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Abstract

Large amounts of electricity are traded in so-called day-ahead (spot) markets where mar-
ket participants can sell or buy electrical energy for each hour of the following day. Sell or
buy orders describing operational and economic constraints render the underlying microe-
conomic optimization problem "non-convex”, departing from more classical assumptions
in microeconomic theory. Because of these non-convexities, most of the time, no market
equilibrium supported by uniform prices exists, where uniform pricing means that in the
market outcome, every market participant of a same market segment (location and hour
of the day) will pay or receive the same electricity price and no other transfers or payments
are considered.

In Europe, the orders are submitted to power exchanges, most of which are integrated at a
European level under the Price Coupling of Region project. Uniform prices are computed,
at the expense of having some bids ”paradoxically rejected” in the market outcome, as
for the computed market prices, some bids propose a price which is ”good enough” but
are yet rejected. It is also at the expense of welfare optimality, as most of the time, no
welfare optimal solution can be supported by uniform prices such that no financial losses
are incurred.

The present thesis proposes mixed integer programming models and algorithms for such
non-convex uniform price auctions. In particular, a new bidding product is proposed which
generalizes both block orders used in the Central Western Europe Region (France, Ger-
many, Belgium, the Netherlands, etc) or Nord Pool (coupling Northern countries), and,
mutatis mutandis, complex orders with a minimum income condition as used in Spain
and Portugal. It allows participants describing e.g. their start up costs - which must be
recovered if the corresponding bid is accepted - and indivisibilities in production or con-
sumption, yielding mixed integer programming models seemingly more appropriate than
current practice both from an economic modelling and a computational viewpoint.

The thesis is structured as follows.

Part 1 is a preliminary part devoted to presenting the general context in which the work
takes place. It ends with an outline of the three articles presented in Part II which form the
core of the thesis, emphasizing the continuity between each of these contributions.

Part IT is the core of the text and consists in the collection of the three articles contain-
ing the main contributions. Two of them have already been published in international
peer-reviewed journals, the third one has been submitted, and the texts reproduced here
correspond to the accepted manuscript versions of the published papers, and of an updated
version of the submitted manuscript of the third one.

Finally, two appendices are also provided, describing in more details - with a few historical
notes - Dorn’s duality for convex quadratic programs and the notion of spatial price equi-
librium presented using an abstract linear transmission model, as both notions are used in
the contributions presented in Part II, making the present text more self-contained.
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Part 1

Context and contributions






Chapter 1

General Introduction

This first chapter introduces the general context in which the three contributions presented
in Part II take place, and is structured as follows.

Section 1.1 aims at briefly positioning the work in its historical and economic contexts
and in particular synthetically reviews aspects of the transition from vertically integrated
monopoly utilities to liberalized markets, the place of day-ahead markets in the whole
electricity supply chain, and the recent institutional evolutions in Europe. The interested
reader will find much more information on these aspects in the references provided, as
they are beyond the scope of the present dissertation.

Section 1.2 aims at positioning the general European approach in the galaxy of pricing
rules in non-convex day-ahead electricity markets. It is widely known and illustrated
below that market equilibrium with uniform prices in the presence of non-convexities is a
mathematical impossibility [99]. Several toy examples complementing those presented in
the main contributions are presented, first for positioning the underlying problem, then
to provide insights on the main different approaches previously proposed to deal with
these non-convexities. It may be argued from some of these toy examples that current
European market rules - and IP pricing as historically proposed by O’Neill et al. [71]) -
are not the most appropriate way to deal with such non-convexities, though the approach
has proved to be a working and intuitive solution for many years now, be it in France,
Germany, the Netherlands, Belgium, Nordic countries or Spain and Portugal, without
being exhaustive, and obvisouly presents some interesting features.

Finally, Section 1.3 outlines the content of the three contributions presented in Part II
which form the main part of the present thesis. Interesting research questions which
deserve further attention are occasionally pointed out.
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1.1 Restructured Electricity Industries
and Day-ahead Markets

1.1.1 From vertically integrated monopolies to liberalized mar-
kets

Details on the history of the economic structure of the electricity industry (economic
agents and their relations) are given e.g. in [45] and in classical textbooks on power
systems economics such as [92] (in particular Chapter 1 on deregulation and Chapter 3
on market architecture), which both inspired the present discussion.

The supply chain in the electricity industry can be decomposed into three main links
corresponding to the following distinct activities: generation, transport and distribution.
Generation refers to the transformation of any other source of energy into electrical energy,
transportation refers to the transmission of electricity over long distances using high-
voltage cables, while distribution aims at serving the end user and generally uses low-
voltage cables. Transmission is operated by so-called Transmission System Operators
(TSO), while distribution is operated by Distribution System Operators (DSO). The
restructuring of the industry has also added a fourth link with retail competition: retailers
buy large amounts of electrical energy to generation companies and sell them to the final
consumers. In Belgium for example, bills from retailers clearly specify how much they
charge for the commodity, and how much goes to the Distribution System Operator (DSO)
per KWh.

Transmission and distribution are seen as natural monopolies where a very high level
of coordination is required to maintain the reliability of the system in real time, and
where substantial economies of scale are present, which raises complex regulatory issues
[1, 47, 48]. This doesn’t prevent the existence of market mechanisms for the allocation
of transmission resources, and a substantial public debate about the relative merits of
Physical Transmission Rights (PTR), Financial Transmission Rights (FTR), or so-called
Contracts For Difference (CFD) which are pure financial contracts remunerating the owner
according to price differences between bidding/price zones, hence providing hedging in-
struments to market participants. Regarding Financial Transmission Rights and related
issues, the reader may refer to [82].

Regarding some elements of the economic structure of the industry, the following main
historical waves are distinguished in [45, p.25], see also [92, Chapter 1]. Until 1920,
ownership was private with a very low level of coordination among agents. Substantial
public investments were made after 1920 as the necessity of electricity was recognized,
but still with many private agents and a ”fragmented industry” until World War II.

In the aftermath of World War II, nationalisation occurred in many countries such as
France, while others applied stricter economic regulations. For example, nationalisation
in France gave birth to Electricité de France (EDF) in 1946, today one of the giant actors
of the sector, headed from 1967 to 1987 by Marcel Boiteux to whom is due the so-called
Ramsey-Boiteux pricing rule for public monopolies with balanced budget constraints [11,
77]. Further integration of generation and transmission seeking economies of scale was

4



operated in the seventies which also saw the shift to nuclear power production partly due
to well-known oil price shocks.

Aferwards, the evolution of available technologies and their costs certainly have had a
substantial impact on the economic structure of the industry in particular during the
eighties and nineties, as supported in [45, p.23] which further describes other key factors
to the wave of liberalization that occured at the time. For example, besides political
factors, the liberalization process started in the eighties may have been fostered to a given
extent by the availability of CCGT units able to generate power at much smaller scales
than nuclear plants say, while still at competitive prices, diminishing the importance of
economies of scale favouring monopoly utilities. A detailed discussion of these arguments
and many others regarding regulation and deregulation can be found in [92, Chapter
1]. The views of Marcel Boiteux regarding the European liberalization process, as the
former CEO of a public monopoly utility (EDF), are described (among other comments)
in [12] where he states that ”1a ot les monopoles étaient mal gérés (faible productivité)
ou mal régulés (enrichissement abusif), la libéralisation est un moindre mal, si ce n’est
un bienfait. Mais tous les monopoles d’électricité n’étaient pas malades.” Also, Newbery
discusses in [66] conditions for a successful liberalization taking into account the then
recent Californian Crisis of 2001, while [8] proposes a history of the liberalization process
in California from the early 1990s until 2001.

The liberalization of the electricity industry is directly related to the notion of unbundling,
which refers to the separation of generation, transmission, distribution, and end user
supply. Unbundling can be functional, legal, managerial or of ownership. The four kinds
of unbundling may have different economic effects [46].

Unbundling and the general trends and facts described above implies the need for orga-
nized wholesale markets, among which (spot) day-ahead markets which are to some extent
and as discussed below related to classical scheduling problems in power systems, with
the additional key issue of determining market prices providing adequate price signals
to market participants. Day-ahead markets are nowadays coupled at the European level
under the Price Coupling of Region project. Though some uncertainty remains regarding
the precise timing, a Pan-European intraday market should go live in 2017 based on a
system called XBid.

A brief overview of the liberalization stages in Europe - and the role of power exchanges
- is given in [96] while more lenghty and detailed accounts and analyses, in particular
of the earliest days, are provided in [10, 81]. Regarding market coupling in Europe,
the determination of bidding zones representing local markets is an important subject
currently debated across Europe, see e.g. the study commissioned by CREG [4] and also
[14, 76, 24]. For the years to come, the main European legislation concerning day-ahead
and intraday markets is contained in the Capacity Allocation and Congestion Management
(CACM) Guidelines published in 2015 [16], and an updated account of related European
directives and of Market Coupling from a legal and regulatory perspective can be found
among other matters in [58].



1.1.2 Day-ahead markets and unit commitment problems

Wholesale electricity markets where large producers and large consumers or retailers ex-
change energy vary according to the time horizon and include long-term bilateral con-
tracts, forwards/futures where trading occurs by definition years or months ahead the
actual delivery of electricity, and (spot) day-ahead markets (see e.g. a synthetic account
in [2]). In the European market structure, intraday markets are used to balance unbal-
anced positions due e.g. to outages or short-term variability of consumption or production,
while balancing/spinning reserves markets managed by Transmission System Operators
are used to maintain real-time reliability of the system. Due to the growing importance
of renewable energy, substantial debates on capacity remuneration mechanisms and how
to take into account the costs of reserve and balancing operations are of main current
interest in Europe [41].

On the other hand, the so-called Unit Commitment and Economic dispatch problems
are classical optimization problems dating back to the period of centralized monopolistic
utility companies and still of the same kind as those considered today by large producers
to schedule their production for different time horizons, though they now include forecast
spot market prices as part of the models.

Given a set of generation units at hand, Economic dipsatch (ED) refers to the choice of
generation levels (power outputs) of these units that minimize the total operating costs
while serving demand. Optimal Power Flow problems (OPF) seek the same goal taking
into account transmission constraints of the network, which leads to substantially more
challenging optimization problems when AC networks are considered, due to the highly
non-linear nature of the power flow equations involved in the constraints. A historical
account of OPF models is given in [15] where a typology is also presented highlighting key
characteristics of the variants (AC and DC OPF, security-constrained OPF, etc).

Unit commitment problems (UC) seck to determine which units to turn on or off - and
when - as well as how much units should generate, depending on characteristics such as
start-up costs, minimum up and down times, ramping constraints, on top of the marginal
costs and operating constraints such as minimum and maximum power outputs, with
again the goal of minimizing the total operating costs of serving demand over a given
time horizon. Again, it corresponds to a field of research in itself with sophisticated
variants to handle stochasticity both in demand and generation, e.g. due to the massive
integration of renewable energy sources, see e.g. [73, 74, 75] and the recent review [94].
The acronym UCED (standing for Unit Commitment and Economic Dispatch) is also
generally used in the literature, as in [40], emphasizing that the models considered involve
both commitment decisions and power output or consumption decisions paired with these
commitments.

European day-ahead markets where both demand and offer bids are present (i.e. the
demand is elastic), can be seen to some extent as a mean to solve a Unit Commitment and
Economic Dispatch problem where characteristics are given to Market Operators (coupled
power exchanges) in charge of computing the solution, and determining the corresponding
market prices. Regarding demand, let us note that examples of indivisibilities on the
demand side providing a rationale for demand block orders in the PCR market are given in
[71, p.278]: "Demand as well as supply can have significant nonconvexities. For example,
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the electricity consumption of an aluminum smelter or a cyclotron may be an all-or-
nothing choice.”

Regarding prices, they should be compatible with the computed schedule, avoiding incur-
ring losses or opportunity costs. However, as discussed in the next Section, most of the
time no market equilibrium exists which is supported by uniform prices. Price signals are
also important information that agents take into account e.g. for investment or hedging
decisions.

1.2 Pricing rules in non-convex day-ahead electricity
markets

Once the format in which market participants can describe their technical constraints
and costs or utility structure to the Market Operator has been specified, the remaining
question is to determine rules specifying the set of admissible exchanges of quantities
(bid selections) and the corresponding payments between market participants and the
Market Operator where applicable. Regarding these payments, it is generally argued
that the law of one price should hold where possible, which in the present context is
called uniform pricing: all payments depend on a single electricity price per location and
time period. However, as recalled in Section 1.2.1 with toy examples, uniform prices
supporting a market equilibrium often do not exist in the presence of non-convexities
such as indivisibilities of production or start up costs in the bids of market participants.
(The term ”"non-convexities” is due to the fact that in both cases, binary variables must
be introduced in the underlying microeconomic optimization problems, rendering the
corresponding feasible sets non-convex.)

Several pricing rules have been proposed the last two decades, trying to deal in the best
way with these non-convexities. We review here the most important propositions using
unified and simplified notation (at the expense of a negligible loss of generality in some
cases, as for example the proposition in [71] goes beyond the sole scope of electricity
auctions and related models).

Exposition here doesn’t aim at being exhaustive. It rather seeks to position European
market rules - which are the main topic of the present work - among the key pricing rules
historically proposed to which most of the other more recent propositions in the academic
literature refer, namely IP pricing [71] and Convex Hull pricing [40]. In particular, though
this seems not highlighted enough in the literature, European market rules could generally
be described as IP pricing plus some additional constraints saying that one only considers
market outcomes where no make-whole payments compensating losses are needed.

Let us note that a review of most of the existing pricing rules in the particular case of
two producers with different start up costs but no indivisibilities and fixed non-elastic
demand is provided in a very recent article [50]. However some important features only
appear when elastic demand and larger instances are considered, and the topic deserves
further investigation in a near future, especially in the setting of power exchanges facing
large-scale instances where demand bids representing elastic demand are present. It is of
practical and current interest both in Europe and in the US.

7



1.2.1 Non-convexities and market equilibrium

Two main kinds of non-convexities can be distinguished. First, technical constraints
such as minimum power output or consumption levels, which render the production and
consumption sets non-convex. Second, non-convexities can arise from the cost structure
such as in the presence of start-up costs of power plants, besides their marginal costs, or
utility reduced by a constant term on the demand side. Both types require the introduc-
tion of binary variables for modelling purposes, contributing to rendering the underlying
optimization problems non-convex.

The ”primal” optimization problem usually seeks to optimize welfare (defined as the total
utility of consumption minus the total costs of production), and its constraints describe the
physical/technical constraints related to production, consumption and transmission.

Welfare is usually expressed as a concave function of the decision variables, though other
more general objective functions could be considered. Maximizing welfare is motivated
both because of the underlying economic interpretation - maximizing the economic sur-
pluses of market participants - and also because in a classical convex setting, welfare
maximization is equivalent to the determination of a market equilibrium, see Appendix
B.

The following two toy examples are taken from [52]. They show for each of the two types
of non-convexities mentioned above that no market equilibrium supported by uniform
prices exists in their presence. The conference paper [52] also briefly discusses - using
recent real data from the Belgian day-ahead market - the potential interest of non-uniform
pricing rules compared to the current European practice detailed below, with a focus on
IP pricing as the alternative, though other non-uniform pricing rules should deserve more
attention.

Example 1.1. Toy examples, with associated to C, respectively a minimum acceptance
ratio as described in Table 1.1, or a start up cost as described in Table 1.2. We will refer
to them later on as Examples 1.1.1 and 1.1.2 respectively. Both types of non-convezities
can obviously be combined.

300

5 10 Quantity 15 20 1 25

Figure 1.1: Instance with a 'non-convex bid’ C - start up cost or min. power output

In the first case of a minimum acceptance ratio, the pure welfare maximizing solution is
to accept C at its minimum acceptance level of (11/12), that is accept 11 MW from C,
to fully accept A, and to accept the fraction of B needed to match the accepted fraction
of C. For a market equilibrium to exist, the market price should be 10 EUR/MW, set by
B which is fractionally accepted: otherwise, there would be either some leftover demand

8



Bids ‘ Quantity (MW) ‘ Limit price (EUR/MW) ‘ Min. Acceptance Ratio

A - Buy bid 10 300 -
B - Buy bid 14 10 -
C - Sell bid 1 12 40 %
D - Sell bid 2 13 100 -

Table 1.1: Instance with a minimum acceptance ratio (minimum power output level)

Bids ‘ Quantity (MW) ‘ Limit price (EUR/MW) ‘ Start-up costs
A - Buy bid (step 1) 10 300 -
B - Buy bid (step 2) 14 10 -
C - Sell bid 1 12 40 200
D - Sell bid 2 13 100 -

Table 1.2: Instance with start-up costs

from B if the price is below, or B would prefer to be fully rejected if the price is above.
However, at this market price, C is loosing 11(40 — 10) = 330 EUR and would therefore
prefer not to be dispatched. Hence, there is no market equilibrium with uniform prices
in the present case.

In the second case of the presence of start up costs, it can be easily checked that the pure
welfare maximizing solution is to fully accept A, fully reject B, and accept the fraction of
C needed to match A. Any level of acceptance of B would inevitably degrade welfare as the
bid price of B is lower than the bid price of any other offer bid, and also, it can be readily
checked that discarding C in order to avoid the associated start-up cost would also lead
to less welfare (see the discussion of European rules below). The optimal welfare is hence
"utiliy of A minus costs of the production by C”, that is 10(300)-[10(40) + 200] = 2400.
Here again, if there is any market equilibrium supported by uniform prices, the price is
set by fractionally accepted bids, here by C at 40 EUR/MW. However, at such a market
price, C doesn’t recover its start up costs and would prefer to be rejected: there is no
market equilibrium with uniform prices.

For the discussion of pricing rules in the next subsections, we use a stylized welfare
maximizing program (SWP) very similar to the ”stylized economic unit commitment and
dispatch problem” in [78] - Model (1), except that we make the simplifying assumption
that all the functions involved are linear and we consider only one location and one time
period, as it is enough for the main observations we seek to present using any of the toy
examples at hand. We also add the possibility of non-convexities on the demand side
(indivisibilities of consumption or utility reduced by a constant term), which simplifies
notation as well.

(SWP) max Z Z Qic-Picxic - Z Fcuc

c icel. c

s.t.



DN Qiewic =0 [] (1.1)

c icel.
Tie < Ue Vice I, CI,ce(C (1.2)
Tie 2 Ticlle Vice I, CI,ceC (1.3)
ue <1 (1.4)
Ticy Ue > 0 (1.5)
u. € {0,1} Vee O (1.6)

Here, I. denotes the set of ”continuous bids” ic controlled by the binary decision variable
t.. The level of acceptance of the quantity Q. is determined by z;. which is constrained
to lie in a given interval included in [0, 1] if u. = 1, see (1.2)-(1.3). We use the convention
according to which @;. < 0 for a sell order, and Q;. > 0 for a buy order. Hence, (1.1)
is a balance constraint stating that the "market clears”, while the objective function
represents the welfare in which the P, are the limit prices representing marginal cost or
marginal utility per (sub-)bid ic, and F, the start up cost or the reduction of utility by a
constant term associated to the whole offer or demand bid ¢ which is incurred if the bid
is at least partially accepted.

For example, the two toy examples presented above can readily be described as an instance
of SWP (the right column corresponds to the instance of Table 1.2). Here, we drop the
index i as all the sets I.. involved are singletons.

Example 1.1.1: Example 1.1.2:
max (10)(300)z, + (14)(10)z, — max (10)(300), + (14)(10)a; —
(12)(40)z — (13)(100)z:4 (12)(40)z, — (13)(100)2:4 — 200u,
10x, + 142y, — 122, — 1324 =0  (1.7)
T < Ug (1.8) 10z, + 4oy, — 122, — 1324 =0  (1.16)
xp < uy (1.9) o < g (1.17)
e < U, (1.10) xp < uy (1.18)
xe > (11/12)u, (L.11) Ze < U (1.19)
xqg < ug (1.12) g < ug (1.20)
u<l (1.13) u<l (1.21)
x,u>0 (1.14) T,u >0 (1.22)
u € {0,1}* (1.15) u e {0,1}* (1.23)

Obviously, the binary variables u,, u; and ug can readily be set to 1 and removed from
the formulation: they are associated to the simple ”convex bids” A, B and D and actually
not required as it is always optimal to set them to 1.
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1.2.2 1IP Pricing

The proposition in [71] is to determine prices by using the convex part of the welfare
maximization problem: roughly speaking "marginal units in the chosen unit commitment
and dispatch are setting the price”. More precisely, the approach proposed is to (a)
maximize welfare, (b) fix all binary variables to the optimal values found, (c) derive
commodity (electricity) prices as optimal dual variables of the balance constraints - as
usual to determine locational marginal prices, see Appendix B - and start up prices (or
commitment prices) as optimal dual variables to the constraints fixing the binary variables
to their optimal value. The key contribution is to show that the derived price system
supports a market equilibrium if the market rules specify that payments appropriately
depend on both kinds of prices (Theorem 2 of the original paper).

Because of the ”Samuelson principle” (as called in [71] and reviewed in Appendix B),
establishing the equivalence between welfare maximization and market equilibrium in
well-behaved convex contexts, the fact that the commodity prices are derived as optimal
dual variables of the balance constraints in the restricted welfare maximizing problem
where integer decisions are fixed implies that these prices are equilibrium prices supporting
the values of the continuous primal decision variables, and in particular, that ”marginal
units” (here whose production or consumption level is partial with regard to their technical
capabilities) are setting the price.

For example, with Example 1.1.1 above and considering its optimal solution, the market
price is set by the marginal unit B to 10 EUR/MW, and the commitment price associated
to the constraint fixing the commitment binary variable u. = 1 is - 330EUR, corresponding
here to the incurred loss to unit C at the given commodity market price. With the instance
1.1.2, the market price would be 40 EUR/MW and the commitment price set to (- 200)
EUR, again corresponding to the incurred loss. These prices for the commodity and the
commitments can readily be derived as the optimal dual variables 7 and ¢ (in square
brackets) in:

Example 1.1 (continued)

Example 1.1.1 (IP Pricing case): Example 1.1.2 (IP Pricing case):
max (10)(300)z, + (14)(10)z; —

max (10)(300)z, + (14)(10)xz, —
(12)(40)z — (13)(100)z4 .

(12)(40)z. — (13)(100)z4 — 200,

10z, + 142y — 122, — 1324 =0 [7* = 10]

La < 1

<1 10z, + 14z, — 122, — 1324 =0 [7* = 40]

Te S Ue Lq S 1

2o > (11/12)u, T <1

rg <1 ZTe < Ue

u. =1 [5* _ _330} g <1

x>0 ue =1 [5* = —200]
x>0

11



Given these prices (m,0) = (10, —330) or (40, —200) respectively, participant C receives as
a payment 7(Q.z.) — 0u,, here respectively 10(11) — (—=330)1 = 440 or 40(10) - (-200)1 =
600. In each case, it is exactly corresponding to the production costs of C, and the primal
decisions (u., z.) are optimal for the market participant C, that is they respectively solve
the following profit-maximizing programs:

max 12( — 40)z. — du. (1.24) anx[l%rxc — ou.] — [12(40)z. + 200u,]
o o (1.28)
o < U, (1.25) ZTe < U (1.29)
z. > (11/12)u, (1.26) 7. >0 (1.30)
u, € {0,1} (1.27) u. € {0,1} (1.31)
[m:=10,0 := —330] [ := 40,0 := —200]

Let us note that in general, with several non-convex bids and when both indivisibilities
and start up costs are considered at the same time, the parameter ¢ in (1.28)-(1.31)
corresponding to the commitment price may differ from the start up cost of the market
participant present in the input data: the fact that § = (—200) is exactly offsetting the
start up cost here, yielding 0 as the coefficient of u,. (after rearrangement), is peculiar to
the present toy example or related similar situations.

It may obviously happen that the committed units (i.e. such that u. = 1) are profitable at
the market price(s) 7, in which case the optimal dual variable §* to the fixing constraint is
positive. (Such observations, as others which follow, can be derived by writing down the
dual and complementarity conditions of the welfare maximization programs with the fixing
constraints and discussing them in a way similar to what is done in Chapter 4 below.) In
such a case, if strictly applied, IP pricing would require a payment 7Q.x. — du., where
—du, is negative and corresponds to a situation where the market participant gives its
marginal rent back to the Market Operator and makes zero profits, similarly to a pay-
as-bid scheme. However, as described in the original contribution [71, p.282] about the
practice of the New-York Independant System Operator NYISO and Pennsylvania—New
Jersey— Maryland Interconnection (PJM), and also in [90], market rules could specify that
such profits can be kept by market participants. In such a setting, IP pricing could be
described, quite roughly speaking, as "marginal pricing plus make-whole payments” as
only losses are compensated, while market participants can keep rents if any at the given
market prices. Note that this approach seems also close to the current practice in Ireland
[20, pp.40-43].

Let us emphasize that according to the payment scheme proposed whereby seller market
participants are paid mx — dJu with 7 the market price and ¢ the discretionary start up
price, no payment is made to non-committed units since then u=0 and x=0. However, it
may happen that rejected bids are profitable at the commodity market prices, in which
case ¢ is positive. In that situation, the term —dwu in the settlement rule makes the
market participant indifferent to being committed or not: if u was switched to one to
allow a profitable generation of electricity, a corresponding payment from the market

12



participant to the MO would occur offsetting these potential profits. This is another -
maybe surprising - aspect of the underlying idea of Theorem 2 in [71], and the fact that
for the obtained price system, optimal primal variables of the welfare program are also
solving the market participant’s profit-maximizing programs like (1.24) or (1.28).

In the original article [71], the question is asked to know if there are multiple equilibria
of this kind, i.e. supported by prices both for the commodity, and for the commitment
decisions. See [71, p.283]: ”Finally, our results say nothing about the uniqueness of
equilibrium prices. In fact, as can be seen in Scarf’s example in Section 4, there can
be multiple equilibria. (In simple examples, degeneracy of the augmented LP can be a
problem leading to multiple dual solutions. However, in larger more complex problems,
it is not entirely clear how big a problem a multiplicity of solutions will be)”. The
question is raised for ”efficient equilibria” in the sense of an equilibrium corresponding to
a welfare maximizing market outcome, the only outcomes considered in [71]. Otherwise,
it can be shown that any arbitrary choice of commitment decisions, i.e. of values for the
corresponding binary variables, will lead to an equilibrium as defined in [71]. For example,
outcomes under European market rules discussed below are examples of other equilibria of
such a kind where all commitment prices are positive or null. Again, for non-convex bids
" paradoxically rejected” according to the commodity market prices only which are ”good
enough”, the positive or null commitment prices & would generate a payment —¢ if u,. was
switched from 0 to 1, which would correspond to a transfer from the market participant
to the market operator, and these commitment prices § are determined to offset the
corresponding opportunity costs with regard to the commodity market prices, making
the market participant indifferent to being committed or not under the payment scheme
described above. Most of the time, these ”European-like equilibria” are not efficient as
they do not correspond to a pure welfare maximizing outcome.

Pursuing in the same direction and considering the bidding products proposed in Europe
(so-called block orders), the reference [70] shows that with IP pricing, provided the welfare
is positive, a welfare maximizing solution is always such that there is enough welfare to
finance compensations paid to bids losing money, so-called ” paradoxically accepted block
orders” if they are allowed.

One recurring grief made to the IP pricing approach is that it exhibits important com-
modity price volatility [78, 84], the reason intuitively being that the units which are
marginal and hence setting this price, which can have substantially different greater or
lower marginal costs, can quickly change with an increase of load. We argue here that it
also leads to counter-intuitive market prices, as the following example shows:

Example 1.2. This example is described in Table 1.3

Bids | Quantity (MW) | Limit price (EUR/MW) | Min. Acc. Ratio
A - Sell bid 50 30 -
B - Buy bid 50 130 -
C - Sell bid 40 40 -
D - Sell block bid 200 60 1
E - Buy block bid 200 90 1

Table 1.3: Instance with non-intuitive 'IP pricing’ outcome
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It could be shown (e.g. by solving the corresponding MILP problem) that the welfare
maximizing solution is here given by fully accepting A, B, D, E and rejecting C. As C is
fully rejected, the commodity market price must be less than or equal to 40 EUR/MW
(the marginal cost of C), and as A is fully accepted, the market price must be greater than
or equal to 30 EUR/MW. For such a price, D is ”paradoxically accepted” with respect
to the commodity price and would benefit from a ”start up price” corresponding to a
make-whole payment as shown above. However, intuitively, one may rather prefer to set
the price e.g. at 75 EUR/MW, in between the "marginal costs” of D and E, in which
case no make-whole payment is needed. If the bid C is removed from the instance, such
an outcome would correspond to a market equilibrium based on the commodity price
only.

Indeed, the anomaly here (if judged so) is related to an arbitrary distinction between bids
including non-convexities and those which don’t, and the fact that convex bids can not be
paradoxically rejected, while non-convex bids can be. As a consequence, rejected convex
bids if any impose conditions on market prices, while rejected non-convex bids do not. It
is also more generally related to the possibility for rejected bids, convex or not, to impact
market prices, a property related to Property 4 in [86], namely the possibility for offline
generators to set the market price, see Section D therein.

Finally, still concerning Example 1.2, let us recall that fully indivisible bids (so-called
block bids in EU markets) could correspond to real technical conditions of power plants
as reported in [78], p.9 concerning ”combustion turbine units for which the minimum and
maximum outputs are the same”.

1.2.3 Convex hull pricing

Convex Hull Pricing (CHP) has first been proposed in [40]. Ring has proposed in [78] to
minimize so-called uplifts - a formal definition is provided below - made to market par-
ticipants to compensate them from the actual losses or opportunity costs they face at the
computed market prices. The key contribution in [40] has been to show how to compute
market prices minimizing the corresponding required uplifts using Lagrangian duality (see
[38] on classical Lagrangian duality results). Prices obtained are sometimes also called
Extended Locational Marginal Prices (ELMP), see [100]. The approach is of main cur-
rent interest in the US where several Independent System Operators are considering its
implementation, though it is acknowledged that more research on the topic is still needed,
see for example the contribution [86] by researchers at the ISO New England.

Let us consider here a program slightly more general than (SWP). (We come back below
to the two instances of (SWP) previously used as toy examples.)

maxz B.(ue, z.) (1.32)
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> Z Qictic = 0 [7] (1.33)

c

(te, z.) € X Vee O (1.34)

where X, is the set describing the technical constraints proper to participant ¢ € C', while
B(.) represents the costs of production (with B < 0), or the utility of consumption (with
B > 0) corresponding to production levels Qz < 0 or consumption levels Qz > 0. Here,
z. € R is a vector whose components z;. correspond to the respective acceptance levels
of several bids ic, or several steps of a step-wise bid curve, all controlled by the binary
variable .

Given an optimal solution (u*,z*) and a market price 7, the uplift of participant ¢ € C
is defined as:

B.(te, ) — Z Qicxic}) — (Bc(uz, T —m Z Qicxfc> (1.35)

( max
(e, )€ Xe icel, icel,

The interpretation is straightforward: the uplift is the gap between the maximum surplus
participant ¢ could extract facing the market price m by choosing the best option regarding
only its own technical constraints, and the surplus obtained with this same market price
and the welfare maximizing solution. This gap is trivially always non-negative.

The contribution [40] has shown that market price(s) such that the sum of all these uplifts
is minimal can be obtained by solving the Lagrangian dual of the welfare maximizing
program (1.32)-(1.34) where only the balance constraint(s) (1.33) have been dualized.
Indeed, [40] considers a context where costs of production to serve a given load y should
be minimized, but can straighforwardly be adapted to our context of two-sided auctions
with both offers and demands. We review here this result, specializing the presentation
in [40] to the present context and notation.

Let us consider the following Lagrangian dual where the balance constraint(s) have been
dualized:

™ (te,xe)EXe,ceC

min [ max

Z Be(ue, xe) — 7 Z Z Qic.’L'ic:| } (1.36)

c icel.

As the lower level program is separable in ¢ € C', the dual can equivalently be written
as:

Bc(ucvxc) -7 Z Qicxic:|:| (137)

Z* = min E max
T (te,xe)EXeyc€C :
icel,.

c
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Let us observe that under constraint(s) (1.33), we have:

ZBc(uwzc) = ZB(UC,IC) — ﬂZZQicxic (1.38)

Hence (1.32)-(1.34) can equivalently be written with an arbitrary m as:

> |B

c

w*(m) = w* = max

(Ue, ) — T Z wawH (1.39)

icele

> Qe =0 (1.40)

c

(U, z.) € X, Vee O (1.41)

By weak duality, w* < z*. Moreover, as now detailed, the duality gap DG = 2" — w*
exactly corresponds to the sum of the uplifts, and solving the Lagrangian dual hence
aims at minimizing these. Again, let (u*, z*) be a welfare optimal solution, i.e. solving
(1.39)-(1.41), then DG = z* — w" can be written as:

c uc> c -7 Z chxw:| - Z

Be(uy,x}) — 7 Z chfch

min E max
™ (te,xe)€X e ceC
c

icele c icel,
(1.42)
or equivalently as:
min c\Ue, c wetic | T 5 L — i
T |:Z <(“6-,m(r:§l€aXXc,c€C u Te) =T Z Q Li < U ™ Z Q €, )>:|
‘ ic€le icel,
(1.43)

This shows that solving the Lagrangian dual with the balance constraints dualized pro-
vides prices minimizing the sum of the uplifts.

As first observed in [99] and more recently in [86], [44], solving the Lagrangian dual can
in certain situations be reduced to solving the continuous relaxation of the primal (1.32)-
(1.34). This holds when this continuous relaxation is itself equivalent to the following
"equivalent” formulation (under rather mild assumptions requiring the X, to be compact
mixed integer linear sets, see [44]) of the Lagrangian dual to consider:

max Z B (e, ) (1.44)
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> Z Qictic = 0 (7] (1.45)

c

(te, ) € conv(X,) Vee O (1.46)

*

where conv(X.) denotes the convex hull of the feasible set X, and B the convex
envelope of B, taken over X, i.e. the lowest concave over-estimator of Bg on conv(X,),
see [44, Theorem 1] in a slightly different setting where costs are minimized instead of
welfare maximized. See also the underlying results in [29] used therein, or also [38] for
equivalent results in a mixer integer linear setting. In such a case, the optimal dual
variables 7 related to the constraint(s) (1.33) of the continuous relaxation, which can
often be obtained as a by product when solving this continuous relaxation, provide an
optimal solution to the Lagrangian dual (1.36).

Still following [44], assuming that the B, are linear functions (the marginal costs/utilities
are constant), B, and B have the same "functional forms” and it is only required to
describe appropriately conv(X..), hence the interest polyhedral studies of the sets X, could
have, a review of which is given in [44] which also considers quadratic cost functions and
their convex envelopes over the X..

Regarding this, a key contribution in [99] improving on the more recent literature (e.g.
polyhedral studies discussed in [44]) is to provide a tight extended formulation of X,
when all of the following aspects are simultaneously considered: start-ups and shut-downs
with minimum shut-down periods, minimum/maximum power output levels and ramping
constraints. This is done with the purpose of computing efficiently the uplift minimizing
market prices.

Let us also note that formulations in [84] of the mixed integer linear feasible set of each
market participant are good with regard to the present discussion in the sense that its
convex hull is exactly given by the continuous relaxation. Moreover, the welfare objective
function is linear. Hence, according to the discussion above, minimizing the duality gap
between the primal and the dual of the continuous relaxation aims at minimizing the
uplifts. This is done in [84] under the additional constraints of revenue adequacy for
producers, in the sense that all the costs of producers must be recovered, i.e. both the
start up costs and the marginal costs.

Let us now observe the outcome Convex Hull Pricing (CHP) gives on the Examples
described above. In the context of Examples 1.1.1 and 1.1.2, the sets X, are described
by retue < 2. < ue,u. € {0,1}, where r. is respectively (11/12) and 0. It is trivial to
verify that in these cases, conv(X.) is described by its continuous relaxation, i.e. by
rete < e < U, 0 < e < 1
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Example 1.1 (continued)

Example 1.1.1 (CHP case): Example 1.1.2 (CHP case):
max (10)(300)zq + (14)(10)zp — max (10)(300)x, + (14)(10)x, —
(12)(40)z, — (13)(100)4 (12) (40, — (13)(100)z4 — 200u,

10z, + 4o, — 122, — 1324 =0 [7* = 40]

Ta <1 10z, + 142, — 122, — 1324 =0 [7* = 56.6...]
xp < 1 Tq <1

Te < U x, < 1

xe > (11/12)u, Te < U

g9 <1 19 <1

x>0 x>0

0<u.<1 0<u.<1

Hence, the outcomes are:

Example 1.1.1 (CHP case): Example 1.1.2 (CHP case):
1. Welfare maximizing solution: fully ac-
1. Welfare maximizing solution: fully ac- cept A, accept (10/12) of C, fully re-
cept A, accept (11/12) of C, accept ject B, D.
(1/14) of B, fully reject D. 2. Market price: m = 56.6...
3. Uplifts: no uplift for A, B, D, while C'
2. Market price: ™ = 40 requires an uplift of
[(12)56.6.. — ((12)40 4 200)]
3. Uplifts: no uplift for A, C, D, while B —[(10)56.6.. — ((10)40 + 200)]
requires an uplift of 30 EUR. =0—(—33.333..) = 33.333..

One can readily check by solving the corresponding LP that the sum of the uplifts, re-
spectively of 30 EUR and 33.333 EUR, correspond to the duality gaps.

Finally, let us go back to Example 1.2 used to identify a non-intuitive outcome when IP
Pricing is used. Solving the continuous relaxation, i.e. leaving aside that D and E can
only be fully accepted or fully rejected, the optimal dual variable value of the balance
constraint gives an uplift minimizing price of 60 EUR/MW. Only C requires an uplift, as
at that price the participant would prefer to have the bid fully accepted, with a surplus
of 40(60 — 40) = 800 instead of 0, the uplift hence being of 800 EUR. Again, though the
outcome may be more intuitive than when IP pricing is used, the price is still influenced
by bids rejected in the welfare maximizing solution, as the uplifts could correspond either
to "opportunity costs” or to "actual losses” incurred.
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1.2.4 European rules

European market rules are intimately related to IP pricing proposed in [71]. They can
be generally described as IP Pricing plus the constraints that all start up prices (or
commitment prices) of committed plants - or more generally accepted non-convex bids -
must be positive, meaning that a non-convex bid cannot be paradoxically accepted, while
marginal bids are setting the price. Hence no make-whole payments are needed. Also, non-
convex bids can be paradoxically rejected and are not compensated for the corresponding
opportunity costs, which corresponds to a situation where the optimal dual variable 4,
associated to the constraint of the form u. = 0 rejecting the bid is positive. Let us
recall that according to the IP Pricing rule, rejected bids are not compensated, as the
payment of the form 7Qx. — d.u,. is null if u, = 0, as observed in Section 1.2.2: the term
—0.u, in the objective just makes the participant indifferent to being committed or not at
electricity market prices 7: there is no real opportunity costs according to the definition
of the payment rule.

To a given extent, this view or precision on European market rules may be one contribution
of the present work. More precisely, our third contribution presented in Chapter 4 has
shown how to model the fact that no losses could be incurred when start up costs are
considered in a way which - as we argue for in the contribution - improves on current
practice and previous models proposed for these so-called " minimum profit conditions” in
uniform price auctions. This new market model essentially relies on the view of ” European
rules” in a broad sense as IP Pricing plus the additional conditions just described. It seems
more natural, more precisely as it relies on one simple principle: roughly speaking, the
condition "no losses incurred” corresponds to stating that there is no ”shadow cost” at
forcing a non-convex bid to be accepted.

With these rules, in each Example 1.1.1 and 1.1.2, the bid C' must be rejected. Once
rejected, the market price is increased to 100 EUR/MW, and the bid C is paradoxically
rejected in both cases.

300

D

5 10 Quantity 15 20 |25
Figure 1.2: A welfare sub-optimal solution satisfying European-like market rules

Let us note that in practice, there are hundreds of non-convex bids and only a limited
fraction are paradoxically rejected. However, due to the increase of so-called block or-
ders submitted past years, the number of these paradoxically rejected block orders has
substantially increased and is a source of concerns for all stakeholders, see [52].

Let us now consider Example 1.2. The optimal solution under current European market
rules is to fully accept A and B, and to reject C, D, E. The market price must then lie in
the interval [30;40] as A is fully accepted while C is a convex bid which is fully rejected
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and must hence be out-of-the money or at-the-money (i.e. the bid price must be "not
good enough”).

This can straightforwardly be shown using the following heuristic arguments. First, note
that due to the bid quantities at hand, D is accepted if and only if E is accepted as
well. However, if both are accepted, as no losses could be incurred, the market price
must lie in the interval [60;90]. In this case, A, B and C are all strictly in-the-money and
should be fully accepted, which leads to a contradiction as the balance constraint would
be violated. So D and E must be both rejected which sets no particular condition on the
outcome (as they are block orders which can be paradoxically rejected), and it is then
direct to check that given the bids A, B and C only, the market outcome is the one just
described above.

These market rules lead to particularly interesting modelling and algorithmic issues related
to peculiar MPEC models, and are the main topic of the present work.

1.3 Outline of the contributions

Part I of the present work presents three standalone articles, i.e. which can be read
independently from each other. Each article provides distinct key new results. However,
they all rest on a common technique that we now briefly discuss before moving to the
summary of the contributions themselves.

As mentioned above, the European rule according to which the convex part of the problem
must be at equilibrium (or roughly "marginal units are setting the price”), and which
is common to IP Pricing and the European market rules, can be modelled by requiring
optimality of the continuous decision variables for the welfare maximization problem where
the binary commitment decisions have been arbitrarily fixed. This leads to a simple
bilevel programming view on both IP Pricing and the European rules. In the European
market rules however, not all arbitrary commitment decisions lead to prices such that no
compensations are needed to cover the financial losses of some plants or consumers with
indivisibilities or fixed costs. Hence, one must determine commitment decisions (upper
level binary decision variable values) such that no losses are incurred at the prices obtained
as optimal dual variables of a lower level convex welfare maximizing program with these
upper level decision variable values given.

The class of bilevel programs where the lower level program parametrized by binary upper
decision variables is convex and for which strong duality holds is not of the most difficult
kind to handle, yet several modelling variants can be proposed. The modelling trick used
in the articles and now exposed in a slightly more general setting turns out to be of
interest both from an optimization and economic interpretation point of view, and seems
to improve on previous bilevel programming models proposed to address related pricing
problems in day-ahead electricity markets (see references reviewed below).

Let us consider the following bilevel program of the kind just described:

maxcix +dj u (1.47)

T,u
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S.t.

x € argmax{cax + dau|Asx + Byu = by, 2 > 0} (1.49)
x>0, (1.50)
re R ue {01} (1.51)

A classical approach would be to use strong duality to write optimality conditions of the
lower level program considering u as a parameter in the constraints Aoz = by — Bou. If 7
denotes the corresponding dual variables, this would first lead to conditions where non-
convex quadratic terms appear, corresponding to products of the form 7 4u., where 7, is
to interpret in our context as the market price at location [ in period ¢. These products
can be linearized exactly using a well-known ”McCormick convexification technique”,
requiring the introduction of many auxiliary continuous variables and constraints with
"big M’s” (one variable and four constraints per product m,u.), and other ad hoc linear
constraints can then ensure that the upper level decisions u are consistent with the market
prices m in the sense that no financial losses are incurred in case of acceptance, i.e. when
u. = 1. This is the general approach in [104, 32, 30, 31].

Instead, let us consider a partition K, U K, = K (r stands for "rejected” and a for
"accepted”) of the indices of u. In the lower level program (LLP), u acts as a parameter.
However, we keep it as a vector of variables and add constraints fixing these variables to
some arbitrary values according to the partition, providing the following Restricted LLP
(RLLP):

RLLP
obj = maxcla + diu (1.52)
S.t.
Az.’L’ + BQU = bg [77'] (153)
ug, <0 Yk, € K, [0}, ] (1.54)
—uy, < —1 Vkq € K,[0},] (1.55)
u<1 (1.56)
r,u>0 (1.57)
The dual of RLLP is well-defined:
RLLP-DUAL
dualobj = W%l}%r bim — Z O, (1.58)

ka
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S.t.

Alr > ¢, (1.59)
(By")'m+ 6, > dy Yk, € K, [ys,] (1.60)
(Bs)'m — 6 > dbe Yk, € Kafug,] (1.61)

56" >0 (1.62)

Optimality conditions for RLLP are conditions (1.53)-(1.57), (1.59)-(1.62) as well as the
condition obj > dualobj.

The key point is that we obviously do not know the values u in advance, as they should be
determined with respect to the upper level objective value and other ad hoc constraints
relating u to the prices m where applicable. Yet it is possible to overcome this issue and to
reuse optimality conditions for RLLP, with the following simple "modelling trick”.

Let us underline here the similarity of the present approach to the idea in [71] of fixing
the binary commitment variables to their optimal value to derive optimal dual variable
values used to form contracts. Here, the approach is very similar, but the "modelling
trick” which follows allows considering arbitrary binary variable values determined by
an arbitrary "upper level program objective” and the corresponding optimal dual vari-
ables to the restricted welfare maximization problem where these binary variables are
fixed to their value (this restricted welfare maximization program being the ”lower level
program”).

The "modelling trick” is as follows. Let us assume that we know bounds Mj on the
possible values of ¢}, 6; valid for every partition K, U K,, and consider the following
conditions:

BLPFS (Bilevel program feasible set conditions)

Az + Biu<b (1.63)
Ao 4+ Bou = by [7] (1.64)
ATm > ¢y [x] (1.65)
(B)YT'n + 0y — 0¢ > db Vk € Kluy] (1.66)
0p < Mi(1—uy) (1.67)
oy < Myuy, (1.68)
cyr 4 diu>bln— Z o (1.69)
&
x,u,0% 6" >0 (1.70)
reR 1 e RY ue{0,1}%,6% 6" € RE, (1.71)

It is then not too hard to check that every feasible point in BLPFS will provide a point
(u, x) feasible for (1.48)-(1.51) and that any point feasible for (1.48)-(1.51) will provide a
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point feasible for BLPFS. The general idea is that a point is feasible for BLPFS if and
only if it provides a partition K, U K, determined by the values of the u,. (more precisely,
K, = {clu. = 1}, K, := {c|u. = 0}), such that the optimality conditions for the lower
level program in (1.49) hold for this partition, which are given by (1.53)-(1.57), (1.59)-
(1.62) and obj > dualobj as described above. Values of u. are determined according
to some objective function to choose, e.g. the objective (1.47) if the goal is to solve
(1.47)-(1.51).

The reason is essentially that conditions (1.66)-(1.68) are enforcing (1.60)-(1.61) according
to this determined partition, and conversely that they are easily shown to hold given a
partition and conditions (1.60)-(1.61). Given these dual conditions, the condition (1.69),
enforcing equality of the primal and dual objective values, is equivalent to requiring
optimality for the lower level program in (1.49).

Theorem 3.1 in Chapter 3 or Theorem 4.2 in Chapter 4 are particular cases of this ap-
proach, on which also relies the proof of Theorem 2.2 in Chapter 2 (Theorem 2.3 of the
same Chapter uses in the same way strong duality for convex quadratic programs, as
described in Appendix A).

More precisely, taking the context previously described of pricing rules in day-ahead mar-
kets where marginal pricing is used, optimal dual variable values to the fixing constraints,
the values of the variables §°, which we call the shadow cost of acceptance, and ", the
shadow cost of rejection, are shown in the following chapters to respectively correspond
to upper bounds on losses of accepted non-convex bids, and to upper bounds on the
opportunity costs of rejected non-convex bids. European-like market rules can hence be
specified by simply removing the variables §° from the formulations, i.e. setting them to
zero, instead of adding ad hoc conditions besides additional auxiliary variables and corre-
sponding constraints used for some linearization where applicable. A simple cleaning-up
of the models also allows removing the variables ", providing models for European-like
day-ahead market auctions avoiding the use of any auxiliary variables or constraints. We
now move to the discussion of the content of each Chapter forming the core of the present
work.

1.3.1 Chapter 2

The key contributions of the article presented in Chapter 2 is to use the technique just
described to prove that MIP formulations avoiding complementarity conditions and any
auxiliary variables can be proposed to describe European market rules when so-called
block orders are considered, which are the only kind of non-convex bids proposed in the
Central Western Europe (CWE) region and by Nord Pool. The MILP formulation in the
case stepwise linear bid curves are considered is tractable ”as is” when given to a high
quality MILP solver, and has to some extent attracted the interest of practitioners e.g.
modelling markets in power generation companies (private communications). However,
the MIQCP formulation arising when piecewise linear bid curves are considered is not
tractable "as is” by top solvers today available, and still requires further algorithmic
work.

In this respect, another contribution is to show that decomposition techniques known
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to be efficient [60, 27] can be obtained as a Benders decomposition applied to the new
formulations, and that the proofs first developed in a MILP setting where only stepwise bid
curves are considered can readily be adapted to the more general setting where piecewise
linear bid curves are considered (a MIQCP setting), providing an efficient technique to
solve instances in that second setting.

Models and algorithms have been implemented in the algebraic modelling language and
software AIMMS and tested using real data kindly provided by EPEX Spot. AIMMS had
been chosen because it was, with GAMS, among the only existing algebraic modelling
languages allowing to use solver’s advanced features such as callbacks to specify so-called
lazy constraints or user cuts customizing the branch-and-cut algorithm. Let us observe
that the technical computing language Julia together with the modelling layer JuMP,
both of which are open source, also allow to use such solver’s features, and seem to be
the only open source optimization tools allowing this, but were not available at the time
of the numerical experiments presented in the article.

1.3.2 Chapter 3

The second contribution emphasizes the bilevel programming view with the approach
mentioned above, showing that an ezact linearization of the so-called (”ad hoc”) minimum
income conditions (MIC) used in Spain and Portugal can be given in that frame, leading
to a MILP model again avoiding the use of any auxiliary variables to describe equilibrium
for the convex part of the problem and the additional no financial losses conditions stating
in particular that start-up costs of dispatched plants must be recovered at the computed
market prices (together with a variable cost independent from the marginal cost curves
submitted with a given "MIC bid”, the relevance of which is questionable). Let us note
that a similar exact linearization has been given independently in [32] and in [30, 31]
though these contributions introduce many auxiliary variables in the models, cf. the
discussion above regarding modelling issues for bilevel programs of the kind considered
here. The exact linearization presented in Chapter 3 also leads to a direct and simple
economic interpretation regarding the linearization of the ”income” used to recover all
the costs (start up and variable).

The current approach of the Spanish power exchange OMIE (and hence in the Pan-
European market clearing algorithm EUPHEMIA [27]) is to handle the ad hoc non-
convex start up costs recovery conditions by relying on a heuristic approach for solving
the corresponding problem, first making the condition hold for all committed units by
removing those for which the condition is not satisfied (or even for which the probability
of satisfaction is too low), then iteratively trying to re-introduce rejected units which are
potentially paradoxically rejected, looking at that second stage if welfare is increased with
the reintroduction, see [27]. The exact linearization has hence also attracted the interest
of practitioners, as the model obtained when only these MIC orders are considered is
particularly simple to implement, and shows interesting performances when used ”as is”
in combination with a few additional considerations. However, the model involving both
block orders and MIC orders at the same time remains quite challenging.

This Chapter also examines in the same framework the issue of opportunity costs of so-
called paradoxically rejected block orders (PRB). This issue has been first considered
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empirically in [63] which has studied the number of such PRBs present in the market
solutions under various conditions on the size and number of block bids in the input, and
has derived from this a likelihood measure of being paradoxically rejected, in relation to
these characteristics of the instances.

Regarding this issue and to the best of our knowledge, our contribution in Chapter 3 is
the first to provide MIP formulations allowing to compute exactly the minimum total op-
portunity costs of such PRBs. The formulation is tractable for small to medium instances
but becomes much less tractable for large-scale instances of the size encoutered in the
whole Central Western Europe (CWE) region (Belgium, France, Germany, Netherlands),
though we successfully considered a few of these instances with results presented in [53].
Minimizing the opportunity costs, or also maximizing the traded volume, is compared
to the objective of maximizing welfare, and numerical tests are provided using realistic
instances corresponding to the Belgian market.

1.3.3 Chapter 4

This Chapter reconsiders the problem of market models with ”minimum profit condi-
tions” in uniform price electricity auctions first considered in Chapter 3 when addressing
modelling issues of such conditions according to the OMIE-PCR, approach in Spain and
Portugal (modelling of the so-called ”complex orders with minimum income conditions”
described above).

Besides the market model used in OMIE-PCR (and hence in EUPHEMIA [27]), several
other models have been proposed in the literature, with or without including the start up
costs in the welfare objective function.

Our main contribution in that Chapter is to show that appropriately generalizing so-
called block orders used in the CWE Region, by adding start up costs in the objective
function and using the same modelling and algorithmic ingredients, leads to a market
model considering these start up costs recovery conditions in what seems to be a much
more relevant way, both from an economic and computational point of view, than current
practice in OMIE-PCR or models in the existing literature. The new approach proposed
essentially relies on the above mentioned view of the general European pricing approach
(roughly equilibrium for market participants and TSOs safe that non-convex bids can be
paradoxically rejected) as a variant of IP Pricing where commitment prices are enforced
to be positive or null, meaning that one only considers market outcomes where no make-
whole payments are needed. Let us emphasize that the European pricing approach viewed
in this way is not the current approach in OMIE-PCR/EUPHEMIA which instead relies
on ad hoc non-convex start up costs recovery conditions, which seems artificial in view
of our contribution, as described in more details in the Chapter. Again, by make-whole
payments, we mean ”uplifts” or ”transfer payments” for compensating actual losses at the
market prices. This last contribution certainly clarifies the link between IP Pricing and
the general European approach, and shows that this last European IP Pricing variant can
in a general setting be handled in a highly efficient way, both via a (primal-dual) com-
putationally efficient MIP formulation or via a Benders decomposition with strengthened
cuts derived from this same formulation.
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Let us mention here another very interesting related result. The revised version of [65]
appearing as Chapter 2 in [64] and relying on [54] proposes an analogue of Theorem 4.7
in Chapter 4 in a context which considers general "mixed integer bids”, a careful analysis
of which shows they encompass the MP bids there proposed (though there is no mention
of applications such as the modelling of start up costs and the minimum profit conditions
or ramping constraints, etc). As the author indicates, he generalizes the applicability of
the cuts of Theorem 6 in [54], similar to those of Theorem 4.7, to these general mixed
integer bids (and general convex bids besides) using a completely different technique than
the Benders decomposition of Chapter 4.

Again, the contributions in this Chapter have attracted the interest of practitioners,
and as highlighted therein, seems to be ”the way to go” in terms of bidding product
harmonization across Europe, as far as the general European approach relying on uniform
prices is considered.

The models and algorithms proposed therein have been implemented in Julia with the
package JuMP. Both the source code and the datasets used for the study are freely avail-
able online, see [56]. Let us note that Julia and JuMP are both open source tools and the
implementation just mentioned has also been the occasion to contribute to JuMP and the
CPLEX bindings, by implementing a feature allowing the use of the "local” variant of the
“user cut” and "lazy constraint” control callbacks used to customize the branch-and-cut
algorithm of the underlying solver. As of now, CPLEX provides the feature but not yet
Gurobi. The local variant specifies that the added user cut or lazy constraint only applies
at the node where they are added, and the subtree originating from that node.

Finally, let us note that this last Chapter 4, besides its proper contributions, to a great
extent subsumes as special cases results presented in the previous Chapters, namely
the primal-dual formulations and the Benders decompositions in Chapter 2 (safe the
”quadratic cases”), and the exact linearization of the OMIE-PCR minimum income con-
ditions of Chapter 3 which is there reviewed to be further compared to the new approach
for modelling minimum profit conditions.
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Three contributions on non-convex
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Chapter 2

MIP formulation and algorithms for
Central Western Europe market
rules

Accepted manuscript version of: Mehdi Madani and Mathieu Van Vyve, Computation-
ally efficient MIP formulation and algorithms for European day-ahead electricity market
auctions. European Journal of Operational Research, 242(2):580-593, 2015.

Abstract

We consider the optimization problem implementing current market rules for European
day-ahead electricity markets. We propose improved algorithmic approaches for that
problem. First, a new MIP formulation is presented which avoids the use of complemen-
tarity constraints to express market equilibrium conditions, and also avoids the introduc-
tion of auxiliary continuous or binary variables. Instead, we rely on strong duality theory
for linear or convex quadratic optimization problems to recover equilibrium constraints.
When so-called stepwise bid curves are considered to describe continuous bids, the new
formulation allows to take full advantage of state-of-the-art MILP solvers, and in most
cases, an optimal solution including market prices can be computed for large-scale in-
stances without any further algorithmic work. Second, the new formulation suggests a
Benders-like decomposition procedure. This helps in the case of piecewise linear bid curves
that yield quadratic primal and dual objective functions leading to a dense quadratic con-
straint in the formulation. This procedure essentially strengthens classical Benders cuts
locally. Computational experiments using 2011 historical instances for the Central West-
ern Europe region show excellent results. In the linear case, both approaches are very
efficient, while for quadratic instances, only the decomposition procedure is appropriate.
Finally, when most orders are block orders, and instances are combinatorially very hard,
the direct MILP approach is substantially more efficient.
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2.1 Introduction

The liberalization of electricity markets in developed countries has led to market design
and algorithmic issues addressed now for many years, that still provide with interesting
research questions. In Europe, efforts are currently made toward greater integration
of electricity markets, with for example the Price Coupling of Region (PCR) project
supported by the Europex consortium [28]. In the particular case of day-ahead markets
and related power exchanges, this integration relies on a common market model whose
underlying algorithmic problem is the main subject of this article. This market model
has been studied previously, and from different points of view [60, 63, 99, 104]. It is more
generally an interesting model for such combinatorial auctions. Our contribution here
is the presentation of new algorithmic results relying on a new MIP formulation. Well-
known issues in non-convex electricity markets are recalled in Section 2.1.1, European
market rules in Section 2.1.2, while Section 2.1.3 details the contribution and structure
of the rest of the article.

2.1.1 Day-ahead electricity markets with non-convexities

Day-ahead electricity markets are designed as two-sided auctions in which participants
submit orders to buy or sell electric power during some hours of the following day, in some
given areas. A market operator collecting these orders is in charge of defining an optimal
matching, as well as market prices. Participants agree on a set of rules driving the clearing
process, such as rules for bid acceptance and price determination [92]. Order matching and
market prices depend in particular on network constraints, and computed prices should
ideally support a market equilibrium (for price-taker participants, the market clears for
these prices and no excess demand/supply remains, see e.g. [61]). The literature about
‘equilibrium among spatially separated markets’, thought in a different setting, has been
studied in [25, 85, 95]. Samuelson has proposed the term Cournot-Enke equilibrium [85]
for such kinds of equilibria.

The most complicating feature in day-ahead electricity markets, from both the market
design and algorithmic perspectives, is the fact that some orders may be non-convex,
in the sense that they yield, in the mathematical formulation of the market clearing
problem, objects that don’t have the convexity property (e.g. non-convex feasible sets).
For example, a participant can submit a block order for which a ”fill-or-kill condition”
must hold: the order can only be fully accepted or fully rejected. These block orders allow
participants to reflect more accurately their production constraints and cost structures.
This is mainly due to (i) non-convex production sets (e.g. minimum output levels at
which a plant can operate) and (ii) fixed (start-up) costs [63].

A primal program optimizing welfare and defining the optimal selection of bids ensures
that the allocation is dispatchable, i.e. respects network security constraints. When there
are no non-convexities (e.g. no block orders), it is well-known that optimal dual variables
(shadow prices) of this primal program provide with equilibrium prices, as expressed
by complementarity constraints relating primal and dual optimal variables. In a mixed
integer context, classical strong duality fails, and it is also well-known that a market
equilibrium with uniform prices is most of the time mathematically impossible [34, 71,
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84, 99, 104]. Uniform prices mean that payments depend only and proportionally on
exchanged quantities, via the unique commodity price per time slot and market area,
or the price per transmission resource. In particular, this prevents the use of transfer
payments for executed bids that would otherwise incur a loss to the bidder. These elements
are formally recalled below.

Several interesting approaches have been proposed to clear electricity markets with non-
convexities. O’Neill et. al. [71] proposes to solve a primal problem, then to fix integer
variables to their optimal value to obtain a convex program whose optimal dual variables
are used to form contracts yielding an equilibrium situation. The reference [40] proposes
a ’convex hull” approach where transfer payments (uplifts) ensuring a market equilibrium
are minimized, while [84] proposes to use uniform prices in such a way that producers
recover their costs, and minimizing the duality gap caused by integer constraints. Other
propositions are given in [3, 7, 97, 99]. Except [84], all these propositions implement
non-uniform pricing schemes.

2.1.2 The current European market model

In Europe, the choice has been made to use uniform prices to avoid discriminating par-
ticipants. The chosen counterpart is that some block orders providing with a gain to the
bidder for the computed market prices may be paradoxically rejected, and are not finan-
cially compensated. This is for example the solution adopted in coupled markets such as
CWE (Central Western Europe market, pooling Belgium, France, Germany, Luxembourg
and the Netherlands), which has just been extended to the North Western Europe market
(NWE), including Nordic-Baltic countries and Great-Britain. The market clearing opti-
mization problem of these markets is the main topic of this article, see [21] for a full list
of requirements. The only requirements of CWE not included in the model we consider
below are linked and exclusive block orders, but adding them is straightforward and would
only make notations less clear.

The classical way to formulate common European market requirements in a mathematical
model is via the addition of dual and complementarity constraints to the primal program
defining feasible dispatches. These complementarity constraints form a subset of those
that would be a consequence of duality theory holding in a well-behaved convex situa-
tion (without block orders), see [60, 99]. To handle these formulations, special purpose
algorithms have been designed. The two best algorithms so far have been developed in-
dependently [21, 60], COSMOS [21] being used in practice in the CWE region since 2009,
and on which the algorithm EUPHEMIA [26] used in the NWE region is based. Both
are decomposition-based branch-and-bound algorithms solving a main optimization prob-
lem and adding cuts to exclude incumbents for which no uniform prices fulfilling auction
requirements exist.

On the other hand, so far, all mixed integer linear programming formulations proposed
are using auxiliary variables. For example, [63] uses a formulation with auxiliary binary
variables equal to twice the number of hourly (continuous) orders, and is intractable as
such when dealing with real large-scale instances. This is similar to the formulation that
could be obtained by linearising complementarity constraints, also introducing at least
two binary variables per hourly order. A last recent proposition [104] needs a number of
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auxiliary variables proportional to the number of block orders and submarkets (a given
location and time slot), and is also not suitable for large-scale instances, according to
numerical results presented.

2.1.3 Contribution and structure of this article

In this article, we provide with a non-trivial reformulation of the European Market Model
(EMM) that has several advantages. Precisely, we show how EMM can be modelled
as a mixed integer linear program without the introduction of auxiliary variables, when
stepwise bid curves (see definitions below) are considered, beside block orders and network
constraints. When piecewise linear bid curves are considered, EMM can be formulated as
a mixed integer quadratically constrained program (MIQCP) with one non-linear convex
quadratic constraint (with integer variables). In the linear case, the new formulation
allows to take full advantage of the power of well-known state-of-the-art MILP solvers,
and we are able to solve real large-scale instances without further algorithmic work. In
both cases, the new formulation allows the use of a classical Benders decomposition. In
particular, we derive in Section 2.4 a Benders-like decomposition procedure with cuts that
are stronger than those proposed in [60]. The new cuts are obtained by strengthening
classical Benders cuts derived from the new formulation locally (i.e. in branch-and-bound
subtrees, using information provided by node solutions). This decomposition algorithm is
needed when piecewise linear bid curves are considered, since today solvers are not able
to deal with large-scale MIQCP problems of the kind presented below.

The organization of the paper is the following. Section 2.2.1 recalls with the notation
of the article well-known results about market equilibrium with uniform prices in the
presence of indivisible orders. Section 2.2.2 presents known MPCC formulations [60, 99]
of EMM with stepwise bid curves and with general piecewise linear bid curves respectively.
Adaptations presented in Section 2.2.2 use the classical Dorn’s quadratic programming
duality results. In Section 2.3, we present the new MIP formulations in both the linear and
the quadratic case. In Section 2.4, we show how to derive a decomposition procedure by
the use of a Benders-like argument, again both in the linear and quadratic cases. Finally,
Section 2.5 is devoted to computational experiments.

2.2 Non-convex Day-ahead Electricity Markets and
the European Market Model

We first fix the notations, describe the market coupling problem [21, 34, 60, 62, 99], and
recall why a market equilibrium with uniform prices (see definition below) most of the
time doesn’t exist in the presence of indivisible orders.

2.2.1 Market equilibrium with uniform prices and non-convexities

Notation and description of the model.
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Sets: [ is the set of (continuous) hourly orders, .J is the set of block orders, and K is the
set of network elements (e.g. high voltage power lines or nodes, depending on the network
model). The set of bidding locations and time slots are L and T respectively, while N is
a set indexing network constraints.

Decision variables: The variables z; € [0,1], i € I and y; € {0,1}, j € J are decision
variables which define the level of execution of a given order. The other variables n; are
used to describe feasible dispatches, according to the network model (see below).

Objective function: The market coupling problem is modelled as a welfare maximisa-
tion program. This amounts to maximize the total seller and buyer surplus.

Bid curves and hourly orders

For each time slot ¢ € T" and each location [ € L, participants submit a piecewise linear
bid curve specified by a finite set of breakpoints {(Qs, Ps)}ses. These bid curves give the
limit (buy or sell) prices, in relation to bid quantities (see Fig. 2.1). Aggregated supply
and demand bid curves are then computed, containing all the information needed for the
clearing process. Each two consecutive points (Qs, Ps) and (Qsy1, Psy1) correspond to a
hourly order i of quantity Q" = (Qsy1 — Q). The decision variable x; determines which
fraction of this quantity is executed.
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Figure 2.1: stepwise and piecewise linear bid curves

For offer bid curves, Ps < Psyq (the curve is non-decreasing), while for demand bid curves,
P, > P, (the curve is non-increasing). Stepwise bid curves are such that Py = Psyq
if Qs # Qs+1 while for piecewise linear bid curves in general, one can have P, # Psyq
and Qg # Qsv1. A hourly order ¢ € I always comes from a bid curve corresponding to a
given area and a given time slot. However, we will be slightly more general, allowing an
order to bid quantities in several areas and time slots. This eases the formal description
of the market clearing problem. The parameters associated to a hourly order i are:
P Qf,t, for step orders, and Pi, P}, th for interpolated orders which come from general
piecewise linear bid curves. For example, according to the left diagram of Fig.1, a decision
variable x; is associated to an order with bid quantity Q' := (Qy — @) and a bid price
P' .= P, = P,. We deal with piecewise linear bid curves and interpolated orders in
Section 2.2.2. Instead of partitioning all orders into the sets of buy orders and sell orders,
quantities for buy orders are counted positively, and negatively for sell orders. This is
convenient to derive economic interpretations, to state network balance constraints, or
the welfare maximizing objective.
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Block Orders In practice, a block order j € J is related to a given area [ € L and
specified by a price P/ and quantities Q{ for several periods t € T. However, we will
again be slightly more general, allowing to consider quantities over multiple areas. The
parameters for a block j are P/ and Q{t The binary decision variable y; determines if the
order is entirely accepted or entirely rejected. Again, quantities are counted positively for
buy orders, and negatively for sell orders.

Linear Network Models

The DC linear network model in [84], or the network models currently used in European
day-ahead markets such as the ” Available-to-Transfer Capacity” model (ATC) [21, 26, 60]
or flow-based models (FB) relying on so-called PTDF matrices [21, 26, 34], are all lin-
ear network representations. We therefore consider an abstract and very general linear
network model to emphasize the fact that the new algorithmic approaches we propose
here work with all these usual models. In this setting, the set K contains network ele-
ments (inter-connectors or network nodes), variables ny denote quantities related to each
element, and coefficients e}, in (2.4) describe, for a given submarket (I,%), how these
elements are related to the net export position of this market. Then, constraints (2.5)
describe the most general kind of linear constraints on these network elements. For exam-
ple, in the case of ATC models, the set K denotes the set of cross-border lines, variables
ny correspond to flows through these lines, and constraints (2.5) would then be capacity
constraints on these flows. For flow-based models, they correspond to ’critical network
elements’ [21].

DA-PRIMAL
max 3 (Y Qi PYwi+ Y (@ Py (2.1)
CEE L JLt
subject to:
S Qi+ Y QLyi=> e, V1) e LxT  [p] (2.4)
i j k
Z A M < Wy, YmeN  [up] (2.5)
k
y; € Z vjeJ (2.7)

Let us consider the continuous relaxation of DA-PRIMAL, denoted by DA-CR. Its dual
is:

DA-CR-DUAL
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51,5%1137HWL Zz: s; + ZJ: 55+ zm: Win U, (2.8)

subject to:

sit Y Qupe =Y QP Viel [z (2.9)
It 1t

s+ QLo >=d QP Vi€ J [y;] (2.10)
It It

>ttt — > e =0 Yk € K [ng) (2.11)

m l
iy 85 U > 0 t Viel,je JmeN (2.12)

And the related complementarity conditions are:

DA-CC

si(l—y;) =0 VielJ (2.14)

zi(si+ Y Qi — Y QI P) =0 Viel (2.15)
It It

yilsi + Y QL —> QL) =0 VielJ (2.16)
It It

um(z A kMg — wm) =0 Ym e N (217)

k

Market equilibrium with uniform prices: definitions and classical results

Solving the market coupling problem implies to find prices supporting, ideally, a mar-
ket equilibrium. In a convex situation where all orders are continuous orders, classical
shadow prices (pi¢, Uy, here) are uniform equilibrium prices (see definitions below) for the
optimal bid allocation. We review here this equilibrium property implied by dual and
complementarity constraints.

Definition 2.1 (Uniform prices). A price system for the auction process will be called a
system of uniform prices if all money transfers between market participants depend only
and proportionally on a single commodity price p;, per location | € L and time slott € T'.
Definition 2.2 (Bid surplus). Let p;; be uniform prices. A hourly or block order i € TU.J
1s said to be:

(1) in-the-money (ITM) if ZQ}t(P’ —pii) > 0. This essentially means that for the
1t
given market prices, the bidder (producer or consumer) has an economic surplus.
For hourly orderg, since an order has a precise location and time slqt, the sum has
only one term Q) , (P" — piy4,). So if Q) < 0 (sell order), then P < py, 4, and if
Qfg,tg > 0 (buy order), then P> Dio to -
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(i1) at-the-money if X:th(PZ — pit) = 0. For hourly orders, this means Qj, , (P' —
Lt

Dioto) = 0, and (dssummg Q;O,to #0), P' = p4, both bid and market prices are
equal.

(iii) out-of-the-money if it is not ITM nor ATM (i.e. its execution would incur a loss):
> Qi (P —pi) <0.
Lt

Definition 2.3 (Network equilibrium and optimality conditions for the TSO problem).
For a given primal solution (x,y,n) and prices p, there is a network equilibrium if there
exist network resource prices u,, > 0,m € N such that (2.11) and (2.17) hold. When
the abstract network model is specialized to usual linear network models (e.g. ATC or
Flow-based [21]), these conditions mean that transmission of electricity has a value only if
transmission capacities are scarce. The network resource prices are given by the variables
Uy > 0,m € N. In that situation, for the given market prices, the TSO cannot be more
profitable by transporting more or less electricity than in the current situation.

Let us note that for an ATC network model [21], a price difference p;; < py, can only
occur when the line from the market with lower price to the market with higher price is
congested. In that case the price difference equals the congestion price.

Definition 2.4 (Market equilibrium with uniform prices). Let (z*,y*,n") be a feasi-

ble point for DA-PRIMAL, i.e. satisfying (2.2)-(2.7), and p* uniform prices. Then
(x*,y*,n*) and p* form a market equilibrium with uniform prices if and only if:

L (a) Fully executed orders are ITM or ATM, (b) fractionally executed orders are ATM,
(c) rejected orders are ATM or OTM.

II. Network equilibrium conditions, given at Definition 2.3, are satisfied.

The definition essentially means that for the given prices pj,, no excess demand or excess
supply remains, and no other level of execution could be more profitable to the bidders

or the TSO. For example, for a given order i: Vz; € [0,1], ZQ}t(Pft — pl)ri <
Lt

Z Q?z(Pth - pZ’t)xi‘

Lt

The two following results are then classical. Proofs are given in appendix.
Theorem 2.1. Let (z*,y*,n") be a feasible point for DA-PRIMAL, i.e. satisfying (2.2) —
(2.7).

(1) A market equilibrium with uniform prices exists if and only if there are dual variables
83,8}, Ple» U, such that dual and complementarity constraints (2.9) — (2.17) are satisfied.

(1) This is the case if and only if (x*,y*,n") is optimal for the continuous relaxation
DA-CR, s}, 8},pls Uy, is optimal for the dual DA-CR-DUAL, and both objective values
are equal.

Corollary 2.1. Consider DA-PRIMAL (i.e. the primal program, including integer con-
straints). There exists a solution (x,y,n) and uniform prices p;, forming a market
equilibrium if and only if the continuous relaxation DA-CR admits an optimal solution
(z},yj,ny) with y; € Z, ¥j € J.
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Theorem 2.1 and Corollary 2.1 show that a market equilibrium with uniform prices exists
if and only if there is no duality gap caused by integer constraints, which is not the case
for most instances.

2.2.2 The European Market Model: classical MPCC formula-
tion

We describe here the model used everyday in Europe to clear day-ahead markets [21] and
recall its classical MPCC formulation [60, 99]. Since a market equilibrium with uniform
prices often doesn’t exist, the solution adopted in Europe is to compute uniform prices
such that hourly orders and the network are both ’at equilibrium’, and only paradozically
rejected block orders (PRB) are tolerated as deviations from a perfect market equilibrium.
These PRB, if executed with the given market prices, would provide with a gain to the
bidder, but are rejected by the market operator.

Market clearing price range condition: The following condition is a technical con-
dition (used in Theorems 2.2 and 2.3), ruling out arbitrarily large market clearing prices,
while allowing them to be sufficiently large not to exclude any relevant market clearing so-
lution (e.g. using Lemma 2.1 in [72] and bounds on all input data assumed to be rational
numbers of a priori limited precision):

i € [P, P V(l,t)e LxT (2.18)

However, let us note that in practice, bid prices are constrained to lie in a range [—Pbid, Pln-d},
and P is set to Pyg, which is usually fine, though in some rare cases renders the problem
infeasible. See also [69] on related issues about ranges for bid prices and market clearing
prices.

Definition 2.5 (European prices). The main requirements of EMM are: (i) uniform
prices, (11) OTM orders must be rejected (block and hourly orders as well), (iii) ITM
hourly orders must be accepted, (iv) network equilibrium constraints must be satisfied and
(v) computed market prices must lie in a specified interval [—P, P].

EMM with stepwise linear bid curves

The classical way to state a maximisation problem formulating European market rules is
to write primal, dual and all complementarity constraints excepted those of type (2.14)
(see e.g. [99]). According to the interpretation given above, this corresponds to drop for
block orders the requirement that they should be accepted if they are ITM. This yields a
mathematical program with complementarity conditions (MPCC).

EMM-MPCC:

max Y (> QjPhzi+ > (O QPy; (2.19)
iUt

T,y,n,p,u -
J Lt
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subject to constraints: Primal and dual constraints: (2.2) — (2.7), (2.9) — (2.12), the
price range condition (2.18) and the subset of complementarity constraints: (2.13), (2.15)—
(2.17), but not subject to complementarity constraints of type (2.14). O

This formulation involves non-linear constraints, and instances, which are very large in
practice, would be hard or even impossible to solve as it is with current MINLP solvers.
For this reason, special purpose algorithms have been designed (see above).

EMM with piecewise linear bid curves and quadratic programming dual-
ity

The adaptation needed to consider piecewise linear bid curves rely on duality results for
convex quadratic programs. We first recall the market equilibrium conditions expressed
by dual and complementarity constraints in this different setting. Let us consider the right
diagram of Fig.1. A segment of a piecewise linear bid curve now corresponds to a hourly
order with a price Py at which the order starts to be accepted, a price P; at which it is fully
accepted, and bid prices for intermediate quantities are obtained by linear interpolation
(see e.g. the hourly order associated with the first segment and variable x; in the right
diagram of Fig.1). For a sell order i, P; > P¢ (because the bid curve is non-decreasing),
while for a buy order i, Pj < P{ (because the bid curve is non-increasing). The objective
function giving the welfare now depends quadratically on the levels of executions x; (cf.
the area below a bid curve segment limited by an execution level ;).

DA-PRIMAL-QUAD

LiyYj:Nk

2
max Z(Z Qo + Z QP — Po)j) + Z(Z Q{,tpl],t)y]' (2.20)
it 1t oLt

subject to (primal constraints remain unchanged): (2.2) — (2.7)

The objective function is trivially concave as factors Qj ,(P{ — P}) are non-positive, and
the continuous relazation of DA-PRIMAL-QUAD, noted DA-QUAD-CR, is a convex
quadratic program. Strong duality still holds in this setting (see e.g. [22, 39, 98]).
Compared to the dual DA-CR-DUAL above, the dual objective function has additional
quadratic terms:

DA-QUAD-CR-DUAL

2
o0, in Zsi+Zsj+Zwmum — Z(Z Q. (P — PO))E (2.21)
OBt b T ] m P
and feasibility inequalities of type (2.9) in DA-CR-DUAL have an additional linear term:
sit ) Qe =) Qi +Y QP —F)u  Viel [z, (222)
Lt

It It
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while other constraints (2.10) — (2.12) remain unchanged.

Lemma 2.1. If (z,y,n) is an optimal solution of the continuous relazation DA-QUAD-
CR, there exists a dual optimal solution (s;,S;, Prt, Um, V;) such that v; = x; Vi e I.

Proof. 1t is a direct application of Dorn’s quadratic duality theorem (see e.g. [22], [39] or
[98]). O

When stating primal, dual and complementarity constraints, or primal and dual con-
straints with equality of objective functions, we will thus be allowed to replace v; with z;,
since such a solution of the dual program exists. This is indeed needed for the economic
interpretations.

Complementarity Constraints

Compared to the previous case with stepwise bid curves and complementarity constraints
(2.13)—(2.17), one has just to replace complementarity constraints of type (2.15) by:

wi(si+ Y Qo — > QP — > Qi (P — P)xi) =0 (2.23)
It It It

Lemma 2.1 has been used to replace v; by x;. Using this, the definition of ITM, ATM or
OTM can be adapted for these interpolated hourly orders, as well as Theorem 2.1 and
Corollary 2.1:

Definition 2.6 (Bid surplus for hourly orders, quadratic setting). Let p,; be a set of
uniform prices and x; the execution level of the hourly order i. The order is said to be:

(i) in-the-money (ITM) if Z Qi+(P{ = piy) > 0. Recalling that there is in practice only
1t

one term in the sum and the sign convention for quantities, this means that p,; > Py for

sell orders and pyy < P} for buy orders.

(i) at-the-money (ATM) if ZQ}&P& + ZQ;t(Pf — PHw; = ZQf,tpl,t, with x; the
Lt 1t Lt

execution level. In this case, again considering orders for one market segment (lo,to):
Dio.ty 05 equal to Py + (P{ — Py)x;, i.e. the market price equals the interpolated bid price
given by the piecewise linear bid curve for this level of execution.

(i) out-of-the-money (OTM) i 3" Q4,P5 < 3" Qlyps. This means that pry < Py for
It It
sell orders and p;; > Pg for buy orders.

The definition 2.4 of a market equilibrium with uniform prices given above is still valid
when considering interpolated hourly orders and Definition 2.6. The adaptations of The-
orem 2.1 and Corollary 2.1 are straightforward and only concern constraints related to
hourly orders: just replace dual and complementarity constraints (2.9) by (2.22) and
(2.15) by (2.23), respectively. Lemma A3 in appendix details what needs to be adapted
in Lemmas Al and A2 to prove the analogue of Theorem 2.1 for markets with piecewise
linear bid curves.
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EMM-QUAD-MPCC:

As in the previous case, a MPCC formulation here denoted EMM-QUAD-MPCC can be
given, by just replacing in the formulation EMM-MPCC the welfare objective function
by the quadratic one (2.20), as well as dual constraints (2.9) by (2.22) (using Lemma 2.1
to replace v; by x; as above), and complementarity constraints (2.15) by (2.23).

2.3 New MIP Formulations

When stepwise bid curves are considered beside block orders, the new formulation consists
in an ezact linearisation of EMM-MPCC, avoiding the use of any auziliary variable. When
more generally piecewise linear bid curves are considered as well, EMM-QUAD-MPCC
can be reformulated as a MIQCP with one convex quadratic constraint (with integer
variables). The advantage of these new formulations is twofold. First, in the MILP
case, it allows to solve real large-scale instances without any special purpose algorithm,
using state-of-the-art MILP solvers. Second, one can derive in both cases a Benders-like
decomposition algorithm, particularly useful to deal with piecewise bid curves where a
MIQCP must be solved. The strengthened Benders cuts obtained improve on the exact
cuts provided in [60], also using Benders decomposition to solve a formulation similar to
the formulation EMM-QUAD-MPCC. These cuts are derived in Section 2.4.

2.3.1 EMM with stepwise bid curves as a MILP

The new formulation involves all primal and dual constraints as well as an equality of
objective functions condition (instead of a subset of complementarity constraints). To
ensure the existence of a solution and to reflect the choice of allowing some ITM block
orders to be rejected, dual constraints of type (2.10) are modified, yielding constraints
of type (2.31) below, where the M; are large enough to deactivate the constraint when
y; = 0, and chosen in such a way that constraints (2.31) don’t reduce the range of prices
given by the market rule (2.18). Using the price range conditions above, it is direct to see
that M; := Z 2P|Q{¢| is a sufficient choice.
1t

EMM-MILP:

Jmax 3 (> QP+ QL Py, (2.24)
T 1t

J

subject to:

pie € [P, P V({,t)e LxT (2.18)
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SO QP+ Y O @ Py >
It joLt

i

’ (2.25)
Z s+ Z S+ Z Wi Uy,
i J m
r; <1 Viel (2.26)
yp <1 VjeJ (2.27)
Qw4 QL= e, V(i,t)e LxT (2.28)
i j k

Z A T < Wiy Vm e N (2.29)
si + Z Q) pis > Z Qi P Viel (2.30)
5 +ZQZ Due > ZQLPJ M;(1—y;) VjeJ (2.31)
Zam kUm — Zel tPit = 0 Vk e K (232)
LiyYjy Sis Sjy Um 20« Yj €z VZ€]7V] S J.,VmeN (233)

Theorem 2.2. The formulation EMM-MPCC and the new MILP formulation EMDM:-
MILP are equivalent in the following sense: (i) for each feasible point (z,y,n,p,u,s) of
EMM-MPCC, there exists § such that (x,y,n,p,u,§) is feasible for EMM-MILP.

(ii) Conversely, for each feasible point of EMM-MILP (x,y,n,p,u,s), there exists § such
that (xz,y,n,p,u,§) is feasible for EMM-MPCC.

Proof. See appendix. O

2.3.2 EMM with piecewise linear bid curves: new MIQCP for-
mulation

We give here the new formulation analogue to the one presented above, where (2.25) and
(2.30) are replaced by their quadratic analogues (2.35) and (2.40) respectively. For the
sake of clarity, we rewrite here all constraints in extenso, as they will be used in Section
2.4.

EMM-QUAD-MIQCP:

w

maxZZQ”PmJFZQ”PZ PZl ZZQ ' (2.34)

J

subject to:
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pit € [P, P] V(,t)e LxT (2.18)

I\DLM

Z(Z Q?,tpéxi+ZQ§,t(Pl Z ZQ“ L)Y =
iUt Lt J

2
S5t st S Wt — > Qi (P~ Pg’)%) (2.35)
i J m It

2 <1 Viel — (2.36)
y; <1 vieJ (237
SQmi+ Y Qlyi= e, Vi) e AxT  (2.38)
Zam,knk < Wiy Ym e N (2.39)
si + Z Qiprs > Z QP+ Z QP — Py)zi Viel (240
SJ+ZQ”pH>ZQJP — M;(1—y) VieJ o (2.41)
Zam Kl — Zez WP =0 Vke K (242)

Theorem 2.3. Both EMM-QUAD-MPCC and EMM-QUAD-MIQCP formulations are
equivalent in the following sense: (i) for each feasible point (x,y,n,p,u,s) of EMM-
QUAD-MPCC, there exists § such that (x,y,n, p,u, §) is feasible for EMM-QUAD-MIQCP.

(ii) Conversely, for each feasible point of EMM-QUAD-MIQCP (x,y,n,p,u,s), there ex-
ists § such that (x,y,n,p,u,§) is feasible for EMM-QUAD-MPCC.

Proof. See appendix. |

2.4 A Decomposition Method

Here, we derive from our new formulation a Benders-like decomposition algorithm, where
cuts are added within the branch and bound tree used to solve the primal program
DA-PRIMAL or DA-QUAD-PRIMAL, when no European prices exist for a given node
solution incumbent. By a node solution incumbent, we mean a new best primal feasible
solution obtained as the optimal solution to the LP relaxation at a given node of the branch
and bound tree. It is in this sense similar to the two best algorithms [21, 60] mentioned
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earlier (the algorithm briefly described in [21] is the proprietary algorithm in charge of
solving CWE market instances on which further technical developments for European
market integration relies). The cuts we propose are stronger than the cuts proposed in
[60]. Quadratic instances of the new formulation cannot be solved with today solvers,
and such an algorithm is needed to solve efficiently real life instances. The derivation is
in a first stage very close to [5], and in particular relies on the Farkas lemma and the
finiteness of the number of vertices of the polytope defining the feasible set of a so-called
slave program.

To simplify notations, in all this section, only one area and one time slot are considered,
but all of what follows can be carried out with several areas, time slots, and a network
model. We are sometimes referring to corresponding previous constraints involving the
network structure, but the adaptations needed are minor and direct. In all this section, we
neglect the price range condition (2.18), assuming as explained above that P is sufficiently
large not to exclude any relevant solution. Hence, the decomposition as presented here
actually solves EMM-MILP minus (2.18). Exposition is made first in the linear case. It
is shown hereafter how to handle the quadratic case in a similar way:.

2.4.1 The linear case

Consider the primal problem DA-PRIMAL of Section 2.2:
max obj = Z Q'Plz; + Z Qijyj,
i J

subject to (2.2) — (2.7), with only one market (no network and only one period), i.e.
with N empty and Z eﬁtnk := 0, to simplify notations.
k

Consider now a branch-and-bound procedure and let (z*,4*) be a node solution incum-
bent. According to constraints (2.25), (2.29) — (2.33) of the new formulation EMM-MILP,
a supporting European price exists if and only if there exist s;, s;, p, (pm denoting the
market price) such that:

— 5= Q'pn < —Q'P' Viel [u] (2.44)

-5, — Q'pm < —Q'P" + M;(1—y;) VieJ [u] (2.45)

Z si + Z s; < obj” (U] (2.46)
i J

where obj* denotes the corresponding optimal value Z Q'P'x; + Z Q' P’ y; of the ob-
i J
jective function for this node solution.

According to the Farkas lemma [87], a solution to a linear system Az < b,z > 0 exists if
and only if Yy > 0, yA > 0 = yb > 0. The existence of a European price is so equivalent
to:
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Z —Q'Plu; + Z —Q7 Plu; + Z M;(1 = yi)uj + obj*u, >0
i J J

V(u;, uj,u,) such that:

—u; +uy >0 (2.48)
—uj +u; >0 (2.49)
> Qui=Y Quy=0 [py] (2.50)
i J
Ui, Uj, Uy > 0, (2.51)
The condition being trivially satisfied if u, = 0, we can assume u, := 1 (normaliza-

tion).

Rearranging terms, a European price exists if and only if :
S TQPu+Y QP =Y Mi(1—yu; <Y QP+ QIPy;
i J J i J

V(u;, u;) € P with P defined by the constraints:

u <1 (2.52)

u; < 1 (2.53)

> Qui+ Y Qu;=0 (2.54)
i J

Uiy Uj > 0 (255)

This yields:
Lemma 2.2. For a given node solution (x7,y;) , a European price exists if and only if:

max Plu; + I Py, — M (1 —yi)u; < obj*. 2.56
(wmep Z:Q EJ:Q j EJ: J( yj) j J ( )
Lemma 2.3. Let (u}, u;‘) denotes an optimal solution to the optimization problem in the
left-hand side of (2.56), stated in Lemma 2.2. Then y; =0 = uj = 0.

Proof. Because the numbers M; are very (arbitrarily) large fixed numbers, if yj = 0,
the objective could not be optimal for any vertex of P with u; # 0. Accordingly, this
could also be shown by noting that constraints of the dual of the left-hand side program
are constraints (2.30) — (2.33) with y; = y; fixed, and that u; are the shadow prices of
constraints (2.31). If y; = 0, the corresponding constraint (2.31) is not binding because
of the choice of the M; (s; > 0 is binding instead), and u; = 0. O

Note that the numbers M; are used here only in proofs, and will be avoided in the final
procedure described below. The criterion of Lemma 2.2 admits a nice interpretation.
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Let us consider the continuous relaxation DA-CR. with the additional constraints that all
blocks at 0 in the node solution are held at 0 in this relaxation. From the two previous
lemmas, it follows that the optimal objective value for this modified relaxation cannot be
greater than the current node solution value:

Theorem 2.4. For a node solution (x*,y"), consider the polytope
PP = P {(u,uj)| uj =0 if y; = 0}. Then a European price exists if and only if

max Z Q' Piu; + Z Q' Pluj < obj*, (2.57)
i J

(ui,u;)ePF

where obj* denotes the optimal value associated with the node solution, in which case
equality holds as well. [l

Proof. Tt is a direct corollary of Lemma 2.2 and Lemma 2.3. Also, since (z*,y*) is feasible
for the left-hand side, if the inequality holds, equality holds as well. O

When no European price exists, Lemma 2.2 provides with a classical Benders cut, where
(uf,u}) is optimal for the the left-hand side of (2.56):

17 7]

Classical Benders cut, linear case
QP+ QPG =Y Mi(l—ypu; <3 Q' Pwi+ Y QPly; (258
i J J i J

Let us note that these cuts are globally valid. Moreover, suppose that (2.58) is violated
by (z*,y"). As in EMM-MILP (or EMM-MPCC), the welfare Y Q'P'z; + Y Q' Ply

i J
is univocally determined by the selection of accepted and rejected block orders (see DA-
FixedBlocks and proof of Theorem 2.2 in appendix or also Corollary 6.1 in [60]), any
other solution (z,y) with y = y* would also violate (2.58), since the right-hand and left-
hand sides would be the same. This allows to recover the "no-good” cuts proposed in
[60]: Z (1—y;)+ Z y; > 1. At this stage, we can already note that there is a
jlyj=1 Jly;=0

finite number of inequalities (2.58) to add, which is bounded by the number of vertices
of the bounded polyhedron P. These cuts are not strong as such because of the M, (a
small change in the variables allows to satisfy the new constraint when LP relaxations are
considered), but it is possible to strengthen them and the "no-good” cuts locally:

Theorem 2.5 (Strengthened Benders cuts). For each node solution in the branch-and-

bound for which no Furopean price exists, the inequality Z (1 —y;) > 1 is valid in the
Jly;=1

subtree.
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Proof. Consider any other feasible solution (z,y) in the subtree originating from the cur-
rent node solution (7, y;) for which no European price exists, that is for which, according
to Lemma 2.2:

obj* < Z QP + Z Q' Piu; — Z M;(1 =y} )uj,
i J J

where (uj,u}) is optimal for the left-hand side of (2.56). According to Lemma 2.3, this

inequality reduces to:

obj* <> Q'Puf +> QP
i J

If Z (1—y;) = 0 for the new feasible solution (z,y), using Lemma 2.3, Z M;(1—y;)u;
Jly;=1 J

= 0 and the Benders cut (2.58) valid for (x,y) reduces to:

SoriYern Y era Y ory e
i J i J
Using the fact that this other solution (z,y) is in the subtree originating from (z*,y"),
ZQiPiCL‘i + ZQijyj = obj < obj* < ZQLPLuf + ZQiju}
i J i J

which violates (2.59), and no such new solution can admit a European price. O

2.4.2 The quadratic case
Again, for a node solution (z*,y") in a branch-and-bound solving the primal problem, we
apply the Farkas lemma to constraints (2.35) and (2.39) — (2.43) of the new formulation

to test the existence of European prices. This yields the equivalent condition (again
considering only one area and one time slot to ease the notation):

V(uiug) € P, Y QPjus + Y QP = Py)ajui+ > Q7 Pluy; — Y M;(1—y)u
i i J J
<Y QP+ QP - P+ Y QIPy;
i 1 7
(2.60)

where P is the polytope defined by (2.52) — (2.55) above in the linear case.

Note that we can only apply the Farkas lemma to the new formulation because it in-
corporates 'dual variables’ for which v; = z; Vi € I: if we consider inequality (2.35)
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with unknown v; instead of v; = ] Vi € [ fixed to the given values in the right-hand
side (corresponding to the objective function of DUAL-QUAD-CR-DUAL), the inequal-
ity is not linear any more in the unknown ’dual variables” and the Farkas lemma doesn’t
apply.

Mainly two things should be noted concerning this condition. First, it is a linear condition
which relates two ’quadratic quantities’ (with fixed values z*), which are close to the
original quadratic objective function of DA-QUAD. Second, contrary to the condition
(2.56) in the linear case, both right and left-hand sides do not correspond exactly to
the original objective function of the primal program (here DA-QUAD) or its continuous
relaxation with additional terms involving M;. This last point was used in the preceding
arguments to derive the new locally valid strengthened Benders cuts.

Nonetheless, though it is not direct, it is possible to recover the analogue result:

Lemma 2.4. For a given node solution (x7,y;) , a European price exists if and only if:

2
max ZQ P uﬁ—ZQ (P —P0)5+ZQ]PJUJ —ZMj(l—yj)uj < obj*, (2.61)
7 1 J J

(uiu;)EP

where obj™ denotes the optimal value of the quadratic objective function associated with
the current node solution.

Proof. See appendix. O
Observe however that condition (2.60) asks to solve a linear program and is more efficient

as a tester for the existence of European prices than condition (2.61).

We can now adapt to the quadratic case the decomposition algorithm with exactly the
same cuts:

Theorem 2.6. In the quadratic case also, for each node solution in the branch-and-bound

for which no European price exists, cuts of the form Z (1 —y;) > 1 are valid in the
ly;=1

subtree.

Proof. The proof is exactly the same as in Theorem 2.5. Just replace condition (2.58) by
its counterpart derived from (2.61) (i.e. with quadratic terms). O

Note also that like in the previous linear case, a consequence of Lemma 2.4 is:

Theorem 2.7. For a node solution (z*,y"), consider the polytope
P =P {(ui,uy)| uj=0 if y; = 0}. Then a European price exists if and only if
(uj,u;)EPF”

2
max S Q' Pu+ > QP - Pé)% +3 Q7 Piu; < oby”, (2.62)

where obj* denotes the optimal value of the quadratic objective function associated with
the node solution, in which case equality holds as well.
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2.5 Computational Results

In this section, we mainly address four questions related to the new formulation. First,
how state-of-the-art solvers behave on real instances, when the whole model EMM-MILP
is provided ? Second, how the Benders-like algorithm behaves in comparison to the
first approach 7 Third, how efficient is Benders-like algorithm for quadratic instances
involving piecewise linear bid curves ? Fourth, how both approaches behave on very
combinatorial linear instances 7 APX and EPEX kindly provided us with real data from
2011. Statistics computed over the whole year 2011 (i.e. 365 instances) are presented.
All instances include full ATC network models as used in actual day-ahead markets and
in [60]. In appendix, we present in more details results for 20 representative instances.
Computational experiments have been carried out with AIMMS [6] with the solver CPLEX
12.5, on a computer running Windows 7 64 bits, with a four cores CPU i5 @ 3.10 Ghz, and
4 GB of RAM. Even with such a modest platform, results turn out to be very positive.
The decomposition procedure has been implemented using lazy constraint callbacks with
locally valid lazy cuts. Concerning practical requirements for an algorithm, main European
power exchanges ask for a time limit of ten minutes, and we have adopted this stopping
criterion for all tests below.

For both approaches (the new formulation and the decomposition procedure), we have
computed the number of instances solved up to optimality, the (geometric) average time
needed to find these optimal solutions, and the (geometric) average of the final absolute
MIP gap when only a suboptimal solution is available in time. We also provide with the
number of visited nodes for the new MILP approach, and the number of cuts generated
in the decomposition approach. Finally all heuristics proposed by CPLEX have been
deactivated. This is necessary to obtain an exact algorithm using the decomposition
approach, and it turned out to be inefficient when directly using the new formulation.
The CPLEX parameter indicating to branch first to the down branch (”branchdir=-1")
have also had a substantial impact on performances of both approaches, the intuition
being given by the new locally valid cuts. When a block order is fractionally executed
in the continuous relaxation of a given node, the branch where it is fully rejected will be
explored first. With this parameter, very good initial feasible solutions are found in a few
visited nodes.

2.5.1 Historical instances with stepwise bid curves

Piecewise linear bid curves have been transformed into stepwise bid curves to get MILP
instances. To do this, for each two consecutive points of a bid curve such that Q; # Q41
and P, # P11, a point (Q*, P*) has been inserted in between, with P* = P, and Q* =
Qit1-

A particular attention has been devoted to numerical issues. One drawback of the new
formulation is the so-called big-M constants involved in the constraints. As it is well-
known, this may result in numerically ill-conditioned instances. It appeared that very tight
tolerance parameters must be set to obtain correct solutions (e.g. an integer feasibility
tolerance of 1077).
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Instances contain orders for 4 areas (Belgium, France, Germany and the Netherlands),
and span the whole day (24 hours, excepted twice per year, 23 and 25 hours respectively).
There are approximatively 50 000 hourly orders (bid curve segments) and 600 block orders
per instance.

Solved instances Running time Final abs. gap Nodes Cuts
(solved instances, sec) (unsolved instances) (solved - unsolved) instances  (solved - unsolved) instances
New MILP formulation 84% 104.42 418.16 43 - 33584 /
Decomposition Procedure 72.78% 6.47 402.05 16 - 1430 8 - 3492

Table 2.1: Historical instances with stepwise bid curves

EMM-MILP allows to solve most of the instances without any algorithmic work and to
obtain very good suboptimal solutions when the instance cannot be solved up to optimal-
ity. The decomposition procedure is much faster on most instances but most of the time
doesn’t help to solve hard instances that the MILP approach cannot solve. The fact that
the new MILP formulation approach takes in average more time for solved instances is
mainly due to the time needed to solve the root node relaxation.

Comparing runs with and without solver’s cut generation procedures, it turned out that
they were not useful and were indeed slowing down the process in both the decomposition
procedure and the full model approaches. In fact, for the full model approach, this may
be explained by the presence of big-M’s and the fact that most of the cuts generated may
be very weak in practice. Concerning the decomposition procedure, in most cases, many
good solutions to the primal program are easily found and cuts are not of main interest,
the main part of the procedure (from a running time point of view) consisting in rejecting
incumbents when no European prices exist. Note also that all CPLEX heuristics have
been deactivated.

2.5.2 Historical instances with piecewise linear bid curves

When piecewise linear bid curves are considered, the new formulation EMM-QUAD-
MIQCP cannot be solved with today’s solvers (e.g. CPLEX or GUROBI), and only the
decomposition procedure can be relevantly assessed.

To check for the existence of prices for a given new best node solution, the linear condition
(2.60) is used, and the locally valid local cut of Theorem 2.6 is added when no European
prices exist.

Solved instances Running time Final abs. gap Nodes Cuts
(solved instances, sec) (unsolved instances) (solved - unsolved) instances (solved - unsolved) instances
Decomposition Procedure 70.41% 16.70 370.91 11 - 619 7-1382

Table 2.2: Historical instances with piecewise linear bid curves

As it can be seen, most of instances are solved up to optimality, and a very small gap
remains when only a suboptimal solution is found within ten minutes.
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2.5.3 Instances with (almost) only block orders

We have built 50 instances where orders are almost all block orders in the following way.
Starting from historical instances, all block orders have been relocated to one area only
and are spanning only one hour of the day. Two small continuous orders (one buy order
and one sell order) have been added for the sole purpose to have an instance with at
least one feasible solution (a matching of orders is possible). The difference between both
approaches in this case is remarkable:

Solved instances Running time Final abs. gap Nodes Cuts
(solved instances, sec) (unsolved instances) (solved - unsolved) instances (solved - unsolved) instances
100% 4.7 / 40797 - / -
8% 13.82 9303.16 64564 / 937172 1662 / 82497

New MILP formulation
Decomposition Procedure

Table 2.3: Instances with almost only block orders

In this case, the new MILP formulation approach is much more powerful. One possible
explanation is the high number of block order selections for which no European prices
exist, which are enumerated by the decomposition. On another hand, with the full model
approach, the solver may be able to branch more efficiently. The difference of performances
between the two approaches was more impressive on a less powerful platform. This
difference would therefore certainly be more important for instances with more block
orders.

2.6 Conclusions

We have proposed a new formulation for European day-ahead electricity markets that
turns out to be (a) tractable and (b) very competitive as long as stepwise preference
curves describing hourly orders are considered. More than 80 % of the historical instances
of 2011 can be solved up to optimality, and for the other ones, the final gap is very
small. We have also compared this approach with a decomposition procedure derived
directly from the new formulation, which appeared to solve most instances faster but was
not helpful on hard instances that the new formulation approach was not able to solve.
Unfortunately, the simple use of the analogue new formulation is no longer successful when
piecewise linear preference curves are considered. Today’s state-of-the-art MIQCP solvers
are not able to deal with large-scale programs with this structure. On the other hand, the
Benders-like decomposition approach derived from the new formulation allows managing
these cases in an efficient way. Finally, the new MILP formulation performs much better
than the decomposition approach on small very combinatorial linear instances, and this
could be exploited in auctions with more block orders. Another interesting point is that
an approach similar to the new formulation allows considering other objective functions
over the set of constraints defining European market rules. In particular, with a similar
modelling technique, it would be possible to consider, for example, an objective function
minimizing the total opportunity costs of paradoxically rejected block orders. In a article
in preparation, we study how this modelling technique can be used from a market design
analysis point of view.
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2.A Ommited proofs

2.A.1 Proof of Theorem 2.1 and Lemma A3

Lemma A1l. Take a feasible point (z,y,n) of DA-PRIMAL, and consider a feasible point
of DA-CR-DUAL (s;,Sj,Di4: Um) such that complementarity constraints (2.13) — (2.17)
are satisfied as well. For these prices pit, um: (i) fully accepted orders are ITM or ATM,
(i) fractionally accepted orders are ATM and (iii) rejected orders are ATM or OTM. In
particular, ITM orders are fully accepted and OTM orders are fully rejected. (iv) Network
equilibrium conditions are satisfied.

Proof. Let us consider an order ¢ € I or j € J (hourly or block order, respectively):

(i) if ; = 1 (the order is fully accepted), complementarity constraints of type (2.15) imply
S = Z Qfﬂt(Pi — pit) and since s; > 0, the order is in-the-money or at-the-money.
1t

The same for a block order j with y; = 1, using constraints (2.16) instead of (2.15).

(i) if 0 < x; < 1 (the order is partially accepted, only possible for hourly orders i € I),
complementarity constraints of type (2.13) imply s; = 0 and those of type (2.15) then

imply Z QP = Z Qj4pue, i-e. the order is ATM.

1t 1t
(iii) if z; = 0, complementarity constraints (2.13) imply s; = 0 and then dual constraints
(2.9) imply Z Q}"tPi < Z Qfﬁtplﬁt, i.e. the order is ATM or OTM.
1t Lt
The same for a block order j with y; = 0, using (2.14) instead of (2.13) and (2.10) instead
of (2.9).

(iv) By Definition 2.3, network equilibrium conditions are satisfied. O

Lemma A2. Let (x,y,n) be a feasible point of DA-PRIMAL. If p14, un, is a price system
such that (1) — (iv) of Lemma A1 hold, then one can define auziliary variables s;, s; such
that (2.9) — (2.17) hold as well.

Proof. Assume py 4, u,, are prices satisfying (i) — (iv) of Lemma Al and define s;,s; > 0
as follows:

o1



ZQ " —pie) >0 if 2, = 1 and likewise for s; if y; = 1,

ZQlt ._plt =0if0<z; <1,
_0>2Qlt — pi) if z; = 0 and likewise for s; if y; = 0.

Conditions (z) — (44i) of Lemma A1l ensure that in cases (a) and ( Z Q1 (P —pry)

is non negative (i.e. feasible for dual constraint (2.12)), and that in case (c), s; = 0 is

greater or equal to Z Qj+(P"—piy) (conditions (2.9) or (2.10)). Taking into account that
Lt

(iv) of Lemma Al ensures by definition that constraints (2.11), (2.17) are satisfied, it is

then direct to check that constraints (2.9) — (2.17) are all satisfied. O

Proof of Theorem 2.1.

Proof. (I) Is a direct consequence of Lemma Al and its converse Lemma A2.

(IT) Assume (z;,y;j,ng) and (S;, $j, Pie, Um) are feasible for DA-PRIMAL and DA-CR-
DUAL respectively. Then, (z;,y;,n) is also feasible for the continuous relaxation DA-
CR. By duality theory, they satisfy complementarity conditions (2.13) — (2.17) if and only
if equality of objective functions (2.1) = (2.8) holds, in which case both are optimal for
their respective problem DA-CR and DA-CR-DUAL. O

Proof of Corollary 2.1.

Proof. Theorem 2.1 shows that for a feasible solution (z,y,n) of DA-PRIMAL , a mar-
ket equilibrium with uniform prices exist if and only if this solution is optimal for the
relaxation DA-CR. O

Lemma A3 (Equilibrium for hourly orders in the quadratic case). Consider a primal
feasible point (z,y,n) of DA-PRIMAL-QUAD and let s;, pi, satisfy dual and complemen-
tarity constraints (2.22), (2.12) and (2.13),(2.23). Then (1) (i) Fully executed orders are
ITM or ATM, (ii) fractionally executed orders are ATM and (iii) fully rejected orders are
OTM or ATM. (II) Conversely, if (i)-(iii) hold, then there exist auziliary surplus variables
s; such that conditions (2.22), (2.12),(2.13), (2.23) hold as well.

Proof. (I)
(i) If z; = 1 (the order is fully accepted), equations of type (2.23) imply
ZQHP’ + ZQ” (P} — Pi)1 — ZQHPH > 0, that is ZQ” —pie) > 0 and

the order is ITM or ATI\/ .
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(if) If 0 < ; < 1 (the order is partially accepted), equations of type (2.13) imply s; = 0

and equations of type (2.23) then imply Z QP+ Z Qi (Pl — Fy)x; = Z Q) o1y and
1t 1t 1t

the order is ATM.

(i) If z; = 0, equations (2.13) imply s; = 0 and inequalities (2.22) (with v; = z; = 0)

imply Z QfﬁtPg < Z Qﬁ,tpl,t, and the order is ATM or OTM.

Lt It

(IT) The converse is shown as in Lemma A2 by defining s; in an appropriate way:

8 = ZQf’tPé + ZQ}‘t(P{ — P — ZQfﬂtpl,t if0<az;<1l,and s; =0ifz; =0. O
Lt Lt Lt

2.A.2 Proof of Theorem 2 & 3

The proofs rely on strong duality results and we first need to consider a program DA-
FixedBlocks, corresponding to DA-PRIMAL with additional constraints (2.66) — (2.67) to
fix block order variables y; to some arbitrary values, corresponding to a partition of J into
two subsets Jy (rejected block orders) and J; (accepted block orders). DA-FixedBlocks
is an LP and its dual DA-FixedBlocks-DUAL below is well-defined. We also write down
related complementarity constraints.

DA-FixedBlocks (primal LP when considering a block bid selection)

Jmax > (> Q1P+ 30 QP s (2.63)
SR

J Lt

subject to:

y; <1 Vied [s] (2.65)

Yo <0 V]O € Jo [djo] (266)

gy < -1 Vi€ gy [d;)] (2.67)

Qi+ QL= e, V(It)eAXT [p] (2.68)
i j k

Zam,knk < wp, YmeN  [up] (2.69)
k

DA-FixedBlocks-DUAL

minz si+ Z 55— Zd]'l + Z Wy Uy (2.71)
i J 7

m
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subject to:

si + Z Qi > Z Qi,P Viel [z] (2.72)
Sjo + djo + Z Qlpre > Z QPO Yy € Jy [yso) (2.73)

—dj, + Z o > ZQ“P” Vire i [y (2.74)
Z Uy, — Zef,zpl,t =0 Yk € K [ng] (2.75)
s;sj, djy, djy s u: >0 (2.76)

and complementarity constraints DA-FixedBlocks-CC

si(l—2;) =0 Viel (2.77)
8jo(1 —yj,) =0 Yo € Jo (2.78)
8j1(1 - yjl) =0 Vi € (279)
Yjodjo =0 Yo € Jo (2.80)
(1—y;)dj, =0 Vi € Jy (2.81)
um(z A kN — wm) =0 VYm e N (282)
s + Z Qi i — Z QP =0 Viel — (2.83)
y]o (‘SJU + djo + Z {Utpl t Z Qﬁp]o) =0 VJ() S JO (284)
It
Yi 8]1 d]l + Z Ql Pt — Z {,ltpjl) =0 Vi€ Sy (2'85)
Lt

Proof of Theorem 2.2.

Proof. (i) Let (4, yj, "k, Dty Um, Si, 5;5) be a feasible point of the MPCC formulation.

Let us define Jy := {jly; = 0}, J1 = {jly; = 1}, dj, := 0 Vj; € J; and d;, := M,
Vjo c Jo.

For jo € Jy, since dj, := M;, = Z 2P| m, we can define new 5;, = 0 such that dual con-

Lt
straints of type (2.73) and complementarity constraints of type (2.78) above are satisfied.
The new point (@, yj, 7k, Pre, Um, Si, S5, djy, dj, ) satisfies constraints (2.64)—(2.70), (2.72) —
(2.85), that is all primal, dual and complementarity constraints corresponding to the pri-
mal and dual optimization problems where block order variables are fixed to the values
given by the initial point considered. Therefore, by strong duality for LP, for this selection
Jo, J1, (z,y,n) is optimal for DA-FixedBlocks and (py¢, tm, Si, 55, djy, d;,) is optimal for

Jos
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DA-FixedBlocks-DUAL. Moreover, (2.63) = (2.71) and since d;, = 0 Vj; € J; in the ob-
jective (2.71), it follows that (2.25) holds. Due to constraints (2.73) — (2.74) and the given
values of dj,dj,, it is direct to check that the projection (x;,y;, ng, pri, Um, Si, 5;) satis-
fies constraints (2.31). This shows that the projection (z;,yj, Nk, Dits Um, Si, §;) satisfies
(2.25) — (2.33), so is a feasible point of EMM-MILP.

(i) Now let (24, yj, Mk, Dits Um, i, 5;) be a feasible point of EMM-MILP.

Let us define Jy, J1,d;,,d;, as above at (i). The point (z;, yj, Nk, Dits Um, Sis Sj, gy djy )
satisfies all primal and dual conditions (2.64) — (2.70), (2.72) — (2.76) of the optimization
problems DA-FixedBlocks and DA-FixedBlocks-DUAL above, as well as the condition
of equality of objective functions (2.63) = (2.71). By duality theory (implying related
complementarity constraints), it satisfies constraints (2.77) — (2.85). We can now define
new 5, = s;, + dj, to satisfy constraints (2.10) for jo € Jy C J. Constraints (2.78) (the
same as (2.14)) may not be satisfied any more but the projection of the new point thus
obtained, (z;,yj, Nk, Dit, Um, Si, 5;) is a feasible point of the EMM-MPCC formulation, as
it satisfies primal conditions (2.2) — (2.7), dual conditions (2.9) — (2.12) and the required
complementarity constraints (2.13), (2.15) — (2.17). O

Proof of Theorem 2.3

Proof. The proof is almost identical to the proof of Theorem 2.2. It is just needed to
adapt primal and dual problems DA-B-FixedBlocks and DA-FixedBlocks-DUAL to the
quadratic setting, i.e. considering respective objective functions (2.20),(2.21), and the
adapted dual and complementarity constraints (2.22), (2.23). Replace then in the proof
constraint (2.25) by (2.35), dual constraints of type (2.9) and the same (2.72) by (2.22),
and complementarity constraints of type (2.15) and the same (2.83) by (2.23), taking
into account Lemma 2.1 according to which we can consider optimal dual variables v; =
x; Viel. O

2.A.3 Proof of Lemma 2.4
Proof. (i) If (European) equilibrium prices exist, condition (2.60) holds, and necessarily:

\V/(U“Uj) S P,

YSLLTRD ST AT
i J J

IN

Y QP+ QP — R)l(a}) —ajw] + Y Q' Py;

()2 u

D QP+ QP = R = 1+ ) QP
i i J

=N

IA

where the first inequality is condition (2.60) rearranged, and where for the last inequality,
we use the fact that if ¢;; are coefficients of a negative semi-definite matrix, then:

59



1
E ciimi (T — uy 5 E CijTT ) — E CijUily).
ij

Rearranging, we now get the necessary condition (2.61):

max ZQZPZUI—&—ZQ (P} — P’

(uf,uJ')GP

u—Z]V[ u; < obj*,

where obj* is the value of the quadratic objective function of the model for the current
node solution.

(ii) Let us prove that this condition is also sufficient and let obj™ correspond to the optimal
value associated to a node solution (7, ;). Using the EMM-QUAD-MIQCP formulation,
we show that if (2.61) holds, the left-hand side QP provides with European equilibrium
prices for the current node solution. This QP in (2.61) is the continuous relaxation DA-

QUAD-CR with an additional term — Z M(1 — yj)u; in the objective function (taking

J
into account the minor adaptations to consider a network representation if needed).

The node solution (z7,y;) € P, so is feasible for this QP in (2.61) and is therefore optimal
for it (terms with the M; cancel if u; =y}, so the expression is exactly the same on both
sides).

By Lemma 2.1, for this QP in (2.61), there exist dual optimal variable values (s}, s7, p4, v;)
such that v = 27. Mutatis mutandis to take a network model into account, constraints
of the dual of this left-hand side QP are exactly constraints (2.40) — (2.43) with (x,y)
fixed to (x*,y*), which are therefore satisfied by these optimal dual variable values. Using
strong duality for quadratic programs [22], we now show that constraint (2.35) (equality
of objective functions) is satisfied as well:

)2
OREDIEEDRCIUEYS
_ZQlPZJU*‘FZQ P7/ Pz

ZM 1))y

< obj* —ZQZP’J:*JrZQ (P} — Pl

Rearranging this inequality shows that constraint (2.35) is satisfied. Hence, for our node
solution (z7,y;), we can define (s}, s},p;,) such that all constraints (2.35) — (2.43) are
satisfied, and a European equilibrium price exists for the solution (z7,y;) (or European
prices when several areas or time slots are considered). One just needs to consider the
optimal dual solution of the QP in (2.61) for which v; = z. O
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2.B Tables

New MILP formulation Decomposition approach
Instance # Hourly orders # Block orders Run. Time Final Gap Nodes Run. Time Final Gap Nodes Cuts
1 51231 766 600.37 495.89 27478 600.276 1463.35 842 3442
2 46700 477 64.912 2.106 0
3 50148 731 277.042 18331 600.401 106.75 2204 3594
4 49999 566 64.819 12 2.527 17 2
5 52073 683 57.097 2.168 0
6 49304 513 47.283 84 6.537 46 27
7 47924 658 79.577 A73 99.7 458 706
8 48645 604 51.028 3 2.371 0
9 45141 571 36.348 2 1.685 2 0
10 46472 655 136.891 5292 600.651 179.12 993 3625
11 47199 686 54.335 7 6.708 85 29
12 52369 692 69.156 2 2.73 2 0
13 54147 640 93.773 9 3.369 21 3
14 55361 618 85.692 7 3.635 6 5
15 55774 550 92.368 57 6.567 75 16
16 53789 591 59.857 9 3.885 7 7
17 59384 685 117.781 91 3.37 15 4
18 60169 699 600.339 252.83 27679 600.588 268.65 1408 3042
19 57992 578 71.32 10 122.27 133 570
20 51687 703 600.308 235.22 39225 600.604 51747 1046 3173
Table 2.4: Linear Instances
Tnstance # Hourly orders 7 Block orders | Run. Time Final Gap Nodes Cuts
1 51231 766 600.21 1160.50 565 1343
2 46700 AT7 5.27 0
3 50148 731 600.51 145.21 961 1382
4 49999 566 8.47 13 2
5 52073 683 8.30 1 0
6 19304 513 10.95 3 7
7 47924 658 13.01 59 16
8 48645 604 5.82 0
9 571 4.31 1 0
10 655 601.10 256.69 357 1478
11 686 14.12 63 15
12 692 7.66 0
13 640 20.03 34 21
14 55361 618 600.48 202.48 388 1291
15 55774 550 180.29 247 366
16 53789 591 42.67 40 58
17 59384 685 44.43 82 66
18 60169 699 600.56 204.42 73 1138
19 57992 578 15.23 7 7
20 51687 703 600.42 1740.25 457 1280
Table 2.5: Quadratic Instances (decomposition approach only)
New MILP Formulation Decomposition approach
Instance # Hourly orders # Block orders Run. Time Final Gap Nodes Run. Time Final Gap  Nodes Cuts
1 2 526 7.18 75561 600.14 28497.24 493464 132118
2 2 508 12.18 168467 540.00 1777391 121336
3 2 612 1.34 15348 2.32 8784 367
4 2 594 9.95 114400 15.41 81721 2756
5 2 671 4.74 53026 4.88 18312 847
6 2 766 8.80 90938 129.04 1156506 17312
7 2 714 1.82 17111 10.25 70038 1517
8 2 497 1.16 16210 459.08 1090631 106874
9 2 460 0.53 6216 0.56 4219 84
10 2 579 0.31 2474 1.01 2437 199
11 2 668 0.16 725 0.19 A73 15
12 2 684 0.70 6733 2.45 29995 310
13 2 650 1.84 19433 7.58 71328 988
14 2 682 1.48 13224 10835 374
15 2 487 14.68 192265 6099.59 794340 142957
16 2 477 1.09 15481 699328 69114
17 2 597 0.16 792 5716 20
18 2 740 3.12 28904 105697 4312
19 2 794 5.91 57537 366836 14008
20 2 823 1.01 9677 209922.61 155204 63899

Table 2.6: Instances with (almost) only block orders
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Chapter 3

A MIP framework for non-convex
uniform price day-ahead electricity
auctions

Accepted manuscript version of: Mehdi Madani and Mathieu Van Vyve. A MIP frame-
work for non-convex uniform price day-ahead electricity auctions. EURO Journal on
Computational Optimization, pages 1-22, 2016 (in press).

Abstract

It is well-known that a market equilibrium with uniform prices often does not exist in non-
convex day-ahead electricity auctions. We consider the case of the non-convex, uniform-
price Pan-European day-ahead electricity market "PCR” (Price Coupling of Regions),
with non-convexities arising from so-called complex and block orders. Extending pre-
vious results, we propose a new primal-dual framework for these auctions, which has
applications in both economic analysis and algorithm design. The contribution here is
threefold. First, from the algorithmic point of view, we give a non-trivial exact (i.e. not
approximate) linearization of a non-convex 'minimum income condition’ that must hold
for complex orders arising from the Spanish market, avoiding the introduction of any
auxiliary variables, and allowing us to solve market clearing instances involving most of
the bidding products proposed in PCR using off-the-shelf MIP solvers. Second, from the
economic analysis point of view, we give the first MILP formulations of optimization prob-
lems such as the maximization of the traded volume, or the minimization of opportunity
costs of paradoxically rejected block bids. We first show on a toy example that these two
objectives are distinct from maximizing welfare. Third, we provide numerical experiments
on realistic large-scale instances. They illustrate the efficiency of the approach, as well as
the economic trade-offs that may occur in practice.
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3.1 Introduction

3.1.1 Equilibrium in non-convex day-ahead electricity auctions

An extensive literature now exists on non-convex day-ahead electricity markets or elec-
tricity pools, dealing in particular with market equilibrium issues in the presence of in-
divisibilities, see e.g. [40, 53, 54, 71, 70, 84, 99, 104] and references therein. Research
on the topic has been fostered by the ongoing liberalization and integration of electric-
ity markets around the world during the past two decades. Due to the peculiar nature
of electric power systems, non-convexities of production sets cannot be neglected, and
bids introducing non-convexities in the mathematical formulation of the market clear-
ing problem have been proposed for many years by power exchanges or electricity pools,
allowing participants to reflect more accurately their operational constraints and cost
structure.

It is now well known that due to these non-convexities, a market equilibrium with uniform
prices may fail to exist (a single price per market area and time slot, no transfer payments,
no losses incurred, and no excess demand nor excess supply for the given uniform market
prices). To deal with this issue, almost all ideas proposed revolve around getting back, or
getting close, to a convex situation where strong duality holds and shadow prices exist.
For example, a now classic proposition in [71] is to fix integer variables to optimal values
for a welfare maximizing primal program whose constraints describe physically feasible
dispatches of electricity, and compute multi-part equilibrium prices using dual variables
of these fixing constraints. The same authors, in an unpublished working paper, have
later adapted this proposition to the context of European power auctions, proposing to
allow and compensate so-called paradoxically accepted block bids, thus deviating from
a pure uniform price system. We briefly review their proposition at the end of Section
3.3. A recent proposition for electricity pools in [84] is to use a ’primal-dual’ formulation
(i.e. involving both executed quantities as primal variables, and market clearing prices as
dual variables), where 'getting close’ is materialized by minimising the duality gap intro-
duced by integer constraints, and where additional constraints are added to ensure that
producers are recovering their costs. The goal is to use uniform prices, while minimizing
the inevitable deviation from market equilibrium, and providing adequate incentives to
producers.

These last conditions, which have been used in Spain for many years, are usually called
'minimum income conditions’ (MIC). The natural way to model them is through imposing
a lower bound on the revenue expressed as the product between executed quantities and
market prices, yielding non-convex quadratic constraints. However, [83] propose an exact
linearization of the revenue related to a set of bids of a strategic bidder participating in
a convex market, relying on KKT conditions explicitly added to model the lower-level
market clearing problem of a bilevel program, and linearized by introducting auxiliary
binary variables.

Regarding the proposition in [84], a market equilibrium exists only if the optimal duality
gap is null, which is rarely the case with real instances, and the proposition chooses
not to enforce network equilibrium conditions (corresponding to optimality conditions of
transmission system operators), nor that demand bids are not loosing money. The same
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remarks apply to [37], where the only non-convexities arise from the minimum income
conditions for producers (indivisibilities such as minimum power output or 'fill-or-kill
conditions’ are not considered).

Several other auction designs have been previously considered, which often propose im-
plementing a non-uniform pricing scheme, see e.g. [84] for a review.

The fact that equilibrium is not enforced for the convex part of the market clearing
problem (i.e. for convex bids and the network model), is a key auction design difference
compared with the choices made by power exchanges in Europe. In this article, we deal
mainly with this last market model, which is further described in the next section, and
illustrated in the toy example given in Section 3.2.1.

3.1.2 The PCR market

We consider the Pan-European day-head electricity market being developed under the
Price Coupling of Regions project (PCR), as publicly described in [27]. Essentially, it is
a near-equilibrium auction mechanism using uniform prices, and where the sole deviation
from a perfect market equilibrium is the allowance of so-called ”paradoxically rejected
non-convezr bids”, generating opportunity costs, because these bids, which are ’in-the-
money’, would be profitable for the computed clearing prices (see e.g. [27] for more
information on these market rules). On the other side, all convex bids as well as TSOs
must be ’at equilibrium’ for the computed market clearing prices. This integrated market
is coupling the CWE region (France, Belgium, Germany, the Netherlands, Luxembourg)
with NordPool (Norway, Sweden, Denmark, Finland, Baltic countries), as well as Italy
and OMIE (Spain, Portugal).

From the algorithmic point of view, when considering specifically the CWE region, we
have previously shown that the market clearing problem can be restated as a MILP, with-
out introducing any auxiliary variables to linearise the needed complementarity conditions
modelling the near-equilibrium, see [54]. We also proposed a Benders-like decomposition
procedure with locally strenghtened Benders cuts. Leaving aside a peculiar kind of bids
from the Italian market (so-called PUN bids), introducing complex bids with a MIC con-
dition yields a non-convex MINLP. The production-quality algorithm in use, EUPHEMIA
([27]), an extension of COSMOS previously used to clear the CWE market, is a sophis-
ticated branch-and-cut algorithm handling all market requirements. However, due to the
introduction of MIC bids, the algorithm is a heuristic, though COSMOS on which it relies
is an exact branch-and-cut.

3.1.3 Contribution and structure of this article

We provide here a new primal-dual framework for PCR-like auctions, which is mainly
a continuation of ideas presented in [53, 54]. The objective is to present a unified ap-
proach to algorithmic and economic modelling issues concerning these European auctions,
with useful computational applications. The approach essentially consists in using strong
duality adequately to enforce complementarity conditions modelling equilibrium for the
convex part of the market clearing problem, as required by European power exchanges.
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This approach is similar to the bilevel approach suggested in [104], though we do not
need to introduce any auxiliary variables to linearize quadratic terms when considering
the equality of objective functions modelling optimality of a second level problem mod-
elling equilibrium for the convex part (see below, in particular Sections 3.2.4 and 3.3.3).
Moreover, we could choose to consider some additional continuous variables with clear
economic interpretations as bounds on opportunity costs or losses of (non-convex) block
bids. This approach is used in [54] to derive a powerful Benders decomposition, where it
is also shown how to consider the case of piecewise linear bid curves yielding a QP setting,
using strong duality for convex quadratic programs. The MIP framework proposed here
is presented in Section 3.2. It includes the following extensions.

First, so-called complex bids used in Spain and Portugal are added to the model, and we
give an exact (i.e. not approximate) linearisation of a non-linear non-convex 'minimum
income condition’ (MIC) that must hold for these bids ([27]), which model revenue ade-
quacy for producers. These conditions are provided for many years by the Spanish power
exchange OMIE ([59]), and are also considered (in a different auction design setting) in
[37, 84]. This enables us to give a MILP formulation of the PCR market clearing problem
which avoids complementarity constraints and the use of any auxiliary variables, while
taking into account these MIC conditions. This is developed in Section 3.3.

Second, we show in Section 3.2 how to consider in the main MILP model, together with
main decision variables such as prices and bid execution levels, additional variables which
correspond to upper bounds on opportunity costs of block bids, and upper bounds on
losses. Let us emphasize that current European market rules forbid paradoxically ac-
cepted block bids (executed bids incurring losses), and stating these particular conditions
amount to requiring that some of the added variables must be null. This is used in Sec-
tion 3.3.4 to develop economic analysis applications. For example, the framework can
be used in particular to provide the first (and reasonably tractable) MILP formulations
of optimization problems such as the minimization of incurred opportunity costs, or the
maximization of the traded volume. Let us note that in a convex context, no opportunity
costs are incurred and any market clearing solution is welfare maximizing, so maximizing
the traded volume only amounts to choosing peculiar tie-breaking rules in case of inde-
terminacy. Yet it is shown on the toy example in the introductory Section 3.2.1 that in a
non-convex context, these two objectives are both distinct from maximizing welfare. To
our knowledge, if opportunity costs of rejected block bids have been considered empiri-
cally in the past (e.g in [62, 63]), this point is new and could provide useful information to
day-ahead auctions stakeholders. (We have presented partial results about opportunity
costs in a simplified setting at the EEM 14 conference, see [53].)

Finally, numerical experiments using realistic large-scale instances are presented in Sec-
tion 3.4. They show that our proposition allows solving up to optimality market clearing
instances with MIC bids, which correspond to the Spanish market design. This is the
first time that real-life instances of this type of problems are solved to optimality. This
straightforward approach does not behave as well for instances including both MIC and
block bids. However, a simple heuristic approach already yields provably high-quality
solutions. Regarding the economic analysis applications, results presented illustrate the
trade-offs that may occur for realistic large-scale instances, for example between optimiz-
ing welfare and optimizing the traded volume. Again this is the first time that optimal
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solutions for such problems can be computed apart from toy examples of small sizes.

3.2 A new primal-dual framework

Below, Section 3.2.1 describes the context and issues for day-ahead markets with indi-
visibilities such as in the CWE region (with block bids). Then, Section 3.2.2 introduces
the welfare maximization problem without equilibrium restrictions, i.e. neglecting ade-
quate market clearing price existence issues. Section 3.2.3 derives a related dual program
parametrized by the integer decisions, and several important economic interpretations
relating dual variables, uniform prices and deviations from a perfect market equilibrium
(losses and opportunity costs of executed /rejected non-convex bids). Finally, Section 3.2.4
presents the basis of the new primal-dual framework proposed.

3.2.1 Uniform prices and price-based decisions in the CWE re-
gion: a toy example

We use here a toy example [53] illustrating two key points. First, a market equilibrium may
not exist in the presence of indivisible orders. Second, under European market rules where
paradoxically rejected non-convex bids are allowed, a welfare maximizing solution is not
necessarily a traded volume maximizing solution nor it is necessarily an opportunity costs
minimizing solution. The toy example consists in a market clearing instance involving
two demand continuous bids (e.g. two steps of a stepwise demand bid curve), and two
sell block bids. Parameters are summarized in Table 3.1 :

Bids ‘ Power (MW) ‘ Limit price (EUR/MW)
A: Buy bid 1 11 50
B: Buy bid 2 14 10
C: Sell block bid 1 10 5
D: Sell block bid 2 20 10

Table 3.1: Toy market clearing instance

First, obviously, it is not possible to execute both sell block bids, as they offer a total
amount of power of 30 MW, while the total demand is at most 25 MW. As they are
indivisible, if there is a trade, either (i) bid C is fully executed or (ii) bid D is fully
executed. Second, at equilibrium, by definition, for the given market prices, no bidder
should prefer another level of execution of its bid. In particular, in-the-money (ITM)
bids must be fully executed, out-of-the-money (OTM) bids must be fully rejected, and
fractionally executed bids must be right at-the-money (ATM).

So in the first case (i), A is partially accepted and sets the market clearing price to 50
EUR/MW, if any equilibrium with uniform prices exists. But in that case, block bid D is
rejected while ITM: an opportunity cost of 20(50 — 10) = 800 is incurred. This situation
is accepted under the near-equilibrium European market rules described above. A direct
computation shows that the welfare is then equal to 10(50-50) + 10(50-5) = 450, while
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the traded volume is 10. Similar computations in the case (ii) yield the market outcome
summarized in Table 3.2.

‘ Price ‘ Traded Volume ‘ Welfare ‘ Opportunity costs
Matching C | 50 10 450 800

Matching D | 10 20 440 50

Table 3.2: Market outcome

In this toy example, case (i) maximizes welfare but generates (much) more opportunity
costs and half the traded volume.

3.2.2 Unrestricted welfare optimization

We formulate here the classical welfare optimization problem with an abstract and very
general power transmission network representation that is still linear. It covers e.g. DC
network flow models or the so-called ATC and Flow-based models used in PCR (see [27]).
The usual network equilibrium conditions involving locational market prices apply, see
[54].

Hourly bids originate from continuous bid curves, and can be fractionally accepted. They
are hence modelled below with continuous variables z;, 2. € [0, 1] for each step of a given
step-wise bid curve, describing which fraction of the corresponding bid quantity P; (resp.
Py.) is accepted.

In order to better represent their operational constraints or cost structure, participants
are also allowed to submit indivisible bids, called 'block bids’ in the PCR vocabulary,
which usually span multiple time periods. They are used for example to model minimum
power output. They are modelled below with binary variables y;.

Binary variables u. are introduced to model the conditional acceptance of a set of hourly
bids he € H., controlled via constraints (3.4). The conditional acceptance relative to a
minimum income condition is dealt with in Section 3.3. These bids are used to allow
participants to express e.g. their start-up costs which should be covered if they are
dispatched. However, the conditional acceptance only depends on the adequacy of the
revenue, and in this respect they are distinct from block bids.

Constraint (3.6) is the balance equation at location [ at time ¢, the right-hand side corre-
sponding to the net export position expressed as a linear combination of abstract network
elements ny. Constraint (3.7) is the capacity constraint of network resource m, constrain-
ing the use of the elements ny.

Finally, let us note that we model binary requirements as integrality, see conditions (3.9),
plus bound constraints (3.3),(3.5),(3.8). Indeed, dual variables of bound constraints (3.2)-
(3.3) and (3.5) have a nice economic interpretation as ’surplus variables’, and some techni-
cal developments presented below, such as Lemma 3.3, rely on these dual variables.
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Notation

Notation used throughout the text is provided here for quick reference. The interpretation
of any other symbol is given within the text itself.

Sets and indices:

i Index for hourly bids, in set [
j Index for block bids, in set .J
c Index for MIC bids, in set C'
he Index for hourly bids associated to the MIC bid ¢, in set H.,
l Index for locations, [(i) (resp. {(hc)) denotes the location
of bid i (resp. hc)
t Index for time slots, () (resp. t(hc)) denotes the time slot
of bid i, (resp. hc)
I, C1I Subset of hourly bids associated to location [ and time slot ¢
HCy € HC  Subset of MIC hourly suborders, associated to location [ and time slot ¢
JCJ Subset of block bids associated to location [
Parameters:

P;, P, Power amount of hourly bid i (resp. hc),
P < 0 for sell bids, and P > 0 for demand bids

P} Power amount of block bid j at time ¢, same sign convention

AL AR Limit bid price of hourly bid i, he

N Limit bid price of block bid j

o Abstract linear network representation parameters

eﬁt Parameters used to describe net export positions using variables ny
Wi Capacity of the abstract network resource m

Primal decision variables:

x; € 10,1]  fraction of power P; which is executed

The € [0,1] fraction of power Py, (related to the MIC bid ¢) which is executed

y; € {0,1} binary variable which determines if the quantities P]t are fully
accepted or rejected

ue € {0,1} binary variable controling the execution or rejection of the MIC bid ¢
(i.e. of the values of xp,.)

Ny variables used for the abstract linear network representation,
related to net export positions

Dual decision variables:
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n uniform price (locational marginal price) for power in location [ and time slot ¢
Um > 0 dual variable pricing the network constraint m,
s; > 0 dual variable interpretable as the surplus associated to the execution
of bidi el
5; >0  dual variable interpretable as the surplus associated to the execution
of bid j € J
Spe > 0 dual variable interpretable as the (potential) surplus associated
to the execution of bid hc
S > 0 dual variable interpretable as the surplus associated to the execution
of the MIC bid ¢

s SWRE s Y WRJme L WEy B

c,heH,. g;t
subject to:
z; <1 Vi e I [s] (3.2)
y; <1 Vi e J [s] (3.3)
The < Ue Vh € HC,C eC [Shc] (34)
u. <1 Ve € Cls] (3.5)
ZPZ«T1+ZP;:U]+ Z Phcxhc
[(Sm JeJ, hece HCyy
= e, V(1) [m) (3.6)
k
Z A N < W, Vm e N [v,] (3.7)
k
z,y,u=>0, (3.8)
y,u€Z (3.9)

3.2.3 Duality, uniform prices and opportunity costs

Let us now consider partitions J = J, U J,, C' = C,. U C,, and the following constraints,
fixing all integer variables to some arbitrarily given values:

Ly < VieeJ,CJ ] (3.10)
by, <0 Vied CJ ] (3.11)
— U, < —1 Ve, € C, ©C [duy (3.12)
Ue, <0 Ve, € C, € C duy ] (3.13)

Dropping integer constraints (3.9) not needed any more, this yields an LP whose dual
is:
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minZsi + Zsj + ZSC
i J c

subject to:

si + Pimigy ey > P
She + Phcﬂ-l(hc),t(hc) Z Phc)\hc7

Sjo+ i + Y Pimgye > > PN
t t

sj, — dj, + Z P} Ty > Z PN,
t t

r
Sep + ducr Z § Shers
heH,,

a E
Seq — duca Z Sheas

heH.,
E . E k _
A, kVm — el,tﬂ_l,t =0
m It

T a T a
Sis S5y Scs Shes dj,.a djav duc,.a duca, U =0

Zd?a - Z du®  (3.14)

Ja€Ja ca€Cq

Yh € Hm & [-'L’hc}
Vi € Ji[y;,]

Vja € Ja [yja}

Ve, € Cy [u,]
Ve, € Cy [ue,]

(3.15)
(3.16)

(3.17)
(3.18)
(3.19)
(3.20)

(3.21)

(3.22)

We now write down the complementarity constraints corresponding to these primal and
dual programs parametrized by the integer decisions. Economic interpretations are stated

afterwards:
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Shc(uc - xhc) =0 Vh, C (325)
Se(1 —u.) =0 Vee C (3.26)
vm(z A Ny — Wyy) = 0 VYm e N (3.27)
(1 yh)d“ =0 Vo € Ja (3.28)
y;.d; =0 Yj, € J, (3.29)
(1 — U, )dui =0 Ve, € C, (3.30)
e duy, =10 Ve, € C, (3.31)
xl(sl + Py — PAY) =0 Viel (3.32)
xhc(shc + Phcﬂ'l (he)t(he) P]n)\hc) =0 Vh, C (333)
yj (sj, +d + ZPT (MG — M) =0 Vi, € J, (3.34)
Ui (85, — % + ija TGt — M) =0 Via € J, (3.35)
t
e, (8o, + dul, = D Spe,) =0 Ve, € C, (3.36)
heHe,
Ue, (8¢, — dug — Z Shey) =0 Ve, € C, (3.37)
h€He,

Lemma 3.1 (Economic interpretation of d*, d" [53]). Take a pair of points (x,y,u,n)
and (s, my, d*, d", du, du”) respectively satisfying primal conditions (3.2)-(5.13) and dual
conditions (3. Zo) (5. 22) such that complementarity constraints (3.23)-(3.37) are satis-
fied. For the uniform prices m;: (i) dj, is an upper bound on the actual loss (if any)
— min|0, Z PJZ()\]'“ —Ti(ja).1)] of the executed block order j,, (ii) d; is an upper bound on
t
the opportunity cost max|0, Z Pt (N7 —m00)] of the rejected order j.
t

Proof. (i) Conditions (3.35) show that for an accepted block y;, = 1, we have s;, —dj =
Z P! (N —mj,)), the right-hand side corresponding to the gain (if positive) or loss (if

negatlve) of the bid. As s;, > 0, the loss (i.e. the negative part Z Pl (N —m0)]” >0
t

) is bounded by dj, .

(ii) For a rejected block bid, y;, = 0, and conditions (3.24) imply s; = 0, which used in

dual conditions (3.17) directly yields the result, as dj > 0. O

The following lemma proposes analogous interpretations for the case of MIC orders. Intu-

itively, neglecting for now the so-called MIC condition, the shadow cost of forcing a MIC
order to be rejected (given by du”) is at least equal to the sum of all maximum missed
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surpluses generated by its hourly suborders at the given market prices, while there is no

'shadow cost’ at forcing it to be accepted (its suborders are then cleared using standard

rules for hourly bids):

Lemma 3.2 (Interpretation of du®, du”). (i) du;, is an upper bound on the sum of max-

imum missed individual hourly surpluses Z (max|0, Phcyk(/\h“ — Tiher) t(her))]) Of the re-
heH.,

jected MIC order c,.. (i) We can always assume dug, = 0,Yc, € C,.

Proof. (i) Conditions of type (3.26) show that s.. = 0, while (3.16) and (3.22) give
She, > max(0, P, (A" = Tye,) s(he,))]- Using these two facts in (3.19) provides the result.

(ii) As Vh € H,, sp. > 0, using (3.20), it follows that Ve, € Cy, s, — du, > 0. Then, we

can pose dﬁga := 0 and make a change of variable s;, := s., —dug, in (3.2)-(3.37) (systems
of conditions equivalent in the usual sense). O

3.2.4 The new primal-dual framework

This new ’primal-dual approach’ makes use of an equality of objective functions (3.39) to
enforce all the economically meaningful complementarity conditions (3.23)-(3.37), where
the additional variables df , d; , dug, ,du represent deviations from a perfect market equi-
librium affecting non-convex bids, cf. Lemma 3.1 and Lemma 3.2 above. Leaving aside for
the time being the question of MIC bid selections, which is dealt with in Section 3.3, the
problem is that we do not know a priori, for a given criterion, what is the best block bid
selection J = J,.UJ,. However, the feasible set UMFS described below allows determining
the optimal block bid selection, whatever the desired objective function is, and the pair
of optimal points for the corresponding primal and dual programs stated above, where
welfare is maximized with fixed combinatorial decisions, enforcing equilibrium for the
convex part of the market clearing problem, and in particular spatial equilibrium. As the
selection J,, J, (resp. C,, C,) is not known in advance, the feasible set is described using
‘deviation variables’ dj, d}, dug, duy, for all j € J,c € C, and constraints (3.52),(3.54) for
example ensure that da =0 for a given rejected block j,, and conversely that d; = 0 for
an accepted block j,. Therefore constraints (3.50) below enforce constraints (3. 17) (3.18)
in all cases. This is formalised in Theorem 3.1 and helps considering many interesting
issues (welfare or traded volume maximization, minimization of opportunity costs, etc),
in a computationally efficient way. This is also a key step towards the main extension
presented in the next section, proposing an exact linearisation to deal with MIC bids
using a MILP formulation.

In theory, admissible market clearing prices may lie outside the price range allowed for
bids, see [69]. For modelling purposes, we need to include the following technical constraint
limiting the market price range

me € [—m,7 VlieLtel. (3.38)

7 can be choosen large enough to avoid excluding any relevant market clearing solution
(see [54]). Note that in practice, power exchanges actually do impose that the computed
prices m; stay within a given range in order to limit market power and price volatil-

ity.
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Uniform Market Clearing Feasible Set (UMFS):

2:(/\Z Y + Z (\ep,.) xhp—t—z (N Py
>251+ZSJ+ZSC ZdaJrZmem (3.39)

7

c,heH.
y=1
The S Ue
u, < 1
D Pt Y Pyt D Putne
S JeJ; hee HCyy

k
:E CLTk s
k
E Qm, kM S W,
k

z,y,u >0,

y,u € 7

si+ Py ai) = P,

She + PooTihe) she) > PreA™,

s;+dj — da+ZP7rl > pr

(Se + duy) Z She

heH,
dj < M;(1 —y;)
du;, < M.(1 — u,)
dj < M; y;

du® = 0

E § k
Ay Um, — el,tﬂlat =0
m Lt

a gr a T
Si75j7567sh67d ad adu 7du 7Um20

jeJ

Vi € I[sy]

Vi€ J[s)]

Vh € He,c € C [spe)
Ve € Cs.]

V(1 t) [m

Ym €N [vy)

Vh € He,c [Th]
Vi€ J [yl

Ve € Clug)

VjielJ
Vee C
VjelJ
Vee C
Yk € K[ny]

Constants M; are choosen large enough in Constraints (3.52), (3.54) so that Constraints
(3.50) are not restraining the range [—7, 7] of possible values for m; (or the possibility

to paradoxically reject and accept block bids).

They must indeed correspond to the

maximum opportunity cost in conditions (3.52), or loss in conditions (3.54), that could

be incurred to a block bid, for clearing prices in the allowed range.

For this purpose,

assuming that both the bid and market clearing prices satisty (3.38), it is sufficient to
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set M; = KZ \P]t| with K = 27. This value of K could be improved. For example, in

t
constraints (3.52), one could set K := (7 — M) for a sell block bid, and K := (M — (—7))
for a buy block bid. Values of the M. are determined similarly with respect to (3.53) and
condition (3.51): they must be such that the value of s, can be null whatever the values
of the sp,. are. Economically speaking, the surplus s. of a rejected MIC bid will be null
even if the potential surpluses sy of its suborders are not.

Also, we have made use of Lemma 3.2 to set, without loss of generality, all the variables
dui := 0 in UMFS. This is clarified in the proof of Theorem 3.1.

Theorem 3.1. (I) Let (z,y,u,n,m,v,s,d*, d", du®,du”) be any feasible point of UMFS
satisfying the price range condition (3.38), and let us define J. = {jly; = 0}, J, = {Jjly; =
1}, €, = {cu. = 0}, Cy = {c|u. = 1}.

Then the projection (x,y,u,n,7,v,s,dj c; d; ;  dug cc.,dug o, ) satisfies all conditions

(IT) Conversely, any point

MCS = (z,y,u,n,m,v,8,dj ;. d; ;,dug cc.,dug o) feasible for constraints (3.2)-
(8.37) related to a given arbitrary block order selection J = J,. U J, and MIC selection
C = C, U C, which respects the price range condition (3.38) can be ‘lifted’ to obtain a

feasible point MC'S = (z,y,u,n, 7, v,3,de,d", due, du") of UMFS.

Proof. See appendix. O

3.3 Including MIC bids

3.3.1 Complex orders with a minimum income condition

A MIC order is basically a set of hourly orders with the classical clearing rules but
with the additional condition that a given 'minimum income condition’” must be satisfied.
Otherwise, all hourly bids associated to the given MIC bid are rejected, even if some of
them are ITM. The minimum income condition of the MIC order ¢ ensures that some
fixed cost F. together with a variable cost V. x P. are recovered, where P, is the total
executed quantity related to the order ¢, and V, a given variable cost.

With the notation described in Section 3.2.2, the minimum income condition for a MIC
bid ¢ has the form:

:> Z Phclhp Ti(he) t(hc) > F + Z hclh(:)‘/(H (358)

heH. heH.

where H. denotes the set of hourly orders associated with the MIC order ¢. The left-
hand side represents the total income related to order ¢, given the market prices 7, and

executed amount of power Z — Pyexpe, while the right-hand side corresponds to the
heH.
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fixed and variable costs of production. At first sight, this condition is non-linear and
non-convex, because of the terms xp,.myne) i (ney in the left-hand side.

In previous works, MIC constraints are either approximated, see [37, 84], or the full model
is decomposed and solved heuristically, as in the approach described in EUPHEMIA ([27]).
More specifically only the primal part (3.1)—(3.9) is considered in a master problem, and
prices are computed only when integer solutions are found. Let us however recall that
[37, 84] on the one hand and [27] on the other hand are considering distinct market models.
We show in the next section how MIC conditions can be linearized without approximation
in the common European market model considered by [27]. To the best of our knowledge,
this is the first exact linearisation proposed for this type of conditions.

3.3.2 Exact linearization of the MIC conditions

The following lemma is the key reason for which it is possible to express the a priori
non-linear non-convex MIC condition (3.58) as a linear constraint. As we have in UMFS
both the surplus variables s. and the contributions to welfare (Phc.rhc))\hc, we can use
them to express the income in a linear way:

Lemma 3.3. Consider any feasible point of UMFS. Then, the following holds:
Vee C, Z (PheThe) Ti(he) t(he) = Z (PheN")pe — s (3.59)

heH. he€H,

Proof. We first define C, and C, as in Theorem 3.1. For ¢, € C,, the identity is trivially
satisfied, because if a MIC bid is rejected, all related hourly bids are rejected: Vh €
H.  zp., = 0, and on the other side, s.. = 0 because of complementarity constraints

(3.26).

Let us now consider an accepted MIC bid ¢, € C,. We first show that the following
identity holds:

(Phcaxhc,l)ﬂ-l(hca),t(hca) = (Ph,ca)\hca)xhca — Sheq (360)

Consider for z,, the following two possibilities, noting that u., = 1:

(a) if zp, = 0, the identity (3.60) is trivially satisfied, as sp., = 0 according to comple-
mentarity constraints (3.25).

(b) if 0 < Zpe,, (3.33) gives spe, = Phe, Nea — PheoTi(hea) t(hea)s SO multiplying the equation
by 2pe, and using (3.25) guaranteeing Spe, The, = She,Uey, = She,, We get identity (3.60).

Summing up (3.60) over h € H., yields:

Z (Phea®heo ) Ti(hea) t(hea) = Z (Pre A" he,  — Z Sheq

h€Hc, h€Hc, hca

Finally, using complementarity constraints (3.37), we get:
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Z (]Dhca Lhe, )ﬂ_l(hca),t(hca) - Z (Ph(:a )\hca )xhca — (Sca — duzﬂ) s

heHe, heH,

ca

where dug; := 0 by Lemma 3.2 in the definition of UMF'S, providing the required identity
(3.59). O

Using Lemma 3.3, the MIC condition (3.58) can be stated in a linear way as follows:

Se— O (PreA)tpe > Fot > (= Prene) Ve — Mo(1 — ue) (3.61)

heH, heH,.

where M, is a fixed number large enough to deactivate the constraint when u, = 0. As
e = 0 implies s, = 0 and x,. = 0, we set M, := F..

3.3.3 Welfare maximization with MIC bids, without any auxil-
iary variables

We propose here a formulation of the welfare maximization problem including MIC bids,
avoiding any auxiliary variables, by eliminating the variables d*,d", du" from the formu-
lation UMFS.

Let us consider UMFS with the additional MIC conditions (3.61) for ¢ € C. We can
make a first simplification of the model by replacing both kinds of conditions (3.51),
(3.53) by the conditions (3.74) below. Also, under PCR market rules, as no bid can be
paradoxically executed, according to Lemma 3.1, we must set dj = 0,Vj € J. With these
last conditions added, in the same way, we can clean up the mathematical formulation
by replacing (3.50) and (3.52) by conditions (3.73) below, as well as removing constraints
(3.54)-(3.55) (constraints (3.55) are not needed any more as we removed all occurrences of
du? in consequence). This yields an equivalent MILP formulation without any auxiliary
variables, and in particular no more binary variables than the number of block and MIC
bids:
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PCR-FS

Z(Ai ri+ Y (N€P,) xhc—&-z N Py,

c,h€H,.
2 Z s+ Z s;+ Z Se+ Z Wi Uy (3.62)
z; <1 Vie I [s] (3.63)
y; <1 viedls]  (3.64)
Tpe < U Vh € He,c € C [spe (3.65)
u, < 1 Ve e Cls ] (3.66)
Z Pz, + Z Ptyj + Z P, xpe
i€l JEJ, hce HCy,
= e, V(i t) [m (3.67)
k
Zamknk < Wi Vm e N [v) (3.68)
x,y,u >0, (3.69)
Yy, u €L (3.70)
si + Py ai) = P, Vi [x] (3.71)
She + Phcﬂ—l(h() t(hc) > Phc)\hc Vh € HC, C [.’L’hc] (372)
s;+ M;(1—y; +me > pr, Vi e J [y (3.73)
Se + M(1 —u,) Z She Ve € Clug) (3.74)
heH.

Zamykvm - Z ey =0 Vk € K[ng] (3.75)
m It
Se — Z (Ph,c)\hc)xhc >

heH.

Fo+ Y (= Puowne) Ve — Mo(1 = u) YeeC  (3.76)

heH.

SiySjy Ses She, d, du” vy, >0 (3.77)

The welfare optimization problem is then stated as follows:

max Y (NP)rit Y (NP ane+ Y (N Py, (3.78)

PCR-FS -
i c,heH,. Jit

Let us note that a solution will always exist, provided that bid curves can be matched
and network constraints be satisfied. This follows from the fact that in the worst case, all
non-convex bids could be rejected, since the paradoxical rejection of a non-convex bid is
allowed in the market model. In particular, minimum income conditions (3.58) or (3.76)
are trivially satisfied for rejected MIC bids, i.e. when u. = 0.
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3.3.4 Considering other objective functions for economic anal-
ysis purposes

Maximizing the traded volume

The following program aims at maximizing the traded volume under the same market
rules:

PéIIlfa;)%‘S Z P’xL + Z Pthhc + Z F)JtU] (379)

i|P>0 hEH|Pye>0 GDIF;>0

An alternative formulation of the objective function is the following:

! t
B s sOCIPl 4+ Y (Rt D IP) (380)

i c,heH, (4:t)

Minimizing opportunity costs of PRB

It suffices to consider the following objective function over UMFS and the additional
constraints dj = 0,Vj € J:

min ) _ d; (3.81)
J

Let us note that constraints like (3.52) also allow to control which block bids could be
paradoxically rejected on an individual basis, or could be used to forbid the paradoxical
rejection of bids which are too deeply in-the-money, by specifying a threshold via the
values of Mj.

Finally, let us note that a result previously proposed in [70] about an alternative market
model could be recovered almost directly using the framework proposed here. This result
basically states that (a) there is always enough welfare to allow and compensate para-
doxically accepted block bids (PAB), (b) allowing PAB generates globally more welfare.
The fact that this approach generates more welfare is because allowing PAB corresponds
to discarding constraints d = 0, providing a relaxation of the European market rules.
Moreover, the condition of equality of objective functions (3.39) directly shows that wel-
fare, which is positive under very mild assumptions, can be decomposed as the sum of
individual bid surpluses minus the compensations d? that should be paid to block bids
losing money to make them whole. However, this corresponds to a non-uniform pricing
scheme that we don’t consider further in the present article.
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3.4 Numerical Experiments

We provide here a proof-of-concept of the approach, presenting numerical experiments, us-
ing realistic large-scale instances, on: (a) welfare maximization with MIC bids, (b) traded
volume maximisation under CWE rules (i.e. without MIC bids), and (c¢) opportunity costs
minimization also under CWE market rules. The models have been implemented in C++
using IBM ILOG Concert Technology interfaced with R for input-output management
as well as post-processing analysis, and solved using CPLEX 12.5.1 using 4 threads on a
platform with 2x Xeon X5650 (6 cores @ 2.66 GHz), 16 GB of RAM, running Fedora Linux
20. One potential advantage of the new primal-dual approach is the possibility to benefit
directly from parallel computing routines of state-of-the-art solvers like CPLEX.

3.4.1 Welfare maximization with MIC bids

We first consider solving market instances with MIC bids only. The instances involve
hourly bids from four areas, one of these areas also containing MIC bids. Solving instances
up to optimality is tractable, see Table 3.3, though some instances are challenging from
a numerical stability point of view, due to the introduction of so-called big M numbers
in the formulations. A particular attention should be paid to the tolerance parameters
of the solver, for example the integer feasibility tolerance parameter. The branching
direction has been set to -1 (priority to the ’down branch’), to guarantee finding a good
feasible solution quickly. The intuition is that minimum income conditions do not apply
to rejected orders. Moreover, eliminating MIC bids tend to increase the prices and make
the minimum income conditions of other MIC orders satisfied. Heuristics have therefore
been deactivated. Cuts have also been deactivated, as we observed they were not helpful
and slowed down the algorithm.

Let us emphasize that this new formulation provides dual LP bounds, and can be solved
ezactly by state-of-the-art MIP solvers. To our knowledge, this is the first tractable exact
approach proposed. (Another, apparently non-tractable approach would be to proceed by
decomposing the problem and adding e.g. no-good cuts rejecting the current MIC bids
selection when no admissible prices exist, with a very slow convergence rate.)

#inst | Run. Time (s.) Nodes Abs. Gap Rel. Gap #Hourly bids # MIC bids
1 70 58 47107 70
2 274 896 49299 74
3 432 1111 48119 71
4 144 104 52434 72
5 37 19 41623 74
6 901 3238 1299754.97 0.04% 45371 69
7 22 23 36819 73
8 624 1055 53516 69
9 255 504 62770 76
10 216 418 45731 74

Table 3.3: Welfare optimization with MIC bids
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Adding block bids makes the problem much more difficult to solve. The solver parameter
values used are the same as above. It turns out that many block bids are fractionally
accepted in continuous relaxations of the branch-and-cut tree. As a consequence, the first
feasible solutions found are of poor quality, with a few block and MIC bids accepted.
Instead, as an easy-to-implement heuristic approach, we first solve an instance with all
block bids fixed to zero, and determine an admissible MIC bids selection (ideally optimal
for this subproblem). Second, we fix this MIC bids selection, and introduce block bids, to
determine a potentially very good solution to the initial problem. It should be noted that
a solution for this second stage always exists, as in the worst case, all block bids could be
rejected. Third, the obtained solution is used as a MIP start for the initial model with
both block and MIC bids. With this approach, the number of block bids accepted is of the
same order as when no MIC bid is present besides these block bids, and the relative gap
is improved, compared to the basic approach of providing the solver with the formulation
‘as is’. However, the absolute MIP gap remains substantial. Results are presented in
Table 3.4, with a running time limit of 900 seconds for each of the first two stages, and
1200 seconds for the last stage.

#inst | Nodes Abs. Gap Rel. Gap #Hourly bids # MIC bids # Blocks bids
1 13214 1015887.92  0.04% 47107 70 502
2 7913 4129620.69  0.14% 49299 74 589
3 11375 2748987.16  0.12% 48119 71 516
4 2873 3009748.14  0.10% 52434 72 591
5 12213 1425671.83  0.05% 41623 74 588
6 6443  5999741.05  0.19% 45371 69 567
7 22250  337651.70 0.01% 36819 73 550
8 6925 474744057  0.19% 53516 69 691
9 3658  2937928.67  0.08% 62770 76 604
10 3194  3100317.15  0.12% 45731 74 537

Table 3.4: Welfare optimization with MIC and block bids

3.4.2 Traded volume maximization

To optimize the traded volume, welfare maximization itself turns out to be a useful
heuristic. At a first stage, we solve this welfare maximization problem, and for the
given optimal block bid selection, maximize the traded volume (dealing with a possible
indeterminacy of the traded volume for that welfare maximizing solution). At a second
stage, we use this solution as a MIP start to solve the initial problem. This helps in
practice, at least providing a useful upper bound, even in some cases proving optimality
of the welfare maximizing solution for the traded volume maximization problem. We also
observed that provided the reasonably good solution obtained from maximizing welfare,
well-known heuristics such as ’solution polishing’ in CPLEX could quickly provide better
solutions in terms of traded volume. Therefore, this heuristic is first applied when starting
the second stage solving the initial traded volume maximization problem itself, provided
the solution obtained at the first stage by maximizing the welfare. Let us note however
that maximizing the traded volume, or minimizing opportunity costs, is more difficult than
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maximizing welfare, though we are able to solve instances of reasonable size, and not toy
examples only. For illustration purposes, instances corresponding to the Belgian market
have been used. Table 3.5 summarizes the trade-off between both kinds of objectives for
ten such instances.

Welf. max sol. Maximizing traded volume A Vol. A Welf. # #
# | Max Trad. Vol. Max Trad. Vol. Best bound Hourly Blocks
bids bids
1 24589.84 24589.84 24589.84 0.00 0.00 1939 54
2 25794.53 25928.19 26654.32  133.66  5672.35 1711 67
3 23633.48 23696.99 23696.99 63.51 171.40 1706 54
4 35137.32 35285.32 35285.32  148.00 4292.13 1893 56
5 21296.94 21433.08 21433.08  136.15  2460.55 1713 39
6 23361.72 23871.27 23871.27  509.55 56518.94 1700 46
7 23542.38 23679.64 23679.64  137.26  1877.94 1749 35
8 35974.15 36270.11 36270.11  295.96 21403.03 1533 58
9 24988.63 24988.63 24988.63 0.00 0.00 1787 33
10 35307.91 35507.32 37434.39  199.41 16082.15 1418 62

Table 3.5: Comparison of the maximum traded volume in both cases

For example, instances # 2 or # 3 show concrete examples where it is possible to obtain
more traded volume than when just optimizing welfare (as in the toy example presented
above), the better solution for # 3 even being proven optimal. Instance # 1 shows an
example where the welfare maximizing solution is proven optimal for the traded volume
maximization problem. Sometimes the traded volume can be significantly larger (2% or
more), as in instance #6.

3.4.3 Minimizing opportunity costs

We proceed as above, (a) first solving the welfare maximizing solution, (b) looking for
the minimum opportunity costs possible for this solution, and (c¢) use this solution as a
start solution for the proper opportunity costs minimization problem. Let us note that
prices and opportunity costs obtained from stage (b) can substantially differ from the
prices computed in practice, as these prices are determined in a different way from what
is specified by tie breaking rules in case of price/volume indeterminacy. Let us recall that
welfare is uniquely determined by the block bid selections and hence not affected by stage
(b), see [54]. We also refer to [53] for a table showing results for a few real CWE instances
from 2011.

Results are given in Table 3.6. Optimal solutions are found in the majority of the instances
(9 out of 10). Again, for example, instances # 1 or # 2 show that solutions to both
problems do not coincide in general (as in the toy example of Section 3.2.1). Opportunity
cost can sometimes be reduced by 75% or more, for example for instance #3. In the
case of instances # 5 and # 9, the welfare maximizing solution is proven optimal for the
opportunity costs minimization problem.
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W-MAXSOL Minimizing Opp. Costs A OC. A Welf. # Hourly # Blocks

# Min OC Min OC  Best bound

1 13096.96 5624.37 5624.37 7472.58 2501.76 1939 54
2 6559.97 2124.96 2124.96 4435.01  963.19 1711 67
3 3913.16 978.61 978.61 2934.55  171.40 1706 54
4 483.71 348.00 348.00 135.71  138.65 1893 56
5 1715.30 1715.30 1715.30 0.00 0.00 1713 39
6 49366.33 46405.44 46405.44 2960.90 1577.61 1700 46
7 8771.51 8771.51 8771.51 0.00 0.00 1749 35
8 17249.96 7399.43 7399.43 9850.53  236.38 1533 58
9 256.81 256.81 256.81 0.00 0.00 1787 33
10 64777.46 61579.08 3198.25 3198.37  1591.57 1418 62

Table 3.6: Comparison of opportunity costs in both cases

3.5 Conclusions

The new primal-dual approach proposed here allows deriving powerful algorithmic tools,
and dealing with economic issues of interest for day-ahead auction participants or orga-
nizers. We have been able to give a MILP formulation of the market clearing problem in
the presence of MIC bids, avoiding the introduction of any auxiliary variables, relying on
an exact linearisation of the minimum income condition. To the best of our knowledge, it
is the first tractable exact approach proposed to deal with such kind of bids, and numer-
ical experiments show good results, though the approach is still challenging when both
block and MIC bids are considered together. From the economic analysis point of view,
the approach allowed us to examine the trade-off occurring in practice between different
objectives such as welfare maximization, traded volume maximization, and minimization
of opportunity costs of paradoxically rejected block bids. It also seems these are the
first tractable formulations proposed to examine these economic issues. The trade-offs
for the examined instances were rather small, though they could be more important in
absolute terms if the number and size of non-convex bids are allowed to increase. We
also plan to release a Julia package implementing the models and algorithms, to foster
exchanges and provide adaptable tools to the academic community working on related
research topics.
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3.A Omitted proofs in main text

Let us first consider the equality of primal and dual objective functions of Section 3.2.2:
Observation 3.1. By strong duality for linear programs, for a pair of primal and dual
feasible points corresponding to a block bid selection and a MIC bid selection, i.e. satisfying
respectively (3.2)-(3.13) and (3.15)-(3.22), the complementarity constraints (3.23)-(3.37)
hold if and only if we have the equality (3.1) = (3.14).

3.A.1 Proof of Theorem 3.1

Proof. We emphasize again, and use below, the fact that according to Lemma 3.2, we can
assume without loss of generality du; = 0,Vc, € Cq in (3.14)-(3.22).

(I) Let MCS = (x,y,n,u,m,v,s,d* d", du’,du”) be a feasible point of UMFS and let us
define J, := {j € J|y; = 0}, J, :== {j € Jly; = 1} and likewise for C,, C, with respect to
the values of the variables u,.. Consider the projection

MCS = (z,y,n,u,7,v,s, d5 cgos @ e g5 dug, e, s dug oo, ). Constraints (3.50)-(3.55) ensure
that MCS satisfies constraints (3.17)-(3.20): constraints (3.52)-(3.55) are ’dispatching’
constraints (3.50)-(3.51) to constraints (3.17)-(3.20). Therefore MCS satisfies primal
conditions (3.2)-(3.13) and dual conditions (3.15)-(3.22). Condition (3.54) ensures that
dj = 0 for j € J,, and with (3.55), it shows that condition (3.39) implies the equality
(3.1) = (3.14). By Observation 3.1, we can then replace this equality by the needed
complementarity conditions (3.23)-(3.37).

(II) Conversely let MC'S = (z,y,n,u, 7, v, s, dj 5.5 dj cgdug co,, dug, o, ) be a point sat-
isfying primal conditions (3.2)-(3.13), dual conditions (3.15)-(3.22), and complementarity
conditions (3.23)-(3.37), associated to a given block and MIC bid selection J = J,UJ,,C =
C, UC,.. Observation 3.1 ensures that this point also satisfies the equality (3.1) = (3.14).
Let us set additional values d; = 0, for j € J,, also d = 0 for j € J,, and similarly dug = 0
for ¢ € C,, dul = 0 for ¢ € C,, giving a point MCS = (z,y,n,u,m,v,s,d* d", du,du").
The new point satisfies condition (3.39), since only terms dj = 0,j € J,,dug = 0 are
added to the equality (3.1) = (3.14). It remains to verify that all the remaining con-
straints defining UMFS are satisfied as well. All these additional values trivially satisfy
constraints (3.52)-(3.55). Therefore, it is needed to show that conditions (3.50)-(3.55) are
also satisfied for all j € J,c € C. Due to (3.24), in condition (3.17), s;, = 0 and we can
set dj = P; N* — P; 7 without altering the satisfaction of any condition. Due to the price
range condition and the choice of the parameters M, these d,j € J, satisfy conditions
(3.52) which therefore hold for all j € J. In condition (3.18), sj,,dj can be redefined
without modifying the values of (s;, —dj ) and hence without altering satisfaction of any
other constraint. Due to the large values of the parameters M;, this again can be done
so as to satisfy conditions (3.54) for j € J,, hence for all j € J. Then, (3.17)-(3.18), and
the ’dispatcher conditions’ (3.52)-(3.54) imply (3.50). Finally, concerning the analogue
constraints related to the MIC bids, and first using Lemma 3.1 to set du? = 0 for all
¢a € Ca, it is straightforward to show in a similar way that (3.19)-(3.20) together with
the M. and the additional null values for part of the du” (resp. du®) given above allow
satisfying (3.51), (3.53). O
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Chapter 4

Revisiting minimum profit
conditions in uniform price
day-ahead electricity auctions

CORE Discussion Paper 2016/43 updated version of: Mehdi Madani and Mathieu Van
Vyve, Revisiting minimum profit conditions in uniform price day-ahead electricity auc-
tions (submitted).

[Core Discussion papers 2016: http://www.uclouvain.be/en-633757.html]

Abstract

We examine the problem of clearing day-ahead electricity market auctions where each
bidder, whether a producer or consumer, can specify a minimum profit or maximum pay-
ment condition constraining the acceptance of a set of bid curves spanning multiple time
periods in locations connected through a transmission network with linear constraints.
Such types of conditions are for example considered in the Spanish and Portuguese day-
ahead markets. This helps describing the recovery of start-up costs of a power plant,
or analogously for a large consumer, utility reduced by a constant term. A new market
model is proposed with a corresponding MILP formulation for uniform locational price
day-ahead auctions, handling bids with a minimum profit or maximum payment condition
in a uniform and computationally-efficient way. An exact decomposition procedure with
sparse strengthened Benders cuts derived from the MILP formulation is also proposed.
The MILP formulation and the decomposition procedure are similar to computationally-
efficient approaches previously proposed to handle so-called block bids according to Eu-
ropean market rules, though the clearing conditions could appear different at first sight.
Both solving approaches are also valid to deal with both kinds of bids simultaneously,
as block bids with a minimum acceptance ratio, generalizing fully indivisible block bids,
are but a special case of the MP bids introduced here. We argue in favour of the MP
bids by comparing them to previous models for minimum profit conditions proposed in
the academic literature, and to the model for minimum income conditions used by the
Spanish power exchange OMIE.
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4.1 Introduction

4.1.1 Minimum profit conditions and Near-Equilibrium in non-
convex day-ahead electricity auctions

Day-ahead electricity markets are organized markets where electricity is traded for the
24 hours of the next day. They can take the form of single or two sided auctions (pool
with mandatory participation to match forecast demand or auctions confronting elastic
offer and demand). The prices set in day-ahead markets are used as reference prices
for many electricity derivatives, and such markets are taking more importance with the
ongoing liberalization and coupling of electricity markets around the world in general,
and in Europe in particular.

Clearing these auctions amounts to finding - ideally- a partial equilibrium using submitted
bids describing demand and offer profiles, depending on the utility, production costs
and operational constraints of market participants. A market operator, typically power
exchanges in Europe, is in charge of computing a market clearing solution.

It is well-known that for a well-behaved convex welfare optimization problem where strong
duality holds, duality theory provides equilibrium prices. However, to describe their
operational constraints or cost structure, participants can specify for example a minimum
output level of production (indivisibilities), or that the revenue generated by the traded
power at the market clearing prices should cover some start-up costs if the plant is started.
Similar bids could be specified for the demand side. This leads to the study of partial
market equilibrium with uniform prices where indivisibilities and fixed costs must be
taken into account, deviating from a well-behaved convex configuration studied in classical
microeconomic textbooks, e.g. in [61]. The need for bidding products introducing non-
convexities is due in particular to the peculiar nature of electricity and the non-convexities
of production sets of the power plants.

When considering a market clearing problem with non-convexities such as indivisibilities
(so-called block bids in the Pan-European PCR market [27]), or start-up cost recovery
conditions (so-called complex bids with a minimum income condition also called MIC
bids in PCR), most of the time no market equilibrium exists, see e.g. the toy example
in Section 4.2.1 for an instance involving MIC bids, and in [55] for an instance involving
block bids.

Let us also mention that in coupled day-ahead electricity markets, representation of the
network is a particularly important matter. Besides the potential issues due to the simpli-
fications or approximations made to represent a whole network, it is of main importance
for participants to understand clearly the reason for price differences occurring between
different locations. Economically speaking, locational prices should ideally form a spatial
equilibrium, as historically studied in [25, 85], which could equivalently be interpreted
as requiring optimality conditions for TSOs, relating locational price differences to the
scarcity and marginal prices of transmission resources.

Near-equilibrium under minimum profit conditions in uniform price day-ahead electricity
auctions is the main topic of the present contribution, and is also considered in references
[27, 37, 36, 35, 84], which are discussed in Section 4.3.1 below.
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4.1.2 Contribution and structure of this article

The main contribution of the present paper is to show how to handle minimum profit (or
maximum payment) conditions in a new way which turns out to generalize both block or-
ders with a minimum acceptance ratio used in France, Germany or Belgium, and, mutatis
mutandis, complex orders with a minimum income condition used in Spain and Portugal.
The new approach consists in new bids, which we call MP bids (for minimum profit or
maximum payment), and the corresponding mathematical programming formulation is a
MILP modelling all the corresponding market clearing conditions without any auxiliary
variables, similar to an efficient MIP formulation previously proposed for block orders
[54]. An efficient Benders decomposition with sparse strenghtened cuts similar to the
one proposed in [54] is also derived. These MP bids hence seem an appropriate tool
to foster market design and bidding products convergence among the different regions
which form the coupled European day-ahead electricity markets of the Pan-European
PCR project.

We start by providing in Section 4.2.1 a toy example illustrating the key points dealt
with in the reminder of the article. It illustrates the issues arising when considering
minimum profit conditions, and alternatives to take them into account in the computation
of market clearing solutions. We describe in Section 4.2.2 the notation used and a basic
‘unrestricted’ welfare maximization problem where such minimum profit conditions are
first not enforced, also recalling the nice equilibrium properties which would hold in a
convex market clearing setting.

Section 4.3 is devoted to modelling minimum profit conditions or more generally MP con-
ditions, as with the approach proposed, the statement of a maximum payment condition
for demand-side orders is formally identical. After reviewing previous contributions con-
sidering minimum profit conditions, we derive economic interpretations for optimal dual
variables of a welfare maximization program where an arbitrary MP bids combination has
been specified. We then develop the core result, showing how to consider MP bids in a
computationally-efficient way, relying on previous results to provide a MILP formulation
without complementarity constraints nor any auxiliary variable to model these MP con-
ditions. Section 4.4 shows how to adapt all results when ramping constraints of power
plants are considered.

Section 4.5 derives from the MILP formulation provided in Section 4.3 a Benders de-
composition procedure with locally strengthened Benders cuts. These cuts are valid in
subtrees of a branch-and-bound solving a primal welfare maximization program, rooted
at nodes where an incumbent should be rejected because no uniform prices exist such
that MP conditions are all satisfied. They complement the classical Benders cuts which
we show to correspond indeed to mo-good cuts’ basically rejecting the current MP bids
combination, and which are globally valid.

Numerical experiments are presented in Section 4.6. Implementations have been made
in Julia/JuMP [51] and are provided together with sample datasets in an online Git
repository [56]. They show the efficiency and merit of the new approach, in particular
compared to the current practice in OMIE-PCR.
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4.2 Near-equilibrium and minimum profit conditions

4.2.1 Position of the problem: a toy example

In the following toy example whose data is provided in Table 4.1 and depicted on Figure
4.1, a bid curve (in blue) represents some elastic demand. To satisfy this demand, there
are two offer bids from two plants, each having different start-up costs (100 EUR and 200
EUR respectively), but the same marginal cost of 10 EUR / MW. Both plants bid their
marginal cost curve and their start-up cost to the auctioneer.
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Figure 4.1: Marginal cost/utility curves (see Table 4.1 for related start-up costs)

Neglecting first the minimum income conditions stating that all costs should be recovered
for online plants (i.e. both start-up and marginal costs), we can clear the market auction
by matching the aggregated marginal costs (resp. utility) bid curves, as done in the left
part of Figure 4.2. In that case, the determined market clearing price would be 10 EUR
/MW, and obviously, both power plants won’t recover their costs for that market clearing
price.

However, if we allow the potentially paradoxical rejection of bids involving start-up costs,
which is also tolerated in all previous propositions considering minimum profit conditions
exposed in [27, 35, 37, 36, 84], then a ’satisfactory solution’ could be obtained by either
rejecting bid B or bid C. In that case, matching marginal cost/utility curves as in the
right Figure 4.2, we see that the market clearing price will rise to 50 EUR / MW and that,
whatever the chosen offer B or C, the corresponding plant will recover all its costs. Similar
examples could be given for demand bids with a maximum payment condition.

These observations help understanding why it is not possible to get a market equilibrium
such that all MP conditions are satisfied. It may be required to expel some bids from
the market clearing solution that would be profitable for the market clearing prices ob-
tained in that situation. On the other hand, including such ’paradoxically rejected bids’
would modify prices such that the MP condition of some bid would not be satisfied any
more.
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Figure 4.2: Matching MP bids

Bids | Power (MW) | Limit price (EUR/MW) | Start-up costs
D1: Demand bid 1 11 50 -
D2: Demand bid 2 14 10 -
MP1: Offer MP bid 1 10 10 100
MP2: Offer MP bid 2 10 10 200

Table 4.1: Toy market clearing instance

Market Price Revenue Costs Profits
MP1 | MP2 | MP1 | MP2 | MP1 | MP2
Matching MP1 & MP2 10 100 | 100 | 200 | 300 | -100 | -200
Matching MP1 50 500 0 200 0 300 0
Matching MP2 50 0 500 0 300 0 200

Table 4.2: Market outcomes

The second point is that, even if in both matchings the costs are recovered for the chosen
plant, both matchings are not equivalent from a welfare point of view if we include fixed
costs in the computation of the welfare.

Under current OMIE-PCR market rules, both matching possibilities are not distinguished
because fixed costs are not included in the welfare maximizing objective function which
only considers marginal costs (resp. utility) of selected plants (resp. consumers). In such
a case, welfare is considered to be 400 whatever the chosen matching. Let us note that
in the same way, in [37], the fixed costs that should be recovered are not included in the
welfare objective.

If we pay attention to fixed costs when computing welfare, matching MP1 yields a welfare
of 300 while matching MP2 yields a welfare of 200. Such a choice in terms of inclusion of
fixed costs in the welfare objective function is similar to what is done in [84].

4.2.2 Unrestriced welfare optimization

Notation used throughout the text is provided here for quick reference. The interpretation
of any other symbol is given within the text itself.

85



Notation and Abbreviations

Abbreviations:

MP bids
MIC bids
ITM

ATM
OTM

Stands for bids with either a minimum profit or a maximum
payment condition

Stands for complex orders with a minimum income condition used
in OMIE-PCR

Stands for ’in-the-money’

Stands for ’at-the-money’

Stands for ’out-of-the-money’

Sets and indices:

Iy C1I

Index for hourly bids, in set I

Index for MP bids, in set C

Index for hourly bids associated to the MIC bid ¢, in set H.
Index for locations, I(7) (resp. I(hc)) denotes the location

of bid i (resp. he)

Index for time slots, ¢(i) (resp. t(hc)) denotes the time slot
of bid 4, (resp. hc)

Subset of hourly bids associated to location [ and time slot ¢

HCy € HC  Subset of MP hourly suborders, associated to location [ and time slot ¢

Parameters:

in th

The € [O, 1]
Pi, Phc
Ak

W

F.

Power amount of hourly bid i (resp. hc),

@ < 0 for sell bids, and @ > 0 for demand bids

minimum ratio parameter used to express minimum output levels
Limit bid price of hourly bid i, hc

Abstract linear network representation parameters

Capacity of the network resource m

Start-up or fixed cost associated to bid ¢

Primal decision variables:

T; € [07 1}
The € [0, 1}
u. € {0,1}

Nk

fraction of power (); which is executed

fraction of power Q. (related to the MIC bid ¢) which is executed
binary variable conditioning the execution or rejection of the MP bid ¢
(i.e. of the values of x,.)

variables used for the abstract linear network representation, related
to net export positions

Dual decision variables:
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T locational uniform price of electricity at location [ and time slot ¢
U >0 dual variable pricing the network constraint m,

5, >0 dual variable interpretable as the surplus associated to the execution
of bidi e I

spd® >0 dual variable related to the (potential) surplus associated to the execution
of bid hc

spm > (0 dual variable related to the (potential) surplus associated to the execution
of bid he

5.>0 dual variable interpretable as the surplus associated to the execution

of the MP bid ¢

A classical hourly order corresponds to a step of a stepwise offer or demand bid curve
relating accepted power quantities to prices. For each such step, the variable z; € [0, 1]
denotes which fraction of this step will be accepted in the market clearing solution. In
the same way, variables x;,. denote these accepted fractions for bid curves associated to a
bid with a minimum profit condition or maximum payment condition (MP bids).

Concerning these MP bids, binary variables u. are introduced to model the conditional
acceptance of a set of hourly bids he € H,, controlled via constraints (4.3), while con-
straints (4.4) enforce minimum acceptance ratios where applicable. They are used for
example to model minimum power outputs of power plants. The conditional acceptances
will be expressed as price-based decisions (as called in [104, 32]) using the primal-dual
formulation developed in Section 4.3.2, involving both quantity and price variables. Pa-
rameters F. correspond to fixed/start-up costs incurred if the MP bid is accepted. Let
us also note that a block bid spanning multiple time periods as described in [27, 60, 54]
could be described as an MP bid ¢ by using a suitable choice of associated bid curves
and minimum acceptance ratios, and setting the corresponding fixed cost parameter F,
to 0 in (4.1). It turns out that in such a case, minimum profit or maximum payment
conditions as described below will exactly correspond to the European market clearing
conditions for block orders described in [27, 60, 54], essentially stating that no loss should
be incurred to any accepted block bid, but allowing some block bids to be paradoxically
rejected.

Constraint (4.6) is the balance equation at location [ at time ¢, where the right-hand
side is the net export position expressed as a linear combination of abstract network
elements. Constraint (4.7) is the capacity constraint of the abstract network resource
m. This abstract linear network representation covers e.g. DC network flow models or
the so-called ATC and Flow-based models used in PCR (see [27]). The usual network
equilibrium conditions involving locational market prices apply, as they will be enforced
by dual and complementarity conditions (4.14), (4.20), see [54].

The objective function aims at maximizing welfare. For the sake of conciseness, we do
not, consider ramping constraints of power plants in the main parts of the text, though
they can straightforwardly be included in all the developments carried out, as shown in
Section 4.4.

UWELFARE:
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max Z(Ple)xz + Z (P"Qp)The — Z:FcuC (4.1)

c,heH,
subject to:
v <1 Vie I [s] (4.2)
The S Ue Yh e [‘IC7 ceC [Shmcaz] (43)
The = Thelle VYh € H.,c € C [s]"™ (4.4)
e < 1 Ve e Clse (4.5)
Z Qi + Z Qnehe
S hce HCyy
= efm, V() [my) (4.6)
k
>t i < w, VmeN [vn] (4.7)
k
Xy tue > 0, (e free) (4.8)
u€eZ (4.9)

4.2.3 Dual and complementarity conditions of the continuous
relaxation

We denote by UWELFARE-CR-DUAL the dual of the continuous relaxation of the welfare
maximization program stated above.

UWELFARE-CR-DUAL:

min Z S; + Z Se + Z Wi Uy (4.10)

subject to:
si + QT ) = QiP', Vi 2] (4.11)
(7™ = spe™) + Qpeu(he)ne) = Qpe P, Vh e H,,c [xh] (4.12)
Se = Y (Sh" = rpesi™) — Fu, Ve € C [u] (4.13)
heH,
Z Ay, kUm — Z e;itﬂ—l,t =0 Yk S K [nk} (414)
m It
Sis Scs Shey Um >0 (415)
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Complementarity conditions:

si(l—z;) =0 Viel (4.16)
spe(Uue — xpe) =0 Yh,c (4.17)
she" (Lhe = Thetie) = 0 Vh, ¢ (4.18)
Se(1—ue) =0 Vee O (4.19)
V(Y ik = W) =0 ¥me N (4.20)
o
zi(si + QM) — Q:P') =0 Viel (4.21)
Ue(se = D (Spe™ — rhesii™) + F.) =0 VeeC (4.22)
het,

As it is well-known, these dual and complementarity conditions, which are optimality
conditions for the continuous relaxation of (4.1)-(4.9) denoted UWELFARE-CR, exactly
describe the nice equilibrium properties we would like to have for a market clearing solu-
tion. This could be easily seen from the economic interpretations given in Lemmas 4.1,4.2,
4.4 and Theorem 4.1 below.

Hence, equilibrium and integrality conditions for «w cannot be both satisfied unless the
continuous relaxation UWELFARE-CR, admits a solution which is integral in u. In the
particular case where there is no fixed cost (Ve € C,F. = 0), no minimum acceptance
ratios (rp. = 0 for all he € H,, ¢ € C'), and there is no condition restraining the conditional
acceptances modelled by the binary variables u, via constraints (4.3), it is always optimal
to set all u, := 1 and the problem amounts to solving a classical convex market clearing
problem where equilibrium can be found which optimizes welfare.

Also, even setting F, := 0 in (4.1), adding MP conditions to the constraints (4.2)-(4.9),
(4.11)-(4.22) to deal with them as in OMIE-PCR (cf. the toy example above with the
remark about distinguishable cases, and also Section 4.3.3) would in most cases render
the problem infeasible. Hence, equilibrium restrictions must be relaxed, and this can be
done in different ways, which is the topic of the next section.

4.3 Modelling Near-equilibrium with MP Conditions

Section 4.3.1 reviews previous propositions to handle minimum profit conditions, includ-
ing the current practice in OMIE-PCR, while Section 4.3.2 proposes a new approach
which seems to be both more appropriate economically speaking, and computationally
more efficient. Section 4.3.3 makes further technical comparisons between the current
OMIE-PCR practice and the new proposition, and recalls an exact linearisation for min-
imum income conditions used by OMIE proposed in a previous contribution. Ramping
conditions are not explicitly considered here, but Section 4.4 shows how all results could
be derived when these are included as well in the models.
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4.3.1 Modelling minimum profit conditions: literature review

As stated above, when one considers MP conditions or indivisibilities, it is needed to relax
market equilibrium conditions to get feasible solutions. A first idea to relax these equi-
librium conditions is to relax the complementarity conditions (4.16)-(4.22) while making
them satisfied as closely as possible. With the present context and notation, the proposi-
tion in [37] is essentially to minimize the slacks, i.e. the deviations from 0, of the left-hand
sides in (4.16)-(4.22), while adding ad-hoc non-convex quadratic constraints guaranteeing
non-negative profits for producers, which are then approximated with linear constraints.
The idea is generalized in [35] which also considers the possibility of relaxing integral-
ity conditions and to minimize a weighted sum of deviations from complementarity, of
deviations from integrality (which could be required to be null), and of uplift variables
included in the statement of the minimum profit conditions, corresponding to side pay-
ments to ensure revenue adequacy for producers. Leaving aside relaxation of integrality
conditions and uplifts, to minimize deviations from complementarity, for each left-hand
side expression g; > 0, slack variables ¢; are added together with constraints ¢, > ¢;, and
the sum of the ¢ is minimized. Let us note that in the models considered, the fixed costs
involved in the minimum profit conditions are not part of the welfare maximizing function
in [37], while they are included in the welfare in [35].

The model and idea suggested in [35] is considered further in [84], where there is no
uplift variable in the statement of minimum profit conditions, therefore requiring revenue
adequacy from the uniform market prices only, and where it is observed that minimizing
the slacks amounts to minimizing the duality gap given with our notation by (4.10) minus
(4.1), subject to primal and dual constraints (4.2)-(4.15). The contribution [84] observes
that this is a significant improvement over the formulation proposed in [35].

In all these propositions, the choice is made to use uniform prices, to ensure minimum
profit conditions for producers, and to minimize the deviations from a market equilibrium
by minimizing the sum of slacks of all complementarity conditions. In such a case, there
is no control on which deviations from market equilibrium are allowed, and in particular,
network equilibrium conditions which correspond to optimality conditions of TSOs are
often not satisfied.

In the Pan-European PCR market, the choice has been made to ensure network equi-
librium conditions as well as equilibrium conditions for all ’classical convex bids’ corre-
sponding to steps of classical bid curves. The only allowed deviations from a market
equilibrium are that some 'non-convex bids’ involving minimum power output constraints
or minimum profit (resp. maximum payment) conditions could be paradoxically rejected
as in the toy example given above in Section 4.2.1. Let us note that such a ’paradoxical
rejection’ is also allowed in all other propositions.

Concerning complex bids with a minimum income condition used in OMIE-PCR [27, 28],
minimum profit conditions are of the form:

(uu - 1 == Z Qh(I}LC T(he),t(hc) Z F + Z Q}chfbc)‘/:;, (423)

heH. heH.

where for the given market prices 7, classical bid curves and the network are 'at equi-
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librium’, describing in particular the fact that ITM hourly bids are fully executed, OTM
hourly bids are fully rejected, and ATM hourly bids could be executed or rejected. In the
condition, F, corresponds to a start-up cost, and V, to a variable cost of production, while
Z (—Qpnehe) Ti(he) (he) denotes the revenue generated at the given market prices.

heH.

We have shown in a previous article [55], in which other related economic aspects are
considered, how to give an exact linearization of this kind of constraints in the whole
European market model which can then be formulated as a MILP without any auxil-
iary variables, relying on strong duality for linear programs to enforce equilibrium for
the network, classical hourly bids, and hourly bids related to accepted MIC bids. This
is reviewed (and extended to include minimum power output level conditions) below in
Section 4.3.3. Let us also note here that an exact linearisation similar to the one pro-
posed in [55] has been independently proposed in [32]. Though the derivation therein
is technically different and e.g. needs to introduce many auxiliary continuous variables
and constraints for a McCormick convexification of bilinear binary-continuous terms, a
parallel could be made between ideas of the two approaches, which is beyond the scope
of the present contribution.

The following Table comparatively summarizes some core characteristics of the previ-
ous propositions to model minimum profit conditions and the present one presented be-
low:

Proposition Start-up costs Variable costs Strict spatial
in the Welfare | in the Min. Profit. Cond. price
equilibrium
Garcia-Bertrand et al. [37] No marginal costs No
Garcia-Bertrand et al. [36] No marginal costs No
Gabriel et al. [35] Yes marginal costs No
Ruiz et al. [84] Yes marginal costs No
OMIE-PCR [27] No Ad-hoc var. costs Yes
Present contribution Yes marginal costs Yes

Table 4.3: Comparison of propositions

4.3.2 A new proposition for modelling MP conditions

We use a slightly modified version of a MIP framework introduced in [55], to enforce
equilibrium for the convex bids and the network, and which is computationally efficient
in particular because it avoids explicitly adding complementarity conditions modelling
equilibrium for this convex part, and also any auxiliary variables. It is used to present
two distinct models for minimum profit conditions in this setting: one used in practice
for many years by OMIE now coupled to PCR, and the new one involving the "MP bids’
introduced in the present contribution.
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Duality, uniform prices and deviations from equilibrium

Let us consider the primal welfare maximization problem UWELFARE stated in Section
4.2.2. Let us now consider a partition C' = C,.UC,, and the following constraints, fixing all
integer variables to some arbitrarily given values (unit-commitment-like decisions):

— U, < —1 Ve, € C, €C [dul ] (4.24)
U, <0 Ve, € C, CC [duy, ] (4.25)

Dropping integer constraints (4.9) not needed any more, this yields an LP whose dual
is:

min Z Si + Z Se + Z Wi Ui, — Z dug, ~ (4.26)

i c m ca€Cy
subject to:

si + Qim0 = Qi P, Vi [z (4.27)

(s;lncaz - S;anm) + thﬂl(hc),t(}u;) - thPhc> Vh e Hc> c [-’Ehc} (428)

So, +dul > > (s — rpesi”) — F, Ve, € O, [u,) (4.29)
heH,

Se, — dug > Z (S0 — sy — Fr Ve, € Cy [ue,] (4.30)
heH.

> pgvm — Y efymy =0 Vk € K [ny] (4.31)
m Lt

S, Sey Shes dug, , dug U >0 (4.32)

We now write down the complementarity constraints corresponding to these primal and
dual programs parametrized by the integer decisions. Economic interpretations are stated
afterwards:
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si(l—x;)=0 Viel (4.33)
St (e — xpe) =0 Ve,h € H, (4.34)
Spe(Lhe — Thelte) = 0 Ve,h € H, (4.35)
Se(l—u.) =0 Vee O (4.36)
Un(D g, — W) =0 VmeN (4.37)
ko
(1 — e, )dug, =0 Ve, € Cy (4.38)
U, du;, =0 Ve, € C, (4.39)
zi(si + Qi ) — QiP') =0 Viel (4.40)
e, (Se, + duf, — D (S| = rhe,spa") + Fo,) = 0 Ve, € C, (4.41)
heH,,
Uc, (Se, — dug, — Z (S — Ppe,spam) + F,) =0 Ve, € C, (4.42)
heHe,

In what follows, we consider uniform prices, that is all payments depend only and pro-
portionally on a single price 7, for each location [ and time period t.

In the following Lemmas, it is important to keep in mind the sign convention adopted,
according to which a bid quantity @ > 0 for a buy bid, and @ < 0 for a sell bid, cf. the
description of notation above.

Lemma 4.1 (Interpretation of s; and equilibrium for hourly bids). Let us consider a
solution to (4.2)-(4.9), (4.24)-(4.25), (4.27)-(4.42). Variables s; correspond to surplus
variables, i.e.:

Si = (lez - Qﬂl(z‘),t(i))%‘ (4.43)

Moreover, the following equilibrium conditions hold, meaning that for the given market
prices m ¢, no other level of execution x; could be preferred to x;:

o An hourly bid i which is fully executed, i.e. for which x; =1, is ITM or ATM, and
the surplus is given by s; = (Q;P* — Q;m@) @) Ti = Q;P' — Qmay i) > 0,

e An hourly bid i which is fractionally executed is ATM, i.e. (Q,P'— QM) =
0= Si

o Fully rejected bids i, i.e. for which x; =0, are OTM or ATM, and then s; = 0, which
also corresponds to the surplus: s; = 0 = (Q; P'—Q;my(i).4())Ti = (QiP’—Qim(,;m(i))Jr,

Hence, ITM hourly bids are fully accepted, OTM hourly bids are fully rejected, and
ATM hourly bids i can be either accepted or rejected, fully or fractionally.

Proof. 1f z; = 1, conditions (4.40) ensure that s; = Q, P’ — Qi@ = 0 (since s; > 0),
and the bid is ITM or ATM. Multiplying the obtained equality by x; = 1, we get identity
(4.43).
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If0 <2 <1, s =0 = s according to (4.33), and (4.40) then gives s; = Q,P" —
QM) ;) = 0: the bid is ATM. Multiplying these equalities by ;, we get identity (4.43).

If 7; = 0, s; = 0 according to (4.33), which used in dual conditions (4.27) gives Q,P’ —
Q;miyu) < 0: the bid is OTM or ATM. As s; = 2; = 0, identity (4.43) is trivially
satisfied. ]

Lemma 4.2 (Interpretation of s7'**, s7™). Provided that u. = 1:

(si® = rhespe™) = (QueP™ = QneTi(hey(he) ) The (4.44)

while if u. = 0, then the left-hand side is disconnected from the right-hand side which is
0. Economically speaking, this means that for rejected MP bids, the left-hand side only
corresponds to a potential surplus.

Proof. Multiplying (4.28) by @, yields s xy, — sy The = (QpeP™ — QpeTithe) t(he)) The-
Using complementarity conditions (4.34)-(4.35) where u, = 1, according to which sz, =

ST and s ry. = S, we get the required identity (4.44). |

For rejected MP bids, the sole deviation from an equilibrium affecting the corresponding
hourly bids is that some of them could be rejected paradoxically, since at equilibrium, they
should or could be rejected if they are out-of-the-money or at-the-money. The situation
for accepted MP bids is more interesting. Essentially, the situation is very similar to
the case of classical hourly bids described by Lemma 4.1, excepted that here, some "MP
hourly bids’ could be incurring a loss due to the minimum acceptance ratio, and several
configurations should be distinguished:

Lemma 4.3 (Equilibrium and deviations for MP hourly bids of accepted MP bids). Let
us consider hourly bids associated to an accepted MP bid ¢, i.e. such that u. = 1. If:

max min

o 0<rp. <xpe <ue =1, then sp."* = s;." =0, and the bid hc is at-the-money:

(s = rhesi™) = 0 = (QpeP" = Qpemithoy tne) = (QneP™ = QneTihe) t(he) ) The

¢ 0 < e = Tpe < U = 1, then sP™ = 0 and ()" — rpesi™) = (—rpespi™) =
(Q,.P" — QneTithe) i(he)) The < 0. Noting that spp" > 0 and xpe > rpe > 0, the bid is
ATM or OTM, and for rp. > 0, a loss could be incurred in that case.

0 0 < 1he < Tpe = U = 1, then s7™ = 0 and (s — rpesp™) = sy = (Q,, . P" —
QneTi(he) t(he)) The > 0: the bid is ITM or ATM.

maxr  min

o In the special case where rp. = 1 = xp, = u,, nothing could be inferred on sy.*, ;"
and the bid could be ITM, ATM or OTM, depending on the sign of (sj* — rpespa™).

Proof. This follows a direct discussion of the equality (4.44) of Lemma 4.2, using comple-
mentarity conditions (4.34)-(4.35), with u. = 1. O

The following Lemma is key to derive Theorem 4.1 and then Corollary 4.1. These are
the main ingredients to derive a MILP formulation avoiding any auxiliary variables of the
new model for minimum profit conditions.
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Lemma 4.4 (Interpretation of du”,du”). (i) Ve, € Cq, duy, ,
loss of order c,, given by
[ (5t = ey spit) = Fu]™ = [ (Qneu P = Quea Mithea) hea)) Thea — Feol ™
h€He, heHe,
where [a]” denotes the negative part of a, i.e. —min|0, al.

s an upper bound on the

(ii) duy, is an upper bound on the sum of the maximum missed individual hourly sur-
pluses (some of which could be negative) minus the fized cost F., of the rejected MP
bid c,, that is:

duf, > Y (et = rhe,shat) = Fup 2 Qe P = Qe Mithen) tthen) — For-

heH,, heH,,
Proof. (i) Since u., = 1, and using conditions (4.42), we have:

Se, — dug = Z (S — P, sy — F.,. Since, s, du? > 0, the observation follows (cf.
heH,,

also Lemma 4.2 for the identity used to replace (sj2 — ry, spe™)).

(ii) Conditions of type (4.36) show that s., = 0, which used in (4.29) provide the first

inequality. Then, as 7y, € [0,1] and sy > 0, one has (sje" —rpe, sper) > (sp® —spi) =

Q1P — QpTi(he) (ne) Where this last equality is given by (4.28). The result immediately

follows. O

Theorem 4.1 (MP conditions and shadow costs of acceptance du®). Let us consider a

gwen partition C, U C, and a solution to (4.2)-(4.9), (4.24)-(4.25), (4.27)-(4.42):
e For an accepted sell bid ¢, € C,, i.e. for which Yhe, € He,, Qpe, < 0:
(= Y Qumoumotne) = (= > QueP"zne) + Fo, <= duf, =0,
heHe, heHe,

where the left-hand side of the equivalence expresses that the revenue from trade
is greater or equal to the sum of marginal costs plus the fized cost F., which is a
minimum profit condition.

e For an accepted buy bid ¢, € C,, i.e. for which Vhe, € H.,, Qpe, > 0:
( Z thﬂ-l(hc),t(hc)xhc) < ( Z thphcxhc) - Fca — duzu = Oa
heH,, hEHe,

where the left-hand side of the equivalence expresses that the total payments are lesser
or equal to the total utility reduced by the constant term F., which is a maximum
payment condition.

Proof. It is a direct consequence of Lemma 4.4. If du? = 0, then

Z (Qhe, Pphea _ Qhe, Ti(hea) t(hea) ) Theo — Fe, > 0, which rearranged provides the result (the
heHe,

converse holding as well: if this last inequality holds, the du; can be set to 0 without
altering the satisfaction of the other constraints). O

Corollary 4.1. MP conditions could be expressed by requiring that shadow costs of ac-
ceptance could be set to zero, i.e.:
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Veo € Coy dul, =0 (4.45)

Naturally, not all MP bid selections C,, C, are such that these conditions hold for all
accepted MP bids ¢, € Cy, cf. e.g. the toy example presented in Section 4.2.1. Moreover,
admissible selections C,, C,. for which all shadow costs of acceptance could be set to zero
are not known in advance. However, following [55], we can provide a MILP formulation
without any auxiliary variables, exactly describing those admissible partitions C,, C,,
together with a corresponding solution to (4.2)-(4.9), (4.24)-(4.25), (4.27)-(4.42). This is
developed in the next subsection.

A MILP without auxiliary variables modelling MP conditions

To state Theorem 4.2 about the formulation UMFS, we need to include the following
technical constraint limiting the market price range

e € -7, 7] vie LiteT. (4.46)

7 can be chosen large enough to avoid excluding any relevant market clearing solution (see
for example the discussion of the analogue condition (18) in [54]). Under this assumption,
the parameters M, below are chosen large enough not to arbitrarily constraint the range
of values of the variables d*,d". As these values respectively correspond to upper bounds
on actual losses and upper bounds on opportunity costs, the M, can be straighforwardly
computed from the bid data provided by the market participants and the market price
range condition (4.46). Note that in practice, power exchanges actually do impose that
the computed prices m; stay within a given range in order to limit market power and
price volatility, see e.g. [27].

Uniform Market Clearing Feasible Set (UMFS):

S (PQywi+ Y (PQuwne — > Faue
i c,h€eH. c
> Z s+ Z Se — Z dug + Z WiV (4.47)

ceC m
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;<1 Vie I [s] (4.48)
Tpe < Ue Vh e H,,c € C [sp] (4.49)
The = Thelle Vh € H.,c € C [sp"] (4.50)
ue <1 Ve e C s (4.51)
Z Qi + Z QpeThe

Sm hceHCyy

= e, V(1,t) [m] (4.52)

Z A kT < Wiy Vm e N [vp) (4.53)
&

z,u >0, (4.54)

u €7 (4.55)

si + Qi) > QP Viel ;] (4.56)

(She'® = se™) + QneTighe)athe) = QueP"™, Vh € He,c [wn] (4.57)

Se + duy, — dul > Z (SJ19% — ppesiin) — F,, Ve e C [u (4.58)

heH,
du;, < M.(1 — u,) Vee O (4.59)
du? < M.u, Vee C (4.60)
k _

Z O Z ey =0 Yk € K[ny] (4.61)
m It

Sy Sey SPT ST du® du”, vy, > 0 (4.62)

Theorem 4.2. (I) Let (z,u,n,m,v,s,du’,du”) be any feasible point of UMFS satisfying
the price range condition (4.46), and let us define C, = {c|lu. = 0}, C, = {c|u. = 1}.

Then the projection (x,u,n,m,v,s,duy . du;, oo ) satisfies all conditions in (4.2)-(4.9),
(4-24)-(4-42)-
(IT) Conversely, any point

MCS = (x,u,n,m,v,s,dug ., du. ¢ ) feasible for constraints (4.2)-(4.9), (4.24)-(4.42)
related to a given arbitrary MIC selection C' = C,. U C, which respects the price range
condition (4.46) can be ‘lifted’ to obtain a feasible point MCS = (z,u,n,m, v, 5, dus, du’)
of UMFS.

Sketch of the proof. This is a straightforward adaptation of Theorem 1 in [55]. Essentially:
(I) any feasible point of UMFS defines a corresponding partition C, U C, of accepted
and rejected MP bids, and conditions (4.58)-(4.60) ensure that (4.29)-(4.30) are satisfied
whatever the corresponding partition is. It is then direct to check that conditions in
(4.2)-(4.9), (4.24)-(4.42) are all satisfied, since, provided (4.27)-(4.32), (4.47) can then
equivalently be replaced by the complementarity conditions (4.33)-(4.42) as optimality
conditions for the program (4.1) subject to (4.2)-(4.9), (4.24)-(4.25). (Let us note that as
du®, du” are upper bounds on losses or missed surpluses, see Lemma 4.4, the involved big-
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Ms in (4.59)-(4.60) are appropriately defined using the technical condition (4.46) bounding
the range of possible market prices.)

(IT) Conversely, for any partition C;, U C, and a solution to (4.2)-(4.9), (4.24)-(4.42) such
that the condition (4.46) is satisfied, we only need to define the additional values dui = 0
for ¢ € C, and du,, = 0 for ¢ € C,. Since the big-Ms have been suitably defined using
(4.46), and using (4.29)-(4.30), it is straightforward to check that (4.58)-(4.60) will be
satisfied for all ¢ € C, and hence all conditions (4.47)-(4.62) defining UMFS are satisfied
(again relying on the equivalence of (4.33)-(4.42) and (4.47) as optimality conditions for
(4.1) subject to (4.2)-(4.9), (4.24)-(4.25) provided that (4.2)-(4.9),(4.24)-(4.25) and the
dual conditions (4.27)-(4.32) are satisfied). O

As we want to enforce MP conditions, we need to add to UMFS the following condi-
tions:

Vee C, dul =0 (4.63)

Since we set all the duf to 0, constraints (4.60) are not needed any more, and constraints
(4.58)-(4.59) reduce to (4.76) below. We hence get the following MILP formulation which
we denote 'MarketClearing-MPC’; enforcing all MP conditions, and which doesn’t make
use of any auxiliary variable.

MarketClearing-MPC

max Y (P'Q)zi+ Y (P"Qu)tne— »  Feue (4.64)

c,heH. c

subject to:
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Z Q;)x; + Z P’“th VThe — X:FuC

c,heH,.

> Z Si + Z Se + Z W Um [0’] (465)
z; <1 Vie I [s (4.66)
The < Ue Vh € Hca ceC [Shr z] (467)
The 2 Thelle VYh € H.,c € C [s]""] (4.68)
ue <1 Ve e Cls (4.69)
Z Qi + Z QneThe
Sm hce HCy

=D el V(1) [m]  (470)

k
Zam,knk < Wi Vm e N [v] (4.71)
z,u >0, (4.72)
u€EZ (4.73)
si + Qi aty = Qi P, Viel [x] (4.74)
(7™ = spe™) + QueTuthetne) = QueP", Vh € H, ¢ [zh] (4.75)
S>3 (SpT — sty — F, — M(1— u,) Ve € Clu,) (4.76)
heH.
Z Ay kUm — Z eﬁﬂrl,t =0 Vk € K[nk] (477)
m It

Siy Sy Shey Um Z 0 (478)

4.3.3 Comparison to 'Minimum income conditions’ used by
OMIE-PCR

The way minimum profit conditions are handled in OMIE-PCR, described in Section 4.3.1,
presents two substantial differences compared to the MP bids introduced above. First,
start-up costs are not included in the welfare maximizing objective function, and second
there is the presence of a variable cost V. which could have no relation to the marginal
cost curves described by the hourly bids he,¢ € H.. In [55], we have shown how such
‘minimum income conditions’ could be linearized exactly without any auxiliary variables,
in the frame of the PCR market rules. We adapt here this result to take into account
minimum acceptance ratios (corresponding e.g. to minimum output levels) modelled by
conditions (4.4), which were not considered in [55]. This helps considering more formally
the differences between MP bids and classical bids with a minimum income condition
currently in use in OMIE-PCR.

Let us denote by FVC the actual start-up cost attached to some bid ¢ provided by a producer.
As in OMIE-PCR, start-up costs F, are not considered in the welfare objective function,
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it is first needed to set all parameters F, = 0 in MarketClearing-MPC, but then, nothing
ensures that these start-up costs are recovered for executed bids. It is therefore needed
to explicitly include a condition equivalent to (4.23), and this can be done in a linear way
without any auxiliary variables and any approximation, using the following Lemma:

Lemma 4.5 (Adaptation of Lemma 3 in [55]). Consider any feasible point of
MarketClearing-MPC'in the case where all parameters F, are set to (. Then, the following
holds:

Ve e C Z thxhc 7Tl (he),t(he) = Se¢ — Z (QhCPhC)xhc (479)

heH, heH,

Proof. The identity is trivially satisfied if u. = 0, thanks to conditions (4.3) and (4.36)
which are enforced for any feasible point of MarketClearing-MPC.

For u. = 1, summing up (4.44) in Lemma 4.2 over hec € H,, we get:

D (S = rhesi) = D (QueP"™ = QueMiheya(he))The (4.80)

heeH,. hceEH,

Then, noting that MarketClearing-MPC enforces (4.42) with du® = 0, and that we have
set all F,, = 0 not to consider start-up costs in the welfare objective, we can replace the
left-hand side of (4.80) by s. to get the required identity. O

Let us note that the economic interpretation of the algebraic identity provided by (4.79)
is straightforward: the total income in the left-hand side can be decomposed as the total
marginal costs plus the total surplus s, collecting individual surpluses of all the individual
bid curves associated to the MIC order.

Using Lemma 4.5, the MIC condition (4.23) can then be stated in a linear way as fol-
lows:

- Z (th Ihc > F + Z Q}uxhc MC(1 - uﬁ) (4'81)

heH. heH.

where M. is a fixed number large enough to deactivate the constraint when u. = 0. As
u. = 0 implies s, = 0 and xp. = 0, we set M, := F,.

Let us emphasise that once this is done and that we have a linear description of the
feasible set handling minimum income conditions as done in OMIE-PCR, many objective
functions could be considered, including objective functions involving startup and variable
costs in the measure of welfare instead of the marginal costs described by the bid curves
associated to a given MIC order.

From a modelling point of view there are therefore two main differences between the MP
bids proposed here and the OMIE-PCR MIC orders. The first one is that we need to
explicitly state constraints (4.81), apart from the single constraint (4.65) that essentially
enforce all complementary conditions simultaneously. This is because in the OMIE-PCR
model, the fixed and variable costs of the MIC orders are not part of the objective function
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to be maximised. This is linked to the second difference that in the OMIE-PCR model,
there are two different variable costs for MIC orders: one that appears in the objective
function to be maximised P, and another one V, that appears in the MIC condition
(4.81). It is questionable whether these two costs actually correspond to real costs of a
power plant. This makes the task of regulators in charge of monitoring market behaviour
of participants more difficult. Indeed it is not clear any more what is the normal or
justifiable market behaviour, and what constitutes gaming or a possible exercise of market
power.

4.4 Handling ramping constraints

Ramping constraints are also called 'load-gradient’ conditions in the PCR vocabulary, see
[27]. Let us suppose one wants to include in the primal program UWELFARE (4.1)-(4.9)
ramping constraints for each MP bid representing the technical conditions for operating
the corresponding power plant. Our goal is to show how to adapt all results of the
present contribution regarding minimum profit (resp. maximum payment) conditions in
this setting. Ramping constraints to add are of the form:

Z (7th)xhc - Z (*th)xhc S RUC Ue

he€ He|t(he)=t+1 he€Hc|t(hc)=t

Vie{l,..T—1},Vee C [g%] (4.82)

Z (—th)l'hc - Z (_th)xhc S RDC Ue

he€ Helt(he)=t he€ He|t(he)=t+1
Vte{l,.,T—1}\Yee C [gP™"] (4.83)

Je,t

The occurrences of u. might seem unnecessary and optional as the conditions would be
trivially satisfied for u. = 0. However, these occurrences are technically required to derive
the appropriate dual program and adapt straightforwardly all previous results. They also
make the continuous relaxation of the resulting Integer Program stronger. The corre-
sponding complementarity conditions that will be enforced as all other complementarity
conditions in Theorem 4.2 are:

9 RUue— Y Q@ mne+ Y. Q") =0 Vte{l,..T-1},VeeC

heeHe|t(he)=t heeHe|t(he)=t+1
(4.84)
G (RDeue— Y QM mpe+ Y QMmp) =0 Vie{l,..,T—1},VeeC
heeHe|t(he)=t+1 heeHe|t(he)=t
(4.85)
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Such constraints do not exist for t = 0 or ¢ = T, but the following convention is useful for

writing what follows while avoiding distinguishing different cases: ¢ = gf%w" = Gop =
down
gcT =0.

The dual constraints (4.28), (4.29) and (4.30) should then respectively be replaced by:

(she = spe™) + (Q"gitey 1 — Q"9 ey —1) + (Q" 9 ey — Q" 925(0e)) + Quemiino) ache)
=Q,.P", VheH.,VceC [r,] (4.86)

Se, Fdug, > Z (She—Theshe™ )+ Z(RUCrgC t(he) +RDCv‘ggfwT;LC)) Fe,, Ve €0 (uc]
t

heH,,

(4.87)

Seo—dug, = Z (She™” Th(‘ézlcm) Z(RUcaggit(hc)+RD0agchf(rllzc)) Fe,, Ve, € Colue,]
t

heH.,

(4.88)

with the corresponding consequence in the formulation of UMFES (used in Theorem 4.2)
of replacing (4.58) by

Setdul—dul > > (s —rhesii™) + > (RUger 0+ RDeglstrt) = F., - Ve € C lu]
heH. t

(4.89)

It is shown below that this is all we need to handle ramping constraints. Adaptation of

Lemma 4.4 and Theorem 4.1 are then straightforward, as it suffices to replace in the proofs

the occurrences of Z ST .S by its analogue provided by the left-hand side of
heH.

(4.92) below, and the corresponding adaptations needed e.g. in MarketClearing-MPC

immediately follows.

These assertions rest on the follwing adaptation of Lemma 4.2:
Lemma 4.6 (Adaptation of Lemma 4.2 to handle ramping constraints). Provided that
U =1, :

max min c down c U c U he down
(Shc — TheShe ) + (Qh gft (he)—1 Qh gc,zt)(hc)fl)'rhc + (Q gczt)(hc) Q Ye Jt(he) )I}w

= (th © = QpeTi(he), (hc))ﬁl?hc (4.90)
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2.

he  down he he he  down
E ( Ye Jt(he)— Q g(‘ Jt(he)— th + 2 : Q gr Lt(he) Q 9e Lt(he) )Ih(‘
hceH, hceEH,

= Z RUcQC t(he) + Rchgith)) (4.91)

3.

Z (she” — T}Lcsﬁin) + Z(RUUQZZZ(}M) +RD. qf?%ﬁ )= Z [Qhr = Quei(he) t(he) | The

heH. t heH,.

(4.92)

Proof. 1. is obtained by multiplying equation (4.86) by the corresponding dual variable
.Z’hc and by using as in Lemma 4.2 the complementarity conditions (4.34)-(4.35) with

maxr min min

=1, according to which s}z, = s;.* and sp."Tpe = Sp The-

2. Summing equations (4.84) and (4.85) then summing up over ¢ and rearranging the
terms provides the result, noting that it is assumed that u, = 1.

3. is a direct consequence of 1. and 2., obtained by summing up (4.90) over hc € H,
and using the identity provided by (4.91)

O

4.5 A decomposition procedure with Strengthened
Benders cuts

The contribution in this Section is essentially to show how the Benders decomposition
procedure with strengthened cuts described in [54] for fully indivisible block bids applies to
the present context of newly introduced bids with a minimum profit/maximum payment
condition (MP bids), providing an efficient method for large-scale instances where both
block and MP bids are present, as such decomposition approaches (see also [60, 27]) are
known to be efficient to handle block bids. The present extension includes as a special case
instances involving block bids with a minimum acceptance ratio as described in [27].

This Benders decomposition procedure solves MarketClearing-MPC | working with (an
implicit decription of) the projection G of the MarketClearing-MPC feasible set described
by (4.65)-(4.78) on the space of primal decision variables (z;, Zpe, ue, 7). In particular,
we start with a relaxation of G, denoted Gy and described by constraints (4.66)-(4.73),
and then add Benders cuts to Gy which are valid inequalities for G' derived from a so-
called worker program until a feasible - hence optimal - solution is found. The worker
program generates cuts to cut off incumbents for which no prices exist such that all MP
conditions could be enforced, see Theorems 4.3 and 4.4. It is shown that these Benders
cuts correspond indeed to no-good cuts’ rejecting the current MP bids combination, see
Theorem 4.5. We show how these cuts could be strengthened, providing stronger and
sparser cuts which are valid for G when they are computed to cut off solutions which
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are optimal for the master program (potentially with cuts added at previous iterations
where applicable), cf. Theorem 4.6. Instead of adding these cuts iteratively after solving
the augmented master program each time up to optimality, it could be preferable to
generate them within a branch-and-cut algorithm solving this master program (hence
also MarketClearing-MPC, as MP conditions will be checked and enforced when needed).
In that case, the strengthened cuts are locally valid, i.e. in branch-and-bound subtrees
originating from incumbents rejected by the worker program during the branch-and-cut
algorithm solving the master program, see Theorem 4.7. Adding cuts after solving master
programs up to optimality is similar to the original approach described in the seminal
paper [5], while adding cuts inside a branch-and-cut, which is often more efficient, is
sometimes called the "modern version” of a Benders decomposition. Let us note that the
classical Benders cuts of Theorem 4.4 or their "no-good” equivalent of Theorem 4.5 are
always globally valid, as opposed to their strengthened version of Theorem 4.7.

Let us also mention a very interesting result. The revised version of [65] appearing as
Chapter 2 in [64] and relying on [54] proposes an analogue of Theorem 4.7 in a context
which considers general "mixed integer bids”, a careful analysis of which shows they en-
compass the MP bids proposed here (though there is no mention of applications such as
the modeling of start-up costs and the minimum profit conditions or ramping constraints,
etc). As noted therein, the author generalizes the applicability of the cuts of Theorem 6
in [54], similar to those of Theorem 4.7 below, to these general mixed integer bids (and
general convex bids besides) using a completely different technique than the present Ben-
ders decomposition which relies on other considerations and the primal-dual formulations
presented above (shadow costs of acceptance in Theorem 4.1, etc).

Let us consider a master branch-and-bound solving (4.64) subject to the initial con-
straints (4.66)-(4.73), and let (z}, )., uk, n;) be an incumbent satisfying (4.66)-(4.73) of
MarketClearing-MPC.

A direct application of the Farkas Lemma to the remaining linear conditions (4.65), (4.74)-
(4.78), which is detailed in appendix, yields:

Theorem 4.3 (Worker program of the decomposition). Let (z}, ., us, ny) be an incum-
bent satisfying the “primal conditions” (4.66)-(4.73), then there exists (m,s,v) such that
all MP conditions modelled by the other conditions (4.65), (4.74)-(4.78) in MarketClearing
MPC are satisfied if and only if:

max (P'Q,)z; + Z (P"Qp)The — Z Foue — Mo(1 — ug)u,

z,u,n)EP “=
( ) 7 c,heH,. c

<Pz + D (PQumh. — Y Foul), (4.93)

i c,heH. c

where P is the polyhedron defined by the linear conditions (4.66)-(4.72), that is the linear
relazation of (4.66)-(4.73). This condition is also equivalent to
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max Yo + p" T F.u
el i o 2PQITH D (PYQu)e = Fua
7/

c,heH.

< (Z )zi + Z (P"Qp )75, — ZFU (4.94)

i c,heH,

where no "big M’s” are involved.

Proof. See appendix. O

A direct consequence of Theorem 4.3 is:

Theorem 4.4 (Classical Benders cuts). Suppose (z, z} ., us, ny) doesn’t belong to G, i.e.
there are no prices such that MP conditions could all be satisfied, i.e. for which the test
of Theorem 4.3 fails.

Then, the following Benders cut is a valid inequality for G and cuts off the current in-
cumbent (7, ., us ny):

S (PRl + > (PQ,)xt. — ZFu# M, (1 — u,)u?
i c,heH,
<O (PQ)zi+ Y (P Qp)the — ZFUC (4.95)

i c,heH,.

where (I;#? Iﬁc, u‘f'/ nk#)

(4.93) (resp. (4.94)).

Lemma 4.7. In the feasible set of MarketClearing-MPC, welfare is univocally determined
by an MP bids combination, i.e., by given arbitrarily values for the variables u,.

is an optimal solution to the left-hand side worker program in

Proof. Let us consider a feasible point of MarketClearing-MPC and the corresponding MP
bids combination C, U C,. As detailed in Theorem 4.2 and its proof, this point is then
feasible for (4.2)-(4.9), (4.24)-(4.25), (4.27)-(4.32) and (4.33)-(4.42), which are optimality
conditions for the welfare maximization program (4.1)-(4.9), (4.24)-(4.25) where only the
integer values of the variables u. have been fixed. O

Observation 4.1. An optimal solution of the left-hand side of (4.93) is always such that
u = 0 if uf = 0, because of the penalty coefficients M,, or alternatively because u
corresponds to the optimal dual variable of (4.76) which is not tight when u’: = 0.

Theorem 4.5 (No-good / Combinatorial Benders cuts). Suppose (x}, ., us, ny) doesn’t
belong to G, i.e. there are no prices such that MP conditions could all be satisfied, i.e.
for which the test of Theorem 4.3 fails.

Then, the following 'no-good cut’ is a walid inequality for G and cuts off the current
imcumbent:
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S—u)+ Y ue>1, (4.96)

clur=1 clug=0
basically excluding the current MP bids combination.

Proof. This is a direct consequence of Theorem 4.4. Suppose we need to cut off

(xf, z7,,ul, ng) by adding (4.95). For any other solution (z;, Zpe, uc, nx) such that e = u;
for all ¢ € C, the left-hand side value of (4.95) will trivially be the same as with «*. The
right-hand side will also be the same as with u* according to Lemma 4.7, because welfare
is univocally determined by the values of the u.. Hence any such solution will also violate
(4.95) and it is therefore needed to change the value of at least one of the u,, providing
the result. O

Theorem 4.6 (Globally valid strengthened Benders cuts). Let (2], x},, u;, ny) be an op-
timal solution for the master program (4.64) subject to (4.66)-(4.78), potentially with
additional valid inequalities. If the test of Theorem 4.3 fails, the following sparse cut is a
valid inequality for G:

S (l—u)>1, (4.97)

clur=1

meaning that at least one of the currently accepted MP bids should be excluded in any
valid market clearing solution satisfying MP conditions.

Proof. This is also a consequence of Theorem 4.4. First, observe that (4.97) trivially

implies (4.96) and hence cuts off (z7, 27, us, n}), according to Theorem 4.5. It remains
to show that it is also a valid inequality for G.

Let (z}, 2}, us, ny) be the optimal solution considered that violates (4.95), i.e., such that:

PRy + > (P, )af, - ZFU# M (1 —uu?
i c,heH:
>(Z )Ti + Z (P"Qp )T, — ZFU (4.98)

i c,heH,

which using Observation 4.1 reduces to:

(SPQer + 3 (PQuei, ~ 3 Fa)

i c,heH.
<ZP’ o + Y (PQu)rf — ZFu (4.99)

c,h€eH.

Suppose (x;, Tpe, Ue, 1) is feasible for (4.66)-(4.73) (with the potential added valid in-
equalities obtained at previous iterations). Because of the optimality of (x}, 7., u’, ny),
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(Z(Ple)xz + Z (P"Qpe)tne — ZFUC

i c,he H.
<(Z l’—'—z P th‘rhc ZFU
i c,heH.
< Z (PRl + > (P"Q,)xf, - ZFu (4.100)
c,heH,.

Now suppose (2;, Zpe, te, ny) does not satisfy (4.97), i.e., that Z (1 —u.) = 0. Then,
cluf=1

combined with Observation 4.1 exactly as to reduce (4.98) to (4.99), the valid cut (4.95)

that this other solution must satisfy to potentially be in G' reduces to:

Z :C + Z Pthh(, xhl, ZFU
i c,heH.
< Qo (PQ)ai+ Y (PMQu)ane — ZFuC (4.101)

i c,heH.

which contradicts (4.100). Hence, (4.97) must hold for any other (z;, zpe, uc, ng) that is
in G. O

Now, suppose we want to use the sparse cuts of Theorem 4.6 within the branch-and-bound
tree solving the master program, instead of adding them after solving up-to-optimality the
master program (together with the cuts obtained at previous iterations where applicable).
Then these cuts are valid locally, i.e. in the subtrees originating from the incumbents to
cut off, as their validity depends on the local optimality of this incumbent to cut off:

Theorem 4.7 (Locally valid strengthened Benders cuts). Let again (z},zy,, us,ny) be an
incumbent obtained via an LP relazation at a given node of the branch-and-cut solving
the master program (4.64) subject to (4.66)-(4.73). If the test of Theorem 4.3 fails, the
following sparse cut is locally valid, i.e. is valid in the subtree of the branch-and-bound
originating from the current node providing the incumbent (x}, T}h., us,ny):

S (l—u) =1, (4.102)

clui=1

meaning that at least one of the currently accepted MP bids should be excluded in any
solution found deeper in the subtree.

Proof. This is also a consequence of Theorem 4.4 and the proof is a slight variant of the
proof of Theorem 4.6. Since in the present case (z},x}., u’, n}) is just an incumbent and
no longer globally optimal for the master program, to reproduce the argument providing
(4.100), we use the local optimality of the incumbent (z,z} ., uy, ny) obtained via an
LP relaxation, and the fact that the other solutions considered (z;, Zpe, ue, ny) lie in the
subtree originating from the current node providing (], xJ., u}, nj). O
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4.6 Numerical Experiments

Implementation of the models and algorithms proposed above have been made in Julia
using JuMP[51], an open source package providing an algebraic modelling language em-
bedded within Julia, CPLEX 12.6.2 as the underlying MIP solver, and ran on a laptop
with an 15 5300U CPU with 4 cores @2.3 Ghz and 8GB of RAM. The source code and
sample data sets used to compute the tables presented below are available online, see
[56] . Let us note that thanks to Julia/JuMP, it is easy to switch from one solver to
another, provided that all the required features are available. Raw implementations of
the primal-dual formulation MarketClearing-MPC, and the classic and modern Benders
decompositions all fit within 250 lines of code including input-output data management
(see the file "dam.jl’ provided online), while some solution checking tools provided in an
auxiliary file span about 180 lines of code.

Our main purpose here is to compare the new approach proposed to the market rules used
until now by the power exchange OMIE (part of PCR). We thus have considered realistic
datasets corresponding to the case of Spain and Portugal. Notable differences compared
to real data for example available at [68] is that the marginal costs of the first steps of
each bid curve associated to a given MIC order have been replaced by the variable cost
of that MIC order whenever they were below the variable cost, and as a consequence, a
minimum acceptance ratio of 0.6 has been set for the first step of each of these bid curves.
The rationale for such modifications is the following: marginal costs for the first steps of
the bid curves are sometimes very low (even almost null) certainly to ensure a reasonable
level of acceptance of the corresponding offered quantities for operational reasons, and
increasing them would decrease too much the accepted quantities at some hours, which is
counterbalanced by setting an appropriate acceptance ratio at each hour in case the MP
order is part of the market outcome solution. Let us recall that an MP order can only
be accepted if the losses incurred at some hours (due to the minimum acceptance ratios
forcing paradoxical acceptances and which are 'measured’ by the dual variables s}") are
sufficiently compensated by the profits made at some other hours of the day. All the
costs have then been uniformly scaled to obtain interesting instances where e.g. the MP
conditions are not all verified if only the primal program (4.1)-(4.9) is solved. As network
aspects are not central here, a simple two nodes network corresponding to coupling Spain
and Portugal is considered.

As both market models, though different, pursue the same goal of modelling start-up
costs and marginal costs recovery conditions while representing in some ways indivisibil-
ities of production (with minimum acceptance ratios or using very low marginal costs for
the first amounts of power produced in some original datasets), Tables 4.4 & 4.5 propose
a comparison from a computational point of view, which shows the benefits of the new
approach. A key issue with the current practice is the absence of the fixed costs in the
objective function and the occurrence of an ’ad-hoc’ variable cost in the minimum income
conditions which is not related to the marginal costs used in the objective function. The
objective function in the continuous relaxations somehow ’goes in a direction’ which may
not be the most appropriate with respect to the enforcement of the minimum income con-
ditions. On the other side, the new approach seems more natural as it enforces minimum
profit conditions by requiring that the 'shadow costs of acceptance’ du® must all be null,
see Corollary 4.1.
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Inst. Welfare Abs. gap | Solver’s | Nodes | Runtime | # MP | # Curve

cuts Bids Steps
1 151218658.27 0.00 24 388 72.63 92 14494
2 | 115365156.34 0.00 15 181 38.08 90 14309
3] 112999837.94 | 1644425.79 21 4085 600.17 91 14329
4 | 107060355.83 0.00 16 0 7.63 89 14370
5 1100118316.52 0.00 15 347 96.06 89 15091
6 97572068.18 0.00 18 1116 143.65 86 14677
7 87937471.32 | 1091700.74 27 4958 600.11 87 14979
8 89866979.23 0.00 87 1707 | 296.41 87 16044
9 86060320.81 0.00 97 361 57.27 81 15177
10 | 90800596.61 | 3755055.95 59 2430 600.02 90 16475

Table 4.4: Instances with 'MIC Orders’ as in OMIE-PCR

Inst. Welfare Abs. gap | Solver’s | Nodes | Runtime | # MP | # Curve

cuts Bids Steps
1 151487156.16 0.00 11 9 17.36 92 14494
2 115475592.36 0.00 11 0 16.38 90 14309
3 | 114220400.20 0.00 24 0 17.23 91 14329
4 1 107219935.90 0.00 35 7 17.48 89 14370
5 | 100743738.16 0.00 14 0 14.74 89 15091
6 98359291.45 0.00 10 0 15.67 86 14677
7 89251699.16 0.00 84 3 22.92 87 14979
8 90797407.15 0.00 27 0 21.58 87 16044
9 86403721.22 0.00 35 7 25.04 81 15177
10 | 94034444.59 0.00 20 0 19.58 90 16475

Table 4.5: Instances with MP bids - MarketClearing-MPC formulation

Table 4.6 is to be compared with Table 4.5 e.g. in terms of runtimes and visited nodes,
as it solves exactly the same market model. Heuristics of the solver have been here
deactivated as primal feasible solutions found need to be obtained as optimal solutions of
the LP relaxation at the given node for the local cuts of Theorem 4.7 to be valid (cf. its
statement above). As it can be seen, the Benders decomposition is faster by an order of
magnitude for the instances at hand.

4.7 Conclusions

A new approach to minimum profit or maximum payment conditions has been proposed
in the form of a bidding product called '"MP bid’, which turns out to generalize both
block orders with a minimum acceptance ratio used in France, Germany or Belgium, and,
mutatis mutandis, complex orders with a minimum income condition used in Spain and
Portugal. The corresponding market clearing conditions such as minimum profit or max-
imum payment conditions can be expressed with a 'primal-dual’” MILP model involving
both primal decision variables such as unit commitment or power output variables, and
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Inst. Welfare Lazy | Solver’s | Nodes | Runtime | # MP | # Curve

cuts cuts Bids Steps
1 | 151487156.16 | 2 0 5 2.66 92 14494
2 | 115475592.36 1 18 5 1.38 90 14309
3 114220400.20 1 28 3 1.81 91 14329
4 10721993590 | 2 14 11 1.78 89 14370
5 | 100743738.16 1 12 3 1.36 89 15091
6 98359291.45 1 3 3 1.36 86 14677
7 89251699.16 1 29 8 1.54 87 14979
8 90797407.15 1 11 3 1.66 87 16044
9 86403721.22 2 1 13 2.24 81 15177
10 94034444.59 1 40 4 1.54 90 16475

Table 4.6: Instances with MP bids - Benders decomposition of Theorem 4.7

dual decision variables such as market prices or economic surpluses of market participants,
while avoiding the introduction of any auxiliary variables, whether continuous or binary.
Moreover, it can be used to derive a Benders decomposition with strengthened cuts of
a kind which is known to be efficient to handle block bids. These MP bids hence seem
an appropriate tool to foster market design and bidding products convergence among the
different regions which form the coupled European day-ahead electricity markets of the
Pan-European PCR project. Also, compared to the MIC orders currently in use at OMIE-
PCR, they have the following additional advantages. Firstly, they lead to optimisation
models that can be solved much more quickly. Secondly, the proposed instruments seem
to be more aligned with the operating constraints and cost structure of the power plants
that they are supposed to represent in the market. Finally, they are more natural (from
an economic point of view) and simpler (from a modelling point of view), leading to a
market model easier to understand for participants and monitor for regulators. All the
models and algorithms have been implemented in Julia/JuMP and are available online
together with sample datasets to foster research and exchange on the topic. The mod-
els and algorithms can also be used to clear instances involving block bids only (small
extensions could also be added to handle linked and exclusive block orders as described
in [27] if desired). European day-ahead electricity markets will certainly be subject to
a major evolution in the coming years, as many challenges are still to be faced, which
calls for further research within the academic and industrial communities. The present
contribution is a proposal made in that frame.
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project COMEX, part of the Interuniversity Attraction Poles (IAP) Programme of the
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Marie-Curie Initial Training Network (grant number 316647) and by EC-FP7 COST Ac-
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4.A Omitted proofs in main text

4.A.1 Proof of Theorem 4.3

Reminder of the Farkas Lemma [87], which is used in the proof afterward:

dr:Ar <=bx>0ifandonlyif Vy:y > 0,yA>0=yb >0

Proof. Applying the Farkas lemma, given an incumbent (xf, @y, us,ny),
a solution (s;, sy, spu”, Se, T4, U ) to the remaining linear conditions (4.65), (4.74)-(4.78)
exist if and only if:

S (PQymi+ Y (PQu)wne — ZFu — M(1 — u)u,
i c,heH,.
<o(d_(PQx;+ Y (PQpu)h, — ZFU (4.103)

i c,heH.
V(o, i, The, Ue, ny) such that:

z; <o Vi€ I [s] (4.104)
Lhe < U Vh € Heyc € C [s7] (4.105)
The 2 Thelle Vh € H,,c € C [y (4.106)
u. <o Ve € Cls.] (4.107)
Z szl + Z Q}chh,c
i€ hece HCyy

= e, V(1) [m (4.108)

k

Z A Ty < Wiy Ym e N [vp) (4.109)
Tis The, Ue, 0 2 0 (4.110)

Since the condition described by (4.103)-(4.110) is trivially satisfied when o = 0 (techni-
cally assuming that network conditions (4.108)-(4.109) could be satisfied when z; = z),, =
0), we can normalize, i.e. set o := 1 and the condition becomes

max Z Q)i + Z ph “Qpe)The — ZFucf (1 —ul)ue

Y(xi,The e,k ) EP ehed.

<ZPZ v+ Y (P Q). — ZFuC, (4.111)

c,heH.
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where P is the polyhedron defined by the linear conditions (4.66)-(4.72), that is the linear
relaxation of (4.66)-(4.73). This provides the first result (4.93).

Now, observe that an optimal solution of the left-hand side of (4.93) or (4.111) is always
such that u# = 0if u* = 0, because of the penalty coefficients M,, or alternatively because
u?* = 0 corresponds to the optimal dual variable of (4.76) which is not tight when u = 0.
This proves (4.94). O
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Appendix A

Convex Quadratic Programming
Duality

Let us note that the duality results presented here could be derived from the general Lan-
gragean duality theory: both classical Lagrangean duality results in convex programming
and the derivation of Dorn’s duality results for convex quadratic programs are for exam-
ple exposed in [39] (relying also on a general fact about attained bounds by quadratic
programs with bounded objective function values), while [89] derives Dorn’s main results
from KKT conditions and considers extensions to the non-convex quadratic programming
case. Let us note that a quadratic dual has also been proposed by Jack Bonnell Dennis
[19], and that an extensive technical review of duality results in non-linear programming
including a unified presentation of these duality results can be found in [91]. For our
needs, we focus here on presenting Dorn’s results as first derived by Dorn, i.e. via duality
for linear programs, while adopting a more modern approach, in particular distinguishing
between the weak and strong duality parts of the general theorem and underlining the
role of algebraic arguments in these two parts. Compared to the historical presentation,
the equivalence between complementarity conditions and equality of objective functions
for particular pairs of feasible primal and dual solutions is also detailed. Additional
general basic facts on quadratic programming proposed by Wolf [102] and used at some
points are also proposed as they are also of interest and not always mentioned in classical
introductory textbooks in non-linear programming.

A.1 Basic facts

Let us consider the following convex quadratic program:

(QP) max %.TTQ.I’ +clx (A1)

s.t.
Az <b (A.2)
x>0 (A3)



where @ is a negative semi-definite matrix, the objective function to maximize hence
being concave.

Observation A.1. Qz = Qy = 27 Qy =y Qz = 27 Qxz = y"Qy

Lemma A.1. [102] If Q is negative semi-definite (the same holds if Q is positive semi-
definite),

TQr=0=Qz =0
Proof. As @ is negative semi-definite, V¢ € R,y € R™, (y + t2)"Q(y + tz) < 0,
which expanded, and since 27 Cx = 0, gives:
22T Cr + yT Oy + 2yTCx = yTCy + 2tyTCz < 0 for all t and y.
Since the inequality should hold for all ¢, y"Cz = 0. Since y"Cz = 0 forally, Cz = 0. [
Lemma A.2. [102, Lemma 2]
If QP has an optimal solution x*, any other feasible solution T is optimal if and only if

it satisfies Qx* = QT and cx* = cZ.

Proof. Let ™ and & be two optimal solutions to (QP). As the objective function, here
denoted f, is concave, YA € [0, 1], f(Az"+(1=X)z) > A f(z")+(1=N)f(Z) = f(z") = f(T)
which is the optimal value, hence f(Ax* + (1 — \)Z) = f(z*) and f is constant over any
segment joining z* and Z, the whole segment still lying in the feasible set.

Hence, setting w := (& — a*), VA € [0,1], f(z" + Aw) = f(z"), that is:

ola® +2w) + (" + M) QU + Aw) = e + () Q" (A4)

1
which rearranged gives Acw + )\2§wTQw + Aw'Qx* =0 for all A € [0, 1], and:

VA €]0, 1], (cw +w'Qz*) + /\%wTQw =0 (A.5)

This last equation trivially implies w” Qw = 0 and by Lemma A.1, Qu = 0, hence:

Finally, for the converse assertion, it is direct to check that any other feasible 7 satisfying
these two conditions will provide the same objective value as any optimal z*, and will
therefore also be optimal. O
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A third (trivial) Lemma is of interest as it is used in the brief proof of the Weak Duality
Theorem below:

Lemma A.3. If the real numbers c;; are coefficients of a negative semi-definite matriz
Q, then, for every x,u:

1
> eyrile; —uy) < 5(2 CiTy = ) i),

Proof. For any u,z, as @ is negative semi-definite:

(z —u)Q(x —u) <0, ie. ZCU(»’Cz —u;)(r; —u;) <0

=4 E Cijxixj+ E Cij’U/Z‘Uj*Q E CijTiU; <0
.J i,J 0]

1
= — Z CijTiUj < —5(2 CijTiZj + Z cijuiuj)
1,] 2] 2y

And adding Z ¢ijz;x; on both sides:

i,J

1
=4 E CijTiTj — E (,Z]l'zujgi(é Cij Ty — E Cz‘j’U,in)
0] 4. ] ]
[

Finally, the following Lemma is key to derive the strong duality theorems for convex
quadratic programs from strong duality for linear programs:

Lemma A.4. Let x* be an optimal solution to (QP). Then it is also optimal for the
following program where the objective has been replaced by an analogue linear form where
x* appears:

max e+ (2)TQx (A.6)

subject to (A.2)-(A.3)

N.B. This result could also be easily derived via KKT optimality conditions as follows.
If 2* is optimal for (QP), there exist optimal multipliers A* such that (x*, \*) satisfies
the KKT conditions of the problem which are necessary and sufficient (the problem is
convex and classical constraint qualifications are satisfied). One then directly verifies
that it would hence be a solution to the KKT conditions of the program A.6, proving
that z* would therefore be optimal for it as well. Here, in order to rely only on linear
programming and basic algebra, the proof provided in [23] is presented.
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Proof. Suppose on the contrary that there exists a solution T such that :

AT+ (29)7Q7 > ot + (%) Qa, (A7)

contradicting the optimality of z* for A.6. We show that we can then contradict the
optimality of z* for (QP) using T and basic algebraic arguments, hence proving optimality
of z* for A.G.

Let us consider a convex combination of #*,7: & = 2*+k(T—2"), for some 0 < k < 1. Any
such convex combination remains feasible. It is now shown that appropriately choosing k
would provide a point Z contradicting the optimality of z*:

1 1 1

37 QT = (5(27) Qa" +cTa") + Sh(F—2") QhE —2") + T h(F —27) +2"Qk(T —27)

1
It remains to choose k to enforce ik(f—l‘*)TQk’(f—I*)+CTk’(f—l’*)+(fL’*)TQk/‘(E—I*) >0,

or rearranging terms, to have:

k g(f —2)'QE —2*) + [ch + ()'Ql( —2*)| >0 (A.8)

Rewritting (A.7) shows that [¢” + (2*)7Q](Z — 2*) > 0, and hence that:

'+ (@)TQ)x —a)

1@ - 2)TQE — o)

e — L > 0. (A.9)

Note that we can assume here that the denominator is strictly negative, as otherwise,
Lemma A.4 is easily proven to hold: according to Lemma A.1, QT = Qz*, and using
Observation A.1 in that case shows that (A.7) reduces to ¢’ > ¢’ 2*, since we have then
(29)"'Q2* = ' Qa*. Hence, T would trivially provides a feasible point contradicting the
optimality of z* for (QP).

Now, let us observe that any k such that 0 < k < k* ensures that both factors of the
left-hand side of (A.8) are strictly positive, making the condition holds.

To enforce (A.8) with a 0 < k& < 1, it hence suffices to choose & such that:
(7 + (@) Ql(E — a*).

0 <k <min |-

3@ —a)TQE —2%)

1 (A.10)

This shows that contradicting the optimality of z* for A.6 implies contradicting the op-
timality of z* for (QP) and completes the proof. O
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A.2 Dorn’s quadratic programming dual

The following program (DQP) is called the Dorn’s dual of (QP), and standard duality
theory assertions hold for this pair of programs, see Theorems A.1, A.2 and A.3.

1
(DQP) min b’y — ivTQv (A.11)
s.t.
ATy — Qv >c (A.12)
u>0 (A.13)

It directly follows from Observation A.1 that if (u,v) is an optimal solution to (DQP),
then (u,®) is also optimal for all ¥ such that Q0 = Qu. Indeed, all optimal solutions
verify this condition, as shown by Lemma A.2.

Theorem A.1 (Weak duality). For every pair x and (u,v) of respectively primal and
dual feasible points, i.e. satisfying (A.2)-(A.3) and (A.12)-(A.13), the following holds:

1 1
ExTQx +ex < blu— ivTQv (A.14)

Proof. The proof is almost as short and straightforward as for linear programming. We
start by multiplying (A.2) by the dual variable v and (A.12) by its dual variable =, which
provides:

u” Ar < u'b (A.15)
e <aTATu — 27Qu (A.16)

Using the first of these two inequalities for substitution in the second one gives:
e <ulb—2"Qu (A.17)
Now observe that, according to Lemma A.3, the term (—zTQv) is bounded above by
1 1
(—ixTQx — QUTQU), hence:

1 1
cx < blu— §UTQU — ixTQx (A.18)

which rearranged provides the result. O

Theorem A.2 (Strong duality for convex QP, Theorem 'Dual’ in [23]). (I) If x* is an
optimal solution for (QP), then there exists an optimal solution (u*,v*) for (DQP) such
that v* = x* and such that the optimal objective values are equal:
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1 1

E(x*)TQ;I:* + et =bTut — 5(95*)TQ30*.

(II) Conversely, suppose that (u*,v*) is optimal for (DQP), then there exists an optimal
solution x* for (QP) such that Qx* = Qu* and such that the optimal objective values are

equal.

Proof. See Section A.3 for a proof relying on linear programming strong duality and
Lemma A.4. O

Though the dual variable v somehow corresponds to the primal variable z, one should
be careful in observing that, given an optimal dual solution (u*,v*), v* could be neither
optimal nor feasible for the primal, as shown by the toy example below: what is guaranteed
by the strong duality theorem is the existence of an optimal primal z* such that Qz* =
Qv*. Let us observe however that if @ is non-singular, then both (QP) and (DQP)
admit unique optimal solutions x* and (u*,v*) such that z* = v*. If @ is singular, it
may happen, as in the toy example, that (QP) still admits an optimal solution which is
unique, but not the dual.

Example A.1. Let Q = (02 8), c=1(0,1),A=1Id and b = (1), (QP) and (DQP)
are:
max —1’% + x4y s.t. min - uy + us + v%
T1,T2 u1,u2,v1,v2
€T S 1 [ul] uy + 2’01 > 0 [Il}
<1 (o] up > 1 [22]
1,22 >0 ug, ug > 0

It is staightforward to check that (0,1) is optimal for (QP) and (0,1,0,0) is optimal for
(DQP), as would indeed be any point of the form (uy,us,vi,ve) = (0,1,0,vq9). However,
such an optimal point for (DQP) could provide (vy,ve) which is not optimal (e.g. (0,0)),
or even not feasible (e.g. (0,2)) for (QP).

Theorem A.3. Let x* and (u*,v*) be primal and dual feasible respectively. Then the
following conditions are equivalent:

1. =" and (u*,v") are optimal for their respective programs

1 EAVA * * 3T, x 1 *\T * 3 . . -
2. 2(35 Y Q'+t =b'u 2(1} )" Qu* [equality of objective function values]
3. Qx* = Qu* and complementarity constraints hold:

Vi, o} (ATu* — Qut —¢); =0 (A.19)
Vj,uj(Az" —b); =0 (A.20)

or equivalently, as both (u*)* (Az* —b) and (—2*)" (ATu* —Qu* —c) are non-positive,
and in matriz form:
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()T (Az* —b) — (2") T (ATu* — Qv* —¢) =0 (A.21)

Proof. (1) = (2) is a direct consequence of the strong duality theorem, while (2) = (1)
is a direct consequence of the weak duality theorem.

For (2) = (3), as the points z* and (u*,v") are then optimal solutions for their respective
programs, by Lemma A.2 and the strong duality Theorem A.2, we know that Qz* = Quv*,
which trivially implies (z*)"Qx* = (2*)"Quv* = (v*)TQax* = (v*)"Qu* (see Observation
above), and we thus have:

((u*)TAx* _ (u*)Tb) _ ((:L'*)TATU* _ (l'*)TQU* _ CT.’L'*)
1 1

— CTI* o (U*)Tb+ (I*)TQU* _kx i(I*)TQI* + CTI* o bTu* + §(U*)TQU* —r () (A22)

where =" is simply (2) rearranged, and the sequence of equalities (A.22) show that the

condition (A.21), i.e. (3), holds if (2) holds.

For (3) = (2) the same equalities (A.22) are used safe that the equality =" here holds
because Qz* = Qu* is part of the stated condition (3). O

A.3 Proof of Dorn’s strong duality theorem

As mentioned above, Dorn’s strong duality theorem could be derived from general Lan-
grangean duality results as presented in [39] or from KKT optimality conditions as de-
scribed e.g. in [89]. We instead follow here the original approach of Dorn, deriving the
result as a consequence of strong duality for linear programs plus a few additional algebraic
arguments.

To slightly simplify the proof of Part (II) of the Theorem as presented in [23], we shall rely
on [33] proving by recurrence that any quadratic function achieves its maximum (resp.
minimum) on any closed polyhedral convex set on which it is bounded from above (resp.
below). Details are provided below when proving (II). Another option in our context
would simply be to make the extra assumption that the feasible set is a polytope (i.e.
bounded and hence compact), as this assumption holds in all the applications considered
in the present thesis.

Proof. (I) Let * be an optimal solution for (QP). To prove the result, we show that
there exists a feasible (u*, z*) such that the dual program attains there the primal lower
bound given by the weak duality theorem (Theorem A.1). Such a (u*,z*) must hence
satisfy:

Ay —Qa* > ¢ (A.23)
w >0 (A.24)
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1 1
i(x*)TQx* +cx* > blut — i(x*)TQx* (A.25)
Note that (A.25) rearranged is simply:

bt < ex* + (2%)TQa (A.26)

To show that such a u* exists, we consider (DQP) where v is fixed to z*, and denoted
(RDQP). As (QP) admits an optimal solution,(RDQP) also admits an optimal solution
u*: otherwise, relying on linear programming duality, one can contradict Lemma A.4
where the linear programming dual of (RDQP) appears. By linear programming strong
duality, optimality of u* is characterised by the existence of y such that:

Ay <b (A.27)
Alu* —Qr* > ¢ (A.28)
y>0,u">0 (A.29)
brut < (c+Qa") Ty (A.30)

These last optimality conditions indeed imply (A.26), completing the proof. This follows
from the fact that (c+Qz*) 'y = 'y +y"Qz* < ca* + (2*)' Qa* for any y primal feasible,
i.e. satisfying Az < b,z > 0, this last inequality being a consequence of Lemma A 4.

(II) As mentioned above in the introduction, a possibility is to proceed as in [23], essen-
tially applying Part (I) of the Theorem to the dual modulo a few algebraic reformulations.
We present here a slightly shorter alternative.

First, note that if (QQP) has an optimal solution, it must be such that (a) Qz* = Qv* and
(b) the optimal objective values are equal. Otherwise, using (I), one could construct an
optimal solution (@, z*) to (DQP) (a) such that Qz* # Qv*, contradicting Lemma A.2,
or (b) such that the optimal dual objective value would be different from the current one,
also a contradiction. The problem is hence reduced to proving that (QP) has indeed an
optimal solution.

The result then directly follows from the fact that any quadratic function achieves its
maximum (resp. minimum) on any closed polyhedral convex set on which it is bounded
from above (resp. below) [33]: if (DQP) has an optimal solution (u*, v*), by weak duality,
(QP) is bounded from above and the maximum of the objective is achieved for a z*.

(As mentioned above, the use of the result in [33] could be avoided if one makes the
extra assumption that the feasible set is compact, which always holds in the applications
considered in the present text.) O
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Appendix B

Spatial price equilibrium

In 1952, Paul Samuelson published a seminal paper [85] showing how a spatial price
equilibrium that he calls a ”Cournot-Enke equilibrium” - of which the precise definition
is recalled below - could be determined by solving a social welfare optimization problem.
It seems that this paper is the first proposing the equivalence between market equilibrium
and welfare optimization, and moreover in the general context of spatially separated
markets, rather than in the simpler particular case where there is only one given market
at hand. Regarding this, Paul Samuelson points out in his paper that "the first explicit
statement that competitive market price is determined by the intersection of supply and
demand functions seems to have been given by A. A. Cournot in 1838 in connection,
curiously enough, with the more complicated problem of price relations between two
spatially separate market”.

The work of Cournot evoked [17, Chapter 10] is entitled "De la communication des
marchés”, where several interesting observations are made regarding markets coupled
with what would be called today a transportation model. In particular, it is observed
therein that coupling two markets can result both in a decrease of production of a good,
as well as a decrease of the total value of production at the new market prices, though
it always results in an increase of social welfare. The topic is standard and the article of
Samuelson pleasant to read, yet it does not contain any explicit mathematical develop-
ment, certainly as the target audience at the time were economists not always technically
acquainted with the newly born field of linear programming.

Our main purpose here is to present the key underlying ideas in the context of the abstract
network model used in the three contributions presented in Part II, and which could then
be specialized e.g. (a) to a transportation model as considered by Samuelson (called
Available-to-Transfer Capacity model in the PCR jargon), or (b) to a DC model where
Kirchhoff’s laws are linear or their non-linear AC versions have been linearised. As in the
classical case, the spatial price equilibrium properties still include optimality conditions
for 'arbitrageurs’ between local markets, here Transmission System Operators.

The seminal paper [85] focuses on linear programming, but also mentions that the results
presented still hold for more general monotonically increasing (resp. decreasing) offer
(resp. demand) curves. Regarding this possibility, Takayama [93] considers piecewise
linear curves and use KKT conditions to derive the appropriate economic interpretations.
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The presentation here also considers piecewise linear curves and makes explicit use of
Dorn’s dual presented in Appendix A. It is all we need in our context where (offer or
demand) bid curves submitted to power exchanges are either stepwise (e.g. in Belgium
and the Netherlands) or piecewise linear (e.g. in France or Germany).

In a few words, for a spatial price equilibrium to hold given some production, consumption
and trading decisions such that the market clears, prices must be determined for each
location where the commodity is traded, such that among price-taker market participants
- among which an arbitrageur potentially buying in one market to resell in another - no
one could be better off with another decision. (By price-taker, we mean here market
participants without market power taking market prices as given to take their decisions,
and not participant indifferent to the given market prices.) In other words, for the given
prices, the current state of affairs corresponds to optimal decisions of participants, and the
market clears. Paul Samuelson’s result is that, under some classical assumptions regarding
the welfare optimization problem, locational equilibrium prices can be determined as
optimal dual variables to the constraints which, for each market, relate net import-export
positions to the flows of transported commodities between these markets.

Here, one should be cautious when defining the notion of market equilibrium and include
optimality conditions of the "arbitrageurs’/Transmission System Operators, to avoid con-
fusion as examples presented in [103] may suggest.

B.1 Spatial Price Equilibrium with an abstract linear
network model

The context is the following: a commodity is traded in different locations connected with
a capacitated network - such as high-voltage transmission lines in the case of electricity -
which can be described by linear inequalities. Let us note that in the case of AC power
flows, linear transmission models are only approximations of the real power flow models
which are non-linear and much more difficult to deal with.

Each market participant has preferences regarding the limit price at which she is willing
to buy or sell the commodity, and these limit prices are related to the quantities traded.
Limit offer prices correspond, in an ideal so-called competitive market, to the marginal
costs of the producers which we assume increase with the quantity that is produced. Limit
demand prices correspond to the consumption utility, and are assumed to be decreasing
with the quantity consumed.

Let us consider the following welfare maximizing program, where x; € [0, 1] is the decision
variable determining which fraction of demand @; > 0 or offer Q); < 0 is accepted in the
market clearing solution. The marginal utility/cost of bid 7 is described by the line
segment joining (P4, 0) to (P}, Q") for demand bids with Q" > 0 and P} > Py, or (P¢,0) to
(P}, —Q") for offer bids with Q* < 0 and P} < P}. Conditions (B.3) are balance constraints
relating the net export position of a given market (on the left-hand side) to a certain usage
of network resources described by a linear form in the right-hand side. Conditions (B.4)
describe in a linear way the scarcity of the network resources ni. These resources have a
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marginal cost given by the parameters ¢, The welfare maximizing objective is then given
by:

i i 1 i i\ i
mzz}xz PiQ'z; + 3 Z:(P1 — PHQ'x? — Zk:cknk (B.1)
subject to
D Q= efm, V(It) eLxT [my (B.3)
i€l k
Zam,knk < Wy, YmeN  [un] (B.4)
k
x; >0, Viel (B.5)

The (Dorn’s) dual program is written with v; := x; as we know there is always an optimal
dual solution (u,v) with v = z provided that the primal has an optimal solution x:

2
i i mUm — (P} — Py)— B.
sz,wf,?,lfm,vlzi:s +Zm:w u ;Q( 1= )5 (B.6)
s.t.
si+ Q' > QP + Q' (P} — Py Viel [z, (B.7)
Z Qo Js U, — Z eﬁtﬂ'u = —cy Yk € K [ng] (B.)
m It

Siy Uy >0 Viel,meN (B.9)

And the related complementarity conditions:
zi(si + Q'pigiy ey — Q'Py — Q(P — Py)z;) = 0 Viel (B.11)
um(z A T — Wiy) = 0 vYm € N (B.12)

k

We now briefly review the fact that the primal, dual and complementarity conditions just
written, which are optimality conditions for the welfare optimization problem (B.1)-(B.5),
include in particular optimality conditions for price-taker profit maximizing market partic-
ipants including Transportation/Transmission System Operators acting as ’arbitrageurs’
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between local markets. This shows that the market prices m; support a spatial price
equilibrium.

Let us note that fixing 7 in (B.6)-(B.9) renders the problem separable by market partici-
pant. Accordingly, a Langrangian dualization of the balance constraints (B.3) with dual
multipliers 7 provides a dual aiming at finding prices 7 minimizing the maximum sum
of economic surpluses attainable with this balance constraints relaxed (payments depen-
dent on the prices ™ now appear in the objective), a problem easily seen to be separable
by market participant as well (including arbitrageurs between local markets). It is then
straightforward to see that the separated maximization subproblems thus obtained for
each (type of) market participant are those presented in the next sections. The results
following in the next brief sections can hence readily be obtained by using the strong
duality property holding for the primal welfare maximization problem (B.1)-(B.5) and
the Langrangian dual obtained by dualizing the balance constraints (B.3) (strong duality
generalizing classical duality for linear programs, see [39]).

B.1.1 Price-taker Market Participants

For the given market prices 7, the following problem is solved by each profit maximizing
price-taker market participant or bid i.

max PyQ'x; + §(Pf — PHQ'x? — Ty (0 Q' T (B.13)

subject to:
2 <1 [si] (B.14)
2 >0 (B.15)

Optimality conditions for this problem, namely dual and complementarity conditions (see
Appendix A), are exactly given by (B.7),(B.9) and (B.10)-(B.11), where again the dual

and complementarity conditions are written with ‘v := x’, c¢f. the remark above just
before writing the previous dual (B.6)-(B.9).

Note that the corresponding economic interpretation of these dual and complementarity
conditions are described in the first contribution presented in Chapter 2, see Definition 6
and the paragraph which follows. Essentially, the level of acceptance x; of the bid is then
completely appropriate regarding the market price and the expressed preferences. In case
x; is fractional, the market price is given by the appropriate interpolation between the
prices Py and P;.

B.1.2 The Transmission System Operator

The problem of the Transportation/Transmission System Operator (T'SO) is to optimize
import /export decisions given the locational market prices 7, assuming ”infinite market
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depth” when buying or selling at each given location. As the import/export positions are
given by Z eftnk, which is negative when the local market (I,¢) sells/exports, i.e. sells

k
to the TSO, and positive when the local market imports, i.e. buys from the TSO, the
corresponding optimization problem is:

max Z[Z epng| T (B.16)
" R

subject to:

Z A kT < wp vYm e N [um] (Bl?)
k

Again, optimality conditions are included in the optimality conditions for the welfare
optimization program described above, being given by the dual conditions (B.8)-(B.9)
and complementarity conditions (B.12).

It should be noted that, for example, Propositions 3 and 4 in [13] adapted from [43] are
a special case of this fact and the notion of spatial price equilibrium.

B.1.3 Solution to the transmission/transportation problem

Beyond the notion of spatial price equilibrium and as initially observed by Samuelson,
one may also check straightforwardly that any optimal solution to the welfare maximiza-
tion problem (B.1)-(B.5) should provide optimal values ny for the following transporta-
tion problem (here in our slightly more general context), where import/export quantities
are known and fixed, and which aims at minimizing the corresponding transportation
costs:

— = mi B.18
max Xk:( Cr )N, min ; CrNg ( )

subject to:

e =Y Qui V) eLxT [p) (B.19)
k icly
Z A T S W, Ym e N [Um] (BQO)
k
(B.21)
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