
The returns required by investors for their direct investments in 
renewable energy were declining for the best part of the past 
decade. A low-inflation, low-interest-rate environment, coupled 
with increasing awareness of environmental, social and 
governance (ESG) considerations, has resulted in fierce 
competition for a limited pool of assets, exerting ever more 
pressure on return expectations. 

As the macroeconomic environment shifts, however, will 
investor return requirements in renewable assets rise, and 
where will the corresponding increase in the cost of capital 
leave European clean energy investments? 

Measuring the viability of projects 
A simplified way to examine the viability of power projects 
involves comparing their levelised cost of electricity (LCOE) 
against the power prices the project is expected to achieve. 
LCOE is defined as the economic cost of a particular 
generating technology or a power project. Another way to 
define it is the electricity price at which the project owner 
would break even after paying the required rates of return on 
capital, given all costs (capex, fuel, maintenance etc.) incurred 
over the lifetime of a project. It is calculated by discounting 
costs during the project’s lifetime per unit of electricity 
generated. 

In other words, for a project to be economically viable, the 
electricity price at which the output is sold should be equal to 
or higher than the project LCOE.1 Among the main drivers of a 
renewable project’s LCOE are usually capex, output volumes 
and the cost of capital. 

Using the example of a hypothetical onshore wind farm in 
France selling all its output in the wholesale power market, we 
modelled the LCOE at different levels of cost of equity. We 
incorporated higher capex requirements, higher debt costs and 
the EU power price cap in the analysis. What we found was 
that, at current power price projections, the project economics 
would likely remain sound even if equity costs were to increase 
from the current levels.
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1. LCOE is a simplified way to look at project economics. For more on LCOE 
inputs and limitations, see IEA (2020)
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https://iea.blob.core.windows.net/assets/ae17da3d-e8a5-4163-a3ec-2e6fb0b5677d/Projected-Costs-of-Generating-Electricity-2020.pdf
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Sources: BNEF, LGIM Real Assets Research as at 01 November 2022.
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The LCOE data suggest that the overall project economics are 
likely to remain sound after accounting for the higher cost of 
equity. This is primarily driven by increased power prices, 
which offset the impacts of higher financing and build-out 
costs, even after taking into account the impact of windfall 
taxes and power price caps. In other words, if investors 
currently require a 10% return from a merchant onshore wind 
asset in France, the LCOE of the project is likely to sit in the 
60-70 EUR/MWh range. Meanwhile, the prevailing power price 
forecasts over the next decade are higher than the LCOE, 
suggesting these types of projects are typically able to support 
higher return requirements. 

This modelling exercise assumes a single owner who holds the 
project through its development, construction and operational 
phase. As we discuss below, in reality this is rarely the case, 
with assets usually changing hands between developers and 
investors in the early phases of a project’s life.

The renewable market landscape in Europe
There are various market participants within the European 
clean energy market. They tend to be involved at different 
points in a project’s life, bear different types of risk and achieve 
different levels of return from renewable projects as a result.

In the early phase, companies procure land suitable for 
renewable project development. This is followed by the 
development phase, where developers perform various 
technical analyses, which is then followed by project 
construction and commissioning. 

The developers take on the initial risks related to, among other 
things, securing land, building permits, grid connection and 
offtake agreements. Once those key elements are in place, 
developers can either choose to sell projects as ‘ready-to-build’ 
or can complete the construction and sell once operational. 
There are other versions of the same process whereby 
developers – usually large utilities – sell a minority stake in the 
projects while retaining operational control (the farm-down 
model). 

There is a considerable risk of delays and cost overruns in the 
early stages of the project’s life, which is why developer rates 
of return on successful projects are often relatively high, with 
anecdotal evidence suggesting that internal rates of return 
(IRR) are usually in double digits. 

Developer returns are highly sensitive to delays and cost 
overruns. While projects executed smoothly can potentially 
realise high returns, a 12-month delay can significantly reduce 
these, according to our modelling. 

Delays in the permitting stage are often the key reason behind 
project overruns and slower-than-needed renewable capacity 
deployment. In this article we use ‘permitting’ to describe all 
administrative processes which take place between the 
conceptual phase through to construction: construction 
permits, environmental impact assessments, other technical 
studies and securing the grid connection. 

While the EU target is for the permitting phase not to exceed 24 
months, in reality, an average process takes much longer in 
most member states. 

Rising cost of equity increases LCOE
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Meanwhile, investors usually come into projects at a later stage 
and bear less risk of delays and capex overruns and, therefore, 
usually earn lower returns. During the low rate, low inflation 
environment of the past decade, investors’ expected returns 
continued to decline – on average, the price investors paid for 
infrastructure assets increased, according to EDHEC data.2 

As the macroeconomic environment changes, however, the 
returns investors require from renewable projects may 
increase. We turn back to our hypothetical onshore wind farm 
in France to analyse what rising investor returns may mean for 
project economics. 

The exhibit opposite illustrates the levels of returns for the 
seller (developer) and buyer (investor) at various asset 
purchase prices. While an increase in the investor’s required 
returns would mean lower returns for the developer, a 100-200 
basis points (bps) increase in investor required returns would 
still leave developer returns well into double-digits. In fact, the 
notional lifetime IRR from owning the project through 
development, construction and end of useful life stands at 
around 15%. This suggests that, in this particular example, the 
seller has an incentive to sell as long as the IRR from selling 
the asset exceeds 15%.3 
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2. EDHEC data and LGIM RA research as at 30 January 2023.
3. The analysis described here is meant to illustrate broad project economics using a hypothetical example wind farm. Individual project economics can vary widely 
depending on location, technology, financing structure and other factors. The figures described above are a product of our modelling and should not be taken as LGIM 
views of returns for current investment opportunities.
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What could go wrong?
Our modelling exercise described above suggests that high 
energy prices have kept renewable project economics resilient, 
despite increased capex and windfall taxes. While power prices 
have declined from record highs achieved in 2022, they remain 
well above historic averages. Meanwhile, forecasts suggest 
that prices are expected to remain elevated for the remainder 
of this decade.4 At current power price projection levels, many 
renewable projects in Europe are likely to be able to withstand 
higher costs of debt and equity, as shown by project LCOE 
data. 

There is an implicit trade-off between investor and developer 
returns in renewable transactions. Assuming a moderate 
increase in investor return requirements, this would likely leave 
developers with returns well above their hurdle rates. This is 
especially the case for more efficient developers, who are 
typically able to minimise delays and cost overruns in the 
development stage. 

There are implicit assumptions and limitations, however, to the 
scope of our analysis. 

Project economics will vary across different jurisdictions, 
especially as EU member states are applying different levels of 
power price caps. Even within individual countries, generation 
volumes can vary significantly in different locations. 

4. Aurora Energy Research, as of January 2023.

Our analysis also assumes that the current environment of 
high power prices prevails for most of the remainder of this 
decade. A drop in realised power prices – whether due to 
economic factors or further windfall taxes – would likely have 
detrimental impacts on returns, even if project capex declines 
going forward. 

At present, developers capture relatively high returns for 
de-risking renewable projects and selling them on to investors. 
If investors' required returns rise, developers could decide to 
keep more projects in-house once operational. In our view, 
there are limits to how much operational capacity developers 
can retain. Their corporate cost of capital tends to be high. In 
our view, retaining operational assets would likely depress 
return on invested capital and is unlikely to be the most 
efficient use of the balance sheet. Additionally, retaining more 
operational capacity would likely mean a smaller future 
pipeline and losing out market share to competitors.

In short, we believe European renewable project economics 
remain sound, even with the higher cost of capital. The new 
macroeconomic environment will, however, require a new 
equilibrium between developers and investors, along with a 
policy environment that recognises and addresses obstacles 
to efficient renewable deployment.
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Key risks

All views expressed by LGIM as at February 2023. Past 
performance is not a guide to the future. The value of an 
investment and any income taken from it is not guaranteed and 
can go down as well as up, you may not get back the amount 
you originally invested. Assumptions, opinions and estimates are 
provided for illustrative purposes only. There is no guarantee that 
any forecasts made will come to pass.

Important information 
This document is not a financial promotion nor a marketing communication. 

It has been produced by Legal & General Investment Management Limited 
and/or its affiliates (‘Legal & General’, ‘we’ or ‘us’) as thought leadership 
which represents our intellectual property. The information contained in this 
document (the ‘Information’) may include our views on significant 
governance issues which can affect listed companies and issuers of 
securities generally. It intentionally refrains from describing any products or 
services provided by any of the regulated entities within our group of 
companies, this is so the document can be distributed to the widest possible 
audience without geographic limitation.

No party shall have any right of action against Legal & General in relation to 
the accuracy or completeness of the Information, or any other written or oral 
information made available in connection with this publication. No part of 
this or any other document or presentation provided by us shall be deemed 
to constitute ‘proper advice’ for the purposes of the Pensions Act 1995 (as 
amended). 

Limitations:
Unless otherwise agreed by Legal & General in writing, the Information in this 
document (a) is for information purposes only and we are not soliciting any 
action based on it, and (b) is not a recommendation to buy or sell securities 
or pursue a particular investment strategy; and (c) is not investment, legal, 
regulatory or tax advice. To the fullest extent permitted by law, we exclude all 
representations, warranties, conditions, undertakings and all other terms of 
any kind, implied by statute or common law, with respect to the Information 
including (without limitation) any representations as to the quality, suitability, 
accuracy or completeness of the Information.

The Information is provided ‘as is' and 'as available’. To the fullest extent 
permitted by law, Legal & General accepts no liability to you or any other 
recipient of the Information for any loss, damage or cost arising from, or in 
connection with, any use or reliance on the Information. Without limiting the 
generality of the foregoing, Legal & General does not accept any liability for 
any indirect, special or consequential loss howsoever caused and on any 
theory or liability, whether in contract or tort (including negligence) or 
otherwise, even if Legal & General has been advised of the possibility of such 
loss.

Third party data:
Where this document contains third party data ('Third Party Data’), we 
cannot guarantee the accuracy, completeness or reliability of such Third 
Party Data and accept no responsibility or liability whatsoever in respect of 
such Third Party Data. 

Publication, amendments and updates:
We are under no obligation to update or amend the Information or correct 
any errors in the Information following the date it was delivered to you. Legal 
& General reserves the right to update this document and/or the Information 
at any time and without notice. Although the Information contained in this 
document is believed to be correct as at the time of printing or publication, 
no assurance can be given to you that this document is complete or accurate 
in the light of information that may become available after its publication. 
The Information may not take into account any relevant events, facts or 
conditions that have occurred after the publication or printing of this 
document.
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