June 2010

Advanced EPAct Tax Planning

for Hotel Chains

By Charles Goulding, Jacob Goldman and Raymond Kumar

Charles Goulding, Jacob Goldman and Raymond Kumar

discuss how Code Sec. 179D can be used to save taxes and

.S. Hotels have experienced a particular-

l | ly difficult time during the recent economic

downturn, with a double whammy of re-

duced business travel coupled with family vacation

cutbacks. Confronting sharp declines in revenue,

hotels have the opportunity to use new and improved

building technologies to substantially reduce building

energy operating costs while using Code Sec. 179D

Energy Policy Act (EPAct) tax incentives to support
the beneficial investments.!

The EPAct Tax Opportunity

Pursuant to Energy Policy Act (EPAct) Section 179D,
hotel owners or tenants making qualifying energy-
reducing investments can obtain immediate tax
deductions of up to $1.80 per square foot.

If the building project doesn’t qualify for the maxi-
mum $1.80 per square foot immediate tax deduction,
there are tax deductions of up to 60 cents per square
foot for each of the three major building subsystems:
lighting, HVAC (heating, ventilating and air condi-
tioning) and the building envelope. The building
envelope is every item on the building’s exterior pe-
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energy costs for hotel chains.

rimeter that touches the outside world including roof,
walls, insulation, doors, windows and foundation.? In
a previous article, the authors explained why hotels
and motels are the most favored EPAct category.?

U.S. Hotel Industry Well
Positioned for Large Scale Savings

The overall U.S. hotel business ownership struc-
ture enables hotel chains to systematically plan
for tremendous energy cost and EPAct tax savings.
The top national brands control the vast majority
of hotel space through direct ownership or through
franchised investor owned facilities. See major hotel
brand property data summary in Table 1. For both
company- and investor-owned facilities the major
brands have quality control standards, best practice
recommendations and often operational audits. One
of the keys to hotel brand management is to insure
that the customer has the exact same experience in
their favorite property category down to the same
exact room and same exact supporting facilities. For
example, the majority of Marriott Courtyards all have
the same open room combination of lobby, lounge
and breakfast area. This facility uniformity makes
related building equipment standard setting very
feasible. For example by setting their lighting watt-
age standards at the better of local building energy
code or EPAct the major brands can insure that all
of their facilities have energy-efficient lighting and
always maximize EPAct tax savings.
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Tax Planning for Hotel Chains

Largest U.S. Hotel Brands®

Potential EPAct Energy Efficiency Tax Deductions

18,018,600

Hilton Hotels

Starwood Hotels &
R *

Intercontinental
Hotels G

ENDNOTES

133,351,800

$10,811,160 | $10,811,160 | $10,811,160 | $ 32,433,480
K - =

ey

$80,011,080 | $80,011,080

$ 24,120,586

R

$ 24,120,586

* Hotel properties and rooms listed at www.sec.gov/edgar.
T Totals represent only U.S.-owned properties (not franchised hotels).

Hotel Lighting Tax
Opportunities by Space
Categories

Kitchen and Laundry

Hotels often have large kitchen and laundry (so-called
“back of the house”) spaces that have historically
used T-12 fluorescent lighting. This lighting is so en-
ergy inefficient compared to today’s lighting products
that it will be illegal to manufacture in the United
States after July 1, 2010. Once manufacturing of
these products ceases, the cost of replacing these
inefficient lamps will increase. Simply stated, hotels
should consider acting now to replace these lighting
fixtures to save both energy and lamp replacement
costs. The EPAct lighting tax incentive can be used
to address the opportunities related to these legally
mandated product changes.

Guest Rooms

The largest physical space in hotels is guest rooms.
Guest rooms typically use a combination of wired
building lighting and interior plug-in lamps to pro-
vide lighting. With new hotels the wired lighting is
part of the building design and the interior lamps
are often part of an interior package provided by an
interior designer. Up until recently, interior lighting
was often energy-inefficient incandescent lighting
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or other inefficient lighting, since some interior de-
signers have not been focused on energy savings.
We often see guest room designs where the building
lighting is very energy efficient but the inefficiencies
of the interior package completely negate those ef-
ficiencies. Accordingly, the key with energy-efficient
hotel lighting design is to make sure that the interior
package is also energy efficient and that the build-
ing and interior lighting designers work together to
insure that the combined wattage is compliant with
building energy codes. Most incandescent lighting
is subject to a federal ban commencing in 2012,
and, accordingly, most hotels are beginning to con-
vert their guest room lighting to low wattage CFLs
(compact fluorescents) or to LED (Lighting Emitting
Diodes) lighting.*

Restaurants, Ballrooms
and Dining Areas

Hotel restaurants vary in concept and ambiance.
Typical complimentary breakfast areas common to
moderately priced business travel hotels can upgrade
to very energy-efficient conventional lighting. Some
hotel restaurants, particularly upscale restaurants,
have historically used very energy-inefficient special-
ized designer lighting applications. The good news
is that these specialized design needs can be met
with very energy-efficient low wattage LED lighting
applications. Hotel ballrooms are large square foot-
Continued on page 36
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Continued from page 14

age spaces that drive large EPAct
tax deductions.

Parking Garages

Many hotels have large adjoin-
ing parking garages that can
save substantial energy costs
and generate large tax deduc-
tions by upgrading to energy
efficient fixtures. It is generally
advisable to uses vapor sealed
lighting fixtures in these appli-
cations so that the auto exhaust
fumes do not compromise the
lighting fixture. In Notice 2008-
40, the IRS announced that
parking garages are a property
class specifically entitled to use
the EPAct tax deductions.® Also,
parking garages are excluded
from the tax bi-level switching
requirement.®

Hotel HVAC Energy
Savings and Tax
Opportunities

HVAC is the largest building
energy use in hotels. Here, the
key to both energy savings and
tax savings is to install the most
energy-saving HVAC equipment
available when building new
properties or upgrading existing
properties. The most common
technologies and techniques for
achieving Hotel HVAC EPAct tax
deduction are to
1. usethe highest energy efficient
PTAC (packaged terminal air
conditioner) individual room
units in the market; and/or
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2. install a very efficient chiller
particularly in a hotel less than
150,000 square feet in size.

To optimize the tax results, the
hotel should upgrade to energy
efficient lighting either before
upgrading the HVAC or simultane-
ously with the HVAC upgrade.

Hotels located in high energy
cost “peak shave” electricity
markets should consider using
very efficient gas-driven gas/
electric hybrid chillers that
change fuel sources based on
alternating fuels prices. In the
summer when electricity rates
are generally high and very high
at peak demand points, these
chillers switch to the lower cost
natural gas mode and revert back
to electricity as a fuel source in
the winter when natural gas is at
higher price peak points. Since

EPAct tax savings are based on

energy cost savings these sys-

tems will drive tax deductions
in markets with measurable peak
demand pricing differentials.

The strategy should be to up-
grade to energy-efficient lighting
either prior to or concurrently with
the HVAC upgrade. The reason
the lighting also needs to be up-
graded is that to obtain the HVAC
tax deduction, the building must
have a supporting building energy
simulation model in IRS-approved
software, and the overall model-
ing results will be enhanced if
both the lighting and HVAC are
energy efficient.

Hotel Prototype
Building Energy
Simulation
Modeling

The major hotel brands have a
unique opportunity to use build-
ing energy simulation modeling

to leverage energy savings and
tax savings across the portfolio.
The process for doing this is to
first have the hotel brands’” most
energy-efficient current proto-
type facility modeled. Most of the
major brands are already model-
ing their best facility as part of the
LEED certification process where
modeling is required to achieve
LEED status. Once the best-of-
breed facility is modeled and
appropriate design adjustments
are made, then all roll-outs of
that same hotel design should
have similar modeling results
confirming energy savings and
EPAct tax savings.”

Example. Assume a
200,000-square-foot hotel
facility with LED lighting and
very efficient PTAC units is
modeled and shows a 48-per-
cent energy cost improvement
above ASHRAE 2001. Since
a $1.20-per-square-foot tax
deduction is available at the
33.34-percent savings level
and $1.80-per-square-foot tax
deduction is available at the
50-percent energy cost level,
this facility would qualify for
a $240,000 EPAct tax deduc-
tion and just miss a $360,000
EPAct tax deduction.

With some minor design chang-
es further reducing energy costs
two percent more, this hotel
and all similarly built hotels
would qualify for an additional
$120,000 EPAct tax deduction.
Having the model would enable
the hotel brand to make the busi-
ness decision as to whether the
additional $120,000 deduction
per property was worth making
a further two-percent design
improvement to further reduce
energy costs.



Three of the major hotel mar-
kets with numerous properties,
namely New York, Los Angles and
Washington, D.C., have recently
enacted mandatory building en-
ergy usage benchmarking rules
coupled with public disclosure.
Many other jurisdictions are in
the process of enacting similar
legislation. The New York law
formerly called Intro. No.476A
requires all commercial buildings
greater than 50,000 square feet to
annually disclose their energy and
water use. Once implemented,
this regularly updated data flow
is going to enable hotel manage-
ment and hotel energy managers
to continuously compare hotel
facility energy performance. No
one is going to want to report
an energy inefficient property so
the strategy should be to use the
EPAct tax incentives to retrofit to
higher efficiency levels before
the mandatory reporting cycle
begins. Moreover, once hotel
management becomes familiar
with the benchmarking tools,
presumably they will apply them
to all their properties.

Conclusion

Hotels are major property owners

in the United States. The concen-

tration of major brands makes

energy efficiency and tax savings

very scalable. The major brands

should consider

1. using product and standard
setting to upgrade all their fa-
cilities to EPAct tax deduction
wattage level lighting; and

2. upgrading to the highest
energy-efficient HVAC on a
life-cycle basis.

The total wattage in a hotel prop-
erty should be an operational audit
item, and HVAC costs should be
closely analyzed.
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