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Deemed trusts are the most powerful of Her Majesty’s tax collection tools.  Deemed trusts arise 
unbeknownst to anyone but the tax debtor and, by legislation, effectively constitute an absolute 
super priority charge in favour of the Crown over all of the tax debtor’s assets notwithstanding any 
security interests therein.  While mortgages over real property constitute a limited exception, the 
Canada Revenue Agency (the “CRA”) has become increasingly aggressive in seeking priority over 
and sale proceeds from mortgagees—sometimes years after completion of enforcement proceedings 
and discharge of the mortgage.  This paper will address the history, nature and operation of federal 
deemed trusts from a mortgagee’s perspective.   

I. The Deemed Trust 

A. Introduction 

Employers are required to deduct and remit certain amounts from their employees’ wages, 
including income tax, employment insurance premiums and Canada Pension Plan contributions.  
Vendors are required to collect and remit taxes payable by purchasers in sales transactions. These 
collections and remittances have been described as “at the heart” of the tax collection system in 

 



3.1.2 

Canada (see, for example, Royal Bank of Canada v. Sparrow Electric Corp., [1997] 1 S.C.R. 411 
[“Sparrow Electric”] at para. 36 citing Pembina on the Red Development Corp. v. Triman Industries 
Ltd. (1991), 85 D.L.R. (4th) 29 (Man. C.A.) at 51).   

The tax system primarily relies upon taxpayer self-assessment and reporting.  Individual tax debtors 
volunteer information and payments to the Receiver General.  Tax authorities do not have effective 
means to immediately monitor the accuracy of the information and payments received.  As it 
happens, from time to time, taxpayers fail or neglect to remit proper amounts to the Receiver 
General.  This results in lost revenues to the Crown.1 

Legislation provides the Crown with various tools to review taxpayer compliance and recover 
unremitted amounts.  Examples of recovery mechanisms include statutory liens, joint and several 
liability of tax debtors’ directors2 and garnishment of monies owed to tax debtors by third parties.3  
The most powerful of the available recovery mechanisms is the “deemed trust.” 

Federal deemed trust provisions include ss. 227(4) to (4.3) of the Income Tax Act, R.S.C. 1985, c. 1 
(5th Supp.) (“ITA”), s. 222 of the Excise Tax Act, R.S.C. 1985, c. E-15 (“ETA”), ss. 86(2) to (2.2) of 
the Employment Insurance Act, S.C. 1996, c. 23 (“EIA”), and ss. 23(3) to (4.1) of the Canada 
Pension Plan, R.S.C. 1985, c. C-8 (“CPP”).  The text of the current versions of each of these 
provisions may be found in Appendix A. 

The corpus of the trust and how a deemed trust operates has changed significantly over time.  In 
order to better understand the current wording of the applicable legislation and the CRA’s position 
in relation to mortgagees, it will be useful to briefly review the legislative history and judicial 
treatment of the deemed trust provisions. 

As will be seen, initially the corpus of the deemed trust included only property of the tax debtor 
(excluding property subject to security interests that conferred legal title to secured creditors) and 
the deemed trust only became operative upon the occurrence of certain triggering events (e.g., 
liquidation, assignment or bankruptcy).  After various amendments to the relevant provisions, the 
deemed trust now attaches all property of the tax debtor, including property that would be the tax 
debtor’s but for a security interest, and the deemed trust is operative from the time that source 
deductions are made or sales taxes collected. 

B. Summary of Legislative History and Judicial Treatment 

In R. v. Dauphin Plains Credit Union Ltd., [1980] 1 S.C.R. 1182 [“Dauphin Plains”], assets of a tax 
debtor were liquidated by a receiver.  The Credit Union and the Crown made competing claims to a 
portion of the sale proceeds, some $7,416.57.  Of that amount, $2,550.78 was claimed by the Crown 
for unremitted income tax source deductions on wages paid by the employer prior to the 
receivership.  The court found for the Credit Union in relation to the $2,550.78.  In arriving at its 
decision on this point, the court noted the wording of ss. 227(4) and (5) of the ITA which then read 
as follows: 

1  From the failures to remit themselves as well as, potentially, through refunds paid to employees where 
amounts deducted at source—even if not remitted by the employer—exceed the employee’s annual tax 
liability and through purchasers of goods and services if able to claim input tax credits. 

2  Section 227.1 of the ITA and s. 323 of the ETA. 

3  For example, ss. 224 of the ITA and s. 317 of the ETA. 
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(4) Every person who deducts or withholds any amount under this Act shall be 
deemed to hold the amount so deducted or withheld in trust for Her Majesty. 
(5) All amounts deducted or withheld by a person under this Act shall be kept 
separate and apart from his own moneys and in the event of any liquidation, 
assignment or bankruptcy the said amounts shall remain apart and form no part of 
the estate in liquidation, assignment or bankruptcy.4 

The court compared the above quoted language to the deemed trust provisions in the Canada 
Pension Plan, R.S.C. 1970, c. C-5 and Unemployment Insurance Act, 1970-71-72 (Can), c. 48.  
Those provisions included the following additional key phrase, “whether or not that amount has in 
fact been kept separate and apart from the employer’s own moneys.”  As the employer had not kept 
the unremitted income tax portion separate and apart from its own funds, and in the absence of the 
key additional phrase in the ITA’s deemed trust provision, the court determined that the Credit 
Union’s charge took priority over the $2,550.78. 

In addressing a small portion of the funds held by the receiver on account of unremitted CPP and 
EI source deductions, the court considered a competition between the deemed trust and other 
security interests.  The court concluded that the deemed trust could not affect a fixed and specific 
charge, but would defeat a floating but uncrystallised charge: 

It should first be observed that, for reasons similar to those on which the decision 
in the Avco case, supra, was based, the claim for Pension Plan and Unemployment 
Insurance deductions cannot affect the proceeds of realization of property subject to 
a fixed and specific charge. From the moment such charge was created, the assets 
subject thereto, were no longer the property of the debtor except subject to that 
charge. The claim for the deductions arose subsequently and thus cannot affect this 
charge in the absence of a statute specifically so providing. However, the floating 
charge did not crystallize prior to the issue of the writ and the appointment of the 
receiver. In the present case it makes no difference which of the two dates is 
selected, both are subsequent to the deductions. [emphasis added] 

In 1986, Parliament amended ss. 227(5) to include the phrase, “whether or not that amount has in 
fact been kept separate and apart from the employer’s own moneys.”  However, Parliament did not 
address the court’s conclusion that a deemed trust would have no affect on a prior fixed and specific 
charge in the absence of the statute expressly stating that intention.  Parliament’s omission in that 
regard proved central to the Supreme Court of Canada’s ruling in Sparrow Electric. 

In Sparrow Electric, the Royal Bank of Canada (“RBC”) and the Minister asserted competing claims 
to proceeds from the sale of the tax debtor’s inventory.  RBC held security in the form of a general 
security agreement covering all present and after acquired property and an assignment of inventory 
under the Bank Act.  At the time of the decision, ss. 227(4) and (5) of the ITA read as follows: 

(4) Every person who deducts or withholds any amount under this Act shall be 
deemed to hold the amount so deducted or withheld in trust for Her Majesty. 

(5) Notwithstanding any provision of the Bankruptcy Act, in the event of any 
liquidation, assignment, receivership or bankruptcy of or by a person, an amount 
equal to any amount 

(a)  deemed by subsection (4) to be held in trust for Her Majesty … 
shall be deemed to be separate from and form no part of the estate in liquidation, 
assignment, receivership or bankruptcy, whether or not that amount has in fact been 
kept separate and apart from the person’s own moneys or from the assets of the estate. 

4  This is the wording maintained after the 1948 revision of federal statutes having first been implemented 
in the Income Tax War Act of 1942. 
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The court held that s. 227(5) did not permit Her Majesty’s beneficial interest to attach to property 
that, at the time of the triggering event (e.g., liquidation, assignment, receivership or bankruptcy), in 
law belonged to a party other than the tax debtor. The court characterized RBC’s interest under the 
assignment as a fixed and specific charge over the inventory such that RBC was the legal owner of 
inventory as it came into the tax debtor’s possession.  Because RBC’s fixed charge had been in place 
prior to the tax debtor’s failure to remit, RBC was the legal owner of the inventory and Her 
Majesty’s beneficial interest attached only to the tax debtor’s equity of redemption.  

The court went on to comment that Parliament could grant absolute priority if appropriate 
language were adopted at para. 112: 

Finally, I wish to emphasize that it is open to Parliament to step in and assign 
absolute priority to the deemed trust. A clear illustration of how this might be 
done is afforded by s. 224(1.2) ITA, which vests certain moneys in the Crown 
“notwithstanding any security interest in those moneys” and provides that they 
“shall be paid to the Receiver General in priority to any such security interest”. All 
that is needed to effect the desired result is clear language of that kind. 

A year later, in 1998, Parliament amended the deemed trust provisions in the ITA to their current 
form.  In summary: 

● s. 227(4) was amended to include the additional phrase, “notwithstanding any 
security interest5 … in the amount so deducted or withheld”; 

● s. 227(4.1) (formerly s. 227(5)) was amended: 

— to extend the deemed trust to “property held by any secured creditor...that but 
for a security interest … would be property of the person”; 

— by removing the reference to the triggering events, instead deeming property 
to be held in trust “at any time an amount deemed by subsection (4) to be held 
by a person in trust for Her Majesty is not paid to Her Majesty in the manner 
and at the time provided under this Act”; 

— by deeming the trust to operate “from the time the amount was deducted or 
withheld.” 

Similar amendments were made to s. 222 of the ETA in October 2000.  As a result of these 
amendments, real property became subject to Her Majesty’s deemed trusts and mortgagees became 
at risk to their operation.   

The Supreme Court of Canada commented on the amendments in First Vancouver Finance v. 
Minister of National Revenue, [2002] 2 S.C.R. 720 [“First Vancouver”] as follows:  

28  It is apparent from these changes that the intent of Parliament when drafting 
ss. 227(4) and 227(4.1) was to grant priority to the deemed trust in respect of 
property that is also subject to a security interest regardless of when the security 
interest arose in relation to the time the source deductions were made or when the 
deemed trust takes effect. This is clear from the use of the words “notwithstanding 
any security interest” in both ss. 227(4) and 227(4.1). In other words, Parliament 

5  Section 224(1.3) of the ITA defines “security interest” as “any interest in, or for civil law any right in, 
property that secures payment or performance of an obligation and includes an interest, or for civil law a 
right, created by or arising out of a debenture, mortgage, hypothec, lien, pledge, charge, deemed or actual 
trust, assignment or encumbrance of any kind whatever, however or whenever arising, created, deemed 
to arise or otherwise provided for.” 
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has reacted to the interpretation of the deemed trust provisions in Sparrow 
Electric, and has amended the provisions to grant priority to the deemed trust in 
situations where the Minister and secured creditors of a tax debtor both claim an 
interest in the tax debtor’s property. [emphasis added] 

C. The Current Scheme 

The current deemed trust provisions do not make for easy reading (see Appendix A for the full text 
of the deemed trust provisions).  As a result, the following summary of the legislative scheme is 
offered: 

● A charging provision deems the tax debtor’s property to be held in trust for Her 
Majesty up to the value of the unremitted amounts. 

● Property subject to the deemed trust is beneficially owned by Her Majesty 
notwithstanding any security interest in that property as well as any proceeds 
thereof, and any proceeds shall be paid to the Receiver General in priority to any 
security interests. 

● “Prescribed security interests” (in short, a mortgage registered on real property 
before the deemed trust arose) (“PSI”) constitute an exception to Her Majesty’s 
deemed trust; however, as discussed below, the CRA is of the view that this 
exception is heavily circumscribed. 

The court in First Vancouver described the deemed trust as similar in principle to a floating charge 
over all of the tax debtor’s property.  As long as the tax debtor remains in default, the charge 
continues to float over the tax debtor’s property.  When an asset is sold by the tax debtor to a third 
party, the deemed trust ceases to operate over the asset sold; however, the property received as 
consideration becomes subject to the deemed trust. 

The Minister is not obliged to issue an assessment, register the deemed trust, or publish or provide 
any notice of its priority before asserting the deemed trust claim (Canada (Minister of National 
Revenue) v. HSBC Bank of Canada, [2004] F.C.J. No. 569 at paras. 19 and 20).  As a result, deemed 
trusts are often referred to as “hidden charges” or “hidden priorities.” 

D. When Deemed Trusts Arise and How Asserted 

A simplified explanation in relation to timing is as follows: 

● a deemed trust for unremitted sales tax will be deemed to have arisen under the ETA 
upon the collection of the sales tax by the vendor; and  

● a deemed trust for unremitted source deductions will be deemed to have arisen 
under the ITA at the time source deductions are made.6 

The actual operation is slightly more nuanced.  When source deductions are made or sales taxes are 
collected, the amounts deducted or collected are deemed to be held separate and apart from the 
property of the taxpayer in trust for Her Majesty.  If the source deductions or sales taxes collected 
are not remitted to the Receiver General on time, then the extended deemed trust becomes 

6  Typically when employees receive their net pay—a strong presumption that source deductions have been 
made may arise from accounting entries, cheque stubs and T-4 Supplementaries, see Canadian Admiral 
Corp. (Trustee of) v. Canada (Minister of National Revenue), [1997] F.C.J. No. 184 (T.D.). 
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operative and attaches to the property of the taxpayer to the extent of the unremitted amounts.  
This extended trust is then deemed to have existed from the moment that the source deductions 
were made or amounts collected.  

Secured creditors are typically advised of the existence of a deemed trust through the receipt of a 
letter from the CRA.  There is no “searchable registry” or other effective means of determining 
whether a deemed trust has arisen and, if so, the amount (at least during the ordinary course of a 
borrowing relationship). 

E. Quantification of the Deemed Trust Amount 

A deemed trust under the ITA encompasses the principal amount deducted at source.7  It does not 
extend to penalties or interest (Canadian Asbestos Service Limited v. Bank of Montreal (1993), 21 
C.B.R. (3d) 120 at para. 12). 

The quantum of a deemed trust under the ETA is limited to the principal portion of the sales tax 
collected.  It does not extend to amounts collectible by the tax debtor.  

Deemed trust amounts under the CPP and EIA are limited to the principal portions of the 
employee’s (i.e., not the employer’s) contribution or premium withheld through payroll deduction.   

F. Deemed Trusts in Reorganizations and Bankruptcy Proceedings 

The ITA, EIA, and CPP deemed trusts for source deductions remain effective in reorganization and 
bankruptcy proceedings pursuant to ss. 227(4.1) of the ITA, ss. 67(3) of the Bankruptcy and 
Insolvency Act, R.S.C. 1985, c. B-3 (the “BIA”) and ss. 37(2) of the Companies’ Creditors 
Arrangement Act, R.S.C., 1985, c. C-36 (the “CCAA”). 

The ETA deemed trust is not effective upon the bankruptcy of the tax debtor or during CCAA 
proceedings as a result of ss. 222(1.1) and (3) of the ETA, ss. 67(2) and 86(1) of the BIA8 and s. 37(1) 
of the CCAA.9 

G. Potential Personal Liability of Secured Creditors 

There is authority for the proposition that secured creditors in receipt of proceeds from the realization 
of assets subject to Her Majesty’s deemed trust may be personally liable to the Crown in debt for the 
deemed trust amount.  Although each of these cases involves security interests in and proceeds from 
personal property, the analysis may be applicable to mortgagees (subject to priority issues). 

In Canada (Minister of National Revenue) v. HSBC Bank of Canada, [2004] F.C.J. No. 467 (F.C.), 
HSBC, without knowledge of its borrower’s failure to remit source deductions, redeemed a GIC 
issued by another financial institution for an amount of $300,000 pursuant to a security agreement 
covering the GIC.  The Federal Court held, inter alia, that lack of knowledge of the deemed trust 
constituted no defence and ordered HSBC to pay the deemed trust amount to Her Majesty. 

7  For required source deductions, see, for example, ss. 153(1) and 212(1) of the ITA.   

8  See Quebec (Revenue) v. Caisse populaire Desjardins de Montmagny, [2009] 3 S.C.R. 286. 

9  See Century Services Inc. v. Canada (Attorney General), [2010] 3 S.C.R. 379 for a fulsome discussion of 
ETA deemed trust claims and CCAA proceedings. 
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In Canada (Minister of National Revenue) v. National Bank of Canada, [2004] F.C.J. No. 371 
(C.A.) [“National Bank of Canada”] leave to appeal refused, [2004] C.S.C.R. No. 189, the Federal 
Court of Appeal allowed appeals from a trial judge’s dismissal of four separate actions in which the 
Crown had sought to recover proceeds received by secured creditors through enforcement 
proceedings taken in accordance with the Civil Code of Quebec and the Code of Civil Procedure.  
The Federal Court of Appeal’s reasoning is aptly summarized at para 40. of the decision: 

40  It seems obvious to me that a secured creditor who does not comply with his 
statutory obligation to “pay” the Receiver General the proceeds of property subject 
to the deemed trust in priority over his security interest is personally liable and 
thereby becomes liable for the unpaid amount. The amount is “payable”10 out of 
the proceeds flowing from the property and, as we have seen, section 222 of the 
ITA provides that “All … amounts payable under this Act are debts due to Her 
Majesty and recoverable as such …” In light of these provisions, and since the 
respondents concede that they received the proceeds from the sale of the property 
subject to their security interest, without making the remittance that was payable, 
the appellant has a cause of action to recover these amounts. [emphasis added] 

In Canada (Attorney General) v. Caisse Populaire Desjardins de Lyster, [2005] F.C.J. No. 1184 
(F.C.), Caisse made a loan to its borrower in the amount of $45,000 secured by a hypothec charging 
its borrower’s accounts receivable and assets, including a John Deere skidder.  The borrower later 
sold the skidder to a third party purchaser.  The proceeds of sale in the sum of $17,828.88 were 
deposited into the borrower’s bank account and eventually withdrawn to be credited to the Caisse 
on account of the loan.  The CRA later sent a letter advising the lender that the borrower owed 
$5,462.39 in unremitted source deductions.  Relying on its reading of First Vancouver and the 
National Bank of Canada decision, the Federal Court ordered the lender to pay the $5,462.39 to 
Her Majesty despite that the payment had been voluntary and the lender had not realized on its 
security interest. 

H. Limitation Periods 

The limitation period for claims by Her Majesty against creditors for recovery of source deduction 
deemed trust amounts is six years from the time when the Minister becomes aware of the secured 
creditor’s failure to pay (s. 32 of the Crown Liability and Proceedings Act, R.S.C., 1985, c. C-50; 
National Bank of Canada at paras. 41 and 44).  The limitation period for claims by Her Majesty for 
recovery of ETA deemed trust amounts is 10 years pursuant to s. 313(2.2) of the ETA. 

II. The Prescribed Security Interest 

A. Prescribed Security Interest Defined 

PSIs constitute an exception to the superpriority enjoyed by Her Majesty’s deemed trusts.  In this 
regard, each of the deemed trust provisions in the ITA, ETA, EIA, and CPP include the following 
phrase, “For the purposes of subsections [relevant subsections], a security interest does not include 
a prescribed security interest.”  In accordance with the authority delegated by the enabling statutes,  

10  The Court of Appeal in National Bank of Canada cites the final words of ss. 227(4.1) of the ITA and 
ss. 86(2.1) of the EIA for this determination at para 30 of the decision. 
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the Governor in Council prescribed Regulations defining a PSI, to paraphrase, as “that part of a 
mortgage securing the performance of an obligation” of the tax debtor registered against real 
property before the deemed trust arose. 

The Regulations then set out a “formula” for the calculation of the amount secured by the mortgage 
that will have priority over the deemed trust (the “PSI Amount”).11  The relevant Regulations under 
the ITA,12 EIA,13 and CPP14 employ identical wording.  The wording of s. 2 of the Security Interest 
(GST/HST) Regulations, SOR/2011-55 (“SIR”) differs; however, the difference is immaterial.  The 
full text of each of the relevant regulatory provisions is included in Appendix B and a side by side 
comparison of s. 2201 of the ITR and s. 2 of the SIR may be found at Appendix C. 

For ease of reference, the full text of s. 2201 of the ITR is reproduced here: 
2201(1) For the purpose of subsection 227(4.2) of the Act, “prescribed security 
interest”, in relation to an amount deemed by subsection 227(4) of the Act to be 
held in trust by a person, means that part of a mortgage securing the performance of 
an obligation of the person, that encumbers land or a building, where the mortgage 
is registered pursuant to the appropriate land registration system before the time the 
amount is deemed to be held in trust by the person. 
(2) For the purpose of subsection (1), where, at any time after 1999, the person 
referred to in subsection (1) fails to pay an amount deemed by subsection 227(4) of 
the Act to be held in trust by the person, as required under the Act, the amount of 
the prescribed security interest referred to in subsection (1) is deemed not to exceed 
the amount by which the amount, at that time, of the obligation outstanding secured 
by the mortgage exceeds the total of 

(a)  all amounts each of which is the value determined at the time of the 
failure, having regard to all the circumstances including the existence of 
any deemed trust for the benefit of Her Majesty pursuant to subsection 
227(4) of the Act, of all the rights of the secured creditor securing the 
obligation, whether granted by the person or not, including guarantees 
or rights of set-off but not including the mortgage referred to in 
subsection (1), and 

(b)  all amounts applied after the time of the failure on account of the 
obligation, 

so long as any amount deemed under any enactment administered by the Minister, 
other than the Excise Tax Act, to be held in trust by the person, remains unpaid. 

(3) For greater certainty, a prescribed security interest includes the amount of 
insurance or expropriation proceeds relating to land or a building that is the subject 
of a registered mortgage interest, adjusted after 1999 in accordance with subsection 
(2), but does not include a lien, a priority or any other security interest created by 
statute, an assignment or hypothec of rents or leases, or a mortgage interest in any 
equipment or fixtures that a mortgagee or any other person has the right absolutely 
or conditionally to remove or dispose of separately from the land or building. 

11  Query whether the authority delegated by Parliament was exceeded when the Governor in Council went 
beyond identifying the specific “security interest” qualifying as a “prescribed security interest.”  

12  Income Tax Regulations, CRC, c. 945 (“ITR”), s. 2201. 

13  Insurable Earnings and Collection of Premiums Regulations, SOR/97-33, s. 4.1. 

14  Canada Pension Plan Regulations, CRC, c. 385, s. 8.3. 
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B. Calculation of the Prescribed Security Interest Amount 

Section 2201 of the ITR and its companion provisions in the Regulations under the ETA, EIA, and 
CPP have not been judicially considered as of the writing of this paper.  The CRA’s interpretation 
of the Regulations may be summarized as follows15: 

(1) The base amount of a mortgagee’s PSI is the outstanding balance (principal and 
interest) as at the time of the tax debtor’s failure to remit payroll source deductions 
or sales tax collected. 

(2) From this base amount, deduct: 

(a) The value of any other “rights of the [mortgagee] securing” the mortgage 
indebtedness, including any guarantees or rights of set-off—the relevant 
valuation date for the collateral security being the date of the tax debtor’s 
failure to remit (i.e., not the date of realization on the collateral security or the 
date that the mortgagee receives notice of Her Majesty’s deemed trust)16; and 

(b) All monies received by the mortgagee on account of the mortgage after the 
date of the tax debtor’s failure to remit (i.e., regardless of whether the monies 
received are on account of principal, interest, fees, penalties, etc.). 

If the CRA’s interpretation is correct, then the PSI Amount will essentially always be less than a 
mortgage’s outstanding balance—the question will not be whether, but rather how much of a 
mortgage’s outstanding balance is in subordinate priority to the “hidden charge.”  Certainly 
competing interpretations exist (for example, a position commonly advanced by other practitioners 
is that only payments applied to principal reduce the PSI Amount) and close scrutiny of the 
relevant Regulations when confronted with a PSI Amount issue is encouraged.   

C. Potential Options to Avoid or Deal with Deemed Trust Issues 

Prudent mortgagees undertake appropriate steps in due diligence.  There is little a mortgagee can do 
to further reduce or eliminate the risks associated with deemed trusts.  Additional potential pre-
advance strategies might include the following: 

● A mortgagee may obtain from its mortgagor a consent in the proper form 
authorizing the mortgagee to obtain information from the CRA as to the status of 
the mortgagor’s remittances.  However, the CRA is often slow in responding and 
any response will typically include language negating any reasonable reliance on the 
information provided.  The CRA (like a mortgagee) is reliant upon information 
provided by the taxpayer and the true state of affairs is unknown pending an audit. 

15  See, for example, external technical interpretation letters of the CRA dated May 6, 2010 and January 28, 
2014 at Appendix D. 

16  This is an attempt to encourage mortgagees to engage in marshalling by exhausting their collateral 
security before realizing on the mortgage security, see technical notes to s. 2201 of the ITR.  Of course, 
regardless of the value at the time of the failure to remit, by the time a mortgagee has notice of the 
deemed trust and/or is in a position to execute, the collateral security often has no value.  The Crown has 
no duty to marshal (Re United Used Auto & Truck Parts Ltd., 2002 BCSC 487). 
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● Title insurance is recommended for a number of reasons and, while confirmation 
should be sought from the mortgagee’s title insurer, typically unknown pre-funding 
deemed trusts fall within cover.  However, deemed trust claims that arise post-
registration or that become known after discharge are generally excluded.   

● Some lenders may be in a position to incorporate single purpose entities for each 
individual loan.  

Other potential strategies include: 

● As noted above, an ETA deemed trust claim is ineffective upon the bankruptcy of 
the mortgagor.  Thus, a mortgagee facing an ETA deemed trust claim ought to 
consider whether its net recovery will be enhanced by obtaining a bankruptcy order 
(or potentially offering the CRA the estimated costs associated with a bankruptcy in 
consideration for a release).  Note that the CRA has in the past taken the position 
that, even after a bankruptcy order has been granted, an action will lie against 
secured creditors in receipt of proceeds from the sale of deemed trust assets prior to 
bankruptcy.  While we have our doubts as to the merits of that position, it would be 
prudent to avoid the issue if possible by seeking the bankruptcy order in advance of 
an order absolute or order approving sale. 

● In order to avoid a surprise years after the mortgage has been discharged and the 
books closed, consider whether to contact the CRA to advise that enforcement 
proceedings have been or will be commenced.  The CRA is typically not authorized 
to communicate taxpayer information in the absence of consent; however, notice 
from a mortgagee will often trigger a trust exam and, if a deemed trust claim is 
found, it will no doubt be communicated.  Of course, there is also a school of 
thought that one should let sleeping dogs lie.  A solicitor/client discussion in this 
regard may be prudent. 

● When confronted with a deemed trust claim, request the CRA’s working papers and 
full particulars of its deemed trust and PSI Amount calculations.  It is not 
uncommon to find errors or oversimplifications resulting in an excessive priority 
claim even on its own interpretation of the Regulations (e.g., inclusion of improper 
amounts in the deemed trust claim or calculating a single PSI Amount for numerous 
separate failures to remit, etc.).   

Lobby for administrative and/or legislative change. 
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III. Appendix A—Federal Deemed Trust Provisions 

Income Tax Act, RSC 1985, c 1 (5th Supp) 
Trust for moneys deducted 
(4) Every person who deducts or withholds an amount under this Act is deemed, 
notwithstanding any security interest (as defined in subsection 224(1.3)) in the 
amount so deducted or withheld, to hold the amount separate and apart from the 
property of the person and from property held by any secured creditor (as defined 
in subsection 224(1.3)) of that person that but for the security interest would be 
property of the person, in trust for Her Majesty and for payment to Her Majesty in 
the manner and at the time provided under this Act. 

Extension of trust 
(4.1) Notwithstanding any other provision of this Act, the Bankruptcy and 
Insolvency Act (except sections 81.1 and 81.2 of that Act), any other enactment of 
Canada, any enactment of a province or any other law, where at any time an amount 
deemed by subsection 227(4) to be held by a person in trust for Her Majesty is not 
paid to Her Majesty in the manner and at the time provided under this Act, 
property of the person and property held by any secured creditor (as defined in 
subsection 224(1.3)) of that person that but for a security interest (as defined in 
subsection 224(1.3)) would be property of the person, equal in value to the amount 
so deemed to be held in trust is deemed 

(a) to be held, from the time the amount was deducted or withheld by the 
person, separate and apart from the property of the person, in trust for 
Her Majesty whether or not the property is subject to such a security 
interest, and 

(b) to form no part of the estate or property of the person from the time 
the amount was so deducted or withheld, whether or not the property 
has in fact been kept separate and apart from the estate or property of 
the person and whether or not the property is subject to such a security 
interest 

and is property beneficially owned by Her Majesty notwithstanding any security 
interest in such property and in the proceeds thereof, and the proceeds of such 
property shall be paid to the Receiver General in priority to all such security 
interests. 

Meaning of security interest 
(4.2) For the purposes of subsections 227(4) and 227(4.1), a security interest does not 
include a prescribed security interest. 
Application to Crown 
(4.3) For greater certainty, subsections (4) to (4.2) apply to Her Majesty in right of 
Canada or a province where Her Majesty in right of Canada or a province is a 
secured creditor (within the meaning assigned by subsection 224(1.3)) or holds a 
security interest (within the meaning assigned by that subsection). 

Excise Tax Act, RSC 1985, c E-15 
Trust for amounts collected 
222. (1) Subject to subsection (1.1), every person who collects an amount as or on 
account of tax under Division II is deemed, for all purposes and despite any security 
interest in the amount, to hold the amount in trust for Her Majesty in right of 
Canada, separate and apart from the property of the person and from property held 
by any secured creditor of the person that, but for a security interest, would be 
property of the person, until the amount is remitted to the Receiver General or 
withdrawn under subsection (2). 
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Amounts collected before bankruptcy 
(1.1) Subsection (1) does not apply, at or after the time a person becomes a bankrupt 
(within the meaning of the Bankruptcy and Insolvency Act), to any amounts that, 
before that time, were collected or became collectible by the person as or on account 
of tax under Division II. 

Withdrawal from trust 
(2) A person who holds tax or amounts in trust by reason of subsection (1) may 
withdraw from the aggregate of the moneys so held in trust 

(a) the amount of any input tax credit claimed by the person in a return 
under this Division filed by the person in respect of a reporting period 
of the person, and 

(b) any amount that may be deducted by the person in determining the net 
tax of the person for a reporting period of the person, 

as and when the return under this Division for the reporting period in which the 
input tax credit is claimed or the deduction is made is filed with the Minister. 

Extension of trust 
(3) Despite any other provision of this Act (except subsection (4)), any other 
enactment of Canada (except the Bankruptcy and Insolvency Act), any enactment of 
a province or any other law, if at any time an amount deemed by subsection (1) to 
be held by a person in trust for Her Majesty is not remitted to the Receiver General 
or withdrawn in the manner and at the time provided under this Part, property of 
the person and property held by any secured creditor of the person that, but for a 
security interest, would be property of the person, equal in value to the amount so 
deemed to be held in trust, is deemed 

(a) to be held, from the time the amount was collected by the person, in 
trust for Her Majesty, separate and apart from the property of the 
person, whether or not the property is subject to a security interest, and 

(b) to form no part of the estate or property of the person from the time 
the amount was collected, whether or not the property has in fact been 
kept separate and apart from the estate or property of the person and 
whether or not the property is subject to a security interest 

and is property beneficially owned by Her Majesty in right of Canada despite any 
security interest in the property or in the proceeds thereof and the proceeds of the 
property shall be paid to the Receiver General in priority to all security interests. 

Meaning of security interest 
(4) For the purposes of subsections (1) and (3), a security interest does not include a 
prescribed security interest. 

Canada Pension Plan, RSC 1985, c C-8 
Where amount deducted not remitted 
(3) Where an employer has deducted an amount from the remuneration of an 
employee as or on account of any contribution required to be made by the 
employee but has not remitted the amount to the Receiver General, the employer is 
deemed, notwithstanding any security interest (as defined in subsection 224(1.3) of 
the Income Tax Act) in the amount so deducted, to hold the amount separate and 
apart from the property of the employer and from property held by any secured 
creditor (as defined in subsection 224(1.3) of the Income Tax Act) of that employer 
that but for the security interest would be property of the employer, in trust for Her 
Majesty and for payment to Her Majesty in the manner and at the time provided 
under this Act. 

Extension of trust 
(4) Notwithstanding the Bankruptcy and Insolvency Act (except sections 81.1 and 
81.2 of that Act), any other enactment of Canada, any enactment of a province or 
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any other law, where at any time an amount deemed by subsection (3) to be held by 
an employer in trust for Her Majesty is not paid to Her Majesty in the manner and 
at the time provided under this Act, property of the employer and property held by 
any secured creditor (as defined in subsection 224(1.3) of the Income Tax Act) of 
that employer that but for a security interest (as defined in subsection 224(1.3) of the 
Income Tax Act) would be property of the employer, equal in value to the amount 
so deemed to be held in trust is deemed 

(a) to be held, from the time the amount was deducted by the employer, 
separate and apart from the property of the employer, in trust for Her 
Majesty whether or not the property is subject to such a security 
interest, and 

(b) to form no part of the estate or property of the employer from the time 
the amount was so deducted, whether or not the property has in fact 
been kept separate and apart from the estate or property of the 
employer and whether or not the property is subject to such a security 
interest 

and is property beneficially owned by Her Majesty notwithstanding any security 
interest in such property or in the proceeds thereof, and the proceeds of such property 
shall be paid to the Receiver General in priority to all such security interests. 
Meaning of “security interest” 
(4.1) For the purposes of subsections (3) and (4), a security interest does not include 
a prescribed security interest. 

Employment Insurance Act, SC 1996, c 23 
Recovery 
86. (1) All premiums, interest, penalties and other amounts payable by an employer 
under this Act are debts due to Her Majesty and are recoverable in the Federal 
Court or any other court of competent jurisdiction or in any other manner provided 
for by this Act. 

Amounts deducted and not remitted 
(2) Where an employer has deducted an amount from the remuneration of an 
insured person as or on account of any employee’s premium required to be paid by 
the insured person but has not remitted the amount to the Receiver General, the 
employer is deemed, notwithstanding any security interest (as defined in subsection 
224(1.3) of the Income Tax Act) in the amount so deducted, to hold the amount 
separate and apart from the property of the employer and from property held by 
any secured creditor (as defined in subsection 224(1.3) of the Income Tax Act) of 
that employer that but for the security interest would be property of the employer, 
in trust for Her Majesty and for payment to Her Majesty in the manner and at the 
time provided under this Act. 

Extension of trust 
(2.1) Notwithstanding the Bankruptcy and Insolvency Act (except sections 81.1 and 
81.2 of that Act), any other enactment of Canada, any enactment of a province or 
any other law, where at any time an amount deemed by subsection (2) to be held by 
an employer in trust for Her Majesty in the manner and at the time provided under 
this Act, property of the employer and property held by any secured creditor (as 
defined in subsection 224(1.3) of the Income Tax Act) of that employer that but for 
a security interest (as defined in subsection 224(1.3) of the Income Tax Act) would 
be property of the employer, equal in value to the amount so deemed to be held in 
trust is deemed 

(a) to be held, from the time the amount was deducted by the employer, 
separate and apart from the property of the employer, in trust for 
Her Majesty whether or not the property is subject to such a security 
interest, and 

 



3.1.14 

(b) to form no part of the estate or property of the employer from the time 
the amount was so deducted, whether or not the property has in fact 
been kept separate and apart from the estate or property of the 
employer and whether or not the property is subject to such a security 
interest 

and is property beneficially owned by Her Majesty notwithstanding any security 
interest in such property or in the proceeds thereof, and the proceeds of such 
property shall be paid to the Receiver General in priority to all such security 
interests. 
Meaning of security interest 
(2.2) For the purposes of subsections (2) and (2.1), a security interest does not 
include a prescribed security interest. 
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IV. Appendix B—Regulatory Provisions 

Income Tax Regulations, CRC, c 945 
2201. (1) For the purpose of subsection 227(4.2) of the Act, “prescribed security 
interest”, in relation to an amount deemed by subsection 227(4) of the Act to be 
held in trust by a person, means that part of a mortgage securing the performance of 
an obligation of the person, that encumbers land or a building, where the mortgage 
is registered pursuant to the appropriate land registration system before the time the 
amount is deemed to be held in trust by the person. 
(2) For the purpose of subsection (1), where, at any time after 1999, the person 
referred to in subsection (1) fails to pay an amount deemed by subsection 227(4) of 
the Act to be held in trust by the person, as required under the Act, the amount of 
the prescribed security interest referred to in subsection (1) is deemed not to exceed 
the amount by which the amount, at that time, of the obligation outstanding secured 
by the mortgage exceeds the total of 

(a)  all amounts each of which is the value determined at the time of the 
failure, having regard to all the circumstances including the existence of 
any deemed trust for the benefit of Her Majesty pursuant to subsection 
227(4) of the Act, of all the rights of the secured creditor securing the 
obligation, whether granted by the person or not, including guarantees 
or rights of set-off but not including the mortgage referred to in 
subsection (1), and 

(b)  all amounts applied after the time of the failure on account of the 
obligation, 

so long as any amount deemed under any enactment administered by the Minister, 
other than the Excise Tax Act, to be held in trust by the person, remains unpaid. 

(3) For greater certainty, a prescribed security interest includes the amount of 
insurance or expropriation proceeds relating to land or a building that is the subject 
of a registered mortgage interest, adjusted after 1999 in accordance with subsection 
(2), but does not include a lien, a priority or any other security interest created by 
statute, an assignment or hypothec of rents or leases, or a mortgage interest in any 
equipment or fixtures that a mortgagee or any other person has the right absolutely 
or conditionally to remove or dispose of separately from the land or building. 

NOTE: Application provisions are not included in the consolidated text; see 
relevant amending regulations. SOR/99-322, s. 2. 

Security Interest (GST/HST) Regulations, SOR/2011-55 
PRESCRIBED SECURITY INTEREST 
2. (1) For the purpose of subsection 222(4) of the Act, a prescribed security interest, 
in relation to an amount deemed under subsection 222(1) of the Act to be held in 
trust by a person, is that part of a mortgage or hypothec securing the performance of 
an obligation of the person that encumbers land or a building, but only if the 
mortgage or hypothec is registered pursuant to the appropriate land registration 
system before the time the amount is deemed under subsection 222(1) of the Act to 
be held in trust by the person. 

(2) For the purpose of subsection (1), if, at a particular time, an amount deemed to 
be held in trust by the person referred to in that subsection is not remitted to the 
Receiver General or withdrawn in the manner and at the time provided under Part 
IX of the Act, the amount of the prescribed security interest referred to in that 
subsection may not exceed the amount determined by the following formula until 
such time as all amounts deemed under subsection 222(1) of the Act to be held in 
trust by the person are withdrawn in accordance with subsection 222(2) of the Act 
or are remitted to the Receiver General: 
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A – B 
where 

A  is the amount of the obligation secured by the mortgage or hypothec 
that is outstanding at the particular time; and 

B  is the total of 
(a) all amounts, each of which is the value determined at the particular 

time, having regard to all the circumstances including the existence 
of any deemed trust for the benefit of Her Majesty pursuant to 
subsection 222(1) of the Act, of all the rights of the secured 
creditor securing the obligation, whether granted by the person or 
not, including guarantees or rights of set-off or of compensation 
but not including the mortgage or hypothec referred to in 
subsection (1), and 

(b) all amounts applied after the particular time on account of the 
obligation. 

(3) A prescribed security interest under subsection (1) includes the amount of any 
insurance or expropriation proceeds relating to land or a building that is the subject 
of a registered mortgage interest or registered hypothecary right, adjusted in 
accordance with subsection (2), but does not include a lien, a priority or any other 
security interest created by statute, an assignment or hypothec of rents or leases, or a 
mortgage interest or hypothecary right in any equipment or fixtures that a 
mortgagee, hypothecary creditor or any other person has the right absolutely or 
conditionally to remove or dispose of separately from the land or building. 

Insurable Earnings and Collection of Premiums Regulations, SOR/97-33 
Security Interests 
4.1 (1) For the purpose of subsection 86(2.2) of the Act, “prescribed security 
interest”, in relation to an amount deemed by subsection 86(2) of the Act to be held 
in trust by a person, means that part of a mortgage securing the performance of an 
obligation of the person, that encumbers land or a building, where the mortgage is 
registered pursuant to the appropriate land registration system before the time the 
amount is deemed to be held in trust by the person. 

(2) For the purpose of subsection (1), where, at any time after 1999, the person 
referred to in subsection (1) fails to pay an amount deemed by subsection 86(2) of 
the Act to be held in trust by the person, as required under the Act, the amount of 
the prescribed security interest referred to in subsection (1) is deemed not to exceed 
the amount by which the amount, at that time, of the obligation outstanding secured 
by the mortgage exceeds the total of 

(a)  all amounts each of which is the value determined at the time of the 
failure, having regard to all the circumstances including the existence of 
any deemed trust for the benefit of Her Majesty pursuant to subsection 
86(2) of the Act, of all the rights of the secured creditor securing the 
obligation, whether granted by the person or not, including guarantees 
or rights of set-off but not including the mortgage referred to in 
subsection (1), and 

(b)  all amounts applied after the time of the failure on account of the 
obligation, 

so long as any amount deemed under any enactment administered by the Minister, 
other than the Excise Tax Act, to be held in trust by the person, remains unpaid. 

(3) For greater certainty, a prescribed security interest includes the amount of 
insurance or expropriation proceeds relating to land or a building that is the subject of 
a registered mortgage interest, adjusted after 1999 in accordance with subsection (2), 
but does not include a lien, a priority or any other security interest created by 
statute, an assignment or hypothec of rents or leases, or a mortgage interest in any 
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equipment or fixtures that a mortgagee or any other person has the right absolutely 
or conditionally to remove or dispose of separately from the land or building. 
SOR/99-390, s. 1. 

Canada Pension Plan Regulations, CRC, c 385 
Security Interests 
8.3 (1) For the purpose of subsection 23(4.1) of the Act, “prescribed security 
interest”, in relation to an amount deemed by subsection 23(3) of the Act to be held 
in trust by a person means that part of a mortgage securing the performance of an 
obligation of the person, that encumbers land or a building, where the mortgage is 
registered pursuant to the appropriate land registration system before the time the 
amount is deemed to be held in trust by the person. 
(2) For the purpose of subsection (1), where, at any time after 1999, the person 
referred to in subsection (1) fails to pay an amount deemed by subsection 23(3) of 
the Act to be held in trust by the person, as required under the Act, the amount of 
the prescribed security interest referred to in subsection (1) is deemed not to exceed 
the amount by which the amount, at that time, of the obligation outstanding secured 
by the mortgage exceeds the total of 

(a)  all amounts each of which is the value determined at the time of the 
failure, having regard to all the circumstances including the existence of 
any deemed trust for the benefit of Her Majesty pursuant to 
subsection 23(3) of the Act, of all the rights of the secured creditor 
securing the obligation, whether granted by the person or not, 
including guarantees or rights of set-off but not including the mortgage 
referred to in subsection (1), and 

(b) all amounts applied after the time of the failure on account of the 
obligation, 

so long as any amount deemed under any enactment administered by the Minister, 
other than the Excise Tax Act, to be held in trust by the person, remains unpaid. 

(3) For greater certainty, a prescribed security interest includes the amount of 
insurance or expropriation proceeds relating to land or a building that is the subject 
of a registered mortgage interest, adjusted after 1999 in accordance with subsection 
(2), but does not include a lien, a priority or any other security interest created by 
statute, an assignment or hypothec of rents or of leases, or a mortgage interest in any 
equipment or fixtures that a mortgagee or any other person has the right absolutely 
or conditionally to remove or dispose of separately from the land or building. 

SOR/99-389, s. 1. 
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V. Appendix C—Comparison of s. 2201 of the ITR and s. 2 of the 
Security Interest (GST/HST) Regulations 
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App C-2

Finally, the third subsection provides further clarity as to what is and is not included in a PSI:

For greater certainty, a prescribed security

interest includes the amount of insurance or

expropriation proceeds relating to land or a

building that is the subject of a registered

mortgage interest, adjusted after 1999 in

accordance with subsection (2), but does not

include a lien, a priority or any other security

interest created by statute, an assignment or

hypothec of rents or leases, or a mortgage

interest in any equipment or fixtures that a

mortgagee or any other person has the right

absolutely or conditionally to remove or

dispose of separately from the land or building.

A prescribed security interest under

subsection (1) includes the amount of any

insurance or expropriation proceeds relating to

land or a building that is the subject of a

registered mortgage interest or registered

hypothecary right, adjusted in accordance with

subsection (2), but does not include a lien, a

priority or any other security interest created

by statute, an assignment or hypothec of rents

or leases, or a mortgage interest or hypothecary

right in any equipment or fixtures that a

mortgagee, hypothecary creditor or any other

person has the right absolutely or conditionally

to remove or dispose of separately from the

land or building.

{00218847;!}
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VI. Appendix D—Selected External Technical Interpretation Letters

of the CRA
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TAX INTERPRETATIONS
JUDICIAL AND CRA INTERPRETATIONS OF CANADIAN TAX LAW AND TRANSACTIONAL IMPLICATIONS

201 3-0506991 E5 E - Prescribed Security Interest 28 January 2014

Prmtt "* gnrsad This Post

DEFINITIONS

BACKGROUND

ISSUES

YOUR VIEWS

1 Leqisiation
» Deemed Trust

• MeaDiDaj2L!2t>Ji9s!Mi!l
. Meaning of paragraph 2201.(2).

(faLof..the.,Bmlatiansand

InfllOSBtenaJeMeexijhg

English and French versions

¦ Policy

¦ UimLQILtimiloMnadiarge to
include assets no longer held by

the debtor

Please note that the following document, although believed to be correct at the time of issue,
may not represent the current position of the CRA,
Prenez note que ce document, bien qu'exact au moment emis, peut ne pas repr&enter la
position actuelle de I'ARC,

Principal Issues: 1, In computing the prescribed security interest, are

amounts of principal and/or interest included at the time of a failure to remit
withholdings under the Act? 2, Following a failure to remit withholdings, is it the

CRA's view that principal and/or interest will constitute payments on account of
the obligation by which the prescribed security interest is reduced?

Position: 1. Both principal and interest are included in calculating the amount

of the prescribed security interest at the time of a failure to remit withholdings
under the Act. 2. Following a failure to remit withholdings, all payments on

account of principal and interest are applied to reduce the prescribed security

interest.

Reasons: The Act, the Regulations and jurisprudence support this position

which is consistent with tax policy on this issue.

XXXXXXXXXX

2013-050699

Katharine Skulski, LL.B.

Attention: XXXXXXXXXX

January 28, 2014

Dear XXXXXXXXXX:

Re: Prescribed Security Interest

We are writing in reply to your letter dated October 1, 2013, in which you requested our views on the application of

subsections 227(4) to (4.2) of the Act to creditors who have registered a mortgage against land or property to secure an

obligation.

This technical interpretation provides general comments about the provisions of the Income Tax Act and related
legislation (where referenced). It does not confirm the income tax treatment of a particular situation involving a specific

taxpayer but is intended to assist you in making that determination. The income tax treatment of particular transactions

proposed by a specific taxpayer will only be confirmed by this Directorate in the context of an advance income tax ruling

request submitted in the manner set out in Information Circular IC 70-6R5, Advance Income Tax Rulings.

DEFINITIONS

"ACo" means the XXXXXXXXXX;

"Art" means the Income Tax Act, R.S.C. 1985, c.l (5th Supp.), as amended to the date of this letter;

"CRA" means the Canada Revenue Agency;

"Crown" means Her Majesty in right of Canada;

"Failure" means the failure of the taxpayer to remit withholdings under the Act to the Crown;

"Loan" means term financing with fixed or floating interest rates;

"prescribed security interest" has the meaning ascribed to it in subsection 2201(1) of the Regulations; and

"Regulations" means the Income Tax Regulations, CRC. 1997, c. 945 as amended to the date of this letter.

BACKGROUND

You have indicated that ACo extends the Loan to a taxpayer, the terms of which generally require the taxpayer to make

monthly payments of principal in a fixed amount, as well as monthly payments of interest at the applicable rate based on

the terms of the financing. The Loan may be secured by a mortgage in favour of ACo, or another form of security such
as a general security agreement or a guarantee. Sometime after the Loan is made and the mortgage registered as

security for the Loan, the taxpayer deducts and withholds an amount in compliance with the Act, such as source

deductions pursuant to subsection 153(1). However, the taxpayer does not remit such amounts as required by the Act.

The taxoaver continues to make oavments of orincioal and interest under the Loan after the Failure.
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At a later date, the taxpayer fails to make the regular payments of principal and interest on the Loan, thereby causing an
event of default under the Loan. ACo exercises its right under the Loan to sell the property that is encumbered with the
mortgage.

After the sale of the property, the CRA either:

| (a) makes a claim in priority to ACo in respert of the proceeds of sale of the property on the basis of the statutory
deemed trust under the Act; and/or

j (b) seeks to reduce ACo's priority over the deemed trust in respect of its prescribed security interest by all amounts
| received by ACo following the Failure.

ISSUES

On the basis of the background information that has been provided, you have asked for our views concerning the
calculation of a prescribed security interest. In particular, you have asked whether, in computing the prescribed security

interest, payments on account of interest after the Failure reduce the prescribed security interest. In this regard, you
requested our comments in relation to the following issues:

1. Is it the CRA's view that the term "obligation" refers to principal, a combination of principal and interest or something
else?

2. There appears to be a difference in the wording of paragraph 2201(2)(b) of the Regulations in the English and French
versions of the Act. How does the CRA interpret paragraph 2201(2)(b) to ensure consistency between the two
languages?

YOUR VIEWS

You have explained that based on principles of statutory interpretation, the term "obligation" should have a consistent
meaning. It is your understanding that the CRA does not include accrued interest in the amount of the obligation that is
the prescribed security interest at the time of the Failure. As such, it is your view that payments of interest made after
the Failure would not reduce the prescribed security interest.

You have suggested that the CRA's current interpretation and application of the prescribed security interest provisions
extends the deemed trust over property that does not belong to the tax debtor insofar as the suggested interpretation
requires ACo to reduce the amount of its prescribed security interest by the amount of the interest payments. You
suggest that this is analogous to ACo repaying the interest it has received.

Finally, you have raised a concern regarding the English and French versions of section 2201 of the Regulations. You
have noted that in paragraph 2201(2)(b) of the French version, the words "en reduction de I'obligation" are used,
whereas the English version provides "all amounts applied after the time of the failure on account of the obligation".

You have suggested that in a situation where there is an inconsistency between the two versions of a provision, that
preference should be given to the more narrow, restrirted or limited version, in this case, to the French version.

OUR COMMENTS

Legislation

Subsection 227(4) of the Act provides that every person who deducts or withholds an amount under the Act is deemed,
notwithstanding any security interests in the amount deducted or withheld, to hold the amount in trust for Her Majesty.
Subsection 227(4.2) goes further to explain that for the purposes of subsections 227(4) and (4.1), a security interest

does not include a prescribed security interest.

Section 2201 of the Regulations sets out the meaning of the term prescribed security interest as:

1 that part of a mortgage securing the performance of an obligation of the person, that encumbers land or a building,
I where the mortgage is registered pursuant to the appropriate land registration system before the time the amount
I is deemed to be held in trust by the person.

Subsection 2201(2) of the Regulations describes how the amount of the prescribed security interest is to be calculated,

namely, that it is deemed not to exceed the amount by which the amount of the obligation outstanding secured by the
mortgage exceeds the total of amounts:

J (a) all amounts each of which is the value determined at the time of the failure, having regard to all the
1 circumstances including the existence of any deemed trust for the benefit of Her Majesty pursuant to subsection 227
I (4) of the Act, of all the rights of the secured creditor securing the obligation, whether granted by the person or not,
1 including guarantees or rights of set-off but not including the mortgage referred to in subsection ( 1), and

I (b) all amounts applied after the time of the failure on account of the obligation.

The reference in (a) above is to amounts other than those secured by the mortgage (for example, guarantees by third
parties). It is our understanding that this paragraph is not an issue for the purposes of this interpretation.

Deemed Trust

As set out above, subsection 227(4) of the Act deems that amounts deducted or withheld under the Act are held in trust
for Her Majesty and for payment to Her Majesty in the manner and time provided in the Act. The Department of
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Finance's Explanatory Notes to subsection 227(4) explain that the most recent amendments were made in response to

the Supreme Court of Canada's decision in The Queen ir. Royal Bank of Canada, 97 DTC 5089. In particular, the current
wording of section 227(4.1) makes it clear that, the deemed trust for the amounts withheld from payments, applies only

to property of the payer equal in value to any such amount deemed to be held in trust and that was not paid to Her

Majesty as and when required.

In relation to the timing of when the deemed trust arises, the Supreme Court of Canada in First Vancouver Finance v.

Great West Transport Ltd., [2002] 2 S.C.R. 720, explained that while the trust arises at the time that the tax debtor fails

to remit the source deductions by the specified due date, it is "deemed to have been in existence from the moment the

deductions were made". It was further stated by the Court in First Vancouver Vnat, once the tax debtor's property is sold,

it is no longer captured by the deemed trust. Instead, "the proceeds of disposition of the alienated property are captured

by the trust."

Meaning of "obligation"

You have asked us what we consider to be included in the term "obligation" at the time of the Failure. In your
submission, you have explained that your arguments are based on the assumption that the term "obligation" refers only

to the amount of the principal secured by the mortgage. For the reasons discussed below, we are of the view that such
an assumption is incorrect.

The term "obligation" is not specifically defined in the Act. While subsection 248(26) defines what a "debt obligation" is,
this is only relevant in certain scenarios, none of which apply in this case. As such, it is necessary to look to other

sources in order to determine the meaning of "obligation" as the term is used in section 2201 of the Regulations.

We note that the Technical Notes to the Draft Regulations amending Regulation 2201 state that "the maximum amount

of a prescribed security interest is determined by reference to the amount outstanding on the obligation for which it is a
security interest at the time of a failure to remit any source deduction." The Technical Notes go on to explain that

"Paragraph 2201(2)(a) first limits the prescribed security interest to the amount of the obligation that is secured by

the mortgage, after deducting the value of all the rights of the secured creditor securing the obligations."

It is our understanding that mortgages secure both the principal and interest owing on the debt. We note that, section 6

of the Interest Act, R.S.C., 185, c. 1-15 (the "Interest Act") requires that a mortgage contain a statement showing the
amount of principal and the rate of interest that will be charged on the principal money, as follows:

| Whenever any principal money or interest secured by mortgage on real property or hypothec on immovables is, by
the mortgage or hypothec, made payable on any plan under which the payments of principal money and interest

are blended or any plan that involves an allowance of interest on stipulated repayments, no interest whatever shall

be chargeable, payable or recoverable on any part of the principal money advance, unless the mortgage or

j hypothec contains a statement showing the amount of the principal money and the rate of interest chargeable on
| that money, calculated yearly or half-yearly, not in advance.

It is our view that this further clarifies that an obligation that complies with section 6 of the Interest Act would therefore

include principal as well as the interest charged thereon. As such, to the extent that the obligation secured by the

mortgage includes principal as well as interest, then for the purposes of subsection 227(4) of the Act, as well as section
2201 of the Regulations, it is our view that reference to "obligation" includes the principal as well as the interest accrued

to the date of the Failure.

Meaning of paragraph 2201(2)(b) of the Regulations and Inconsistency between the

English and French versions

Once the value of the obligation is calculated in subsection 2201(1), the next step is to reduce the amount by the

amounts referred to in subsection 2201(2). As stated above, paragraph (b) reduces the prescribed security interest by
"all amounts applied after the time of the failure on account of the obligation." You have raised a concern regarding the

fact that the French version of paragraph 2201(2)(b) provides that "les montants appliques en reduction de I'obligation

apres le moment du defaut?, whereas the English version provides that "all amounts applied after the time of the failure
on account of the obligation?. In particular, you consider the wording "en reduction de I'obligation" and "on account of

the obligation" to have different meanings. It is your view that the French wording would result in amounts reducing the
principal being capable of collection by the Minister, and not amounts applied as against the interest.

Given our conclusion that the term "obligation" includes both principal and interest, we do not think there is an

inconsistency between the English and French wording. It should be noted that the obligation referred to in subsection

2201(1) is that part of the obligation calculated at the time of the Failure. The obligation referred to in paragraph 2201

(2)(b) is the whole of the obligation at the relevant time.

In our view, any interest that accrues after the Failure forms part of the obligation at the relevant time referred to in
paragraph 2201(2)(b). Therefore, any payments of interest made by the debtor after the Failure would be "on account of

the obligation" and would so reduce it. As such, the full amount of the payments by the debtor (i.e., both principal and .

interest) would reduce the prescribed security interest.

Nevertheless, even if there was a difference, we note the Tax Court of Canada's decision in Sommerer v The Queen,

2011 DTC 1162 (TCC), in which Court agreed with both the Appellant and the Respondent that, in a situation where

there is an irreconcilable difference in the wording between the English and French versions, it is necessary to choose the
version that better accords with the intention of Parliament. This accords with the Supreme Court of Canada's decision in

Medovarski v. Canada (M.C.I.), [2005] 2 S.C.R. 539. As such, even if there were an irreconcilable difference between the

English and French versions of regulation 2201(2)(b), it is our view that the version that better accords with the intention

of Parliament would have to be chosen. On the basis of the Department of Finance's Explanatory Notes to subsection 227
(4) as well as the Technical Notes to the Draft Regulations set out above, in this case, it would be the English version

that is chosen.
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Policy

The Department of Finance's Technical Notes provide an explanation of the purpose of the prescribed security interest

provisions as follows:

Since secured creditors must generally monitor whether a client-employer remits sufficient amounts of source

deductions in a timely manner, the aforementioned restrictions are meant to provide them with an incentive to

ensure that source deductions are remitted as and when required by their debtor and prevent potential abuses as

well as undue benefits or windfalls that could accrue to secured creditors following the failure to remit moneys held

| in trust for payment to the Receiver General, (emphasis added)

We are of the view that it was the intent of Parliament to provide creditors with an incentive to ensure that the debtor

remitted source deductions as and when required. If creditors were able to continue to collect interest that accrued after

the Failure, in our view, it would reduce the creditor's incentive to ensure that source deductions are remitted.

In your letter, you expressed concern that reducing the prescribed security interest by interest paid after the Failure

would favour other creditors. In your opinion, the reduction in the prescribed security interest by interest payments made

after the Failure effectively means that the prescribed security interest holder forfeits the payments, whereas a secured

lender that does not hold a prescribed security interest would get to keep the interest payments. Respectfully, we

disagree. Although other secured creditors do not have to return any interest payments made after the Failure, their

security interest is subordinated to the Crown's interest, which greatly reduces the value of their security interest. The

prescribed security interest holder, on the other hand, is the only creditor with priority over the Crown's claims of the

amounts in the deemed trust. Further, the prescribed security interest holder can prevent any reduction in the prescribed

security interest by monitoring the status of the debtor's remittance obligations and can take action to realize its

prescribed security interest, if necessary.

There is also jurisprudence to support this purpose. In particular, we would draw your attention to lacobucci, J's

comments at paragraph 23 in the Supreme Court of Canada's decision in First Vancouver reqwdrnq the position of the

Minister:

in contrast to a tax debtor's bank which is familiar with the tax debtor's business and finances, the Minister does not

have the same level of knowledge of the tax debtor or its creditors, and cannot structure its affairs with the tax

j debtor accordingly. Thus, as an "involuntary creditor", the Minister must rely on its ability to collect source

J deductions under the [Act]

Limit on the floating charge to include assets no longer held by the debtor

It is noted in your letter that, the deemed trust rules in subsections 227(4) to (4.2) of the Act create a floating charge in

favour of the Crown over the assets of the debtor. It is your view that, "if the prescribed security interest holder is

required to reduce the amount of its priority by interest payments, it is tantamount to repaying the interest it has

received [after the Failure]. This is equivalent to the deemed trust extending over property that does not belong to the

tax debtor." Respectfully, we disagree.

The provisions of subsection 227(4.1) of the Act specifically provide that the property of the person and property held by

any secured creditor of that person that but for a prescribed security interest would be the property of the person, equal

in value to the amount so deemed to be held in trust, is deemed to be held, from the time the amount was deducted or

withheld by the person, separate and apart from the property of the person, in trust for Her Majesty whether or not the

property is subject to such a prescribed security interest.

The Act is clear that once a person withholds or deducts amounts, they no longer belong to the person. Rather, the

person holds the amounts in a trust in order to satisfy the obligations under the Act.

The unanimous decision in first Vancouver stated that:

The intent of Parliament when drafting ss. 227(4) and 227(4.1) was to grant priority to the deemed trust in respect

if property that is also subject to a security interest regardless of when the security interest arose in relation to the

time the source deductions were made or when the deemed trust takes effect.

Further, the Federal Court in The Queen v. HSBC Bank ofCanada, 2004 DTC 6281, noted that 'The legislator specifically

intended to avoid the need for the Minister to trace tax debtor's assets and to prove what property was covered by the

trust." In our view, this supports our position that the provisions of the Act relating to prescribed security interests have

been drafted in a manner that allows the Minister to collect outstanding tax debts without the need to trace property and

in priority to other creditors.

It is also worth taking note of the Federal Court of Canada's decision in AGC v. TD Bank, 2008 DTC 6275, where Noel, 1.,

at paragraph 17, summarized the findings of the Supreme Court in First Vancouver as follows:

- The collection of source deductions is at the heart of income tax collection;

- The tax debtor's bank is more familiar with the debtor's business and finances than the Minister;

- Source deductions have priority over other creditors with respect to the collection of unremitted taxes;

- The special priority granted to the deemed trust prevails over property given as security, regardless of whether the

security interest arose before or after the deductions for income tax or employment insurance were made [.]

As noted above, the prescribed security interest holder is the only creditor with priority over the Crown's claims of the

amounts in the deemed trust. The amount subject to priority over the Crown's claims is crystalized as the prescribed

security interest at the time of the Failure. Once the prescribed security interest has been fixed, it is our view that any

payments made to the prescribed security interest holder after the Failure simply reflect a realization of the prescribed

security interest and not an extension of the Crown's floating charge to include the prescribed security interest holder.
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However, the prescribed security interest holder can prevent any reduction in the prescribed security interest by

monitoring the status of the debtor's remittance obligations and can take action to realize its prescribed security interest

if the debtor fails to remit the amounts held in the deemed trust.

Conclusion

For the purposes of the Act, prescribed security interest is the amount of the obligation secured by the mortgage

(including principal and interest accrued to that date) prior to the Failure. The prescribed security interest is reduced by

the amount of any other rights of the secured creditor as described in paragraph 2201(2)(a) of the Regulations and any

payments (including both principal and interest) made after the Failure.

The obligation referred to in subsection 2201(1) is that part of the obligation calculated at the time of the Failure. The

obligation referred to in paragraph 2201(2)(b) is the whole of the obligation at the relevant time. Any interest that

accrues after the Failure forms part of the obligation at the relevant time referred to in paragraph 2201(2)(b). Therefore,

any payments of interest made by the debtor after the Failure would be "on account of the obligation" and would so

reduce It, As such, the full amount of the payments by the debtor (i.e., both principal and interest) would reduce the

prescribed security interest.

We trust that these comments will be of assistance.

Yours truly,

Terry Young, CPA, CA

Manager, Administrative Law Section

On behalf of Randy Hewlett, Director

International Division

Income Tax Rulings Directorate

Legislative Policy and Regulatory Affairs Branch

cc. Tony Manconi, Director General,

Collections Directorate, Taxpayer Services and Debt Management Branch
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Federal Income Tax Collection Plus Student Edition (FITAC Plus SE) » Government Forms, Publications,

and Rulings » Income Tax Rulings » 2001 - 2010 » 2009 » 0338000-0338999 » 2009-0338291 E5 —

Deemed Trust — 153(1), 223(11.1), 227(4), 227(4.1), 227(4.2); ITR: 2201; Bankruptcy & Insolvency Act:

81.1, 81 .A; Bankruptcy and Insolvency General Rules 1 1 1

Document No.: 2009-0338291 E5 (E)

Author: Lindsay Frank

Document Type: Interpretation - external

Reference Date: May 06, 2010

Subject: Deemed Trust

Section Ref.: 153(1), 223(11.1), 227(4), 227(4.1), 227(4.2); ITR: 2201;

Bankruptcy & Insolvency Act: 81.1, 81.A; Bankruptcy and

Insolvency General Rules 111

PRINCIPAL ISSUES:

1 . Whether the deemed trust applies without an assessment.

2. Whether the deemed trust takes priority over other creditors.

3. When would the CRA assert a claim for the deemed trust.

4. Whether the deemed tryst applies to personal income tax.

POSITION

1 . Yes.

2. Yes.

3. Yes.

4. No.

REASONS:

1 . The deemed trust arises by operation of law. The CRA is not obliged to assess or register the deemed trust or

give notice of its existence.

2. Any security interest registered after the deemed trust has arisen would not have priority.

3. The Crown's rights to the deemed trust are in the proceeds of any property liquidated; hence the CRA would

assert a claim for the deemed trust when property to which the deemed trust attaches is liquidated.

4. The deemed trust applies to source deductions, not to personal income tax.
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XXXXXXXXXX Lindsay Frank

(613) 948 2227

Attention: XXXXXXXXXX

May 6, 2010

Dear XXXXXXXXXX :
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Re: Deemed Trust

This is in reply to your letter of July 23, 2009, in which you are inquiring about the operation of subsections 227(4) and

(4.1) of the Income Tax Act (the "Act").

Subsection 227(4) of the Act deems an amount deducted or withheld, as required by subsection 153(1), to be held in

trust ("deemed trust") until it is remitted to the fisc. Subsection 227(4.1) provides that the deemed trust operates

despite either the Bankruptcy and Insolvency Act ("BIA") or any security interest that a creditor may have in the

person's property. In that regard, an amount, equal to the amount withheld, is deemed to be held in trust for the Crown

out of the person's property. That amount forms no part of a bankrupt estate from the time that the amount was

deducted or withheld. Furthermore, the property is beneficially owned by the Crown, notwithstanding any security

interest in the property, and the proceeds of that property have to be paid in priority to any security interest.

The deemed trust does not have absolute priority. If certain conditions prevail, that priority would be subordinated to

the rights of certain creditors. In this respect, subsection 227(4.2) stipulates that a security interest does not include a

prescribed security interest!. Section 2201 of the Income Tax Regulations defines a prescribed security interest as

a mortgage on land or building, voluntarily given and duly registered before the deemed trust arose.

Furthermore, section 81.1 of the BIA affords suppliers, who delivered goods thirty days preceding the bankruptcy of a

person referred to in subsection 1 53(1 ) of the Act, a priority ahead of the deemed trust. In addition, section 81 .2

provides farmers, fishermen, and aquaculturalists with a charge over that person's inventory for products supplied

during the fifteen -day period before that bankruptcy.

The following are the replies to the specific questions that you posed in your letter.

Question No. 1

Whether amounts deemed to be held in trust would take priority over any security interest registered, notwithstanding

that the amounts have not been established by assessment?

Reply to Question No. 1

The deemed trust arises by operation of law. Accordingly, the Minister is not obliged to issue an assessment, register

the deemed trust, or publish any notice of its priority before asserting the deemed trust. When a payor makes a

payment net of withholdings as required by subsection 153(1), property of the payor is impressed with the deemed

trust, which takes priority over a security interest other than a prescribed security interest.

Question No. 2

Does a security interest registered against a property for trust funds come ahead of any other security interests

registered after the trust funds were deducted or withheld by the person?

Reply to Question No. 2

Subsection 227(4.1) does not create a security interest in the payor's property. Rather, it accords the Crown beneficial

ownership of the person's property to the extent of the amount of the deemed trust from the time the amount was

withheld until such amount is remitted. Any security interest registered after the deemed trust arose would not have

priority over the deemed trust. However, a security interest would be created, under subsection 223(1 1 . 1 ) of the Act.

were the Minister to certify the debt and register the certificate in accordance with subsection 87(1 ) of the BIA. pursuant

to a prescribed system of registration as stipulated in section 1 1 1 of the Bankruptcy and Insolvency General Rules,

C.R.C., c. 368.

Question No. 3

Would the situation in (2) above arise if the creditor of such security interest were to take action to effect collection of

the debt by seizing the property? If a particular agreement of repayment were to run its commercial course, would the
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CRA become involved or claim against the property subject to the creditor's enforcement proceedings?

Reply to Question No. 3

Pursuant to subsection 227(4.1), the Crown has priority to the proceeds from the property that it beneficially owns.
Thus, the CRA would assert a deemed trust claim where a creditor has seized and liquidated such property. This
would be the case as well if a payment arrangement was concluded with the payor.

Question No. 4

Are amounts for personal income tax affected by subsections 227(4) and (4.1), and would any security interest
registered by another creditor be pre-empted by any security interest registered on behalf of Her Majesty subsequent to

that specific security interest?

Reply to Question No. 4

Subsections 227(4) and (4.1 ) relate to source deductions, and not to personal income tax. In other words, amounts of
personal income tax owing are not subject to the operation of the deemed trust. However, such amounts could be

subject to the deemed security interest pursuant to subsection 223(1 1.1) of the Act as discussed earlier in the reply to
question 2.

Should you have any questions or require additional information, please do not hesitate to contact Lindsay Frank at the
number provided above.

B.J. Skulski

Manager

Insolvency and Administrative Law Section

Ontario Corporate Tax Division

Income Tax Rulings Directorate

c.c. Sheila Ogden
Revenue Collections Section

London Tax Services Office

Document ID: 2009-0338291 E5 E

View Terms and conditions and Privacy policy

Help desk: Mon-Fri, 9am-5pm ET 1 "866-256-6842 Contact us
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