity markets through an aggregator.
Bi-level optimization model constitutes the most widely employed methodological
framework in the existing literature for addressing this problem, where the upper-level
problem represents the pricing optimization problem of the aggregator and the lower-
level problems represent the response optimization problems of the EV. All relevant
previous works have solved such bi-level optimization problems by converting them to

single-level Mathematical Programs with Equilibrium Constraints (MPEC), through
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the replacement of the lower-level problems by their equivalent Karush-Kuhn-Tucker
(KKT) optimality conditions.

Nevertheless, this solution approach exhibits two fundamental limitations. Firstly,
it implicitly assumes that the aggregator has perfect knowledge of the EV operat-
ing characteristics and imperfect knowledge of the EV travelling patterns; such an
assumption is not generally realistic, particularly when considering that the current
penetration of EV is limited and thus existing work on the characterization of their
operating characteristics (especially their travelling patterns) is far from comprehensive.
Secondly, the lower-level problem does not include any binary decision variables since
the derivation of the equivalent KKT optimality conditions is only possible when
this problem is continuous and convex. As a result, previous works neglect physical
non-convex operating characteristics of EV such as discrete charging / discharging

levels, and therefore may lead to sub-optimal pricing strategies.

1.3 Research Questions

The research problem that we are looking at in this thesis focuses on strategic retail
pricing problem of an electricity retailer who considers the effect of its served local
flexibility. As an efficient strategic retail pricing strategy always considers both i) the
interaction between the electricity retailer and the wholesale market, which affects
its energy cost; and ii) the interaction between the electricity retailer and its served
customers, which affects its energy revenue. In summary, there are three different

scenarios when considering the potential questions in this thesis.

The first scenario happens when the electricity retailer serves a relatively large
number of consumers, implying that its tariff strategy and the resulting demand
response will have a significant impact on the wholesale market prices. The related
research questions are: 1) how can we design a comprehensive framework to model the
electricity retailer’s strategic retail pricing, the served customers’ demand response, and
wholesale market clearing processing into an integrated fashion? 2) how can we design
an efficient demand response program to model the consumers’ characteristics of both
time-independent demand elasticity and time-coupling demand shifting? 3) how can
we model the regulatory constraints on the offered retail prices that prevent the retailer
from exploiting the consumers and making excessive profits? 4) how can we analyse
the impact of demand flexibility on electricity retailer’s pricing strategies and the

system parameters on its resulting business? 5) how can we evaluate the added value
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of our proposed model with respect to the state-of-the-art bi-level optimization model
neglecting the interaction between the retailer’s strategic pricing and the wholesale

market conditions?

The second scenario happens when LEM is introduced in the retail market. The
related questions are: 1) how can we design an efficient market mechanism to coordinate
the energy exchanges between DER and the upstream grid? 2) how can we design an
efficient framework to capture the interaction between retailer’s strategic pricing and
the LEM? 3) if the framework is designed as a bi-level optimization model, how can we
solve this model in an effective way? This is because the lower-level problem of LEM
is non-convex when it introduces the binary variables indicating whether the LEM
buys energy from the retailer or sells energy to the retailer at the same time period. 4)
how can we analyse the effects of introducing an LEM among the retailer’s customers
on the amount of energy served by the retailer, the buy and sell prices offered by the

retailer, the retailer’s profit and the different customers’ economic surplus?

The third scenario happens when an aggregator represents a large number of EV
in the wholesale market and coordinates their operation according to the market
conditions and the EV operating characteristics. The related questions are: 1) how
can we design a suitable mechanism for the EV aggregator to design effective time-
specific prices, accounting for the discrete charging / discharging response patterns
of the served EV? 2) how can we propose a new methodology to address the two
fundamental limitations of MPEC approach as discussed in the previous section? 3)
how can we address the curse of dimensionality of conventional Q-learning algorithms
and accelerate the learning speed of deep reinforcement learning algorithms? 4) how
can we demonstrate that the proposed method achieves a significantly higher profit for
the examined aggregator and exhibits lower total computational requirements than the
state-of-the-art reinforcement learning methods? 5) how can we analyse the impacts of
smart-charging and V2G flexibility on the pricing decisions and profit of the aggregator

as well as the costs of EV owners?

1.4 Contributions

This section outlines the contributions of this thesis, which are discussed from the
problem development, model formulations, adopted methods, testing results and
physical analysis to address the challenges associated with impacts of demand flexibility,

local energy market on the electricity retailers as well as the strategic pricing problems
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for flexible electric vehicles charging. These contributions are further explored as

follows:

1. Investigating the Effects of Demand Flexibility on Electricity Retailers’ Business
through a Bi-Level Optimization Model

- A bi-level optimization model is proposed, rigorously capturing the interactions
between the retailer’s pricing decisions (modeled in the upper-level), the flexible con-
sumers’ demand response (modeled in the first lower-level problem) and the wholesale
market clearing process (modeled in the second lower-level problem). In contrast with
state-of-the-art bi-level models, this model drops the unrealistic assumption that the
retailer treats wholesale market prices as exogenous, fixed parameters, and represents
endogenously the wholesale market clearing process; as a result, it captures the realistic

implications of the retailer’s pricing strategies on the wholesale market prices.

- Case studies with the proposed model demonstrate that demand flexibility reduces
the retailer’s revenue from the consumers, reduces the retailer’s cost in the wholesale
market, and does not have a uniform impact on the retailer’s overall profit. This latter
impact is shown to depend on the strictness of the regulatory constraints imposed on
the offered retail prices, implying that demand flexibility can effectively complement
regulatory policies in safeguarding the consumers against the strategic behavior of

retailers.

- Case studies also demonstrate that the above effects of demand flexibility on the
retailer’s revenue and cost are relatively enhanced as the relative size of the retailer
increases. However, the implications of the retailer’s size on its overall profit are not
uniform, but depend on the extent of demand flexibility, implying that new, small
players in the retail market are more likely to take initiatives towards the realization

of the flexibility potential of their consumers, than large, incumbent retailers.

- Finally, case studies demonstrate that the state-of- the-art bi-level models un-
derestimate the above effects of demand flexibility on the retailer’s revenue and cost,
compared to the proposed model, and this underestimation is enhanced as the retailer’s
size increases. This result implies that state-of-the-art models are suitable for driving
a retailer’s decision-making only under the limiting condition that the retailer’s size
is extremely small (around 1% of the market according to the obtained results), in

contrast with the general suitability of the proposed model.

2. Exploring the Effects of Local Energy Markets on FElectricity Retailers and Customers
through a Bi-Level Optimization Model
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- A bi-level optimization model is proposed, rigorously capturing the interactions
between the retailer’s pricing decisions (modeled in the upper-level), the demand /
generation response of flexible consumers, micro-generators, energy storages (modeled
in the first three lower-level problems), and the operation of an local energy market
among its served customers (modeled in the fourth lower-level problem). In contrast
with state-of-the-art bi-level models on retailer’s strategic pricing problems, this model
makes the first attempt to fill the knowledge gap of modelling the interactions between
the retailer’s strategic pricing decisions and the operation of a local energy market

among its served customers.

- Since this fourth lower-level problem is non-convex, as it includes the binary
decision variables of the local energy market to either buy or sell energy to the retailer
at each period, the formulated bi-level optimization problem cannot be solved through
the traditional approach of converting it to a Mathematical Program with Equilibrium
Constraints (MPEC). In this context, this thesis employs an approach, which is based
on the relaxation and primal-dual reformulation of the non-convex lower-level problem

and the penalization of the associated duality gap.

- Case studies with the proposed model demonstrate that the introduction of a
local energy market is shown to reduce the customers’ energy dependency on the
retailer, since they are able to trade energy among them at prices which lie between
the retailer’s high buy prices and low sell prices, which is mutually beneficial for all
flexible consumers, micro-generators and energy storages participants; regarding the
latter, the local energy market is shown to unlock their arbitrage potential and activate

them in the market.

- Case studies, consequently, also demonstrate that the retailer’s strategic potential
of exploiting the customers through large differentials between buy and sell prices is
limited, and the retailer strives to make its offered buy and sell prices more competitive
in order to attract more demand and generation by its customers. As a result of these
effects, the profit of the retailer is very significantly reduced, while the customers enjoy

significant economic benefits.

- Case studies demonstrate that this beneficial impact of local energy market is
significantly higher for customers participating in the local energy market, but it is
also substantial for non-participating customers, due to the above effects of the local

energy market on the retailer’s offered prices.
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- Finally, case studies quantitatively demonstrate that the proposed relaxation
method and primal-dual reformulation are effectively with the suitable selection of the

penalization weighting factor in the final multi-objective optimization problem.

3. A Deep Reinforcement Learning Method for Pricing Electric Vehicles with Discrete
Charging Levels

- A new bi-level optimization formulation is presented for modeling the examined
EV pricing problem, which, in contrast with the existing literature, considers the V2G

capability of EV and the discrete nature of their charging / discharging levels.

- A novel deep reinforcement learning (DRL) method is developed to solve the
formulated problem, combining deep deterministic policy gradient (DDPG) principles
with a prioritized experience replay (PER) strategy. In contrast with state-of-the-art
reinforcement learning (RL) methods, this approach poses the examined problem in

multi-dimensional continuous state and action spaces in a faster way.

- Case studies demonstrate that the proposed method achieves a significantly
higher profit for the examined EV aggregator and exhibits lower total computational

requirements than state-of-the-art RL methods.

- Case studies demonstrate that the proposed method exhibits a more favourable
computational performance than benchmark RL methods due to the employment of

the proposed PER strategy.

- Case studies apply the proposed method to different scenarios in order to com-
prehensively analyse the impacts of smart-charging and V2G flexibility on the pricing

decisions and profit of the aggregator as well as the costs of EV owners.

1.5 Thesis Organization

The rest of this thesis is organized as follows:

Chapter 2 firstly introduces the different market mechanisms of wholesale mar-
ket, retail market and local energy market in the deregulated electricity market and
how the market participants interact with each other at different market mechanisms.
Secondly, we provide the design and mathematical modeling of different market par-
ticipants examined in this thesis. Finally, this chapter discusses the key assumptions
made regrading the two proposed solution approaches of game-theoretic approach and
learning-based approach, and presents the fundamental formulation for each of them
adopted throughout the thesis.
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Chapter 3 proposes a novel bi-level optimization model for the retail pricing
decision making of a strategic electricity retailer, rigorously capturing the interactions
between the retailer’s pricing decisions (modeled in the upper-level), the flexible
consumers’ demand response (modeled in the first lower-level) and the wholesale
market clearing process (modeled in the second lower-level). Such model is equivalent
to an MPEC that can be recast as a tractable MILP problem using an exact linearization
approach. Finally, the case studies with the proposed model demonstrate the impact
of demand flexibility on the retailer’s revenue from the consumers, its cost in the
wholesale market, and its overall profit. This latter impact is shown to depend on the
strictness of the regulatory constraints imposed on the offered retail prices and the
relative size of the examined electricity retailer in the wholesale market. The add value
of the proposed bi-level model is also evaluated by comparing its outcomes against the
state-of-the-art bi-level modelling approach treating the wholesale market prices as
exogenous, fixed parameters that are not affected by the consumers’ response to the

retail prices.

Chapter 4 explores for the first time the significant implications of local energy
market on the strategic interactions between the customers and incumbent electricity
retailers by proposing a novel bi-level optimization model, which captures the pricing
decisions of a strategic retailer in the upper-level and the response of both independent
customers and the local energy market (both including flexible consumers, micro-
generators and energy storages) in the lower-level. Since the lower-level problem
representing the local energy market is non-convex, the formulated bi-level optimization
problem cannot be solved through the traditional approach of converting it to an
MPEC adopted in Chapter 3. To this end, a new analytical approach based on the
relaxation and primal-dual reformulation of the non-convex lower-level problem and
the penalization of the associated duality gap is employed for solving the developed
bi-level problem. The examined case studies comprehensively analyze the effects of
introducing an local energy market among the retailer’s customers on the amount
of energy served by the retailer, the buy and sell prices offered by the retailer, the

retailer’s profit and the different customers’ economic surplus.

Chapter 5 proposes a new bi-level optimization formulation for modeling the
examined EV pricing problem, which, in contrast with the existing literature, considers
the V2G capability of EV and the discrete nature of their charging / discharging
levels. However, the game-theoretic solution approach adopted in Chapter 3 cannot
capture the discrete nature of the EV charging / discharging levels and adopted
in Chapter 4 assumes that the aggregator (solving the final MPEC) has perfect
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knowledge of the EV operating characteristics (which constitute parameters of the
lower-level problems), such an assumption is not generally realistic, particularly when
considering that the current penetration of EV is limited and thus existing work
on the systematic characterization of their operating characteristics (especially their
travelling patterns) is far from comprehensive. This chapter proposes a novel DRL
method for designing effective retail prices by an EV aggregator, accounting for the
discrete charging / discharging levels of the EV. This method is named prioritized deep
deterministic policy gradient method (PDDPG), as it is founded on the combination
of deep deterministic policy gradient (DDPG) principles and prioritized experience
replay (PER) strategy. In contrast with previous RL methods, this method sets up
the problem in multi-dimensional continuous state and action spaces. Case studies
compare the performance of the proposed method against the two state-of-the-art
methods (Q-learning and DQN) and investigate the economic impacts of EV flexibility
on both the aggregator and the EV owners.

Chapter 6 concludes this thesis providing a summary, relevant conclusions drawn
from the case studies carried out throughout the thesis work, and the main contributions

of the thesis. Finally, some topics are suggested for the future research.

Appendix A provides the data of the electric vehicles used in Chapters 5.



Chapter 2

Market Models and Modelling
Approaches

2.1 Market Mechanisms

In a traditional monopolistic or vertically integrated electricity market, market operators
mainly aim to minimize the expected costs while maintaining an adequate security
of supply [10]. Since 1980s, however, the electricity markets have been gradually
evolving toward liberalized or deregulated structures, which are characterized by open
competitive energy markets, unbundling electricity services, open access to the network,
etc. To establish a competitive electricity market and improve its efficiency, the
restructured market allows for exercising market power and tends to stimulate the

emergence of new technologies [11, 12].

The key to open innovation in the deregulated power sector has been believed to
be the development of consumer-centric business models and well-designed demand
side management (DSM) programs [13, 14]. Following these ideas, the recent work in
[15] looks even further forward to more subtle modeling of customer behavior, with
considerations of their willingness to participate and even emotional or irrational
features. With these prevailing ideas in the research community, the next-generation
retail electricity market infrastructure will be a level playing field, where all energy
end-users and customers have equal opportunity to play the role of active participants
rather than pure passive price-takers [16, 8]. Fortunately, the recent development of the
functionalities of the electricity retailers has opened many new possibility for monitoring,
coordinating and controlling short-term delivery of electricity at the electricity retail
side [17]. Especially with the further development of the concept of the demand side
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response, deregulation of the electricity market has been spreading out from wholesale
market design into retail market design. In the new paradigm for energy transactions,
different customers (e.g. flexible demand, micro-generation) or customer groups (e.g.,
energy community, local energy market) are strategical to affect the retailer’s business

as well as the wholesale market conditions.

Moreover, in smart grids, a growing number of customers will be able to have local
generation capability, i.e., distributed energy resources (DERs), along with various
flexible controllable loads, such as thermostatically-controlled loads (TCLs), distributed
energy devices (DESs) and smart washing machines [18, 19]. Electric vehicles (EVs)
and plug-in electric vehicles (PEVs) are also appealing as the most controllable loads
because they can be curtailed for significant periods of time (e.g., several hours)
without impact on end-use function [20, 21]. These kinds of customers are encouraged
to actively participate in the retail market to provide local flexibility or localized power

balance between energy surplus and energy deficit.

GenCo GenCo GenCo

Wholesale market

Retailer Aggregator

\

Retail market

Local energy
market

Fig. 2.1 The deregulation of the retail electricity market.

Consumer

Fig. 2.1 shows a general perspective of energy interactions among different levels
of power system decision makers in a deregulated retail electricity market. In this
framework, generation companies (GenCos) are the first-level decision makers, electricity
retailers (aggregators) are the second-level decision makers and end-customers (e.g.,
consumers, DERs, local energy market) are considered as the third-level decision

makers. Other participants, due to their functionalities, may be located at each level
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of this framework. The first- and second-level decision makers are coupled with each
other in the wholesale electricity market, which is managed by the market operator.
The second- and third-level decision makers are coupled with each other in the retail
electricity market, which is managed by the electricity retailers. Finally, part of
end-customers (e.g. micro-generators and distributed energy storages) providing local
generation capability are coupled with local demands that forms into a local energy
market (LEM).

2.1.1 Wholesale Market

In this study, we model the wholesale electricity market as a pool-based, energy-only
market and hourly resolution. This assumption captures essential features of the UK
wholesale electricity market. The market employs a centralized market clearing mecha-
nism, where the market operator receives the demand bids from the electricity retailers,
derives the GenCos’ cost function and their corresponding operational constraints,
and determines the centralized solutions (constitute of market clearing dispatch of the
GenCos and market clearing prices) by solving a generation cost minimization problem

over the day-ahead horizon with hourly resolution.

Recently, there are a few papers [22—41] modeling the dynamic interaction between
retailers and electricity consumers. In the retail market, by deploying demand flexibility,
electricity consumers can modify their demand patterns according to the offered retail
tariffs so as to maximize their utility. However, this effect on the wholesale market
is neglected in these papers. As a result, the wholesale market price is treated as
an exogenous parameter. This assumption does not reflect the reality, as in most
markets a relatively small number of retailers serve the whole population of consumers.
Therefore, each retailer serves a relatively large number of consumers, implying that
its retail pricing strategy and the resulting demand response will have a significant
impact on the wholesale market prices and consequently on the retailer’s profit. As a
result, the modeling approaches employed in these papers [22—41] fail to fully capture

the impact of demand flexibility on the retailer’s strategies and profit.

2.1.2 Retail Market

Retailers in the retail electricity market are supposed to purchase electricity in the
wholesale electricity market and resell it to their subscribed end-user customers through

assigning appropriate retail prices, either in a temporal variance way or at a flat rate.
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Currently, the electricity retailer is usually operated as an entity that is independent of
any generation or distribution company [8]. The decision-making process involved in
buying and selling strategies usually contains some volatile market risks that are similar
to the ones in any other market, such as the stock market and oil market. Especially
with the further deregulation of the electricity market, along with the development
of DSM and the proliferation of DERs, retailers participating in both the wholesale
market and the retail market should carefully design their buying-selling trade-off and

electricity portfolio optimization [42].

On the customer side, these end-consumers do respond to the retail pricing schemes
offered by the retailers. Hence, the averaged flat retail prices under traditional designs
give customers inaccurate information about the actual resources cost of power genera-
tion, and may ignore continuous changes in the electricity system conditions. Setting
prices that differ for certain periods is an approach to realize these continuous market
conditions. These time-based pricing schemes incentivise electricity customers to lower
their usage during peak times, or shift their electricity usage from peak demand periods
to off-peak demand periods. Time-of-use (TOU) tariffs play a crucial role in providing
demand flexibility and tariff design in the electricity retail market [43]. Specifically,
TOU tariffs are widely adopted by the retailer, which can achieve a better balance
between realizing the demand flexibility and protecting consumers from pricing risk
in the wholesale market. Among all the ToU tariffs, Economy 7 is adopted by UK
electricity retailers to provide 7 hours of cheap off-peak electricity during the night.

Prices during the rest of the time are, by contrast, relatively expensive [44].

However, TOU tariffs are fixed to consumers for several periods within the daily
horizon (e.g. peak and off-peak hours) that cannot fully realize the flexibility potential
of the consumers. Using TOU pricing schemes as baselines, some additional incentive
mechanisms are also proposed on top of them to reflect the demand response from
customers with energy awareness, which are aware of the electricity price elasticity and
reasonable energy saving. In which, the time-specific retail pricing scheme is proposed
in order to fully realize the flexibility potential of the consumers so as to develop the
benefits of demand flexibility both on the market outcomes and the business of retailers.
Overall, these kinds of negotiation-based demand response programs can be categorized
as incentive mechanisms [45] that provide an additional economic management tool for

the power system and market efficiency.
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2.1.3 Local Energy Market

In most scenarios, customers play a role of energy consumption in retail electricity,
purely serving as consumers of energy at the retail side. However, decentralisation
constitutes one of the main features of the emerging Smart Grid. Specifically, a
large number of small-scale DERs, including flexible loads, micro-generators and
micro-storages, are increasingly being connected to the distribution network, with the
overall objective of providing the much required flexibility to support the cost-effective
development of low-carbon electricity systems [46]. However, this paradigm changes
greatly complicates the operation of the system, as the effective coordination of such
large numbers of DERs involves very significant communication and computational
scalability challenges as well as privacy concerns, since DER owners are not generally
willing to disclose private information and be directly controlled by external entities
[47].

To develop strategies for these challenges, policy makers and planners need knowl-
edge of how these DER can be integrated effectively and efficiently into a competitive
retail electricity market. LEM has recently emerged as an interesting approach to deal
with these coordination challenges, as the global coordination burden is broken down
to the coordination of local market clusters, each grouping a number of customers
with DER, coordinating the energy exchanges between them and the upstream grid
and addressing local network problems. Beyond this coordination benefit, the local
matching of power reduces net demand peaks and network losses, resulting in avoidance

or deferral of capital-intensive network reinforcements.

However, beyond these system coordination and investment planning impacts, this
new local market paradigm is expected to have significant implications on the business
case of incumbent electricity retailers. The objective of these self-interested retailers
lies in maximizing their individual profit by optimizing the offered electricity retail
prices to the LEM, but also represent them in the wholesale electricity market by
buying / selling energy consumed / produced by the LEM from / to the wholesale
market. With the introduction of LEM, the DER group together and exchange energy
between them. This paradigm change is expected to limit their dependency on the
retailers and reduce the volumes of energy traded by the retailers. This effect will in
turn impact the retailers’ decisions regarding the offered retail prices and eventually

their profits.
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2.2 Market Participants

Having introduced the market mechanisms of wholesale market, retail market and local
energy market in section 2.1, this section lies in providing the mathematical models of

the market participants examined in this thesis.

2.2.1 Generation Companies

For presentation clarity reasons and without loss of generality, we assume that the
Generation Company (GenCo) owns a single generation unit. And a simplified yet
representative model is employed, where the quadratic cost function, linear marginal

cost function and output limits of GenCo are expressed by (2.1), (2.2) and (2.3)

respectively:
Costy"(g) =19, + ¢%g} (2.1)
MCosté"°(g,) =19 +2¢%¢, (2.2)
0<g < gm, vt (2.3)

In order to avoid non-linearities in the optimization model of further Section 3.3,
the quadratic cost function (2.1) is approximated by a piece-wise linear cost function,
consisting of a number of generation blocks (segments) [48]. Since the cost curve of
each segment is linear, the marginal cost of each segment is constant, which leads to a
step-wise linear marginal curve. The cost, marginal cost function and output limits of
each block b are expressed by (2.4), (2.5) and (2.6) respectively:

Cost’ffnco(gnb) = )\Z?gt,b (2.4)
MCost'ffnco(gt,b) =\ (2.5)
0<gp < gy, Vt, Vb (2.6)

2.2.2 Electricity Retailers

A very important category of self-interested market participants in the deregulated
electricity market includes electricity retailers, especially when considering their direct
interaction with the demand side. Specifically, retailers represent the large majority of
the consumers in the wholesale electricity market, buying energy from this market at

the wholesale prices and reselling it to their contracted consumers at certain retail prices
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[8]. The objective of a retailer lies in maximizing its individual profits by optimizing
the retail buy prices A\’ and retail sell prices A\ offered to its served customers and its

demand bids / generation offers d} in the wholesale market:
Profetsier(\ X;, d¥') = Ny — Nigo — A'dy 2.7

where d; and g; respectively expresses the demand and generation of the customers

served by the retailer and A}’ indicates the wholesale prices.

It is assumed that customers are not allowed to directly buy / sell electricity from /
to the wholesale market, as each customer is too small to participate in the wholesale
market clearing. That means that the retailer is the only electricity provider who
possesses strong market power. To alleviate the retailer’s market power and build
a fair retail market, the regulatory constraint set (2.8), such as the maximum and
average retail prices (related to the wholesale prices), are subjected to prevent the
retailer from exploiting the customers and making excessive profits [49]. Furthermore,
the model can be enhanced by incorporating extra constraint set (2.8), (at the cost of
extra complexity) to reflect better the true interaction between retailer and users or

possible direct interaction between users and the wholesaler.
AN € R,V (2.8)

Finally, the retailer has to ensure the energy sold to it served demand d;, the energy
bought from its served generation g, and the energy traded in the wholesale market d}’

are balanced at each time period ¢ in (2.9).

dy — g = d¥,Vt (2.9)

2.2.3 Distributed Energy Resources

In this study, a general framework for implementing a retail market is proposed as
an electricity market structure with different distributed energy resources (DERSs)
penetration and demand side management of consumers. Moreover, the consumers
are able to participate in the market as flexible demand, micro-generators and energy

storage systems, but also a specific technology of electric vehicle.

Flexible Demand

Flexible Demand (FD) is based on the idea that the electricity use of consumers changes

from their normal consumption patterns to the price of electricity over time. On the
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one hand, FD is used to induce lower electricity use at periods of high retail prices and
higher electricity use at periods of low retail prices [50]. On the other hand, FD [51, 52]
involves temporal redistribution of consumers’ energy requirements. As a large number
of researchers have stressed, consumers’ flexibility regarding electricity use mainly
involves shifting of their loads” operation in time instead of simply avoiding using their
loads [13, 2]. In other words, load reduction during certain periods is accompanied
by a load recovery effect during preceding or succeeding periods. This shift of energy

demand from different periods drives a demand profile flattening effect.

Following the model employed in [53-55], the benefit obtained by the demand side
at each time period is expressed through a quadratic, non-decreasing and concave
function (2.10). The marginal benefit or “willingness to pay” is thus expressed through
a linear decreasing function (2.11) which captures the effect of demand’s self-price
elasticity. As the demand level increases the consumers are willing to pay a lower price;
equivalently, as the market price increases the demand requested by the consumers
is reduced. The maximum price [P that the consumers are willing to pay represents
the value of lost load (VOLL) [56]. The limits in the requested demand level at each
time period are expressed by (2.15). The VOLL, the slope of the marginal benefit
function and the maximum demand limit are time-specific parameters, capturing the

differentiated preferences of consumers across different time periods [57].

Ben!P(d;) = 1Pd; — ¢P & (2.10)
M Ben!P(d,) = 1P —2¢Pd (2.11)
0<d, <dre vt (2.12)

The quadratic benefit function (2.10) is approximated by a piece-wise linear benefit
function, consisting of a number of blocks. The benefit, marginal benefit and demand
limits of each block ¢ are expressed by (2.13), (2.14) and (2.15) respectively:

Ben', " (di) = ADudy.c (2.13)
MBen'; P (d,.) = \E, (2.14)
0 < dyo < d9", W, Ve (2.15)

The time-shifting flexibility of the demand side is expressed by (2.16)-(2.17). The
variable di" represents the change of the demand with respect to the baseline level

Y. di . at time period ¢ due to load shifting, taking negative values when demand is
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moved away from ¢ and positive values when demand is moved towards t. Constraint
(2.16) ensures that demand shifting is energy neutral within the examined time horizon
i.e. the total size of demand reductions is equal to the total size of demand increases
(load recovery), assuming that demand shifting does not involve energy gains or losses.
Constraint (2.17) expresses the limits of demand change at each time period due to
load shifting as a ratio @ (0 < o < 1) of the baseline demand; o = 0 implies that the
demand side does not exhibit any time-shifting flexibility, while = 1 implies that the

whole demand can be shifted in time.

Y& =0 (2.16)

t

—a) di <&M <> dy, VE (2.17)

The utility of the demand side at time period t is given by (2.18). While the energy
payment (second term) depends on the final demand after any potential load shifting,
the benefit (first term) is assumed to depend on the baseline demand; this assumption
expresses the flexibility of the consumers to shift the operation of some of their loads

without compromising the satisfaction they experience.

Uti{ P (dy., d;") = ZA dec — N)( Zdtc +d5h) (2.18)
where \? expresses the retail buy prices offered by the retailer.

Distributed Generation

Micro-generators (MGs) are modern, small, on-site distributed energy generators that
can operate grid-connected or be isolated from it [58]. They generally have capacities
under 10 megawatts (MW) using renewable energy sources, such as solar panels and
wind turbines, or high efficiency conversion of bio-energy or fossil fuels. Over the past
decade there has been a strong push to accelerate the integration of micro-generators
into the existing generation portfolio [59]. With suitable control they are able to
reduce peak loads and can provide reliable power for commercial buildings, industrial
facilities, and residential neighborhoods. What is more, they are attractive technologies
in achieving specific local operational objectives, such as reliability, carbon emission

reduction, diversification of energy sources, and cost reduction [60].
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To this end, electricity retailers are key enablers in reaching these goals as they
employ distributed generation and offer flexible energy management solutions. On
the one hand, during the periods of supply-demand mismatch, micro-generators can
interact among the demand side participants and trade electric generation over a
marketplace. On the other hand, micro-generators make extra profit by selling their
excess power to the electricity retailers. Hence, micro-generators derive benefits from
both parties. In the literature, in order to quantify these benefits, the increasing
quadratic cost functions are predominantly used to model the power generation cost
of such generators. Then, the cost and generation limits are expressed by (2.19) and
(2.20) respectively:

CostC(g,) = 1%, + ¢% ¢? (2.19)

0<g; < gm* Vit (2.20)

where g, is the power output at time period ¢, (¢ and ¢© are the cost coefficients of the

max

generator, and ¢ is the maximum generation limit of the generator. (2.19) usually

serves as a part of the profit function (2.21) in the energy trading:
Proy™(gi) = Ngi — (19 + ¢ 97) (2.21)

where \; is the retail sell price offered by the electricity retailer.

Energy Storage Systems

As the Energy Storage Systems (ESS) technology is becoming more economically viable,
the role of ESS in energy trading will be more prominent. For large-scale renewable
generation (e.g., solar arrays, wind farms), the ESS will be used to smooth out the
output of the system [61]. On the other hand, for end-user applications, (distributed)
community-based energy storage systems have already gained popularity [62]. In
this case, the goal is to deploy small size storage units in the residential feeders to
accommodate the demand of several houses during peak demand. Similarly for energy
trading applications, the primary role of the energy storage system will be to store
off-peak hour energy, so that users can use and exchange it during the periods of
peak demand. Overall the goals of the ESS technologies are: 1) improving power grid
optimization for bulk power production; 2) balancing the power system operations
with intermittent renewable generation options; 3) providing ancillary services to grid

operations.
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The operational characteristics of an energy storage unit are expressed by (2.22)-
(2.26). Constraint (2.22) expresses the energy balance in the storage unit including
charging and discharging losses. Constraint (2.23) corresponds to its maximum depth
of discharge and state of charge ratings. Constraints (2.24)-(2.25) represent its power
limits. For the sake of simplicity, the storage energy content at the start and the end

of the examined temporal horizon are assumed equal (2.26).

E, = E,_1 +s5n° — s /0% Vit (2.22)
E™n < By < BTVt (2.23)
0<sp<s™* Vvt (2.24)

0 < s? < 5™ vt (2.25)

E° = Eyr (2.26)

The EES can be directly attached to the operating constraints of market mechanism,
or is served by the electricity retailer with the objective of making arbitrage in price
differentials:

ProfP9(s¢, s7) = A5 s? — X0 s¢ (2.27)

where A\{ and \? are the retail sell and retail buy prices offered by the electricity retailer,
respectively. It should be mentioned that the profit function (2.27) can be modified to
take account of degradation cost of batteries, which is related to the depth of battery
charge and discharge (2.23).

Electric Vehicles

Even though the primary goal of Electric Vehicles (EVs) is to offer environmentally
friendly and cost-effective transportation options, the capability of EVs to store huge
amount of electric power makes them a natural player in energy trading mechanism.
With the use of bidirectional chargers, EVs can exchange electric power with the power
grid or other market participants [63]. From energy trading standpoint, there are two
emerging concepts on the use of EVs. The first one is Grid-to-Vehicle (G2V), in which
the vehicle battery pack acts exactly the same as the ESS given in the previous section,
but given the fixed energy requirement during the travelling. As a second scenario,
which is also the most popular EV application concept is the Vehicle-to-Grid (V2G)

where the stored energy is exchange with the grid. The predominant use of EVs in the
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literature is for energy trading to make extra profit by selling excess power and the
related literature includes [64-66], however, the stored energy of EVs can also be used

in ancillary services [67, 68, 68].

In literature, the existing works consider the coordination of EV charging based on
the assumption that EVs can adjust their charging power continuously between zero
and their maximum charging rates (i.e., continuous charging). However, due to the
limitations of the current battery technology (e.g., the lithium-ion battery) and EV
charger technology (e.g., the constant-current constant voltage approach [69]), EVs
can only draw an approximately constant power during charging periods. Therefore,
the binary variables V¢ and V¢ (2.28) indicate whether the EV charges (V¢ = 1),
discharges (V, = 1), or remains idle (V¢ = V& = 0) at period ¢, with constraint (2.29)
ensuring that charging and discharging cannot happen simultaneously. (2.30)-(2.31)
express the fixed power rate (i.e., its maximum power rate at this period P/"**) if the

EV charges or discharges at period .

VeVt e {0, 1), vt (2.28)
Ver V<1, Wt (2.29)
Cy = Vi P it (2.30)
Dy = VA P it (2.31)

The parameter P/"** is defined by (2.32); it is either equal to the power rating of
the battery if the EV is connected to the grid at period ¢, or equal to zero if it is not
(ensuring that charging or discharging cannot happen when the EV is not connected
to the grid).

pmer o if t € TI7,

Pt = (2.32)
0, otherwise.

Constraints (2.33) express the energy balance in the EV battery, including the
energy required for travelling purposes as well as charging and discharging losses.
Constraints (2.34) express the minimum and maximum limits of the battery’s energy
content.

B, =E, 1 +Cyn° At — D,/ (n* At) — EI" Vit (2.33)

E™" < By < ™ V. (2.34)
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Finally, the objective of the EV is minimizing the net cost of the EV charging /
discharging, which is defined as the difference between i) its cost of buying energy
from the retailer for charging (first term), and ii) its revenue from selling energy to the

retailer through discharging (second term).
C’O(S"l(:tEV(CVt7 Dt) == )\?Ct - )\th (235)

where A\{ and \? are the retail sell and retail buy prices offered by the electricity retailer,

respectively.

2.3 Solution Approaches

The success of the energy trading mechanism heavily depends on the availability of the
necessary communication infrastructures to ensure reliable information dissemination.
In electricity market, participants need to update their demand or the amount of
available energy to sell with the market place via two-way communication technologies.
Also communication networks will enable trading entities to monitor their pricing
information and available energy. The literature in its current state assumes that
there is perfect communication between all players, then optimization based approach
assuming perfect information and system knowledge is adopted to theoretically optimize
the optimal decisions [70]. However, it is also important to quantify the impacts
of communication system performance (e.g., privacy information, lack of system
knowledge) on the operations of the energy trading mechanisms as it will create
another level of uncertainty [71]. To this end, the data-driven learning based approach
enables the trading entities to learn the optimal decisions by observing the limited

system information due to the loss of knowledge.

The literature on electricity markets can be classified into several subcategories
by considering the different combinations of employed enabling technologies that
are presented in the previous section. Another important aspect in categorizing the
literature is the employed modeling framework. In general, such frameworks can be
classified into two categories. If the energy trading scenario is set to investigate one
large-size player who tries to optimize its own utilities with considering the rest of the
players and the market conditions, but also has the knowledge of the computational
algorithm of the market mechanisms and the operating parameters of its interacting
market players, in this case game theoretic approach is adopted to find the optimal

solutions. However, due to the mathematical limitation and the computational issue,
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game theoretic approaches often demonstrate the difficulty of modeling the practical
market in sufficient detail [72]. Simplified assumptions have to be made in the problem
formulation in order to make the problem solvable. To this end, the models developed
so far may fail to capture the operational characteristics of the system. Furthermore, in
majority of the cases there are many uncertain behaviors and demand fluctuation in the
market which is not more applicable in a realistic situation to acquire the knowledge of
the system. In order to overcome the above drawbacks, the investigated market player
adopts the learning-based approach to find the optimal solution by learning from the

observed experiences.

2.3.1 Game-theoretic Approach

Bi-level optimization problem constitutes the most widely employed methodological
framework of game-theoretic approach for developing the electricity market models
over the last two decades [73]. The popularity of this methodology lies in its ability to
capture the interaction between the strategic decision making of self-interested players
(modeled in the upper-level as the leader) and the response of its interacting market
players or the clearing of the electricity market (modeled in the lower-level as the

follower).

If the lower-level problem is continuous and convex, this bi-level optimization
problem can be solved by mathematical optimization software after converting it to a
single-level Mathematical Programs with Equilibrium Constraints (MPEC), through
the replacement of the lower-level problem by its equivalent optimality conditions
[74]. The two main approaches for optimiality conditions are Karush-Kuhn-Tucker
(KKT) optimality conditions and Primal-Dual transformation, where this conversion is
illustrated in Fig. 2.2. In the first approach (KKT optimality conditions), a number of
equalities are obtained from differentiating the corresponding Lagrangian with respect
to the primal variables, and such equalities are equivalent to the set of primal and
dual constraints of the second approach (primal-dual transformation). In addition, the
set of complementarity conditions obtained by the first approach (KKT optimality
conditions) is equivalent to the corresponding strong duality equality of second approach

(primal-dual transformation) [75].



2.3 Solution Approaches 25

Bi-level Model MPEC Model
Maximize UL objective Maximize UL objective
Subject to: Subject to:
1) UL constraints 1) UL constraints
2) Response of LL problem 2) Response of LL problem
Maximize LL objective Equivalent optimality conditions
Subject to: pertaining to LL
» LL constraints (KKT or Primal-dual)
Conversion

Fig. 2.2 Conversion of the bi-level model into its corresponding MPEC.

Formulation of the Bi-level Optimization Problem

This section presents the mathematical formulation for a general bi-level optimization
problem. Moreover, different reactions could be generated in the lower-level towards
each possible action conducted at the upper-level when multiple followers are involved
in a bi-level decision-making. Hence, a general bi-level optimization problem can be
easily extended into a bi-level multi-follower optimization problem, with one upper-
level problem and multiple lower-level problems [76]. Mathematically, the objective
function (2.36) of the upper-level problem is constrained by the upper-level equality and
inequality constraints (2.37)-(2.38), and a set of N; lower-level problems (2.39)-(2.41).

min F(z, ) (2.36)

subject to:

1. upper-level inequality and equality constraints:
Gz, y;) <0 (2.37)
H(z,y;) =0 (2.38)
2. a set of N; lower-level problems:

y; € argmin{ fi(z, y) (2.39)
w



26 Market Models and Modelling Approaches

subject to:
gi(x,y) <0 (2.40)

The decision variables are divided into two sets, upper-level variables z € RV* and
lower-level variables 3, € REE. The problem has two sets of constraints: the upper-level
constraints (2.37)-(2.38) and the lower-level constraints (2.40)-(2.41). However, the
problem has a hierarchical structure, as the upper-level problem includes the optimal
solutions y; to the lower-level problem, as indicated in the constraint (2.39). Instead,
in the lower-level problem, the upper-level variables x are fixed parameters and not

decision variables.

MPEC Reformulation with KKT optimality conditions

The KKT optimality conditions are a set of equality and inequality constraints that
determine the optimal solutions of an optimization problem [77]. With necessary and
sufficient KKT optimality conditions, the bi-level optimization problem (2.36)-(2.41)

can be reformulated as an MPEC.

min_ F(z,y;) (2.42)

Z,Y1,H 7)‘1

subject to:

1. upper-level inequality and equality constraints:
Gz, y) <0 (2.43)
H(z,y)=0 (2.44)
2. KKT optimality conditions associated with a set of NV; lower-level problems:
{gi(z,y) <0 (2.45)

hl<xa yl) =0

B
.
3

>0
Vy file,y) + wVya(x,y) + NVyhi(z,y) =0

tgi(z, yi) = 0}, Vi.

b
e
oo
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where for each lower-level problem [, y; holds the dual variables to (2.40) and ),
holds the free dual variables to (2.41). Note that we use the notation V,, for the
gradient with respect only to the lower-level variables y;. The constraints (2.49) are
the complementary slackness constraints, making the MPEC a non-linearly constrained

problem, irrespective of the original constraints.

The Non-linear complementarity constraints (2.49) are further handled by using

the Fortuny-Amat mixed-integer reformulation [78] as presented below:

min  F(z,y) (2.50)
T YL A LWL
subject to:
(2.43) — (2.48) (2.51)
{m <wiMP (2.52)
— gz, ) < (1 —w)M/ (2.53)
w; € {0,1}}VI. (2.54)

where wj is additional binary variable and M}, M are large enough constants. Model
(2.50)-(2.54) is a mixed-integer linear optimization problem that can be solved using
commercial software. And the objective function (2.50) is a bi-linear function of both
variables « and y;. However, the condition of problem (2.50)-(2.54) being equivalent
to problem (2.42)-(2.49) when the large enough constants M, MP are valid upper
bounds for the primal and dual variables of the lower-level problem, respectively.
Notice that appropriate values for M/ are often available, because they relate to primal
variables, which are typically bounded by nature. However, M/ are upper bounds on
dual variables and therefore, tuning these large enough constants is a more challenging

task. The most commonly used trial-and-error tuning procedure [79].

MPEC Reformulation with Primal-Dual Optimality Conditions

To recast a bi-level optimization problem as an MPEC using primal-dual transformation
approach, it is necessary to formulate the dual problems of the lower-level problems
and the strong duality equalities. Consider that a set of N; lower-level problems is
formulated as below:

min ¢’z + d(z) "y, (2.55)

Y
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subject to:
Az + B(z)y, < by 1 (2.56)
Cx+ D(z)y, =bs 2 N (2.57)
u=>0:§ (2.58)

where the dual variable p;, A\;, & associated with the lower-level problems are indicated
at the corresponding equations following a colon. Similarly to the bi-level problem
(2.39)-(2.41), p; and )\, are respectively the inequality and equality dual variables
corresponding to the lower-level problem [. Additionally, dual variable §; associates

with the non-negativity of the primal variable ;.

We can recast each lower-level problem [ as an equivalent problem as:

r+ I%in d(z)Ty, (2.59)
1
subject to:
B(x)y, < by — Az : 1y (2.60)
D(x)y, =by — Cx = N (2.61)
y=>0:¢ (2.62)

By using the duality theorems, the associated dual problem is:

r+ max ui (by — Azx) + N (by — Cx) (2.63)
HisALST
subject to:
B(z)" ' + D(2)" )\, = d(z) (2.64)
u, & =0 (2.65)
A : free (2.66)

and the strong duality theorem is defined as:
d(z) 'y = pf (by — Az) + N (by — Cx) (2.67)

Considering the set of NV; lower-level primal problems (2.55)-(2.58), the set of their
primal constraints (2.56)-(2.58), dual constraints (2.64)-(2.66) and the strong duality
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theorem (2.67) are equivalent to the KKT conditions and, therefore, they are sufficient

conditions for the optimality.

Overall, the MPEC associated with the bi-level optimization problem (upper-level:
(2.42)-(2.44), lower-level: (2.55)-(2.58)) is derived below by using the primal-dual
optimality conditions.

min F'(z, y;) (2.68)

subject to:

1. upper-level inequality and equality constraints:
Gz, y;) <0 (2.69)

H(z,y/)=0 (2.70)

2. lower-level primal inequality and equality constraints:

Az + B(x)y < by (2.71)
Cx+ D(x)y, = by (2.72)
y =0 (2.73)

3. lower-level dual equality and inequality constraints:

B(z) ' w + D(2)"\ = d(z) (2.74)
;& >0 (2.75)
A : free (2.76)

4. lower-level strong duality theorem:

d(x)Ty, = pi (by — Azx) + X' (by — C) (2.77)

2.3.2 Learning Based Approach

Reinforcement learning (RL) refers to a class of problems that are continuously learned
from interaction with the environment and the methods to solve such problems. RL
problems can be described as an agent (e.g., self-interested player in the upper-level

problem) continuously learning from the interaction with the environment (e.g., the
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response of its interacting market players or the participated market in the lower-
level problem) to achieve a specific goal, such as obtaining the maximum reward
value (e.g., daily profit) [80]. However, one of the main challenges to RL is the
need for manually designing quality features on which to learn. Each action cannot
directly obtain the supervision information. It needs to be obtained through the final
supervision information (reward) of the entire model, and it has a certain delay. In deep
reinforcement learning (DRL) [81], deep neural networks are trained to approximate
the optimal policy and/or the value function. In this way the DNN, serving as
function approximator, allows the automatic discovery of features and enables powerful

generalization.

RL Background

We now describe the background of reinforcement learning. In reinforcement learning,

there are two objects that can interact: the agent and the environment.

1. Agent can sense the status of the external environment (State) and the reward of
feedback (Reward), and learn and make decisions (Action). The decision-making
function of the agent refers to making different actions according to the state of
the external environment, and the learning function refers to adjusting the strategy

according to the reward of the external environment.

2. Environment is everything outside the agent, and its state is changed by the

action of the agent, and the corresponding reward is returned to the agent.

In RL, an agent acts within an environment by sequentially taking actions over a
sequence of time steps t € T, in order to maximize a cumulative reward. RL can be
defined as a Markov Decision Process (MDP) which includes:

(a) a state space S: a collection of the environment state;
(b) an action space A: a collection of the agent’s actions;

(c) a policy m(a|s): a function of the agent to decide the next action according to

the environmental state;

(d) a dynamics distribution with conditional transition probability p(siy1|s:, at), sat-
isfying the Markov property, i.e. p(sii1|se, at) = p(Si11]$1, a1, .., St, ar), represents
the probability that the environment will change to the state 5™ at the next time

step after the agent makes an action a according to the current state s;



2.3 Solution Approaches 31

(e) areward r: S x A — R, that is, after the agent makes an action according to
the current state s;, the environment will give an immediate reward r; to the

agent, and this reward is related to the next state s;; after the action a;.

The agent’s decision in terms of which action a, is chosen at a certain state s; is driven
by a policy 7(s;) = a;. The agent deploys its policy to interact with the MDP and emit a
trajectory of states, actions and rewards: 7 = sq, ag, 1, S1, 1,72, S2, «oo, ST_1, AT_1, T'T, ST
over § X A x R. The agent starts from the perceived initial environment sq, then
decides to take a corresponding action ai, the environment feeds back to the agent
an instant reward r; and changes accordingly to the new state s, and then the agent
makes one action a; according to state si, reward ry is rewarded and the environment
is changed to s, accordingly. This interaction can continue until the end of the episode,
illustrated in Fig. 2.3.

Actions Reward

A

States

A4

Environment —

Fig. 2.3 Agent-environment interactions in RL.

RL Objective

Given the policy 7(als), the trajectory 7 of an interaction process between the agent
and the environment receives the cumulative reward (Return) R(7) = Y74 Y741,
which is the total discounted reward from time-step ¢ onwards, where v € [0, 1] is the
discount factor which balances the importance between immediate and future rewards.
When 7 is close to 0, the agent is more concerned about short-term returns; when ~ is

close to 1, the long-term returns become more important.

Since both policy and state transition have a certain degree of randomness, the
trajectory obtained by each experiment is a random sequence, and the total return the
agent receives is also different. The goal of reinforcement learning is to learn a policy
7(als) that maximizes the cumulative discounted reward from the start state t = 0,

i.e., the agent is expected to perform a series of actions to obtain as much average



32 Market Models and Modelling Approaches

return as possible. The objective function of reinforcement learning is:

T-1

T (1) = Bonpr[R(T)] = Bapr [ D 7'7e41] (2.78)

t=0
State-Action Value Function and Q-learning

To evaluate the expected return of policy 7, we define state-action value function (or
the Q-value function):
Q" (st,ar) = E[R|s¢, az, 7] (2.79)

Q-value function constitutes an estimation of the expected, accumulative, discounted
reward given an action ay, at state s;, and following the policy m from the succeeding
states onwards. An optimal policy can be derived from the optimal Q-values Q*(s, a)
= max, Q7 (s,a) by selecting the action corresponding to the highest Q-value at each
state.

To learn Q™, we exploit the Markov property and define the function as a Bellman

equation [82], which has the following recursive form:
Q" (s, a1) = Es, ., [t +7Q" (5e41, T(Ar41]|5¢41))] (2.80)

The Bellman equation indicates that the action value function under the current
policy can be decomposed in terms of itself. Namely, Q™ can be improved by boot-
strapping, i.e., we can improve the estimate of Q™ by using the current estimate of Q™
through dynamic programming. This serves as the foundation of the Q-learning [83]

algorithm, where the Q-values are updated as:

Q(St7at) — Q(St7at) +a5t (281)

6 = re +ymaxg,,, Q(sei1,ar41) — Q(5¢, 1) (2.82)

where « € [0, 1] is the learning rate and ¢, is the temporal difference (TD) error [84].
If the Q-value for each admissible state-action pair is visited infinitely often, and the
learning rate o decreases over the time step ¢ in a suitable way, then as t — 0o, Q™ (s, a)

converges with probability one to Q*(s,a) for all admissible state-action pairs [83].
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Deep Reinforcement Learning

Modeling policy 7(a|s) and state-action value functions Q7 (s, a) are generally required
in reinforcement learning. Early reinforcement learning algorithms focused on problems
where states and actions were discrete and limited, and tables could be used to record
these probabilities. But in many practical problems, the number of states and actions
of some tasks is very large. For example, the chess game of Go has 33! ~ 10170 states,
and the number of moves (i.e. positions of moves) is 361 [85]. There are also tasks
whose states and actions are continuous. In order to effectively solve these problems, it
is required to design a stronger policy function (such as deep neural network), so that
the agent can deal with complex environments, learn better strategies, and have better

generalization capabilities.

Deep Reinforcement Learning (DRL) is a combination of reinforcement learning
and deep learning [86, 87]. Reinforcement learning is used to define problems and
optimization goals, and deep learning is used to solve the modeling problems of policy
and value functions. Deep reinforcement learning is a powerful, broadly applicable
technique, that has be used to solve many complex problems not amenable to analytic
solution or to other computational approaches. There are two different ways of
combining reinforcement learning and deep learning, use deep neural networks (DNNs)
to respectively model the state-action value function (value-based method) and the
policy (policy-based method) in reinforcement learning, and then use the error back

propagation algorithm to optimize the objective function.

In this thesis, we explore two popular deep reinforcement learning methods: 1) Deep
Q-Network (DQN) method which employs a DNN to approximate the state-action
value function, and has performed at the level of expert humans in playing Atari 2600
games [86] and demonstrated high quality performance in problems with continuous
state spaces and discrete action space; 2) Deep Deterministic Policy Gradient (DDPG)
method which concurrently learns a Q-function by the Bellman equation and uses the
Q-function to learn a policy [88]. And it does so in a way which is specifically adapted

for environments with both continuous state spaces and continuous action spaces.

Deep Q-Network

Deep Q-Network (DQN) leverages a Neural Network (parameterized by 6) to estimate

the Q-value function, called Value Function Approximation.

Qo(s,a) = Q" (s,a) (2.83)
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If the actions are finitely discrete N,, actions aq, ..., a,,, we can let the Q-Network
input the environment state s and output an N,,-dimensional vector, where each
dimension is represented by Qq(s, a,,), corresponding to the approximated value of
value function Q(s,a,).

Qo(s, a1) Q" (s, 1)

Q

Qo(s,a) = | Qo(s,am) Q7 (s, am) (2.84)

_Q0<57aNm)_ _QW(S,CLNm)_

We need to learn a parameter 6 so that the function Qy(s,a) can approximate the
value function Q7 (s,a). Taking Q-learning as an example, using temporal-difference
(TD) learning method, let Qy(s, a) approximate Es,,, [r+7v Qo(S1+1, a141)], the objective
(loss) function using gradient descent algorithm.

Prior to DQN, the employment of DNN for learning the Q-value function has gen-
erally been avoided since the learning process is prone to instability [87]. Nevertheless,
the fact that DQN is able to learn the Q-value function using DNN in a stable and
robust manner has been enabled by two innovations: the experience replay R and
the target network Qg (s, a) [87]. Concisely, the former method pools the collected
experiences in a replay buffer and uniformly extracts samples to train the DNN, facili-
tating temporal de-correlation of consecutively generated training samples; the latter
approach temporarily fixes the target Q-value during training, and thus stabilizes the
learning process.

At each time step ¢, we sample a minibatch of N experiences {(S,, G, Tns Sni1) Foey
from R, the training of the DNN is based on temporal difference (TD) learning [84]

through the minimization of the following loss function, representing the mean-squared
TD error:

1 X 2

— E max (Spats Gy Sn, O 2.85

anl( Fymax Q (Sntt, ant) = QL&,J) (2:85)
target prediction

and the following update is applied to the weights of DQN, where « is the learning
rate for the gradient descent algorithm:

0« 0+ aVeL(0). (2.86)
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Deep Deterministic Policy Gradient

Deep Deterministic Policy Gradient (DDPG) is a policy gradient algorithm that uses a
stochastic behavior policy for good exploration but estimates a deterministic target
policy, which is much easier to learn. Policy gradient algorithms utilize a form of policy
iteration: they evaluate the policy, and then follow the policy gradient to maximize
performance. DDPG is an actor-critic algorithm; it primarily uses two neural networks,
one for the actor and one for the critic. These networks compute action predictions
for the current state and generate a temporal-difference (TD) error signal each time
step. The input of the actor network is the current state, and the output is a single
real value representing an action chosen from a continuous action space. The critic’s
output is simply the estimated Q-value of the current state and of the action given
by the actor. The deterministic policy gradient theorem provides the update rule for
the weights of the actor network. The critic network is updated from the gradients

obtained from the TD error signal.

The weights 69 of the critic network can be updated with the gradients obtained
from the loss function in (2.85). The actor network is updated with the Deterministic
Policy Gradient. The objective is to learn a deterministic policy pgx(s) which gives
the action that maximizes Qe (s,a). But rather than globally maximizing Qe (s, a),
the critic provides gradients V,Qge (s, a) which suggest directions of change of action
leading to higher estimated Q-values. To calculate the policy loss, we further take the
derivative of the objective function with respect to the policy parameter and apply the

chain rule:

Voud (por) = VaQpe (s, ) Voupign(s) (2.87)

Similar as DQN, we update the policy with batches of experience and target network,

we take the mean of the sum of gradients calculated from the mini-batch:

1 N
VGF‘ J(MB“) = A7 Z VaQGQ (57 (Z) ’s:sma:ugu(sn)veﬂﬂeﬂ (S>|s:sn (288)
n=1

N =

and the following update is applied to the weights of the actor network, where « is

the learning rate of the gradient decent algorithm:

0" < 0" + aVouJ (o) (2.89)






Chapter 3

Strategic Pricing for Demand
Flexibility

3.1 Introduction

Environmental and energy security concerns have driven governments worldwide to take
significant initiatives towards the decarbonization of both generation and demand sides
of energy systems [1]. However, these decarbonization initiatives introduce significant
challenges to the operation and development of electricity systems. At the generation
side, the decarbonization agenda involves the large-scale integration of renewable
generation, which is however inherently characterized by high variability and limited
controllability, challenging the cost-efficient balancing of the electricity system. At the
demand side, the decarbonization agenda involves the electrification of transport and
heat sectors, which is however expected to significantly increase demand peaks and

drive capital-intensive generation and network investments.

In this setting, flexible demand technologies, enabling temporal redistribution
(shifting) of electricity demand in time, have attracted great interest. This is because
demand flexibility exhibits the potential to support system balancing and reduce peak
demand levels, contributing to a more cost-effective transition to the low-carbon future.
Numerous studies have investigated these beneficial impacts of demand flexibility on

electricity systems’ short-term operation and long-term development [2-6].
Beyond the above decarbonization initiatives however, governments worldwide have
also taken significant initiatives towards the deregulation of the electricity industry,

involving unbundling of vertically integrated monopoly utilities and the introduction
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of competition in both generation and retail sectors [7]. In this deregulated setting,
beyond the above high-level impacts of demand flexibility on the whole system (the
whole society), it becomes imperative to investigate its impacts on the business case
and strategies of different, self-interested market participants. For example, authors
in [13, 53, 89] have investigated the impacts of demand flexibility on the strategic

behavior and profits of large electricity producers.

Another very important category of self-interested market participants in this dereg-
ulated setting includes electricity retailers (or suppliers), especially when considering
their direct interaction with the demand side. Specifically, these entities represent the
large majority of the consumers in the wholesale electricity market, buying energy from
this market at the wholesale prices and reselling it to their contracted consumers at
certain retail prices. The objective of these self-interested entities lies in maximizing
their individual profits by optimizing the retail prices offered to their consumers but
also respecting regulatory limits [8]. By activating their demand flexibility, consumers
can respond to the offered retail prices so as to maximize their individual utility.
This effect will in turn impact the retailers’ decisions regarding the offered prices and

eventually their profit.

3.2 Literature Review

Numerous previous works have investigated the interactions between flexible consumers
and electricity retailers [22-41]. Table 3.1 summarizes in a structured way the main
characteristics of these works. The representation of consumers’ flexibility in these
papers includes the elasticity to modify their overall energy requirements and / or the
ability to shift their energy requirements in time. Furthermore, these papers generally
adopt two different methodologies to model the interaction between an electricity

retailer and its flexible consumers.

Specifically, papers [22-29] employ single-level optimization models, which aim at
maximizing the retailer’s profit; in these models, the optimal response of the flexible
consumers to the retail prices is expressed as closed-form price-demand functions. The
drawback of this approach lies in the fact that the parameters of these functions are
determined based on exogenous data and therefore cannot accurately capture the

impacts of the retail prices on the consumers’ response.

In order to address this limitation, papers [30-41] employ bi-level optimization

models in order to rigorously capture the interactions between the optimization of the
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pricing decisions of the self-interested retailer (modeled in the upper level — UL) and
the optimization of the demand response of its flexible consumers (modeled in the
lower level — LL), which is thus represented endogenously and not based on exogenous
data. These bi-level optimization problems are solved either through converting them
to Mathematical Programs with Equilibrium Constraints (MPEC) or by employing
iterative approaches (Table 3.1).

Despite this methodological improvement achieved in [30-41], all previous relevant
papers [22-41] exhibit another fundamental shortcoming. The prices in the wholesale
market (from which the retailer buys energy) are treated by the retailer as exogenous,
fixed parameters that are not affected by the consumers’ response to the retail prices.
This assumption is only valid when considering a retailer serving a very small population
of consumers in the market. However, it does not generally reflect the reality, as in
most countries a relatively small number of retailers serve the largest share of the
market. In the UK for example, despite the early deregulation initiatives, the “Big
Six” energy retailers still account for more than 75% of the market [9]. Therefore,
considering a large retailer, its pricing strategies and the resulting demand response
of its consumers will have a significant impact on the wholesale market prices. As
a consequence, its pricing strategies will also affect its profit, given that the latter
depends on both its revenue from the consumers as well as its cost in the wholesale
market. In other words, the modeling approaches employed in previous works fail to

comprehensively capture the effects of demand flexibility on the retailer’s business case.

Beyond this methodological shortcoming, these previous works seem to provide
conflicting conclusions regarding the overall impact of demand flexibility on the retailer’s
business (Table 3.1). While papers [22, 23, 25, 30, 36, 41] indicate that demand
flexibility is likely to reduce the retailer’s profit, papers [24, 26, 27, 31, 38, 40] indicate
the exact opposite trend. We believe that these conflicting conclusions are driven by a
combination of the methodological shortcoming of these works and their insufficient

analysis of different parameters of the problem.

3.3 Approach

This chapter aims at addressing these limitations of previous works investigating
the effects of demand flexibility on electricity retailers. In order to address their
methodological shortcoming, this chapter proposes a novel bi-level optimization model

capturing the interactions between the retailer’s pricing decisions, the flexible consumers’
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demand response and the wholesale market clearing process in an integrated fashion.
This bi-level optimization problem is efficiently solved after converting it to an MPEC,

and subsequently to a Mixed-Integer Linear Problem (MILP).

The scope of the examined case studies is threefold. First of all, they demonstrate
the interactions between the retailer, the flexible consumers and the wholesale market
and analyse the fundamental effects of the consumers’ time-shifting flexibility on the
retailer’s revenue from the consumers, its cost in the wholesale market, and its overall
profit. Furthermore, the case studies analyse how these effects of demand flexibility
depend on the retailer’s relative size in the market and the strictness of the regulatory
framework. Finally, they highlight the added value of the proposed bi-level model by

comparing its outcomes against the state-of-the-art bi-level model.

3.3.1 Modeling Assumptions

For clarity reasons, the main assumptions behind the proposed model are outlined
below:

1. The decision making problem of the examined retailer considers both the interaction
with the served consumers (to which it sells energy) and the interaction with the
wholesale market (from which it buys energy), with the overall aim of maximizing

the retailer’s profit.

2. The examined retailer serves a percentage 3 of the total demand in the system and

the rest of the demand is served by other retailers and is assumed to be inflexible.

3. In contrast with the traditional fixed pricing or time-of-use pricing regimes where
the offered retail prices are flat throughout the examined daily horizon or during
certain intervals of this horizon (e.g. peak and off-peak periods), the examined
strategic retailer can offer hour-specific retail prices to the served consumers. In
order to prevent the retailer from making excessive profits at the expense of the
consumers’ utility, regulatory constraints are imposed on the maximum and average

retail prices it can offer to its consumers [49].

4. The flexibility of served consumers is represented as a generic, technology-agnostic
model [89]. This model captures two distinct aspects: their elasticity to reduce /
increase their overall energy requirements and their flexibility to shift the operation

of their loads in time, assuming that such shifting is energy neutral within the
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examined daily horizon and does not compromise the satisfaction and comfort of

the consumers.

5. Decision-making interactions between different consumers are not considered. There-
fore, for computational reasons and following the similar modelling convention
adopted in [26, 27, 32-36], the decision-making process of all served consumers is
collectively modelled as a single optimization problem, maximizing their collective

utility.

6. The wholesale market is a pool-based, energy-only market with a day-ahead horizon
and hourly resolution, which is cleared by the market operator through the solution
of a generation cost minimization problem. Market participants include electricity
producers (submitting an increasing block-wise price-quantity offer, consisting of
a number of blocks b and reflecting their cost characteristics) [89], the examined

retailer and other retailers (submitting a quantity-only bid).

3.3.2 Structure of the Bi-level Optimization Model

In order to comprehensively capture the interactions between the retailer, its consumers,
and the wholesale market, the proposed model is formulated as a bi-level optimization

problem, the structure is illustrated in Fig. 4.1.

Bi-level Optimization Model

Maximize Profit of strategic retailer -
Subject to:
1) Regulatory constraints imposed on retail prices
2) Balance between energy sold to consumers and energy
bought from wholesale market
3) Demand response of flexible consumers -

Upper Level

(LL2) Problem (LL1) Problem (UL) Problem

Maximize Utility of flexible consumers
Subject to: -
» Elasticity and time-shifting limits

4) Wholesale market clearing

Minimize Generation cost
Subject to:
» Demand-supply balance
» Generation limits
» Ramp rate limits

2nd [ ower Level 15t Lower Level

Fig. 3.1 Structure of proposed bi-level optimization model.
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1. This bi-level model consists of an upper-level (UL) problem and two lower-level
(LL) problems.

2. The examined retailer behaves strategically through its strategic retail pricing and
bidding decisions made at the upper-level problem. The objective of the UL problem
is to maximize the net profit of the retailer, and is subject to i) the regulatory
constraints imposed on the offered retail prices, and ii) the balance constraint
between the energy sold to the consumers and the energy bought from the wholesale

market at each time period.

3. This UL problem is subject to two LL problems representing the conditions of the
retail side and the wholesale side of the retailer. As shown in Fig. 4.1, those two

lower-level problems respectively represent:

(a) The demand response of retailer’s served flexible consumers with the target
of maximizing total demand utility and is subject to the power limits for

consumption and time-coupling demand shifting constraints;

(b) The clearing of the wholesale market with the target of minimizing the total
generation cost and is subject to the demand-supply balance, the power and

ramp rate limits for generation.

4. The upper-level problem and the two lower-level problems of Fig. 4.1 are all coupled

as illustrated in Fig. 3.2, since:

15t Lower Level (LL1) Problem

Maximize Utility of flexible consumers

Retail prices Demand response

Upper Level (UL) Problem

Maximize Profit of strategic retailer

Demand bids Wholesale prices

2nd Tower Level (LL2) Problem

Minimize Generation cost

Fig. 3.2 Interrelation between the upper-level and 2 lower-level problems.
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(a) The retail prices determined by the retailer (UL problem) affect the response of
the consumers (as they constitute part of the objective function of LL1), while
this response affects the retailer’s decision making (as the consumers’ demand
constitutes part of the objective function and the retail balance constraint of
the UL).

(b) The demand bids determined by the retailer (UL problem) affect the wholesale
market clearing process (as they constitute part of the demand-supply balance
constraints of LL2), while this process determines the wholesale prices which
affect the retailer’s decision making (as they constitute part of the objective

function and average retail price constraint of the UL).

From a higher-level perspective, the proposed model captures the realistic, indirect
implications of the retail prices offered by large retailers on the wholesale prices, an
aspect which is not captured in the existing literature (Section 3.2). Specifically, the
offered retail prices directly affect the served consumers’ response; in most realistic
cases where each retailer’s size is substantial, this impact on the consumers’ response
will in turn affect the wholesale demand (as the retailer needs to buy in the wholesale

market the energy demanded by the consumers) and consequently the wholesale prices.

3.4 Formulation

The proposed bi-level optimization model, the resulting MPEC and the final MILP

problem are formulated in this section.

3.4.1 Decision Making of Strategic Retailer

The upper level (UL) problem represents the perspective of the examined retailer and

is formulated as follows:

ga DN die+di") = 3N (3.1)
tt t c t
subject to:

AN < AT (3.2)

Z:M“ /1T < KEt: AT (3-3)

Sodye+dt = dy vt (3.4)
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The objective function (3.1) maximizes the profit of the retailer, which is given
by the difference between i) its revenue from selling energy to its consumers at the
hourly retail prices A} (first term) and ii) the cost of buying energy from the wholesale
market at the hourly wholesale prices A} (second term). As discussed in Section 3.2
and following the formulation presented in [37], the maximum and average retail prices
are subject to the regulatory constraints (3.2) and (3.3), which aim at preventing
the retailer from exploiting the consumers and making excessive profits; a stricter
regulatory framework is expressed by lower values of the maximum retail price \™**
and the maximum ratio K between the average retail prices and the average wholesale
prices. Constraint (3.4) expresses the energy balance constraints of the retailer; since
the retailer acts as an intermediary between the consumers and the wholesale market
and cannot physically consume or produce energy, the energy it sells to its consumers

and the energy it buys from the wholesale market are equal at each hour.

3.4.2 Demand Response of Flexible Consumers

The first lower level problem (LL1) represents the collective response of all served

consumers to the retail prices determined by the retailer and is formulated as follows:

max (Z )‘fc dt7C - Z )‘I(Z dt,c + dfh)) (35)
t c

{dz,c, dfh} t,c

subject to:
0 <dye <dP™:pds, pit vt Ve (3.6)
SNdh=0:¢ (3.7)
t
—aY di. <&M <Y dp Tt vt (3.8)

The objective function (3.5) maximizes the collective utility of the retailer’s con-
sumers, which is given by the difference between i) the benefit (or satisfaction) they
perceive from the use of energy (first term) and ii) the payment to the retailer (sec-
ond term). Constraints (3.6)-(3.8) express the flexibility of the consumers, which, as

discussed in Section 3.2, involves both elasticity and time-shifting potentials.

The consumers’ (self-price) elasticity is expressed by constraint (3.6) which implies
that one part of their demand (which is denoted as baseline demand in this work) at
each hour can be modified within certain limits, irrespectively of their demand levels at

other hours. However, according to microeconomic principles, their perceived benefit
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(first term of (3.5)) is reduced with a reduction of their baseline demand. Following the
approach employed in [89], their benefit function is modeled as an increasing step-wise

function, consisting of a number of blocks c.

The consumers’ time-shifting flexibility is expressed by constraints (3.7)-(3.8). The
variable di" expresses the change of demand at hour ¢ with respect to the baseline level
Y. dt . due to time-shifting, taking negative values when demand is shifted away from
t and positive values when demand is shifted towards ¢. Constraint (3.7) represents
the assumption that demand shifting is energy neutral within the daily horizon (i.e.
it does not induce energy losses or gains). Constraint (3.8) expresses the limits of
demand change at hour ¢ due to time-shifting as a percentage « of the baseline level;
a = 0% implies that consumers do not exhibit any time-shiftable loads, while o > 0%
implies that a part of their energy demand can be shifted in time. The assumption
that load shifting does not compromise consumers’ satisfaction is expressed by the
fact that their perceived benefit (first term of (3.5)) depends only on their baseline
demand, while their payment to the retailer (second term of (3.5)) depends on their

final demand after any potential load shifting.

3.4.3 Wholesale Market Clearing

The second lower level problem (LL2) represents the wholesale market clearing process
and is formulated as:

min Z )\iGb Gibit (3.9)

{gi,b,t}iJLt ’

subject to:
A+ DY =" gy =0 ALV (3.10)
ib
0 S Gibt S g;r;)ax : :u?,g,tv M?;tvaVZ)? Vit (311)
—RP <> give — gio < R ply pli Vist =1 (3.12)
b
—RP <Y give — Y Gin—1y < RY g, i Vi VE> 1 (3.13)
b b

Based on the submitted retailers’ bids (including the examined retailer and other
retailers) and producers’ offers, the market operator minimizes the total generation cost
(3.9), while satisfying the market demand-supply balance constraint which ensures that

the system operates in a secure fashion (3.10) (the dual variables of which constitute
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the wholesale prices) and the producers’ operational limits (3.11) and ramp rate limits
(3.12)-(3.13).

3.4.4 MPEC

In order to effectively solve the above bi-level optimization problem, the two LL
problems are replaced by their respective equivalent Karush-Kuhn-Tucker (KKT)
optimality conditions, a transformation enabled by the continuity and convexity of
these LL problems. This converts the bi-level problem to a single-level Mathematical
Program with Equilibrium Constraints (MPEC), illustrated in Fig. 3.3.

It should be noted that the optimality conditions associated with the two LL
problems can be formulated through two alternative approaches: KKT conditions and

primal-dual transformation. In this respect, the following two observations are relevant:

1. The first approach (KKT conditions) includes a set of complementarity conditions
as a part of the optimality conditions. Such complementarity conditions can be

linearized by adding a set of auxiliary binary variables.

2. The second approach (primal-dual transformation) includes the non-linear strong
duality equality as a part of the optimality conditions, which can be adopted to
linearize the resulting MPEC.

KKT conditions and strong duality equality associated with the two lower-level

problems are derived in the next four subsections.

KKT Conditions Associated with the LL1 Problem

To obtain the KKT conditions associated with the first lower-level problem, the

corresponding Lagrangian function L7, below is required as below:
Liry =Y Ndie+ D NG =D Node = D pilcdie + Y i (die — dy™) +
t,c t t,c t,c t,c

EX A" =3 (A" e die) + D (A — Y dy) (3.14)
t t c t c

Considering the Lagrangian function £ 1 given by (3.14), the KKT first order opti-

mality conditions of the LL1 problem are derived as follows:

S dh =0 (3.15)
t
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Bi-level problem

Upper level (UL) problem

Decision making of strategic retailer

Maximize Profit of strategic retailer

Subject to:

» Regulatory constraints imposed on retail prices
» Balance between energy sold to consumers and energy bought

from wholesale market

Retail Demand
@EOOm response

A
Demand Wholesale
_U—Qm Uaowm
\ 4

Lower level 1 (LL1) problem
Decision making of consumers

Maximize Demand utility

Subject to:

»  Elasticity and time-shifting
limits

Lower level 2 (LL2) problem
Market clearing process

Minimize Generation cost

Subject to:

»  Demand-supply balance
constraint

»  Generation limits

»  Ramp rate limits

MPEC problem

Decision making of strategic retailer

Maximize Profit of strategic retailer

Subject to:
Regulatory constraints imposed on retail prices
Balance between energy sold to consumers and energy bought from

>
>

wholesale market

LL1-equivalent KKT optimality conditions

LL2-equivalent KKT optimality conditions

Derivation of the KKT conditions of two
continuous and convex LL problems

Lower level 1 (LL1) problem
Decision making of consumers

Maximize Demand utility

Subject to:

> Elasticity and time-
shifting limits

Lower level 2 (LL2) problem
Market clearing process

Minimize Generation cost

Subject to:

> Demand-supply
balance constraint

> Generation limits

> Ramp rate limits

/ MPEC Formulation

Fig. 3.3 Conversion of the bi-level model into its corresponding MPEC.
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oL
8dLL1 :A:_)\tDc utc +lu’tc _a:ut _alu’ih+_0 Vt Ve (3]‘6>
t,c
oL
=N = - g =0, (3.17)
ods
0< s Ldye>0,Vt,Ve (3.18)
0 < pfd L (d™ — dye) > 0,V¢,Ve (3.19)
0<u" L(&"+ad di)>0,Vt (3.20)
0< " L(ad dye—di")>0,Vt (3.21)

The structure of the KKT conditions (3.15)-(3.21) is explained below:

1. Equality (3.15) is the primal equality constraint (3.7) in the first LL problem.

2. Equalities (3.16)-(3.17) are obtained by differentiating the Lagrangian function £y,
with respect to the primal variables in the set of {d; ., d:"}.

3. Complementarity conditions (3.18)-(3.21) are related to the inequality constraints
(3.6) and (3.8).
KKT Conditions Associated with the LL2 Problem

To obtain the KK'T conditions associated with the second LL problem, the corresponding

Lagrangian function L5 below is required as below:

Lrrz =Y A, give + Z M (d] + DY =" givna) = D 1y Givat

i,b,t i,b i,b,t

S s (G = give) — > wir (O Gine — gio + RP)+

1,b,t i,(t=1) b
Z ,LL Zg"bt 9i0 — Z N’zt Zgzbt Zgi,b,(t—l) + RZD)"‘
i,(t=1) i,(t>1) b
Z Nzt Zgz bt — Zgi,b,(t—l) — ,U) (3.22)
i,(t>1)

Considering the Lagrangian function £y, given by (3.22), the KKT first order opti-

mality conditions of the first lower-level problem are derived as follows:

db + DY — 3" gy = 0,V (3.23)
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OLrr2 w g el ., . ,

ag bt = )\chb_)\t _/’Ll"g,b,t_kl"["z;;t_ﬂi’t +M7f,(t+1)+ul,—t~__uz:é_t+1) = O,VZ,Vb,Vt < NT (324)

a‘CLLQ _ AG —\Y 97 g+ = r+ __ Vbt =
Dgine b TN Pips + Hipe — My + fiz = 0,Vi,Vb,t = Nr (3.25)
0 <pufp; L gine >0,Vi,Vb,Vt (3.26)
0 < pdy, L (s — gipe) = 0,Vi, Vb, Vi (3.27)
0<py L (Z Gint — Gio + RY) >0,V t =1 (3.28)
0<pj; L (R — Zgzbt+glo)>ovzt_1 (3.29)
0<pj, L (Z Give — Y Gin—1) + RY) > 0,Vi, vt > 1 (3.30)

b

0<piy L( R — Zgzbt+zgzb(t y) = 0,Vi, vVt > 1 (3.31)

The structure of the KKT conditions (3.23)-(3.31) is explained below:

1. Equality (3.23) is the primal equality constraint (3.10) in the second LL problem.

2. Equality constraint (3.24)-(3.25) is obtained by differentiating the Lagrangian

function Lo with respect to the primal variable in the set of {g; s}

3. Complementarity conditions (3.26)-(3.27) are related to the inequality constraint
(3.11).

4. Complementarity conditions (3.28)-(3.29) and (3.30)-(3.31) are respectively related
to the inequality constraints (3.12) and (3.13).
Strong Duality Equality Associated with LL1 Problem

We consider the first LL problem is a convex optimization problem, thus we can directly

get the strong duality equality through the use of primal-dual transformation:
Z Modre = Ndie = Y Ndi" = Z pidy (3.32)
t,c t

where constraint (3.32) enforces the equality of the values of the primal objective
function and dual objective function at the optimal solution for the 1st LL problem.
This equality is used to linearize the final MPEC.
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Strong Duality Equality Associated with the LL2 Problem

We consider the second LL problem is also a convex optimization problem, thus we can

directly get the strong duality equality through the use of primal-dual transformation:

Yo AGGine = — 2 M GIT = D g0+ Y Hifgio (3.33)

ibt ibt i,(t=1) i,(t=1)

where constraint (3.33) enforces the equality of the values of the primal objective
function and dual objective function at the optimal solution for the second LL problem.
This equality is used to linearize the final MPEC.

Final MPEC Formulation

A single-level MPEC corresponding to the proposed bi-level model (3.1)-(3.13) is
obtained by replacing two LL problems (3.5)-(3.8) and (3.9)-(3.13) with their individual
KKT conditions (3.15)-(3.21) and (3.23)-(3.31). The resulting MPEC is given below:

max A7 ( dtc +di") AL b 3.34
h w gpid

t

where:

V {)\r dbld dt Cy dihv 1U’t c) :ut c) 5 :uSh_7 u§h+7 gi,b,tv )\:‘,Uv Mzg,;,m M?;,t: N’Z;v M:,;‘,i_ (335)

subject to:
(UL constraints) : (3.2) — (3.4) (3.36)
(KKT optimality conditions of the LL1 problem) : (3.15) — (3.21) (3.37)
(KKT optimality conditions of the LL2 problem) : (3.23) — (3.31) (3.38)

The objective function of the MPEC (3.34) coincides with the objective function of
the UL problem (3.1). The set of decision variables (3.35) includes i) the decision vari-
ables of the UL problem {7, d*}; the decision variables {d; o, d5", gips} of two LL prob-
lems; and the Lagrangian multipliers {uf, ufs, & "™ " N, 1y 150 iy s 107

associated with the constraints of the two LL problems.
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3.4.5 MILP

This MPEC formulation is non-linear, thus the global optimality of solutions obtained
by commercial solvers is not guaranteed. Therefore, we transform this MPEC to a
Mixed-Integer Linear Program (MILP) which commercial branch-and-cut solvers can
efficiently solve [90].

More specifically, the above MPEC (3.34)-(3.38) includes two types of non-linearities:

1. The bilinear terms in the objective function (3.34), which is the product of energy

quantity and price variables.

2. The bilinear terms in the complementarity conditions (3.18)-(3.21) and (3.26)-(3.31).

Linearizing Objective Function

Adopting the linearization approach proposed in [91], which exploits the strong duality
theorem and some of the KKT equalities, the bilinear objective function is replaced

with the following linear expression:

For the strong duality of the first LL problem:

S AL die =D N dpe = Y N & ==l dyer (3.39)
t,c t,c t t,c

Rearrange the equality (3.39) and the first bilinear term in the objective function
(3.34):
SN O de+dM) =3 A de = >l der (3.40)
t c t,c t,c

By multiplying both sides of (3.24)-(3.25) by ¢+, summing for every i,b,¢ and

rearranging some terms we get:

Z Ay Gibt = Z Afb Jibt — Z Mz;t Gipt + Z M‘Z?;t Gibt — Z Nﬂ Gibtt

ibit Wbt Wbt Wbt ibit
r— r+ r+
Z i (t11) Jibt + Z Hig Jibt — Z Hi (t+1) byt (3.41)
i,b,(t<NT) 1,b,t i,b,(t<NT)

By making use of (3.4):
> gips = d)' + DYt (3.42)

i,b
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Equation (3.4.5) becomes:

SOANAPT = =S NEDP NG Give — D 1y Giwe + D W Giva—

t t i,bt ibyt i,b,t

r— r— T+ r+
Z it Gibt T Z i (t+1) Jibt + Z Hi¢ Gibt — Z i (t+1) Jibit (3.43)
i,b,t i,b,(t<NT) i,b,t 3,b,(t<NT)

For complementarity conditions (3.26) and (3.27):

> 10 it =0 (3.44)
i,b,t
S uds Give =D 1y, g (3.45)
i,b,t i,b,t

By substituting (3.44) and (3.45) into (3.4.5), renders the equality below:

ZA};’dfgid Z)\wDbld‘FZ)\@bgzbt+Z:uzbtgzb -

i,b,t 1,b,t
Z,uzt Give + D M (t+1) Jibt + Zﬂzt Givt — Y :u;(t+1) Gib,t (3.46)
i,b,t i,b,(t<NT) i,b,(t<Nr)

For complementarity conditions (3.28)-(3.31):

ST Give — DL Mg Gio— D MiT Gipe-1) =— Y g R (3.47)
ib,t i,b,(t=1) ib,(t>1) ib,t
ST give— > W Gio— Y. Wi Gine-1) = it RY (3.48)
Wbt i,b,(t=1) i\, (t>1) Wbt

Renders the equalities (3.47) and (3.48) below:

YoM Gibe = D Migyn Gibt = — D Hig B+ D Hiy gio (3.49)
i,b,t Z,b,(t<NT) i,b,¢ 7/1b7(t:1)
DM Gine = D Ml Gibe = D Hid BY A+ D0 wif gio (3.50)
ibit ib,(t<NT) ib,t ib,(t=1)

By substituting (3.49) and (3.50) into (3.4.5), renders the equality below:

DN = ZX”DW YA G D M O+

t i,b,t i,b,t

Sy R — Y g+ S i RY+ Y wiT gio (3.51)

ibt ib,(t=1) ib,t ib,(t=1)
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Therefore, the bilinear terms 3, A\ (3, di. + di") — 32, A¥d% in the objective function
(3.34) of the MPEC problem can be replaced with the expressions in the right side of
(3.40) and (3.4.5) which are linear, and the objective function of the MILP problem is:

D d+ jgmaz w ybid G g+ _max
D Aiedie =D gyl did + Y ND =Y N Give — D M 9T~
t,c t,c t

i,b,t i,bt

ST RP+ Y g =St RY = Y wiT gio (3.52)

ibt i\b,(t=1) Wbt ib,(t=1)

Linearizing complementarity conditions

The bilinear terms in the complementarity conditions (3.18)-(3.21) and (3.26)-(3.31)
can be expressed in the generic form 0 < p 1L p > 0, with g and p representing
generic dual and primal terms respectively. The linearization approach proposed in
[92] replaces each of these conditions with the set of mixed-integer linear conditions
pw>0,p>0, p<wMF p<(l—w)MP, where w is an auxiliary binary variable, while

M*#" and MP are large positive constants.

The values of the parameters MP and MT should be suitably selected in order
to achieve not only accurate but also computationally efficient solution of the MILP.
Specifically, MP and M? should be large enough in order to avoid imposing additional
upper bounds on the decision variables and thus resulting in an inaccurate solution of
the MILP. On the other hand, extremely large values should be avoided as they hinder
the convergence of branch-and-cut solvers and result in large computational times [91].
Suitable values of the parameters M* corresponding to primal terms can be more
easily determined based on the bounds of primal variables which correspond to explicit
physical limits. For example, the parameter M corresponding to the primal term of
the complementarity constraint (3.18) is set equal to the maximum demand limit d}}*®
which physically limits the primal variable d; .. Suitable selection of the parameters
MP corresponding to dual terms is more challenging since the dual variables do not
exhibit explicit physical limits. In this context, the heuristic approach presented in

[91] has been employed to tune parameters MP.

Final MILP Formulation

Considering the linearization techniques presented above, MPEC (3.34)-(3.38) can be
transformed into the MILP problem given by (3.4.5)-(3.112). Where the set of decision

variables of the MILP formulation includes the set (3.54) as well as the auxiliary binary
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variables (3.55) introduced for linearizing (3.18)-(3.21) and (3.26)-(3.31).

D d+ jgmaz w Mybid G g+ _max
e A e — S NDE NG g — X o
’ t,c t,c t

ibit ibit

Sy RP+ > i gio— Y Wit RY = Y it gio (3.53)
ibit ib,(t=1) ibit i.b,(t=1)

where:

_ r gbid sh , d— , d+ sh— , sh+ w 9= g+ r— , r+
V= {)\ta d;*, dt,c: d;", Hies Pics QYA T/ Gibts AL i bt Mg bty Fgt o Mgt (3'54)
_ d— d+ sh— sh+ g
S - {wt,c7

— g+ r— r+
wt7c ) Wy ) Wy ’ wi,b,t? wi,b,t? wi,t ’ wi,t (3'55)

subject to:

UL constraints:

NN <\ (3.56)

DN/ITI< K N /|T] (3.57)
t t

Sdpe+ & = dl' vt (3.58)

KKT optimality conditions and linearized complementary conditions of the 1st LL

problem:
S dh=0 (3.59)
t
N o= A=l ol —ap — e =0,V Ve
N o= &=+t =0,
uf; > 0,Vt, Ve
dy. > 0,V1, Ve

,uf; < wg; M*" )Vt Ve

it >0,V Ve
dmes — d, . > 0,91, Ve
piE < wil MYV Ve

(3.60)
(3.61)
(3.62)
(3.63)
(3.64)
dpe < (1 —wiy) M7, Vt,Ve (3.65)
(3.66)
(3.67)
(3.68)
(3.69)

die® —dpe < (1— wng) MP vt Ve

C
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ph >0, vt (3.70)

&'+ ad d. >0,V (3.71)

T < wih MEVE (3.72)
d5h+a2dtc_ 1—wh™) M" vt (3.73)
it >0, vt (3.74)

" — a de > 0,Vt (3.75)

it < wiht MPVE (3.76)

& — o Zdtc < (1 —wit) M, vt (3.77)
wiy € {0,1},vt,Ve (3.78)

wit € {0,1}, V¢, Ve (3.79)

wi € {0,1}, vt (3.80)

wi € {0,1}, vt (3.81)

KKT optimality conditions and linearized complementary conditions of the 2nd LL

problem:

dy + DY =" gipe = 0,9t (3.82)

i,b
NGy = A = iy 1y — i By = ) = 0,0, Vb,VE < N (3.83)
Ay = N = iy 4 il — iy + pit =0,Vi, Vbt = Ny (3.84)
1y, > 0,Vi, b, vt (3.85)
Ging > 0,Vi, Vb, Vit (3.86)
iy, < wiy, M" Vi, Wb, Vit (3.87)
gipe < (1 —wiy,) M Vi, Vb, Vi (3.88)
pudt, > 0,Vi, Vb, Vit (3.89)
9iv" = Gips > 0,Vi,Vb, Vt (3.90)
pdy, < wly, M¥, Vi, Vb, Vit (3.91)
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G = gipe < (1— m) MP Vi, Vb, Vit (3.92)
iy >0,Vit =1 (3.93)
> givy — gio+ RP > 0,Vi,t =1 (3.94)
b
piy Swi, MH Vit =1 (3.95)
> Gine — Gio+ RP < (1 —wip) MP Vit =1 (3.96)
b

pif>0,vit =1 (3.97)
= Give + 90 > 0,Vi,t =1 (3.98)

b
pit <wif M Vit =1 (3.99)
Zgzbt+glo (1—wfj)MP Vit =1 (3.100)
iy > 0,6,V > 1 (3.101)
S Givi — Y. Giv-1) + RP > 0,Vi,Vt > 1 (3.102)

b b
Pig Swi, MM Vi VE>1 (3.103)
N Give =Y. Given + R < (1—wly) MP Vi, vt > 1 (3.104)

b b

pi > 0,6,V > 1 (3.105)
— Zgi,b,t + Z Ging-1) > 0,¥i, ¥t > 1 (3.106)
pid < wpy MMV YE> 1 (3.107)
Zgzbt+zgzb(t y < (1 —wf) MP Vi, vt > 1 (3.108)
wly, € {0,1}, Vi, Vb, V¢ (3.109)
wiy, € {0,1}, Vi, Vb, V¢ (3.110)
wi; € {0,1},Vi, vt (3.111)
W't e {0,1},Vi, vt (3.112)
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3.5 Case Studies

3.5.1 Test Data and Implementation

By employing the model presented in Section 3.4, the examined case studies aim at
quantitatively demonstrating and analyzing the effects of demand flexibility on the
business case of an examined electricity retailer, including its revenue from selling
energy to its served consumers, its cost for buying energy from the wholesale market
and its profit. As discussed in Section 3.3.1, the proposed model captures both self-
price elasticity and time-shifting aspects of demand flexibility. However, the self-price
elasticity is generally very low, and the time-shifting flexibility is regarded as the most
promising flexibility potential, since consumers are more likely to shift their demand
towards preceding or succeeding periods rather than completely curtailing it [2]. In
this context, the case studies examine different scenarios regarding the extent of this
time-shifting flexibility, as expressed by parameter «; the scenario without time-shifting

flexibility (o = 0%) is referred as the benchmark scenario in the remainder.

Furthermore, as discussed in Sections 3.2 and 3.3, in contrast with the existing
literature, the proposed model can capture the impact of the retail prices offered by
the examined retailer on the wholesale prices, which becomes particularly important
as the size of the retailer increases. In this context, the case studies also examine
different scenarios regarding the relative size of the examined retailer, as expressed by

parameter 3.

Finally, given that the retailer’s business case depends on potential regulatory
constraints discussed in Section 3.3, the case studies examine different scenarios
regarding the maximum allowable retail price A™** (while the minimum allowable retail
price ™" = ( and the maximum ratio K between the average retail prices and the

average wholesale prices is assumed equal to 1 in all examined studies).

The case studies apply the proposed model in the context of a single day. The
examined wholesale market reflects the general properties of the GB power system
and includes 7 electricity producers, the cost parameters and maximum output limits
of which are given in Table 3.2. The system demand profile D, of the single day is
presented in Fig. 3.4, while the maximum demand of the consumers served by the
examined retailer is calculated by the parameter 3, i.e., 3. di"* = 8 x D; and the
demand bid by other retailers in the wholesale market is expressed as D% = (1—3) x D;.
The hourly values of the linear benefit coefficient of the consumers are illustrated in
Fig. 3.5.
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Table 3.2 Operational parameters of 7 electricity producers.

Generation company ¢ 1 2 3 4 ) 6 7

1€ (£/MWh) 10 15 23 35 50 70 100

q¢ (£/MW?h) 0.0001 0.0006 0.0014 0.0026 0.0042 0.0065 0.001

g (MW) 13,170 11,520 7,560 6,670 6,500 5,760 5,500

1234567 8 9101112131415161718192021222324
Time (h)

Fig. 3.4 System demand profile of the examined day.
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12345678 9101112131415161718192021222324
Time (h)

Fig. 3.5 Hourly values of linear benefit coefficient of consumers.
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The final MILP model has been implemented and solved using the optimization
software FICOTM Xpress [93] on a computer with a 6-core 3.50 GHz Intel(R) Xeon(R)
E5-1650 v3 processor and 32 GB of RAM. The total number of binary decision variables,
continuous decision variables and constraints of this MILP is 2304, 3361 and 10298,
respectively. The average computational time required for solving this MILP (within
a mixed-integer programming (MIP) gap lower than 0.01%) across all the examined

scenarios was around 1.7s.

3.5.2 Impact of Demand Flexibility

The aim of the first set of studies lies in analyzing the fundamental effects of demand
flexibility on the business case of the examined retailer, by executing the proposed
model for different values of the time-shifting flexibility a of the retailer’s consumers,
while assuming that the relative size of the retailer is = 30%, and the maximum
retail price is A" = 2004 /MWh.

As discussed in Section 3.3, the first interaction captured by the proposed model is
the one between the retail prices offered by the retailer and its consumers’ demand
response. Fig. 3.6 and 3.7 demonstrate this interaction by illustrating the hourly
demand of the consumers (after any potential load shifting, i.e. 3 .d;. + ;") and
the hourly retail prices offered by the retailer (A}) in the examined day, for different
time-shifting flexibility scenarios.

When the consumers do not exhibit any time-shifting flexibility (ov = 0), the retailer
offers the highest allowable price (A™** = 2004 /MWhh) at peak hours (periods with
the highest demand) and the lowest price (0) at off-peak hours (periods with the
lowest demand) (Fig. 3.7), in order to maximize its revenue, which is determined by
the summation of the demand-price products across all hours, but also satisfy the

regulatory constraint imposed on the average retail price (3.3).

However, when the consumers exhibit some time-shifting flexibility (o > 0), they
are able to respond to the hour-specific prices offered by the retailer and shift a part
of their demand from high-price hours to low-price hours in order to maximize their
utility, with this shifting effect being enhanced with a higher « (Fig. 3.6). Since the
strategic retailer anticipates this shifting response by its consumers (by employing the
proposed model), it offers higher prices at off-peak hours and lower prices at peak
hours, in order to maintain its revenue at the highest possible level. Consequently, a

higher time-shifting flexibility results in a flatter retail price profile (Fig. 3.7).
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—
|

—
()]

—_
(98]

O

N

Demand of retailer's consumers (GW)

12345678 9101112131415161718192021222324
Time (h)
— a=0% — a=10% —— a=30% —— a=50%

3.6 Hourly demand of retailer’s consumers for different demand flexibility scenarios.
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Fig. 3.7 Hourly retail prices for different demand flexibility scenarios.
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Fig. 3.8 Hourly system demand for different demand flexibility scenarios.
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Fig. 3.9 Hourly wholesale market prices for different demand flexibility scenarios.
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The second interaction captured by the proposed model is the one between the
decision making of the retailer and the wholesale market. Fig. 3.8 and 3.9 demonstrate
this interaction by illustrating the hourly system demand (d%¢ 4+ D?) and the hourly

wholesale market prices (A)’) in examined day, for different demand flexibility scenarios.

Since the retailer needs to buy from the wholesale market the energy sold to its
consumers at each hour, and given that its share in the market is substantial (8 = 30%),
the demand shifting response of its consumers drives a flattening effect on the system
demand and subsequently on the wholesale market prices, which is enhanced with
a higher o (Fig. 3.8 and 3.9). Furthermore, it should be noted that although the
demand flattening effect is balanced i.e. the overall demand reduction during peak
hours is equal to the overall demand increase during off-peak hours (due to the assumed
energy neutrality of demand shifting (3.7)), the same does not apply to the wholesale
price flattening effect. Specifically, the wholesale price reduction during peak hours is
significantly more substantial than the wholesale price increase during off-peak hours.
This trend is driven by the increasing slope of the producers’ marginal cost curve as
the demand level increases [2]. As a result of this trend, the average wholesale price
over the examined day is reduced and subsequently, given the regulatory constraint
imposed the average retail price (3.3) and the effort of the retailer to maximize its

profit, the average retail price is accordingly reduced (Table 3.3).
In line with the discussion in Section 3.2, it should be stressed at this point that the

above effects on the wholesale prices (flattened profile and reduced average) cannot be
captured by the models proposed in the existing literature, as they treat the wholesale
prices as exogenous, fixed that are not affected by the retailer’s pricing decisions and
the subsequent response of its consumers. The proposed model is able to capture these

effects by representing endogenously the wholesale market clearing process.

Table 3.3 Average retail and wholesale price for different demand flexibility scenarios.

Demand Flexibility a=0% a=10% a=30% o=>50%
Average Price (£/MWh) | 69.70 67.40 64.59 62.69

Having demonstrated the interactions between the retailer, its consumers’ response
and the wholesale market, the final part of this analysis lies in investigating what are
the overall effects of demand flexibility on the business case of the examined retailer.
Fig. 3.10 illustrates the overall revenue, cost and profit of the retailer over the examined

day, for different time-shifting flexibility scenarios.
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Fig. 3.10 Retailer’s revenue, cost and profit for different demand flexibility scenarios.

First of all, the total revenue of the retailer is reduced with a higher o. This trend
is driven by the following effects of demand flexibility: i) the consumers’ demand and
the offered retail prices become flatter (Fig. 3.6 and 3.7), and the retailer’s revenue is
given by the summation of the demand-retail price products across all hours, and ii)
the average retail price is reduced (Table 3.3); it should be noted that the first effect
has a more prominent role in the reduction of the retailer’s revenue. This trend implies
that demand flexibility deteriorates the business case of the retailer, since it limits
the strategic potential of exploiting the consumers through setting large retail price
differentials between peak and off-peak hours (Fig. 3.7).

Furthermore, the total cost of the retailer is also reduced with a higher . This
trend is driven by the following effects of demand flexibility: i) the consumers’ demand
and the wholesale prices become flatter (Fig. 3.6 and 3.9), and the retailer’s cost
is given by the summation of the demand-wholesale price products across all hours,
and ii) the average wholesale price is reduced (Table 3.3); the first effect has a more
prominent role in the reduction of the retailer’s cost. This trend implies that demand
flexibility improves the business case of the retailer, since it enables the retailer to a)
buy more energy at low-price (off-peak) hours but also b) reduce the wholesale prices
at high-price (peak) hours.
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Finally, the effect of demand flexibility on the total profit of the retailer (which
constitutes the most important index of the retailer’s business case) is naturally driven
by the combination of its effects on the retailer’s revenue and cost. Since these effects
counteract each other, i.e. demand flexibility reduces its profit by reducing its revenue
but also increases its profit by reducing its cost, the overall effect on the retailer’s
profit depends on which of these two profit components is reduced at a higher rate.
For the scenario investigated so far, the revenue exhibits a higher rate of reduction
than the cost and consequently the profit is reduced with higher demand flexibility
(Fig. 3.10). However, this trend is not definite and it can be reversed, depending
on other parameters of the problem, analyzed in the later Sections 3.5.3 and 3.5.4.
After analyzing how the demand flexibility affects the retailer’s business, it would be
also interesting to benchmark the simulated results against a perfectly coordinated
wholesale / retail market without retailer interaction, that would expect a lower energy

cost in both retail and wholesale market.

3.5.3 Impact of Market Competition

As discussed above in Section 3.5.2, the profit trend of the examined retailer is related
to the parameters of the problem. This section aims at analyzing how these effects
depend on one such parameter, the strictness of the imposed regulatory constraints on
the retail prices. In this context and as discussed in Section 3.5.1, we examine different
scenarios regarding the maximum allowable retail price A™** for a certain extent of
time-shifting flexibility (o = 30%) and the same relative size of the retailer (5 = 30%).

Fig. 3.11 illustrates the hourly retail prices offered by the retailer in the examined
day, for the examined time-shifting flexibility scenario and the benchmark scenario
without demand flexibility (o« = 0%), and three different scenarios regarding A™**. As
previously discussed, when the consumers do not exhibit flexibility, the retailer offers
AT at peak hours; as a result, a stricter regulatory constraint on A" reduces the
revenue of the retailer. However, when the consumers exhibit flexibility of o = 30%,
the offered retail prices are flatter and do not reach A™** at any hour, irrespectively of
the value of ™", In other words, the strictness of the regulatory constraint on A\"**

does not affect the offered retail prices and the revenue of the retailer in this case.

Fig. 3.12 demonstrates the effect of demand flexibility on the business case of the
examined retailer, by illustrating the reduction of its revenue, cost and profit driven by
the introduction of time-shifting flexibility o = 30% with respect to the benchmark

scenario (a = 0%), for the different scenarios regarding A™**. Following the above
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Fig. 3.12 Retailer’s revenue, cost and profit reduction brought by demand flexibility of
a = 30% for different maximum retail price scenarios.
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discussion concerning the impact of A™** under o = 0% and a = 30%, the deteriorating
effect of demand flexibility on the retailer’s revenue is diminished as A"™** reduces.
On the other hand, \™** does not affect that wholesale market conditions and does
not alter the positive effect of demand flexibility on the retailer’s cost. As a result,
for the lowest value of the maximum retail price (A™** = 1004,/MWh), the revenue
exhibits a lower reduction than the cost and consequently demand flexibility increases
the retailer’s profit (as demonstrated by the negative reduction in Fig. 3.12). This is

the reverse trend with respect to scenarios with higher A\™%*,

These results imply that a stricter regulatory framework limits the retailer’s strategic
potential of exploiting inflexible consumers through setting large price differentials
between peak and off-peak hours, and therefore the impact of demand flexibility
in limiting this potential is diminished. Therefore, in this case, demand flexibility
improves the overall business case of the retailer since its most important impact is
the improvement of the retailer’s position in the wholesale market. On the other hand,
under a looser regulatory framework, demand flexibility deteriorates the business case
of the retailer since its most important impact is the limitation of the retailer’s strategic

potential.

3.5.4 Impact of Retailer’s Relative Size

After having analyzed the fundamental effects of demand flexibility on the retailer’s
business case, the aim of this section lies in analyzing how these effects depend on the
retailer’s relative size. As discussed in Section 3.1, this analysis is highly relevant for
this work, as the ability of the proposed model to capture the impact of the retailer’s
pricing strategies on the wholesale market becomes particularly important as the size
of the retailer increases. In this context and in contrast with the previous Section, the
proposed model is executed for different values of the relative size 8 of the examined

retailer, while assuming that the maximum retail price is \™** = 2004 /MWhh.

Fig. 3.13, 3.14 and 3.15 illustrate the normalized hourly demand of the retailer’s
consumers, the hourly retail prices and the hourly wholesale prices in the examined day,
respectively, for different time-shifting flexibility and retailer’s relative size scenarios.
It should be noted that Fig. 3.13 presents the normalized demand for each scenario
regarding « and 3 (ND}' # ) instead of the absolute one, in order to facilitate the
subsequent analysis; specifically, the hourly demand in each scenario is normalized

with respect to the peak demand in a scenario with the same retailer’s relative size 3
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Fig. 3.13 Normalized hourly retail demand for different demand flexibility and retailer’s
relative size scenarios.
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Fig. 3.15 Hourly wholesale market prices for different demand flexibility and retailer’s
relative size scenarios.

and without demand flexibility (o = 0%):

demand"”

=0
max; demand=""?

ND? = (3.113)

As a result, when the consumers do not exhibit flexibility (o« = 0%), the profile of
this normalized demand is identical for all relative size scenarios, peaking at 100% (Fig.
3.13). The same trend applies to the retail and wholesale prices (Fig. 3.14 and 3.15),
since in the absence of demand flexibility the retailer does not change the offered retail

prices and does not affect the wholesale market conditions.

This trend of insensitivity to the retailer’s relative size is also observed in the retail
prices under a certain (positive) demand flexibility scenario. Specifically, although the
shape of the retail prices is affected by the extent of demand flexibility « (a higher
a results in a flatter retail price profile, as also explained in Section 3.5.2), it is not
substantially affected by the retailer’s size § (Fig. 3.14). The only observed impact of
[ on the retail prices is a small reduction of the retail prices during certain hours as (8
increases, which is driven by the combination of two factors: i) a higher § enhances

the flattening effect of the consumers’ demand shifting response on the system demand



70 Strategic Pricing for Demand Flexibility

and subsequently on the wholesale prices (Fig. 3.15), and also reduces the average
wholesale price (Table 3.4), since the impact of the retailer’s demand on the wholesale
market conditions becomes naturally more prominent when its market share increases,
and ii) the average retail price is accordingly reduced (as explained in Section 3.5.2
and demonstrated in Table 3.4). Since this average retail price reduction is relatively

small, the observed reduction of the hourly retail prices as [ increases is also small.

Table 3.4 Average retail and wholesale price for different demand flexibility and retailer’s
relative size scenarios.

a=0% a=10% a = 50%
Vg3 B=10% pB=30% p=50%|p3=10% B =30% G =50%
69.70 68.85 67.40 66.36 66.36 62.69 60.63

In contrast to the retail prices, the wholesale prices under a certain (positive) demand
flexibility scenario are substantially affected by the retailer’s size 5. Specifically, and as
mentioned before, a higher g enhances the flattening effect of the consumers’ demand
shifting response on the wholesale prices, since the impact of the retailer’s demand on
wholesale market conditions becomes naturally more prominent when its market share
increases. The above discussion implies (rather intuitively) that the retailer’s relative
size is a factor affecting mostly the interaction between the retailer and the wholesale

market and much less the interaction between the retailer and its consumers.

After analyzing the impact of 8 on retail and wholesale prices, lets us now analyze
its impact on the demand of the retailer’s consumers; interestingly, a mixed effect
is observed in Fig. 3.13, with different trends being evident under different demand

flexibility scenarios.

Under a relatively high demand flexibility scenario (o« = 50%), the shape of the
normalized demand profile is greatly affected by the retailer’s size. Specifically, when
this size is relatively small (5 = 10%), the normalized demand profile is somewhat
complementary to the benchmark (o = 0%) demand profile and the wholesale price
profile, exhibiting increased (with respect to the benchmark profile) demand during
hours with low wholesale prices and reduced demand during hours with high wholesale
prices. The reason is that, given that the retailer cannot greatly affect the wholesale
prices (due to its relatively small [3), it prefers to utilize a large extent of the available
time-shifting flexibility of its consumers to buy more energy at low-price (off-peak)
hours and consequently reduce its total cost. On the other hand, as the retailer’s size

increases, this complementarity of the normalized demand profile gradually fades and



3.5 Case Studies 71

this profile becomes flatter. The reason is that, given that the retailer increasingly
affects the wholesale prices (due to its increasing ), it prefers to utilize less the available
time-shifting flexibility of its consumers, since otherwise the wholesale prices will become
unfavorable, i.e. they will become higher during hours with higher consumers’ demand
and lower during hours with lower consumers’ demand, increasing the retailer’s cost in

the wholesale market.

In other words, following the discussion in Section 3.5.2, demand flexibility has
two (correlated) improving effects on the retailer’s cost: a) it enables the retailer to
buy more energy at low-price (off-peak) hours and b) reduce the wholesale prices at
high-price (peak) hours. This implies that the former effect is more important for the
retailer when its size is relatively small, while the latter effect is more important when

its size is relatively large.

Moving now to a scenario with a relatively low demand flexibility (o = 10%), the
above discussed trends are much less evident and the normalized demand is rather
insensitive to the retailer’s size (Fig. 3.13). This is because both improving effects of
demand flexibility on the retailer’s cost are diminished and thus their correlation is

not greatly affected by the retailer’s size.

The final part of this analysis lies in investigating what are the overall effects of
the retailer’s relative size on its business case. Fig. 3.16, 3.17 and 3.18 illustrate the
% reduction of the retailer’s revenue, cost and profit driven by the introduction of
relatively low (o = 10%) and relatively high (o« = 50%) demand flexibility with respect
to the benchmark scenario, for different retailer’s relative size scenarios. In other
words, the relative revenue reduction (RRR®?), relative cost reduction (RCR*?) and

relative profit reduction (RPR®#) in these figures are calculated as:

Revenue2=%"# _ Revenue®?

a, B __ t )

= Revenue="%# (%) (3.114)
t
Cost?="%F8 _ Cost™?
a, B t ;

ot = Cost=0%F (%) (3.115)

P .tazo%,ﬂ_P 'ta7ﬂ
rpres = Lrofit rofiti"” .\ (3.116)

Profitta:()%’ g

First of all, under a certain (positive) demand flexibility scenario, the RRR®7 is
always increased with a larger retailer’s size, irrespectively of the extent of this demand

flexibility (Fig. 3.16). This trend is driven by the following effects: i) the consumers’
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(normalized) demand and (to a lesser extent) the offered retail prices become flatter
(Fig. 3.13 and Fig. 3.14), and the retailer’s revenue is given by the summation of the
demand-retail price products across all hours, and ii) the average retail price is reduced
(Table 3.4). This trend implies that the deteriorating effect of demand flexibility on
the revenue of the retailer (explained in Section 3.5.2) is relatively enhanced as the

size increases.
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Fig. 3.16 Retailer’s relative revenue reduction for different demand flexibility and
retailer’s relative size scenarios.

Furthermore, under a certain (positive) demand flexibility scenario, the RCR*? is
also always increased with a larger retailer’s size, irrespectively of the extent of this
demand flexibility (Fig. 3.17). This trend is driven by the following effects: i) the
consumers’ (normalized) demand and the wholesale prices become flatter (Fig. 3.13 and
Fig. 3.15), and the retailer’s cost is given by the summation of the demand-wholesale
price products across all hours, and ii) the average wholesale price is reduced (Table
3.4). This trend implies that the improving effects of demand flexibility on the cost
of the retailer (explained in Section 3.5.2) are relatively enhanced as the size of the
retailer increases.

In similar vein with the retailer’s profit analysis in Section 3.5.2, since the impacts
of the retailer’s size on its revenue and cost counteract each other, i.e. a larger size

increases its revenue reduction (deteriorating its business case) but also increases its
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Fig. 3.17 Retailer’s relative cost reduction for different demand flexibility and retailer’s
relative size scenarios.

cost reduction (improving its business case), the overall impact of the retailer’s size on
its profit depends on which of the above two impacts is more significant. Interestingly,
in contrast to the uniform impacts on revenue and cost, a mixed impact is observed
in Fig. 3.18, with different trends being evident under different demand flexibility
scenarios. This mixed impact of the retailer’s size on its profit is linked with the
similarly mixed impacts of the retailer’s size on the two improving effects of demand

flexibility on retailer’s cost, discussed earlier in this section.

Under a relatively low demand flexibility scenario (o = 10%), the RPR*# is reduced
with a larger retailer’s size, which means that a larger size improves the retailer’s
business case. The reason is that the limited demand flexibility of its consumers does
not allow the retailer to significantly reduce its cost in the wholesale market by buying
energy at low-price (off-peak) hours. Therefore, in this scenario, the retailer would
prefer to have a larger size in order to be able to flatten the wholesale price profile
and at least reduce the wholesale prices at high-price (peak) hours (which the retailer
cannot greatly avoid due to the limited demand flexibility of its consumers).

Under a relatively high demand flexibility scenario (o = 50%), the RPR*? is
increased with a larger retailer’s size, which means that a larger size deteriorates the

retailer’s business case. The reason is that the significant demand flexibility allows the
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Fig. 3.18 Retailer’s relative profit reduction for different demand flexibility and retailer’s
relative size scenarios.

retailer to significantly reduce its cost in the wholesale market by buying a significant
part of its energy requirements at low-price (off-peak) hours. Therefore, in this scenario,
the retailer would prefer to have a smaller size in order to avoid flattening the wholesale
price profile and increasing the wholesale prices at off-peak hours (which are particularly

important due to the significant demand flexibility of its consumers).

3.5.5 Comparison with the State-of-the-art Model

As discussed in Sections 3.2 and 3.3.2, the proposed bi-level optimization model makes a
fundamental contribution with respect to the state-of-the-art bi-level models adopted in
the existing literature. Specifically, state-of-the-art bi-level models treat the wholesale
market prices as exogenous, fixed parameters that are not affected by the retailer’s
pricing decisions. On the other hand, the proposed bi-level model captures the realistic,
indirect impacts of the retailer’s pricing decisions on the wholesale prices by representing
endogenously the wholesale market clearing process (through the LL2 problem in Fig.

4.1), which becomes particularly important as the size of the retailer increases.

The analysis presented in Sections 3.5.3 and 3.5.4 has demonstrated that this feature

of the proposed bi-level model reveals certain important trends around the impact
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of demand flexibility on the retailer’s business, which, on a theoretical basis, cannot
be captured through state-of-the-art bi-level models. The aim of this section lies in
comparing the state-of-the-art and the proposed modeling approach on a quantitative

basis, to clearly demonstrate their differences.

In this context, the state-of-the-art bi-level model has been reproduced by removing
the LL2 optimization problem from the mathematical formulation presented in Section
3.4, and assuming that the wholesale prices are exogenous input parameters, which are
derived ex-ante by solving the wholesale market clearing problem with fixed (inflexible)
demand. Both state-of-the-art and proposed models have been then executed for
different scenarios regarding the relative size /3 of the examined retailer, while assuming
that the time-shifting flexibility of the retailer’s consumers is @ = 30% and the
maximum retail price is A = 200£/MWh.

Fig. 3.19, 3.20 and 3.21 illustrate the hourly wholesale prices, the hourly retail
prices and the normalized hourly demand of the retailer’s consumers in the examined
day, for both the state-of-the-art model and the proposed model, and different retailer’s

relative size scenarios.
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Fig. 3.19 Hourly wholesale market prices for different retailer's relative size scenarios
under different models.

Given the assumptions of the state-of-the-art model, the wholesale price profile

is identical to the respective profile under the benchmark scenario (o = 0%) and
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Fig. 3.20 Hourly retail prices for different retailer’s relative size scenarios under different
models.
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is not affected by the retailer’s size. Under the proposed model on the other hand,
as discussed in Section 3.5.4, the wholesale prices are substantially affected by the
retailer’s size, with a higher size yielding a flatter wholesale price profile and a lower

average wholesale price.

A similar trend applies to the retail prices. Under the proposed model, as discussed
in Section 3.5.4, a higher retailer’s size reduces (to a small but visible extent) the retail
prices during hours outside the off-peak window, driven by the combination of the
reduction of the average wholesale price and the regulatory constraint imposed on the
average retail price. Under the state-of-the-art model on the other hand, the retail
price profile is not affected by the retailer’s size, driven by the same insensitivity of the

wholesale price profile.

Finally, a similar trend applies to the retail demand. Under the proposed model,
as discussed in Section 3.5.4, the shape of the normalized demand profile is greatly
affected by the retailer’s size. When its size is relatively small (8 = 10%) and thus
cannot greatly affect the wholesale prices, the retailer prefers to utilize a large extent of
the available shifting flexibility of its consumers to buy energy at low-price (off-peak)
hours, leading to a normalized demand profile which is somewhat complementary to
the wholesale price profile. When its size is relatively large (8 = 30% and 8 = 50%)
and thus substantially affects the wholesale prices, the retailer prefers to utilize less
the available shifting flexibility of its consumers (since otherwise the wholesale prices

will become unfavorable), leading to a flatter normalized demand profile.

Under the state-of-the-art model on the other hand, it can be observed that: a) the
normalized demand profile is not affected by the retailer’s size, and b) this profile is
complementary to the wholesale price profile, and this complementarity is more acute
than the one observed under the proposed model and a relatively small (8 = 10%)
retailer’s size, with very high spikes during hours with low wholesale prices. The reason
behind these trends is that the retailer does not affect at all the wholesale prices,
irrespectively of its size (given the assumptions of the state-of-the-art model), and
therefore always prefers to utilize as much as possible the available shifting flexibility
of its consumers to buy energy at low-price hours. This discussion implies (rather
intuitively) that the state-of-the-art model becomes equivalent to the proposed model
and suitable for driving the retailer’s decision making, only under the condition that
the retailer’s size is extremely small.

In order to further demonstrate the differences between the two models, Fig. 3.22

and 3.23 illustrate the retailer’s relative revenue reduction RRR*# (defined by (3.114))
and relative cost reduction RO R*# (defined by (3.115)) driven by the introduction of
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demand flexibility o = 30% with respect to the benchmark scenario (o = 0%), for both
the state-of-the-art model and the proposed model, and different retailer’s relative size

scenarios.
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Fig. 3.22 Retailer's relative revenue reduction for different retailer’s relative size
scenarios under different models.

First of all, under the state-of-the-art model, both the RRR*” and the RCR*” are
constant and not affected by the retailer’s size, which is driven by the same insensitivity
of the wholesale prices, retail prices and consumers’ demand, as discussed above. Under
the proposed model on the other hand, as discussed in Section 3.5.4, both the RRR*?
and the RCR*” are increased with a larger retailer’s size. This trend implies that the
proposed model (in contrast with the state-of-the-art model) captures the impacts of

the retailer’s size on its business case.

Furthermore, it can be observed that both the RRR*” and the ROR“” are higher
under the proposed model than under the state-of-the-art model, for all retailer’s
size scenarios. The reason behind the higher RCR*” is that, in contrast with the
state-of-the-art model, the proposed model captures the impacts of demand flexibility
on wholesale prices (flattened profile and reduced average, Fig. 3.19) and therefore
captures an additional improving effect of demand flexibility on the retailer’s cost
(apart from the ability of the retailer to buy energy at more favorable hours, which is
captured by both models). The reason behind the higher RRR*? is that the reduction



3.5 Case Studies 79

20%
18%
16% 1
14% 1
12%
10% 1
8% 1
6% 1
4% 1
2%
0%-

Retailer's relative cost reduction

=1% =10% =30% =50%
B
Retailer's relative size

B State-of-the-art I Proposed

Fig. 3.23 Retailer’s relative cost reduction for different retailer’s relative size scenarios
under different models.

of retail prices (during hours outside the off-peak window) is more significant under the
proposed model (Fig. 3.20) due to the reduction of the average wholesale price (which
is not captured by the state-of-the-art model) in combination with the regulatory
constraint imposed on the average retail price. These trends imply that the state-of-
the-art model underestimates both the deteriorating effect of demand flexibility on the
retailer’s revenue and the improving effect of demand flexibility on the retailer’s cost,

and thus is not generally suitable for driving the retailer’s decision making

Finally, these differences in both the RRR*? and the RCR™? between the two
models are enhanced as the retailer’s size increases. As previously discussed, this is
because the ability of the proposed model to more accurately capture the impacts of
demand flexibility on wholesale prices and retail prices becomes more important as
the size of the retailer increases. On the other hand, the impact of this feature of the
proposed model on the RRR*? and the RCR*® becomes negligible when the size of
the retailer becomes very small, as indicated by the scenario 8 = 1% in Fig. 18 and
19. This validates our previous conclusion that the state-of-the-art model becomes
equivalent to the proposed model and suitable for driving the retailer’s decision making,

only under the limiting condition that the retailer’s size is extremely small.
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3.6 Conclusions

This chapter has proposed a novel bi-level optimization model to comprehensively
investigate the effects of demand flexibility on an electricity retailer’s business case.
In contrast with state-of-the-art bi-level optimization models, this model drops the
unrealistic assumption that the retailer treats wholesale market prices as exogenous,
fixed parameters, and represents endogenously the wholesale market clearing process,
thus capturing the realistic implications of the retailer’s pricing strategies on the

wholesale market prices.

The presented case studies provide numerous new and valuable insights. First of
all, they demonstrate the interactions between the retailer, the flexible consumers and
the wholesale market and demonstrate that demand flexibility: a) reduces the retailer’s
revenue from the consumers, since it limits the retailer’s strategic potential of exploiting
the consumers through setting large retail price differentials between peak and off-peak
hours, b) also reduces the retailer’s cost in the wholesale market, since it enables the
retailer to buy more energy at low-price hours and also reduce the wholesale prices at

high-price hours, and ¢) does not have a uniform impact on the retailer’s overall profit.

Going further, this impact of demand flexibility on the retailer’s profit is shown to
depend on the strictness of the regulatory constraints imposed on the offered retail
prices. Under a looser regulatory framework demand flexibility reduces the overall

profit of the retailer, while under a stricter regulatory framework it increases this profit.

Moreover, the presented case studies analyse how the above effects of demand
flexibility depend on the retailer’s relative size in the market. Specifically, the obtained
results demonstrate that both the deteriorating effect of demand flexibility on the
retailer’s revenue and its improving effect on the retailer’s cost are relatively enhanced
as the size of the retailer increases. However, the implications of the retailer’s size
on its overall profit are not uniform, but depend on the extent of demand flexibility.
Under relatively high demand flexibility the retailer achieves a higher profit when its
size is smaller, while under relatively low demand flexibility the retailer achieves a

higher profit when its size is larger.

Finally, the presented case studies highlight the added value of the proposed bi-
level model by comparing its outcomes against the state-of-the-art bi-level model.
Specifically, the obtained results demonstrate that the state-of-the-art bi-level model
underestimates the above effects of demand flexibility on the retailer’s revenue and cost,
compared to the proposed model, and this underestimation is enhanced as the retailer’s

size increases. This result implies that the state-of-the-art model is suitable for driving
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a retailer’s decision-making only under the limiting condition that the retailer’s size
is extremely small (around 1% of the market according to the obtained results), in

contrast with the general suitability of the proposed model.

Given the conclusion of physical insights from the presented case studies, the policy
recommendations are also highlighted to promote this novel work. First of all, demand
flexibility is highly encouraged to reduce the energy cost both in retail and wholesale
markets. Secondly, demand flexibility can effectively complement regulatory policies
in safeguarding the consumers against the strategic behavior of retailer. Finally, the
small and new players in the retail market are more likely to take initiatives towards
the realization of the flexibility potential of their consumers, than large and incumbent

retailers.






Chapter 4

Strategic Pricing for Local Energy
Market

4.1 Introduction

Driven by environmental concerns, governments worldwide have taken significant
initiatives towards the decarbonization of energy systems, mainly involving the large-
scale integration of renewable generation and the electrification of transport and
heat sectors of the demand side [1]. However, these initiatives introduce critical
techno-economic challenges to electricity systems’ operation and planning; conventional
generators incur significant costs to provide system balancing services given the inherent
variability of renewable generation, while electric transport and heat loads drive capital-

intensive generation and network reinforcements [94].

A very promising paradigm change towards addressing these challenges and achiev-
ing a cost-effective transition to the low-carbon future lies in the deployment of
flexible, small-scale distributed energy resources (DER), including flexible loads, micro-
generators and energy storage. These DER exhibit significant operating flexibility
which can support system balancing and reduce demand peaks, thereby limiting the
balancing costs of conventional generators and the investments costs of new generation
and network assets. In other words, this paradigm change partially shifts the provision
of security of supply and system services from large-scale centralised assets to small-
scale DER. Numerous recent works have demonstrated and analyzed the value of this
paradigm change [94, 95, 5, 96]. However, this paradigm change greatly complicates the
operation of the system, as the effective coordination of large numbers of small-scale

DER involves very significant communication and computational scalability challenges
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as well as privacy concerns, since DER owners are not generally willing to disclose

private information and be directly controlled by external entities [97].

One of the coordination approaches that has recently attracted great interest by
both industry and academia is the establishment of local energy markets (LEM). Under
this approach, the global coordination burden is broken down to the coordination of
local market clusters, each grouping a number of end users with DER (lately referred
to as community), and enabling direct energy trading between them [98]. Beyond
addressing scalability and privacy challenges, the LEM concept exhibits a number of
potential benefits, such as a) deferring or avoiding distribution network reinforcements
as a result of matching local demand with local generation, b) enhancing the engagement
of local end-users in system operation by creating a local identity and promoting social
cooperation, and c¢) revitalizing the local economy by shaping opportunities for local
investment, creating new jobs at the community level and promoting self-sufficiency.
Recent studies have illustrated these benefits of LEM [99-101].

However, the introduction of LEM is also expected to have significant implications
on the strategic interactions between the local end users and incumbent electricity
retailers. After the deregulation of electricity systems, electricity retailers have been
representing the large majority of the end users in the wholesale electricity market, by
buying / selling energy consumed / produced by their end users from / to the wholesale
market. The objective of these self-interested market entities lies in maximizing their
individual profits by optimizing the retail prices offered to their customers but also
respecting regulatory limits [8]. With the introduction of LEM, customers can directly
trade energy between them, thus limiting their energy dependency on the incumbent
retailer and increasing their economic surplus. This effect is expected to in turn impact

the retailer’s decisions regarding the offered prices and eventually its profit.

4.2 Literature Review

Numerous previous works in the existing literature have investigated the interactions
between strategic retailers and individual customers with different types of DER [22—
24,27, 28, 102, 30, 36, 37, 33, 103|. Table 4.1 summarizes in a structured way the main
characteristics of these works. The representation of customers’ flexibility in these
papers includes flexible loads, micro-generation, energy storage. Furthermore, these
papers generally adopt two different methodologies to model the interaction between

an electricity retailer and its flexible customers.
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Table 4.1 Summary of existing literature associated with the examined problem.

Local energy

Paper  Optimization model Approach DER type
market
[22] Single-level Elasticity function Flexible demand No
[23] Single-level Elasticity function Flexible demand No
[24] Single-level Elasticity function Flexible demand No
Flexible demand, Wind
[27] Single-level Elasticity function Distributed generation, PV No
Energy storage system
Flexible demand, Wind
[28] Single-level Elasticity function Distributed generation, PV No
Energy storage system, EV
[102] Bi-level MPEC Distributed generation No
[30] Bi-level MPEC Flexible demand No
[36] Bi-level Iterative algorithm Flexible demand No
[37] Bi-level Iterative algorithm Flexible demand No
Flexible demand
[33] Bi-level MPEC No
Distributed generation
Flexible demand
[103] Bi-level MPEC No
Distributed generation
MPEC Flexible demand
This )
. Bi-level Binary relaxation Distributed generation Yes
wor

Primal-dual

Energy storage system

Specifically, papers [22-24, 27, 28] employ single-level optimization models, which

ailm at maximizing the retailer’s profit; in these models, the optimal response of the

flexible DERs to the retail prices is expressed as closed-form elasticity functions. The

drawback of this approach lies in the fact that the parameters of these functions are

determined based on exogenous data and therefore cannot accurately capture the

impacts of the retail prices on the DERs’ response.

In order to address this limitation, papers [102, 30, 36, 37, 33, 103] employ bi-

level optimization models in order to rigorously capture the interactions between the

optimization of the pricing decisions of the self-interested retailer (modeled in the

upper level — UL) and the optimization of the demand response of its flexible DERs
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(modeled in the lower level — LL), which is thus represented endogenously and not based
on exogenous data. These bi-level optimization problems are solved either through
converting them into Mathematical Programs with Equilibrium Constraints (MPEC)

or by employing iterative approaches (Table 4.1).

Although the existing literature has investigated the strategic interactions between
retailers and individual customers with different types of DER [22-24, 27, 28, 102,
30, 36, 37, 33, 103]. Table 4.1, the respective interactions between retailers and LEM
integrating all these DER types and enabling energy trading between them, have not
yet been analytically explored.

4.3 Approach

This chapter makes the first attempt to fill this knowledge gap by proposing a novel
multi-period bi-level optimization problem that captures the interactions between the
retailer’s strategic pricing decisions formulated in the UL problem and the operation

of an LEM among its served customers formulated in the LL problem.

Since the LL problem is non-convex, as it includes the binary decision variables
of the LEM to either buy or sell energy to the retailer at each period, the formulated
bi-level optimization problem cannot be solved through the traditional approach of
converting it to a Mathematical Program with Equilibrium Constraints (MPEC). In
this context, we develop a new approach, which is based on the relaxation and primal-
dual reformulation of the original, non-convex LL problem and the penalization of the

associated duality gap.

4.3.1 Modeling Assumptions

For clarity reasons, the main assumptions behind the proposed model are outlined

below:

1. The customers served by the examined retailer are modelled with different types of
DER (flexible loads, micro-generation, energy storage), and each customer receiving

the retail prices signals operates under its individual operating characteristics.

2. The decision making problem of the examined retailer considers both the interaction
with the served independent customers (i.e. the flexible consumers and energy

storages to which it sells energy, and the micro-generators and energy storages from
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which it buys energy) and the interaction with the LEM (to which it sells energy or

from which it buys energy), with the overall aim of maximizing the retailer’s profit.

3. The examined retailer is assumed to serve a relatively small population of customers
and therefore its decisions do not affect the wholesale prices, which are thus treated
as fixed, exogenous parameters of the problem, i.e. the retailer is assumed to be a

price-taker in the wholesale market.

4. In contrast with the traditional fixed pricing or time-of-use pricing regimes where
the offered retail prices are flat throughout the examined daily horizon or during
certain intervals of this horizon (e.g. peak and off-peak periods), the examined
strategic retailer can offer hour-specific retail prices to the served customers. In
order to prevent the retailer from exploiting the customers and making excessive
profits, regulatory constraints are imposed on the maximum retail prices it can offer

to its customers [103].

5. Reflecting the reality, it is assumed that the examined retailer can offer differentiated
prices to its customers for buying and selling energy, but these buy and sell prices
are not differentiated for different customers. Such a kind of dual pricing mechanism
means that the strategic retailer is capable of offering a relative high buy price and
a relative low sell price in order to obtain more revenue from but pay less cost to
its served local customers. This assumption also allows its served customers to
have incentive to participate in the local energy market when they see the price

differentials between retail buying and retail selling.

6. For presentation clarity and without loss of generality, it is also assumed that only
one LEM operates among (a subset of) the retailer’s served customers; each customer
is assumed to either participate in the LEM or trade independently with the retailer,
neglecting the potential of customers participating directly in the wholesale market
(which is a realistic assumption for small size customers). It would be also interesting
to model how the customers are optimized to choose between retailer and LEM,

which is also one extension of the future work.

4.3.2 Structure of the Bi-level Optimization Model

In order to comprehensively capture the interactions between the retailer, its individual
customer, and the LEM, the proposed model is formulated as a bi-level optimization

problem, the structure is illustrated in Fig. 4.1.
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Bi-level Optimization Model

Maximize Profit of strategic retailer -
Subject to:
1) Regulatory constraints imposed on retail prices
2) Balance between energy traded with consumers and energy
traded with wholesale market
3) Demand response of individual flexible consumers

T
Upper Level

(LL1) Problem (UL) Problem

Maximize Utility of individual flexible consumers
Subject to: -
» Demand operating constraints

1st Lower Level

4) Generation response of individual micro-generators

Maximize Profit of individual micro-generators
Subject to: -
» Generation operating constraints

(LL2) Problem

5) Charging / discharging response of individual energy storages

Maximize Profit of individual energy storages
Subject to: -
» Storage operating constraints

31 ower Level 27 Lower Level

(LL3) Problem

6) Net response of local energy market

Maximize Total surplus of local energy market
Subject to:
» Balance between local net energy and net energy traded -
with retailer
» Demand, generation, storage operating constraints

4t Lower Level
(LL4) Problem

Fig. 4.1 Structure of proposed bi-level optimization model.

1. This bi-level model consists of an upper-level (UL) problem and four lower-level
(LL) problems.

2. The UL problem represents the strategic decision making of a self-interested retailer
who determines the optimal time-specific retail prices offered to the customers
for buying and selling energy so as to maximize its profit, while respecting i) the
regulatory constraints imposed on the offered retail prices, and ii) the balance
constraint between the energy sold / purchased to / from its served customer as
well as the LEM and the energy bought / sold from / to the wholesale market at

each time period.

3. This UL problem is subject to four LL problems. As shown in Fig. 1, those four LL

problems respectively represent:
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(a) The first three of them (LL1-3) represent the decision making of flexible

consumers (FC), micro-generators (MG) and energy storages (ES), which do

not participate in the LEM and thus optimize their demand / generation

response to the offered retail prices so as to maximize their own economic

surplus, and subject to their individual operation constraints;

The fourth LL (LL4) problem represents the operation of an LEM with

different participants (FC, MG and ES) which, given the offered retail prices

and the techno-economic parameters of its participants, determines the optimal

dispatch of these participants and the energy exchanges with the retailer so

as to maximize their total surplus, and subject to their individual operation

constraints.

4. The upper-level problem and the two lower-level problems of Fig. 4.1 are all coupled

as illustrated in Fig. 4.2, since:

Upper Level (UL) Problem

Maximize Profit of strategic retailer

Buy Demand Sell Generation  Buy prices Storage  Buy prices Net
prices response prices response  Sell prices response  Sell prices response
LL1 Problem LL2 Problem LL3 Problem LL4 Problem

Maximize Utility of
individual flexible
consumers

Maximize Profit of
individual
micro-generators

Maximize Profit of
individual energy
storages

Maximize Total
surplus of local
energy market

Fig. 4.2 Interrelation between the upper-level and 4 lower-level problems.

(a) The buy and sell prices determined by the retailer (UL) affect the responses

of the customers (as they constitute part of the objective functions of the
LL1-LL4 problems);

(b) These responses affect the retailer’s pricing decisions (as they constitute part

of both the objective function and the energy balance constraints of the UL

problem).
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4.4 Formulation

4.4.1 Decision Making of Strategic Retailer

The upper-level (UL) problem optimizes the pricing decisions of the examined retailer

and is formulated as follows:

max Z )\f( Z di+ + Z Sget utnt) —
i k

VUL:{)‘?7 )‘§7wt} t

SN (D gia+ D st + (w = ng) = 3 Ay (4.1)
¢ J k t

subject to:
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N NE <\ (4.3)
Z dig — Zgj,t + Z(Si,t - Sz,t) +ny = wy, Vit (4.4)
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The objective function (4.1) maximizes the overall profit of the retailer, which
includes the following components: i) its revenue from selling energy to demanding
customers, including independent FC, independent ES when charging, and the LEM
when buying energy from the retailer (first term), ii) its cost of buying energy from
generating customers, including independent MG, independent ES when discharging,
and the LEM when selling energy to the retailer (second term); and iii) its net cost in
the wholesale market, i.e. its cost / revenue of buying / selling energy from / to the

wholesale market (third term).

The offered retail prices are subject to the regulatory constraints (4.2)-(4.3) which
aim at preventing the retailer from exploiting the customers and making excessive
profits. Constraints (4.4) express the energy balance constraints of the retailer; the
net energy traded with its customers (including independent FC, independent MG,
independent ES and the LEM) and the net energy traded with the wholesale market

are equal at each period.

4.4.2 Demand Response of Individual Flexible Consumers

The first LL problem (LL1) optimizes the demand response of independent FC (not
participating in the LEM) to the retail (buy) prices determined by the retailer, and is
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formulated as follows for independent FC i:

D D ;2 b
PLLI’}/I:a{}ElZ-’t} (;(Zz,t di,t - Qi’t di,t) - ; At di,t) (45)

subject to:
0 < diy < A7 iy, i, Ve (4.6)

The objective function (4.5) maximizes the utility of independent FC 4, which is
given by the difference between i) its benefit (or satisfaction) perceived from the use
of energy (first term), modelled as a quadratic function of its demand levels; and ii)
its cost of buying energy from the retailer (second term), modelled as the product of
retail (buy) prices and its demand levels. Constraint (4.6) expresses the flexibility of

independent FC ¢ to modify its demand within certain limits.

4.4.3 Generation Response of Independent Micro-Generators

The second LL problem (LL2) optimizes the generation response of independent MG
(not participating in the LEM) to the retail (sell) prices determined by the retailer,

and is formulated as follows for independent MG j:

o (N g0 = 205 050+ ) (47)

subject to:

0 < gje < g™« iy, 1y, vt (4.8)

The objective function (4.7) maximizes the profit of independent MG j, which
is given by the difference between i) its revenue from selling energy to the retailer
(first term), modelled as a quadratic function of its power outputs; and ii) its cost of
production (second term), modelled as the product of retail (sell) prices and its power

outputs. Constraint (4.8) expresses the power output limits of independent MG j.

4.4.4 Charging / Discharging Response of Independent En-
ergy Storages

The third LL problem (LL3) optimizes the charging / discharging response of indepen-
dent ES (not participating in the LEM) to the retail (buy and sell) prices determined
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by the retailer, and is formulated as follows for independent ES k:

A 4.9
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The objective function (4.9) maximizes the profit of independent ES k, which is
given by the difference between i) its revenue from selling energy to the retailer when
discharging (first term) and ii) the cost of buying energy from the retailer when charging
(second term). Constraint (4.10) expresses the energy balance of the ES including
charging and discharging losses. Constraint (4.11)-(4.13) represents its minimum and
maximum energy and power limits. Finally, constraint (4.14) expresses the energy
neutrality assumption, i.e. the ES energy content at the start and the end of the

examined horizon are assumed equal.

4.4.5 Operation of Local Energy Market

Beyond individually contracted FC, MG and ES, the examined retailer trades energy
with a LEM generally including the same types of customers and enabling energy
trading between its participating customers. The fourth LL problem (LL4) represents
the operation of the LEM which optimizes the dispatch of the participating customers

and the energy exchanges with the retailer, and is formulated as follows:

max (Z(lﬁt diry — ql/ p d3 t) Z(ZJG, gjrt + qﬁ gﬁvt) — Z )\? Ug Ny + Z A (ug — 1) nt)
7 ¢ t

PLLA " I
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The objective function (4.15) maximizes the total surplus of the LEM, which
includes the following components: i) the total benefit of all participating FC ¢’ (first
term), ii) the total production cost of all participating MG j’ (second term), iii) the
cost of buying energy from the retailer when the LEM exhibits excess demand (third
term), and iv) the revenue from selling energy to the retailer when the LEM exhibits

excess generation (fourth term).

Constraints (4.17) express the energy balance constraints of the LEM, ensuring that
the excess demand / generation is bought from / sold to the retailer. The fact that the
LEM can either buy energy from the retailer or sell energy to the retailer at each period
is expressed through the binary decision variable u; (4.18). When the LEM exhibits
excess demand (n; > 0), it needs to buy energy from the retailer (u; = 1), implying
that the LEM incurs a cost to the retailer (as the third term of (4.15) becomes positive)
and does not earn a revenue from the retailer (as the fourth term of (4.15) becomes
zero). On the other hand, when the LEM exhibits excess generation (n; < 0), it needs
to sell energy to the retailer (u; = 0), implying that the LEM earns a revenue from the
retailer (as the fourth term of (4.15) becomes positive) and does not incur a cost to the
retailer (as the third term of (4.15) becomes zero). Finally, constraints (4.19)-(4.25)
express the individual operating constraints of the FC, MG and ES participating in
the LEM, and follow the formulations adopted in LL1-LL3 problems, respectively.

4.4.6 Reformulation of Non-convex LL problem

The traditional approach for solving such a bi-level optimization problem in the

existing literature (see for example [102, 30, 33, 103] lies in converting it to a single-
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level Mathematical Program with Equilibrium Constraints (MPEC). This is achieved by
replacing the LL problems by their equivalent Karush-Kuhn-Tucker (KKT) optimality
conditions, provided that the LL problems are continuous and convex, and introducing
these conditions as constraints of the UL problem.

However, in the examined bi-level optimization problem, the LL4 problem repre-
senting the operation of the LEM, is non-convex as it includes the binary decision
variables u; of the LEM to either buy energy from the retailer or sell energy to the
retailer at each period (4.18). This non-convexity prevents the derivation of equivalent
KKT conditions for LL4 and thus means that the traditional MPEC approach is not

applicable to the examined problem to guarantee its optimality.

In order to address this fundamental challenge and solve the examined problem,

this chapter employs a new approach recently proposed by the authors in [104].

Relax Non-convex LL4 problem

Problem LL4 is converted from a non-convex mixed-integer problem to a convex

problem by relaxing its binary constraints (4.18) as continuous constraints:
0<u <1:pl,pit, vt (4.26)

with py~, u" being their respective dual variables. This relaxation enables the defini-
tion of dual variables for all the constraints of the LL4 problem, which are indicated
after a colon in constraints (4.17) and (4.19)-(4.25) above. In other words, this relax-
ation coverts the LL4 problem from a mixed-integer linear problem to a continuous

linear problem, defined by:
max (LL4 objective function) : (4.15) (4.27)
subject to:
(LL4 continuous constraints) : (4.17) and (4.19) — (4.25) (4.28)

(LL4 relaxed binary constraint) : (4.26) (4.29)
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Dual Formulation of Relaxed LL4 problem

After the above conversion, the dual problem associated with the relaxed LL4 problem
(4.27)-(4.29) can be derived, which is formulated as follows:
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Constraints (4.32)-(4.39) constitute dual constraints with respect to primal variables
dits, Gjras Sy Sioys Ew g and ny respectively, while constraints (4.40)-(4.43) express

non-negativity of the relevant dual variables.

Primal-dual Formulation of Relaxed LL4 problem

However, the relaxation of the binary constraints (4.26) implies that the reformulated
LL4 problem (4.27)-(4.29) does not generally produce the optimal solution of the
original LL4 problem (4.15)-(4.25). Thus, in order to ensure that the reformulated LL4
problem produces a solution that minimally deviates from the solution of the original

LL4 problem, the following primal-dual formulation is adopted:

{PLLIAll’%lLLAL} DG = —(4.15) — (4.30) (4.44)
subject to:
(Relaxed LL4 primal constraints) : (4.17) and (4.19) — (4.25) (4.45)
(Relaxed LL4 dual constraints) : (4.32) — (4.43) (4.46)
(Original LL4 binary constraint) : (4.18) (4.47)

Problem (4.44)-(4.47) minimizes the duality gap (DG) between the primal and
dual objective function values of the relaxed LL4 problem, while enforcing the primal
constraints (4.17), (4.19)-(4.25) and the dual constraints (4.32)-(4.43) of the relaxed
LL4 problem, as well as the original binary constraints (4.18). It should be noted that
although the binary constraints were previously relaxed to enable the derivation of the
dual problem, they are enforced in (4.47) to ensure that the solution of this problem
conforms to the physical reality of LEM to buy energy from the retailer (u; = 1) or
sell energy to the retailer (u; = 0) at period ¢.

4.4.7 Single-level Optimization Model Reduction

Formulation (4.44)-(4.47) constitutes the reformulation of the original LL4 problem.
However, the optimal pricing problem from the perspective of a strategic retailer we
aim at solving in this chapter is the bi-level problem (4.1)-(4.25) which additionally

contains the one UL problem and the other three LL continuous problems. In order to
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achieve this in a mathematically rigorous fashion, we convert this bi-level problem to a

single-level problem by the following two steps, which are illustrated in Fig. 4.3.

KKT Optimality Conditions Associated with Convex LL1-3 Problems

As discussed in previous section 4.2, the bi-level model can be solved by replacing its
convex LL problems with its equivalent KKT optimality conditions and subject to
the UL problems, rendering an MPEC. To this end, we derive the KKT optimality
conditions of LLL1-3 problems in the first step:

1. KKT Optimality Conditions Associated with the LL1 Problem

To obtain the KKT conditions associated with the LL1 problem, the corresponding

Lagrangian function Ly, below is required as below:

Lons =S N diy = S di = afd2) = X il + 30 1 (dia = 413 (4.45)
it it it

it

Considering the Lagrangian function £y, given by (4.48), the KKT first order
optimality conditions of the LL1 problem are derived as follows:

aELLl

9, N — (15, —2qb diy) — v + i =0,vi, vt (4.49)
0<pfy Ldy>0,Vi,vt (4.50)
0 < pfy L(d™ —diy) >0,Vi,Vt (4.51)

The structure of the KKT conditions (4.49)-(4.51) is explained below:
(a) Equality (4.49) is obtained by differentiating the Lagrangian function Ly,
with respect to the primal variables d; ;.
(b) Complementarity conditions (4.50)-(4.51) are related to the inequality con-
straints (4.6).
2. KKT Optimality Conditions Associated with the LL2 Problem

To obtain the KKT conditions associated with the LL2 problem, the corresponding

Lagrangian function L5 below is required as below:

Lrra =D _(IF gie + 65 970 = DN gie = D2 1he i+ 2155 (970 = 97°) (4.52)
Jit Jit gt

th



Strategic Pricing for Local Energy Market

98

Bi-level Optimization Model
with non-convex LL problem

Maximize Profit of strategic retailer
Subject to:
UL constraints

Maximize LL1 Objective
Subject to:
LL1 Constraints

Maximize LL2 Objective
Subject to:
LL2 Constraints

Maximize LL3 Objective
Subject to:
LL3 Constraints

Maximize LL4 Objective
Subject to:
LL4 Constraints
(including non-convex ones)

Reformulation
of Non-convex
LL4 problem

Bi-level Optimization Model

with relaxed convex LL problem

Maximize Profit of strategic retailer
Subject to:
UL constraints

Maximize LL1 Objective
Subject to:
LL1 Constraints

Maximize LL2 Objective
Subject to:
LL2 Constraints

Maximize LL3 Objective
Subject to:
LL3 Constraints
Relaxed LL4 problem
Maximize LL4 Objective
Subject to:
LL4 Continuous constraints
Relaxed binary constraints

Dual of relaxed LL4 problem
Maximize Dual Objective
Subject to:
Dual constraints

Single-level
Optimization
Model
Reduction

Fig. 4.3 Nlustration of proposed modeling approach.

Final Single-level
Optimization problem

Maximize Profit of strategic retailer —
Penalized DG
Subject to:
UL constraints

LLI-equivalent KKT optimality
conditions

LL2-equivalent KKT optimality
conditions

LL3-equivalent KKT optimality
conditions

Constraints of relaxed LL4
Constraints of dual of relaxed LL4
Binary variable constraints
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Considering the Lagrangian function Lo given by (4.52), the KKT first order

optimality conditions of the LL2 problem are derived as follows:

8£LL2

90, = (19 + 245 gja) = N — 1y + pdy = 0,V4, vt (4.53)
Js

0<uf, Lgj.>0,VjVt (4.54)

0 <pdy L (g]" = g0) > 0,V5,V1 (4.55)

The structure of the KKT conditions (4.53)-(4.55) is explained below:

(a) Equality (4.53) is obtained by differentiating the Lagrangian function L
with respect to the primal variables g; ;.
(b) Complementarity conditions (4.54)-(4.55) are related to the inequality con-
straints (4.8).
3. KKT Optimality Conditions Associated with the LL3 Problem

To obtain the KKT conditions associated with the LL3 problem, the corresponding

Lagrangian function L3 below is required as below:
Lrrs =Y AN sh,— Z A s+ Z (§k,t (Bt — Epg—1 — spenp + Si,t/nif)) -
Kt
> iy (Biy — B™) + Z piy (B — B — Z Hi Skt
k,t

Zlusc+ T Sznaw Zﬂzdjsit 4 ZM8d+ - max)+

Z §k — Ej NT) (4.56)

Considering the Lagrangian function L3 given by (4.56), the KKT first order

optimality conditions of the LL3 problem are derived as follows:

8»CLL3

=N Gl — i g =0,k (4.57)
(98,“
oL
CES = X G/ — 1+ s = 0,k Ve (4.58)
Js,
OLirs _ €t — Erer — M5 + 135" = 0,Vk,Vt < NT (4.59)

OE),
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OLrrs
OE) 4

=& — & -y s =0,Vkt=NT (4.60)

0 <y L (Bey — EM™) > 0,Vk,Vt
0 < pps L (EP™ — Eyy) > 0,Vk,Vt
0 <y L s, >0,VEVt
0 < st L (57" — s3,) > 0,Vk, Vi
0<% Lsg, >0,k Vt

0 < ipd" L (s — si,) > 0,Vk, Wt
The structure of the KKT conditions (4.57)-(4.66) is explained below:

(a) Equalities (4.57)-(4.60) are obtained by differentiating the Lagrangian function

L3 with respect to the primal variables in the set of {sf,, s{,, Ex.}-

(b) Complementarity conditions (4.61)-(4.66) are related to the inequality con-
straints (4.22)-(4.24).

Final Single-level Optimization Problem Formulation

In the second step, we combine the objective functions of the UL problem (4.1) and the
reformulated LL4 problem (4.44)-(4.47) into a new designed objective function (4.67)
and formulate it into a multi-objective optimization problem. In order to do this, we
adopt the penalty function method [105] and penalize the DG by a positive constant
W. By following this approach, the DG is indirectly suppressed (as prescribed by
(4.44)), while still pursuing a higher retailer’s profit (as prescribed by (4.1)). The value
of the penalty constant W is selected by balancing the trade-off between the accuracy
of the local energy market solution and the consideration of the retailer’s profit. The
impact of different values of W on the performance of the model and the selection of a

suitable value are quantitatively analyzed in Section 4.5.3.

Enforcing all the constraints of the UL problem, the KKT optimality conditions of
LL1-3 problems and the constraints of the reformulated LL4 problem. The resulting
single-level problem is formulated as follows:

4.1) - W DG
I?Vag( ) (4.67)
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where:

V = {VUL PLLl PLLZ PLL3 PLL4 DLLI DLL2 DLL3 DLL4} (468)

subject to:
(UL constraints) : (4.2) — (4.4) (4.69)
(KKT optimality conditions of LL1) : (4.49) — (4.51) (4.70)
(KKT optimality conditions of LL2) : (4.53) — (4.55) (4.71)
(KKT optimality conditions of LL3) : (4.57) — (4.66) (4.72)
(Primal-dual constraints of relaxed LL4) : (4.45) — (4.47) (4.73)

At this point, it should be stressed that this single-level optimization model is
merely a tool used by the strtaegic retailer to determine its strategic making-decisions
{X2 X, wy} and is not generally fully accurate, as the proposed reformulation of the
LL4 problem implies that it does not generally produce the optimal solution of the
original LL4 problem. As a result, the profit (4.1) determined by the solution of model
(4.67)-(4.73) is the profit estimated by the strategic retailer based on the proposed
model (we will refer to it as estimated profit in the remainder) and is not generally
equal to its actual profit, which is ultimately determined after inputting the values
of optimal set {\2, A\f,w;} obtained from model (4.67)-(4.73) to the actual response
models (4.5)-(4.14) and local energy market operation (4.15)-(4.25).

4.4.8 MIQP

Furthermore, it should be noted that the resulting single-level optimization formulation
is characterized by two types of non-convexity and thus any solution obtained by
commercial solvers is not guaranteed to be globally optimal. Therefore, we aim at
transforming this single-level optimization problem into a mixed-integer quadratic
programming (MIQP), which can be efficiently solved to global optimality using

commercial branch-and-cut solvers.

Linearizing Objective Function

The first one involves the bilinear terms in the objective function (4.67) of single-level
problem, more specifically for (4.1) since the DG is a linear expression. We divided

(4.1) into three parts: the business from individual response O] the business in local
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energy market OFPM  and the business in wholesale market O":
=N die+ Y s5) N (Y g+ st (4.74)
t i k t j K
OLEM Z )\butnt Z )\f (Ut - ].)nt (475)
t

=3 Ay, (4.76)
t

Following the same steps in Chapter 3, the business from the individual response
O™P can be linearized by exploiting the strong duality theorem and some of the KKT
optimiality conditions of LL1-3 problems. First of all, multiplying both sides of (4.49)

by d;+, summing for every ¢ € I, t € T" and rearranging some terms we get:

Z Ndig = (5 dig —2qd%) =Y pdy dig + > pifi diy (4.77)
it it

it

For complementarity conditions (4.50) and (4.51):

douiy dig =0 (4.78)
L, t

St = St (4.79)

By substituting (4.78) and (4.79) into (4.77), renders the equality below:

ZV =2 (D diy — 2¢d7) + 3 iy Ay (4.80)

it it

Secondly, multiplying both sides of (4.53) by g¢;, summing for every j € J, t € T" and

rearranging some terms we get:

Z A gie =2 (15 g0 +205 g7) = D 07 gie + D 1T g (4.81)
j?t ‘77t

7t

For complementarity conditions (4.54) and (4.55):

>ouy g0 =0 (4.82)
75t

Zuﬂ 9i = Zuﬁ e (4.83)
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By substituting (4.78) and (4.83) into (4.81), renders the equality below:

Z X gie =D (5 gje + 245 g2 + > pdi g (4.84)
75t

7t

Finally, We consider the LL3 problem is also a convex optimization problem, thus we can

directly get the strong duality equality through the use of primal-dual transformation:

Z)\bskt Z)\sskt Z fktE0+Z§kEO+ZM86_Emzn

k,(t=1)

Z zet—i- Emaa: Zlusc—‘r max Z sd—i— maz (485)
By combining (4.80), (4.84) and (4.4.8), renders the equality below:

O =3 (I diy — 245, d7) + Zui” Ay =3 (05 g5+ 245 97) -

it 7t

Zﬂﬁ-g;naz_ Z gktEk—i-kaEk—}—Zlu - mm ZuseJr pras_
7t

Z ’usc+ gmaz Z Iusd+ gmaz (486)

However, the above techniques are not applicable to O**M | since its corresponding
LL4 problem is non-convex and therefore strong duality does not hold. In order to
address this challenge, the linearization of mixed-integer products [106] and the binary
expansion approach [107, 108] are employed. The first step is introducing a new

continuous variable z7¢" =

= w;ny to linearize the product of the binary variable u;, and
the continuous variable n;, and formulate the u;n; into the below mix-integer linear
constraint (4.87):

Mnet _ (1 _ ut)Mnet S x?et S utMnet (487)

where M™ is the big-M values to bound the continuous variables n; and is selected
as tightly as possible. The second step is letting {\2, A3, [ = 1,2,..., L} be a set of
discrete values in the range [0, A™**] as prescribed by the physical bounds (4.2)-(4.3).

Then, the variables A2, ¢ can be expressed as the following sum of binary variables:

log2 -1

Z 2n Ab ytn’ (488)
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log2

Z PANANETHER (4.89)

where A = A% = are the auxiliary binary variables. Multiplying

both sides of (4.88) and (4. 89) by x”et and both sides of (4.89) by n;, summing for

every t, and defining three dummy variables 2° 25 259 results in:
) t,n) “tn “tno

SN Pt = Z 2" A2 (4.90)

t

Sz ape Zz“ N® 22, (4.91)

t

dAn = 22” A (4.92)
t

Zf = yt n $?«€t (493)

20 = Yin et (4.94)

20 = Yon (4.95)

Therefore, the bilinear terms 33, A 27, >, Af 27! and 3, A\f n; can be replaced by
the expressions in the right side of (4.90), (4.91) and (4.92) which are all linear. The
product of variables in (4.93), (4.94) and (4.95) can be transformed into the following

equivalent mixed-integer linear constraints:

Mb - (1 - yll:,n>Mb < Z?,n < yllf),an7Vt7vn (496)
M® = (1— g8 )M® < 22, < 8 M° Yt Y (4.97)
M* = (1 =y )M® < 275, < y;,, M°, Yt Vn (4.98)

where M° M?* are two positive constants that are large enough for (4.96)-(4.97) to
hold when 7, = y;, = 0 and v}, = y;,, = 1, respectively.
Based on the above derivations, the business in the local energy market OFM can be

expressed by the following expression, and subject to the above mixed-integer linear
constraints (4.96)-(4.98):

OLEM _ Z oA 3TN+ Z 2" A 2, (4.99)
t,n
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Linearizing complementarity conditions

The second one is the bilinear terms in the complementarity conditions (4.50)-(4.51),
(4.54)-(4.55), and (4.61)-(4.66), which can be expressed in the generic form 0 < p L
p > 0, with x4 and p representing generic dual and primal terms respectively. The
linearization approach proposed in [92] replaces each of these conditions with the set
of mixed-integer linear conditions p >0, p > 0, u < wM*, p < (1 — w)MP, where w is
an auxiliary binary variable, while M* and MP? are large positive constants.

The values of the parameters M* and MP should be suitably selected in order to
achieve not only accurate but also computationally efficient solution of the MIQP.
Specifically, M* and MP? should be large enough in order to avoid imposing additional
upper bounds on the decision variables and thus resulting in an inaccurate solution of
the MIQP. On the other hand, extremely large values should be avoided as they hinder
the convergence of branch-and-cut solvers and result in large computational times
[91]. Suitable values of the parameters M? corresponding to primal terms can be more
easily determined based on the bounds of primal variables which correspond to explicit
physical limits. For example, the parameter MP corresponding to the primal term of
the complementarity constraint (4.50) is set equal to the maximum demand limit d;
which physically limits the primal variable d;,. Suitable selection of the parameters
M* corresponding to dual terms is more challenging since the dual variables do not
exhibit explicit physical limits. In this context, the heuristic approach presented in

[91] has been employed to tune parameters M*.

Final MIQP Formulation

Considering the three linearization techniques presented above, the final single-level
optimization problem (4.67)-(4.73) can be transformed into the MIQP problem given by
(4.100)-(4.178). Where the set of decision variables of the MIQP formulation includes
the set (4.68) as well as the auxiliary binary variables introduced for linearizing
(4.50)-(4.51), (4.54)-(4.55), and (4.61)-(4.66).

max Profit — W = DG (4.100)
V,2,5
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where:

Profit = Z(lﬁ dig —2q; dft )+ > uf* AT — Z(ZG gjt + 2 qJG gﬁt)—

it

ZM;]-[ g;naaz o Z gktEk + ng Ek + Zlusef mzn
ot

k,(t=1)
Z que;r Emaac Z Mzc;» Smax Z Iusd+ Smaz
k.t kit

ZQ“Abzm Zz”AsZtn+22”Abzm > w (4.101)
t

DG:_Z(Zi?tdi/t q;r tszt +Z 9]'t+q] g] /) —|—22”Abztn

't J't

St AT, Y2 A%ﬁz i T?”Zu%g}””
t,n 't

t,n
se— min se+ max sc+ max sd+ max
D oupy BTyt By +Zu s +Zu s
! t k/

Z & Bl + Z €k/ B+ Z et (4.102)

,(t=1)

b ys c d c d
V= {)‘ Atawta ditvgjta S 3t Sk t) Ekta d"tagj’h Skr 3t Sk/ta Ek’ t, Ut, N,

se sc sd
'ult "uzt ’th"uj,t >§ktu“kt Huk:??”kt 7:ukt+7ﬂkt ,Mk;r, 27
l se sc sd
>‘t> ,uz’ta uj’ta Sk/ta N’k'tm :uk’—;a Mk’—:f_y ,uk/i_v 2/ t+} (4103)
Z = {200 Zons Zios Yo Yin (4.104)
- It — d—  sd
S = {wzt ’ zt 7wjg7t awgt ’wZet 7wls€et+7wkt ,w,icj,wzt ,wz;r, (4105)
subject to:

UL constraints:

A<\ < e vy (4.106)

DL WU (4.107)

de—zgmz SEe— Sh) e =wp, Vi (4.108)

KKT optimality conditions and linearized complementary conditions of the LL1 prob-
lem:
A — (I8, = 2qh dig) — pdy + pid =0,Vi, vt (4.109)
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iy > 0,Vi, vt (4.110)

diy > 0,Vi,Vt (4.111)

iy < wiy M* ViV (4.112)

dig < (1 —wiy) M Vi, vt (4.113)
Pt > 0,vi, vt (4.114)

A — dyy > 0,Vi, Vit (4.115)

iy < wit Me ViVt (4.116)

A — dyy < (1 —wif) MP Vi, vt (4.117)

KKT optimality conditions and linearized complementary conditions of the LL2 prob-

lem:
(I + 245 gi0) = A — s + 157 =0,V vt (4.118)
ply > 0,4, vt (4.119)
gis > 0,V7, vt (4.120)
ply < wiy M* V5, vt (4.121)
gjs < (1 —wiy) MP V), vt (4.122)
pgy > 0,4, vt (4.123)
97" — gje > 0,5,V (4.124)
pdy < wif M* V4t (4.125)
gt —gia < (1 —wif) MP, V), vt (4.126)

KKT optimality conditions and linearized complementary conditions of the LL3 prob-

lem:
N = &y — His, s = 0,k Wt (4.127)
= N} G/ — i g = 0,k Ve (4.128)
et — Sk — iy + iy =0,k Vt < NT (4.129)
€t — & — Mg + 1" =0,YK ¢ = NT (4.130)
e >0,k vt (4.131)
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Ey; — EJ"™™ > 0,Vk, Vt (4.132)

piy Swpty MY VRV (4.133)

Epe — E"™ < (1 — wi )MP VE,Vt (4.134)
s >0,k Vit (4.135)

Ere — By, > 0,Yk,Vt (4.136)

it < wist MM Yk, (4.137)

B — By < (1 — wigh )M, Vk, Vit (4.138)
(s > 0,Vk, Vi (4.139)

sp, > 0,Vk, Vi (4.140)

1 < wit M¥, (4.141)

spe < (1—wi )MP VE,Vt (4.142)
it > 0,Vk, vt (4.143)

syt — 55, > 0,Vk,Vt (4.144)

s < wig MM YR,V (4.145)

spet = iy < (1 —wiGHMP, Vk, vt (4.146)
> 0,Vk, Vvt (4.147)

sp, > 0,Vk, Vi (4.148)

i < wplt M* kY (4.149)

spe < (1—wiy ) MP Yk, vt (4.150)
pit > 0,Vk, Vit (4.151)

Sper — sp, > 0,Vk,Vt (4.152)

ppt < witt MP kYt (4.153)

Sp — sy < (1 — Wit M"Yk, Vit (4.154)
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Primal-dual constraints of relaxed LL4 problem:
Zdi/t Zg] t+z Sk’ Sk’ nt,Vt

0 < dyy < do Vil Vi
0 < gjre < g5, Vj', vt
By = Ep 1+ Sp My — ng,t/ﬁg'kalaw
EB" < By < BN VE Vi
0 < 8§, < s VK, Wt
0< si,’t < sper VKVt
EY = Ep o, VK
A — (10, =247 dvy) + pih > 0,V Vit
(15 = 245ig50) = N + pdl, > 0,95, 9t
N = Cue Efr + ot > 0,k Wt
— N /i i > 0, VK Vit
Qo — Craer — Hiiy + ppe g > 0,VE' ¥t < NT
Coa— & — sy + ppt = 0,VK t =NT
Moy — X5 (uy — 1) — X >0, vt
ANy — NSy + it >0,V
pdt >0,V vt
,uj,t >0,Vj', Vvt
MR Mg i 1t > 0, YK,V
uet >0, vt

Uy € {0, 1},\V/t
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Equivalent mixed-integer linear constraints to linearize the products of binary and

continuous variables:

MP — (1 =y, )M" < 2, < yp,, M, Vt,¥n (4.176)
M — (1 =y, )M* < 2, <y, MVt Vn (4.177)
M = (1= g )M® < 55, < g2 M° 1, ¥n (1178)

4.5 Case Studies

4.5.1 Test Data and Implementation

The examined case studies apply the model developed in Section 4.4 in the context of a
single day with hourly resolution, i.e. T = {1,2,..,24}. The examined retailer serves a
set of customers including 12 FC of three different types, 6 MG of three different types
and 2 identical ES, which are presented in Table 4.2. The total generation capacity
of the 6 MG (Table 4.3) and the total power capacity of the 2 ES (Table 4.4) are
assumed to be equal to 50% and 10% of the aggregate peak demand of the 12 FC (Fig.
4.4), respectively; these designing assumptions are made to ensure that a potential
LEM among the retailer’s customers can enable substantial amounts of energy trading
between them, and examine conditions where the LEM can be both a buyer (during
peak demand hours), but also a seller (during off-peak demand hours) of energy to
the retailer. The assumed wholesale market prices across the examined day follow
the pattern of a typical winter day in the UK, illustrated in Fig. 4.5. Finally, the

maximum retail price is assumed A" = 2504 /MWh.

Table 4.2 Energy use types and sizes of flexible consumers.

Consumer ¢ 1-6 7-10 11-12
Type Residential Commercial Industrial
Size (%) 32.88 37.00 30.12

The final MIQP model (Section 4.4.8) has been implemented and solved using the
optimization software FICO™ Xpress [93] on a computer with a 6-core 3.50 GHz
Intel(R) Xeon(R) E5-1650 v3 processor and 32 GB of RAM. It should be mentioned
that this kind of relaxation and primal-dual reformulation approach is limited to the
size of the problem. Given the examined case (12 FC, 6 MG, 2 ES) presented in this
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Table 4.3 Operating parameters of micro-generators.

Micro-generator j Type IS (£/MWh) ¢§ (£/MW?h) ¢ (MW)
1 Fuel cell 3 0.05 67.5
2 Fuel cell 3 0.05 67.5
3 Microturbine 8 0.09 40.5
4 Microturbine 8 0.09 40.5
5 Microturbine 13 0.14 27
6 Microturbine 13 0.14 27

Table 4.4 Operating parameters of energy storages.

Energy storage k | EFe® (MWh) Em™"™ (MWh) EY (MWh) Sraee (MW) 7, nd (%)

1 108 21.6 27 27 90

2 108 21.6 27 27 90

600

500 1

N
S
(w)

3001

2001

LEM net demand (MW)

100 1

1 234567 8 9101112131415161718192021222324
Time (h)

— Residential —— Commercial — Industrial —— Aggregate

Fig. 4.4 Maximum demand of the aggregated consumers.
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Fig. 4.5 Wholesale market price of the examined day.

work, the average computational time required for solving this MIQP across all the

examined scenarios was around 62.8s.

4.5.2 Impact of Local Energy Market

The aim of the presented studies lies in analyzing the effects of introducing an LEM
among the retailer’s customers on both the retailer’s and the customers’ economic

surplus. In this context, we examine three different scenarios regarding the composition
of this LEM:

(i) No LEM: This constitutes the benchmark scenario where an LEM does not exist

and all customers interact individually with the retailer.

(ii) Small LEM: Half of the retailer’s customers (6 FC, 3 MG and 1 ES) participate
in the LEM while the other half interacts individually with the retailer.

(iii) Large LEM: All customers participate in the LEM.

For each of these scenarios, Fig. 4.6 illustrates the hourly profiles of the net
demand of the LEM n; (n; > 0 if the LEM buys energy from the retailer, n, < 0 if
the LEM sells energy to the retailer); Fig. 4.7 illustrates the hourly profiles of the
aggregate charging / discharging power of the 2 ES (positive values indicate charging
and negative values indicate discharging); Fig. 4.8 illustrates the hourly profiles of the
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total customers’ demand served by the retailer (3, di; + Xk s, + wmne); and Fig. 4.9
illustrates the hourly profiles of the total customers’ generation served by the retailer
(3 g5t + S sty + (ug — 1)ny).

Furthermore, Fig. 4.10 illustrates the hourly profiles of the retail buy prices \’
offered by the retailer (and the wholesale prices A} for comparison purposes); Fig. 4.11
illustrates the hourly profiles of the retail sell prices A} offered by the retailer (and the
wholesale prices A} for comparison purposes); Fig. 4.12 illustrates the hourly profiles
of the clearing prices of the LEM (in the two scenarios with LEM), which correspond
to the dual variables of constraints (4.21) (and the buy and sell prices offered by the
retailer in the No LEM scenario for comparison purposes); and Fig. 4.13 illustrates
the hourly profiles of the comparison between the retail buy prices, retail sell prices

and LEM clearing prices in the Small LEM scenario.

300
2501
§ 200 1
)
< 1501
g
g 100+
e
o 50+
S
= 01
- X
_50_
-0+ —
12345678 9101112131415161718192021222324
Time (h)
—— No LEM —— Small LEM —— Large LEM

Fig. 4.6 Net demand of LEM for different scenarios.

In the benchmark scenario (No LEM scenario), both the total demand and the
total generation served by the retailer exhibit the highest values across all hours (Fig.
4.8 and 4.9, respectively). This is because in the absence of an LEM, the only option
for the customers to buy and sell energy is through the retailer. The strategic retailer
exploits this dependency of its customers by offering very high buy prices (significantly
higher than the wholesale prices) to demanding customers (Fig. 4.10) and very low
sell prices (significantly lower than the wholesale prices) to generating customers (Fig.

4.11); please note that, for clarity purposes, the high wholesale prices during hours
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Fig. 4.7 Aggregare charging / discharging power of all ES for different scenarios.

9-22 are not presented in this figure) in order to maximize its overall profit (4.1). In
other words, the strategic retailer exploits the customers by setting large differentials
between buy and sell prices.

The offered buy prices are higher during peak hours, driven by a combination of
the higher energy requirements of the retailer’s consumers and the higher wholesale
prices. The offered sell prices are also higher during peak hours, as the retailer strives
to attract higher generation by its customers in order to reduce its net demand in
the wholesale market which exhibits higher prices at these hours. However, even the
lowest buy price (offered at hour 5) is higher than the highest sell price (offered at
hours 10-21), rendering energy arbitrage non-profitable. As a result, the ES served by
the retailer prefer to remain idle (neither charge nor discharge throughout the day) in

order to avoid negative profits (Fig. 4.7).
When an LEM is introduced (Small LEM and Large LEM scenarios), the participat-

ing customers have the additional option (apart from trading energy with the retailer)
to trade energy between them. Given that the retailer offers very high buy prices and
very low sell prices in the No LEM scenario, the LEM participants choose to exercise
this option and trade energy at intermediate prices (Fig. 4.12), which is mutually
beneficial for all FC, MG and ES participants. As a result, the dependency of the LEM
participants on the retailer is limited; both the total demand and the total generation

served by the retailer are significantly reduced (Fig. 4.8 and 4.9, respectively). It is
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worth noting however that although this dependency is reduced, it is not completely
eliminated; the LEM still: i) buys energy from the retailer at peak hours, since its
available generation and storage capacity is not sufficient to cover the high demand
requirements during these hours, and ii) sells energy to the retailer at off-peak hours,
since its available generation capacity is higher than the low demand requirements
during these hours (Fig. 4.6).

Regarding the ES customers in particular, it is worth stressing that in these two
scenarios, in contrast with the No LEM scenario, the ES participating in the LEM do
not remain idle and carry out charging / discharging actions (Fig. 4.7), since such
actions are beneficial for both: i) the ES participants themselves, given that they now
face the LEM clearing prices which, in contrast to the retailer’s differentiated buy and
sell prices, render energy arbitrage profitable, as they are higher during peak hours
and lower during off-peak hours (Fig. 4.12), and ii) the LEM as a whole, given that
these actions further limit the dependency of the LEM on the retailer, as less demand
is served by the retailer during peak hours (due to ES discharging) and less generation
is served by the retailer during off-peak hours (due to ES discharging). In the same
vein, it is noted that in the Small LEM scenario, the charging / discharging actions
illustrated in Fig. 4.7 correspond to the ES participating in the LEM while the other

ES still remains idle.

As expected, this effect of limiting the dependency of the customers on the retailer
is enhanced when all customers participate in the LEM (Large LEM scenario) with
respect to the scenario where only half of them participate (Small LEM scenario). In
particular, during the off-peak hours 24-8, the demand served by the retailer becomes
zero (Fig. 4.8), as the available generation capacity is able to cover the low demand
requirements; on the other hand, during the peak hours 9-23, the generation served by
the retailer becomes zero (Fig. 4.9), as the whole generation and storage capacity is
utilized within the LEM to cover a part of the high demand requirements and limit as

much as possible the dependency of the consumers on the retailer.

As a result of this effect of LEM in limiting the dependency of the customers on the
retailer, the latter reduces substantially the offered buy prices across the majority of
hours (Fig. 4.10) in order to attract higher demand from its demanding customers and
compensate the reduction of its served demand caused by the LEM. In mathematical
terms, this is due to the fact that the revenue of the retailer (first term of its overall
profit (4.1)) depends on the summation of the buy price-demand products across all
hours, i.e. the retailer needs to balance the trade-off between buy prices and customers’

demand. In the Large LEM scenario and during the off-peak hours 24-8, given that
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the demand served by the retailer is zero (Fig. 4.8), the offered buy prices have no
physical impact (in mathematical terms they constitute free variables) and thus are
omitted from Fig. 4.10.

In a similar spirit, the retailer increases substantially the offered sell prices across the
majority of hours (Fig. 4.11) in order to attract higher generation from its generating
customers and compensate the reduction of its served generation caused by the LEM. In
mathematical terms, although this increase of the sell prices and customers’ generation
increases its cost at the retail side (second term of its overall profit (4.1)), it reduces
its net demand w, in the wholesale market (4.4) and therefore reduces its cost (during
peak hours) and increases its revenue (during off-peak hours) at the wholesale side
(third term of its overall profit (4.1)). In the Large LEM scenario and during the peak
hours 9-23, given that the generation served by the retailer is zero (Fig. 4.9), the
offered sell prices have no physical impact (in mathematical terms they constitute free

variables) and thus are omitted from Fig. 4.11.

From a higher-level perspective, the above trends imply that the introduction of
the LEM limits the retailer’s strategic potential of exploiting the customers by setting
large differentials between buy and sell prices. The offered buy prices are reduced and
the offered sell prices are increased, i.e. they both move closer to the wholesale prices,

implying that the retailer behaves more competitively.

It is also worth noting that in the Small LEM scenario and during off-peak hours,
the LEM clearing prices are equal to the sell prices offered by the retailer (since the
LEM sells its excess generation to the retailer), which are significantly lower than the
buy prices offered at the same hours (Fig. 4.13); this implies that FC participating in
the LEM gain significant benefits with respect to individual FC during these hours. In
a similar vein, during peak hours, the LEM clearing prices are equal to the buy prices
offered by the retailer (since the LEM buys its excess demand from the retailer), which
are significantly higher than the sell prices offered at the same hours; this implies that
MG participating in the LEM gain significant benefits with respect to individual MG

during these hours.

Having analyzed the fundamental interactions between the retailer and the LEM
through the demand / generation profiles of Fig. 4.6-4.9 and the price profiles of Fig.
4.10-4.13, the final part of this analysis lies in quantifying and analyzing the overall
economic effects of the LEM on both the retailer and its customers. Starting from
the former, Table I presents the total (daily) profit of the examined retailer and its
three components (corresponding to the three terms of (4.1)), for each of the examined

scenarios.



120 Strategic Pricing for Local Energy Market

Table 4.5 Profit of Retailer for Different Scenarios.

Scenario Revenue (£) Retail cost (£) Wholesale net cost (£) Profit (£)
No LEM 913,313 96,288 93,645 723,380
Small LEM 645,532 61,635 174,032 409,866
Large LEM 402,109 10,522 271,815 119,772

We start our analysis from the retailer’s revenue which, as demonstrated in Table
4.5, constitutes the most significant component of its overall profit. This revenue is
greatly reduced in the Small LEM scenario (29% with respect to the No LEM scenario)
and further reduced in the Large LEM scenario (56% with respect to the No LEM
scenario). This trend is driven by the fact that the introduction of the LEM reduces
both the total demand served by the retailer (Fig. 4.8) and the buy prices offered by
the retailer (Fig. 4.10).

In a similar vein, the retailer’s cost of buying energy from its generating customers
is substantially reduced (36% in the Small LEM scenario and 89% in the Large LEM
scenario). This trend is driven by the fact that the introduction of the LEM reduces
significantly the total generation served by the retailer (Fig. 4.9), despite the relatively
small increase of the sell prices offered by the retailer (Fig. 4.11).

Going further, the retailer’s net cost in the wholesale market is significantly increased
(86% in the Small LEM scenario and 190% in the Large LEM scenario). This trend is
driven by the fact that the introduction of the LEM reduces the total generation served
by the retailer to a higher extent than the reduction of the total demand served by the
retailer (Fig. 4.8 and 4.9), especially during peak hours when the difference between
the LEM clearing prices and the sell prices offered by the retailer are extremely high
(Fig. 4.12). As a result, the retailer needs to buy more energy in the wholesale market,

especially during peak periods which are characterized by high wholesale prices.

Overall, the introduction of the LEM reduces very significantly the retailer’s total
profit (43% in the Small LEM scenario and 83% in the Large LEM scenario), driven
primarily by the reduction of its retail net revenue and secondarily by the increase of
its wholesale net cost.

Moving our focus to the customers, Tables 4.6-4.8 present the total (daily) economic
surplus of two identical FC, two identical MG and the two (identical) ES. The only
difference between the two members of each of these sets of customers lies in the fact

that, in the Small LEM scenario, the first member (the one corresponding to the
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second column of Tables 4.6-4.8) participates in the LEM while the second (the one
corresponding to the third column of Tables 4.6-4.8) does not.

Table 4.6 Utility of Flexible Consumers for Different Scenarios.

Scenario Utility of FC1 (£) Utility of FC2 (£)
No LEM 32,890 32,890
Small LEM 55,220 46,279
Large LEM 70,327 70,327

Table 4.7 Profit of Micro-generators for Different Scenarios.

Scenario Profit of MG1 (£) Profit of MG2 (£)
No LEM 16,395 16,395
Small LEM 154,956 20,266
Large LEM 141,460 141,460

Table 4.8 Profit of Energy Storages for Different Scenarios.

Scenario Profit of ES1 (£) Profit of ES2 (£)
No LEM 0 0

Small LEM 14,991 0

Large LEM 14,276 14,276

The surplus of most customers is increased in the Small LEM scenario with respect
to the No LEM scenario. This beneficial impact of the LEM is evident even for FC
and MG not participating in the LEM, driven by the fact that the introduction of the
LEM reduces the buy prices and increases the sell prices offered by the retailer (Fig.
4.10 and 4.11). The only exception to this beneficial impact is ES2; in a similar fashion
with the response of the two ES in the No LEM scenario, ES2 remains idle and thus
makes zero profit (Table 4.8), since the lowest buy price is still higher than the highest
sell price, despite the above effects of the LEM (Fig. 4.13).

However, this beneficial impact is significantly higher for customers participating
in the LEM, since they trade energy based on the LEM clearing prices. As previously
discussed, during off-peak hours, these prices are substantially lower than the buy
prices offered by the retailer, creating additional benefits for FC1 participating in the
LEM with respect to the individual FC2 (Table 4.6). In a similar vein, during peak
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hours, the LEM clearing prices are significantly higher than the sell prices offered by
the retailer, creating additional benefits for MG1 with respect to the individual MG2
(Table 3.1); it is worth noting that the surplus difference between MG1 and MG2 is
significantly higher than the one between FC1 and FC2, due to the extremely high
difference between the LEM clearing prices and the retailer’s sell prices during peak
hours. Considering ES1 participating in the LEM, in contrast with the individual
ES2, it does not remain idle and carries charging / discharging actions which generate
positive profits (Table 4.8), since it faces the LEM clearing prices which are higher
during peak hours and lower during off-peak hours (Fig. 4.12).

In the Large LEM scenario, the utility of FC1 is further increased with respect to
the Small LEM scenario, since the LEM clearing prices are reduced during peak hours
(Fig. 4.12), driven by the participation of more generation and storage capacity in
the LEM. On the other hand, this reduction of the LEM clearing prices during peak
hours causes a reduction of the profit of MG1 and ES1 with respect to the Small LEM
scenario. Finally, the surplus of FC2, MG2 and ES2 increases, since, in contrast with
the Small LEM scenario, they now participate in the LEM and face the more favorable
LEM clearing prices.

4.5.3 Effectiveness of Proposed Relaxation Approach

As discussed in Section 4.4.7, the proposed single-level optimization model is a multi-
objective optimization problem, thus the effectiveness of the proposed model highly
depends on the selection of W. In order to quantitatively demonstrate this, we select
the large community scenario as the examined case, execute the proposed model for
different values of W and compare its respective solutions in terms of: i) the DG
determined by the proposed model; ii) the minimum DG obtained in (4.44)-(4.47)
given the optimal value of A2, ¢, w; determined by the proposed model; iii) the profit
of retailer determined by the proposed model; and iv) the actual profit of retailer
obtained through the actual response problems (4.5)-(4.25) after inputting the optimal
value of A\, XY determined by the proposed model. The results of this analysis are
included in Tables 4.9.

These results demonstrate that relatively small values of W (1-100) do not suffi-
ciently penalize the DG in the objective function (4.100) and therefore the optimal
DG is higher than the minimum DG. This means that the model is not as accurate
as it could be in approximating the community response solution of the original LL4

problem. Intuitively, this implies a higher profit than the actual profit as the objective
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Table 4.9 Performance of Proposed Approach for Different Values of Penality Value W.

W Proposed DG (£) Mini DG (£) Proposed Profit (£) Actual Profit (£)
1 6,887 5,689 125,012 108,843
10 5.839 4641 123,066 110,041
100 3,593 3,144 120,820 116,628
1,000 1,647 1,647 120,071 119,772
10,000 1,198 1,198 117,077 118,425

of optimization concentrates on profit maximization. However, the optimal profit is

far away from the actual profit, leading to the over-optimistic strategies. Driven by

this reason, increasing values of W corrects the above problem, the optimal DG equals

to the minimum DG above 1,000. However, a significant higher value of W results in

another issue, retailer’s profit becomes less important in the objective (4.100) and leads

to the under-optimistic strategies. Eventually, the best value selection of W exists

the highest actual profit with the zero difference between the optimal DG and the
minimum DG. In this case, W = 1,000 (Table 4.9) is the one to be selected.
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4.6 Conclusions

This chapter has explored for the first time the interactions between the operation of
LEM with different types of participants (FC, MG and ES) and the strategic pricing
decisions of incumbent electricity retailers, and has quantitatively analyzed the overall
economic effects of LEM on both the retailer and its customers. In order to achieve
that, this chapter has developed a novel multi-period bi-level optimization model,
which captures the pricing decisions of a retailer in the upper level (UL) problem
and the response of both independent customers and the LEM in the lower level (LL)
problems. Since the LL problem representing the LEM is non-convex, the traditional
MPEC approach is not applicable for solving the developed bi-level problem, and a
new approach recently proposed by the authors is employed instead, which is based on
the relaxation and primal-dual reformulation of the non-convex LL problem and the

penalization of the associated duality gap.

The presented case studies have provided numerous new and valuable insights
around the role and impact of LEM. First of all, the introduction of an LEM is shown
to reduce the customers’ energy dependency on the retailer, since they are able to
trade energy among them at prices which lie between the retailer’s high buy prices
and low sell prices, which is mutually beneficial for all FC, MG and ES participants;
regarding the latter, the LEM is shown to unlock their arbitrage potential and activate
them in the market. As a consequence, the retailer’s strategic potential of exploiting
the customers through large differentials between buy and sell prices is limited, and
the retailer strives to make its offered buy and sell prices more competitive in order to
attract more demand and generation by its customers. As a result of these effects, the
profit of the retailer is very significantly reduced, while the customers enjoy significant
economic benefits. Although this beneficial impact of LEM is significantly higher
for customers participating in the LEM, it is also substantial for non-participating

customers, due to the above effects of the LEM on the retailer’s offered prices.



Chapter 5

Strategic Pricing for Electric

Vehicles with Discrete Charging

5.1 Introduction

Environmental and energy security concerns have driven governments worldwide to take
significant initiatives towards the decarbonization of both generation and demand sides
of energy systems [1]. However, these decarbonization initiatives introduce significant
techno-economic challenges to the operation and development of electricity systems.
At the generation side, the decarbonization agenda involves the large-scale integration
of renewable generation, which is however inherently characterized by high variability
and limited controllability, challenging the cost-efficient balancing of the electricity
system. At the demand side, the decarbonization agenda involves the electrification of
certain sectors, with the electrification of the transport sector through the large-scale
integration of electric vehicles (EV) being one of the key priorities. However, due to the
natural energy intensity and temporal demand patterns of transportation vehicles, this
paradigm change is accompanied by a significant increase of demand peaks, driving

capital-intensive generation and network investments [94].

In this setting, flexible demand technologies, enabling redistribution of electricity
demand in time, have recently attracted great interest, since they exhibit the potential
to support system balancing and limit demand peaks, thus improving significantly
the cost-effectiveness of low-carbon electricity systems [94, 2, 6]. Amongst such
flexible demand technologies, EV exhibit an outstanding flexibility potential due to
their inherent ability to store electrical energy in their batteries, their low energy

consumption requirements with respect to the significant capacity of their batteries,
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and the Vehicle-to-Grid (V2G) capability which enables EV to inject stored energy
back to the grid [109-111].

Beyond the above decarbonization initiatives however, governments worldwide have
also taken significant initiatives towards the deregulation of the electricity industry,
involving unbundling of vertically integrated monopoly utilities and the introduction of
competition in both generation and retail sectors [7]. In this deregulated environment,
the realization of the EV flexibility potential needs to be driven by their full and
suitable integration in electricity markets. One of the most promising mechanisms to
achieve such market integration is EV aggregation [112], given that individual EV do
not have sufficient capacity to participate independently in the wholesale electricity
market. An EV aggregator (which is a role that can also be taken in practice by
electricity suppliers) represents a large number of EV in the wholesale market and
coordinate their operation according to the market conditions and the EV operating
characteristics (e.g. travelling patterns and battery’s / charger’s operating parameters)

to maximize its overall profit.

Since centralized, direct coordination approaches suffer from communication, com-
putational and privacy limitations, price-based coordination approaches have lately
attracted significant interest [113]. The EV aggregator offers certain retail electricity
prices to the EV which then independently determine their optimal charging / discharg-
ing responses by solving their own cost minimization problems. The prices employed
by the aggregator are usually time-specific in order to activate the EV flexibility and
exploit favorable market conditions. In this context, the EV aggregator requires a
suitable mechanism to design effective time-specific prices to maximize its overall profit,

accounting for the response patterns of its EV.

5.2 Literature Review

Bi-level optimization constitutes the most widely employed methodological framework
in the existing literature for addressing this problem [31, 34, 114, 115]. The popularity
of this methodology lies in its ability to capture the interactions between the pricing
optimization problem of the EV aggregator (modeled as the upper level problem -
UL) and the response optimization problems of the EV (modeled as the lower level
problems - LL). All relevant existing works [31, 34, 114, 115] have solved this bi-level

optimization problem by converting it to a single-level Mathematical Program with
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Equilibrium Constraints (MPEC), through the replacement of the LL problems by
their equivalent Karush-Kuhn-Tucker (KKT) optimality conditions.

Nevertheless, this solution approach exhibits two fundamental limitations. First
of all, it implicitly assumes that the aggregator (solving the final MPEC) has perfect
knowledge of the EV operating characteristics (which constitute parameters of the LL
problems) and imperfect knowledge of the EV travelling patterns (which constitute
uncertainties of the LL problems); such an assumption is not generally realistic,
particularly when considering that the current penetration of EV is limited and thus
existing work on the systematic characterization of their operating characteristics
(especially their travelling patterns) is far from comprehensive [116]. Secondly, the
LL problems do not include any binary decision variables since the derivation of the
equivalent KKT optimality conditions is mathematically possible only when these
problems are continuous and convex [77]. As a result, all relevant existing works
[31, 34, 114, 115] make the unrealistic assumption that EV can adjust their charging /
discharging power continuously between zero and maximum rates, and neglect that
current EV battery and charger technologies allow discrete charging / discharging
levels [117-119]. Therefore, employment of this approach may lead to sub-optimal
pricing strategies for the EV aggregator.

To address these two fundamental limitations of previous works, this work resorts
to reinforcement learning (RL) [80] which has recently emerged as an interesting
alternative to MPEC formulations in electricity market modeling problems. In this
modeling framework, the original bi-level optimization problem is not converted to a
single-level, closed-form MPEC. Instead, it is solved in a recursive fashion; the EV
aggregator gradually learns how to improve its pricing strategies (actions) by utilizing
experiences acquired from its repeated interactions with the EV and the wholesale
market. In other words, the aggregator does not rely on knowledge (perfect or imperfect)
of the EV operating characteristics, but only on the observed EV responses (states
of the environment). Furthermore, since this framework avoids the derivation of the
equivalent KKT optimality conditions of the LL problems, it is capable of capturing
the discrete charging / discharging levels of the EV.

However, previous works employing RL in electricity pricing design problems
[39, 120, 121] have employed conventional Q-learning algorithms and its variants [80].
This type of algorithms relies on look-up tables to approximate the action-value function
for each possible state-action pair and thus requires dicretization of both state and
action spaces. Therefore, it suffers severely from the curse of dimensionality; as the

number of considered discrete states and actions increases, the computational burden
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grows exponentially, soon rendering the problem intractable. If on the other hand a
small number of discrete states and actions are considered, the feedback the aggregator
receives regarding the impact of its pricing actions on the EV is distorted and the
feasible action space is adversely affected, leading to sub-optimal pricing decisions.
This challenge is aggravated in the setting of the examined problem, since both states of
the environment (wholesale prices) and actions (retail prices) are not only continuous,

but also multi-dimensional (due to the multi-period nature of the pricing problem).

In the context of addressing such dimensionality challenges, recent work in the
emerging area of deep reinforcement learning (DRL) has proposed the deep Q network
(DQN) method, which employs a deep neural network (DNN) to approximate the action-
value function, and constitutes an extension of Q-learning to the multi-dimensional
continuous state space [87]. Numerous recent papers have applied the DQN method
to different electricity system problems [122-124], although its application in pricing
design problems has yet to be explored. However, although this work has demonstrated
high quality performance of the DQN method in problems with continuous state spaces,
its performance in problems with continuous action spaces is less satisfactory because
the employed DNN is trained to produce discrete action-value estimates rather than
continuous actions [88], which significantly hinders its effectiveness in addressing the
examined pricing design problem, since the aggregator’s pricing actions are continuous

and multi-dimensional.

As discussed above, Table 5.1 summarizes and compares the main characteristics

of these works with respect to our work in this chapter.

Table 5.1 Summary of existing literature associated with the examined problem.

Optimization Require perfect Ability to model )
Paper ) i State space Action space
model knowledge discrete charging levels

(31] Bi-level Yes No - -
[34] Bi-level Yes No - -
[114] Bi-level Yes No - -
[115] Bi-level Yes No - -
[120] Q-learning No Yes Discrete Discrete
[121] Q-learning No Yes Discrete Discrete
[39] Q-learning No Yes Discrete Discrete
[122] DQN No Yes Continuous Discrete
[123] DQN No Yes Continuous Discrete
[124] DQN No Yes Continuous Discrete

This work PDDPG No Yes Continuous  Continuous
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5.3 Approach

This chapter proposes a new bi-level optimization problem for modeling the strategic
EV pricing problem, which, in contrast with the existing literature, considers the V2G
capability of EV and the discrete nature of their charging / discharging levels. However,
as discussed in Section 5.2, the existing literature on EV pricing [31, 34, 114, 115] solves
the formulated bi-level optimization problem by converting it to a single-level MPEC,
through the replacement of the LL problems by their equivalent KKT optimality
conditions. This reformulation is possible since the EV response optimization (LL)
problems in this literature are convex as they assume that EV can adjust their charging
/ discharging power continuously. This solution approach is not applicable to our
bi-level optimization problem since the aggregator does not acquire the perfect and
imperfect knowledge of the EV, and the LL. EV response problems are non-convex as
they include the binary decision variables in order to capture the discrete nature of
EV charging / discharging.

In order to address this challenge, we adopt a RL-based methodology, since it avoids
the derivation of the equivalent KKT optimality conditions of the LL problem and
solves the above bi-level optimization problem in a recursive fashion. Furthermore,
in contrast with previous RL methods, a novel DRL method is developed to sets up
the problem in multi-dimensional continuous state and action spaces. This method is
named prioritized deep deterministic policy gradient method (PDDPG), as it is founded
on the combination of deep deterministic policy gradient (DDPG) principles with a
prioritized experience replay (PER) strategy.

5.3.1 Modeling Assumptions

For clarity reasons, the main assumptions behind the proposed model are outlined

below:

1. The decision making problem of the examined aggregator considers the interaction
with the number of flexible EV and inflexible EV (to which it sells energy or from
which it buys energy when flexible EV exhibit V2G capability) with the overall aim

of maximizing its profit.

2. It is assumed that the examined aggregator serves a relatively small population of

EV and therefore its decisions do not affect the wholesale prices, which are thus
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treated as fixed, exogenous parameters of the problem, i.e., the examined aggregator

is assumed to be a price-taker in the wholesale market.

3. It is practical to assume that the aggregator has imperfect knowledge of the EV
operation characteristics (especially their travelling patterns), when considering that
the current penetration of EV is limited. Thus, the conventional approach of MPEC
assuming that market players have knowledge of the computational algorithm of its
examined problem (formulated as LL problem) generally cannot be applied here,

and this motivates our work into the reinforcement learning approach.

4. In contrast with the traditional fixed pricing or time-of-use pricing regimes where
the offered retail prices are flat throughout the examined daily horizon or during
certain intervals of this horizon (e.g. peak and off-peak periods), the examined
strategic aggregator can offer hour-specific retail prices to the served EV. In order
to prevent the aggregator from making excessive profits at the expense of the EVs’
cost, regulatory constraints are imposed on the maximum and average retail prices
it can offer to its served EV [49].

5. The flexibility of served EV is represented as a discrete nature of the EV charging /
discharging levels. In particular, most of the existing works consider the coordination
of EV charging based on the assumption that EVs can adjust their charging power
continuously between zero and their maximum charging rates (i.e., continuous
charging). However, due to the limitations of the current battery technology (e.g.,
the lithium-ion battery) and EV charger technology (e.g., the constant-current
constant voltage approach), EVs can only draw an approximately constant power
during charging periods. Therefore, it is of practical importance to investigate the

coordination of EV charging based on the discrete charging method.

6. Beyond the smart charging capability of EV (ability to flexibly select the periods
when they buy energy for charging), their V2G capability is also considered (ability
to sell energy through discharging).

7. The inflexible EV is assumed to start charging with the fixed charging rate imme-
diately after it is connected to the grid until it covers its daily travelling energy

requirements.
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5.3.2 Structure of the Bi-level Optimization Model

In order to comprehensively capture the interactions between the aggregator, its flexible
and inflexible EV, the proposed model is formulated as a bi-level optimization problem,

the structure is illustrated in Fig. 5.1.

Upper Level: EV Aggregator
Maximize profit Retail prices
Determine
» Energy bids in wholesale market
» Retail prices

Lower Level: Flexible EVs
Minimize net costs

Determine
Charging / Discharging > Discrete charging / discharging response
response > Battery energy level

Fig. 5.1 Bi-level structure of the proposed pricing EV problem.

1. This bi-level model consists of an upper-level (UL) problem and multiple lower-level
(LL) problems.

2. The examined aggregator behaves strategically through its strategic retail pricing
and bidding decisions made at the UL problem. The objective of the UL problem is
to maximize the net profit of the EV aggregator, which is defined as the difference
between i) its net revenue from selling energy to its served inflexible and flexible EV,
and ii) the net cost of buying energy from the wholesale market, and is subject to i)
the maximum, minimum and average retail prices, and ii) the balance constraint
between the energy sold / purchased to / from the EVs and the energy bought /

sold from / to the wholesale market at each time period.

3. Each LL problem is considered representing the charging / discharging response of
each flexible EV with the objective of minimizing its individual net cost, which is
defined as the difference between 1) its cost of buying energy from the EV aggregator
for charging, and ii) its revenue from selling energy to the EV aggregator through
discharging, and is subject to i) the EV discrete charging / discharging constraints,
and ii) the energy constraints in the EV battery.

4. The UL problem and the multiple LL problems of Fig. 5.1 are all coupled, since
the retail prices determined by the EV aggregator (UL problem) affect the response
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of the flexible EVs (as they constitute part of the objective function of LL), while
this response affects the retailer’s decision making (as the EVs’ demand constitutes
part of the objective function and the energy balance constraint between the retail
and wholesale markets of the UL).

5.4 Formulation

As discussed in Section 5.1 and following the existing literature on EV pricing [31,
34, 114, 115], the examined problem is formulated as a bi-level optimization problem.
However, this bi-level problem is characterized by two important differences with
respect to [31, 34, 114, 115]: a) beyond the smart charging capability of EV (ability to
flexibly select the periods when they buy energy for charging), their V2G capability
is also considered (ability to sell energy through discharging), and b) the charging /

discharging levels of the EV are discrete and cannot be continuously adjusted.

5.4.1 Decision Making of Strategic EV Aggregator

The UL problem optimizes the pricing decisions of the examined aggregator, who acts
as an intermediary entity between the EV and the wholesale market; this problem is

formulated as follows:

{i?,%?}zi,&mf?f +3, MCe = AiDju = AP (5.1)
subject to:
AT N <\ (5.2)
D NI =22,/ 1T] (5.3)
S P+ Che = Dy =PVt (5.4)

The objective function (5.1) maximizes the overall profit of the aggregator, which
includes the following components: i) its revenue from selling energy to its inflexible
EV, i.e. EV without smart charging or V2G capabilities (first term), ii) its revenue
from selling energy to its flexible EV (second term), iii) its cost of buying energy from
its flexible EV with V2G capability (third term), and iv) its net cost in the wholesale
market, i.e. its cost / revenue of buying / selling energy from / to the wholesale

market (fourth term). It is assumed that the examined aggregator serves a relatively
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small population of EV and therefore its decisions do not affect the wholesale prices
Ay, which are thus treated as fixed, exogenous parameters of the problem (i.e. the

aggregator is assumed to be a price-taker in the wholesale market).

Following the formulation employed in [30], the maximum, minimum and average
retail prices offered by the aggregator are subject to the regulatory constraints (5.2)
and (5.3), which aim at preventing the aggregator from exploiting the EV and making
excessive profits. Constraints (5.4) express the energy balance constraints of the
aggregator; the net energy traded with its EV and the net energy traded with the

wholesale market are equal at each period.

5.4.2 Charging / Discharging Response of Flexible EV

Each of LL problems optimizes the charging / discharging response of each flexible EV

j to the retail prices offered by the aggregator, and is formulated as follows:

i ANCiy — AN D; 5.5
{Vft’vj(?t’rcr;ltrlej,tan,t}Zt e Zt pe (5:5)

subject to:
Ve, Vi, €{0,1}, vt 5.6

Vi + Vi <1, vt
Cie = Vi Pyt Wt
Dj, = ijlt PR Vit

: gr.
pres if ¢ e T,

Pj’gax = (5.10)

0, otherwise.
Ej7t = Ejﬂg_l + Cjﬂg 77JC At — Dj,t/(T};l At) — E;;, Vit (511)
Ej™ < Bjy < BT VL. (5.12)

The objective function (5.5) minimizes the net cost of flexible EV j, which is
defined as the difference between i) its cost of buying energy from the aggregator for
charging (first term), and ii) its revenue from selling energy to the aggregator through

discharging (second term).

In order to capture the discrete nature of EV charging / discharging, constraints
(5.6)-(5.9) are employed. The binary variables V)%, and V}; (5.6) indicate whether EV j
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charges (V, = 1), discharges (V, = 1), or remains idle (V, = V4, = 0) at period ¢, with
constraint (5.7) ensuring that charging and discharging cannot happen simultaneously.
Following the assumption of [117-119], if EV j charges or discharges at period ¢, then
it does so based on a fixed power rate, equal to its maximum power rate at this period
Prar (5.8)-(5.9).

The latter parameter is defined by (5.10); it is either equal to the power rating of
the battery if the EV j is connected to the grid at period ¢, or equal to zero if it is not
(ensuring that charging or discharging cannot happen when the EV is not connected to
the grid). Constraints (5.11) express the energy balance in the EV battery, including
the energy required for travelling purposes as well as charging and discharging losses.
Constraints (5.12) express the minimum and maximum limits of the battery’s energy

content.

5.4.3 RL Formulation

In this section, we detail the RL formulation of the examined EV aggregator pricing

problem, the key elements of which are outlined in Fig. 5.2:

EV Aggregator

Retail prices wml)/ Profit — Price penalization

(action) Wholesale price, (reward)
Inflexible demand,
Flexible demand

(state)

kﬂ W [ s e W o s s
Wholesale market Inflexible demand Flexible demand
(Environment)

Fig. 5.2 Agent-environment interactions in the examined problem.

1) Agent: The examined EV aggregator constitutes the agent, which gradually
learns how to improve its retail pricing decisions by utilizing experiences from its

repeated interactions with the environment.

2) Environment: The environment consists of the EV (both inflexible and flexible
ones) and the wholesale market, with both of which the EV aggregator interacts.

3) State: The state vector s plays the role of a feedback signal for the agent
regarding the impact of its action on the environment. In this problem, this is a

3 x |T'|-dimensional vector which consists of the wholesale market prices, the demand of
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inflexible EV and the net demand of flexible EV, i.e. s = [A¥ 7, 3, PZ?JICTI, > (Claar —
Djyyr)] € S.

4) Action: The action is a |T'|-dimensional continuous vector which includes the
retail prices offered by the aggregator, i.e. a = [)‘gz\T\] € A. These retail prices should
satisfy the regulatory constraints (5.2) and (5.3). However, a fundamental limitation
of RL is that constraints coupling action dimensions (i.e. the time-coupling average
retail price constraint (5.3) in the examined problem) cannot be directly satisfied [125].

This limitation is addressed as explained in the following point.

5) Reward: From a physical perspective, the reward of the aggregator should be
set equal to its overall profit (5.1). However, in order to address the limitation discussed
in the previous point, we add a penalty term in the reward (5.13), penalizing the
extent of violation of constraint (5.3), i.e. the absolute difference between the average
retail price and the average wholesale price, with W denoting the (positive) penalty
weighting constant. By employing a large enough value for W, the RL algorithm is

incentivized to select actions that satisfy constraint (5.3).

r=(5.0) = W | S0 N/T) =30, A0 /1T . (5.13)

5.4.4 State-of-the-art RL Methods

Before detailing the proposed RL method, we briefly discuss the two state-of-the-art
RL methods employed in the electricity system literature (Section 5.2).

Q-Learning: The Q-value function can be described in a recursive format according
to the Bellman equation [126]:

QW(ST7aT) = E[TT +’YQ7T($T+177T(ST+1)>] (514)

The Bellman equation indicates that the Q-value can be updated by bootstrapping,
i.e. we can improve the future estimate of QQ by using the current estimate of Q). This
serves as the foundation of Q-learning [83], a form of temporal difference (TD) learning
[80], where the Q-value is updated after taking action a, at state s, and observing
reward r, and resulting state s, 1, a detailed updating procedure of the Q-Learning

method is outlined in Algorithm 1.

Q(sr,ar) < Q(sr,ar) +ad, (5.15)
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0y =77+ max,, ,, Q(Sr41,ar41) — Q(Sr,ar) (5.16)

where « € [0, 1] is the step size, d, is the correction of the estimation of the Q-value
function (known as the TD error), and 7, +ymax, ., Q(Sr+1, @r41) expresses the target

Q-value at time step 7.

The final Q-Learning method is outlined in Algorithm 1.

Algorithm 1 Updating procedure of Q-Learning

1: Initialize the Q-table Q(s,a) for s € S and a € A.

2: for episode = 1 : M*" do

3:  Selects random retail prices in the action space and the resulting net demand
of flexible EV (solved in LL problems of Fig. 5.1), along with the demand
of inflexible EV and the wholesale prices are used as the initial state of the

environment for the current episode.
: for time step = 1: 7T do
5: Selects action a; based on the e-greedy policy [80]:
with probability € select a random action
otherwise select a = argmax, Q(s,a).
6: Execute action a, in the environment, observe reward r,, and transit to the
new state s;41.
7 Update the Q-table using (5.15) and (5.16).
8:  end for
9: end for

If the Q-value for each admissible state-action pair is visited infinitely often, and the
learning rate o decreases over the time step 7 in a suitable way, then as 7 — oo, Q(s, a)
converges with probability one to the optimal Q.(s,a) for all admissible state-action
pairs [83].

Although Q-learning merits simplicity and its convergence is theoretically guaran-
teed, it suffers severely from the curse of dimensionality [80]. This is because Q-learning
stores the Q-value function in a look-up table, which then necessitates the RL problem
being set up in discrete state and action spaces. Therefore, as the number of considered
discrete states and actions increases, the computational burden grows exponentially,
soon rendering the problem intractable. For example, if we discretize each state and
action dimension in 10 integer values, then for a 10-dimensional state and action vector,
this leads to 10 rows and 10'° columns of the look-up table. In other words, the
granularity of the discretization of the state and action spaces affects significantly the
performance of Q-learning. Specifically, a lower granularity results in poor generaliza-

tion capabilities of Q-learning, whereas a higher granularity, despite helping Q-learning
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generalize better, leads to an exponential growth of the number of states and actions,

and consequently impractical memory requirements.

DQN: In order to address the dimensionality challenges of tabular-based Q-learning,
the DQN method [86, 87] employs a DNN, parameterized by 6, as a function approxi-

mator to represent the Q-value function in multi-dimensional continuous state space:
Q(ST7G“T) ~ Q(ST7a"T|0) (517)

DQN takes as input a continuous state s, and outputs an estimate of the Q-value
function for each discrete action and, when acting, selects the maximally valued output
at a given state. Prior to DQN, the use of large, non-linear function approximators
(such as DNNs) for learning the Q-value function has generally been averted since
theoretical convergence guarantees are impossible, and the learning tends to be unstable
[80]. However, such non-linear approximators prove to be essential for the agent to
learn and generalize on a multi-dimensional continuous state space [88]. Nevertheless,
DQN is able to learn the Q-value function using DNN in a stable and robust fashion.
This is enabled by two innovations: the use of the experience replay R [86, 87] and
the target network Qg (s,a) [87]. In brief, the former stores gathered experiences (an
experience is a transition tuple (s.,a,, 7, S;41)) in a replay buffer R and randomly
samples a minibatch (of size N) of experiences to to train the DNN, enabling de-
correlation of consecutively generated training samples. The later temporarily freezes
the Q-value target during training, thereby stabilizing the learning process. A more

detailed discussion of these two mechanisms is presented in Section 5.4.5.

The training procedure of the DQN method is outlined in Algorithm 2. At each
time step ¢, we sample a minibatch of N training experiences {(S,, G, T'n, Sni1) Foey
from R, the training of the DNN is based on temporal difference (TD) learning through
the minimization of the following loss function, representing the mean-squared TD
error: "

2
Lo = N Z (Tn + ymax,, ., QB/(Sn—H: an+1) - Qt‘)(sm an)) (5'18)
n=1

and the following update is applied to the DNN weights 6, where « is the learning rate
for the gradient descent algorithm. The target network weights 6’ is updated with the

online network weights 6 every C time steps to stabilize learning.

0+ 0+ aVeLy. (519)



138 Strategic Pricing for Electric Vehicles with Discrete Charging

The final DQN method is outlined in Algorithm 2.

Algorithm 2 Training procedure of DQN

1: Initialize the online @ network with random weights 6.
2: Initialize the target QQ network with weights 6’ < 6.
3: for episode = 1: M do
4:  Selects random retail prices in the action space and the resulting net demand
of flexible EV (solved in LL problems of Fig. 5.1), along with the demand
of inflexible EV and the wholesale prices are used as the initial state of the
environment for the current episode.
. for time step = 1:7T do
6: Selects action a, based on the e-greedy policy [80]:
with probability e select a random action
otherwise select a = argmax, Qy(s, a).
7: Execute action a, in the environment, observe reward r, using (5.13), and
transit to the new state s,..
Store experience (S;, G-, 77, Sr41) in R.

9: Sample uniformly a minibatch of transitions {(s,, @y, 7n, Sni1) tY; from R.
10: Update the online network using (5.18) and (5.19).

11: Update the target network with 6" with 6’ «— 0 every C' time steps.

12:  end for

13: end for

Although DQN performs well in problems with continuous state space, the curse of
dimensionality persists. This is owing to the fact that the DNN are trained to output
discrete estimates of the Q-values rather than continuous actions. Therefore, to address
problems with a continuous action domain, dicretization of the action space is required.
Furthermore, even if a good approximation of the Q-value function can be obtained, it
is still challenging to find a continuous action that corresponds to the highest Q-value
at a given state. This motivates investigation of more sophisticated RL methods which
facilitate effective learning in multi-dimensional continuous state and action spaces, as

prescribed by the examined pricing problem.

5.4.5 Proposed PDDPG Method

In order to address the limitations of the DQN method in problems with continuous
action spaces (Section 5.2), we propose the novel PDDPG method, the overall workflow
of which is illustrated in Fig. 5.3.
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PDDPG features an actor-critic architecture and employs two DNNs for different
purposes [88]. The critic network @y, parameterized by 6, takes as input a state s,
and action a, and outputs a scalar estimate of the Q-value function Qy(s.,a,). The
actor network 14, parameterized by ¢, takes as input a state s; and implements the
policy improvement task, updating the policy with respect to the estimated Q-value

function and outputting a continuous action jue(s;).

Regarding the policy improvement, the common approach adopted in Q-learning
and DQN involves a greedy maximization of the Q-value function, i.e., u(s;) =
argmax, Q(s-,a,) (Section 5.4.4). However, greedy policy improvement tends to be
intractable in multi-dimensional continuous action spaces as it requires the global
maximization of the Q-value function at every time step. In this context, the proposed
method employs the actor network p to generate an action ju,(s,) for the current state.
The critic network then implements the policy evaluation task, appraising the policy
by producing an estimate of the Q-value function with TD learning. This is achieved

through the minimization of the following loss function:
L(0) = 62 (5.20)

Or =71, + 7@9(87’-‘1-17 /u’(ST-‘rl)) - Q@(STﬂ a’T)' (521)

where 0, and 7, + v Qg(S;41, it(sr41)) express the TD error and the target Q-value at
time step 7, respectively. Instead of globally maximizing Qg (s, a,), the critic calculates
gradients V,Qs(S-, a,) which indicate directions of change of action resulting in higher
estimated Q-values. These gradients are calculated via back-propagation through the
critic, which is more efficient in computational terms than solving an optimization
problem in continuous action space. In order to update the actor p, these gradients are
placed at the actor’s output layer and then are back-propagated through the network.
For a given state s,, a forward pass through the actor produces an action a, that the
critic appraises, and the resulting policy gradients V4 11 are employed to update the

actor:
Vo = VaQG(Sv a)‘8=sma=u(sf)v¢ﬂ¢(3>|s:sr' (5-22)

In RL, maintaining an appropriate balance between exploration and exploitation is
deemed imperative in selecting the agent’s actions. Through exploration, the agent
collects more information by trying out different actions in the action space. Through
exploitation, the agent learns to make the best decision given the available information.

A significant advantage of the proposed method lies in decoupling the exploration
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problem from the learning algorithm. Specifically, we construct an exploration policy
f(s;) by adding a random Gaussian noise N, (0,0I) to the actor’s output p,(s,) in

order to aid the agent in exploring the environment thoroughly:
fi(s7) = pg(s-) +N(0,0°1). (5.23)

RL tends to exhibit unstable learning behavior when used in combination with
a DNN as the Q-value function approximator [87]. First of all, since the online
network Qy(s,, a,) being updated is also employed in evaluating the target value r, +
v Qo(Sr41, pt(sr41)) (as shown in (5.21)), the Q-value update is prone to oscillations.
An effective approach to tackle this instability is to introduce a target network[87] for
both actor and critic networks, denoted as pg (s,) and Qg (s-,a,), respectively, and
employ them to evaluate the target values. The weights of these target networks (¢’
and ') are updated by slowly tracking the weights of online networks (¢ and 6) as
¢ —vop+(1—v)¢ and 0 < vf + (1 —v)¢ with v < 1. The logic behind this soft
update lies in restricting the target values (for both actor and critic) to change slowly

so as to stabilize the learning process.

During the learning process, experiences are generated as the agent sequentially
interacts with the environment, meaning that these samples are temporally correlated,
which hinders the application of deep learning algorithms. An effective solution to
remedy this issue is to incorporate an experience replay buffer which is a pool that stores
past experiences and uniformly samples a minibatch to update the actor and critic at
each time step. Mixing recent with previous experiences contributes to diminishing
the temporal correlations presented in the replayed experiences. Additionally, the
experience replay allows samples to be reused, and thereby increases the sampling
efficiency [87].

To further enhance the sampling efficiency of the original experience replay mecha-
nism and thereby accelerate the learning process, we propose the use of the prioritized
experience replay method [127]. In this method, the magnitude of TD-error is used as
a measure of the correction for the Q-value estimation. In other words, it suggests to
what extent an agent could learn from an experience. Experiences with large positive
TD-errors are associated with very successful attempts, while experiences with large
negative TD-errors signal the conditions where the agent’s actions are highly erroneous
and therefore that the states of these conditions are inadequately learned. Prioritizing
replaying of these experiences during training enables the agent to improve its policy

more quickly from very successful attempts and also prevents the agent from selecting
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the unfavorable actions in some states, and thereby improves the quality of the policy

learned.

Consider a prioritized experience replay buffer PR of size Npr, we define the

probability P, of sampling experience n based on the absolute TD error as:
P, = pgl/zmpf; (5.24)

where (3 controls the extent of prioritization used, p, = 1/rank, is the priority assigned
to experience n, and rank, indicates the rank of experience n when the PR is ordered
according to the absolute TD error |0, |, which is defined as:

|0n] =

T+ Qy (5n+1> Iy (3n+1)) — Qo(5n, an) (5.25)

However, since experiences with high |§| are more regularly replayed, this practice
alters the visitation frequency of some states and thus introduces bias. To correct this

bias, we resort to importance-sampling (IS) weights:
W, = (NpgP,) "/ max,, W,, (5.26)

where (5 controls the extent of correction used. These weights are then incorporated in
the computation of the critic loss by substituting 6, with W, d,,. For stability reasons,

the IS weights are normalized by max,, W,,.

Finally, by employing the target network and the prioritized experience replay, the
critic loss (5.20) can be restated as the weighted mean-squared TD error calculated
based on the training data, i.e. a minibatch of prioritized sampled N experiences with

priority p, and IS weights W/,.
1 N
LO)=—=> W,é: (5.27)
N n=1
The policy gradient for the actor update (5.22) can be restated in a similar fashion as:
1N
Vor = + > VaQo(Sn: @)lampy(s0) Vohis(5n) (5.28)
n=1

The following updates are applied to the weights of the online critic and actor

networks, respectively, where o and a® are the learning rates of the gradient decent
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algorithm:
0 0+a’VyLe (5.29)

¢+ ¢+ a®Vyd(uy) (5.30)

The target critic and actor networks are updated to gradually track the online critic

and actor networks according to:
0+ v+ (1—-v)d (5.31)

¢ v+ (1-v)d (5.32)

The final PDDPG method is outlined in Algorithm 3.

Algorithm 3 Proposed PDDPG Algorithm

1: Initialize the online critic and actor networks with random weights 6 and ¢,

respectively.
2: Initialize the target critic and actor networks with weights 6’ < 6 and ¢’ « ¢,
respectively.
3: for episode = 1: M do
Select random retail prices in the action space; the resulting net demand of flexible
EV (solved in LL problems of Fig. 5.1), along with the demand of inflexible EV
and the wholesale prices, are used as the initial state of the environment for the
current episode.

5. Initialize a random Gaussian exploration noise N .

6: for time step = 1:7 do

7 Select retail pricing decisions using (5.23).

8: The new state s,;1 is determined and the reward r, is calculated through
(5.13).

9: Store, in PR, experience (S;, ar, 77, S-41) and set p, = maxX, <, Pp.

10: forn=1:N do

11: Sample experience n with probability P, in (5.24).

12: Compute the absolute TD-error |d,| using (5.25).

13: Compute the IS weights W, using (5.26).

14: Update the priority p, according to |d,].

15: end for

16: Update the critic network using (5.27) and (5.29).

17: Update the actor network using (5.28) and (5.30).

18: Update the target networks using (5.31) and (5.32).

19: end for
20: end for




144 Strategic Pricing for Electric Vehicles with Discrete Charging

5.5 Case Studies

5.5.1 Test Data and Implementation

The following case studies examine the EV aggregator pricing problem (Section 3.4) in
the context of a single day with hourly resolution, i.e. 7= {1,2,...,24}. The examined
aggregator serves a population of 1,000 EV, divided in 25 different types (of 40 EV
each) according to their travelling times, grid connection times and travelling energy
requirements in the examined day. The travelling data is based on UK national surveys
[128] while the EV are assumed connected to the grid between the end of their last trip
and the start of their first trip of the day, in line with the home-charging paradigm.

For space limitation reasons, this data is provided in the Appendix A.

20

—_— = =
NS T SN e e ]

Wholesale price (pence/kWh)
=)

S N B~ O ®

12345678 9101112131415161718192021222324
Time (h)

Fig. 5.4 Wholesale market price of the examined day.

The assumed values of the remaining technical parameters of the EV are P/
= 3 kW, Ejmm = 1.5 kWh, E7"* = 15 kWh, nj = 17? = 0.93 for every flexible EV
j. Each inflexible EV i is assumed to start charging (with the same, fixed rate of 3
kW) immediately after it is connected to the grid until it covers its daily travelling
energy requirements; the charging power profile of the inflexible EV of each of the 25
types is also provided in the Appendix A. In the following studies, different scenarios
are examined regarding the percentage of EV being flexible as well as the nature of
their flexibility (smart charging capability only or combined smart charging and V2G
capabilities). The assumed wholesale market prices across the examined day follow the

pattern of a typical winter day in the UK, which are illustrated in Fig. 5.4. Finally,



5.5 Case Studies 145

the regulatory minimum and maximum retail prices are assumed \™" = 2 pence/kWh
and \™** = 20 pence/kWh, respectively.

The main implementation details of the 3 examined RL methods are discussed as:

Q-Learning: The examined problem needs to be set up in discrete state and action
spaces. We discretize the hourly net demands of flexible EV (states) in 20 integer
values and the hourly retail prices (actions) in 19 integer values (between A\™" = 2
pence/kWh and A% = 20 pence/kWh, with a step of 1 penny/kWh). Therefore, the
aggregator employs 24 look-up tables, each of size 20 x 19 to store and update the
Q-values of state-action pairs at each hour. Note that it is impractical to use a single
look-up table of size 20%* x 19%* to store the Q-values associated with different daily

state-action pairs under the assumed discretization.

DQN: This method employs a DNN as an approximator that provides the Q-value
estimate for each discrete action and, when acting, selects the action corresponding to
the highest Q-value at a given state. Similar to the approach adopted in [123], in the
examined problem the state is represented as a time-window of two adjacent hours,
i.e., hour identifier ¢, and wholesale price, demand of inflexible EV, and net demand
of flexible EV at hours t — 1 and ¢, resulting in 7 neurons in the input layer of the
DNN. The continuous action space is discretized in the same fashion as in Q-learning,

resulting in 19 neurons in the output layer of the DNN.

PDDPG: We employ two DNNs i.e. the online and the target network, for both
actor and critic (Fig. 5.3). The Adam optimizer is employed for learning the neural
network weights with a learning rate o = 10™* and o% = 1072 for the actor and
critic, respectively. For the critic, we use a discount factor of v = 0.7, and include a
L regularization term in its loss function with a weight decay rate of 1072 in order
to avoid very large weights. We use v = 0.001 as the target network updating rate.
The structure of the actor and critic networks is illustrated in Fig. 5.3. Both the actor
and critic employ the rectified non-linearity (ReLU) for all hidden layers. The output
layer of the actor is a sigmoid layer to bound the continuous actions. We train with
a minibatch size of N = 128 and for M = 1000 episodes, with 20 days per episode.
The parameters employed in the prioritized experience replay are set as § = 0.6 and
Np = 10*. We use W = 10? for the penalty weighting constant in the reward (5.13).

The examined RL methods have been implemented using Tensorflow [129] in Python.
The LL problem of Fig. 5.1 has been implemented using the Xpress Optimizer Python
interface [130]. The case studies have been carried out on a computer with a 6-core
3.50 GHz Intel(R) Xeon(R) E5-1650 v3 processor and 32 GB of RAM.
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5.5.2 Performance Comparison of RL Methods

The aim of the first set of studies lies in comparing the performance of the proposed
PDDPG method against the state-of-the-art Q-Learning and DQN methods in the
examined problem, considering a scenario where 25% of the EV of each type are
assumed flexible with smart charging capability only. We generate 10 different random
seeds, and for each one we train each of the three RL methods for 1000 episodes, with
one episode consisting of 20 time steps (Algorithm 3). It should be mentioned that the
random seed is used to fix the stochasticity in RL simulation (e.g., initial state of per
episode, weights initialization of the DNNs), thus we generate 10 random seeds for the
experiment to evaluate the robustness and variation of the proposed methods to the
examined problem. For the detailed analysis, please refer to the standard deviation in
Fig. 5.5 and Table 5.2.
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Fig. 5.5 Episodic average profit over 10 different random seeds for the examined RL
methods.

Fig. 5.5 and Table 5.2 present the episodic average profit of the aggregator over
the 10 different random seeds for each RL method. The mean p and the standard
deviation o of the average profit over the 10 seeds at different episodes are illustrated
in Fig. 5.5 through the solid lines and the shaded areas, respectively, and are also
provided in Table 5.2. As demonstrated in Fig. 5.5, the average profit is negative

during the initial learning stages, since the aggregator is gathering more experiences
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by randomly exploring different, not necessarily profitable, actions. However, as the
learning process progresses and more experiences are collected, the average profit turns
positive, it keeps increasing, and eventually converges for all three methods. This
convergence is reflected in the stabilized mean and standard deviation of the average

profit during the last learning stages (Fig. 5.5 and Table 5.2).

Table 5.2 Mean p (£) and standard deviation o (£) of average profit over 10 different
random seeds at different episodes for examined RL methods.

Episode

0 100 200 300 600 1000

(-Learning 1 -61.15 45.00 133.06 173.46 198.63 199.94
o 44.72 33.19 19.75 11.29 11.41 11.54

DON 1 -69.42 158.83 212.49 231.70 231.57 231.84
o 43.94 20.09 9.60 8.56 8.09 8.05

rpDPC P -63.86 147.18 257.24 262.55 262.74 262.89
o 46.37 24.90 7.69 5.19 4.29 4.14

The proposed PDDPG method exhibits a larger standard deviation compared to
Q-learning and DQN, and a slower learning pace compared to DQN during the initial
learning stages. This effect is driven by the fact that the exploration of suitable pricing
decisions in multi-dimensional continuous action space (performed by PDDPG) is more
challenging than in discrete space (performed by Q-Learning and DQN). However, as
the learning process progresses, the PDDPG method significantly outperforms the
two state-of-the-art methods, and converges to the highest average profit (£262.89)
and the lowest standard deviation (£4.14). In relative terms, PDDPG achieves 31% /
13% higher average profit and 64% / 49% lower standard deviation with respect to
Q-Learning / DQN.

5.5.3 Impact of PER on Learning Performance

This section lies in demonstrating the impact of PER, by comparing the performance
of the PDDPG method against the original DDPG method adopting uniform sampling
(Section 5.4.5). Fig. 5.6 presents the performance of the examined methods in terms of
their learning speed and policy quality. The solid lines illustrate the episodic average

profit over 10 different random seeds for the two examined methods while the dashed
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lines indicate the number of episodes required to reach the baseline profit level (set as

the episodic average profit of the DQN method at convergence).
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Fig. 5.6 Episodic average profit over 10 different random seeds for the DDPG and
PDDPG methods..

As shown in Fig. 5.6, PDDPG and DDPG reach the baseline reward in approxi-
mately 155 and 380 episodes, respectively, suggesting that the learning speed of PDDPG
is approximately 2.45 times as fast as DDPG. Furthermore, PDDPG results in more
profitable pricing decisions, reflected by the approximately 5.08% higher average profit
at convergence. The rationale behind this favourable learning speed and policy quality
lies in the fact that PER more frequently replays experiences corresponding to higher
TD-error which promises significant benefits in improving the agent’s policy. On the
other hand, such experiences may be rarely (or never) replayed when uniform sampling

is adopted.

5.5.4 Continuous Action Vs. Discrete Action

The superior performance of the proposed method with respect to the most advanced
state-of-the-art RL method (DQN) is driven by its ability to capture a continuous action
space in contrast with the naive discretisation approach adopted by DQN. In order to
investigate the physical significance of this methodological advantage of PDDPG, Figs.
5.7-5.8 and Table 5.3 compare the retail pricing decisions of the aggregator and the
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resulting demand of all EV at the convergence state of the DQN and PDDPG methods.
As demonstrated in Figs. 5.7-5.8, the fundamental difference between the solutions
obtained by the two methods lies in the retail pricing decisions at hours 1-13. From
an economic perspective, the aggregator aims at attracting the demand of flexible EV
(with smart charging capability only in the scenario examined in this Section) at the
hours with the lowest wholesale market prices (hours 4 and 5) in order to reduce its
cost in the wholesale market (fourth term of its profit (5.1)); therefore, the aggregator
is motivated to offer lower retail prices at these two hours with respect to other hours
of the day.
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Fig. 5.7 Retail prices for DQN and PDDPG methods.

Table 5.3 Retail prices (pence/kWh) for DQN and PDDPG methods.

Hour 3 Hour 4 Hour 5 Hour 6 Hour 12 Hour 13
AY 2.8329 2.5171  2.2644  2.6147 9.3071 9.5071

A7 (DQN) 3 2 2 3 3 13

A7 (PDDPG) 2.0006 2.0003 2.0003 2.0004 5.2109 19.9981

Under PDDPG, given that the pricing actions can continuously vary, the difference
between the prices at these two hours and other, adjacent off-peak hours is marginally
low (Table 5.3). Under DQN, given that the pricing actions can only vary in discrete
steps (of 1 penny/kWh in the examined studies, Section 5.5.1), the aggregator is forced
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Fig. 5.8 EV net demand for DQN and PDDPG methods.

to differentiate the prices at these two hours with respect to adjacent off-peak hours
by 1 penny/kWh; therefore, it offers the lowest allowable price ™™ = 2 pence/kWh
at hours 4 and 5 and a price of 3 pence/kWh at the off-peak hours 1-3 and 6-11
(Fig. 5.7). Because of this substantial increase of the offered prices at hours 1-3 and
6-11 (with respect to PDDPG, where the respective prices are still very close to the
lowest allowable level of 2 pence/kWh), and in order to satisfy the average retail price
constraint (5.3), the aggregator is forced to reduce the offered prices at other, peak
hours of the day (specifically, hours 12 and 13 as demonstrated in Fig. 5.7 and Table
5.3). These price reductions reduce significantly the revenue of the aggregator from
its inflexible EV, which charge during peak hours; as a result, the overall profit of the
aggregator is substantially lower under DQN (Table 5.2).

5.5.5 Computational Performance

Beyond the economic performance of the three RL methods, it is highly valuable to
compare their computational performance. In this context, Table 5.4 presents the
average computational time per episode, the number of episodes required to reach
convergence, and the total computational time required to reach convergence, for
each method in the examined scenario. The average time per episode is the lowest

in Q-Learning (since this method relies on look-up tables and does not require the
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computationally intensive training of a DNN), higher in DQN (since this method
involves training of one DNN) and the highest in the proposed PDDPG (since this
method involves training of two DNNs). However, the number of episodes and the
total computational time is the lowest in PDDPG due to the employment of the PER
strategy, followed by DQN and Q-Learning. These results demonstrate that beyond
achieving a higher average profit and a smaller standard deviation of profit with respect
to the two state-of-the-art RL methods, the proposed PDDPG method also exhibits a

more favorable computational performance.

Table 5.4 Computational performance of the examined RL methods

Method Average computational Number of Total computational
time per episode (sec) episodes time (sec)

Q-learning 2.16 480 1,037

DQN 3.18 300 954

PDDPG 3.41 220 750

5.5.6 Impact of EV Flexibility

Having established the superiority of the proposed PDDPG method with respect to
state-of-the-art methods in the previous section, the second set of studies applies this
method to different scenarios regarding the nature and extent of the EV flexibility,
aiming to investigate the impacts of the flexibility on the pricing decisions and the
overall profit of the aggregator as well as the costs of EV owners. Specifically, two
different scenarios regarding the nature of EV flexibility -smart charging capability only
(denoted by G2V in the remainder) and combined smart charging and V2G capabilities
(denoted by V2G in the remainder) and two different scenarios regarding the percentage
of EV being flexible (25% and 50%) are examined, along with the benchmark scenario
of all EV being inflexible.

For each of these scenarios, Fig. 5.9 and 5.10 illustrate the hourly profiles of
the net demand of all EV in the aggregator’s portfolio (positive values indicate net
charging and negative values indicate net discharging), and the retail prices offered by
the aggregator, respectively. When all EV are inflexible, given that a home-charging
paradigm is assumed in these studies (Section 5.5.1), most of their charging demand is
concentrated during the afternoon / evening (peak) hours 13-19, when most EV owners

return at their homes (Fig. 5.9). Therefore, the aggregator offers the highest allowable
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Fig. 5.9 EV net demand for different EV flexibility scenarios.
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Fig. 5.10 Retail prices for different EV flexibility scenarios.
price (A\™** = 20 pence/kWh) at these peak hours and the lowest allowable price (A™"
= 2 pence/kWh) at other (off-peak) hours (Fig. 5.10) in order to maximize its revenue,

which is determined by the summation of the EV demand-retail price products across
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all hours, but also satisfy the regulatory constraint imposed on the average retail price
(5.3). In other words, the aggregator exploits the EV owners by setting large retail

price differentials between peak and off-peak hours.

When EV exhibit smart charging capability, they are able to respond to the time-
differentiated prices offered by the aggregator and shift their charging demand from
high-price, peak hours to low-price, off-peak hours in order to minimize their cost, with
this effect being enhanced as the percentage of smart charging EV increases (Fig. 5.9).
While in the scenario where this percentage is lower (25% G2V) the offered prices do
not substantially change (the black dashed line coincides with the blue solid line in Fig.
5.10), in the scenario where this percentage is higher (50% G2V), in anticipation of
the significant shifting response, the aggregator increases its offered prices at off-peak
hours in order to maintain its revenue at the highest possible level, and reduces its
offered prices at hours 12-13 in order to satisfy the average retail price constraint (Fig.
5.10). In other words, a smart charging capability of significant extent results in a
flatter retail price profile and thus limits the exploitation of the EV owners by the
aggregator. Furthermore, in both scenarios with smart charging EV and as explained
in Section 5.5.2, the aggregator offers marginally lower prices at the two hours with
the lowest wholesale prices (4-5) compared to other, adjacent off-peak hours, in order
to attract the demand of smart charging EV at these two hours (Fig. 5.9) and thus
reduce its cost in the wholesale market (this marginal difference is not visible in Fig.
5.10 but is demonstrated in Table 5.3).

When EV exhibit V2G capability, apart from shifting their charging demand to low-
price, off-peak hours, they also discharge during high-price, peak hours (as indicated
by the lower net demand with respect to the smart-charging-only scenarios, which even
becomes negative in some peak hours, in Fig. 5.9) to gain high revenues from selling
energy. Thus, their charging window and their overall charging energy consumption
during off-peak hours are larger with respect to the smart-charging-only scenarios
(Fig. 5.9). In other words, the V2G EV perform energy arbitrage. In anticipation
of this response, the aggregator increases further its offered prices at off-peak hours
and reduces further its offered prices at peak hours, resulting in a higher prominent
flattening effect on the retail price profile with respect to the smart-charging-only
scenarios (Fig. 5.10).

Having analyzed the impacts of EV flexibility on the net demand of the EV and the
pricing decisions of the aggregator, the final part of this analysis lies in investigating
the overall economic effects of this flexibility on both the aggregator and the EV owners.

Starting from the former, Table 5.5 presents the total (daily) profit of the aggregator
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(5.1) along with its net retail revenue (corresponding to the sum of the first three
terms of (5.1)) and net wholesale cost (corresponding to the fourth term of (5.1))

components, for each of the examined scenarios.

The net retail revenue of the aggregator is reduced as the percentage of smart
charging EV increases (by 22% in the 25% G2V scenario and 43% in the 50% G2V
scenario), driven by the flattening effect on the EV net demand (Fig. 5.9) and the
offered retail prices (Fig. 5.10), considering that the net retail revenue of the aggregator
is determined by the summation of the EV net demand-retail price products across
all hours. In scenarios where EV also exhibit V2G capability, this flattening effect
is enhanced and thus the net retail revenue of the aggregator is further reduced (by
53% in the 25% V2G scenario and 57% in the 50% V2G scenario). This trend implies
that EV flexibility deteriorates the business case of the aggregator, since it limits the
strategic potential of exploiting the EV owners by setting large retail price differentials

between peak and off-peak hours.

Going further, the net wholesale cost of the aggregator is also reduced as the
percentage of smart charging EV increases (by 20% in the 25% G2V scenario and 40%
in the 50% G2V scenario), due to the shift of charging demand (which constitutes the
demand of the aggregator in the wholesale market) from hours with high wholesale
prices to hours with low wholesale prices. In scenarios where EV also exhibit V2G
capability, the net demand of the aggregator in the wholesale market during high-price,
peak hours is further reduced -and even becomes negative in some peak hours (Fig.
5.9) -and thus the net wholesale cost of the aggregator is further reduced (by 51% in
the 25% V2G scenario and 99% in the 50% V2G scenario). This trend implies that EV
flexibility improves the business case of the aggregator, since it enables the aggregator
to buy more energy at low-price hours and, in the case with V2G capability, even sell

energy at high-price hours.
The impact of EV flexibility on the total profit of the aggregator (which constitutes

the most important index of the aggregator’s business case) is intuitively driven by the
combination of its impacts on the aggregator’s retail revenue and wholesale cost. Since
these impacts counteract each other, i.e. EV flexibility reduces its profit by reducing
its retail revenue but also increases its profit by reducing its wholesale cost, the overall
impact on the aggregator’s profit depends on which of these two profit components is
reduced at a higher rate in each of the examined scenarios. Table 5.5 demonstrates a
non-uniform trend in the examined study; while the aggregator’s profit is reduced in
scenarios 25% G2V, 50% G2V and 25% V2G with respect to the scenario where all

EV are inflexible, it is increased in scenario 50% V2G.
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Table 5.5 Profit of aggregator for different EV flexibility scenarios.

Scenario Net retail revenue (£) Net wholesale cost (£) Profit (£)
Inflexible EV 1081.96 723.00 358.96
25% G2V 842.57 579.68 262.89
50% G2V 620.48 436.36 184.12
25% V2G 513.31 354.02 159.29
50% V2G 462.95 8.73 454.22

Shifting our focus to the EV owners, Table 5.6 presents the average daily cost of an
inflexible EV and a flexible EV, for each of the examined scenarios; the average cost is
employed as a representative economic index, due to the fact that different EV are
characterized by different travelling times, grid connection times and travelling energy
requirements (Section 5.5.1). The introduction of flexibility, irrespectively of its nature
and extent, reduces the average cost of an EV with respect to the benchmark scenario

where all EV are inflexible.

This beneficial impact of flexibility is even evident for EV which are not flexible,
driven by the fact that the introduction of flexibility in other EV reduces the retail
prices offered by the aggregator at peak hours (Fig. 5.10), during which inflexible
EV charge. As the percentage of flexible EV increases and when V2G capability is
introduced, this reduction of peak retail prices is enhanced, and thus the average cost
of an inflexible EV is further reduced (Table 5.6).

However, this beneficial impact is significantly higher for EV which exhibit this
flexibility, since they shift their charging demand from high-price hours to low-price
hours. Interestingly however, as the percentage of flexible EV increases and when V2G
capability is introduced, the retail price profile becomes flatter (Fig. 5.10), and thus
the average cost reduction enjoyed by a flexible EV is diminished (Table 5.6).

Table 5.6 Average cost of EV for different EV flexibility scenarios.

Scenario Inflexible EV average cost (£) Flexible EV average cost (£)
Inflexible EV 1.0820 N/A
25% G2V 1.0818 0.1248
50% G2V 0.9839 0.2570
25% V2G 0.6035 0.2428
50% V2G 0.5566 0.3693
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5.6 Conclusions

In the context of realizing the significant EV flexibility potential in deregulated elec-
tricity systems, this chapter has addressed the problem of effectively pricing EV by
aggregators through a bi-level optimization formulation. In contrast with the existing
literature, this formulation also considers the V2G capability of EV and the discrete
nature of their charging / discharging levels. Considering the fundamental limitations of
the traditional MPEC approach in capturing these discrete EV operating characteristics
and thus effectively solving this problem, this chapter has focused on RL approaches.
In this setting, motivated by the solution optimality and computational limitations of
state-of-the-art RL methods, associated with their need to discretize state and / or
action spaces, this chapter has proposed a novel deep reinforcement learning method,
named prioritized deep deterministic policy gradient method (PDDPG), which sets up

the problem in multi-dimensional continuous state and action spaces.

The scope of the presented case studies has been twofold. First of all, the proposed
PDDPG method has been compared against the two state-of-the-art RL methods,
namely Q-learning and DQN. The results have demonstrated that the proposed method
achieves 31% and 13% higher profit for the examined EV aggregator than the Q-learning
and DQN methods, respectively, driven by its ability to capture continuous pricing
decisions. Furthermore, it exhibits lower total computational requirements, driven by

the employment of the proposed prioritized experience replay (PER) strategy.
Secondly, the presented case studies have applied the proposed method to different

scenarios regarding the nature and extent of the EV flexibility, in order to investigate
the economic impacts of such flexibility on both the aggregator and the EV owners.
The results have demonstrated that as the percentage of flexible EV increases and when
V2G capability is introduced, the profile of retail prices offered by the aggregator gets
flatter and the aggregator’s retail revenue from the EV is reduced, implying that EV
flexibility limits the aggregator’s potential of exploiting the EV owners by setting large
retail price differentials between peak and off-peak hours. However, EV flexibility also
reduces the aggregator’s cost in the wholesale market, since it enables the aggregator
to buy more energy at low-price hours and, in the case with V2G capability, even
sell energy at high-price hours. As a result, the overall impact of EV flexibility on
the aggregator’s total profit is not uniformly beneficial or detrimental, but is rather
scenario-specific. On the other hand, the introduction of EV flexibility has been shown
to always reduce the average electricity cost of EV. Although this beneficial impact
is significantly higher for the EV which exhibit this flexibility, it is also substantial
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for inflexible EV, driven by the impact of EV flexibility in reducing the retail prices
offered by the aggregator at peak hours.






Chapter 6

Conclusions and Future Work

6.1 Conclusion

This thesis studies the strategic retail pricing methods to the flexible customers
based on game-theoretic and learning based techniques in the smart grid. It includes
1) developing a comprehensive framework for electricity retailers taking both the
customer’s demand response and the wholesale market clearing into consideration; 2)
investigating the impact of LEM on electricity retailer’s pricing strategies, its profit
and the served customers’ economic surplus; 3) building a learning based method for
the aggregator to design effective retail prices, accounting for the discrete charging /

discharging response patterns of the served EV.

We concentrate on studying the interactions between the electricity retailer /

aggregator and the served customers from the following three aspects:

1. The impact of demand flexibility on an electricity retailer’s pricing strategies and its
business case through a bi-level optimization problem is firstly investigated in Chapter

3.

In contrast with state-of-the-art bi-level optimization models of the interaction
between the retailer and its customers, this model drops the unrealistic assumption
that the retailer treats wholesale market prices as exogenous, fixed parameters, and
represents endogenously the wholesale market clearing process as an additional lower-
level problem. Thus, this chapter can be seen as our first attempt to solve the demand
response based strategic retail pricing problem by capturing the realistic implications
of the retailer’s pricing strategies on the wholesale market prices. As the lower-level

problems considered in this chapter are both continuous and convex, we proposed a
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KKT condition based solution to solve the proposed bi-level optimization problem

model effectively.

The presented case studies provide numerous new and valuable insights. First of
all, they demonstrate that demand flexibility reduces the retailer’s revenue from the
consumers, since it limits the retailer’s strategic potential of exploiting the consumers
through setting large retail price differentials between peak and off-peak hours; and
also the retailer’s cost in the wholesale market, since it enables the retailer to buy more

energy at low-price hours and also reduce the wholesale prices at high-price hours.

Going further, this impact of demand flexibility on the retailer’s profit implies
that demand flexibility can effectively complement regulatory policies in safeguarding
the consumers against the strategic behavior of retailers. Specifically, under a looser
regulatory framework demand flexibility reduces the overall profit of the retailer, while

under a stricter regulatory framework it increases this profit.

Moreover, the presented case studies demonstrate that under relatively high demand
flexibility the retailer achieves a higher profit when its size is smaller, while under
relatively low demand flexibility the retailer achieves a higher profit when its size is
larger. This result implies that new, small players in the retail market are more likely
to take initiatives towards the realization of the flexibility potential of their consumers,

than large, incumbent retailers.

Finally, the presented case studies highlight the added value of the proposed bi-level
model by comparing its outcomes against the state-of-the-art bi-level model neglecting
the wholesale market clearing. The result implies that the state-of-the-art model
is suitable for driving a retailer’s decision-making only under the limiting condition
that the retailer’s size is extremely small (around 1% of the market according to the

obtained results), in contrast with the general suitability of the proposed model.

2. The impact of LEM on an electricity retailer’s pricing strategies, its business case
and the different customers’ economic surplus through a bi-level optimization problem
is firstly investigated in Chapter 4.

This chapter has explored for the first time the interactions between the operation
of LEM with different types of participants (FC, MG and ES) and the strategic pricing
decisions of incumbent electricity retailers, and has quantitatively analyzed the overall

economic effects of LEM on both the retailer and its customers.

In order to achieve that, this chapter has developed a novel multi-period bi-level
optimization model, which captures the pricing decisions of a retailer in the upper-level

problem and the response of both independent customers and the LEM in the lower-
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level problems. Since the lower-level problem representing the LEM is non-convex, the
traditional MPEC approach is not applicable for solving the developed bi-level problem,
and a new approach recently proposed by the authors is employed instead, which is
based on the relaxation and primal-dual reformulation of the non-convex lower-level

problem and the penalization of the associated duality gap.

The presented case studies have provided numerous new and valuable insights
around the role and impact of LEM. First of all, the introduction of an LEM is shown
to reduce the customers’ energy dependency on the retailer, since they are able to
trade energy among them at prices which lie between the retailer’s high buy prices
and low sell prices, which is mutually beneficial for all FC, MG and ES participants;
regarding the latter, the LEM is shown to unlock their arbitrage potential and activate
them in the market. As a consequence, the retailer’s strategic potential of exploiting
the customers through large differentials between buy and sell prices is limited, and
the retailer strives to make its offered buy and sell prices more competitive in order to
attract more demand and generation by its customers. As a result of these effects, the
profit of the retailer is very significantly reduced, while the customers enjoy significant
economic benefits. Although this beneficial impact of LEM is significantly higher
for customers participating in the LEM, it is also substantial for non-participating

customers, due to the above effects of the LEM on the retailer’s offered prices.

3. A nowvel deep reinforcement learning method to solve the pricing EV problem with

discrete charging / discharging levels is firstly proposed in Chapter 5.
This chapter solves the problem of effectively pricing EV by aggregators through

a bi-level optimization formulation. In contrast with the existing literature, this
formulation also considers the V2G capability of EV and the discrete nature of their

charging / discharging levels.

Considering the fundamental limitations of the traditional KKT condition based
approach in capturing these discrete EV operating characteristics and thus effectively
solving this problem, this chapter has focused on RL approaches. In this setting,
motivated by the solution optimality and computational limitations of state-of-the-art
RL methods, associated with their need to discretize state and / or action spaces, this
chapter has proposed a novel deep reinforcement learning method, named prioritized
deep deterministic policy gradient method (PPDPG), which sets up the problem in

multi-dimensional continuous state and action spaces.

The presented case studies firstly demonstrate that the proposed PDDPG method

has been compared against the two state-of-the-art RL methods, namely Q-learning and
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DQN. The results have demonstrated that the proposed method achieves 31% and 13%
higher profit for the examined EV aggregator than the Q-learning and DQN methods,
respectively, driven by its ability to capture continuous pricing decisions. Furthermore,
it exhibits lower total computational requirements, driven by the employment of the

proposed prioritized experience replay (PER) strategy.

The presented case studies secondly demonstrated that as the percentage of flexible
EV increases and when V2G capability is introduced, the profile of retail prices offered
by the aggregator gets flatter and the aggregator’s retail revenue from the EV is
reduced, implying that EV flexibility limits the aggregator’s potential of exploiting the

EV owners by setting large retail price differentials between peak and off-peak hours.

On the other hand, the introduction of EV flexibility has been shown to always
reduce the average electricity cost of EV. Although this beneficial impact is significantly
higher for the EV which exhibit this flexibility, it is also substantial for inflexible EV,
driven by the impact of EV flexibility in reducing the retail prices offered by the

aggregator at peak hours.

6.2 Future Work

Although the thesis fulfils the aims of developing efficient smart pricing strategies to
flexible customers in the retail market via game-theoretic and learning based techniques,

there is still some work that can be developed in the future.

1. The developed model in Chapter 3 as well as the similar bi-level optimization
models employed in the existing literature for analysing strategic decision-making in
deregulated electricity markets, neglect the complex unit commitment constraints of
electricity producers in the wholesale market. This limitation is associated with the
mathematical challenge of rigorously solving a bi-level optimization problem with binary
decision variables in the lower-level problem, given that the derivation of the respective
KKT optimality conditions is impossible. However, these complex constraints generally
affect the wholesale market outcome and subsequently the retailer’s pricing strategies
and profit. In this context, future work will enable the incorporation of binary unit
commitment variables in the developed model through 1) the mathematical approach
of the relaxation and primal-dual reformulation of the non-convex lower-level problem
and the penalization of the associated duality gap, which is adopted in Chapter 4

or 2) the reinforcement learning approach of learning the strategies by acquiring the
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experiences from the environment that can be modeled as a non-convex optimization

problem, which is adopted in Chapter 5.

2. Beyond the generic, technology-agnostic representation of demand flexibility
employed in Chapter 3 and 4, the detailed representation of different residential and
commercial flexible demand technologies, including electric vehicles [34], electric heat

pumps [30] and smart appliances [35], will be incorporated in the model.

3. The network is also an important issue in the power system. Our future work will
consider how the network constraints can be integrated into the developed optimization
framework in Chapter 3-5 and see the effects of the line congestion on the market
outcomes and the strategic decisions of the retailer as well as its businesses. Take
the bi-level model of Chapter 3 as an example, in order to consider the effect of
the transmission network, the DC power flow model proposed in [89, 131] will be
implemented to the second lower-level problem (i.e. wholesale market clearing); while
for the effect of the distribution network, the AC power flow model proposed in [26]
could be implemented to the upper-level problem. And the approximated network

equations developed in [132] are necessary to keep the model linear.

4. The additional one lies in capturing the strategic interaction between multiple
independent retailers by extending the proposed model to an equilibrium programming
model determining retail market equilibria and considering the ability of consumers
to switch electricity retailer, depending on the offered retail prices. Authors in [133—
136] formulate this equilibrium problem by replacing each player’s MPEC problem
by its KKT optimality conditions and concatenate them together, resulting in a set
of nonlinear constraints known as equilibrium problem with equilibrium constraints
(EPEC). An iterative diagonalization algorithm (DIAG) is used in [89, 131, 137, 138] to
identify the imperfect equilibrium, in which each retailer solves its own MPEC problem
treating the strategies of the rest of the retailers as fixed, until the algorithm converges
to a fixed market outcome. Furthermore, multi-agent reinforcement learning (MARL)
is also adopted to address the equilibrium problem in the context of reinforcement
learning algorithm [139, 140].

5. Furthermore, the presented models in Chapter 3-5 are deterministic, assuming
that the examined retailer has accurate projections of its customers’ flexibility and
the generation / demand characteristics of the wholesale market. Future work aims
at incorporating uncertainties that retailers face regarding these parameters and
investigating the retailers’ strategies and business case in this setting, rendering the
problem into a stochastic optimization problem. In addition, the retailer also accounts

for potential hedging strategies through their participation in financial derivative
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markets [141], such as forward contacts, futures, swaps, and options, that are introduced
to manage the risk coming from the uncertainties of wholesale prices and consumers’
flexibility, because the prices of these derivatives are predefined, but normally are
expensive than the wholesale prices. More specifically, a risk-taken retailer is willing
to accept the risk from wholesale prices, and thus purchases more energy from the
wholesale market and less energy from financial derivatives, so as to reduce its expected
cost and increase its expected profit. While a risk-aversion retailer aims at mitigating
the risk from wholesale prices, and thus reduces the energy procurement from the
wholesale market and increases the energy procurement from financial derivatives [142].
However, its expected profit is reduced because the risk-aversion retailer purchases

more expensive financial derivatives.

6. Future work aims at enhancing the developed model in Chapter 4-5. The
developed model assumes that the retailer / aggregator’s decisions do not affect the
wholesale market prices, which constitutes a realistic assumption only for retailer /
aggregator serving a small population of customers / EV. Future work aims at dropping
this assumption and exploring the effects of the introduction of LEM / EV flexibility
on large retailer / aggregator who can also act strategically in the wholesale market,

but also considers the more realistic constraints incorporating the model dynamics.

7. Specifically, for Chapter 4, the future work aims at model the optimal decisions of
the customers to choose between the strategic retailer and LEM. To this end, it would
be interesting to implement such a complex model in a multi-agent deep reinforcement
learning (MADRL) framework. The strategic retailer and the served customers are both
treated as the agents, where the retailer aims at maximizing its profit (reward), receives
the response from individual customers and LEM (state) and offers the strategic prices
(action); the customers aim at maximizing their individual benefits (reward), receives
the price signals offered by the retailer (state) and optimize their selection choice and

optimal response (action).

8. Finally, the future work of Chapter 5 aims at incorporating the realistic variability
of the exogenous state features (namely EV traveling patterns and wholesale prices)
in the learning procedure of the proposed PDDPG method, through the employment
of data from large EV trials. This will help us test and enhance the generalization
performance of the proposed method to render it robust against such variability, which

constitutes a major current research challenge in the area of RL.
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Appendix A

Travelling Data of 25 EV Types

It is assumed that each EV makes two journeys per day, an assumption reflecting
the intuitive commuting patterns, mainly involving journeys from the home to the
work place and vice versa, while the EVs are assumed connected to the grid between
the end of their last trip and the start of their first trip of the day, in line with
the home-charging paradigm. Each type is defined by the combination of the start
time, end time and travel energy requirement of each of its two daily journeys. The
total number of EV types considered in the case studies of Chapter 5 is 25 and their

respective characteristics are presented in Table A.1.

Each inflexible EV is assumed to start charging (with the same, fixed rate of 3 kW)
immediately after it is connected to the grid until it covers its daily travelling energy

requirements and their respective fix charging characteristics are presented in Table

A2.
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Table A.1 Travelling characteristics of 25 EV types.

1%t journey 2nd journey
Type Start End  Energy requirement | Start End  Energy requirement

time (h) time (h) (kWh) time (h) time (h) (kWh)
1 8 8 2.2350 10 10 2.1547
2 8 8 2.2350 11 11 2.1547
3 8 8 2.2350 12 12 2.1547
4 8 8 2.2350 13 13 2.1547
5 8 8 2.2350 14 14 2.1547
6 8 8 2.2350 15 15 2.1547
7 8 8 2.2350 16 16 2.1547
8 8 8 2.2350 17 17 2.1547
9 8 8 2.2350 18 18 2.1547
10 9 9 2.2350 11 11 2.1547
11 9 9 2.2350 12 12 2.1547
12 9 9 2.2350 13 13 2.1547
13 9 9 2.2350 14 14 2.1547
14 9 9 2.2350 15 15 2.1547
15 9 9 2.2350 16 16 2.1547
16 9 9 2.2350 16 17 2.1547
17 9 9 2.2350 17 18 2.1547
18 10 10 2.2350 13 13 2.1547
19 10 10 2.2350 14 14 2.1547
20 10 10 2.2350 15 15 2.1547
21 10 10 2.2350 16 16 2.1547
22 10 10 2.2350 17 17 2.1547
23 11 11 2.2350 15 15 2.1547
24 11 11 2.2350 16 16 2.1547
25 11 11 2.2350 17 17 2.1547
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Table A.2 Inflexible demand charging of 25 EV types.

Type Total energy requirement  Fixed charging rate Fixed charging time
(kWh) (kW) (h)
1 4.3897 3 11-12
2 4.3897 3 12-13
3 4.3897 3 13-14
4 4.3897 3 14-15
5 4.3897 3 15-16
6 4.3897 3 16-17
7 4.3897 3 17-18
8 4.3897 3 18-19
9 4.3897 3 19-20
10 4.3897 3 12-13
11 4.3897 3 13-14
12 4.3897 3 14-15
13 4.3897 3 15-16
14 4.3897 3 16-17
15 4.3897 3 17-18
16 6.5445 3 18-20
17 6.5445 3 19-20
18 4.3897 3 14-15
19 4.3897 3 15-16
20 4.3897 3 16-17
21 4.3897 3 17-18
22 4.3897 3 18-19
23 4.3897 3 16-17
24 4.3897 3 17-18
25 4.3897 3 18-19







