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Hypothecation of Québec Refundable Tax Credits: End of the Saga

Special collaboration*

In the wake of the decision rendered by the Superior Court of Montréal on August 7, 2006 In the matter of
the bankruptcy of: 111295 Canada Inc. and H.H. Davis & Assoc. Inc. v. Royal Bank of Canada,’ the
ministére des Finances of Québec published Information Bulletin 2006-3 on October 16, 2006 announcing
that the tax legislation would be amended to allow a corporation to hypothecate the right to claim an amount
payable to it under the Taxation Act (Quebec) (the “QTA”).

For a more in-depth study of the grounds for this legal decision, read the article entitled “Can Québec
refundable tax credits still be validly hypothecated?”

In substance, the court arrived at the conclusion that, because section 1055.2 of the QTA, which went into
force March 9, 1999, had not changed the unseizability of Crown debts, article 2668 of the Civil Code of
Québec had to be applied, which states that property exempt from seizure may not be hypothecated. The
court thus declared the hypothec invalid.

The National Assembly acted quickly to remedy the situation, which caused an uproar in both the banking
and new economy industries.

Former section 1055.2 of the QTA was therefore replaced by a new one pursuant to section 212 of Bill 41,2
which was assented on December 6, 2006.

The new section 1055.2 clearly enacts that, despite any inconsistent provision of any law, a corporation may
not only assign, but also hypothecate, the right to claim any amount payable under the QTA.

What is more, it is also specified that this rule holds for any agreement entered into after March 9, 1999 that
aims to hypothecate such an amount, except for cases pending on October 16, 2006 in which the right to
charge this amount with a hypothec by reason of the unseizability of this amount has been invoked as of that
date.

Consequently, everything falls back into place without it being necessary to contract new hypothecs to
replace those entered into between March 9, 1999 and December 6, 2006, date on which Bill 41 was
assented.

Note, however, that nothing has changed in terms of the general principal that the Crown is in no way bound
by an assignment or hypothec of an amount payable by virtue of the QTA.

Consequently, even if an amount payable by virtue of the QTA is validly hypothecated, the Minister of
Revenue still retains discretion to pay or not to pay the amount to the hypothecary creditor. In addition, even
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if this amount is validly hypothecated in favour of a creditor, the Minister of Revenue can still use it to
compensate any other tax debt of the taxpayer that constituted the hypothec.

Despite these reservations that have always existed, hypothecating Quebec refundable tax credits should
continue to be an effective means of funding new economy companies.

* For more information, please do not hesitate to contact one of the lawyers listed below:

Serge Guérette, from the Commercial Litigation Group, practices in business litigation, in the area of insolvency
and reorganization and, more generally, in corporate and securities litigation.

Serge Guérette can be reached at 514 397 7461 or at sguerette@mtl.fasken.com.

Paul Marcotte, from the Life Sciences Group, specializes mainly in transactions between businesses operating in
the biotechnology and pharmaceutical industries.

Paul Marcotte can be reached at 514 397 5152 or at pmarcotte@mtl.fasken.com.

Marc Novello, from the Banking & Finance Group, specializes in the area of financing. He represents financial
institution and investor consortiums in corporate financings.

Marc Novello can be reached at 514 397 7581 or at mnovello@mtl.fasken.com.

Jean-Francois Perreault, from the Taxation Group, practices tax law and, more particularly, tax law as it
relates to corporate and commercial law.

Jean-Francois Perreault can be reached at 514 397 7460 or at jperreault@mtl.fasken.com.
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