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sion lines to a vast array of users. In many parts of the country,
particularly those that are more tightly networked, there are
regional organizations that now operate multiple transmission
systems as a single regional transmission organization (RTO).
This expanded use of the transmission system is resulting in the
need for additional transmission facilities, not just to meet tradi-
tional load growth but also to facilitate commercial transactions
across and through interconnected transmission systems.

The transmission network must expand to accommodate the
interconnection of these new resources as well as the increas-
ing intensity of use by existing transmission customers. If it does
not, congestion on the power grid will limit its use. But there are
several key challenges-to this expansion. Among these challenges
is the question of who should pay for new transmission facilities.
Typically, the company that requires new transmission, whether a
merchant generator or a load serving utility, pays for the expan-
sion, with some provision for socializing the cost of upgrades that
benefit the network as a whole. In RTOs, complex price signals
are intended to incentivize construction of resources and trans-
mission where they can best relieve congestion on the system.
However, these mechanisms often do not work effectively for new
resources, like renewable generation, that cannot shoulder the
costs of upgrades for relatively small increments of new genera-
tion. As a result, some utilities are seeking to construct “trunk”
lines to areas rich in renewable generation capability and that
will be paid for by the utility’s customers but will allow access to
the grid by many small renewable generation developers.

In addition to the question of “who pays,” the process
involved in determining where to construct and then actually
constructing new transmission lines remains challenging. For
utilities and system operators, the superficially “simple” task of
even studying the many proposed projects—both transmission
and generation interconnections—can be daunting. Congestion
in the interconnection “queue,” where projects are studied and
transmission upgrades and costs are identified, is a significant
challenge. Regional planning practices required by the FERC, as
well as new queuing practices being considered by transmission
providers and RTOs, may help smooth some of these issues. But
even then, new transmission lines must obtain siting approval
and rights of way must be acquired. Obtaining approval from
state regulatory authorities for new transmission lines can be
difficult and time-consuming. Following passage of the Energy
Policy Act of 2005, the federal government authorized federal
backstop siting authority in areas of significant congestion. Such
backstop siting authority, when sought, would remove siting
authority from the states, tighten the procedural timeline appli-
cable to siting projects, and enable the use of eminent domain
for right-of-way acquisition. However, to date, backstop siting is
untested and, if sought, could generate significant controversy.
Further, the potential recourse to backstop siting does not alle-
viate the need for utilities to work closely with states and other
affected jurisdictions to address local concerns to avoid the con-
troversy associated with federal preemption. Compounding the
procedural complexity in determining where to site a transmis-
sion line, in the western United States, at least, a considerable
amount of the transmission network crosses Native American
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reservations, which adds significant legal and policy challenges
due to the sovereign nature of these areas. '
Growth also presents unique regulatory issues that impact the
distribution of electricity once it moves from the transmission
system to local businesses and residences. In many states, as de-
scribed previously, utilities have a legal duty to serve any customer

" within its service territory. Even in those localities where the mar-

ket has been deregulated and competition has been introduced,
certain utilities are deemed the “provider of last resort” within
their service territories and must provide service to any customer
not served by a competitor. These utilities do not have the option
of refusing to serve a customer and must thus anticipate and plan
for all new load growth irrespective of cost so that the utility may
reliably and cost-efficiently serve both existing and future custom-
ers. When capital costs are high, those costs become increasingly
difficult for utilities to absorb between rate cases, when the rates
that the utilities are permitted to charge are reset.

Moreover, even if the utility files a rate case with the state regula-
tory commission in an effort to bring its revenue in line with its
increasing costs, the “traditional” rate-setting model used by many
regulatory jurisdictions may not produce rates that will allow it to do
s0. In general, a utility’s rates are set by a state regulatory commission
to allow the utility to recover its operating costs and also provide
it an opportunity to earn a reasonable return on and of its invested
capital. In setting such rates, the state commission typically evalu-
ates the costs of a utility, including the expense associated with the
utility’s required return on its invested capital, during a period of time
called a “test year.” Some regulatory jurisdictions use a historical test
year method when setting utility rates. In other words, they set a util-
ity’s electric prices based on the costs that the utility incurred during
asingle year in the past. But, for utilities with capital costs that are
increasing faster than year-over-year revenues, rates that have been
set using costs incurred during historical years will not compensate
a utility for the rising costs that the utility will incur going forward.
For this reason, utilities with longer periods of tegulatory lag—the
lag between when a cost is incurred and when it is authorized for
recovery in rates—often suffer severe cash-flow pressure and eroding
financial metrics. These factors, in tum, can detrimentally impact.
the utility’s credit ratings and its ability to finance the required capital
expenditures on reasonable terms. Ultimately, higher financing costs
will result in higher rates for customers because they increase the
costs of the utility to provide service. As a result, addressing this issue
is critical to both the utility and its customers. ‘

Various regulatory mechanisms exist for policy makers to mod-
erate the financial pressure that these utilities experience because
of regulatory lag and increasing capital cost pressures. For example,
rather than looking backward at historic costs, regulators can use
a future test year, setting the utility’s rates using projections of the
utility’s costs during a future year when the rates determined in a
proceeding will be effective. Alternatively, formula rates can be
used to automatically adjust the prices that the utility may charge
based on various predetermined cost inputs. For federally regulated
transmission service, the FERC is increasingly approving formula
rates for transmission providers that adjust on an annual basis. The
use of adjustment mechanisms to flow through changes in current
costs, such as fuel and purchased power, can also alleviate such






