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The Economic Council of Canada was established in 
1963 by Act of Parliament. The Council is a crown 
corporation consisting of a Chairman, two Directors and 
not more than twenty-five Members appointed by the 
Governor in Council. 
The Council is an independent advisory body with 

broad terms of reference to study, advise and report on a 
very wide range of matters relating to Canada's econom­ 
ic development. The Council is empowered to conduct 
studies and inquiries on its own initiative, or if directed 
to do so by the Minister, and to report on these activi­ 
ties. The Council is required to publish annually a 
review of medium- and long-term economic prospects 
and problems. In addition it may publish such other 
studies and reports as it sees fit. 

The Chairman is the Chief Executive Officer of the 
Council and has supervision over and direction of the 
work and staff of the Council. The expenses of the 
Council are paid out of money appropriated by Parlia­ 
ment for the purpose. 
The Council as a corporate body bears final responsi­ 

bility for the Annual Review, and for certain other 
reports which are clearly designated as Council Reports. 
The Council also publishes Research Studies, Discus­ 
sion Papers and Conference Proceedings which are 
clearly attributed to individual authors rather than the 
Council as a whole. While the Council establishes gener­ 
al policy regarding such studies, it is the Chairman of 
the Council who bears final responsibility for the deci­ 
sion to publish authored research studies, discussion 
papers and conference proceedings under the imprint of 
the Council. The Chairman, in reaching a judgment on 
the competence and relevance of each author-attributed 
study or paper, is advised by the two Directors. In 
addition, for authored Research Studies the Chairman 
and the two Directors weigh the views of expert outside 
readers who report in confidence on the quality of the 
work. Publication of an author-attributed study or paper 
signifies that it is deemed a competent treatment worthy 
of public consideration, but does not imply endorsement 
of conclusions or recommendations by either the Chair­ 
man or Council members. 

.. 

Établi en 1963 par une Loi du Parlement, le Conseil économique 
du Canada est une corporation de la Couronne composée d'un 
président, de deux directeurs et d'au plus vingt-cinq autres membres, 
qui sont nommés par le gouverneur en conseil. 

Le Conseil est un organisme consultatif indépendant dont le 
mandat lui enjoint de faire des études, donner des avis et dresser des 
rapports concernant une grande variété de questions rattachées au 
développement économique du Canada. Le Conseil est autorisé à 
entreprendre des études et des enquêtes, de sa propre initiative ou à 
la demande du Ministre, et à faire rapport de ses activités. Chaque 
année, il doit préparer et faire publier un exposé sur les perspectives 
et les problèmes économiques à long et à moyen termes. Il peut aussi 
faire publier les études et les rapports dont la publication lui semble 
opportune. 

Le président est le directeur général du Conseil; il en surveille les 
travaux et en dirige le personnel. Les montants requis pour acquitter 
les dépenses du Conseil sont prélevés sur les crédits que le Parlement 
vote à cette fin. 

En tant que personne morale, le Conseil assume l'entière responsa­ 
bilité des Exposés annuels, ainsi que de certains autres rapports qui 
sont clairement désignés comme étant des Rapports du Conseil. 
Figurent également au nombre des publications du Conseil, les 
Études, Documents et Comptes rendus de colloques, qui sont explici­ 
tement attribués à des auteurs particuliers plutôt qu'au Conseil 
lui-même. Celui-ci établit une politique générale touchant ces textes, 
mais c'est au président qu'il incombe de prendre la décision finale de 
faire publier, sous les auspices du Conseil économique du Canada, les 
ouvrages à nom d'auteur tels que les études, documents et rapports 
de colloques. Pour se prononcer sur la qualité, l'exactitude et l'objec­ 
tivité d'une étude ou d'un document attribué à son auteur, le 
président est conseillé par les deux directeurs. De plus, dans le cas 
des études à nom d'auteur, le président et les deux directeurs 
sollicitent l'avis de lecteurs extérieurs spécialisés, qui font un rapport 
confidentiel sur la qualité de ces ouvrages. Le fait de publier une 
étude ou un document à nom d'auteur ne signifie pas que le président 
ou les membres du Conseil souscrivent aux conclusions ou recom­ 
mandations contenues dans l'ouvrage, mais plutôt que l'analyse est 
jugée d'une qualité suffisante pour être portée à l'attention du public. 
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FOREWORD 

This paper is one of the outputs from Council's three year study 
of the taxation of capital income -- or of the income derived 
from savings and investment. The study program had important 
dimensions in both time and space. The effects of capital 
taxation on both present and future output and standards of 
living were scrutinized. Taxes levied by all levels of Canadian 
government were studied as were the international implications 
of the taxation of capital income. Another important emphasis 
in the study program was on the interrelationship among specific 
measures of capital taxation. Here, general equilibrium and 
other techniques were used to examine the various measures as an 
interrelated system. Separate studies were also undertaken of 
specific measures of capital taxation including the personal and 
corporate income taxes, sales and transaction taxes, property 
taxes, and resource taxes. 

An important feature of the present tax system is the 
provision of after-tax financing instruments. Notable among 
these are flow-through shares which are designed to help 
non-taxpaying mining and petroleum companies to take advantage 
of the various tax incentives accorded to the resource sector. 

This study measures the cost-effectiveness of flow-through 
shares and finds that they are an extremely inefficient method 
of getting cash into the hands of non-taxpaying companies in 
exchange for their giving up tax allowances. The study 
concludes that direct refundability at a rate of 30 cents per 
dollar of tax allowances given up by a firm would be less costly 
to the government in terms of tax revenue foregone than the use 
of flow-through shares. 

Dr. Jenkins is an Institute Fellow of the Harvard Institute 
for International Development and was Assistant Deputy Minister 
of the Tax Policy and Legislation Branch of the federal 
Department of Finance. He has published extensively in the 
field of public finance. 

Judith Maxwell 
Chairman 
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RESUME 

EFFICACITr DES COÛTS DU FINANCEMENT APRÈS IMPQT; 
LES ACTIONS ACCRÉDITIVES AU CANADA 

Ce document tente d'évaluer 1 'efficacité des actions accrédi­ 
tives en tant que moyen de financement après impôt. Ce type 
d'action a été conçu en vue d'aider les sociétés minières et 
pétrolières non imposables à tirer avantage des stimulants 
fiscaux accordés à ces industries. 

L'effiçacité est mesurée ici en établissant le ratio entre, 
d'une part, la valeur actuelle de la perte marginale de 
revenu d'impôt subie par le gouvernement et, d'autre part, 
1 'augmentation de la valeur actuelle des avantages fiscaux 
obtenue par les sociétés émettant des actions accréditives. 
Si le ratio était égal à un, ce recours fiscal correspondrait 
à un mécanisme de transfert sans frais du point de vue du 
gouvernement. Mais pour les sept cas examinés dans cette 
étude, la perte de revenu d'impôt va d'environ 1,50 $ pour 
chaque 1 $ supplémentaire d'avan,tages fiscaux accordés à une 
société non imposable, jusqu'à la somme élevée de plus de 
16 $ de perte de revenu par dollar d'avantages fiscaux 
consentis. 

Selon cette analyse, il est clair que le gouvernement 
pourrait réduire substantiellement ses pertes de revenu 
d'impôt en concevant un système plus efficace pour laisser 
des liquidités aux mains des sociétés non imposables, en 
échange de 1 'abandon de leurs déductions d'impôt. Un autre 
moyen possible consisterait évidemment à recourir davantage à 
des remboursements directs pour de telles déductions d'impôt. 
D'après certains résultats de cette étude, un taux de 
remboursement direct d'impôt substantiellement inférieur à la 
valeur normale de ces déductions d'impôt accordées à une 
société pleinement imposable serait plus avantageux pour la 
plupart des sociétés non imposables que le recours aux 
actions accréditives. Un taux de remboursement direct de 30 
cents pour chaque dollar de déduction d'impôt auquel 
1 'entreprise renoncerait constituerait, pour tous les cas 
examinés dans cette étude, une amélioration sur le recours 
aux actions accréditives. Une telle réduction du taux de 
remboursement d'impôt serait également moins coûteuse pour 
les gouvernements que ne le sont les actions accréditives. 
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ABSTRACT 

COST-EFFECTIVENESS OF AFTER-TAX FINANCING; 

FLOW-THROUGH SHARES IN CANADA 

This paper evaluates the efficiency of flow-through shares as an after-tax 
financing instrument. This instrument was designed to assist non-taxable 
mining and petroleum companies in benefitting from various tax incentives given 
to these sectors. 

Efficiency is measured here as the ratio of the present value of the incre­ 
mental loss in tax revenues incurred by the government, to the increase in the 
present value of the tax benefits received by the corporations that issue flow­ 
through shares. If this ratio is equal to one, then the tax instrument is a 
costless transfer mechanism from the government's point of view. For the seven 
cases examined in this study, the loss in tax revenue ranges from about $1.50 
of revenue loss for an additional $1.00 of tax benefits transferred to a non­ 
taxable company, to a high of over $16.00 of revenue loss per dollar of tax 
benefits transferred. 

From this analysis, it is clear that the government could reduce its waste 
of tax revenues substantially through the design of a more efficient system of 
getting cash in the hands of non-taxable operating companies, in exchange for 
their giving up their tax deductions. The increased use of direct refundabil­ 
ity for such tax deductions is an obvious alternative. There are indications 
from this study that a rate of direct tax refundability substantially lower 
than the normal value of these tax deductions to a fully-taxable firm would be 
more advantageous to most non-taxable firms than the use of flow-through 
shares. A rate of direct refundability of thirty cents per dollar of tax 
deductions given up by the firm would be an improvement over the use of flow­ 
through shares for all of the cases examined in this study. Such a reduced 
rate of tax refundability would also be less costly to the government than is 
the use of flow-through shares. 
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Direct refundability by the government for the tax value of the losses 

created by these tax preferences would give these firms the same incentive that 

is given to taxable corporations. This option has been generally rejected by 

governments and business interests, for many of the same reasons. They usually 

are concerned that they will not be able to sustain politically the generous 

tax provisions if they become a visible budgetary expenditure. Refundability 

of unused tax deductions would also be expensive for the government, and would 

likely force it to reduce the statutory level of tax preferences. Such reduc­ 

tions in tax preferences would hurt the large, well-established corporations. 

In spite of these reservations, the Government of Canada has in the past three 

1. INTRODUCTION 

Income-tax systems that allow for the accelerated depreciation of invest­ 

ment expenditures, or provide generous investment-tax credits, have the common 

characteristic of causing a large proportion of corporations, in any given 

year, to be non-taxable. These firms tend to be younger, smaller, and heavier 

investors than the average, with less diversified earnings. In short, they do 

not have enough taxable income from prior investments to absorb the tax deduc­ 

tions and credits generated by their present investment activities. When a 

large number of firms are not able to use the tax preferences as fast as 

legally allowed, pressures arise for the creation of innovative after-tax 

financing (tax shelter) instruments. The political attractiveness of respond­ 

ing to these pressures ls enhanced by the fact that the types of firms that 

become non-taxable in this way are often precisely those that the government 

would like to support. 
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years taken a number of tentative steps to increase the degree of refundability 

in the tax system. 

The mining and petroleum industries in Canada are classic cases of indus- 

tries enjoying generous tax preferences. In the early 1980s, approximately 

two-thirds of the oil and gas companies in Canada were non-taxable, with a 

similar pattern also holding for mining companies. With the unused banks of 

tax deductions accumulating, particularly among the smaller, Canadian-owned oil 

and gas firms, measures were ,taken in 1981 to make the flow-through share a 

more attractive after-tax finlancing instrument. 

In early 1982, the first major public flow-through share offering was made 

by Numac Oil and Gas. A number of issues followed, but the frequency of such 

issues has declined with the decline in exploration and development activity. 

In addition, the Petroleum In~entive Program, through which the government 

gives grants to finance such activities, has served as a strong substitute to 

such after-tax financing instruments in the oil and gas sector. Flow-through 

shares finance a comparatively larger proportion of explorations in the mining 

sector than in the oil and gas sector, but historically have not exceeded an 

estimated ten to twenty per cent of total investments. 
I 

I 

The flow-through share is~ues that were made provide a useful empirical 

I 
base for evaluating the cost-effectiveness of such after-tax financing schemes. 

The objective of this paper is to determine the level of efficiency that has 

been attained through the use of flow-through shares as a mechanism for utiliz- 

ing tax deductions more qUickiy. 
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Efficiency is measured here as the ratio of the present value of the incre­ 

mental loss in tax revenues incurred by the government, to the increase in the 

present value of the tax benefits received by the corporations that issue flow­ 

through shares. If this ratio is equal to one, then the tax instrument is a 

costless transfer mechanism fram the government's point of view. To the degree 

this ratio is greater than one, it tells us the additional premium that has to 

be paid to the investor to compensate him for additional risks and transaction 

costs per incremental dollar transferred to the corporation. To the degree 

that this premium to the investor is a compensation for costs incurred, both 

risk and tangible costs, it is a measure of the economic cost of using this 

after-tax financing instrument. 

2. THE FLOW-THROUGH DEDUCTIONS 

In the natural-resources field (petroleum and mining), there are certain 

expenditures on exploration and development which may be renounced in favor of 

shareholders who provide the money for those expenditures. Flow-through shares 

provide a mechanism by which a corporation may ·sell· these expenditures to 

investors in return for equity. More specifically, a flow-through share is 

issued by a corporation to an investor in return for exploration and develop­ 

ment expenses that the investor incurs for the benefit of the corporation (ITA 

Section 66). 

Most issues are ordinary common or convertible shares which are both pub­ 

licly or privately placed. In short, flow-through shares are a form of tax- 
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based financing for corporations in the natural-resources field that require 

investment capital. This capital may be obtained on favorable terms by selling 

shares at a premium, in relation to the existing market price, in exchange for 

tax write-offs to investors who can use such tax deductions immediately. 

The flow-through provisions, however, do not apply to certain ·prescribed 

shares·. This is essentially a restriction on short-term financing arrange­ 

ments which, although nominally equity issues, have more of the characteristics 

of debt instruments. For a share not to fall into the ·prescribed· category, 

it must be a common share, or the issuer cannot be required to buy back the 

share for a minimum of five years (Taves, 214). 

In a flow-through, share-financing arrangement, the outside investor ex­ 

pends money on Canadian exploration expenses (CEE), Canadian development expen­ 

ses (CDE), or Canadian oil and gas property expenses (COGPE), for the benefit 

of the corporation, in return for shares in the corporation. However, the 

corporation retains the property rights in the resource assets in which these 

expenditures are made. 

The precise definition of these expenses 1s complicated, but may be summar­ 

ized as follows: CEE includes a) any geological or geophysical expenses in 

connection with petroleum or natural-gas exploration in Canadai b) expenses 

incurred in drilling or completing oil or gas wells in a new fieldi and c) 

exploration and development costs on mineral resource properties. CDE includes 

a) expenses incurred in drilling or completing oil and gas wells in Canada 

after the commencement of production; and b) the costs incurred in acquiring a 
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Canadian resource property that is a mineral resource. COGPE includes costs 

incurred in acquiring a Canadian resource property that is an oil and gas 

property (Sullivan, 559). 

3 • TECHNI CAL REQUIREMENTS 

To be eligible for the tax deductions, the investor must be put in the 

legal position of making the CEE, CDE, and COGPE expenses directly. From a 

policy perspective, an investor could realize the same tax consequences if he 

simply subscribed for shares of a corporation and permitted the corporation to 

use those funds to incur the appropriate CEE, CDE, and COGPE which is then' 

allocated to the shareholders. However, the wording of the relevant statutory 

provision has required that the expenses be incurred by the investor (who seeks 

the deductions), and that the shares be issued only after the investor has 

incurred the appropriate expenditures. This provision, while maintaining the 

legal niceties of giving these deductions only to those incurring directly such 

expenditures, has been the source of considerable inefficiency in the alloca­ 

tion and absorption of risk. Due to these difficulties, the Minister of Fin­ 

ance proposed in the Budget of February 26, 1986, to amend the Income Tax Act 

to allow the corporation to renounce resource expenses it incurred in favor of 

an investor (Minister of Finance, 1986, p. 60). 

Prior to these proposals coming into force in February 1986, the usual 

method of complying with these legal requirements has been the agency agree­ 

ment: the corporation acted as agent for the investor and incurred the appro­ 

priate CEE, CDE, and COGPE. In order for the investor to be considered to have 
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incurred the expenses in a proper manner, the corporation must clearly have 

been appointed as agent for the investor (Struck, 335). 

In a private transaction, a simple agency agreement was sufficient to 

document the fact that the corporation was incurring the expenses as agent for 

the investor, and that it was the funds of the investor which were being ex­ 

pended and not those of the corporation. However, in a public financing in 

which the corporation issues a prospectus, and members of the public acquire 

shares in the corporation, the agreement was more complicated. Here the in­ 

vestment (or subscription funds) was deposited with an independent trustee who 

held the funds in trust for the public. The funds were normally placed in an 

interest-bearing account. Since the funds continued to be owned beneficially 

by the investor, the interest generated would be included in the investor's 

income and taxed accordingly (Flynn, 626). 

After the corporation carried out the exploration and development program 

referred to in the prospectus, and incurred the expenditures, it presented a 

statement of its expenses to the trustee, who released the subscription funds. 

Unspent funds were returned to the investors. Interest earned on the funds 

during the intermediate period could be either retained by the corporation, 

paid back to the investors, or used to incur additional CEE, CDE, or COGPE, 

depending on the agreement. Upon completion of the program, the appropriate 

number of shares were issued to the investors, based on the original subscrip­ 

tion for the shares (Ward, 14-224). 
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The corporation, by entering into a flow-through share agreement, is giving 

up permanently deductions to which it would otherwise have been entitled pro­ 

viding, of course, that it could have utilized them. Further, because of the 

flow-through requirement that the investor be the one to incur the expenses, 

the corporation loses its ability to claim deductions not only under the fed­ 

eral tax system, but also under parallel provincial legislation (Taves, 226). 

The issue for the corporation, therefore, is whether the premium it receives on 

the flow-through shares outweighs the tax benefits forgone. 

The CEE, CDE, and COGPE allocated to the investors are accumulated in 

separate 'pools' of such costs, together with other similar expenditures flow­ 

ing from separate investments. In calculating his taxable income from all 

sources, the investor may deduct an amount equal to a percentage of such expen­ 

ses. His claim will be based on the unabsorbed balance of expenditures in 

these pools at the end of his taxation year, at a rate of one hundred per cent 

for CEE, thirty per cent for CDE, and ten per cent for COGPE. To the extent 

that the investor does not deduct the balance of his cumulative expense pools, 

the balance can be carried forward and used as deductions in subsequent taxa­ 

tion years. If the expense pool 1s a negative amount at the end of the taxa­ 

tion year (because of Petroleum Incentive Program payments), the negative 

amount must be included as income for the taxation year (Sullivan, 556). 

4. THE PETROLEUM INCENTIVE PROGRAM 

As noted above, the cumulative expense pools for CEE and CDE are reduced by 

any payments received under the Petroleum Incentive Program (PIP) that has been 
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in existence from 1981 to 1986. In 1986, the volume of PIP grants had been 

greatly phased down, but some grants will continue to be paid over the follow­ 

ing two or three years. The PIP has provided for a system of direct cash 

grants for oil and gas exploration and development that had been delivered 

through the tax system (earned depletion) because tax-based incentives were of 

little benefit to non-taxable corporations. It favored Canadian corporations 

(and individuals) by providing major incentives that are outside of the tax 

system. 

Only those businesses that were fifty per cent or more Canadian-owned and 

controlled were entitled to PIP grants. The size of the grants obtainable 

depended, in addition, on the type, location, and timing of the expenditures. 

For example, an applicant with a Canadian ownership (COR) of ·Level-l· (being 

at least seventy-five per cent Canadian-owned and -controlled) was entitled to 

receive a payment in cash of thirty-five per cent of eligible exploration 

expenses, and twenty per cent of eligible development expenses where made on 

provincial lands (Struck, 319). In the case of exploration expenses on Canad­ 

ian lands, the PIP escalated to eighty per cent of eligible expenses. PIP 

grants were concentrated in a few corporations, and indeed, eighty-five per 

cent of total PIP payments made by the government in 1982 were received by ten 

corporations. 

It is the corporation, and not the shareholder, that is qualified to apply 

for a PIP grant. But usually, provision is made for such grants to be received 

by the corporation in trust for the investor, and are distributed to him with­ 

out undue delay (Flynn, 627). The receipt of such grants by the investor 
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substantially improves the yield on the flow-through share. Thus, high COR 

corporations can achieve considerably mare attractive terms of 'issue than can 

low COR corporations. 

Since it is the corporation and not the investor that applies for and 

obtains the PIP grant, PIP payments are not included in the investor's income 

for tax purposes. However, they are applied to reduce the investor's cumula­ 

tive CEE or CDE pool. The reduction occurs when the investor receives, or is 

entitled to receive, the PIP payment. Generally, the PIP incentive is not 

applied for in the taxation year in which the eligible expenditure is made, and 

the expense pools are not reduced until the next year. 

In some instances, however, PIP payments will be used by the corporation, 

acting as agent for the investor, to incur further resource expenditures. the 

corporation's cumulative CEE and CDE accounts fram past years are reduced. By 

doing this, the reduction of the investor's cumulative CEE or CDE is avoided. 

In place of the forgone PIP payments, the investor could receive either addi­ 

tional flow-through shares, or obtain a reduction in the subscription price for 

the initial flow-through shares (Flynn, 628). 

5 • AN EXAMPLE OF A FLOW-THROUGH SHARE 

An example of a typical flow-through issue in the oil and gas sector, and 

the tax implications to a new investor in the fifty-per-cent tax bracket in­ 

vesting in a corporation which is one hundred per cent Canadian-owned and 

involved 1n a project on provincial lands, 1s given in Table 1. 
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In the example, the investor spends $700 on Canadian exploration expenses 

(which carry a one hundred per cent deduction), and $300 on Canadian develop­ 

ment expenses (which carry a thirty per cent deduction). The total write-off 

tax purposes obtainable in Year 1 as a result is $790. 

If the corporation applies for the PIP grants in the year following the one 

in which the expenditures are made, then one hundred per cent of the CEE can be 

written off in Year l, and the CEE pool balance will be zero. However, the CDE 

pool balance will be $210, because only $90 (thirty per cent of the expenses) 

may be deducted. In addition, the investor will be entitled to receive PIP 

incentive payments in Year 2 amounting to thirty-five per cent of exploration 

expenses, and twenty per cent of development expenses. These PIP payments must 

be deducted fram the respective CEE and CDE pools. In the case of the CEE pool 

which is zero, the PIP payment for exploration expenses of $245 is treated as 

income. This is because there is no cumulative CEE balance from which the PIP 

may be deducted. In the case of the CDE pool, since there is a balance remain­ 

ing from which a $63 write-off is available in Year 2, the PIP payment of $60 

for development expenses made in that year is deducted to give a net CDE de­ 

duction of $3. Thus, the taxable income in Year 2, which stems solely from the 

PIP payments, is $242. 

Applying the relevant deductions and PIP payments, the after-tax cost of 

the $1,000 investment within a two-year frame works out to be $421. If tile 

cost funds (r) are taken into consideration, the after-tax cost will be 

slightly higher or equal to $1,000 - 395 - 426/(1-r)). 
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Table 1 

Calculation of Tax Deductions for Flow-Through Shares 

CEE CDE 'l'otal 

Year 1 

1- Resource expenditures 

a) CEE $ 700 $ 700 
b) CDE $ 300 300 
c) Total 700 300 1,000 

2. Deductions 

a) CEE (at 100%) $ 700 $ 700 
b) CEE (at 30\) s 90 90 
c) Total 700 90 790 

3. Pool Balances 

a) CEE (l-2a) -0- -O- 
b) CDE (1-2b) $ 210 s 210 

Year 2 

4. PIP Payments 

a) 35% of exploration (la*0.35) $ 245 $ 245 
b) 20% of development (3b*O.3 ) $ 60 60 
c) Total 245 60 305 

5. Deductions 

a) CEE @ 100\ (3a*1) -0- -D- 
b) CDE @ 30% (3b*0.3) $ 63 $ 63 
c) Total -0- 63 63 

6. Pool Balances 
a) CEE (3a-Sa) -0- -D- 
b) CDE (3b-5b) $ 147 $ 147 

7. Income 

a) From PIP (4c) $ 245 $ 60 $ 305 
b) Net Income (7a-Sc) 245 (3 ) 242 



Before tax expenses 

Less tax deductions in Year 1 (790*50%) 

Less PIP payments in Year 2 

Plus income tax in Year 2 (242*50%) 

After-tax cost 

$1,000 
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395 

305 

121 

$ 421 

6. MINING DEPLETION ALLOWANCE, TAX TREATMENT OF SHARES 

As noted earlier, the actual expenses for exploration and development in 

the natural-resources field are deductible in computing income. In addition, a 

further deduction, the depletion allowance, is permitted as an additional 

incentive in the mining sector (ITA Section 65 (2». The depletion allowance 

permits an investor to deduct specified allowances in respect to oil and gas 

wells or mineral resources in calculating income. The basic rule provides that 

a) an investor earns $1 of depletion base for each $3 of qualifying expendi­ 

tures, and b) he may deduct from his depletion base up to a maximum amount 

equal to twenty-five per cent of income from any source, provided that the 

deduction does not exceed his earned depletion base. Thus, an investor will be 

able to obtain an immediate 133-1/3-per-cent deduction in respect to minimum 

exploration expenses (CEE) if he has sufficient taxable income (Taves, 229). 

The only mining expense that qualifies as a development expense (CDE) is the 

cost of the lease or license (Ward, 14-37). 

The increase in the use of flow-through shares to raise equity capital can, 

in large part, be traced to changes in their tax treatment. Prior to the 

budget of November 12, 1981, flow-through shares were deemed to be inventory 
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rather than capital property and with a base cost of nil (ITA Section 66.4). 

Tax treatment as inventory meant that when the shares were sold, the proceeds 

of the sale were taxed fully as income. On the other hand, tax treatment as 

capital property means that the proceeds of the sale are taxed as capital gains 

at a rate one-half that of income. Because of the unfavorable tax treatment 

given to flow-through shares relative to limited partnerships prior to 1982, 

the latter were the after-tax financing vehicle most often used to raise equity 

capital for corporations. However, the November 12, 1981 amendments to the 

Income Tax Act permitted flow-through shares to be classified as either invent­ 

oryor capital property (Taves, 211). 

of course, to changes in the cost base of those shares). The corporation, 

Flow-through shares continue to be treated as having been acquired at a 

cost of nil for tax purposes. Therefore, when the shares are later sold by the 

investor, the capital gain realized will be equal to the sale price (subject, 

therefore, gives up one hundred per cent of the deductions relating to the 

resource expenditures, while the investor, if he were to sell the share immedi­ 

ately, effectively receives a deduction for only fifty per cent of those ex­ 

penditures because of the capital gains tax that would have to be paid. On the 

other hand, if the flow-through shares when sold are considered to be inventory 

(as is the case with all flow-through shares purchased before November 13, 

1981), the proceeds of such sales may be offset against the balances in the 

CEE, CDE, and COGPE accounts. This offset is not available if these flow­ 

through shares are treated as capital property (Flynn, 625). 
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In the evaluation of the tax benefit from these instruments, the timing of 

the tax deduction and the taxation of the gain on the shares is critical. In 

the absence of flow-through shares, such tax deductions must be carried forward 

until the company comes into a taxable position. The flow-through share allows 

the tax deductions to be taken immediately, or soon after the expenditures have 

been made, while postponing the tax on the gain on the shares until the time 

that the investor decided to sell them. The changes in the capital-gains laws 

proposed in the May 1985 budget that eliminated capital gains tax from the 

first $500,000 of capital gains will have an important impact on flow-through 

shares. After 1985, no capital gains tax will be paid on the final sale of the 

shares by those individuals who have not reached their cumulative limit for the 

capital-gains tax exemption. 

7. LIABILITY AND TIMING OF CASH FLOWS 

In any financing arrangement, the investor is concerned with limiting his 

liability to third parties to a minimum. This concern takes on a special 

importance with reference to flow-through shares because prior to the 1986 

Budget, to obtain the tax benefits the investor had to be put in the legal 

position of incurring the expenditures himself. The prospect of unlimited 

liability resulting from some unforeseen catastrophe presents a deterrent to 

investments in flow-through shares; or if such risks were insured, adds to the 

transaction costs of this financing scheme. Corporations issuing these instru­ 

ments usually entered into a covenant with the investor to maintain adequate 

insurance with respect to operations. The corporation could also premise to 
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indemnify the investor against any losses or damages incurred as a result of 

the relevant operations (Taves, 217). 

However, trying to obtain protection against unlimited liability may give 

rise to another serious complication. This is because the technical require­ 

ments of the Income Tax Act provide that to claim deductions in respect to CEE, 

CDE, and COGPE, none of the investor's money should be spent on expenses other 

than CEE, CDE, or COGPE. Guarantees and indemnity contracts entered into by 

the corporation and the investor could be construed as being impermissible 

outside expenditures. To get around this problem, any agreement should be 

structured so that the investor pays a special indemnity fee to the corporation 

separate from the funds to be used for the resource expenditures. In other 

words, there must be no mixing of the funds. 

A method used to guarantee the proceeds of PIP payments for the investor 

has been for the corporation to issue to the investor two classes of shares for 

the expenses incurred by him. One class of shares represents flow-through 

shares; the other is a class of preferred shares that provides for their re­ 

demption for a) a nominal amount if the PIP payments are received, or b) an 

amount related to the PIP payments that the investor reasonably expected to 

receive, but did not receive (Flynn, 628). 

Matching the timing of expenditures and financing is another constraint to 

the use of flow-through shares. Corporations want to raise capital when prices 

and profits, which vary with cyclical conditions, are high, and therefore need 

flexibility with respect to the timing and mix of the expenditures. Investors, 



- 16 - 

on the other hand, are mostly concerned that the expenditures are incurred in 

the year in which their investments are made, in order to set off against 

current tax liability. Recently the rules have been changed to allow expendit­ 

ures made up to February 28 of the following year to be used to reduce taxable 

income in the year. 

The proposals in the Budget of February 26, 1986 eliminate the problems 

concerning investor liability. Now, the operator can undertake the expendi­ 

tures and renounce them for taxation purposes to an investor up to the amount 

of the share purchase made by the investor. As a consequence of the proposed 

amendment, the effiCiency of flow-through shares should be improved. 

Finally, it should be noted that the expenditures incurred by an investor 

for the flow-through shares of a corporation may be exchanged for flow-through 

shares in another corporation. This entitles an investor to obtain additional 

liquidity in terms of the marketability of his investment. This approach might 

be desirable, for instance, in a parent-subsidiary situation where the subsidi­ 

ary is not listed for trading on the stock exchange, but the parent is. There­ 

fore, an investor could incur expenditures in the subsidiary's project, and 

receive flow-through shares that are convertible into shares of the parent 

corporation (Taves, 222). 

8. PRICING OF FLOW-THROUGH SHARES 

The maximum an investor would be willing to pay for a flow-through share is 

the market value of the share after it is free of all its special tax features, 
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plus the present value of these features. At the same time, the minimum the 

issuer is willing to accept is the value of the share if it were sold on the 

market without the tax features, plus the present value of the tax benefits he 

is giving up by renouncing them to the flow-through share investors. 

If these instruments are efficient, the market price should be close to the 

maximum amount the investor should be willing to pay. Additional transaction 

costs or risk incurred by the investor will tend to reduce the amount the 

investor is willing to pay, hence, reducing the efficiency of the instrument as 

a device to deliver a tax incentive. 

Let us denote the market value o[ a company's ordinary share as S, the 

value of tile Petroleum Incentive grants as a percentage of total expenditures 

as P, the present value of Canadian Exploration Expense deductions expressed as 

a proportion of the value of total flow-through share receipts as KCE, the 

present value of Canadian Development Expenditures as a proportion of the value 

of total flow-through share receipts as KCD, the present value of Canadian oil 

and gas property expenses as a proportion of the current value of total flow­ 

through share receipts as KCOGPi tile effective rate of personal income tax (in 

present value terms) as tp' the effective rate of capital gains tax (in present 

value termsl as te' and the maximum price an investor would pay for a flow­ 

through share as X. As the adjusted cost base of a flow-through share is zero, 

the expression relating the market price of an ordinary share to the maximum 

price of a flow-through share is: 

(1) X S + XP + (X-XP) [(KCE)(tp) + (KCDltp + (KCOGPltp)] - Ste. 
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Simplifying, we obtain:l 

In Table 2, equation 2 is evaluated for an oil and gas flow-through share 

that has a value of $100 in the market after all the tax benefits have been 

separated from it. Case I considers three different mixes of CEE, CDE, and 

COGPE activity when the shares are either sold immediately (effective rate of 

capital gains tax is = .25), and when they are held for five years (effective 

rate of capital gains tax = .12, when discount rate is a nominal twenty per 

cent). Case II considers the same six tax situations when the PIP grant is 

thirty-five per cent on all expenditures, while Case III deals with these 

situations when the PIP grant is eighty per cent. 

The different levels of PIP pa~nents should cause the premium an investor 

would be willing to pay for a flow-through share to rise dramatically. We 

find, however, that if the amount of PIP grants received are subtracted from 

the pr ice of the flow-through share, the residual is a constant multiple of the 

market value of the company's shares no matter what the levels of PIP grants 

are. The premium that people should be willing to pay for a flow-through share 

after the PIP grants are deducted is a function of the proportion of expendi­ 

tures made on CEE, CDE, COGPE, the personal tax rate, the length of time the 

share is held before sale (which determines the effective rate of capital gains 

tax), and the discount rate. 
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Table 2 

Maximum Price Investor Would Pay for Flow-Through Shares of Petroleum 
Companies, if No Tr ansaction Costs* 

KCE KCD tp tc Maximum Maximum Maximum 
Price (X) Price Less Premium 

PEP Grant Less PIP 
Grant 

1 2 3 4 5 6 7 

Case I - (No PIP Gr ant), KCOGP = 0, S = 100 

A 1 0 .5 .25 150.0 150.0 50.0 
B 1 0 .5 .12 176.0 176.0 76.0 
C .7 .22 .5 .25 138.0 138.0 38.0 
D .7 .22 .5 .12 163.0 163.0 63.0 
E .5 .36 .5 .25 132.0 132.0 32.0 
F .5 .36 .5. .12 154.0 154.0 54.0 

Case II - 35 Per Cent PIP Grant, KCOGP = o , s = 100 

A 1 0 .5 .25 231.0 150.0 50.0 
B 1 0 .5 .12 271.0 176.0 76.0 
C .7 .22 .5 .25 212.0 138.0 38.0 
D .7 .22 .5 .12 251.0 163.0 63.0 
E .5 .36 .5 .25 203.0 132.0 32.0 
F .5 .36 .5 .12 237.0 154.0 54.0 

Case III - 80 Per Cent PIP Grant, KCOGP = 0, S = 100 

A 1 0 .5 .25 750.0 150.0 50.0 
B 1 0 .5 .12 880.0 176.0 76.0 
C .7 .22 .5 .25 690.0 138.0 38.0 
D .7 .22 .5 .12 815.0 163.0 63.0 
E .5 .36 .5 .25 660.0 132.0 32.0 
F .5 .36 .5 .12 770.0 154.0 54.0 

*A twenty-per-cent nominal rate of discount is used in this analysis. This was 
approximately the financial rate of discount used to evaluate such instruments 
at the time in 1982-84, when the various share issues examined later in the 
paper were sold. 
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From Table 2, column 6, we find that in these examples, the maximum 

amount an investor should be willing to pay, after deducting PIP grants, varies 

from 132 per cent of the market value of an ordinary share of the company, to 

176 per cent. The low estimate is a case where fifty per cent of the funds are 

used for development expenditure, and the investor sells the share immediately. 

If he were to hold the share for five years before selling, he should be will­ 

ing to pay 154 per cent of the normal market value of the shares. The 176- 

per-cent case reflects a situation of one hundred per cent exploration expendi­ 

tures, and the share is held for five years before being sold. 

In summary, the amount that an investor is willing to pay for a flow­ 

through share is larger, the higher is the individual's marginal tax rate, the 

greater the proportion of expenditures spent of CEE, and the longer he expects 

to hold the share. From these examples, the investor should be willing to pay 

a premium (Table 2, column 7) for a flow-through share of between thirty-two 

per cent and seventy-six per cent over the normal price of a share net of PIP 

grants. 

9. COST-EFFECTIVENESS OF FLOW-THROUGH SHARES 

The estimation of the efficiency of the flow-through mechanism can be made 

through an analysis of the components of a typical flow-through share. The 

illustrative calculations show the amount of tax revenues that must be forgone 

by the government in order to provide a non-taxable corporation with an addi­ 

tional dollar of tax benefits delivered through the use of flow-through shares. 
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Take the case of a corporation in the oil and gas field which wishes to 

make $700,000 of exploration expenses and $300,000 of development expenses. 

Suppose the corporation is not eligible for PIP, owing to its low COR rating, 

and is also not taxable for ten years, and its ordinary shares sell at 

$lOO/share. If the flow-through shares were completely efficient, they should 

sell for $163/share, as shown in Table 2, Case I, Row D, Column 6. However, 

for illustration purposes, let us suppose they are not completely efficient, 

and instead sell at $130/share, thus yielding a $30 premium. 

The reason that an investor will be willing to pay this premium is the 

avaHability to him of the $91 immediately deductible CEE and the $39 of CDE 

deductions that can be taken by him at a thirty-per-cent declining balance 

bas:ls. The present value to these deductions, using a discount rate of twenty 

percent, can be calculated as follows: 

Value of tax deductions gained by investor = (Deduction) (Rate of CCA) 

(Personal Tax Rate) 

Year 0 91 + (39.0*.30) *.50 = 51.4 
1 27.3*.30 *.50 = 4.1 
2 19.1*.30 *.50 = 2.9 
3 13.4*.30 *.50 = 2.0 
4 9.4*.30 * .50 1.4 
5 6.6*.30 * .50 = 1.0 

PV(i) = 51.4 + 4.1/1.2 + 2.9/(1.2)2 + 2.0/(1.2)3 + 1.4/(1.2)4 + 1.0/(1.2)5 + 

59.50 
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For a flow-through share not to fall into the forbidden ·prescribed· cate­ 

gory, the issuer cannot be required to buy back the share for five years. If 

the investor were to sell the share in five years for $100, he would have to 

pay $25 as capital gains tax at that time because of the zero cost base of the 

share.2 

Present value of capital gains tax = 25/(1.2)4 = 12.08 

Present value of investor's net tax benefits (PV(n) = 59.50 - 12.08 = 47.42 

From the above calculation, it can be seen that by being able to begin 

immediately to utilize the CEE and CDE deductions, the investor garners $47.42 

worth of tax deductions for which he has paid the $30 premium. The corpora­ 

tion, because it is non-taxable for ten years, would have been able to claim 

these deductions beginning in the tenth year. The present value of these 

deductions, which are lost to the corporation when they renounced, can be 

calculated as follows: 

Tax deductions lost to corporation (@ 50\ tax rate) 

PV(c) = 51.4/(1.2)9 + 4.1/(1.2)10 + 2.9/(1.2}11 + 2.0/(1.2)12 + 1.4/(1.2)13 + 

1.0/(1.2)14 + ••. 

=11.53 

The benefit to the corporation of engaging in the flow-through transactions 

is equal to the excess of the premium it receives over the present value of the 

tax deduction it has given up. 
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The cost to the government of this transaction is equal to the tax revenues 

it loses because of the ability of the investor to claim the CEE and CDE deduc­ 

tions immediately, instead of having them deducted after a ten-year delay. 

Benefit to corporation = Premium - PV(c) = 30 - 11.56 = $18.44 

Cost to government = PV(n) = PV(c) = 59.50 - 11.53 = $47.97 

Thus, in this example, the government loses $2.6 worth of tax revenue for 

every $1 that the corporation receives.3 

10 COST EFFECTIVENESS OF FLOW-THROUGH SHARES: SEVEN CASES 

In 1982-83 there were a number of flow-through share issues in the petrol­ 

eum and mining sectors. The issues raised in total over $100 million of 

financing for exploration and development expenditures. From 1983 to 1985, the 

use of this after-tax financing instrument declined because of the effect of 

the recession on mining activity and the existence of the cash grants under the 

Petroleum Incentives Program. The PIP grants both reduced the co~panies' need 

for such financing, and increased the likelihood that a significant n~lber of 

petroleum companies would become taxable in the near future. With the improve­ 

ment in the economic climate of the mining industry in 1986, and the phasing­ 

out of the PIP grants, the use of flow-through shares as an after-tax financing 

vehicle is again increasing. 
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In this study, we wish to examine seven flow-through share issues that were 

undertaken prior to 1985 to determine their cost-effectiveness as a method of 

providing a tax incentive. While these cases have not been selected in a 

purely random fashion, any systematic bias is not intended. The availability 

of sufficient information has been the principal criterion in determining which 

share issues are studied. 

In Table 3 (column 1), the actual premium investors were willing to pay for 

a number of issues of flow-through shares are reported. The results of the 

estimation of the revenue cost per dollar of incremental benefits received by 

the corporations are presented in Table 3 (columns 2 and 3). 

Only in the case of Firm A's flow-through share issue did the actual prem­ 

ium fall within the range defined by the cases in Table 2. It was a converti­ 

ble preferred issue of at least five years to maturity, and was used primarily 

for exploration. Even in this case, if it had been fully efficient, it should 

have yielded a premium of over seventy per cent net of PIP grants, (Table 2, 

Row B, Column 7), instead of the forty-five-per-cent premium it actually sold 

for. 

The company would have had tax deductions net of PIP equal to approximately 

145 per cent of the normal price of their share if a flow-through share issue 

had not been made. Let us assume that the company would use a nominal discount 

rate of twenty per cent, and that the company could not use the tax deductions 

for ten years. For every $100 of normal shares sold, the flow-through shares 

would cause the company to give up $145 of deductions that would have a present 
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value of $28.10. If the company has a marginal tax rate of forty-eight per 

cent, then the present value of the increased taxes due to the company giving 

up these deductions is $13.49. Hence, the company has gained the difference 

between the premium of $45, and the $13.49 of increased taxes, or $31.51. 

The incremental revenue cost to the government, if there is no capital 

gains tax, is the difference between the value of the tax deductions taken, 

i.e., 145(tp) or $72.50 if tp D .5, and the present value of the taxes that 

would have been eliminated if the deductions were taken inside the company of 

$13.49. Hence, with 1985 changes in the capital gains rules in place, the 

incremental revenue cost is $59.01, and the cost per dollar of additional 

benefits received by Firm A was 59.01/31.51, or $1.87. 

At the time these shares were sold, the investor expected to have to pay 

capital gains tax. This would have amounted to about $12.08 in present value 

terms if the shares were sold in five years' time. With this capital gains tax 

in place, the incremental revenue cost would have been (59.01 - 12.08) = 

$46.93. The cost/benefit ratio would have been 46.93/31.51, or $1.49. 

If we change the assumptions on the length of time until the company would 

be taxable from ten years to five years, then the present value (at twenty per 

cent) of the tax deductions given up by the company would have amounted to 

$70.05, with a value of reduced taxes of $33.62. In this case, the company 

would have gained (45.00 - 33.62), an amount of $11.38. The incremental cost 

to the government, if no capital gains tax, would be (72.50 -33.62) or $38.88. 

Hence, the cost to the government is $3.42 per dollar transferred to Firm A. 

J 
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With a capital gains tax in place, the incremental cost to the government would 

have been (72.50 - 33.62 - 12.08), or $26.80. In this case, the revenue cost 

per dollar of tax benefits received by the company is 26.80/11.38 = $2.36. 

Firm B used sixty per cent of its funds on CEE, twenty-five per cent on 

COE, and fifteen per cent on COGPE. Hence, in terms of the variables in equa­ 

tion 2, the value of CEE • .6, CDE • .18, and COGPE •• 06. As common shares 

were issued with the flow-through feature, let us assume that they were in turn 

resold by the investor immediately, hence, te •• 25 if tp • .50. In this 

situation, equation 2 would indicate that the premium associated with zero 

transactions costs would be twenty-nine per cent. If the share were held five 

years before being sold, then the maximum premium would be thirty-four per 

cent. The actual premium obtained by the issuer was 11.1 per cent. 

For Firm B, the tax deductions they gave up to the flow-through share 

purchasers were equal to approximately 111 per cent of the normal value of the 

shares. That is, they were able to sell these shares at a premium (net of PIP 

grants) of about eleven per cent over the price of ordinary common shares. If 

the company would have been taxable in ten years' time, then the present value 

at the time of issue to the CEE, CDE, and COGPE expenses given up would only be 

equal to $18.06 for every $111 of expenditures undertaken. This estimate is 

made using the mix of sixty per cent CEE, twenty-five per cent CDE, and fifteen 

per cent COGPE, the mix of expenditures undertaken by Firm B. A twenty per 

cent nominal rate of discount was used in calculating the present values. At a 

forty-eight per cent corporate tax rate, the tax value of the deductions given 

up would amount to $8.67. 
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For the investor who can start deducting the CEE, CDE, and COGPE now at 

rates of one hundred per cent, thirty per cent, and ten per cent respectively, 

these deductions have a present value (at twenty per cent) of about $93.20 per 

$111 of investment in the flow-through shares. If he is in the fifty per cent 

personal income tax bracket, then the cost to the government is $46.60 when 

there is no capital gains tax on the subsequent sale of the shares. 

From this sale of flow-through shares, Firm B gained the share premium of 

$11.00, but gave up tax deductions of $8.67 per share. It was attractive for 

the company to undertake this transaction because they gained $2.33 per share 

used to raise funds for explanation and development activities. 

The net tax cost to the government, if no capital gains tax, was ($46.60 - 

$8.67) - $37.93. 

Hence, per $111 of flow-through shares sold, the revenue cost was $37.93, 

and the gain to the company was $2.33, for a cost/benefit ratio of $16.28 of 

cost per $1 of benefit. If Firm B were to become taxable in less than ten 

years, the efficiency of this flow-through share issue is even worse. 

If there were a capital gains tax in place, as was expected when these 

shares were sold, the incremental tax cost to the government would have been 

reduced by about $12.08 if the shares are held for five years. Hence, the 

revenue cost would be reduced to $25.85 for $2.33 of benefits to the operator, 

yielding a cost per dollar of transfer of $11.09. 
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In the case of Firm C, their flow-through share issue went seventy-five per 

cent for CEE and twenty-five per cent to reduce their debt. It was an issue of 

cammon shares. If these shares were sold immediately, then the maximum premium 

would be equal to twenty per cent over the common shares market value without 

the flow-through provision. If the cammon share were to be held for five 

years, the maximum premium would be equal to forty-one per cent of the shares' 

normal market value. The actual premium was 5.2 per cent. 

To measure the efficiency of this flow-through share issue, we again assume 

that the company would not be taxable for ten years, and uses a discount rate 

of twenty per cent. However, under these conditions, the company should not 

have sold the shares because the present value of the tax deductions given up 

amounted to $15.29 per $105.20 of funds raised with a tax cost of $7.34. When 

they sold the shares, they only obtained a premium of $5.20 in excess of the 

PIP grants. 

To take an extreme set of assumptions, let us suppose that Firm C would 

never be taxable. In this situation, they gained $5.20 per $105.20 of funds 

raised. At the same time, the revenue cost to the government, if no capital 

gains tax, would be $78.90 x .5, or $39.45 per $100 of funds raised. 

In this case, the cost/benefit ratio is $39.45/$5.20, or a cost $7.59 per 

$1.00 of benefits received by Firm C if there is no capital gains tax. If 

there were a capital gains tax, the cost/benefit ratio is (39.45 - 12.08) 

/$5.20, or a cost of $5.26 per $1 of benefits. 
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Firm D's issue of common flow-through shares sold for a premium of 15.8 per 

cent net of PIP grants over its normal common share price at the time. Because 

seventy per cent of the expenditures were for CEE and thirty per cent were for 

CDE, the premium net of PIP grants should have been between thrty-eight and 

sixty-three per cent, lf it were a perfectly efficient financial instrument 

with no transaction costs. 

In this case, if the company would not have been taxable for ten years, the 

present value (at twenty per cent discount rate) of the CEE and CDE expendi­ 

tures given up would be $14.00 with a tax value of $6.72 per $115.80 of fund­ 

ing. The Firm C flow-through share issue earned a premium of $15.80. Hence, 

the company had a net gain of $9.08. 

The present value of the tax deductions obtained by the investor (at twenty 

per cent discount rate and no capital gains tax) amounted to $72.25 per $115.80 

of financing, with a revenue cost of approximately $36.13. Hence, the cost/ 

benefit ratio for this flow-through share issue was $36.13/9.08, or $3.99 of 

costs per $1 of benefits. 

With the capital gains tax in place, and the shares sold after five years, 

the revenue cost to government would be approximately ($36.13 - $12.08) = 

$24.05. The cost/benefit ratio would then have been 24.05/9.08, or $2.65 per 

dollar of tax benefits transferred. 

J 
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In the cases of the flow-through share issue of Firms E and F, the premiums 

realized were either close to zero or negative. In these cases, the revenue 

costs were between $38.00 and $50.00 per $100 of financing, even though few, if 

any, benefits were realized by the firms. 

The mining issue of flow-through shares by Firm G is of interest for two 

reasons. First, it was priced so that the issuer would receive greatest prem­ 

ium over the price of its common shares, as compared to any of the other cases 

examined here. Second, the issue faced a lack of investor enthusiasm in the 

market. 

It was a one hundred per cent CEE and a common share issue, and yielded a 

premium of about fifty-one per cent over the normal market value of the shares. 

Given that the mining sector also enjoys a 33.3 per cent depletion allowance, 

the total deductions given up by the company are 151 (1.333) = $201.28. These 

deductions have a present value of $39.00 if the company was not to be taxable 

for ten years and present value of taxes saved of $18.72. 

The investor will receive the total deductions of $201.28, which has a tax 

value of $100.64. In this case, the incremental revenue costs to the govern­ 

ment if no capital gains tax is ($100.64 - $18.72) = $81.92, and the gain to 

the company in present value terms is ($51.00 - $18.72) = $32.28. In this 

case, the cost/benefit ratio of this flow-through share issue is $81.92/$32.28, 

or $2.54 of costs/dollar of tax benefits transferred. 
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Table 3 

Premiums Paid on Flow-Through Shares as Per Cent of Market Price of Normal 

Share and Their Cost-Effectiveness 

Actual Share Revenue Costs/$ of Revenue Costs/$ of 
Premiums Net of Benefit Transferred Benefit Transferred 

PIP Grants if Capital Gains Tax if No Capital Gains 

Petroleum 

Firm A 45.3\. $1.49 to $ 2.36 $1.87 to $ 3.42 

Firm B 11.1 11.09 16.28 

Firm C 5.2 5.26 7.59 

Firm D 15.8 2.65 3.99 

Firm E -5.2 not def In ed not defined 

Firm F 0.4 not defined not defined 

Mining 

Firm G 51.0 $2.16 to $ 9.56 $2.58 - $12.31 

*It is assumed that the PIP grants were received one year after the shares were 

sold. 
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If there were a capital gains tax in place where the shares would be sold 

in five years' time, then using a twenty-per-cent nominal discount rate would 

mean that about $12.08 of taxes would be paid (in present value terms). Hence, 

the cost/benefit ratio for this issue would become ($81.92 - $12.08)/$32.28, or 

$2.16 of revenue is lost per $1 of benefits transferred. 

If Firm G would have been taxable in five years, the present value of the 

taxes benefits they give us by issuing the flow-through shares would be equal 

to $46.61. Hence, the net benefit the company receives from this flow-through 

share issue is ($51.00 - $46.61) = $4.39. In this case, the cost/benefit ratio 

without capital gains tax is ($100.64 - $46.61)/$4.39 = $12.31 per dollar of 

tax benefits transferred. With a capital gains tax, the cost/benefit ratio is 

$41.95/$4.39, or $9.56 of revenue costs per dollar of net tax transfers. 

In this case, even though taxpayers gave up from $2.23 to $12.31 of tax 

benefits for every dollar gained by the firm, investors still did not find this 

share offering attractive. These estimates of cost indicate an alarming degree 

of inefficiency created by the use of this method of after-tax financing. 

As long as the premium received on the sale of the flow-through share is 

greater than the present value of the future tax deductions given up by the 
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firm, such an after-tax financing instrument will be attractive to issuers. At 

the same time, the revenue cost to the country of using this type of instrument 

to enable firms to make better use of their tax deductions has been tremendous. 

As we have found from these examples, the levels of economic waste have usually 

been multiples of the tax benefit obtained. If the efficiency of the flow­ 

through shares is any indication of the efficiency of other after-tax financing 

instruments, this evidence would suggest that such instruments should not be 

used to deliver tax incentives. 

11. CONCLUSIONS 

Flow-through shares are a very inefficient financial instrument for utiliz­ 

ing tax deductions because they are a very complex instrument, and difficult 

for investors to evaluate and promoters to market. When investors have diffi­ 

culty understanding the provisions of a financial instrument, they will cer­ 

tainly be willing to pay less for it. 

The actual empirical experience with this after-tax instrument illustrates 

the importance of the design of tax-based financial instruments. While this 

instrument was designed to give tax relief to firms that could not use the 

generous incentives provided to the Canadian resource sector, its main function 

has been to waste large amounts of tax revenue on financial and legal "middle­ 

men", and to compensate investors for unnecessary risk. While the tax system 

has often been suggested as an efficient means of channeling incentives, these 

results indicate that it operates with a level of hidden inefficiency that 
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would not likely be tolerated in a system of open subsidization or direct 

government expenditures. 

It is clear from the evaluation of this after-tax financial instrument that 

not enough thought was given to the design efficiency of this instrument by the 

taxation authorities who created it. If the objective is to provide tax incen­ 

tives to the operating firms, then the features of this instrument that require 

agency agreements and insurance in order to make them marketable, are operating 

at cross purposes to that objective. It is heartening to note that the recent 

proposals by the Minister of Finance (Budget 1986) will help to reduce some of 

the transaction costs associated with this type of after-tax financing. 

This analysis also indicates that a rate of direct refundability for these 

tax deductions that is substantially less than their value for a fully taxable 

firm, would be much more attractive to non-taxable operating mining and petrol­ 

eum companies than the option of issuing flow-through shares. It would also be 

much less costly in terms of the loss in tax revenues to the government. 



Notes 

, 
Financial support for this study was provided by the Economic Council of 

Canada. The research assistance of Jehan Perera during the completion of this 

study has been greatly appreciated. The comments and suggestion~ of Mireille 

Ethier, Graham Glenday, Victor Peters, Steven Richardson, and David Sewell on 

an earlier draft report were very helpful. Any errors that remain are the 

responsibility of the author. 

1. The analysis is done here with a capital gains tax in place because that 

was what was expected in 1982-84, when the shares that are examined in 

detail in this paper were issued. 

2. This applies to the period prior to 1985, and before the $500,000 capital 

gains exemption was introduced in Canada. 

• 

3. The revenue loss per dollar of tax transfer is the cost to the government 

of $47.97 divided by the net benefit to the operator of $18.44 . 



References 

Flynn, Gordon W., "Creative Equity Financing" in Report of Proceedings of the 
Thirty-Fourth Tax Conference. The 1982 Conference Report, Canadian Tax 
Foundation, Toronto, 1983. 

., Government of Canada, Income Tax Act (as amended), 1985 . 

Partners of Davies, Ward & Beck and Brian J. Arnold. Ward's Tax Law and Plan­ 
ning. The Carswell Company Limited, Toronto, 1983. 

Struck, J.D.A., "Evaluation of Oil and Gas Shelters: Impact of the Alberta 
Agreement and Budget of November 12, 1981". The 1982 Conference Report. 

Sullivan, Daniel F., "New Developments in Corporate Financing", Conference 
Report, Canadian Tax Foundation, Toronto, 1982. 

Taves, Kenneth E.G., "Flow-Through Shares: Expenses for Shares", Conference 
Report, Canadian Tax Foundation, Toronto, 1983. 

Minister of Finance, Securing Economic Renewal, Budget Papers, February 26, 
1986. 



HC/Ill/.E28/n.327 
Jenkins, Glenn P 
Cost-effectiveness 
of after-tax dubk 

c.l tor mai 

.. 


