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PUB/Coalition - 28 1 

Reference:  2 

MPA Report Page 9 & 10, PUB/MH II-19 (a), PUB/MH II-23 3 

Preamble to IR (If Any): 4 

MPA indicated that the Capital coverage ratio. This metric is not a typical part of financial 5 

analysis, and its value is somewhat obscure. Certain typical financial measures do take into 6 

account capital expenditures (such as “Free Cash Flow”), but determining whether funds from 7 

operations are sufficient to pay for capital expenditures does not in itself indicate much about 8 

the company. Knowing the amount of Cash Funds from Operations generated by a company 9 

is often useful when compared to interest 11 charges or debt (in which case it becomes a 10 

cash flow metric), since debt providers often wish to understand whether a company has 11 

sufficient cash to make good on debt obligations. 12 

Question: 13 

a) MH has introduced a modified capital coverage ratio, Cash flow to Capex ratio. Please 14 

provide your assessment of this metric versus a Free Cash Flow or Discretionary Free 15 

Cash Flow metric. 16 

b) Please indicate whether such a metric is commonly used by credit rating agencies and 17 

if so for what purpose. 18 

RESPONSE: 19 

a) It is critical to note that there are very few “definitive” definitions of financial terms 20 

(apart from the most basic financial terms). Different market analysts (or analytical 21 
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firms) may use slightly different formulas for a given financial term, based on their point 1 

of view, the purpose of their calculation, the nature of the enterprise they are analyzing, 2 

and the particular financial technicalities that may apply. For example, different 3 

analysts may take different positions on the treatment of one-time costs, accrued 4 

revenues and expenses, income from “non-core” activities, and the appropriate way to 5 

“standardize” line items in an enterprise in order to make them comparable to other 6 

firms. These and many other nuances will affect the calculation of many superficially 7 

“common” financial metrics. 8 

 9 

In Manitoba Hydro’s response to PUB/MH II 19(a), they provided their understanding of 10 

the way that DBRS and S&P analysts calculate each of their own versions of the ratio 11 

“Cash Flow from Operations (CFO) : Capex”. They differed from each other in several 12 

ways. Moreover, Manitoba Hydro noted that Moody’s does not include a “CFO : Capex” 13 

metric in its reports. This variation among these different market analysts is not 14 

surprising, and in fact should be viewed as typical. 15 

 16 

However, it should be noted that both DBRS and S&P calculated their version of “CFO 17 

: Capex” based on the total Capex of Manitoba Hydro, and not a Capex figure which 18 

was adjusted to remove “Major New Generation and Transmission” amounts, as is 19 

Manitoba Hydro’s practice. As a result, the Manitoba Hydro formulation of the “Capital 20 

Coverage Ratio” was not relevant to the analysis of the two agencies. 21 

 22 

It is also notable that on pages 64 and 65 of Appendix 4.1 of the Application (the May 23 

2015 KPMG Report), a comparison of “CFO : Capex” is provided as between Manitoba 24 

Hydro and several other provincial electricity utilities in Canada. In this case, KPMG 25 

also chose to use total Capex in their calculations, rather than Manitoba Hydro’s 26 

adjusted capex figure. 27 

 28 

If Manitoba Hydro wishes to track and publicize a “CFO : Capex” metric, then it may be 29 
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better served by adopting one of the versions used by at least one of the credit rating 1 

agencies that currently report on the company’s credit-worthiness, or adopt a definition 2 

which allows for more straightforward comparison to other utilities. 3 

 4 

A more basic issue is the fact that Manitoba Hydro is calculating a ratio which provides 5 

only limited information. This ratio provides directional information; namely, if the ratio 6 

is greater than 1, then Manitoba Hydro has generated net cash flow from internal 7 

resources which may be used to retire debt (or the cash may be used for other 8 

purposes), while if the ratio is less than 1 it has not. This metric can be contrasted to 9 

Free Cash Flow or Discretionary Free Cash Flow, which are amounts rather than 10 

ratios: these will be either positive or negative dollar totals (there are several potential 11 

definitions of both of these terms, but at the most basic level Free Cash Flow can be 12 

defined as “Cash Flow from Operations less Capital Expenditures”, and Discretionary 13 

Free Cash Flow is “Free Cash Flow less Dividends”, assuming dividends are payable). 14 

Either of these calculations will provide information on how much debt might actually 15 

be retired (any value greater than zero means that debt theoretically could be retired 16 

by that amount). Both Free Cash Flow and Discretionary Free Cash Flow provide more 17 

useful information than the ratio “CFO : Capex”. Moreover, Free Cash Flow or 18 

Discretionary Free Cash Flow can then be compared to outstanding Debt levels, which 19 

provides additional useful information (e.g., the multiple calculated by dividing 20 

outstanding Debt by Discretionary Free Cash Flow is a theoretical number of years 21 

required to retire debt, which in turn can be compared to the average remaining useful 22 

life of assets, etc.).  23 

b) Free Cash Flow and Discretionary Cash Flow (as they are variously defined by 24 

different analysts) are useful in that they provide an indication of the ability of an 25 

enterprise to generate value which can be distributed to shareholders, or reinvested in 26 

the business. For credit rating agencies, positive Free Cash Flow indicates that the 27 

enterprise is generating sufficient value to allow for the retirement of debt principal. 28 
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Note, however, that the retirement of debt principal in and of itself does not necessarily 1 

indicate any specific change in the Debt to Equity ratio of the enterprise, since 2 

information about the relationship between Capex and Depreciation is also required in 3 

order to make that calculation (if Depreciation is greater than Capex, then the asset 4 

base of the enterprise is shrinking, and other things being equal, debt should be retired 5 

in proportion to the ratio between Depreciation and Capex in order to maintain the 6 

capital ratio; whereas if Capex is greater than Depreciation the asset base is growing, 7 

and at the same time there is positive Free Cash Flow which is used to retire Debt, 8 

then the capital ratio is definitely improving).  9 

 10 

In a regulated utility environment, where investments sometimes stretch across several 11 

financial years and do not begin to generate revenue until they are “used and useful”, it 12 

is not atypical to find that Free Cash Flow swings up and down from year to year (as 13 

would the CFO : Capex ratio). If a regulated utility is consistently expanding its asset 14 

base for a period of time, then it will likely have negative Free Cash Flow, but in a 15 

subsequent period it might “harvest” its investments and have positive Free Cash Flow 16 

(because Capex will be reduced). Over time, the net balance of these flows should be 17 

related both to the rate of growth of the utility’s asset base, and to the return on 18 

investment that is built into the regulated utility economic model. 19 

 20 

For credit rating agencies, or any other financial analyst reviewing a regulated utility, 21 

cash flows and capital expenditures must be understood in the context of the growth of 22 

the company’s asset base, its customer base, and the ability of customers to pay for 23 

the services that will be delivered based on the asset base that the utility invests in. 24 

 25 

However, the primary consideration for a credit-rating agency is the ability of a utility to 26 

service its debts (and ultimately repay them). As a result, the primary focus for analysis 27 

is not the relationship between cash flows and capital expenditures, but instead the 28 

focus is on cash flows and debt, as well as cash flows and debt service costs. As noted 29 
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on page 33 of the MPA Report, there are many such metrics, and S&P identifies seven 1 

of them. Other agencies have similar lists.  2 

 3 

The growth plans of Manitoba Hydro, its capital expenditure plans, and the impact of 4 

the same on its customer base are obviously all of concern to market analysts and 5 

potential lenders, but this is all secondary information which colours the basic 6 

inferences that are drawn from comparison of cash flows and debt. 7 
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PUB/Coalition - 29 1 

Reference:  2 

MPA report Pg. 9, PUB/MH I -1-23 (a-b) 3 

Preamble to IR (If Any): 4 

MPA indicate that the Interest Coverage Ratio, that incorporates both finance expense and 5 

capitalized interest represents the approximate net cash cost of debt for the year and that at a 6 

1.80X level, creditors would be comfortable that the business is producing enough cash flow 7 

to service outstanding debt. Manitoba Hydro has previously stated “Manitoba Hydro accepts 8 

that the EBITDA interest coverage ratio is a superior measure of how much cushion the 9 

Corporation has on a cash flow basis before it is necessary to borrow to make interest 10 

payments, as well as allowing for better peer and credit rating comparisons.” [Supplemental 11 

Filing for April 1, 2016 Rates Page 31] MPA further indicates that there are other cash flow 12 

metrics beyond the Interest Coverage Ratio such as Free Cash Flow and Discretionary Free 13 

Cash flow metrics. 14 

Question: 15 

a) Please indicate whether this metric should be used as a primary metric for rate-setting. 16 

b) At what level above 1.0x would this metric not produce enough cash flow to service 17 

outstanding debt? 18 

c) What other Cash flow metrics should be used for rate setting purposes and why? 19 

d) Please review and comment on the Free Cash flow information provided in PUB/MH I-20 

23. 21 
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RESPONSE: 1 

Please note that on the broad issues of minimum financial targets and rate-setting 2 

mechanisms, it may be useful to read MPA responses to six IRs in tandem. These are 3 

PUB/Coalition 29, 30, 31, and 32, and GSS-GSM/1 and 2. 4 

a) Debt Service Coverage is critical for Manitoba Hydro, as it goes to the heart of the 5 

question of whether the corporation is “self-supporting” in the eyes of the capital 6 

markets. The Interest Coverage Ratio as defined by Manitoba Hydro provides positive 7 

and useful information about Debt Service Coverage, and is therefore a useful 8 

indicator. In our view, it is the most important of the three indicators tracked by 9 

Manitoba Hydro. 10 

b) The Interest Coverage Ratio that is calculated by Manitoba Hydro is based on figures 11 

drawn from the corporation’s Income Statement. As a result, it reflects accrued 12 

revenues and expenses, regulatory movements, and other non-cash items, while at the 13 

same time it does not capture certain other cash obligations (such as payments related 14 

to Winnipeg Hydro and mitigation, which strictly speaking are not related to current 15 

operations, but nevertheless are cash obligations that must be paid). Notwithstanding 16 

these issues, it provides an indication of the sufficiency of cash flows to meet debt 17 

service obligations. However, the exact relationship between this ratio and actual cash 18 

flowing through the business will change over time, as each of these various non-cash 19 

and non-expense items fluctuate. It is therefore not possible to say with certainty the 20 

exact minimum level of this metric that should be maintained over time.  21 

c) In addition to income statement-based cash flow measures, the PUB may wish to 22 

consider tracking strict cash flow measures that seek to forecast the actual cash 23 

requirements for Manitoba Hydro. For example, “Cash Flow from Operations less 24 

mitigation less payments to Winnipeg” would capture the net cash flows from the 25 

enterprise before capital investments, sinking fund management and debt financing. 26 
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While in exceptional years (such as severe drought) this figure may be negative, on 1 

average it must be positive, or Manitoba Hydro would no longer be financially self-2 

supporting.  3 

d) In response to PUB IR 1-23, Manitoba Hydro provided a forecast of the CFO : Capex 4 

ratio, without adjusting for Major New Generation and Transmission, at both 7.9% and 5 

3.95% rate paths. Both of these forecasts show the expected relationships: capex 6 

greatly exceeds cash flows for the next few years as the Keeyask project is completed, 7 

and then cash flows exceed Capex in later years. Subtracting Capex from CFO is a 8 

measure of Free Cash Flow. Obviously, given a series of higher rate increases, the 9 

7.9% rate path shows a much more pronounced surplus of cash flow over Capex 10 

beginning in 2023.  11 

 12 

Notably, both of these forecasts are provided based on reference assumptions for all 13 

underlying variables (for example, inflation, interest rates, operating costs, domestic 14 

demand, export prices, and, crucially, average hydrological conditions). There is no 15 

indication of what the range of results might be (which is provided elsewhere, in 16 

response to other IRs, for example PUB/MH II-41). 17 

 18 

These estimates of Free Cash Flows confirm basic expectations, however, what 19 

additional value does this metric provide? Are the curves too steep, or not steep 20 

enough? Is it problematic that in the 3.95% rate path there is a five-year period from 21 

2023 to 2027 where net cash flow after Capex is approximately zero? Is the much 22 

more aggressive forecast in the 7.9% rate path an appropriate use of ratepayer 23 

money? In order to get deeper insights into the finances of the firm, it would be useful 24 

to have information about the relationship between Capex and Depreciation, total 25 

assets employed in the business, outstanding Debt levels, the average remaining life of 26 

assets over time, etc. Free Cash Flow information is a useful starting point for analysis 27 
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(and it is certainly better to have access to this information than not), but it does not 1 

provide particularly deep insight into the firm’s progress over time.  2 

 3 
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PUB/Coalition - 30 1 

Reference:  2 

MPA Report Pg. 35 3 

Preamble to IR (If Any): 4 

MPA states that on page 35 “Certainly, the capital structure of a utility is important, and all 5 

analysts do recognize that, but few if any appear to make capital structure a centerpiece of 6 

their analysis in the way Manitoba Hydro does.” 7 

Question: 8 

Does MH require a capital structure of 75:25 or can other targets be considered based on the 9 

risks faced by the Corporation. 10 

RESPONSE: 11 

Please note that on the broad issues of minimum financial targets and rate-setting 12 

mechanisms, it may be useful to read MPA responses to six IRs in tandem. These are 13 

PUB/Coalition 29, 30, 31, and 32, and GSS-GSM/1 and 2. 14 

Manitoba Hydro must maintain its financial self-supporting status, and as a result ensuring 15 

sufficient debt service coverage must be a priority.  16 

The company faces substantial volatility in its cash flows because of hydrology, and to a 17 

lesser extent because of export price risk, operating risks, and other risks. If rates were set 18 

annually, and solely on the basis of debt service coverage, then domestic rates could be 19 

expected to swing dramatically based on these underlying volatile factors. That would not be 20 
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an acceptable balancing of regulatory principles resulting in just and reasonable rates, 1 

because ratepayers have the right to expect some stability and predictability in their rate 2 

regime. As a result, it would be appropriate for Manitoba Hydro to maintain some level of 3 

reserves (equity) that would allow it to manage its volatile cash flows, while keeping rates 4 

relatively stable and predictable. 5 

However, there is a cost to maintaining reserves: ratepayers are contributing those reserves, 6 

and ratepayers have other uses for their money. From a capital efficiency perspective, it 7 

would be best if reserves were not larger than absolutely necessary to manage the expected 8 

degree of volatility in Manitoba Hydro cash flows. At the same time, no group or cohort of 9 

ratepayers should be unfairly burdened with contributing the reserves, because doing so 10 

violates the regulatory principle of cost causality. Therefore, from a cost causality perspective, 11 

it would be best if all ratepayers could contribute equally to reserves over time (on an 12 

inflation-adjusted basis), and the volume of reserves would go up and down as required to 13 

manage the volatile cash flows as they occur. Notably then, regulatory principles suggest at 14 

least two different ways to manage reserves, but in neither case is a fixed reserve target 15 

required. 16 

The absolute level of reserves at any given time is not actually critically important, only the 17 

expected sufficiency of the reserves for the upcoming period of time, however long that 18 

“period” is deemed to be. For example, if the intention is to keep rates on a stable path for the 19 

next five years, then existing reserves plus contributions to reserves over the five years 20 

should be sufficient to manage the expected volatility in cash flows. If rates are reset every 21 

two years, but the time horizon is always five years forward, then changes in rates should be 22 

much more moderate than would be the case with annual rate-setting on a pure debt service 23 

coverage basis. Alternatively, if the desire was to ensure stability over a longer 10-year period, 24 

then a calculation would be made about the level of annual contribution to reserves that would 25 

be sufficient to ensure that reserves never bottom out during the 10-year horizon. Again, if 26 
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rates are set every two years, and the horizon is always 10 years forward, then changes in 1 

rates should be moderated. 2 

Note, however, that in this construct rates ARE adjusted periodically based on prevailing 3 

conditions, which means they are not completely stable and predictable. Once again, 4 

regulatory principles must be balanced against each other when making decisions about rate-5 

setting mechanisms. Moreover, this kind of calculation requires careful analysis about which 6 

volatile factors will be managed through the use of reserves, and which will not. For example, 7 

hydrological variation is undoubtedly an extremely volatile factor that should be managed 8 

through reserves, while inflation, which only affects the company slowly over time, is not 9 

(moreover, inflation affects the general price level in the economy in real time, and there is no 10 

good reason to attempt to manage its effects). 11 

Based on the foregoing logic, it is not apparent that targeting an arbitrary 75:25 debt to equity 12 

ratio is necessary. In particular, it is not clear that setting an arbitrary target, and an arbitrary 13 

goal to achieve that target as of March 31, 2027 or any other date, is in any way related to the 14 

expected levels of cash flow volatility that Manitoba Hydro is tasked with managing.  15 

In PUB/MH II – 41, Manitoba Hydro provided its Interest Coverage Ratio estimates for 918 16 

runs of its model based on the revised 7.9% for six years rate path. In that model, at the P5 17 

position, interest coverage is 1.40 times in 2020, rising to 1.87 by 2027. This means that 95% 18 

of the time, interest coverage will be higher than this level, and in fact substantially higher 19 

than the minimum level required for cash flow sufficiency in any given year. At the P50 20 

position, interest coverage at the corresponding dates are 1.76 and 2.41. Interest coverage is 21 

far, far higher than it appears it needs to be to manage any potential volatility in cash flows, 22 

according to Manitoba Hydro’s own risk analysis. This suggests that reserves are 23 

unnecessarily high at the levels proposed, and a lower rate path may be sufficient to satisfy 24 

minimum financial conditions. 25 
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PUB/Coalition - 31 1 

Reference:  2 

MPA Report Pg. 44 L6-14 3 

Preamble to IR (If Any): 4 

 5 

Question: 6 

a) How would MH establish a drought fund cash reserve? Would this equate to a 7 

Minimum Retained Earnings Target? 8 

b) How does the $500M operating line play into the establishment of a drought fund? 9 

RESPONSE: 10 

Please note that on the broad issues of minimum financial targets and rate-setting 11 

mechanisms, it may be useful to read MPA responses to six IRs in tandem. These are 12 

PUB/Coalition 29, 30, 31, and 32, and GSS-GSM/1 and 2. 13 

Please note that this IR invites consideration of possible new and alternative ways of 14 

managing certain issues related to Manitoba Hydro rates. While MPA is pleased to offer 15 

suggestions and ideas, it should be recognized that these are necessarily tentative and 16 

reflective of the limited time and resources available during a general rate-setting process. 17 

Adequately reviewing all possible pros and cons of new options and rules is well beyond the 18 

limitations of an IR response. It would be very much appreciated if the following response was 19 

understood in this light. 20 
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a) As described in response to IR 30, above, the sufficiency of reserves could be 1 

calculated on a rolling-forward or periodic basis. Depending upon the current state of 2 

reserves, and all of the forecasted risks pertaining to the forward period, an 3 

assessment could be made of how much ratepayers should contribute to reserves as 4 

part of their rates in the coming years.  5 

 6 

Rather than establishing an arbitrary minimum level of reserves, the PUB could focus 7 

on a probability assessment. For example, a rule could be that current reserves plus 8 

contributions be set at a level high enough so that 95% of all hydrological scenarios 9 

could be managed, from an interest coverage perspective, without interim rate 10 

increases beyond the rate path chosen. In the 5% of extreme cases, then additional 11 

steps would be required. Alternatively, the PUB could choose a 99% standard, or a 12 

90% standard, or whatever standard was deemed to be balanced and fair to 13 

ratepayers, taking into account rate stability and predictability, cost causality, and 14 

efficiency. 15 

 16 

Finally, the question refers to “cash reserves”. As discussed in MPA’s Report at page 17 

44, “reserves” in our view should be considered “equity” in the parlance of Manitoba 18 

Hydro. “Cash reserves”, properly so called, are relatively expensive to maintain and not 19 

particularly desirable except in limited cases, as discussed in the Report. 20 

b) Credit lines are a means to manage very short-term liquidity needs. It would be 21 

appropriate to take these financial resources into account to manage very short-term 22 

cash flow needs (such as a one-year, massive change in water inflows, as occurred in 23 

1940 or 2003). However, on a five-year or ten-year rolling average basis, it would not 24 

be appropriate to include credit-line type resources as “reserves”. In these cases, 25 

“equity” may be a better analogy.  26 
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PUB/Coalition - 32 1 

Reference:  2 

MPA Report Pg. 48 3 

Preamble to IR (If Any): 4 

Question: 5 

a) Confirm that from an economic efficiency perspective, when one considers that capital 6 

cost of ratepayers, a 7.9% rate trajectory is not the most efficient use of ratepayer 7 

capital when compared to a 3.95% rate trajectory. 8 

b) Please describe what information MH would be required to employ an optimal 9 

probability – weighted break-even point. 10 

RESPONSE: 11 

Please note that on the broad issues of minimum financial targets and rate-setting 12 

mechanisms, it may be useful to read MPA responses to six IRs in tandem. These are 13 

PUB/Coalition 29, 30, 31, and 32, and GSS-GSM/1 and 2. 14 

a) If ratepayers are assumed to have a 5% “Social” cost of capital (i.e., 3% real cost plus 15 

2% inflation), then in the reference scenario, ratepayers will always be better off in the 16 

3.95% rate path versus the 7.9% rate path. The cumulative discounted cost of power 17 

for ratepayers in the 7.9% rate path is always higher, despite the fact that nominal rates 18 

in the 7.9% path are actually lower beginning in eleventh year of the model. 19 

 20 

The tables on the next page show this comparison: 21 

22 
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Rate Path based on 7.9%, Discounted at 5% 1 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19

Year Ending in March 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036

Change in Units

Annual Units Purchased 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000

Price Increase 3.36% 7.90% 7.90% 7.90% 7.90% 7.90% 7.90% 4.54% 2.00% 2.00% -19.75% -3.12% -1.11% 1.81% -1.05% 0.57% 0.40% 0.72% 3.26%

Nominal Price 1 1.03 1.12 1.20 1.30 1.40 1.51 1.63 1.71 1.74 1.77 1.42 1.38 1.36 1.39 1.37 1.38 1.39 1.40 1.44

Discount Rate 5% 1 1.05 1.10 1.16 1.22 1.28 1.34 1.41 1.48 1.55 1.63 1.71 1.80 1.89 1.98 2.08 2.18 2.29 2.41 2.53

Discounted Price 0.98 1.01 1.04 1.07 1.10 1.13 1.16 1.15 1.12 1.09 0.83 0.77 0.72 0.70 0.66 0.63 0.61 0.58 0.57

Annual Nominal Cost of Power 1000 1,033.60 1,115.25 1,203.36 1,298.42 1,401.00 1,511.68 1,631.10 1,705.15 1,739.26 1,774.04 1,423.67 1,379.25 1,363.94 1,388.63 1,374.05 1,381.88 1,387.41 1,397.40 1,442.95

Cumulative Nominal Cost of Power 1,033.60 2,148.85 3,352.21 4,650.64 6,051.64 7,563.32 9,194.42 10,899.58 12,638.83 14,412.87 15,836.54 17,215.79 18,579.74 19,968.36 21,342.41 22,724.29 24,111.70 25,509.09 26,952.05

Annual Discounted Cost 984.38 1,011.57 1,039.51 1,068.22 1,097.72 1,128.04 1,159.19 1,154.12 1,121.14 1,089.11 832.39 768.02 723.33 701.35 660.94 633.06 605.32 580.65 571.02

Cumulative Discounted Cost 984.38 1,995.95 3,035.46 4,103.67 5,201.39 6,329.43 7,488.63 8,642.74 9,763.88 10,852.99 11,685.38 12,453.40 13,176.73 13,878.08 14,539.02 15,172.07 15,777.39 16,358.04 16,929.07  2 

Rate Path based on 3.95%, Discounted at 5% 3 

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19

Year Ending in March 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036

Change in Units

Annual Units Purchased 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000 1000

Price Increase 3.36% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% 3.95% -1.16% -23.77%

Nominal Price 1 1.03 1.07 1.12 1.16 1.21 1.25 1.30 1.36 1.41 1.46 1.52 1.58 1.65 1.71 1.78 1.85 1.92 1.90 1.45

Discount Rate 5% 1 1.05 1.10 1.16 1.22 1.28 1.34 1.41 1.48 1.55 1.63 1.71 1.80 1.89 1.98 2.08 2.18 2.29 2.41 2.53

Discounted Price 0.98 0.97 0.96 0.96 0.95 0.94 0.93 0.92 0.91 0.90 0.89 0.88 0.87 0.86 0.86 0.85 0.84 0.79 0.57

Annual Nominal Cost of Power 1000 1,033.60 1,074.43 1,116.87 1,160.98 1,206.84 1,254.51 1,304.07 1,355.58 1,409.12 1,464.78 1,522.64 1,582.79 1,645.31 1,710.29 1,777.85 1,848.08 1,921.08 1,898.79 1,447.45

Cumulative Nominal Cost of Power 1,033.60 2,108.03 3,224.89 4,385.88 5,592.72 6,847.23 8,151.30 9,506.87 10,916.00 12,380.78 13,903.42 15,486.20 17,131.51 18,841.80 20,619.65 22,467.73 24,388.81 26,287.60 27,735.04

Annual Discounted Cost 984.38 974.54 964.79 955.14 945.59 936.14 926.78 917.51 908.33 899.25 890.26 881.35 872.54 863.81 855.18 846.63 838.16 788.99 572.80

Cumulative Discounted Cost 984.38 1,958.92 2,923.71 3,878.85 4,824.45 5,760.58 6,687.36 7,604.87 8,513.20 9,412.45 10,302.70 11,184.06 12,056.60 12,920.41 13,775.59 14,622.21 15,460.37 16,249.36 16,822.16  4 
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In this set of reference conditions (hydrology, export prices, inflation, interest rates, 1 

operating costs, domestic demand, etc.), Manitoba Hydro’s financial performance is 2 

adequate under either rate path, and the corporation continues to be financially self-3 

sufficient throughout. Given that the 7.9% rate path imposes greater burdens on 4 

ratepayers, it would appear that the 3.95% rate path would be preferable. 5 

However, the reference scenario does not reflect the potential volatility that Manitoba 6 

Hydro might suffer. It is merely the notional mid-point of a range of forecasted 7 

possibilities.  8 

b) In order to more closely examine the scenarios, and calculate what level of rates might 9 

be best for ratepayers, it is important to establish that both scenarios satisfy minimum 10 

financial conditions such as “self-supporting” status. In PUB/MH II-41, Manitoba Hydro 11 

provides risk analysis for rate paths that are similar to what is shown in the table above 12 

until 2027. However, after 2027 the risk information provided by Manitoba Hydro is for 13 

different rate paths, and so is not applicable.  14 

 15 

Based on the risk analysis Manitoba Hydro has provided, it appears that both the 7.9% 16 

and the 3.95% rate paths meet minimum financial conditions, as defined by the P05 17 

position of interest coverage, through the year 2027. From the information in 18 

Coalition/MH II-1, it would appear that even at the P01 position both rate paths may 19 

meet minimum financial requirements (though note that the information in Coalition/MH 20 

II-1, was not updated for the interim rate decision, so it is not identical to the rate paths 21 

considered in the tables above). It is possible that an even lower rate path than 3.95% 22 

would also meet the minimum conditions, but Manitoba Hydro has not provided that 23 

data. 24 

 25 

Assuming two rate paths are calculated which both meet minimum financial health 26 

conditions under the same worst case probability scenarios (e.g., using Manitoba 27 
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Hydro’s nomenclature, the P01 position, or the P05 position), then the rate paths can 1 

be fairly compared on a discounted basis. 2 

 3 

Alternatively, it is possible to structure a rate path which is conditional: for example, it 4 

will meet minimum financial conditions at the P05 position, but not if risks turn out to be 5 

worse than that (such as at the P01 position). In those cases, an interim rate increase 6 

will be required of some amount (which should be calculated). Effectively, that creates 7 

a rate path with a “fork” in it. It would be necessary to calculate the discounted costs to 8 

ratepayers in both forks of the rate path, and then produce a probability-weighted 9 

average cost to ratepayers for the forked path. Then, and only then, the forked path 10 

could be fairly compared to the higher rate path.   11 

 12 

With a larger data set on possible rate paths, and risk analysis of each of them, it 13 

would be possible to perform discounted cost analysis on all of the options to 14 

determine which was best for ratepayers. 15 

 16 
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PUB/Coalition - 33 1 

Reference:  2 

MPA Report Pg. 53 Line 26 3 

Preamble to IR (If Any): 4 

 5 

Question: 6 

Please provide a description of how a debt servicing ratemaking formula could be employed 7 

in Manitoba. 8 

RESPONSE: 9 

Please see GSS-GSM/Coalition - 1. 10 

 11 
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