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Issue 1: The Capital Asset Pricing Method of calculating equity cost (i.e., using stock market returns of the similar industry sector – equity indices) has been ignored completely. This is the most prevalent and commonly used by all Pps and investors. Further, this approach is the most used in determining cost of equity in most of the registered CDM projects.

Applying the tool for India gives the following results:

Equity component: 30%

Cost of Equity: Government bond rate (8%) + Global equity premium (4.7%) = 12.7%

Debt component: 70%

Cost of debt: 11%

WACC = 30% X 12.7% + 70% X 11% = 11.51%

This is a very low benchmark used by only a minority of people and obsessively too conservative.

Most investors in India consider the range of 14 to 15% for project IRR and 20% for equity IRR as the benchmark depending on the project type and risk profile. 

If the tool in its existing format is enforced, most of the Indian projects would lose their CDM prospects and there is a danger of investors neglecting these clean energy projects.

Issue 2:

Value to be adopted for “T” in the WACC calculation:

For wind power projects in India, the corporate tax rate to be paid by the project activity will vary from year to year. For example: first 15 years – 11.5%  and last 5 years 33.5%.

In such cases, can we adopt the tax-rate that is applicable during the period of the debt repayment (this is normally the first 6 to 10 years)

Altenatively, there can be an option to calculate the WACC without the tax-rate – This will be compared with the pre-tax IRR.

Issue 3: Depreciation benefits for wind power projects in India – impact on WACC

This is with respect to the specific situation of WACC and IRR calculation of wind power plants in India.

The Government of India provides income tax benefits to wind power projects by allowing accelerated rate of depreciation for such projects (80% depreciation on the project cost is allowed in the first year).

As a result of the above benefit, the “taxable profit” of the wind power project is negative for the first 7 to 8 years. Therefore, no income tax need to be paid for these 7 to 8 years. This is normally reflected in the IRR calculations.

The following issue of contention arises in the case Corporate business entities setting up wind power projects. Many corporates have installed wind power plants under the same legal entity as that of the primary business. As a result, the annual income tax calculations are computed together for both the wind power project and the primary business.

In such cases, the “negative taxable profit” from the wind project contributes to reducing the overall “taxable profit” of the whole entity. As a result, the income tax liability of the entity as a whole reduces. 

In summary, the entity saves tax by installing wind power projects. Such tax savings accrue in the first three years. This is one of the primary reason why many corporates with high financial benchmarks have invested in wind power projects. If the tax savings on the primary business from the wind power project is considered in the cash flow, the IRR normally increases by around 2 to 3%.

Sample IRR sheet highlighting the tax savings are enclosed.

The following are to be noted:

· The wind power project results in tax savings on the primary business of the entity

· The tax savings will be accrued only if the primary business of the entity generates profits – which is uncertain

· The tax savings is not a cash flow generated by the wind power project, rather it is generated by the entity's primary business

· This tax savings will not be available to “entities other than the project participants” - though it will be available to other Corporate entities who could also implement the same project activity

· This tax savings will not be available to other entities who don't have any other primary business or who corporate entities who implement the project under a separate legal entity created for the sole purpose of the wind power project – i.e., “stand-alone wind projects”

· The same benchmark cannot be applied to stand-alone wind projects and to corporate who set up wind projects under their primary business entities.

· If the same common benchmark is to be applied, then the IRR of the project should be calculated without considering the “tax savings” on the primary business – this approach will assess the IRR of the project independently irrespective of the type of entity.
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