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Abstract

Distributed energy resources, including photovoltaic solar and energy storage, are seeing increased deploy-
ment. The optimal configuration and operation of these resources depend on several external factors,
including energy pricing, incentive programs, and the provision of capacity payments. We model, as a
mixed-integer optimization problem, the design and operation of a hybrid energy system that consists of
photovoltaic solar arrays that are coupled with energy storage using a shared inverter. We apply our op-
timization model to a case study that considers two locations in California and a variety of pricing and
subsidy regimes. We demonstrate that a well designed time-variant retail tariff provides reasonable incen-
tives for building and operating a hybrid energy system. On the other hand, investment tax credits and
the provision of capacity payments can be considerably more distortionary. In particular, constraints that
govern the investment tax credit in the United States can hamper significantly the deployment of the hybrid
energy systems that we examine.

Keywords: Distributed energy systems, energy pricing, energy policy, capacity value, photovoltaic solar,
energy storage

1. Introduction

The past decade has seen significant adoption of photovoltaic (PV) solar arrays, especially at the distri-
bution level. This deployment of PV generation is driven by a number of developments. Two factors are
high retail electric rates in some regions and decreases in the installation cost of PV solar arrays, which
improve the economic rationale of customers using PV generation to offset grid-supplied energy. The eco-
nomics of PV generation also benefit in some areas from subsidies or other incentive mechanisms. In the
United States, for example, most solar generation facilities are eligible for an investment tax credit (ITC)
that is equal to 30% of its capital cost.

A more recent development in deploying distribution-level PV generation is to couple them with other
distributed energy resources, such as energy storage. Coupling energy storage with a PV array can offer
a number of benefits. One is that energy storage can allow for downsizing the inverter that is used to
connect the PV array to the distribution system without increasing the curtailment of solar production.
Denholm and Sioshansi (2009) demonstrate such a use of energy storage for downsizing a transmission line
that connects a wind generator to a power system. A second benefit of coupling energy storage and a
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PV array is the ability of the former to shift solar generation to time periods with higher energy prices.
Sioshansi and Denholm (2010) show that solar availability tends to be correlated but not perfectly coinci-
dent with load and wholesale energy prices in most North American markets. This correlation is because
electricity demand is driven primarily by air conditioning load in the summer in these systems. Furthermore,
Denholm et al. (2015) show that as the penetration of solar generation increases, peaks in electric net loads
and prices can become less correlated and coincident with solar availability. A third benefit of coupling
them is that energy storage can increase the capacity value of a PV array, thereby increasing the benefit of
the combined system toward power system reliability. Madaeni et al. (2013b) demonstrate such a benefit of
integrating thermal energy storage into a concentrating solar thermal power plant. A fourth benefit is that
the energy storage can arbitrage differences in wholesale energy prices, although this use of energy storage
is independent of (if not impeded by) its co-location with a PV array.

A number of works, including those of Hoppmann et al. (2014); Mariaud et al. (2017); Weniger et al.
(2014), examine the techno-economics of coupling distribution-level energy storage and PV generation.
Mariaud et al. (2017) develop an integrated model that can be used for technology selection and operational
optimization of a distributed energy system in a commercial building that includes energy storage. They use
the model to examine the impacts of feed-in tariffs on the economic viability of such a system. Zhu et al.
(2014) model energy-flow control in a residential distributed energy system that consists of energy storage
and a PV array. Their model is formulated to maximize the benefit of the distributed energy system in
reducing the end customer’s energy-supply costs. Based on these results, optimal system designs that meet
a budget that is fixed exogenously are determined.

A question that the existing literature does not address well is what affect policy-related distortions may
have on the optimal configuration and use of a hybrid energy system. In most instances, retail electricity
tariffs drive the design and operation of a hybrid energy system. Retail tariffs are divorced often from
wholesale prices, which reflect the real-time marginal cost of supplying energy. As such, wholesale prices
reflect the true value of energy that is produced by a hybrid energy system. Retail price tariffs are, in many
cases, load-weighted averages of wholesale prices and do not convey this information. As such, the use of
retail (as opposed to wholesale) prices can distort the configuration and operation of a hybrid energy system.
There are some retail tariffs that include time-variant energy prices. However, the prices in these tariffs
often are set a priori, which implies that they do not convey the same real-time information that wholesale
prices do.

Another operational and configuration inefficiency stems from the solar I'TC. Current Internal Revenue
Service (IRS) rules allow an energy-storage system that is coupled with a solar generator to receive the
ITC under certain circumstances. At least 75% of the energy that is stored must be derived from the solar
generator and the ITC rate is prorated depending upon the amount of stored energy that is solar derived
(i.e., 100% of the stored energy must be solar-derived for the energy storage to receive the full 30% ITC).
Thus, the presence of the ITC imposes constraints on the operation of the energy storage, which may skew
the operation and configuration of a hybrid energy system.

Denholm et al. (2017) examine the impacts of the ITC on the operation of a hybrid energy system that
consists of energy storage coupled with a PV array. Specifically, they examine the financial impact of the
ITC under different coupling cases, which reflect the extent to which the energy storage is restricted in
storing only solar-derived energy. However, Denholm et al. (2017) examine only the operational impacts of
the ITC. This is because they model a fixed configuration of the PV array, energy storage, and inverters in
the hybrid energy system.

Our work in this paper extends the analysis of Denholm et al. (2017). We do this by examining how
energy pricing and the ITC and its associated coupling restrictions impact the operation and configuration
of a hybrid energy system that consists of PV generation and energy storage. We examine also, in two
sensitivity cases, the impacts of providing payments to the hybrid energy system that reflect its capacity
value and the use of different energy storage technologies. In all of these cases, we model decisions from the
perspective of the private investor/owner of the hybrid energy system. By contrasting the optimal operation
and configuration under a case with minimal policy distortions to those in cases with price- or ITC-related
distortions, we examine how distortionary those policies are.

Using price and weather data for two locations in Southern California, we find that the incumbent utility
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(Southern California Edison) provides a time-variant retail rate that overstates the diurnal differences in
wholesale prices. As such, the energy storage in the hybrid energy systems that are built at the two locations
that are modeled are oversized slightly under retail pricing compared to the socially optimal design that
wholesale prices would yield. Moreover, the hybrid energy systems earn considerably higher profits under
retail pricing relative to wholesale pricing. We find also that the ITC and its associated coupling restrictions
limit significantly the potential use of energy storage in a hybrid energy system. Thus, if the goal of extending
the ITC to energy storage is to incentivize its use, the current policy does not appear to be designed well.
Capacity payments provide strong incentives for the deployment of energy storage, which in most cases
overcome the limitations that are imposed by the coupling restrictions of the ITC. Although the amounts of
energy storage that are deployed in the presence of capacity payments are closer to the minimal-distortion
case, the energy storage still is used inefficiently (due to the ITC’s coupling restriction). We find also that
the optimal designs and operations of the hybrid energy systems are similar qualitatively for most energy
storage technologies.

The remainder of this paper is organized as follows. Section 2 provides an overview of how we assume the
hybrid energy system is designed and a detailed formulation of the model that is used to optimize its design
and operation. Appendix A provides further technical details on how the optimization model is linearized.
Section 3 details the data that are used in our case study. Sections 4 and 5 discuss our case study and
sensitivity analysis results, respectively. Section 6 provides a discussion of our findings and concludes.

2. Model

We begin in this section by giving an overview of the hybrid energy system that we model. Then, we
introduce model notation and detail the model formulation. The model includes some nonlinearities, which
arise from the ITC and the calculation of the capacity value of the system. Appendix A provides details on
how these are approximated linearly, using binary expansion, which yields a tractable mixed-integer linear
optimization problem.

2.1. System Architecture and Model

Following the work of Denholm et al. (2017), we model the system that is illustrated in Figure 1. Tt
consists of a distribution circuit with a fixed capacity in which a PV array with a fixed capacity is installed.
The PV array must be connected to the distribution circuit using an inverter, the size of which is determined
in the model. Moreover, the PV array can be co-located with a battery-energy-storage system (i.e., the PV
array and battery share the same inverter to connect to the power system). The power and energy capacities
of the battery also are determined in the model. The system is designed (i.e., the inverter and battery sizes
are determined) to maximize the net profit that the system earns from market transactions. Revenues are
earned from energy transactions and the provision of capacity to the power system. The distributed-energy
system incurs capital costs for installing the PV array, inverter, and battery. These costs are annualized so
they are comparable to the revenues, which are modeled over a limited optimization horizon (which is taken
to be a year in our case studies). Depending on how the system is designed and operated, the capital costs
may be eligible also for an ITC.
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Inverter @

Figure 1: Schematic Diagram of Hybrid Energy System
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2.2. Model Notation

2.2.1. Indices, Parameters, and Sets

cc annualized capital cost of a conventional capacity resource [$/kW-year]
CcF annualized capital cost of battery energy capacity [$/kWh-year]
c! annualized capital cost of inverter [$/kW-year]

cr annualized capital cost of battery power capacity [$/kW-year]
Ccrv annualized capital cost of PV array [$/year]

K distribution-circuit capacity kW]

PPV hour-t PV output available kW]

T hour-t energy price [$/kWHh]

T set of hours in optimization horizon

t index for hours

n¢ charging efficiency of battery [p.u.]

nP discharging efficiency of battery [p.u.]

[1]

) function relating the capacity value of the battery to its energy capacity [p.u.]
£rv capacity value of PV array [kW]

Our model considers a set, T, of hours over which the configuration and operation of the distributed-
energy system are optimized. Because the capacity of the PV array is fixed, we model its capital cost,
CPV, as being fixed as well. Conversely, the costs of the inverter and battery scale linearly based on their
sizes. The battery is modeled as having two cost components—CF represents the cost of increasing the
energy-carrying capacity of the battery whereas C* represents the cost of increasing its power capacity.

Following the work of Denholm et al. (2017), we assume that the capital cost of a conventional capacity
resource, C, is used to determine the capacity payments that the distributed-energy system earns. This
capacity payment depends on the capacity value of the PV array and battery. As Madaeni et al. (2013a)
show, the former is fixed, insomuch as it depends on the size, location, and orientation of the PV array, all of
which are assumed to be fixed. Sioshansi et al. (2014) show that the capacity value of the battery depends
on its energy and power capacities. Z(-) is a function that relates the capacity value, which is measured on
a p.u. basis relative to the power capacity of the battery, to its energy capacity.

2.2.2. Decision Variables
BF battery energy capacity [h]

BP battery power capacity [kW]

I inverter capacity [kW]

Pt hour-¢ battery-charging power from the power system [kW]
PP hour-t battery-discharging power [kW]

PN hour-t net power exports to the power system [kW]

PPVC " hour-t PV output that is used to charge the battery [kW
t p g y

PtPV’X hour-t PV output that is exported to the power system [kW]
St ending hour-t state of charge (SOC) of battery [kWh)]

£ capacity value of distributed-energy system kW]

T investment tax credit rate [p.u.]

BY represents the charging and discharging power capacities (which are equal to one another) of the
battery in kW, whereas B represents its energy capacity in hours. This means that the SOC of the battery
can reach at most B B”. The output of the PV system is decomposed into two terms. PtPV’C represents
hour-t PV output that is used to charge the battery while PtPV’X represents output that is exported (sold)
to the power system.



2.3. Model Formulation

Our model is formulated as:

max C965 +> " n PN — (1-17) (C'T+CPBPB” + C"B" + C™) (1)
teT

st. PN =pV* 4+ pP - p¢ VteT (2)
—I<PN<I vteT (3)
~-K<PN<K VteT (4)
PtPV’C i PtPV,X < PPV VteT (5)
PPVC PPV >0 VteT (6)
St = St—1 +770 ) (Ptc‘f'PtPVL‘) —PtD/nD vteT (7)
0<s <BFBF vteT (8)
0<PC+PVC <BP VteT (9)
0< PP <BF vteT (10)
e <I (11)
<K (12)
¢¥ <™V +2(B)B" (13)
S PV =075 (PE+ PPV (14)

teT teT
A=) (PE+PV) =3 (PP + PV —03Y pIVC. (15)

teTl teT teT

Objective function (1) computes system profits, which consists of three terms. The first is the capacity
payment that the system receives, which depends upon its rated capacity value and the annualized cost of
a conventional capacity resource. The second term is the revenue that is earned from energy transactions.
The third is the capital cost of the system, taking into account any ITC that is earned.

The model has five sets of constraints. The first, (2)—(4) pertains to energy balance within the system
and energy transactions with the power system. Constraints (2) impose hourly energy balance on the hybrid
energy system. Constraints (3) and (4) impose limits, based on the inverter and circuit capacities, on the
amount of power that is exchanged with the power system. Because the battery and PV array are co-located
and share the same inverter, I imposes a limit on the total amount of power that can be imported to or
exported from the two of them together.

Constraints (5) and (6) pertain to the operation of the PV system. Constraints (5) ensure that the total
amount of power output from the PV array in each hour does not exceed the available power. Constraints (6)
impose non-negativity on the PV array’s output.

Constraints (7)—(10) pertain to the operation of the battery. Constraints (7) give the hourly evolution of
the SOC of the battery. Constraints (8) impose the SOC limits, whereas (9) and (10) impose charging and
discharging power limits, respectively. Some energy storage models, including the works of Bienstock et al.
(2017); Sakti et al. (2017), include restrictions that prohibit the energy-storage system from charging and
discharging simultaneously. We do not include such an explicit constraint, as charging and discharging the
battery simultaneously is suboptimal typically (due to the inherent energy losses). Binary variables could
be added to our model to impose such a restriction, however.

Constraints (11)—(13) define the capacity value of the distributed-energy system. The contribution of
the distributed-energy system to power system reliability is limited by its ability to export energy. Con-
straints (11) and (12) impose these limits by limiting £° to be no greater than either of I or K. The capacity
value is limited also by the ability of the system to provide energy during peak-load periods. Denholm et al.
(2017) note that this ability depends upon the configuration of the PV array and battery. The PV array
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provides a fixed capacity value, V. The battery provides capacity value that depends upon its configura-
tion. Sioshansi et al. (2014) show how the energy capacity of an energy-storage system affects its capacity
value. The term, Z(BF)BT, in (13) captures this impact.

The final two constraints pertain to administrative rules that govern the ITC.! Constraint (14) imposes
a restriction that for an hybrid energy system that consists of solar generation and energy storage to be
eligible for the ITC, solar generation must provide at least 75% of the energy that is used to charge the
energy-storage system. Constraint (15) imposes the prorating of the ITC, which is based on how much of the
energy that is used to charge the energy-storage system is provided by solar generation. If solar generation
provides all of the charging energy, then:

Z(Ptc + PtPV,C) _ ZPtPV,C,

teT teT

and (15) simplifies to 7 = 0.3, meaning that the system receives the full 30% ITC. Otherwise, if:

PV,C PV,C
Z(PtC+Pt )>ZPt ;
teT teT

the ITC is prorated linearly.

3. Case Study Data

Our case study considers two locations, the characteristics of which are summarized in Table 1, in the
year 2015. Los Angeles is an urban area that is highly conducive to the deployment of rooftop PV arrays.
Moreover, Los Angeles is a load pocket, meaning that transmission constraints may yield relatively high
locational marginal prices (LMPs), potentially increasing the value of PV production. Mojave, conversely,
is a rural area that may not have the same transmission-related impacts on its LMPs. Indeed, the simple-
average of the LMPs for Mojave in 2015, which are obtained from California Independent System Operator
(CAISO), are about 5% lower than that for Los Angeles.

Table 1: Characteristics of Locations Modeled

Average Daily Global Horizontal ~Wholesale

Location Coordinates Irradiation [kWh/m?/day] Price Point
Los Angeles, California 34.05° N, 118.25° W  5.39 GOULD_2_N007
Mojave, California 35.01° N, 115.46° W  5.78 CIMA_2_N101

We model the system under three operational regimes, which we term flexible, prorated, and tight
coupling. These regimes are related to how the ITC constrains the operation of the energy storage. Under
flexible coupling, which assumes that the hybrid energy system does not receive the ITC, there is complete
flexibility to charge the energy storage using PV-derived or grid energy. Flexible coupling is modeled by
relaxing (14) and (15) and fixing 7 equal to zero in the model. Prorated coupling allows grid energy to be
charged into the energy storage, however we impose current IRS rules that require that at least 75% of the
charging energy be obtained from the PV array to maintain eligibility for the ITC. Moreover, the ITC rate is
prorated under prorated coupling, depending on how much PV energy is used for charging. Constraints (14)
and (15) impose these rules. Under tight coupling, only PV-derived energy can be stored. This case is
modeled by relaxing (14) and (15), fixing 7 equal to 0.3, and imposing non-negativity constraints on the
PN’s (which prevents the hybrid energy system from importing energy from the grid for charging energy
storage).

Thttps://www.irs.gov/pub/irs-wd/1308005.pdf
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We model hourly energy production of the PV array in each location using meteorological data from the
National Solar Radiation Database (NSRDB). Sengupta et al. (2018) describe the NSRDB, which is a serially
complete collection of half-hourly values of meteorological data. The data are produced using a physics-based
approach that is detailed by Sengupta et al. (2014a,b). Habte et al. (2017) validate the performance of the
dataset. The NSRDB data for each location, which are converted to hourly observations, are processed using
System Advisor Model (SAM). Blair et al. (2014) provide a general description of SAM, which simulates
the hourly net electric output of a solar system, given fixed system parameters and meteorological data.
Each PV array that we model has a 6-kW nameplate capacity, which is the average size of distributed PV
installations in the United States.? The panel and inverter types are set to the default values in SAM. The
PV panel is assumed to cost $2490/kW, based on data that are reported by Fu et al. (2018), and a fixed
orientation with a 180° azimuth and 20° tilt. Table 1 shows that Mojave has slightly higher average daily
global horizontal irradiation, which translates into approximately 10.7% greater solar production over the
year compared to Los Angeles.

We assume a 33-kW distribution circuit, which is in the range of typical residential service ratings. Thus,
we do not consider demand charges or other fees that could be incurred by a larger circuit. Table 2 summa-
rizes the technical characteristics of the six energy storage technologies—vanadium redox (VRB), lead-acid
(PbA), zinc-bromine (ZNBR), polysulfide bromide (PSB), sodium-sulfur (NaS), and Li-ion batteries—that
we consider. The technical characteristics are based on values that are reported by Aneke and Wang (2016);
Arbabzadeh et al. (2017, 2019); Cole et al. (2016); Dunn et al. (2011); Eyer and Corey (2010); Gallo et al.
(2016); Kintner-Meyer et al. (2012); Kyriakopoulos and Arabatzis (2016); Schmidt et al. (2017); Schoenung
(2011); Zafirakis et al. (2016); Zakeri and Syri (2015).

Table 2: Characteristics of Energy Storage Technologies

Investment Cost
Technology Round-Trip Efficiency [p.u.] Lifetime [years] Energy [$/kWh] Power [$/kW]

VRB 0.95 15 150 398
PbA 0.90 15 200 222
ZNBR 0.75 10 150 178
PSB 0.85 15 120 330
NaS 0.90 15 180 250
Li-ion 0.90 15 320 620

The cost of the inverter that connects the hybrid energy system to the power system depends upon the
energy-storage technology that is built and the operational regime (i.e., flexible, prorated, or tight coupling)
that is being modeled. Under flexible or prorated coupling, the hybrid energy system requires a bidirectional
inverter, which allows bidirectional energy exchange with the power system. The power-related investment
costs that are given in Table 2 represent the cost of the battery inverter. Thus, we model these cases by
setting C* equal to the value in Table 2 that corresponds to the technology being modeled and C7 equal to
zero (as OF represents the full inverter cost). We add the constraint:

BY =1,

which fixes the power capacity of the battery equal to the inverter capacity in the model when modeling
flexible or prorated coupling.

Under tight coupling (or in a case in which energy storage is not built), the hybrid energy system requires
only a unidirectional inverter. This is because in these cases power cannot flow from the power system to the
hybrid energy system. Based on data that are reported by Fu et al. (2018), we model these cases assuming a

’https://nevs.energysage.com/average-solar-panel-size-weight/
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$210/kW inverter cost. In all cases, we assume that the battery has a starting SOC of zero at the beginning
of the optimization horizon.

Following the work of Denholm and Sioshansi (2009), we annualize the capital costs of the PV array,
inverter, and energy-storage system by the factor:

. r
L= (14~

where A is the lifetime of the asset and v is the discount rate, which we take to be 11%. We take the PV
array and inverter to have 25- and 22-year lifetimes, respectively.

We use two sets of energy prices in (1). The first are the historical LMPs from the year 2015 for the
price points that are listed in Table 1, which are obtained from CAISO. The second are time-varying retail
prices that are offered by Southern California Edison, which is the incumbent electric utility in Southern
California, under Tariff TOU-D-A.? These retail prices are the same for both locations.

We model the capacity value of the hybrid energy system as depending on its configuration in three
ways. First, the capacities of the distribution circuit and inverter impose upper bounds on the amount
of power that the hybrid energy system can inject into the power system. This relationship is enforced
by (11) and (12). Second, the PV array provides capacity value, which we estimate as being 40% of its
nameplate capacity. Third, depending on its configuration, the energy storage also can provide capacity
value. We model the capacity value of the energy storage as being a multiplicative factor, Z(BF), of its
power capacity. Table 3 gives the relationship between B¥ and Z(B¥) that we use, which is taken from
the work of Sioshansi et al. (2014). We apply piecewise linear interpolation between the breakpoints that
are given in the table. Following the work of Denholm et al. (2017), the capacity value of the hybrid energy
system is monetized into a capacity credit using the annualized cost of a natural gas-fired combustion turbine,
which is assumed to be $149/kW-year.

Table 3: Relationship Between Energy Capacity and Capacity Value of Energy Storage

BE  =(BY)
0 0.00
1 0.41
2 0.67
4 0.92
>6 0.95

4. Case Study Results

We conduct our case study by examining the financial cases that are summarized in Table 4, assuming no
capacity payments for the hybrid energy system (i.e., we fix C¢ = 0 and focus solely on the impact of energy
prices and the ITC on the configuration of the system). We examine the impacts of capacity payments as
a sensitivity analysis in Section 5.1. We label the first case in Table 4 the Base Case, insomuch as there
is minimal policy intervention in the configuration of the hybrid energy system. This is because wholesale
LMPs reflect the system marginal value of energy and there are no subsidies or ITC-related constraints on
the operation of the battery in the Base Case. Contrasting the Base Case with the other five cases that are
in Table 4 allows us to discern how different policy interventions impact the privately optimal configuration
of the hybrid energy system.

Figure 2 summarizes the operation of the hybrid energy system in Los Angeles on 1 January in the Base
Case. The figure assumes no capacity payments and that VRB energy storage, which achieves the highest

Shttps://www.sce.com/residential/rates/sce-grandfathered-rate-plans
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Table 4: Financial Cases That Are Examined in Section 4

Case Energy Prices Coupling ITC
Base Wholesale Flexible No
Retail Flexible Retail Flexible No
Wholesale Prorated Wholesale Prorated Prorated
Retail Prorated Retail Prorated Prorated
Wholesale Tight Wholesale Tight Yes
Retail Tight Retail Tight Yes

profits among the battery technologies that we consider, is built. The impact of using other energy storage
technologies is summarized in Section 5.2. The figure shows that solar output peaks in the middle of the day
but is not coincident with the peak in energy prices, which occur later in the evening. As such, the battery
is used to store most of the energy that is produced by the PV array, which is sold back to the power system
later when energy prices peak. Indeed, because of the flexible coupling in the Base Case, the battery is
charged with considerably more energy midday than what the PV array produces, meaning that the hybrid
energy system is a net purchaser of energy during these hours (the PV array produces a total of 25.8 kWh
during the day between hours 8 and 17 but the battery stores a total of 231.0 kWh during these hours). The
battery charges an additional 109.3 kWh in the early morning, before any PV production. These operating
patterns persist over the year, with the hybrid energy system shifting an average of about 300 kWh daily
in the Base Case to exploit diurnal price differences, despite the PV array producing an average of only
27.3 kWh daily.
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Figure 2: Operation of Hybrid Energy System With VRB Energy Storage in Los Angeles on 1 January, 2015 in Base Case

Figure 3 shows the operation of the hybrid energy system with VRB energy storage and no capacity
payments on the same day in the Wholesale Tight Case. Because of the restriction in this case that it be
charged only with PV-produced energy, the battery charges only 25.8 kWh in the middle of the day, which
is sold in hour 19, when the price is at its peak. The restriction on using PV-produced energy only results
in the battery charging an average of 23.8 kWh of energy daily over the course of the year that is modeled.

Table 5 summarizes the optimal configurations and profits of the hybrid energy systems that are built
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Figure 3: Operation of Hybrid Energy System With VRB Energy Storage in Los Angeles on 1 January, 2015 in Wholesale
Tight Case

with VRB energy storage and no capacity payments in Los Angeles in the six financial cases that are
summarized in Table 4. Table 5 shows that the configuration of the hybrid energy system is highly sensitive
to its financial treatment. The Base and Retail Flexible Cases, in which there are no I'TC-related constraints
on the configuration or operation of the hybrid energy system, result in significantly different configurations
compared to the other cases. In the Base and Retail Flexible Cases the hybrid energy system earns profits
primarily from energy arbitrage. As such, the inverter capacity is constrained solely by the 33-kW capacity
of the distribution circuit.

Table 5: Optimal Configurations and Profits of Hybrid Energy Systems With VRB Energy Storage in Los Angeles

Configuration Annual Profit Operating Profit

Case I=BY BF [$thousand]  [% of Solar-Only]
Base 33.0 7 9.2 474.7

Retail Flexible 33.0 10 14.9 846.5

Wholesale Prorated 28.6 1 2.7 86.4

Retail Prorated 6.9 6 2.1 65.9

Wholesale Tight 25.8 1 2.7 07.1

Retail Tight 4.7 6 1.8 32.2

The final column of Table 5 demonstrates how much energy arbitrage impacts the hybrid energy system
in the six different cases. It summarizes the increase in operating profits that the hybrid energy systems earn
from having energy storage compared to a no-storage case in which profits are earned solely from selling PV
output. This is computed as:

Sy (PtN _ ptPV)
teT

> TtPtPV
teT

This column of the table reinforces further the hybrid energy system being configured and operated in
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a vastly different manner in the Base and Retail Flexible Cases compared to the others. With the ITC
imposed, the hybrid energy system is limited greatly in its ability to profit from energy arbitrage. This
limitation is especially true in the Retail Tight Case, as energy storage can be used only to shift PV output
around in time and allow the inverter to be undersized relative to the PV array. In the prorated cases, 25%
of the energy that is used to charge the battery is derived from the grid (which is the limit allowed under
IRS regulations). As such, the hybrid energy system receives a reduced 22.5% ITC, as opposed to the full
30% ITC if only PV-derived energy is used to charge the battery. This means that the incremental revenue
that is earned from being able to arbitrage diurnal price differences outweighs the increased capital costs
that stem from a lower ITC. Conversely, without the I'TC, having access to energy storage gives considerable
operating-profit increases in the Base and Retail Flexible Cases.

Table 5 shows that B is greater in the Retail Flexible Case compared to in the Base Case, yielding
higher profits. This means that retail prices under Tariff TOU-D-A overstate the value of shifting energy
between low- and high-price periods relative to the true system value of energy arbitrage that is reflected in
wholesale prices. Indeed, the volume-weighted average price at which the hybrid energy system purchases
energy with which to charge the battery in the Base Case is $25.28/MWh, as opposed to $12.67/MWh in
the Retail Flexible Case. The volume-weighted average price at which the hybrid energy system sells energy
in the Base Case is $40.14/MWHh, as opposed to $32.67/MWHh in the Retail Flexible Case. This greater price
spread of $20.01/MWHh in the Retail Flexible case (compared to $14.86/MWh in the Base Case) results in
the hybrid energy system shifting an average of 330 kWh of energy daily as opposed to only 300 kWh in
the Base Case.

In the cases with the ITC (i.e., the cases with prorated and tight coupling), the battery is configured with
much higher power capacity under wholesale as compared to retail pricing (although the energy-carrying
capacities of the batteries are comparable between the two pricing regimes). This is because wholesale prices
can have more extreme peaks compared to retail prices, which can be exploited if the battery has a high
power capacity. Wholesale pricing yields higher profits also. This is because with the ITC, (14) limits the
amount of energy arbitrage that the battery can engage in using grid-sourced energy. Instead, the battery
is used primarily to shift PV output to higher-priced periods of the day. Although retail prices have a larger
spread between on- and off-peak prices, wholesale on-peak prices are greater. As such, wholesale pricing
increases the value proposition of energy storage with ITC-related operating constraints.

Table 6 summarizes the optimized configurations and operations of the hybrid energy systems in Mojave
under the same set of financial cases that are in Table 4. As in Table 5, these configurations assume no
capacity payments and the use of VRB. The results that are summarized in Table 6 are qualitatively similar
to those that are summarized in Table 5, with the exception of the Wholesale Prorated Case. In addition
to having lower average LMPs than Los Angeles, the spread between on- and off-peak wholesale prices at
Mojave is smaller than it is at Los Angeles. The average difference between the daily maximum and minimum
LMPs in Mojave is $26.84/MWh, as opposed to $30.33/MWh in Los Angeles. Given these smaller price
spreads, there is less financial value in having a high-power battery to exploit peaks in the price pattern.
Rather, under wholesale pricing, it is preferable to build an energy-storage system with lower power but
similar energy-carrying capacities. Despite the lower average wholesale prices in Mojave, the hybrid energy
system earns slightly higher profits in the Wholesale Prorated Case (compared to in Los Angeles), due to
greater solar production.

In the Wholesale Tight Case, high-power batteries are built in both Mojave and Los Angeles. A high-
power battery is optimal in Mojave in the Wholesale Tight Case because under tight coupling a unidirectional
inverter (with relatively low power-capacity costs) can be built. Such a battery can exploit profitably the
relatively smaller differences in on- and off-peak wholesale prices at Mojave. These similarities in the
system configurations mean that wholesale versus retail pricing and the availability of the ITC impact the
configuration and operation of the hybrid energy system in Mojave much the same as they do those in
Los Angeles. The battery systems that are deployed in Mojave with the ITC are larger than those in Los
Angeles. This is because the PV array in Mojave produces more energy than a comparable system in Los
Angeles does. As such, more energy can be stored without violating (14). As in Los Angeles, it is optimal
for the hybrid energy system in Mojave to derive the full 25% of its charging energy from the grid that (14)
allows in the two cases with prorated coupling. This yields a 22.5% ITC in these two cases.
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Table 6: Optimal Configurations and Profits of Hybrid Energy Systems With VRB Energy Storage in Mojave

Configuration Annual Profit Operating Profit

Case I=B" BF [$thousand]  [% of Solar-Only]
Base 33.0 7 8.5 448.1

Retail Flexible 33.0 10 15.1 786.9

Wholesale Prorated 7.8 6 2.8 72.8

Retail Prorated 7.7 6 2.5 70.9

Wholesale Tight 29.0 1 2.7 61.4

Retail Tight 5.3 6 2.1 36.1

Although average wholesale prices in Mojave are lower than they are in Los Angeles, wholesale prices
yield higher profits in Mojave (compared to in Los Angeles) in the presence of the ITC. This is because
the PV array in Mojave produces more energy than the PV array in Los Angeles does. Thus, the greater
volume of energy that is produced in Mojave outweighs the lower prices at which it is sold. Conversely,
in the Base Case, in which most of the profits are earned from energy arbitrage, the hybrid energy system
earns less profit in Mojave compared to Los Angeles, due to the lower wholesale prices in Mojave.

5. Sensitivity Analyses

This section presents the results of two sensitivity analyses. We examine first the impact of including
capacity payments and second the impact of using different battery technologies on the optimal configuration
and operation of the hybrid energy system.

5.1. Capacity Payments

Table 7 summarizes the optimal configurations, profits, and operations of the hybrid energy systems that
are built in Los Angeles under the different financial cases when capacity payments are included. The table
assumes that VRB energy storage is built. Contrasting Tables 5 and 7 shows that the hybrid energy systems
have significantly different configurations in the presence of capacity payments. In all of the financial cases,
the inverter and battery are sized to maximize the capacity value of the hybrid energy system. In the Base,
Retail Flexible, and Wholesale Tight Cases the battery is sized to have sufficient energy capacity to achieve
a near-100% capacity value. The battery is configured differently in the two prorated cases, whereby it has
an extremely high power capacity compared to the inverter but only one hour of energy-carrying capability.
As such, the battery in this case has only a 41% capacity rating. Nevertheless, because of its high power
capacity, the battery has still the same capacity value (in kW) as in the other financial cases (i.e., the 75-kW
power capacity of the battery can be ‘spread’ over a full hour to achieve a 31-kW capacity value). This
configuration arises in the prorated cases because energy storage has relatively low energy arbitrage value
(the ITC limits the volume of energy that can be arbitraged). As such, the battery is sized to emphasize
power as opposed to energy-carrying capacity, because of the relatively low power-capacity cost of VRB
energy storage.

The hybrid energy systems are operated differently in the presence of a capacity payment. For instance,
in the Wholesale Tight Case, the amount of energy that is charged into the battery is increased by about
11.7%, which results in a 11.8% increase in revenues from energy transactions, relative to not having capacity
payments. This is due to the larger storage that is built with capacity payments. In the Base Case however,
there is no difference in the way the system is configured or operates.

The hybrid energy systems in Mojave are configured and operated similarly to those in Los Angeles. As
such, results for Mojave are excluded for sake of brevity.
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Table 7: Optimal Configurations, Profits, and Operations of Hybrid Energy Systems With VRB Energy Storage in Los Angeles
with Capacity Payments

Configuration Annual Profit Capacity Value

Case I=BY BF |[$§thousand]  of Battery kW]
Base 33.0 7 14.1 314
Retail Flexible 33.0 10  19.8 314
Wholesale Prorated 74.6 1 5.9 30.6
Retail Prorated 74.6 1 4.4 30.6
Wholesale Tight 33.0 6 5.5 31.4
Retail Tight 33.0 6 4.1 31.4

5.2. Battery Technology

Table 8 summarizes the optimal configurations, profits, and operations of the hybrid energy systems that
are built in Los Angeles using different battery technologies (as well as in a no-battery case). It assumes the
financial Base Case with wholesale energy prices, no ITC, flexible coupling, and no capacity payments. The
table shows that the optimal configurations of all of the battery technologies are fairly similar. Moreover,
the installation of the battery system has a similar impact in terms of being able to profit from storing
low-price energy that subsequently is discharged and sold during high-price hours. Although these system
configurations are all similar, the profits that are earned by the system varies depending upon the battery
technology that is used. This is, in part, because of the different costs of the battery technologies, but also
due to their varying round-trip efficiencies. For instance, a ZNBR battery has a relatively low installation
cost but also a low round-trip efficiency. As such, a ZNBR battery stores noticeably less energy daily,
because the differences between the prices at which energy is discharged and charged must be larger to
justify the use of the battery. Although less energy is charged if ZNBR, technology is used, a ZNBR battery
gives rise to greater energy losses compared to the other technologies (20.3 MWh over the year for a ZNBR
battery as opposed to 5.4 MWh—-13.8 MWh for the other battery technologies).

Table 8: Optimal Configurations, Profits, and Operations of Hybrid Energy Systems in Los Angeles Under Base Financial Case
Using Different Battery Technologies

Average Energy-Transaction
Configuration  Annual Profit Average Daily Energy  Price [$/MWh]

Technology [ =BY BEF [$ thousand] Stored [kWh] Purchases Sales
No Storage 4.5 n/a 0.8 n/a n/a 26.68
VRB 33.0 7 9.2 301.0 25.28 40.14
PbA 33.0 6 7.0 261.3 24.86 41.24
ZNBR 33.0 6 3.0 2224 24.35 43.68
PSB 33.0 6 7.0 246.9 24.68 42.19
NaS 33.0 6 7.4 261.3 24.86 41.24
Li-ion 33.0 6 2.1 261.2 24.86 41.24

The system configurations in Mojave are qualitatively similar to those in Los Angeles, and are excluded
for sake of brevity.

6. Conclusion and Policy Implications

We develop a modeling framework that can be used to determine the optimal configuration of a hybrid
energy system that includes a PV solar array and energy storage. The model could be used by a potential
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investor to size a hybrid energy system. However, our interest is in examining how energy pricing, capacity
payments, and the I'TC impact incentives for such private investments. Depending upon the financial case
that is considered and the imposition of ITC-related constraints and subsidies, energy storage has four
potential uses (which may be combined in different cases). One is downsizing the inverter with minimal
impacts on the curtailment of solar production. A second is shifting PV production to higher-priced periods.
A third is to increase the capacity value of the hybrid energy system. A fourth is to arbitrage diurnal price
differences (by buying energy from the power system).

We find that with minimal policy intervention (i.e., in the financial Base Case), the optimal design of
the hybrid energy system focuses on using energy storage for energy arbitrage. Including capacity payments
does not change substantively the configuration of the system in the financial Base Case, but increases
the net profit of the system by over 50%. Depending upon utility-planning practice and the technical
capabilities of the power electronics and inverter that connect the hybrid and distribution systems to one
another, capacity payments may be distortionary. This is because the power electronics and inverters in
most distributed energy systems are designed currently to disconnect from the grid if there is a frequency
or voltage excursion. The rationale of this design is that frequency or voltage excursions indicate a power
system failure (e.g., a blackout or brownout condition). Disconnecting the distributed energy system reduces
the risk of utility crews that are working to restore electricity service being electrocuted by an energized
distribution circuit. However, this design choice means that the hybrid energy system disconnects (and
stops supplying energy) when the power system is in a contingency condition. Thus, providing capacity
payments under such a setting would be compensating the hybrid energy system for a service that it does
not provide fully. Inverter and power-electronics designs and utility-planning practice are evolving, however,
to make better use of distributed energy resources. Chang et al. (2014) examine such use of distributed
energy storage in the state of Texas. Thus, as these technical and utility-practice impediments to having
the hybrid energy system improve power system reliability are resolved, the provision of capacity payments
is increasingly appropriate.

The hybrid energy system facing retail as opposed to wholesale prices has small impacts (relative to other
comparative statics that we examine) on its design and operation. The changes in the system configuration
mainly are to take advantage of peaks in wholesale-price patterns. Moreover, these changes provide only
marginal profit increases and are dependent on the extent to which wholesale prices have extreme peaks.
The limited impact of retail pricing is exactly because we consider a time-variant tariff. There are many
time-invariant retail tariffs (or time-variant tariffs that have poor time synchronization with wholesale price
patterns), which we do not analyze. Presumably, such tariffs would provide exceedingly poor incentives
for the design and deployment of the hybrid energy system. Absent capacity payments, the ITC (under
both tight and flexible coupling) has a much more significant impact on the design and operation of the
hybrid energy system than retail pricing does. If the goal of extending the ITC to energy storage that is
coupled with a solar generator is to incentivize greater deployment and use of energy storage, our results
suggest that the policy has a poor design. This is especially true in the tight-coupling cases, in which the
energy storage is used for limited shifting of solar generation to higher-priced periods and (in some cases)
to downsize slightly the capacity of the inverter. Including capacity payments, even with the ITC, yields
hybrid energy system designs that are closer to those that are obtained in the financial Base Case. However,
the energy storage is used inefficiently with the ITC. This is because the energy storage is sized to yield
capacity payments but it is not used to arbitrage price differences (as is done in the financial Base Case).

Our model and analysis neglect some pricing and incentive mechanisms that may impact the hybrid
energy system. Our analysis assumes that wholesale prices can ‘reach’ the hybrid energy system. We
assume this because our focus in modeling the financial Base Case is to examine a counterfactual, wherein
the design and operation of the hybrid energy system have minimal policy distortion. Wholesale prices
without any ITC-related constraints on the operation of energy storage reflect minimal policy distortion,
insomuch as wholesale prices reflect the marginal value of energy to the system. In reality, a distributed
energy resource may not have access to tariffs that expose it to wholesale LMPs. Moreover, transmission-
and/or distribution-network access fees, taxes, and other costs may be levied on distributed energy resources.
Given that the focus of our modeling wholesale prices is to contrast them with retail tariffs in incentivizing
the design and operation of the hybrid energy system, these ancillary fees should not be included in modeling

14



cases with wholesale prices. Conversely, if one is conducting a detailed financial analysis of a potential hybrid
energy system, including such fees in the modeling is critical.

We neglect, also, the potential for the hybrid energy system to be co-located with a load. Depending
upon prevailing tariff designs and incentive mechanisms, co-located load can affect the optimal design and
operation of the hybrid energy system. For instance, some jurisdictions price energy consumption (i.e.,
energy that is taken from the power system) differently to energy that is injected into the power system.
Under such a pricing scheme, energy storage may be sized and operated to shape the net-load profile of the
co-located hybrid energy system and load. Conversely, our modeling approach would apply if there is a net-
metering tariff, which remunerates energy consumption and injections symmetrically. Another important
consideration is that some jurisdictions offer incentive mechanisms for customers to self-supply energy. As an
example, California’s Self Generation Incentive Program (SGIP) provides financial incentives for customers
to self-supply energy.* We do not consider SGIP or similar programs because our focus is understanding
how retail pricing and the I'TC incentivize the design and operation of hybrid energy systems. Consideration
of incentive programs for self supplying energy would add another confounding variable to our analysis and
is an area for future research. If co-located load is to be modeled, an approach, such as those that are
developed by Besagni and Borgarello (2018); Brounen et al. (2012); Filippini and Pachauri (2004); Longhi
(2015); Muratori et al. (2013) could be used to represent demand-side behavior.

Another important caveat of our work is that we do not account for the state of health, degradation,
or cycle life of the energy storage in our model. Xi and Sioshansi (2016) incorporate a penalty on using
energy storage that can capture the impact of cycling the energy-storage system on its eventual failure and
replacement. Such an approach could be taken in our model. However, we do not believe that energy storage
degradation would change markedly the distortionary impacts of prices, the ITC, and capacity payments.
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Appendix A. Linearization of Model

Optimization model (1)—(15) contains a number of nonlinearities, which occur due to decision variables
being multiplied by one another. More specifically, (1) has terms in which 7 is multiplied by I, B, and
BE BP | the latter of which has two variables multiplied by one another. Constraint (13) has a term in which
a piecewise-linear function of B is multiplied by BY. Finally, (15) has a term in which 7 is multiplied by
PE and PPV:C.

These nonlinearities are linearized using binary expansion, which gives a linear approximation of the
product, but requires the introduction of auxiliary binary variables. Sioshansi and Conejo (2017) detail the
binary expansion method, which we outline here for an illustrative case of linearizing the bilinear term,
m = yz, where both y and 2z are continuous variables. To apply binary expansion, we must approximate one
of the two variables, which we take, without loss of generality, to be y, as taking on one of a finite set of
values, which we denote as 91, ¥2,...,¥m. Then, we introduce a set of auxiliary variables, which we denote
as (1,(a,...,(n, and approximate y as:

with the added restriction that:

> G=1 (A1)

4nttps://www.cpuc.ca.gov/sgip/
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Because (A.1) allows exactly one of the (;’s to equal 1, the corresponding value of g; is the approximated
value of y. With this approximation of y, we can approximate the original product as:

i=1

Each of the terms in the right-hand side of (A.2) involves the product of a binary and continuous
variable. Each of these products can be linearized exactly by adding another continuous auxiliary variable.
To demonstrate this, take the ith term from the right-hand side of (A.2), which is {;z. We must assume,
further, that z has lower and upper bounds, which we denote as z~ and zT, respectively. We introduce a
new auxiliary variable, which we denote as 6;. We can represent the product using the conditions:

Giz=12z—0;
—27G < Gz <2t

Combining all of these conditions implies that the bilinear term, m = yz, can be approximated linearly
by adding the constraints:

T= §i-(z-0)
1=1
— 2 G <z—0; <2 Vi=1,....n
—2 - (1=¢) <, <z (1-G),Vi=1,...,n

W
=1
Ge{01},Vi=1,...,n;

and the associated auxiliary variables, to the optimization problem in place of the original bilinear term.
We apply this technique to linearize every bilinear term in (1), (13), and (15).
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