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Understanding  
Flow-Through Limited Partnerships

Tax Planning Strategies For Investors



Over the past several years, the Department of Finance has 

moved to eliminate loopholes that are systematically exploited 

to save or defer taxes. It is reasonable to say that there are very 

few tax shelters that are currently permitted under the Act, one 

of which is flow-through shares.
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About flow-through shares

As a matter of tax policy, resource flow-through shares have 

been included in the Act to provide resource companies with an 

attractive method of raising funds for resource exploration and 

development activities. 

Canadian resource companies operating in the oil and gas, mining, base metals, and renewable 
energy industries often incur significant expenses associated with exploration and development 
activities. Often, these companies will issue flow-through shares to raise capital necessary to 
conduct these activities and allow them to renounce their Canadian Exploration Expenses (CEE), 
Canadian Development Expenses (CDE) or Canadian Renewal and Conservation Expenses 
(CRCE), (CEE, CDE and CRCE will be referred to as “CEE” in the remainder of this brochure.) to 
shareholders who can then claim deductions for tax purposes in respect of these expenditures. 

The issuing company agrees in writing to:

•  incur CEE at least equal to the extent of the amount of the consideration received for the 
shares, and

•  renounce these expenditures in favour of the shareholders, but only to the extent of the 
amount of capital invested by the shareholders.

The corporation must agree to incur these expenses after the agreement and within a two year 
period. Certain CEE incurred in a calendar year may be renounced with an effective date of 
December 31 of the previous calendar year. This means that investors may, in certain circum-
stances, claim tax deductions in advance of the underlying resource expenditures. 
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Taxation of flow-through shares

Tax reporting
Where a resource company has renounced resource expenditures to a partnership, the part-
nership must provide tax reporting to the limited partners on tax Form T5013 “Statement of 
Partnership Income”, within 90 days of the partnership’s fiscal year end. The amounts reported 
on this form include the amount of CEE renounced as well as the amount of CEE expenses that 
qualify for the Investment Tax Credit. Investors use these amounts to calculate their allowable 
deduction on Form T1229, Statement of Exploration and Development expenses. 

Resource deductions
In the case of flow-through limited partnerships investing in resource companies, resource 
expenses are a discretionary deduction. This means that the taxpayer may claim any part, or no 
part, of the deduction allowed in a year. This would make sense where the taxpayer has insuf-
ficient income or where the Alternative Minimum Tax (AMT) may be triggered. 
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Investment tax credits
A 15% investment tax credit (ITC) is available for that portion of an individual’s CEE for the 
year that relates to certain qualifying expenditures. An ITC received in a particular year may be 
deducted from an individual’s federal tax liability for that year. To the extent that the ITC can-
not be fully utilized in a particular year, it may be carried back 3 years or forward 10 years and 
applied against federal taxes owing in any of those years. An ITC cannot be applied to reduce 
liability for Alternative Minimum Tax. 
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Tax benefits
In addition to providing the potential for attractive investment returns, flow-through shares offer 
direct tax benefits. The tax benefits to an investor are based on two factors:

Tax savings

Investors who purchase flow-through shares usually enjoy a full deduction (over time) equal to 
their investment. Because CEE is allocated to the investor who can claim a deduction in respect 
of these amounts, this amount is generally fully deductible against any source of income. [CEE 
allocations flow through to investors, which can reduce the adjusted cost base of the flow-
through shares.] The tax savings reduce the “at risk” amount. Investors are likely to have a low 
or nil adjusted cost base in the flow-through shares. Therefore, when the flow-through shares 
are sold, the full proceeds of the sale are taxed as capital gains instead of just the increase in 
value above the purchase price. Since capital gains are effectively taxed at only one-half the rate 
of ordinary income, this tax rate differential generates potential tax savings.

Tax deferral

Deferring the sale of flow-through shares to a subsequent tax year defers the tax liability on  
disposition. Investors benefit from the time value of money associated with deferral of the  
tax liability. 

The tax benefits are enhanced where the taxpayer has:

•  Net capital losses carried forward (or potential to realize capital losses) against which to offset 
the capital gains from the disposition of the flow-through shares.

•  An expectation of being in a lower tax bracket when the capital gains on the flow-through 
shares are realized. 



Flow-through limited partnerships

What is a flow-through limited partnership?

Flow-through shares are generally acquired through a limited 

partnership to provide diversification and reduce risk. A limited 

partnership is a legal arrangement between a general partner 

who takes responsibility for managing the affairs of the 

partnership, and the limited partners (the investors) whose  

role is restricted to investing in the partnership.

An investor purchases units of a limited partnership, which in turn invests the funds in flow-
through shares of selected companies. The companies spend the funds received from these 
investments on activities that qualify as CEE, and then renounce the tax deductions associated 
with these expenditures to the limited partnership. The limited partnership allocates these tax 
deductions to its limited partners on a pro rata basis each year and the limited partners can 
deduct these when calculating their taxable income.

Advantages of flow-through limited partnerships 
Flow-through limited partnerships are ideal vehicles for investors who wish to receive all of the 
tax benefits of flow-through shares plus portfolio diversification and professional management. 
In addition, unlike regular partnerships, investors in limited partnerships are entitled to limited 
liability protection in most circumstances.
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On the pages that follow, we present several examples on how resource 
flow-through limited partnership units may be used in tax planning.

In each example three assumptions are made for simplicity:

1.  The flow-through investment is 100% tax deductible in the year that it is made. (In practice, 
the actual amount typically ranges from 90% to 100% with the balance deductible the follow-
ing year. Some amounts deductible in a future year may relate to the costs of organizing the 
limited partnership.)

2.  The value of the flow-through investment at maturity is the same as its original purchase price. 
(In practice, the value of the flow-through shares of each company may rise or fall during the 
period of investment, changing the value of the flow-through limited partnership units.)

3.  The investor has a 45% marginal tax rate and holds the investment as capital property. (Tax rates 
differ by province. Refer to Appendix 1 for a listing of the top marginal tax rates by province.)

Investors are cautioned to obtain professional advice, and to have an accountant 
prepare a pro forma tax return to avoid the risk of incurring Alternative Minimum 
Tax (AMT). The amount invested in limited partnership units should not exceed the 
maximum amount the investor may deduct without incurring AMT.
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Tax planning and  
flow-through limited partnerships

Investing in flow-through limited partnerships can be an 

important tool in tax planning. The chief benefits of investing in 

flow-through limited partnership units are tax deferral and the 

ability to derive tax-advantaged returns in the form of capital 

gains. There are numerous ways to use flow-through investments 

to either manage taxes or build an investment that is capable 

of enhancing cash flow year after year.
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Example1   Use limited partnership units to reduce taxable income
The power of flow-through investing can be compounded to generate free-flowing cash from a 
single $10,000 investment. This strategy is most suitable for individuals with current and antici-
pated high levels of income taxable at the highest marginal tax rate. In this example, the investor 
sets aside $10,000 to purchase Limited Partnership Units. In year 3, the securities purchased in 
year 1 will be sold and an identical amount will be invested in flow-through limited partnerships 
offered that year. In year 5 the securities purchased in year 3 will similarly be sold, with an offset-
ting new purchase made. The whole cycle will simply repeat itself every second year until the 
investor permanently redeems the limited partnership units.

Based on the assumptions outlined, the investor would generate after-tax cash flow of approxi-
mately $2,250 every second year, translating to an annual after-tax return of 10.68%. This 
strategy also provides the additional benefit of dollar cost averaging to mitigate the cyclicality of 
the resource sector. Of course the assumption that there will be no change in the value of the 
$10,000 invested will not likely be the case. The option is to “add to” or “let it ride” at whatever 
value is realized at the point of sale. 

Marginal tax rate 45%

A B C D E F G

Year

Amount 
(Invested) in LP 

units ($)
Amount Realized 
on LP units ($)

Net Amount 
(Invested in) 

Realized on LP 
units ($) Tax Refund ($)

Capital Gains 
Tax Paid ($)

Net Tax  
Refund ($) Total ($)

(A + B) (D + E) (C + F)

1 (10,000) – (10,000) 4,500 – 4,500 (5,500)

2 – – – – – – –

3 (10,000) 10,000 – 4,500 (2,250) 2,250 2,250

4 – – – – – – –

5 (10,000) 10,000 – 4,500 (2,250) 2,250 2,250

6 – – – – – – –

7 (10,000) 10,000 – 4,500 (2,250) 2,250 2,250

8 – – – – – – –

9 (10,000) 10,000 – 4,500 (2,250) 2,250 2,250

10 – – – – – – –

11 – 10,000 10,000 – (2,250) (2,250) 7,750



Example2   Use of limited partnership units by high-income 
seniors to reduce taxable income and avoid Old Age Security (OAS) 
and other clawbacks.
OAS benefits begin to be reduced when taxable income reaches $60,806 for year 2005. If a tax-
payer’s income reaches approximately $98,500, the OAS benefit is fully repaid. Other tax credits 
such as medical expenses are also a function of an individual’s net income.

A senior investor with a taxable income of $100,000 who makes a $40,000 investment 
in limited partnership units may receive a number of immediate benefits:

1. Additional current year tax reductions of approximately $18,000.

2. Full restoration of OAS of approximately $5,661 (2005 taxation year).

3. Possible additional medical tax credits.

Example3   Reducing source deductions
Employees may consider applying on Form T1213 to Canada Revenue Agency (CRA) to reduce 
the amount of tax withheld at source from their employer and receive an immediate tax benefit. 
Self-employed individuals who remit quarterly to CRA may reduce or eliminate quarterly tax 
instalment payments by investing in flow-through limited partnerships.

Members of professional partnerships who may be forced to include previously realized and 
deferred earnings might be interested in the offsetting deduction.

Example4   Managing registered accounts
Some taxpayers have accumulated significant amounts in their registered plans, and thus their 
retirement income may be quite large. Income received from registered plans is fully taxable at 
an investor’s marginal tax rate. For some investors, high retirement income may result in OAS 
payment clawbacks. Other investors may be considering an RRSP withdrawal to reduce regis-
tered assets. Many people in these situations may opt to withdraw a portion of their registered 
accounts to reduce the size of the plan and reduce future income. If an investor were to take out 
a lump sum and purchase an equivalent amount of limited partnerships units, he or she could 

offset the realized income from the RRSP withdrawal and 
ultimately turn this income into capital gains. The same 
strategy can apply to taxpayers who are already taking 
income from a RRIF or annuity. If the income is not need-
ed to guarantee a lifestyle, the income can be invested 
in limited partnership units, to offset the taxes, while still 
holding an asset with intrinsic value. 

Note: Because the value of the limited partnership could 
decline, this strategy should be considered in relation to over-all 
investor risk tolerance.
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Example5   Tax effective charitable donations
Canada’s tax system provides generous incentives to encourage Canadians to donate to chari-
ties. Both during an individual’s lifetime and at death, property can be donated to a charity as an 
alternative to money – referred to as a gift in kind. A gift in kind is valued at its fair market value 
and the tax credit will generally be worth the fair market value of the property multiplied by the 
taxpayer’s marginal tax rate. However, at the time of the donation, the taxpayer is deemed to 
have disposed of the property at its fair market value – meaning that the taxpayer must recog-
nize any capital gain or income that would apply had the property been sold for that price.

Individuals and corporations can invest in limited partnership units and donate their units.  
This strategy takes advantage of the tax benefits of flow-through share partnership investments. 
Please note, however, that any capital gains realized upon the transfer date must be included at 
50%, and not the 25% for prescribed securities.
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Example6   Shelter lump sums of income from taxes 
Many investors receive a large sum of income in a particular year, for example, from the sale of a 
stock with accrued gains, or possibly due to the sale of a business. In this situation, investors can 
purchase limited partnership units to defer their tax liability to a future year in which their income 
may be taxable at lower rates, thereby realizing savings from the difference between the tax rates 
applied to the deductions and the lower rates applied to the disposition proceeds.

Invest in Limited 
Partnership Units Do nothing

Earned Income ($) 10,000 10,000

Investment in flow-through limited partnership ($) (10,000) –

Income Tax Payable ($) – (4,500)

Limited Partnership Redemption Proceeds ($) 10,000 –

Capital Gains Tax (50% of Marginal Tax Rate = 22.5%) ($) (2,250) –

Total After Tax Proceeds ($) 7,750 5,500

Example7   Deferral of deduction to a future year
CEE that is renounced on a flow-through share or through a partnership that buys flow-through 
shares is added to the taxpayer’s cumulative Canadian exploration expense account. Resource 
expenses are a discretionary deduction, meaning that the taxpayer may claim any part (or no 
part) of the maximum deduction allowed in a year. Claiming less than the maximum allowed 
should be considered by taxpayers who:

1. expect to be in a higher marginal tax rate in a future year, or

2. will be subject to AMT unless the deduction is limited.

Unamortized CEE balances may be carried forward indefinitely and claimed in a subsequent year. 

Example8   Ownership of limited partnership units  
by corporations
Corporations can also own flow-through limited partnership units. If the corporation has capital 
loss carry-forwards, they can be used to offset the resulting capital gain on the redemption or the 
disposition of the units. Disposition of limited partnership units held by a corporation which result 
in a capital gain will increase the corporation’s capital dividend account by the amount equal to 
the 50% non-taxable capital gain. At any point in time when there is a positive balance in the 
capital dividend account, the corporation may elect to pay a tax-free dividend to its shareholders.
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TORONTO
Mackenzie Financial Corporation
150 Bloor Street West
Suite M111
Toronto, ON  M5S 3B5
T: 416 922 5322
 1 888 653 7070
F: 416 922 5660
 1 866 766 6623
E: service@mackenziefinancial.com

CALGARY
Mackenzie Financial Corporation
Bankers Hall
855-2nd Street S.W, Suite 3810
Calgary, AB  T2P 4J8
T: 403 205 4500
 1 888 650 4500
F: 403 205-4501
E: calgary@mackenziefinancial.com

MONTREAL
Mackenzie Financial Corporation
1250 Blvd. René-Lévesque West 
Suite 4010
Montréal, QC  H3B 4W8
T: 514 937 1505
 1 800 363 4357
F: 514 937 8281
E: montreal@mackenziefinancial.com

VANCOUVER
Mackenzie Financial Corporation
Hong Kong Bank Building
1440-885 West Georgia Street
Vancouver, BC  V6C 3E8
T: 604 685 6952
 1 800 944 6225
F: 604 257 6609
E: bc@mackenziefinancial.com

Mackenzie Regional Sales Offices

Other tax considerations

Renounced expenditures deducted by an individual taxpayer may affect the ability of the taxpay-
er to claim the $500,000 capital gains exemption in respect of sales of qualified small business 
shares and certain farm assets, as the taxpayer’s CNIL (cumulative net investment loss) requires 
an inclusion of 50% of the deductions taken by the taxpayer in respect of flow-through share 
renouncements.

Appendix 1
2005 top marginal tax rates*
(Federal and Provincial combined)

Interest & Foreign 
Dividends (%)

Canadian 
Dividends (%)

Capital Gains  
(%)

British Columbia 43.7 31.6 21.9
Alberta 39.0 24.1 19.5
Saskatchewan 44.0 28.3 22.0
Manitoba 46.4 35.1 23.2
Ontario 46.4 31.3 23.2
Quebec 48.2 32.8 24.1
New Brunswick 46.8 37.3 23.4
PEI 47.4 32.0 23.7
Nova Scotia 45.7 29.9 22.8
Newfoundland and Labrador 48.6 37.3 24.3
Yukon 42.4 28.6 21.2
Northwest Territories 42.1 28.4 21.0
Nunavut 40.5 29.0 20.3

* Tax rates include federal and provincial combined marginal tax rates, including provincial surtaxes, 
in effect January 1, 2005.

The information contained in this guide is general in nature and is not intended to be professional tax advice. Investments should not be made for tax considerations 
alone. Each investor’s situation is unique and advice should be received from a financial advisor. The examples in this guide are based on a number of assumptions 
and are illustrative of the application of the relevant income tax provisions to a hypothetical investor.


