
NCDOR Tax Credit Audits 

Recent press is highlighting a challenge by the North Carolina Department of Revenue 

(“NCDOR”) regarding utilization of North Carolina Renewable Energy Investment Tax 

Credits. In early 2018, the NCDOR began issuing audit notices to investors in 

renewable energy partnerships for the years 2014 through 2017 and subsequently 

issued a Notice in September 2018 outlining the Department’s argument against the 

use of the credits. As your trusted Wealth and Investment Advisory firm, we are 

providing this update to communicate what we are seeing in the marketplace . 

Background 

North Carolina has offered a credit against state income tax for investments in 

renewable energy for over 40 years.  The renewable energy credit, along with other 

incentivized investments, are intended to promote investment in the state and provide 

financing for projects that otherwise might not be economically viable. In North 

Carolina, credit programs such as this have been enacted, amended, or allowed to 

expire as desired by state legislators to achieve specific economic goals.  

Under this program, investors undertaking a project to create renewable energy were 

allowed a tax credit for 35% of the cost of the investment. The credit could be taken 

against income tax, although it was expanded in 2009 to allow insurance companies to 

offset premium taxes with the credits. To accelerate cash flow needed for such 
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Cash As An Asset Class 

With the U.S. progressing through the later stages of the longest equity bull market - 

and the second-longest economic expansion - in U.S. history, and with major asset 

classes oscillating near record levels, maintaining a tactical overweight allocation to 

cash is an increasingly important risk management tool for diversified investment 

portfolios, as making asset allocation predictions at this point seems irresponsible. 

Historical correlations have become confusing and unpredictable, as the impact of 

unprecedented, non-traditional monetary policy conceals secular headwinds from 

unfavorable long-term demographic trends, shaky macroeconomic data, record debt 

levels, and unattractive asset prices. When financial markets are raging higher, cash is 

all too often demonized as a drag on portfolio-level returns; but what investors forget 

is that nothing protects a portfolio during a severe market downturn or prolonged 

recession like cash. 

There are two sides to the cash coin - pun intended - and, as investment managers, it 

is critical that we understand both and have policy directives that allow us to employ 

our insight and risk management expertise to use cash as an asset allocation tool to 

control the amount of risk taken across portfolios. For example, when financial 

market risk (i.e., beta) is expensive and euphoric markets are reaching new highs on 

questionable fundamental data, the Investment Team will 
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recommend reducing financial market risk (i.e., beta) and increasing cash allocations; conversely, when beta is 

inexpensive, we will reduce cash allocations and identify tactical opportunities to increase beta across investment 

portfolios. 

Effective Cash Management: The Endowment Model 

In general, cash flow needs do not decrease alongside declines in financial markets, and it is important to consider 

portfolio-level risk exposures when determining appropriate cash allocations at different stages in the market cycle. 

Consequently, the unique challenges of managing individual client portfolios with defined cash flow needs and discrete 

liquidity requirements are similar to those inherent in managing endowments that have predetermined cash flow 

requirements or spending policy rules that do not immediately adjust to prevailing financial market conditions. Table 

I, below, provides an overview of several standard spending policy rules used by endowments and institutional 

portfolio managers to balance the constraints imposed by short-term liquidity requirements with the longer-term 

growth objectives of endowments, which dictate appropriate target allocations to cash. Just as there are different 

methodologies an endowment can use to define its spending policy rules, there are multiple ways an endowment can 

formulate its target allocation to cash as an asset class. 
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Cash As An Asset Class 

Table I: U.S. Endowment Spending Policy Rules 

Spending Policy Rules Description 

Constant Growth Rule Fixed spending amount provided on an annual basis, typically adjusted for rate of 
inflation (i.e., the growth rate), based on the Higher Education Price Index (“HEPI”) or 
a more general consumer price index, possibly with an additional spread. 
One shortcoming of this rule is that spending does not adjust based on the 
endowment’s value. If the endowment experiences weak (strong) average returns, the 
spending amount expressed as a percentage of assets under management (“AUM”) may 
become very high (low). This spending rule is therefore commonly complemented with 
caps and floors, typically between 4.0%-6.0% of average AUM over 1-3 years. 

Market Value Rule Endowment provides for a pre-specified percentage (i.e., the spending rate) of the 
moving average of asset values, typically between 4.0%-6.0%. Asset values are usually 
smoothed using a 3- to 5-year moving average. 

One disadvantage of this rule is that it tends to be pro-cyclical: when markets have 
performed poorly (well), the overall payout decreases (increases). 

Hybrid Rule Spending is calculated as a weighted average of the constant growth and market value 
spending rules. Commonly referred to as The Yale Spending Rule, weights can range 
from between 30.0% to 70.0%. This spending rule was designed to strike a balance 
between the shortcomings of the respective spending rules. 

Source: 2019 CFA Institute - McShane Partners  

Monthly Index Review 
USD Total Return 

Data as of August 31st 2019 
August 

2019 2018 2017 
2019 
YTD 

S&P 500® -1.58% -4.38% +21.83% +18.34% 

Dow Jones Industrial Average -1.32% -3.48% +28.11% +15.14% 

NASDAQ Composite -2.46% -2.84% +29.64% +20.89% 

Russell 2000 -4.94% -11.01% +14.65% +11.85% 

MSCI Emerging Markets -4.85% -14.24% +37.75% +4.19% 

MSCI EAFE -2.58% -13.36% +25.62% +10.14% 

Bloomberg Barclays U.S. Aggregate Bond Index +2.59% +0.01% +3.54% +9.10% 



Based on fiscal year 2018 (“FY2018”) spending and asset allocation data for ±800 U.S. endowments 

representing ±$616.5 billion in endowment assets, the average effective spending rate for endowments 

was ±4.4% in FY2018, while the dollar-weighted average allocation to cash and cash-equivalent 

investments (e.g., short-term fixed income securities) as a percentage of endowment assets was ±4.0% as of 

June 30th 2018 (Source: 2018 NACUBO-TIAA Study of Endowments®). 

A deeper analysis of this data shows that larger endowments with more than $1.0 billion in assets, with 

better access to high(er)-quality institutional asset managers and capable of allocating a higher percentage of 

assets to illiquid alternative investment strategies, had lower average cash allocations (±3.0%), while 

smaller endowments with $50.0 million or less in assets had higher average cash allocations (±5.0%): 

assuming a smaller endowment is more analogous to an individual client’s portfolio, it appears that 

maintaining above-average cash allocations is designed to ensure sufficient cash to satisfy required spending 

and avoid having to raise cash in a declining market environment, thereby preventing the permanent 

impairment of capital. 

Contrarian Perspective: Cash Allocations Remain Low 

Below, Chart I illustrates trends in investor positioning and portfolio-level allocations to traditional asset 

classes (e.g., cash, fixed income, equities) across all managed investment vehicles registered in the U.S. As 

can be seen in Chart I, the month-end data available through July 31st 2019 show that portfolio-level 

allocations to cash (e.g., money market funds - the green line) as a percentage of total investable assets 

is extremely depressed and hovering around cyclical lows at ±16.4% of total managed assets: considering 

our assessment of the length and maturity of the current market cycle, this is a staggering ±7.1% below the 

19-year historical average of ±23.5% and indicates that investors are meaningfully underweight cash across 

U.S. investment portfolios. According to our philosophical contrarian approach, this 
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Chart I: U.S. Asset Allocation 

July 2019 
±16.4% 

Average 
±23.5% 

https://www.nacubo.org/Press-Releases/2019/US-Educational-Endowments-Report-8-2-Percent-Return-in-FY18


would be the exact time to increase portfolio-level cash allocations. 

Following the dovish pivot by the Federal Reserve in its short-term policy outlook since the end of 2018, investors are 

pricing in a “lower-for-longer” interest rate paradigm, thereby negating the value proposition of interest-bearing 

depository accounts (e.g., checking/savings accounts), incentivizing investors to eliminate excess cash reserves, and 

forcing them into riskier assets than their long-term asset allocation strategies would otherwise warrant. At the same 

time, there has been a coincident rally in both fixed income and equity markets year-to-date (“YTD”) in 2019, resulting 

in a natural “suppression” of portfolio-level cash allocations as a percentage of total assets, supporting our thesis to 

increase cash allocations at this time in the market cycle. 

With regards to the Investment Team’s approach to monitoring and managing portfolio-level cash allocations, the 

average cash allocation as a percentage of discretionary AUM across our McShane Partners’ Core Contrarian Equity 

Portfolios† was approximately ±9.6% as of August 31st 2019. 

True Value of Cash (As An Asset Class): Opportunity, Optionality, and Flexibility 

As illustrated in Chart I (page 3), investors demonstrate predictable behavioral patterns and portfolio management 

decision-making during periods of rising market volatility and heightened economic uncertainty, such as reducing 

their exposure to beta and subsequently redeploying the proceeds into assets capable of providing 
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† Please Contact McShane Partners for Additional Information Regarding the McShane Partners’ Core Contrarian Equity Portfolio 

Stock & Strategy Spotlight 

Name Ticker 
2019 
YTD 

Nuveen High Yield Municipal Bond Fund NHMRX +11.20% 

Description & Investment Thesis  

Overarching trends across broader fixed income markets trends have been particularly beneficial to the municipal 
bond market. For example, since 2008, the amount of outstanding debt across U.S. Treasury and corporate credit 
markets has increased by +69.4% and +174.0%, respectively, while the amount of outstanding municipal bonds has 
decreased by -11.0% over that same period (Source: Nuveen Asset Management). This is indicative of the relative 
strength of municipalities’ balance sheets, as well as favorable supply-demand dynamics across municipal bond 
markets, which could yield additional returns to long-term investors should municipal bonds remain “in favor” relative 
to other bond market sectors. Furthermore, municipal bonds have historically exhibited lower average cumulative 
default rates on a trailing 5- and 10-year basis relative to their comparably rated corporate bond equivalents across 
both investment-grade and non-investment-grade (i.e., high yield) market sectors. 
The underlying strength and relative credit quality of the high yield municipal bond market is the primary reason the 
Investment Team has continued to recommend exposure to high yield municipal bonds via strategic positioning in the 
Nuveen High Yield Municipal Bond Fund (“NHMRX”), despite incremental concerns regarding high yield corporate 
credit/debt markets. NHMRX has ±$20.7 billion in net assets invested across ±3,500 underlying positions with an 
average effective maturity of ±21 years. The strategy utilizes in-depth research and fundamental analysis to target 
pricing/valuation inefficiencies across municipal bond markets in order to capture high-quality, tax-exempt income 
opportunities. NHMRX invests predominately in non-investment-grade and unrated municipal bonds: those two 
sectors represent ±27.5% and ±50.0% of the strategy’s net assets, respectively. The highest-weighted states based on 
underlying holdings are: California (±12.9%), Florida (±11%.6%), and Illinois (±10.6%). Additionally, positions in 
government-issued obligations represented approximately ±28.0% of the portfolio, while “Education & Civic 
Organizations” and “Health Care Issuance” obligations accounted for ±12.0% and ±11.0%, respectively. Despite the 
exponential growth in passively managed fixed income strategies over the past several years, NHMRX has consistently 
generated impressive absolute and relative outperformance for long-term shareholders over the past 5-10 years, 
annualizing total returns of +7.09% and +9.14%, respectively, over the trailing 5- and 10-year periods ended August 
31st 2019. Moreover, the fund has exhibited short-term outperformance, returning +11.20% year-to-date (“YTD”) in 
2019 vs. a comparable return of +9.57% for the S&P Municipal Bond High Yield Index. 
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incremental upside and relative downside protection (i.e., safe haven assets), while also increasing their 

allocations principal preservation assets (i.e., stores of value). Based on recent history, however, investors 

appear prone to mistiming their exit and entry points during such rebalancing exercises, often waiting for 

backward-looking confirmation that a severe market correction is well under way or even waiting until after 

the worst of the correction is over before appropriately allocating to safe haven assets and/or stores of value. 

As can be seen in Chart I (page 3), during the two most recent U.S. market cycles and corresponding 

recessionary periods, investors’ allocations to cash and fixed income assets as percentages of total investable 

assets steadily rose as equity markets exhibited steepening declines through the drawdown/recessionary 

phases of the market cycles, which can partially be explained by the greater relative weightings of those assets 

across investment portfolios due to declining values/prices across equity allocations. Digging a little deeper, 

however, we can see that following the “dot-com bubble” and subsequent recession in 2001, cash and fixed 

income allocations hit cyclical peaks of ±35.3% and ±18.9%, respectively, ±13 months after the end of the 

recession and ±4 months after U.S. equities hit cyclical lows on October 9th 2002. During the 2008-2009 

global financial crisis (“GFC”), cash allocations peaked at ±40.9% approximately ±13 months after the 

start of the recession in early-2008 but ±1 month before the S&P 500® Index hit a cyclical low on March 9th 

2009: fixed income allocations, however, continued to rise/increase alongside falling interest rates over the 

next ±3.7 years, hitting a peak of ±25.6% in November 2012. 

Within the context of a diversified investment portfolio, cash serves a core function as a safe haven asset 

during periods of sharp spikes in market volatility by mitigating the portfolio-level impact of dramatic or 

severe declines in risk assets (e.g., equities), while also being less susceptible to unforeseen investment risks 

in other asset classes. The key is having the appropriate cash allocation in place before a correction and not 

raising it during or after a correction. To do this, however, investment managers must take a contrarian 

approach by going against the grain and tolerating idle cash, while also reeducating clients who question the 

opportunity cost of cash as an asset class relative to other assets with considerably higher risk-return 

characteristics. 

Cash also provides investors with a sense of security and stability during periods of falling asset prices, while 

also endowing investors optionality and flexibility in terms of immediate access to liquidity for tactical 

buying opportunities, as well as an additional lever to use when repositioning or rebalancing portfolio-level 

exposures to risk assets. This benefit is easy to articulate but difficult to quantify until a significant market 

event occurs. 

Implementing Changes to Target Cash Allocations & Cash Management Strategies 

As a result of the Investment Team’s recent economic research and analysis, particularly the aforementioned 

objective assessment of asset class positioning relative to risk-return expectations over the next 6-12 months, 

we are making the following adjustments to cash management strategies across client investment portfolios 

over the coming months: 

• Increasing Cash Reserves for Portfolios & Accounts with Defined Cash Flow Needs 

 For clients with ongoing cash flow needs (e.g., regular/recurring withdrawals) and/or discrete 

liquidity requirements for future anticipated cash flow needs, the Investment Team will be 

increasing portfolio-/account-level cash reserves from 12-months’ to 24-months’ worth of 

anticipated cash flow needs. 
Continued on next page 

“Lethargy bordering on sloth remains the cornerstone of my investment style.” 

  - Warren Buffett 
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• Layering Certificates of Deposit (“CDs”) to Satisfy Short-Term Fixed Income Allocations 

 Given the broad-based rally in bonds over the past ±12-18 months, the Investment Team will incorporating 

short-term layered CD portfolios with defined maturity parameters, where appropriate, to facilitate the 

ongoing implementation of strategic Fixed Income allocations, as well as tactical rebalancing 

recommendations, in anticipation of more attractive entry points and buying opportunities across client 

investment portfolios. 

• Increasing Strategic Cash Allocations to 1.0%-15.0% Across Investment Portfolios 

 The Investment Team will be increasing the strategic, long-term cash allocation targets for all recommended 

investment strategies on the corresponding investment policy statement (“IPS”) from its current range of 

0.0%-5.0% to its new recommended range of 1.0%-15.0% as part of our ongoing reviews, meetings, and 

discussions with clients over the next 6-12 months. 

This does not mean that the Investment Team will be actively rebalancing client investment portfolios to manage 

portfolio-level cash allocations at the upper-end of its new target range (i.e., ±15.0%): the wider band and higher 

range provides flexibility to proactively manage portfolio-level cash allocations when necessary and respond quickly to 

dynamic financial market conditions, in an attempt to replicate the relative efficiencies of the endowment model and 

institutional portfolio management strategies and in order to acknowledge absolute return requirements and long-term 

target return expectations across client investment portfolios with specific cash flow needs and ongoing liquidity 

requirements. 
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projects, financing companies created partnerships between the project owners and additional investors, where the 

additional investors provide immediate financing in the form of cash and in return were allocated a portion of the 

credits. This particular program had a staggered sunset in 2015 -2017 (depending on the project). Credits may be used 

for a five (or ten) year period following the investment. 

Credits like the NC renewable energy credit have long been used by the federal government and North Carolina (among 

other state taxing authorities) to stimulate investment in projects such as low-income housing, investment in 

economically depressed areas, Film Production, and in the rehabilitation of historic structures. Partnerships providing 

for the allocation of the credits to investors who provide financing have been a key factor enabling the use of these 

credits. 

What Does this Mean for You? 

In September 2018, the NCDOR Notice made several arguments to support disallowing the use of the credits. First, 

they argued that federal rules may suggest that the investment partnerships did not represent “bona fide” partnerships. 

Second, they argued that if they are valid partnerships, that the transactions were a disguised sale between the 

partners, again applying federal tax law. Finally, they also made an argument that certain other technical provisions of 

federal law would apply to the partnerships. Therefore, the NCDOR has begun disallowing the NC renewable energy 

credits based on its interpretation and application of these rules.  

One of the sponsoring finance companies, Monarch, has chosen a “test case” and will support the litigation of the issue 

between one of its investors and the NCDOR. The outcome of that case will establish a judicial precedent for the use of 

Continued on next page 
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these credits in North Carolina. In August, Monarch’s attorneys submitted a Request for Declaratory Ruling to 

the NCDOR requesting that they disavow the Notice on the grounds that the legal basis for the Notice is flawed 

and inconsistent with the North Carolina Constitution.  

While all of this plays out, it is possible that individuals who purchased these credits will receive a notice from 

the North Carolina Department of Revenue requesting documentation to verify the tax credits taken on your 

state income tax return. If you receive a notice, please contact us immediately and we will help facilitate what is 

needed in order to obtain the requested information.  

Additionally, the partnership K-1s are being finalized for the 2018 tax year. We will forward those to you and 

your CPA as soon as they become available. While we understand that having to prepare an extension for the 

tax year is not ideal, we believe that the significant tax savings offered by these investment partnerships 

compensate for the delay of receiving K-1s after the April 15th filing deadline. These partnerships will continue 

to issue K-1s for several years until they are dissolved. Upon dissolution, any passive losses that were previously 

disallowed, will be allowed to offset other types of income, thereby providing an additional tax benefit to you as 

the investor. 

Conclusion 

The state of North Carolina ultimately awarded more than $1 billion in tax credits for renewable energy, far 

surpassing earlier revenue estimates. The credits, along with other state policies encouraging renewable 

energy, helped make North Carolina one of the top two producers of renewable energy in the country. 

According to NCDOR data, the credits were claimed by thousands of investors, with Energy and Insurance 

Companies receiving more than a third of the overall credits.  

In 2015, one of our largest clients sold a business and the renewable energy credit partnerships were presented 

to us as a tax planning opportunity through Monarch Private Capital (“Monarch”). We vetted the idea through 

two major law firms, other credible CPAs, as well as investment professionals at a well-respected billion+ dollar 

trust company.  After heavy scrutiny, we decided that it was a sound and credible investment and tax planning 

opportunity. In addition, three of the partners at McShane Partners personally invested in the tax credits. 

Recent Articles 

The following articles provide additional information and further details: 

• August 9th: NC wants to collect some of the $1 billion it gave in tax breaks for solar farms 

 The News & Observer 

• August 6th: Is Cooper’s Revenue Department Rejecting Legitimate Tax Credits? 

 Carolina Journal 

• July 12th: Threat to N.C.’s Tax Climate 

 Triangle Business Journal 

• June 12th: N.C. has issued more than $1 billion in renewable energy tax credits 

 Carolina Journal 

• April 19th: INSIGHT: North Carolina Audits of Tax Credits Cause Broad Concern 

 Bloomberg 

https://www.newsobserver.com/news/politics-government/article233561247.html
https://www.carolinajournal.com/news-article/is-coopers-revenue-department-rejecting-legitimate-tax-credits/
https://s3.amazonaws.com/carolinajournal.com/app/uploads/2019/08/06140706/Ray-Starling-Opinion.pdf
https://www.carolinajournal.com/news-article/n-c-has-issued-more-than-1-billion-from-renewable-energy-tax-credits/
https://news.bloombergtax.com/daily-tax-report-state/insight-north-carolina-audits-of-tax-credits-cause-broad-concern
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Wealth management is our only business; 

therefore, our attention is undivided and our 

intentions are transparent. 

Information provided in this newsletter should not be considered or interpreted as advice for your 
particular financial situation. Please consult a professional advisor for advice regarding your 
specific financial needs. 

CIRCULAR 230 NOTICE: To comply with requirements imposed by the United States Treasury 
Department, any information regarding any U.S. federal tax matters contained in this 
communication (including any attachments) is not intended or written to be used, and cannot be 
used, as advice for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii) 
promoting, marketing or recommending to another party any transaction or matter addressed 
herein. 

This newsletter is for discussion purposes only and represents the opinions of McShane Partners. 

McShane Partners is a Registered Investment Advisor. 
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It’s Official - McShane Partners Purchases 

NEW Building  

Not to fear, the new office will be close 

and have plenty of parking! We have 

about 12-18 months of building 

renovations ahead of us. Please look to 

the back page of the newsletter for 

updates on our ‘work in progress’ each 

month. 

You’re Invited - Becky Hoover 

Meet & Greet! 

Please join us in welcoming our new Director of Tax and 

Wealth Advisor, Becky Hoover, to McShane Partners! 

Becky has more than 20 years of tax experience in both 

federal and international tax practices. The Meet & Greet 

will be held at Mere’s, a wonderful wine and cheese bar, 

on Tuesday, October 1st at 6:00 PM. Mere’s is located at 

2400 Park Road. 

Please RSVP to Lesley Burke at 

lburke@mcshanepartners.com 

Economic Overview Presentation & Luncheon 

in Hickory, NC  

We would like to thank everyone who recently attended 

our presentation of McShane Partners’ Second Quarter 

2019 Economic Overview earlier this month on 

Wednesday, August 21st. 

We had a wonderful lunch and informative financial 

outlook at the Lake Hickory Country Club. 

McShane Partners Proudly Supports the 

Society Guide 

The Society Guide is 

membership-based program for 

nonprofits whose mission is to 

connect those serving the 

community with the resources 

they need and to provide 

philanthropists and the 

organizations they support with 

the strategic tools and resources 

to yield the highest return on 

their charitable investments. 

McShane Partners will be featured in the Society Guide’s 

annual Giving Book - a catalog of their nonprofit 

members, showcasing their impact in the community! 

Back to School!  

McShane Partners’ kids are back to school and one is off 

to college! We welcome the rhythm and structure of a 

new school year! 

Around McShane Partners 
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