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My name is Gary Hanson. I am Chairman of the South Dakota Public Utilities Commission (SDPUC) and I am testifying today on behalf of that agency.  The SDPUC regulates the retail rates and services of investor owned electric, gas, and telephone utilities.  We are obligated under the laws of our State to ensure the establishment and maintenance of such utility services as may be required by the public convenience and necessity and to ensure that such services are provided under rates and subject to terms and conditions of service that are just, reasonable, and non-discriminatory.
It is in our nation’s best interest to resolve the challenges which have retarded the healthy growth of electric transmission facilities throughout our country. Without vigorous transmission capacity our efforts to assemble a viable renewable wind energy regime will fall far short of expectations. Additionally, it is extensively acknowledged that the demand for electric energy in the United States will grow by nearly 400 gigawatts over the next 23 years. That demand can not be met without significant upgrades to our present transmission system and yet investment to the infrastructure has been virtually stagnant for many years. Unless a more expeditious process is implemented to facilitate transmission expansion serving interstate needs, we will be at risk for serious reliability problems. Chief among the solutions are obtaining resolutions to siting and cost allocation challenges. 
Traditionally the states have been the incubators and drivers of inventive energy policy. An example is the wide variety of renewable portfolio standards across the country. However, the product result is a patchwork of conflicting energy policies. This disparity of policies compels load serving entities to locate wind capacity and associated transmission based upon political boundaries instead of physics, economics, and other best practices. An example is the hundreds of megawatts of wind energy facilities in Minnesota that curiously end at the South Dakota border, just as the wind resource potential increases. 
To have the greatest economical and environmental benefits transmission facilities, similar to renewable portfolio standards, should not be localized or nationalized; practical considerations require they need to be regionalized. This is not to say that states’ rights are to be ignored. Just as states have a role in the siting of interstate highways, states need to continue to have an active role in transmission decisions. Even so, a regional transmission system requires a punctual regional transmission authority with regional siting authority. We must overcome the inability or unwillingness of individual states to provide timely action on proposed interstate transmission projects. In some instances regulatory bottlenecks are holding back the development of transmission projects as well as renewable energy in an effort to prevent clean coal projects. Local politics and parochialism in one state should not be allowed to prohibit the economic and environmentally friendly construction of renewable energy facilities in another state. And our nation’s energy future is far too important to allow this practice to continue. 
The present system that is used for pricing transmission and which compensates providers of that service is essentially based on a regulatory method that is almost 100 years old.  The existing transmission regulatory process was developed at a time when a vertically integrated utility built the generation and transmission in its service area.  The current regulatory system does not recognize that power flows based on physical laws.  Rather it assumes that power will flow based on who contracts for the purchase of power.  This, of course, is fiction.
A robust regional electric transmission system is an essential prerequisite to support a) the reliability function to keep the lights on and b) the market function allowing more generators to reach loads and compete directly for sales to such loads in order to increase competition amongst generation suppliers and meet national goals for renewable generation and energy independence.  A new rate design is needed that will facilitate the construction of the strong transmission backbone required to support the nation’s electric market and reliability missions.  
Any prospective transmission rate design should cover new as well as existing transmission facilities and (1) facilitate, not impede, the construction of needed new transmission facilities; (2) reflect the regional use of grid and that power flows according to the laws of physics; (3) provide simplicity and certainty through a standard tariff convention that defines in advance who will pay for new transmission facilities and how such costs will be recovered, rather than relying on potentially contentious, costly, and time-consuming case-by-case, facility-by-​facility analyses of “beneficiaries” to determine who will pay for the cost of a specific facility; and (4) provide certainty that the parties owning transmission facilities can obtain cost recovery and are not faced with the risk of “trapped costs.”
Before I describe what I believe is a much better way for pricing transmission, let me first describe the more typical methods that are being used today.  The first method is the ‘license plate’ rate.  The license plate rate method requires the load to pay a rate for transmission service based on the transmission zone where the load resides.  It obviously takes its name from car license plates where each car owner purchases a license plate from its home state and can then drive any place in the nation.  The problem with this method when it comes to transmission service is that a load located in zone A and wants to purchase power from a generator in zone B would only pay for the transmission in zone A.  If there is transmission needed in zone B, in order to export the power from zone B to zone A, the load in zone B will have to pay for the needed transmission.  There is a disincentive for the load in zone B to build transmission for the benefit of the load in zone A. Additionally, rural areas find it especially challenging to build transmission for exporting renewable energy to other states. 
A second method is the ‘postage stamp’ rate.  Under this scheme all load in a single marketing area such as the Midwest Independent System Operator footprint, would pay the same transmission rate.  This is similar to paying the same postage for mailing a letter anywhere in the nation.  There tends to be a lot of resistance to implementing this type of transmission pricing scheme because the more densely populated areas tend to have a lower cost for transmission service versus the rural areas.  Thus if one were to implement this scheme there would be a cost shift with the urban areas seeing a cost increase for their transmission service while the rural areas would see a cost decrease.
A third method is the ‘pancake rate’.  With this method, each time a transaction is deemed to cross another transmission zone the user of the service pays another full transmission tariff.  This is similar to paying a toll on a road.  Each time a car uses the next segment of the road, the user must pay another toll.  However there is a great difference on the actual use of a toll road and a power transaction.  In the case of a toll road, the driver physically uses the toll road so it is appropriate that he pay for that use.  However, in the case of an electrical transaction, the power the user purchases might not even flow over the transmission in the zone for which he is paying. This is actually the worst and most expensive transmission pricing method. It Balkanizes the system more than the license plate method, does not recognize how electric energy flows and hinders the development of renewable energy and energy independence. Additionally, it can stifle any generation market as costs of transport may be prohibitive.  This is actually the system that we currently face in my home state of South Dakota.
The fourth and final method that I wish to discuss is the ‘highway/byway’ rate method.  This method is a hybrid between the license and postage stamp rates discussed earlier.  Under this method higher voltage transmission uses the postage stamp pricing scheme and lower voltage uses the license plate pricing scheme. The highway/byway method avoids some of the cost shift that a pure postage stamp method causes and at the same time encourages investment in high voltage transmission and generation. This nation desperately needs high voltage transmission to encourage development of renewable generation and assist with energy independence and promote reliability.
Under the highway/byway proposal, a local license plate rate would remain in place for defined low voltage facilities (“byway facilities”). The cost of these facilities would be paid solely by the load in the local license plate rate zone, as is currently the case. This avoids much of the urban/rural cost shift mentioned previously. The cost of defined high voltage (“highway”) facilities would be included in a wholesale regional formula rate and recovered from all loads in a regional market area such as the Midwest ISO footprint on a postage stamp basis. For administrative ease, the definition of highway facilities would be determined in advance by voltage level. I would suggest highway facilities should include all non-radial facilities 100 kV or greater. 
The proposed highway/byway transmission pricing approach addresses the key issues.  It facilitates construction by providing financial certainty. Any transmission owner would collect the cost of it’s highway facilities under a regional tariff such as the Midwest ISO wholesale tariff charge and thus (under established law) eliminate any “trapped cost” risk that may exist under a tariff that does not definitively or formulaically derive an allocation of costs among transmission owners.  
This proposal also facilitates construction of needed new facilities in the event an existing local transmission owner for any reason declines to undertake construction of new transmission facilities.  In these situations, another transmission owner or a third party financial investor could construct new highway facilities, place the cost of the facilities into the wholesale postage stamp rate and be assured cost recovery on a basis comparable to any other investor. As a practical matter, this possibility will provide incentive to the local transmission owner to undertake the construction rather than forego the lost return to another party.
A postage stamp wholesale rate for new highway facilities would minimize disputes concerning who will pay for new facilities.  While there likely would be the usual regulatory protests when the tariff change to implement the highway/byway rate design was filed at FERC, this would be a one-time contest.  Once the tariff was in place, the “who pays” question is resolved definitely in the regional transmission tariff.  This is an important consideration in my recommendation because it avoids the often case-by-case modeling approach to cost allocation for major new facilities and avoids the contentious and protracted debate over the modeling and other assumptions used to derive a proposed cost allocation. 
In this regard, please note that the postage stamp ratemaking convention historically has been used by federal and state regulators to recover the cost of transmission and distribution facilities. Regulators long ago recognized that administrative convenience dictated a simple postage stamp convention rather than spending the time and effort to develop detailed allocation methods that could achieve only fictional accuracy. Applying the postage stamp rates to just the highway facilities continues this historical convention and at the same time recognizes the changes that we need to make in the current transmission pricing scheme to promote our national interests. 
Transmission is not an end in itself; it is a means to allow the most efficient and desirable mix of electricity to reach markets.  We need to recognize that transmission rates should be designed to further this goal, and we should develop transmission rates that optimize generation supply efficiencies instead of rates that stifle necessary generation development.
Additional Discussion
A.
Background
South Dakota has significant wind resources and land available for the development of those resources. Those resources are essentially land locked in South Dakota because of a lack of transmission capacity. Unfortunately South Dakota, for the most part, is not part of a regional independent system operator, specifically the Midwest ISO.  For this reason, any generation development in South Dakota, either wind or conventional must pay a pancaked transmission rate to get the power to market.  As noted earlier, this transmission pricing scheme is a significant barrier to generation development in South Dakota.  To me this is not in keeping with our state or our national goals.  The major transmission provider in South Dakota is the Western Area Power Administration (WAPA).  The SD PUC has no jurisdiction over WAPA so we cannot order WAPA to join the Midwest ISO even though we believe that this would be in the best interest of our state.
To me the Midwest ISO offers many benefits.  The Midwest ISO has commenced regional transmission service operation, implemented joint regional transmission planning, commenced operation of day-ahead and real-time bid-based energy markets, and institutionalized centralized security constrained unit dispatch and regional congestion management.  The Midwest ISO now is in the process of a functional consolidation of balancing authorities, creation of a region-wide market for ancillary services and implementation of some form of a regional capacity construct.  In short, nearly all grid and market functions have been regionalized, including pricing, except for transmission service pricing.
The pricing for transmission service first and foremost should facilitate, not impede, construction of needed new transmission facilities.  A robust regional electric transmission system is an essential prerequisite to support the Midwest ISO’s a) reliability function (For example, from July 31 to August 2, 2007 the Midwest ISO had excess generation trapped on the west side of the Midwest ISO due to limited transmission and while this generation was trapped on the west, simultaneously the Midwest ISO imposed emergency actions in central and eastern portions of the Midwest ISO and curtailed service to interruptible customers due to high peak demands.) and b) market function (allowing more generators to reach loads and compete directly for sales to such load as envisioned).  A new rate design should facilitate the construction of the strong transmission backbone required to support the Midwest ISO’s market and reliability missions.
Although I believe the slightly modified license plate pricing approach currently used in the Midwest ISO was a useful compromise initially to avoid cost shifts and facilitate the formation of the Midwest ISO, a pure license plate pricing approach no longer meets these needs of the Midwest ISO, its stakeholders or our national interests.  The continued use in any pure form of license plate rate design will be counterproductive and make it more difficult than necessary to construct the transmission facilities essential to the Midwest ISO’s reliability and market functions.

B.
Recommendation
I recommend that WAPA join the Midwest ISO as a transmission owner.  This would eliminate the pancake transmission rate that generation in South Dakota now faces.  This pancaked transmission rate alone causes generation in South Dakota to be 25% higher than generation located just a few miles to the east in Minnesota. This is not good energy policy and it is certainly not good national policy.
I further recommend a highway/byway rate design for the entire Midwest ISO footprint.  Under the proposal, a license plate component of the transmission rate would recover the cost of local byway facilities.  The cost of these byway facilities would be paid solely by the load in the local license plate rate zone, as currently is the case. 

I note that while the allocation of costs to specific customers will differ in a particular year under a postage stamp approach (compared to the existing license plate approach), over a long term planning and construction horizon, such difference should not result in large inequities.  In my judgment, the essential choice is accepting a rough justice over time in the interest of the common good of facilitating the construction of needed new transmission facilities to support the Midwest ISO’s reliability and the market functions versus leaving in place a license plate pricing regime likely to cause ongoing cost allocation disputes over each project and further complicate the already too difficult process of transforming a planned project into new facilities.
The cost of defined highway facilities would be included in a wholesale formula rate charged to all loads in the Midwest ISO footprint on a postage stamp basis. For administrative ease and to avoid case-by-case disputes, the tariff definition of highway facilities would be determined in advance by voltage level.  I propose that the highway facilities include non-radial transmission facilities operated at a voltage of 100 kV or above.  Any party that constructed such new highway facilities would place the cost of such new facilities into the wholesale postage stamp rate and obtain a formulaic revenue recovery under the Midwest ISO tariff.   Under this approach, if the local transmission owner chose not to construct a planned highway facility in a timely manner, any transmission owner or third party could invest in such transmission facilities and obtain comparable formula rate cost recovery of its investment under the Midwest ISO’s tariff.  Given the current rate of return currently allowed by the FERC on transmission facilities and with these suggested changes, there would be no shortage of capital to invest in the needed transmission infrastructure.  
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