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Abstract: With the negative climate impact of fossil fuel power generation and the requirement
of global policy to shift towards a green mix of energy production, the investment in renewable
energy is an opportunity in developing countries. However, poor economy associated with limited
income, funds availability, and regulations governing project funding and development are key
factors that challenge investors in the energy sector. Given the various power generation resources,
including renewables, it is necessary to evaluate the possible power generation investment options
from an economic perspective. To realize this objective, solar PV, wind and diesel power generations
are economically compared, considering the incremental rate of return and incremental benefit to
cost ratio techniques. The alternative investment options of distributed generation technologies are
evaluated for Maharashtra, India under different depreciation methods, and the effect of the latter on
selecting the best investment candidate is investigated. The paper also conducts sensitivity analysis
to examine the impact of capital cost, operation and maintenance cost, and fuel cost variations on the
selection decision considering a comparison of the different general projects’ cash flow structures
discussed in the literature. The economic aspects of selecting a project among possible alternatives for
an investment in the power sector are analyzed, and the presented review provides comprehensive
comparisons with respect to the literature approaches. The results reveal that, in the benchmark case
study, the PV project is rejected and disregarded from further comparisons with other candidate
projects since its equity internal rate of return (10.25%) is less than the minimum accepted rate of
return, leaving the selection between wind and diesel energy projects. The study reveals that the
incremental rates of return under such a comparison are 37.88%, 45.94% and 37.50% when MACRS,
declining balance and straight line depreciations techniques are applied, respectively. Thus, the wind
energy project is the favored option in this case. For the economic assessment of other case studies,
the application of both sensitivity analysis on the capital cost and operation and maintenance cost and
literature approaches to structure the projects reveal that wind energy for Maharashtra, India is a more
attractive and feasible option compared to other distribution generation projects, while diesel is only
considered to be a good option when its fuel cost is reduced by 5%. Finally, the paper highlights policy
implications that can influence the decision to move towards investment in distributed generation
technologies as a future research direction.
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1. Introduction

Despite the limited fossil fuel resources for power generation and the financial limitations in many
developing countries that restrict building new power stations to support the electricity demand of the
growing population, global policy is currently directed towards the adoption of green initiatives [1–3].
Although demand side management may serve as an option to manage the load [4–12], electricity
demand growth remains a challenge compared to fossil fuel exploration. Thus, it is appealing for
the global society to search for alternative environment-friendly resources for energy supply, i.e.,
renewable energy sources (RESs). Even though renewable energy projects exist in developing countries,
as claimed by [13], only 10.4% of the energy consumption is from modern renewables [3]. High capital
investment costs, limited income, and regulatory policies placed on project funding are the main
underlying reasons limiting the exploitation of RESs. Such projects need to undergo a thoughtful
management process [14–17]. RESs can be deployed in alternative ventures such as wind energy
and solar energy-based projects [1,18–20]. Selecting the best candidate project for investment remains
an issue, since such projects are governed by bank loans, investors’ contributions, the regime’s taxation
systems, etc. [21,22]. This necessitates the demand for a pre-economic analysis of candidate projects for
an investment in developing countries. On the other hand, some developing countries’ utilities have
concluded contracts over the short term to purchase electricity [1]. Diesel generators, which are lower in
capital cost compared to renewables, might be an alternative option [23]. To address the aforementioned
paradox, diesel generators, wind, and solar PV(photovoltaic) projects are to be economically evaluated
considering their operational life, such that the best project can be recommended to local investors of
limited funds.

The cash flows of some of these projects in India have been studied for different objectives such as
determining an electricity tariff [24], individual projects’ equity internal rate of return, and pay-back
periods [25]. Meanwhile, the present paper targets the definition of long-term economically preferred
investment given renewable and nonrenewable investment options, with a focus on Maharashtra,
India. For wind energy-based projects, a complicated financing structure of wind exists [26], where the
internal rate of return of wind energy projects is calculated based on the equity under a declining
balance depreciation technique. The authors of [26] took the sensitivity and risk analysis of the project
into consideration, as well. In more recent studies, the advantages of offshore wind generation against
onshore wind generation have been highlighted through life cycle analysis (LCA), showing a 48%
improvement in the sustainability of the project [27]. The studies on offshore wind have been further
extended for floating wind farms with respect to their sensitivity in terms of the internal rate of return,
the payback time, the cost of power and the levelized cost of energy (LCOE) [28]. On the other hand,
with respect to the solar energy-based investment projects [29], an attempt is made to estimate the
cost of PV projects considering different PV technologies, market trends, and future growth in the
capacity of the installed PV. In [29], the module-selling price was considered relative to its performance.
In [30], the operation and maintenance costs of PVs were evaluated for different sites, while placing an
emphasis on the future projections of the operation and maintenance cost for any future installation.
Furthermore, the techno-economic viability of PV in India was analyzed in [25] in order to determine
the equity internal rate of return and to find the payback period of a 5 MW PV system using the
HOMER software and RETScreen software to perform the analysis and to collect the average solar
radiation from both NASA SSE and the Meteorological Department in India. In another study, [31],
the economic analysis of a rooftop PV plant was performed alongside design and simulation. Both the
investment and maintenance costs, over the whole lifespan of a domestic 110 kWp rooftop plant, were
considered for the analysis. Moreover, an economic analysis of rooftop systems was summarized for
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various countries with respect to their feasibilities [32]. The economic impact of the PV system on grid
operation was assessed in [33]. The economic analysis of systems involving PV power generation has
been extended to include other sources of renewable energy generation, such as wind energy, and the
economic analysis of hybrid renewable installations has been performed [34–36]. Most such studies
have aimed at electrifying rural, standalone and off-grid areas such as islands. In terms of distributed
generation technologies, the authors of [37] considered reviewing the different distributed generation
technologies and evaluating the available options focusing on the future potential and the generation
cost of the technologies considering the load factor and discount rate. Energy storage systems have
also been identified and analyzed for distributed energy systems and hybrid energy systems [38,39].

The rest of this paper is organized as follows: Section 2 summarizes the research gaps and
the contribution of this work. Section 3 discusses the current scenario in India in terms of power
generation and demand and highlights issues experienced by investors in the power sector. In Section 4,
the basic assumptions of funding a project are introduced. Section 5 covers the associated costs of
a project. The governing factors that influence the cash flow structure are discussed in Section 6.
Section 7 introduces the incremental rate of return analysis. Section 8 covers sensitivity analysis and
the decision-making concept. The incremental benefit to cost ratio used for sensitivity analysis on the
diesel cost variation is discussed in Section 9. Economic analyses of different projects and a comparison
based on the literature review are provided in Section 10. Section 11 highlights the policy implications
associated with investments in distributed generation technologies. Finally, the concluding remarks
are given in Section 12.

2. Research Gaps and Contribution

The research gaps in the reviewed literature have been identified and summarized as follows:
The research work in [19] targeted minimizing the energy cost of a water-energy network to ensure
that demand was met. Although this work considered the renewable energy integration in the form of
PV and diesel generator as sources of power supply, it did not provide any clarification on the reason
behind selecting these specific types of systems. Moreover, the costs accounted for in the study were
limited to the 24-hourly nodal prices at the point of common coupling, rather than presenting the capital,
operational and maintenance costs of such energy systems. In [20], the literature review targeted the
optimal location and sizing of renewable energy systems in the grid. In the reviewed work, the cost of
the system was accounted for in the form of locational marginal price, operating cost or installation
and maintenance cost instead of providing a comparative study on what renewable energy would
serve as a better choice over others. These studies were presented as grid planning studies instead
of economic feasibility studies aiming towards an investment. Although an economic assessment of
RESs was presented in [21], the study was focused on the regulations of a selected country, considered
specific cash flow, and did not account for nonrenewable energy sources such as diesel, as will be shown
in this paper. Moreover, the work in [21] neither investigated how different definitions of cash flow
structure could influence the decision towards an investment, nor did it conduct a sensitivity analysis
for studying the effect of variations in the capital, operation and maintenance costs on such a decision,
as will be considered in this work. The study in [22] focused only on solar PV projects and presented a
procedure for regulating funding requirements of such projects. This study did not address other types
of RESs. Although the diesel generator cost is lower than the cost of renewable energy systems such as
PV and wind turbines, the question is whether such investments in non-clean sources of energy will be
favorable over the long term when accounting not only for the capital cost of the project, but also for
the annual costs (e.g., fuel cost, operational and maintenance cost, etc.). Such investigations are carried
out in this paper. The implementation of projects’ cash flows in the literature/practice has been directed
towards specific goals such as those highlighted earlier (electricity tariff [24], equity internal rate of
return and pay-back periods [25]). In comparison to [24,25], the present paper is focused on identifying
the most viable investment, from an economic perspective, among various power generation projects.
The work in [26] applied a selected depreciation type to the project cash flow, estimated the internal rate
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of return under these considerations, and conducted a corresponding selectivity analysis. The impact
of other types of depreciation on the internal rate of return analysis was not considered. Additionally,
no comparative analysis was conducted with respect to other types of renewable energy systems, as
will be performed in this work. The study in [27] was limited to four types of wind turbines (two
onshore and two offshore), without considering other types of renewable energy systems, such as
those considered in our study. Additionally, the sensitivity analysis conducted in [27] was focused on
estimating the emissions/kWh with respect to the variation in the electricity generation and the lifetime
of wind turbines. The life cycle assessment in [27] considered the production prices for every energy
and material input used, with no investigation being conducted in order to study the impact of the
variable costs in renewable energy systems (capital cost and operation and maintenance cost) on the
decision to invest in renewable energy. The study in [28] was focused on one type of renewable energy
system (floating offshore wind turbines at different sites) instead of having a comprehensive look
at other sources of renewable energy systems. Additionally, the sensitivity analysis was conducted
based on the levelized cost of the tariff, rather than applying the incremental rate of return analysis to
select the best renewable energy investment. In [29], the work concentrated on one type of renewable
energy (solar PV) and provided the cost of PV modules, the potential for cost reduction, and the
levelized cost of solar PV electricity, rather than comparing this type of energy with other types of
RESs in consideration of these aspects of costs. The work in [30] was also limited to one type of energy
(solar PV), and the only type of cost studied was the operation and maintenance cost. There was no
investigation into the effect of variations in project capital cost on the decision to invest. Although [31]
looked at the installation cost of PV systems and indicated that such costs were beneficial considering
the lifetime of the project, which can reach 25 years, the authors did not provide and visualize the
cost estimation on a yearly basis. Thus, a more accurate economic analysis of such systems is needed.
In [32], a better economic analysis was conducted in consideration of various economic parameters to
assess the investment of PV systems in different countries around the world, such as the net present
value, internal rate of return, simple and discounted payback periods, and profitability index. However,
the work only considered one type of energy, and did not apply any incremental rate of return analysis
as an approach to identify which project should be rejected among alternatives. Additionally, such
parameters were considered to assess different sizes of PV investments in different countries, instead
of simply assuming the same system rating in the same country, in order to analyze which location
would serve as the best location for the installation of PV systems. The work in [33] was focused on
analyzing the cost of grid losses minimized through the installation of PV systems, rather than simply
looking at the price of PV investment for the chosen PV system ratings, and how this can be reflected
in the prices of energy losses. In [35], economic pointers, including the net present cost, the cost of
energy, and the primary capital cost of the project were chosen to identify resourceful configurations of
PV, wind and diesel for off-grid electrification in Columbia. Additionally, [36,38] considered similar
pointers for a case study of the hybrid wind–diesel–battery–power convertor-electrolyzer system in
Tehran, Iran and PV–diesel with flywheel storage for Makkah, KSA, respectively. Homer software was
used in [35,36,38,39] for system design and analysis purposes. In [37], the costs of generation from
various power generation technologies were compared from the perspective of annualized life cycle
cost as an approach, rather than deploying a concept whereby a project is accepted or rejected based
on an incremental rate of return analysis. Although the cash flow structure was presented in [40], the
feasibility study of cost integration into the cash flow structure is to be disregarded, as such a cost is
well-known to be sunk, as per [41], and thus it should not be considered. It was indicated in [34] that
the lack of understanding of projects’ cash flows on the part financing institutions is one of the barriers
to implementing renewable energy systems on islands.

The cash flow structure is subject to definitions of its main components. Such definitions have
been regarded differently in practice. Therefore, this paper will look at these various definitions
and will show how the implementation of such definitions affects the decision to invest in power
generation, among the alternatives. The present paper will consider various aspects of assessing



www.manaraa.com

Energies 2020, 13, 2764 5 of 28

candidate investment options to choose the best project to devote attention to in terms of enabling
access to green electricity in the selected region of Maharashtra, India. Projects’ cash flows will follow
the general budget structure of a project as discussed in [26,40], in consideration of the corrections to
some of the concepts presented in [41], as in the case of the sunk cost. In this paper, the incremental
rate of return analysis is applied as a technique for comparing projects’ cash flows in order to choose an
investment option among PV, wind and diesel generator projects. Such a treatment will account for the
project’s capital cost depreciated over its operation under a modified accelerated cost recovery system
as a recent depreciation method compared to the straight line and declining balance depreciation
methods presented in [26,40,41]. Furthermore, depreciation projects’ salvage and project internal rate
of return are factors governing projects’ cash flows that are treated differently in the literature/practice.
This paper will investigate the effect of such different treatments and definitions of these concepts on
the choice of a project to invest in. When the decision cannot be determined based on the incremental
rate of return analysis, the incremental benefit to cost ratio technique is applied as an alternative.
Moreover, the effect of the variation of projects’ major types of costs on the decision towards a selection
of a project among possible options will be investigated thoroughly.

In summary, the economic aspects for choosing a project may be decisive in most cases of average
projects (not in the case of demos or when well-known architects define and structure the project). Thus,
sharing knowledge, definitions, methods, and the different treatments of project cash flow components
contribute to a worldwide checklist and approaches. This is what this paper aims to contribute.

3. The Current Indian Scenario

The yearly gross electricity generation in India for the year 2018–2019 has been estimated to be
1,021,997 GWh from coal, 129 GWh from oil, and 49,886 GWh from gas [42]. According to the data
in [43], the estimated contribution of such resources represented 78.16% of the total gross electricity
generation from both renewable and nonrenewable power generation. The yearly gross of electricity
generation from renewables (wind, hydro, solar, biomass, etc.) was far below that, at almost 9.24%,
while nuclear and pumped storage gross electricity generation represented 12.59% of the total gross
electricity generation in India [42]. The electricity demand of the domestic sector in 2018–2019
was 296,219 GWh, while the commercial, industrial, traction, and agricultural sectors accounted for
98,622 GWh, 492,361 GWh, 18,188 GWh, 211,609 GWh, respectively, and miscellaneous activities
accounted for 79,309 GWh [44]. As of the October 2019 executive summary on the power sector by the
Central Electricity Authority in India, a 0.5% shortage of power had been experienced [42].

Maharashtra, a state in India located in the western peninsular region, required 23,621 MW at peak
demand for the period of April 2019–October 2019; however, the peak demand supplies corresponded
to 23,613 MW, indicating a deficiency of 8 MW. In addition to that, the three-phase supply was of
9 h/day [42]. In 2019, the peak power demand of Maharashtra exhibited an increase by more than 3%
in comparison to the previous fiscal year. For this period, the nation’s gross electricity consumption
was almost 1200 kWh per capita [45].

India is ranked third in greenhouse gas emissions worldwide. According to [46], of the 1337 TWh
energy produced, 916 TWh was recognized to be from fossil fuels. Although [47] indicates that the
future energy demand is anticipated to increase as a result of climate change, and [48] attributes a fifth
of the worldwide growth in energy demand to weather conditions, reference [49] recognizes the main
driver of heating and cooling demand to be energy policy, rather than the climate. The International
Energy Agency estimates a massive demand for fossil fuel energy, unless a change in direction can be
found. According to the International Energy Agency, fuel demand has increased. The contribution of
fossil fuels represents 70% of this growing demand [48]. Although renewable energy projects exist,
their growth is slow and cannot keep up with the growth in electricity demand [48]. The growth in
energy demand is driven by the global economy, which exhibited a growth rate of 3.7% in 2018 [48].
The growth in electricity demand worldwide grew to more than 23,000 TWh in 2018. India’s energy
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demand showed a growth of more than 35 Mtoe, led by coal used for power production and oil use for
transport [48].

The World Energy Outlook 2019 clarifies the effect of current decisions on energy systems in the
future. If no policy actions are taken, then the current trend of energy demand is anticipated to increase
by 1.30% per year until 2040, leading to an increase in emissions [50]. China and India contribute half
of 1% growth in global energy demand [51]. Electricity consumption has been increasing dramatically,
partly because India has extended its power grid and improved its reliability, and partly because
economic conditions have improved. The World Energy Outlook 2019 designated a pathway to enable
a variety of milestones such as climate, energy access, etc., while ensuring access to reliable and
affordable energy for the growing population [50].

The per capita energy consumption in India was 23,355 MJ in 2017–2018, and this exhibited a
growth rate of 3.87% in comparison to the previous year [52]. Still, this energy demand per capita
remained well below that of the developed world, suggesting that a much greater demand for electric
power may emerge.

Therefore, India has to focus on the installation of renewable energy systems to achieve a goal
of 17% more renewable power capacity by 2030 [53]. The provisional renewable energy generation
in India includes wind, solar, biomass, bagasse, small hydro, and others [54]. India is targeting the
installation of 175 GW of clean energy by March 2020 [53]. The Indian renewable energy targets and
policies indicate that the renewable targets of this country are in the fields of power, heating/cooling
and transport [55]. According to [55], the Indian government has an existing policy covering feed and
tender frameworks for almost all of the policies and incentives illustrated in Figure 1. However, there
are some doubts that the country will be able to attain the renewable energy milestones, as a result
of financial strain, tariff caps, land acquisition, import duty on renewable energy systems, delays in
payments to be made by electric utilities, and liquidity crises due to problems associated with the
banking sector, according to [53]. Some companies have noticed increasing interest rates over the long
lifecycles of their renewable energy projects. Concerns have been raised by investors and independent
power producers about the renewable energy sector environment [53]. Therefore, finding sustainable
and economical ways forward for energy production is especially important in India. Regulations in
the Indian power sector are subject to change, and any assessment of renewable energy investments
under them [21] may change with time, even though some aspects, such as tariffs, are set for long
periods, as discussed in [22]. Therefore, in this paper, the target is a more general economic assessment
of such projects with respect to the various definitions of parameters and terms shaping the cash flow
structure of the projects.
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4. Basic Assumptions in Funding a Project

In this section, the basic assumptions in funding three different project scenarios are introduced.
A 1 MW wind project (WT), 1 MW solar PV project (PV) and 1 MW diesel generator project (DG) are
considered to be under evaluation in selecting the most economically viable project in which to invest
in Maharashtra, India. Such ratings do not necessarily belong to one system (e.g., one wind turbine)
but can be the result of an aggregation of subsystems. If a project is selected for investment, then it is to
be funded by two resources. These are bank loans and promoters’ contributions. Bank loans reflect the
debt component of the project cost, and represent 75% of the capital cost of the project. On the other
hand, promoters are to cover 25% of this cost. The main assumption is that the debt is to be repaid
within 7 years of the commencement of commercial operation of the project at an interest rate of 14%.
Such values regulating project funding are based on the economically evaluated 20 MW wind project
in India, according to [26], assuming that the rules apply for all three projects. Cash flow data are set
mainly based on the selected Indian region for the case study.

5. Project Associated Costs

A project is composed of two types of costs, as shown in Figure 2. These are the capital cost of the
project and the annual costs. The capital cost of the considered 1 MW projects can be decomposed into
the costs illustrated in Figure 2 [23,29]. The feasibility study costs described in [26,40] as a component
of the project capital cost, whose equity was considered in [26,40] in order to find an equity internal rate
of return of an individual project, is neglected in this paper. The main reason for disregarding it is that
this cost is well known in economics to be a sunk cost, as defined by [41], and is not to be considered as
a part of the capital cost of the project, since it takes place prior to the commercial operation of the
project. Table 1 presents the capital cost of different types of power generation systems and their main
subcomponents. The costs associated with the 1 MW wind project are obtained as a percentage of
the 20 MW wind plant in [26]; meanwhile, the costs associated with the 1 MW solar PV project are
determined as a percentage of the costs of the 3 MW PV plant in [56], and the installation cost is as
defined in [23]. Other data on the capital cost in Table 1 are from/derived based on [23,26,37,56,57].
The second type of cost associated with projects is their annual cost. This type of cost is represented by
the fuel cost, if any, and the non-fuel operation and maintenance cost. The latter can be decomposed
into different segments [58,59]. Since the operation accounts for both constructors and operators [59],
its cost should account for these types of costs. Maintenance cost accounts for costs of human resources
including skilled personnel, plant operation and maintenance costs [58,59], costs of spare parts, costs
of resource management, costs of ensuring equipment uptime, and costs of productive maintenance
and reliability-centered maintenance [59].
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Table 1. Capital and annual cost decomposition of various 1 MW electricity generation projects.

Capital cost decomposition of various 1 MW
projects

1 MW DG 1 MW WT 1 MW PV

Component Cost (INR) % of
capital cost Cost (INR) % of

capital cost Cost (INR) % of
capital cost

a) energy equipment 25,000,000 74.98% 30,800,000 79.78% 145,000,000 82.79%
b) the rest of the system 6,752,676.37 20.25% 5,969,750 15.46% 21,799,800 12.45%
contingencies (5% of a
and b) 1,587,633.82 4.76% 1,838,488 4.76% 8,339,990 4.76%

Total 33,340,310.19 100% 38,608,238 100% 175,139,790 100%

Annual cost of electricity generation projects

Cost (INR/year) 1 M DG 1 MW WT 1 MW PV

fuel cost to undergo 5% escalation as in Equation (6) 37,723,052 0 0
operation and maintenance 2,190,000 671,500 900,000
Contingencies 10% 10% 10%
total without fuel cost 2,409,000 738,650 990,000

Table 1 also shows the annual costs of the diesel generator, wind and solar PV projects. It is
necessary to emphasize that the annual costs associated with the 1 MW wind project were obtained as
a percentage of the 20 MW wind plant in [26], and the fuel cost of the diesel generator was determined
at a full load for a year. Data on the annual costs of electricity generation projects in Table 1 are
from/derived based on [23,26,37,60,61].

6. Factors Governing Cash Flow

There are major factors governing projects’ cash flows. These factors can have a significant impact
on the incremental internal rate of return analysis for the selection of the best investment project when
limited funding opportunities are available and there is a necessity to search for alternative sources of
power supply when the current power generation resources are deficient with respect to electricity
demand growth. Such factors include debt repayment and project depreciation.
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6.1. Dept Repayment

The amount of debt can be determined using Equation (1) [41], where ‘A’ is the repayment to be
made on an annual basis, ‘debt’ is the percentage of the capital cost representing the loan, ‘i‘ reflects the
debt’s interest rate, ‘n’ corresponds to the period in years for the debt repayment, and ‘C’ represents
the funded project capital cost. The repayments are not necessarily equivalent every year. This concept
also applies for the interest payments. Interest per year can be determined, following the approach
discussed in [21], accounting for the annual debt interest rate, debt term, debt amount and the year
number in which the annual repayment has to be made. Moreover, the payment without interest
for each year can be determined by subtracting the interest from ‘A’ [40]. Figure 3 shows the debt
repayment considering the interest, while Table 2 shows the annual bank repayments for the three
projects under study in Indian Rupees (INR). 1 INR is almost $0.014 USD.

A = −C ∗ debt ∗
i ∗

(
1 + i

)n

−1 +
(
1 + i

)n (1)
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Table 2. Annual repayment.

INR/Year Diesel Generator Wind Turbine PV

A −5,831,029.645 −6,752,360.014 −30,630,948

6.2. Project Depreciation

Project depreciation can be determined using straight line or declining balance techniques,
which were common methods before 1981 [40,41]. Additionally, it can be estimated by the modified
accelerated cost recovery system (MACRS), which has been demonstrated to cover the deficiencies of
the aforementioned techniques, as discussed in [41]. The MACRS method is considered for evaluating
the incremental internal rate of return when comparing the three projects. The simulation results of all
three methods are presented in the following sections. It is important to emphasize that the project’s
depreciation is a part of the tax code that permits the business to account for the capital expenditure
over time by deducting it. The methods presented in [40,41] and applied in [26] need estimations
of the “useful life of the project”, as well as the “salvage values”. Even though investors can use
such methods as a part of the project cash flow construction, there is a deficiency in the uniformity
of reporting the depreciation expenses according to [41]. On the other hand, the MACRS method is
selected in this paper, since it is a recent depreciation method and can overcome the deficiencies in the
other methods, as further discussed in [41].

The considered projects have a 25-year life span and can be classified in the 20-year property class
under the general depreciation system when applying MACRS. The depreciation is to be recovered in
21 years, with the depreciation rate available in [41,62]. The depreciation amount per year is given by
Equation (2) [41], where ‘$’ is the depreciation amount in a year, ‘MACRS’ is MACRS rate as in [41,62],
and ‘d’ is a depreciation tax basis (90% [26]). Figure 4 shows the MACRS depreciation of the diesel
generator project.

$ = MACRS ∗ d ∗C (2)
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6.3. Cash Flow for Incremental Analysis

For the application of the incremental rate of return method, the variation in the cash flow among
alternative projects is to be determined according to Equation (3) [41], given that ‘DF(n)’ represents the
difference between projects’ after-tax cash flows given year number ‘n’. Moreover, ‘s’ and ‘u’ are project
indices describing the type of the project, and ‘Cash’ symbolizes the after-tax cash flow of the project.
It is important to emphasize that project ‘s’ is higher in cost when being compared to project ‘u’.

DF(n) = Cashs(n) −Cashu(n) (3)
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‘Cash’ can be estimated using Equation (4), where ‘Bcash’ is the cash flow before tax. ‘T’ is the
amount of taxes to be paid when taxing the net income:

Cash(n) = Bcash(n) − T(n) (4)

The after-tax cash flow of individual projects is to be estimated using the after-tax values on
the pretax cash flows that can be determined by applying Equations (5)–(8) [40,41,63], where ‘Bcash
(n)’ denotes a project cash flow of year ‘n’ prior to taxation, ‘In(n)’ corresponds to the project cash
income for year ‘n’, and ‘O(n)’ represents the cash payments of a project at year ‘n’. It is important
to emphasize that the cash payment (Out) in Equation (5) has a negative sign, as will be shown in
Equation (8). The cash income of individual projects before taxation can be determined as in Equations
(6) and (7), where ‘K’ is the electricity price from a generation source (INR/kWh), ‘CUF’ is the capacity
use factor of a renewable power generation system, ‘t’ is 8760 hours/year, ‘RAT’ is a power generation
source rating (1 MW), ‘esc’ is the escalation rate (5%) [26], ‘SP’ is the INR/kWh selling price of electricity
generated from diesel generator (DG), ‘G’ is the kWh generated electricity from the diesel generator,
and ‘escg’ is the escalation rate of the price of electricity generated from diesel (5%).

Bcash(n) = In(n) + Out(n) (5)

In (n) Pv, wind = K ∗CUF ∗ t ∗RAT ∗ (1 + esc)n (6)

In(n)DG = SP ∗G(n) ∗ (1 + escg)n (7)

The electricity tariff is a fixed rate and is defined for the long term (years) for renewable energy in
India. The electricity tariff differs from one project type to another. It is INR4.88/kWh for wind turbine
energy; while the tariff is INR7.68/kWh for PV energy as referred to in [23], and it is INR13/kWh when
considering a diesel generator [64].

The efficiency of the diesel generator is considered to be 40% [37]. The capacity use factor of a wind
energy project is 20% [65], while it is 19% for PV [66,67]. The main reason behind using the capacity
use factor to estimate the energy production is that this approach is recognized for its simplicity, as it
considers the overall performance of the system over a year, and the capacity factor is calculated from
many years’ historical data. Using it does not obviate the data collection effort. Technology advances
made it easy to track power production [68,69]. The capacity factor varies across regions and is subject
to technologies. In this paper, the capacity use factor is selected based on “Maharashtra Electricity
Regulatory Commission” in Mumbai for Maharashtra and assuming comparable renewable energy
technologies. Regulatory entities governing projects have already defined the capacity use factor for
sites. Maharashtra is divided into four wind zones. In this study, we deal with the capacity use factor
of Zone 1. Given the size of the region over which the project is to be implemented, the use of capacity
use factor is justified.

In terms of the emission-free credit, it is disregarded from the analysis, as trading such credits is
subject to the approval of the renewable energy project of the National Clean Development Mechanism
Authority in India. Foreign institutions in India are not permitted to participate in carbon trading
directly, and this prohibition limits the trading [70]. Additionally, many developing countries do not
apply this concept.

The cash payments for individual projects before taxation ‘Out’ can be determined as per
Equation (8), where ‘OM’ is the operation and maintenance cost and its contingencies is ‘COM’. ‘inf ’
is an inflation rate (2.5%) [26], and ‘fuel’ represents the cost of fuel, if used, as in the case of diesel
(INR16/L) [34].

Out(n) =

 −C ∀n = 0
−

(
(OM + COM) ∗ (1 + inf)n + fuel∗(1 + esc)n

)
∀n > 0

(8)



www.manaraa.com

Energies 2020, 13, 2764 12 of 28

The net income ‘η’ is taxable as given by Equations (9) and (10), where ‘T’ is the amount of tax,
and ‘λ’ is the effective tax rate (35% [26]). Figure 5 presents the net income to undergo taxation for
different investment options under the application of MACRS depreciation to individual projects’
cash flows.

T(n) = λ ∗ η (n) ∀n > 0 (9)

η(n) = Bcash(n) −MACR− interest(n) (10)
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7. Incremental Rate of Return Analysis

The incremental rate of return method [41] is employed to select the best economic project among
wind, PV and diesel generator projects. Figure 6 describes the procedure of the incremental rate of
return analysis, and the minimum accepted rate of return (MARR) is determined to be 14%.
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Table 3 shows the equity IRR and the project IRR values of 1 MW individual projects, while the
capital cost at year zero and the effects of MACRS, straight line and declining balance depreciations on
the after-tax cash flow are taken into consideration. The equity IRRs for the alternative projects are
calculated considering the promoters’ contribution to be the cost at year zero. As can be seen in Table 3
(equity IRR (%) category), the PV project is rejected, as the calculated equity IRR is 11.55%, which is
less than its equity MARR.

Table 3. Equity IRR and project IRR values of 1 MW projects.

Equity IRR (%)

Depreciation MACRS Declining Balance Straight Line

1 MW WT 27.39 32.02 26.43
1 MW PV 10.25 10.57 9.98
1 MW DG 22.27 24.64 21.50

Rejected project based on equity IRR Reject PV Reject PV Reject PV

Project IRR (%)

Depreciation MACRS Declining Balance Straight Line

WT 21.62 23.29 21.21
PV 11.33 11.58 11.11
DG 19.09 20.20 18.70

Ascending order based on capital cost 1) DG, 2) WT
Incremental IRR (WT, DG) = 37.88% (WT,DG) = 45.94% (WT,DG) = 37.40%

Decision Choose wind Choose wind Choose wind

The incremental internal rate of return is 37.88% when comparing the wind project to the diesel
generator project. Since this rate is greater than the minimum accepted rate of return of the project,
the wind project with higher capital cost compared to the diesel generator (DG) project is selected as
the best investment option among the three projects.

8. Sensitivity Analysis and Decision Making

The selection of the most economically viable project through the application of the incremental
internal rate of return analysis can be affected by variations of any of the cash flow components, such
as, for example, the capital cost, the operation and maintenance cost, the fuel cost as in case of the
diesel generator, the debt to equity ratio, the interest rate, etc.

In this section, the optimum decision is determined on the best project option to be considered
for an investment by following the approach described in Figure 6. The project capital cost and its
operation and maintenance cost are allowed to vary, and an investigation was carried out to determine
the incremental internal rate of return according to which the best project can be selected.

The capital cost, shown previously in Table 1, was allowed to vary such that it increased by a
maximum of 20% or decreased by a minimum by 20%. The variation was performed at increments of
2.5% and 5%. Table 4 serves as a guide to interested investors on the best option for an investment among
PV, wind and diesel generator projects when considering such variations. It can be comprehended
from this table that the corresponding variation in the project internal rate of return (when considering
the project capital cost depreciated though MACRS) is in the range of [9.56%, 13.74%] for PV, [18.86%,
25.56%] for wind, and [16.69%, 22.46%] for diesel generators. According to the incremental internal
rate of return analysis, the wind project was the most economically viable project when considering
the variation in the capital cost between −20% and 20% of the total cost of the project compared to PV
and diesel generator projects.
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Table 4. 1 MW capital cost variation effect on decision-making.

Type Capital Cost
Variation

Project
IRR

Status and Private IRR.
Accept only if EquityIRR >

Equity MARR

Order ∆IRR & Decision

PV
−20%

13.74 Accept: 13.62% 3 First step:
(WT:DG) = 45.74% > 14%

Second step: (WT,PV) = 9.56% < 14%
Decision: Choose WT

WT 25.56 Accept: 36.53% 2
DG 22.46 Accept: 28.90% 1

PV
−15%

13.05 Accept, 12.64% 3 First step: (WT:DG) = 45.01% > 14%
Second step:

(WT,PV) = 9.02% < 14%
Decision: Choose WT

WT 24.42 Accept, 33.70% 2
DG 21.03 Accept, 26.88% 1

PV
−10%

12.43 Reject: 11.75% -
(WT,DG) = 41.39%

Decision: Choose WT
WT 23.40 Accept: 31.29% 2
DG 20.61 Accept: 25.13% 1

PV
−5%

11.85 Reject 10.96% -
(WT,DG) = 39.55% > 14%

Decision: Choose WT
WT 22.47 Accept: 29.20% 2
DG 19.82 Accept: 23.61% 1

PV
−2.5%

11.58 Reject: 10.60% -
(WT,DG) = 38.69% > 14%

Decision: Choose WT
WT 22.04 Accept: 28.87% 2
DG 19.45 Accept: 22.92% 1

PV
0%

11.33 Reject: 10.25% -
(WT,DG) = 37.88% > 14%

Decision: Choose WT
WT 21.62 Accept: 27.39% 2
DG 19.09 Accept: 22.27% 1

PV
2.5%

11.08 Reject: 9.92% -
(WT,DG) = 37.11% > 14%
Decision: Choose wind

WT 21.23 Accept: 26.57% 2
DG 18.75 Accept: 21.65% 1

PV
5%

10.84 Reject: 9.60% -
(WT,DG) = 36.38% > 14%

Decision: Choose WT
WT 20.85 Accept: 25.80% 2
DG 18.42 Accept: 21.07% 1

PV
10%

10.38 Reject: 9.01% -
(WT,DG) = 35.00% > 14%

Decision: Choose WT
WT 20.14 Accept: 24.39% 2
DG 17.81 Accept: 19.91% 1

PV
15%

9.96 Reject: 8.46% -
(WT,DG) = 34.05% > 14%

Decision: Choose WT
WT 19.48 Accept: 23.13% 2
DG 17.20 Accept: 18.99% 1

PV
20%

9.56 Reject: 7.96% -
(WT,DG) = 32.78% > 14%

Decision: Choose WT
WT 18.87 Accept: 22.00% 2
DG 16.69 Accept: 18.15% 1

Then again, when the total operation and maintenance cost was allowed to vary such that it was
increased by a maximum of 20% or reduced by a maximum of 20% of the cost, the wind project was the
only option that revealed its economics to be selected among the studied projects, as can be seen from
Table 5. Figure 7 describes how the internal rate of return can vary corresponding to the variation of
the operation and maintenance cost. Here, the internal rate of return was determined in consideration
of the capital cost of the project, rather than equity, as well as considering MACRS depreciation rather
than straight line and declining balance depreciation methods.
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Table 5. Operation and maintenance cost variation effect on decision-making.

Type
O&M
Cost
Variation

Project
IRR

Status and Private IRR
Accept only if (EquityIRR >
Equity MARR)

Order ∆IRR & Decision

PV
−20%

11.43 Reject: 10.38% -
(WT,DG) = 33.59% > 14%
Decision: Choose WTWT 21.88 Accept: 27.96% 2

DG 20.07 Accept: 31.62% 1

PV
−15%

11.40 Reject: 10.35% -
(WT,DG) = 34.67% > 14%
Decision: Choose WTWT 21.82 Accept: 27.81% 2

DG 19.82 Accept: 28.69% 1

PV
−10%

11.38 Reject: 10.32% -
(WT,DG) = 35.74% > 14%
Decision: Choose WT

WT 21.75 Accept: 27.67% 2
DG 19.58 Accept: 26.22% 1

PV
−5%

11.35 Reject: 10.28% -
(WT,DG) = 36.81% > 14%
Decision: Choose WT

WT 21.69 Accept: 27.53% 2
DG 19.34 Accept: 24.10% 1

PV
−2.5%

11.34 Reject: 10.27% -
(WT,DG) = 37.35% > 14%
Decision: Choose WT

WT 21.66 Accept: 27.46% 2
DG 19.21 Accept: 23.15% 1

PV
0%

11.33 Reject: 10.25% -
(WT,DG) = 37.88% > 14%
Decision: Choose WT

WT 21.62 Accept: 27.39% 2
DG 19.09 Accept: 22.27% 1

PV
2.5%

11.31 Reject: 10.23% -
(WT,DG) = 38.42% > 14%
Decision: Choose WT

WT 21.59 Accept: 27.32% 2
DG 18.97 Accept: 21.43% 1

PV
5%

11.30 Reject: 10.22% -
(WT,DG) = 38.96% > 14%
Decision: Choose WT

WT 21.56 Accept: 27.25% 2
DG 18.85 Accept: 20.65 % 1

PV
10%

11.27 Reject: 10.18% -
(WT,DG) = 40.03% > 14%
Decision: Choose WT

WT 21.50 Accept: 27.11% 2
DG 18.60 Accept: 19.17% 1

PV
15%

11.25 Reject: 10.15% -
(WT,DG) = 41.10% > 14%
Decision: Choose WT

WT 21.43 Accept: 26.98% 2
DG 18.35 Accept: 17.92% 1

PV
20%

11.22 Reject: 10.12% -
(WT,DG) = 42.16% > 14%
Decision: Choose WT

WT 21.37 Accept: 26.84% 2
DG 18.11 Accept: 16.71%: 1
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The effect of the variation of the cost of diesel fuel on the decision towards selecting the best
project for an investment is studied as shown in Table 6.

Table 6. 1 MW diesel cost variation effect on IRR and decision-making.

Variation in price −5% −2.5% 0 2.5% 5%
Project IRR 23.48% 21.32% 19.09% 16.76% 14.18%
Equity IRR 22.78% 22.52% 22.27% 22.01% 21.75%

Order based on C compared to
other projects

- 1 1 1 1

∆IRR Cannot be determined 23.82% 37.88% 51.22% 68.35%

Decision Follow benefit to cost ratio
technique (Section 9) WT WT WT WT

9. Incremental Benefit to Cost Ratio for Sensitivity Analysis on Diesel Cost Variation

When the decision cannot be determined based on the incremental rate of return analysis due to
the negative cash flows coming after the positive cash flows somewhere in the middle of the project cash
flow, one of the following two methods can be used. The first is to consider the modified incremental
rate of return, as in [41], and the second one is to use the incremental benefit to cost ratio method
explained in [41] and also presented in [71,72]. In this paper, the second method, described in Figure 8,
will be applied, as the first method requires knowledge of the investment return that is not presently
available. In the case of decreasing the current fuel cost by 5%, the incremental benefit to cost ratio is
used to select the project to be considered as an investment when considering the comparison among
wind project and diesel generator project. It is important to emphasize that both the present worth
of benefits (B) and the present worth of costs (C) are calculated based on the after-tax cash flows of
the projects.
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For the wind project, the present value of costs is INR 38,608,237.50, and the present value of
benefits is INR 61,612,644.60. On the other hand, the diesel generator project has a present value of
costs of INR 33,340,310.19 and a present value of benefits of INR 59,084,442.53. Based on these values,
the benefit to cost ratio is 1.60 for the wind project, and it is 1.77 for the diesel generator project. Both
projects are considered for further analysis, as the B/C ratios were determined to be greater than one;
otherwise, the alternative is to be eliminated if this condition is not met.

The increment under consideration is recognized as moving from the “diesel generator project” to
“wind project” as an alternative project, since the former has a lower present value of costs.

∆B in Equation (11) and ∆C in Equation (12) are calculated based on (Cash(n) Wind −Cash (n)Diesel),
where ‘Fb’ is the future benefit, and ‘FC’ is the future cost. It is found that the result of Equation (11) is
INR 2,648,409.96, while the value of Equation (12) is INR 5,388,135.20. The incremental B/C is used to
make a decision with respect to the project to be selected. This increment is found to be 0.49. Since
this value is less than one, the wind project is disregarded, and the diesel generator project is to be
considered when the fuel cost is reduced by 5%.

4 B =
∑ Fb(n)

(MARR + 1)n (11)

4C =

∣∣∣∣∣∣∑ FC(n)
(MARR + 1)n

∣∣∣∣∣∣ (12)

10. Economic Analysis of the Projects: A Comparison with the Literature

Some investors determine the internal rate of return by considering the total cost of the project,
which is composed of debt and equity, as described in [23]. In this case, the economic analysis
performed on the project’s cash flows is defined as described in the previous sections. On the other
hand, other investors find the internal rate of return by only accounting for the equity component
at year zero, as performed in [26,73]. In this case, the promoters’ contribution is more concerned.
This cash flow is defined as the private cash flow based on [63]. In the previous sections, this definition
was applied to determine the equity internal rate of return.
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An alternative definition of the project internal rate of return was stated in [63], where the cash
flows of individual projects signify the difference between revenues and expenses every year in
consideration of the project capital cost and disregarding factors such as depreciation, taxes, debt
repayment and interest. Such a definition can have an effect on the incremental internal rate of return
and, thus, the decision to invest in a project. This was investigated by assuming a ±20% variation in
either the capital cost of the project or the operation and maintenance costs. When such variations
are applied on the project capital cost, wind turbines remain in the top position among the studied
projects. The incremental internal rate of return varied between 61.87%, when comparing wind and
diesel generator projects, and 10.68%, when comparing wind and PV projects, when the variation in
the capital cost was −20%. This value is equal to 42.34% when comparing wind and diesel generator
projects at +20% variation in the capital costs. In the latter case, the equity IRR of PV projects was
below the equity MACRS, and thus was not considered for further investigation in the incremental rate
of return analysis. This led to the wind turbine being retained as the best investment project. On the
other hand, when such variations were considered with respect to the operation and maintenance
costs, the incremental internal rate of return varied between 43.78% and 56.56%. In this case, only the
wind turbine and diesel generator projects were compared, since the PV project was rejected because
its equity internal rate of return is below the minimum accepted equity rate of return.

Furthermore, the effect of a ±5% fuel cost variation in diesel price for the diesel generator project
when deciding on the best economic project was considered following the definition of project cash
flow provided in [63]. It was found that when comparing the available investment options, the diesel
generator project was the best alternative, since the ratio was found to be 0.4, making the diesel
generator project, which has the lowest present cost value, the selected investment project at −5%
variation of fuel cost.

Other components of project cash flow are treated differently in the literature/practice. The effect
of such differences on the decision to invest in a project has been investigated as summarized below:

Project depreciation tax basis was defined in [40]. Reference [40] considered the percentage to
be depreciated from the project capital cost along the project life span considering both straight line
and declining balance depreciations. Reference [26] applied the concept in [40] and used 90% as
the depreciation tax basis. The rest (10%) is assumed to be expenditure at year zero. In this case,
taxation is considered at all years, including year zero. For year zero, the tax rate is multiplied by
the difference between any profits and grants and the 10% already depreciated amount. The results
obtained considering the effect of such contemplation on the project IRR, calculated for cash flow
considering the capital cost of project at year zero, interest paid, depreciation and liable taxes, are
presented in Table 7 and are referred to as “Definition A”. It can be noticed from this table that the
wind project is a superior economic project in comparison to solar PV the diesel generator projects
when considering such an investment for power generation.
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Table 7. Economic analysis of projects: a comparison with the literature.

A) IRR of Projects under “Definition A” of project depreciation tax basis in [26] compared to MACRS

Equity IRR% Project IRR %

Depreciation MACRS Declining
balance

Straight
line Depreciation MACRS Declining

balance
Straight

line

1 MW WT 28.50 32.05 27.55 WT 22.00 23.30 21.62
1 MW PV 10.30 10.58 10.07 PV 11.48 11.58 11.18
1 MW DG 22.85 24.65 22.16 DG 19.35 20.20 19.01

Based on
equity IRR

Reject PV Reject PV Reject PV
Incremental

IRR
(WT, DG)
= 39.80%

(WT, DG)
= 45.99%

(WT, DG)
= 38.99%

Decision wind wind Wind

B) IRR of projects under “Definition B” of depreciation and salvage value compared to MACRS

Equity IRR% Project IRR %

Depreciation MACRS Declining
balance

Straight
line Depreciation MACRS Declining

balance
Straight

line

1 MW WT 27.39 31.80 26.18 WT 21.62 23.19 21.10
1 MW PV 10.25 10.54 9.95 PV 11.33 11.55 11.08
1 MW DG 22.27 24.44 21.30 DG 19.09 20.09 18.60

Based on
equity IRR

Reject PV Reject PV Reject PV
Incremental

IRR
(WT, DG)
= 37.88%

(WT, DG)
= 45.88%

(WT, DG)
= 37.27%

Decision wind wind Wind

C) IRR of projects under “Definition C” of depreciation considering the 50% rule

Equity IRR% Project IRR%

Depreciation MACRS Declining
balance

Straight
line Depreciation MACRS Declining

balance
Straight

line

1 MW WT 25.57 31.95 25.12 WT 20.79 21.02 20.59
1 MW PV 9.32 10.57 9.16 PV 10.62 11.58 10.49
1 MW DG 20.75 24.61 20.39 DG 18.27 20.18 18.08

Based on
equity IRR Reject PV Reject PV Reject PV Incremental

IRR
(WT, DG)
= 36.98%

(WT, DG)
= 28.23%

(WT, DG)
= 36.74%.

Decision wind wind wind

D) IRR of projects under “Definition D” of project depreciation and salvage value

Equity IRR% Project IRR%

Depreciation MACRS Declining
balance

Straight
line Depreciation MACRS Declining

balance
Straight

line

1 MW WT 27.39 27.09 25.75 WT 21.62 21.47 20.92
1 MW PV 10.25 10.22 9.91 PV 11.33 11.27 11.02
1 MW DG 22.27 22.50 21.15 24.61 19.09 19.19 18.52

Based on
equity IRR Reject PV Reject PV Reject PV Incremental

IRR
(WT, DG)
= 37.88%

(WT, DG)
= 35.76%

(WT, DG)
= 36.25%

Decision wind wind wind

E) IRR of projects under “Definition E” of project depreciation and salvage value

Equity IRR% Project IRR%

Depreciation MACRS Declining
balance

Straight
line Depreciation MACRS Declining

balance
Straight

line

1 MW WT 27.39 27.09 25.90 WT 21.62 21.47 20.98
1 MW PV 10.25 10.18 9.93 PV 11.33 11.25 11.04
1 MW DG 22.27 22.49 21.25 DG 19.09 19.19 18.57

Based on
equity IRR Reject PV Reject PV Reject PV Incremental

IRR
(WT, DG)
= 37.88%

(WT, DG)
= 35.76%

(WT, DG)
= 36.41%

Decision wind wind wind
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Depreciation tax basis is the amount that needs to be subtracted from the project net cash flow
for the tax basis. Such an amount forms 90% of the capital cost of a project. Once depreciation has
been applied to the project cash flow, the depreciation amount should constitute 90% of the project’s
capital cost over its cash flow span. The undepreciated 10% is not to be experienced at year zero,
as it is defined to be scrap, or what is known as salvage value [74]. The salvage value of a project is
recognized as a gain, which some studies, such as [26,40] have not considered, assuming the book
value of the project to be fully depreciated when the project is terminated. This concept is further
explained in [24,41]. The above concepts are referred to as “Definition B”, and Table 7 shows how
this can influence the project internal rate of return. It is essential to clarify that MACRS depends on
zero salvage value at the last year of depreciation. Therefore, 100% depreciation is only considered
when MACRS depreciation is considered. Furthermore, the salvage value is anticipated to be the same
as the book value. The tax charged on the difference between two such values is zero. The salvage
value needs to be added to the after-tax cash flow in the final year of the operation of the project
commercially. This follows the idea of gains tax, as explained in [75,76]. On the other hand, when the
declining balance depreciation, as described in [26,40], is carried out such that the depreciation rate is
applied to each year of the project cash flow excluding the final year while applying the concept of 90%
depreciation as defined in [24,74], the depreciation rate will be followed up until year 6. In this case,
the amount of depreciation at year 7 is calculated such that the summation of depreciation from year 1
to year 6 will form 90% of the project capital cost. For successive years, the depreciation amount will
be zero, while the book value will retain its value until the final year of commercial operation of the
project. This concept is thoroughly explained in [41].

When the taxation system described in [26,40] is applied, depreciation is taken into account;
however, the 50% rule for depreciation, described in [77], will not be considered. This rule describes
the amount to be depreciated if expenses are encountered at year zero. On the other hand, if income
is received, then the project’s total capital cost will be depreciated. Such an effect is considered by
involving the three depreciation methods in order to investigate their effects on selecting the best
project to invest in from an economic perspective, as shown in Table 7, and such concepts are referred
to as “Definition C”.

Declining balance depreciation rate, discussed in [26,40], is specified in consideration of the policy
regulating the project’s cash flow. On the other hand, there exists a distinct category recognized as 150%
declining balance depreciation, which will be used here for the purpose of comparison with MACRS
depreciation effect on the decision to invest in one project among possible alternatives. The reason
behind choosing a 150% declining balance depreciation to be compared with MACRS depreciation
is due to the well-recognized fact in the literature that MACRS delivers more deductions for tax
purposes. Accordingly, if declining balance depreciation is used for evaluation reasons, the declining
balance depreciation rate is to be set precisely in such a way that it does not contradict the MACRS
deductions. As a clarification, declining balance depreciation rate might provide supplementary
effectiveness, since such a rate can be set following a policy regulating the project financial structure.
As a result, when a comparison is concerned, a base line is to be specified such that the comparison
can be performed. At this instant, the base line is what is recognized in the literature as the 150%
decline balance depreciation. Reference [78] illustrates the declining balance method which is to be
considered for comparisons with both MACRS and straight line depreciation methods when applied
to projects’ cash flows. This clarifies that the declining balance depreciation rate is to track that of
MACRS in consideration of the property class. Because the projects under study belong to the 20
year property class, since their life span is 25 years, the rate of declining balance depreciation is to be
specified as 150%, and the number of years under consideration is 25 years. It is important to clarify
that the amount of depreciation, ‘$’, is to be found until year 21 such that it is consistent with MACRS
depreciation. In contrast, straight line depreciation is to be carried out until year 25. The effect of such
consideration on the decision to select a given project for investment among possible alternatives is
investigated as shown in Table 7, and the above concepts are referred to as “Definition D”. Equation
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(13) is applied to find the amount of yearly depreciation. ‘r’ is the year number when the depreciation
value is to be deducted, and ‘Book’ in the below equation indicates the project book value defined as
the project cost at year zero based on [41]. At this instance, the salvage value is presumed to be the
book value. As a result, no taxes will be charged at year 25 on the difference between the salvage value
and the book value; however, the salvage value will be set as a gain to the after-tax cash flow at this
year when applying a 150% declining balance depreciation.

$(n) =


1.5

25years ∗ (Book) ∀n = 1

1.5
25years ∗

(
Book−

n−1∑
r=1

$(n)
)
∀2 ≤ n ≤ 21

(13)

Reference [41] considers the depreciation to be carried out up to the year when the undepreciated
amount of the capital cost of the project is equivalent to the salvage value. Therefore, a 150% declining
balance depreciation is considered up until year 25. The undepreciated amount recognized as the
book value is presumed to have the same value as the salvage value. This postulation is taken into
consideration when applying the straight line depreciation, as well. The effect of this on the decision to
invest in a project among several possible alternatives is investigated as shown in Table 7, and the
above concepts are referred to as “Definition E”. From an economic perspective, it can be seen from
this table that the wind project continues to be the top project among the candidates for investment in
the power generation sector.

11. Distributed Generation Technologies and Policy Implications

One of the major challenges associated with the generation of power from renewable energy
sources is their uncertain behavior. Power generation from renewable energy sources is driven by
weather factors, such as wind speed, solar irradiance, etc. [9,23,33], and the timing of the intermittent
resource availability. In addition, the type of technology is another factor governing the amount of
power that can be generated from renewable energy systems. To overcome this uncertainty in power
generation in renewable energy systems, secondary power options such as energy storage systems
may be required, depending the purpose of the renewable energy system and the installation site [79].
Solar and wind energy are far different as stand-alone power supplies (as might be the case in a remote
village) from cases in which they are plants supplementing the grid (or can be supplemented by it.)
Therefore, the ratings of such technologies, the requirement for energy storage systems, and the type
of energy storage systems would differ. For instance, the authors of [80] indicated that small wind
turbines of (<50 kW) were suitable for stand-alone application, such as in the case of electrifying small
villages in developing countries, while larger wind turbines could be effective when dealing with
remote communities in developed countries. Reference [79] provided more detail on categorizing
the rating of wind systems. If the purpose behind a wind project is battery charging, region lighting,
supplying electricity to small remote areas, and off-grid applications, the rating of the wind system
will be less than 5 kW. Such a value can be in the range from 1–10 kW when considering residential
and small-scale business that are connected to the grid. For the case of farms and institutional grid
connected applications, the rating could be more than 300 kW [79].

Sizing the energy storage system is another topic that lies beyond the scope of this paper; however,
it is important to highlight that the size of energy storage in the case of a stand-alone solar PV system
is subject to the parameters of the storage system, the targeted application, and the concept of system
availability [81]. Some grid-tied systems do not have a storage system, as the solar system uses
grid-tied inverters, and such systems are applicable for grid-connected customers with residential
solar installations in order to attain less electricity bills. Other grid-tied systems have battery storage
as a back-up, which is useful for grid-connected customers who experience power outages. There are
also battery storage systems for off-grid electrification and remote communities [82].
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The power capacity of storage technologies with renewable energy technology should be
(10 kW–100 MW) with less than a 1 second response time and (100–1000 yearly cycles) [83]. In general,
pumped-hydroelectric energy storage, underground pumped-hydroelectric energy storage and
compressed air energy storage are used when the required power and the energy capacity are
greater than 50 MW and100 MWh, respectively. Battery energy storage and flow battery energy storage
systems are suitable for (1–50 MW) power and storage capacities of (5–100 MWh). Supercapacitors,
flywheels and superconducting magnetic energy storage systems are useful for medium-scale power
or storage capacities. Hydrogen energy storage systems, thermal energy storage systems and electric
vehicles are suitable when there is a demand for small energy storage systems [83]. Thus, subject to the
investor’s application of the renewable energy system (managing the demand side, spinning reserve,
stabilizing both transmission and distribution, deferring the upgrade of transmission, generating
on-peak power, integrating RE, backups in case of emergency, etc.), the choice of energy storage system
type, size and capacity can vary [83]. In addition, this would also have a significant impact on the
cost of technology, and can influence the decision to invest in the renewable energy sector. In our case
study, the storage system is used for renewable energy integration and it is important to clarify that a
1 MW renewable energy project is not necessarily the rating of one system only, but it could be the
result of an aggregation of small-scale energy systems. In this paper, the cost of the energy storage
system is assumed to be part of the rest of the system cost, and such a cost can vary. The impact of this
cost on the decision to invest is set as a target for future work.

Policy makers and regulators should take fast action to move forward with the rapid changes in
technology and the growing demand for flexibility in the power system. Matters including storage
market design, the electric vehicle/grid interface and confidentiality of data all have the potential to
expose customers to new risks [50], thus necessitating further research. Policies are needed to enable
energy storage to be a player in the market such that it can cover its costs through the benefits it
provides to the power network [84]. In many countries, charging/discharging prices can vary based on
the time of the day; however, the Indian scenario is based on the unit pricing system and defined for
the long term [22]. Tariff revision and incentives are necessary to enhance the deployment of energy
storage systems given the variety of services it can provide. Regulators’ decisions can be influenced by
the emission effect of storage systems. Thus, social cost–benefit analysis is recommended to enhance
the decision-making process while considering such factors. This analysis is to be considered carefully,
taking into account all benefits and possible effects on emissions over the long run of the projects [85].
In addition, policies enabling diversity in the energy storage system ownership and operational
stakeholders are encouraged [84]. The end users of the energy from the storage should be defined,
as the price of electricity is calculated at the rate of the wholesale market when storage is charged from
the grid and then discharged back to the grid for capacity, ancillary service, etc. On the other hand,
when the storage is behind the meter, the price of charging is calculated at the rate of the retail market,
which is recognized to be flat. Therefore, more studies are needed related to effective price signals [85].

12. Conclusions

Limited fuel resources and limited local income are two major challenges faced by the power
sector. With the global tension on developing countries towards a green mix of supply, there are some
renewable energy projects established in these countries; however, the application and use of such
resources is limited to a small percentage of their potential. This paper provided a study that can
assist investors in selecting the best investment project based on an economic analysis by providing a
comparison based on the incremental internal rate of return analysis and the incremental benefit to cost
ratio analysis. PV, wind turbine, and diesel generator projects were compared. In general, the wind
energy project maintained superiority over other projects in the considered Maharashtra-Indian
case study. The study revealed that the present value of the costs for the wind energy project was
INR 38,608,237.50, while the present value of the benefits was INR 61,612,644.60. According to the
incremental rate of return analysis, the wind project was compared to the diesel power generation
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project after rejecting the PV project, whose equity internal rate of return was less than 14% (the
minimum accepted equity rate of return).

The comparison showed that the incremental rate of return was 45.74% when comparing first the
wind energy project to the diesel power generation project, and 9.56% when comparing the former
project to the PV energy project, for a 20% reduction in the capital cost of the project. These values
provide guidance for selecting the wind energy project over the other projects in accordance with the
criterion of exceeding the minimum accepted rate of return. With an increase in the capital cost of
20%, the PV project was rejected, as its equity internal rate of return (7.96%) was less than its equity
MARR, leaving the comparison to be between the wind and diesel energy projects. In this case, the
incremental internal rate of return was found to be 32.78%, and thus, the wind energy project revealed
its value over a long duration of operation. The same conclusion was arrived at when the operation
and maintenance costs were allowed to vary between −20% and 20%. On the other hand, diesel power
generation was superior to the other projects when its fuel cost was reduced by 5%, as demonstrated
by the incremental benefit to cost ratio technique. In general, the cash flow structure was subject to
the definition of its components or the approaches for dealing with such components. The paper
reviewed these other definitions/approaches, which have been applied in the literature to the cash
flows of individual projects as regulations governing the financial structure of the project, and used
these regulations to provide a comparison of the significance of such regulations in selecting a project
for investment among several possible alternatives. It was found that the wind project remained at
the top of the projects for investment where value for money was concerned, and limited local funds
were considered under different depreciation methods. The uncertainty of renewable energy may
necessitate the demand for energy storage systems that are subject to the type of application. There
are many policy implications when considering the energy storage system and these implications can
affect the decision towards an investment in the renewable energy sector. Studying such an impact
necessitates further research and set as a goal of future research.
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