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CiBC World Markets has proven to be the case that keeps on
giving to tax practitioners — providing interasting decisions from
bath the Tax Court’ and the Faderal Court of Appeal.? In this final
chanter, the Federal Court of Appeal ("FCA"} rules on a motion
by CIBC World Markets under Rule 403 of the Federal Cowrt Rules
for higher than normal costs. The decision of the FCA on this
costs motion will be of interest to all tax litigators.

1 CJBC World Markets Inc v B, 2010 CarswellMat 5197, 2010
CarswellMat 3188, [20101 G.5.7.C. 134 (T.C.C. [Teneral Procedura]).

2 CIBC World Markets nco v B, 201 CarswellMat 4618, 201 CarswellNat
3848 (F.C.AL).

3 CIBC Weord Morkets ine. v 7, 2012 CarswellNat 32 {FC.A )L
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The Relevant Facts

While the facts upon which the case iiself is based are rather
complicated {and have been dealt with in some detzil in previous
articles®), the facts which are relevant to the costs motion are much
more simple.

C18C World Markets Inc. (“CIBC"} made an offer to settle on June
30, 2009 for 90% of the total amount of tax at issue. This offer
held no expiry date, and was therefore capable of acceptance at
any tirne. The TCC hearing took place on February 10, 2010, and by
decision dated September 8, 2010, the appeal was dismissed with

© cosis against CIBC. The FCA heard the case on Septemier 21, 201,

and rendered their decision on September 30, 2011, allowing the

4 See Robert Kreklewetz and John Bassindale, “Bittersweet Victory for
CIBC World Markets”, O5T & Commodity Tax, Vol XXV, Ne, 10, December
30, 2011 and Robert Krekiewetz and John Bassindale, “No Changes
Permitted to | TC Allocation Methods After Filing”, GST & Commodity Tax,
Vol. XXV, No. 6, October 16-31, 2010.

appeal and awarding CIBC costs in both the FCA and the TCC. The
case {tself involved a question of law and, therefore, the decision of
each court was necessarily an “all or nothing” resuit for CiBC.

After succeeding in the FCA, CIBC moved for an order directing the
FCA's assessment officer to award higher-than-nermal costs for
hotlr the proceedings hefore the TCC and the proceedings before
the FCA.

The Positions of the Parties

CIBCs motion for higher-than-normal  costs relied on  the
unaccepted written offer to settie, such written offers being one of
several factors a court may consider in determining the amount and
allocation of costs under Rule 400 of the Federal Cowt Rules.

The Crown rejected CIBC's position, contending that it had been
legally powerless to accept CIBCs settlement offer and, therefore,
no cost conseguences shiould flow from the Crown's failure to accept

" the settiement offer. More specifically, the Crown argued that It was

not permitted to accept a settiemeant offer unless it was supported
on the facts and law of the particular case. n this particular case,
the “all or nothing” nature of the legal issue meant that an arbitrary
compromise hased on quantum {e.g., 90% of the amount at issue}
could never meet this requirement.

The Decision of the FCA
Costs in the Federal Court of Appeal

The FCA rejected CIBC's requesi for higher than normat costs
related to the FCA decision out of hand because CIBC had not
reasserted its offer to settle after the decision of the TCC. On this
noint, the FCA cited prior case law from the FCA, ABCA, and ONCA
which clearly sat out that "an offer of settlement made before the
decision at first instance does not affect the award of costs on
appeal, unless the offer is reasseriad while the appeal is pending.”

While litigators often make settlement offers for the purpose of
protecting the final cost awards, many litigators may not be aware
of the reguirement to reassert the offer to settle on appeal, This
paoint is important for all litigaters to know — not just tax litigators.

Evidence in Support of Mation

As part of CIBC's motion record, it provided the letter setting out the
offer to settle. Normally, this would not cause any issues if the letter
merely contained the settlement offer. However, the letter also set
out some of the comiments and opinions of the Tax Court judge who
presided over the pre-hearing conference,

The Crown submitied that such comments and opinions were not
subject to disclosure, and should therefore he disregarded by the
FCA, The FCA agreed with the Crown, and reaffirmed that the
content of the pre-hearing conference could not be introduced in the
costs submission. While the setttement offer itself necessarily had
to be disclosad for the purpose of the motion, references to what
was discussed or proposed during the pre-hearing conference and
the comments of the presiding justice should have been redacted.

©2012 Thomson Reuters Canada Limited
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While costs subimissions always involve the disclosure of privileged
documentation in the form of the setilement offer, litigators
should understand the limits of this required disclosure — only
the sattlemant offar itseli can be introduced, and the privileged
circumsiances and discussions surrounding the offer should not be
disclosed on a subsequent costs subimission.

Could the Crown Have Accepied the Settlement Offer?

The FCA consigerad whather, as a matter of law, the Crown could
have accepted CIBC's settlernent offer. The FCA first agreed with
the Crown’s submission that, given tha circumstances of the case,
the issue was an all or nothing proposition for both CIBC and the
Crown, There was, therefore, no factual or legal pasis on which a
compromise settlement could be hased.

Tha FCA next considered the Crown's power to accept such
compromise settlements which cannot be supported by the facts
and 1aw. The FCA reviewed prior declsions on this issue, including
Cohway,® Coken® and Rarris” and held that it was bound by these
prior unanimous decisions. tn the FCA's view, the Minister of National
Revenue was obligated to assess “on the facts In accordance with
the law and not to implement a compromise setilement” As stated
i Gavary: “the Minisier of Mational Revenua is linllted to making
cdecislons based solely on considerations arising from the Act itself”

The FCA distinguished the cases cited by CIBC as reprasenting
situations where the settlement involved agreed upon facts, and
noted that such agreements, as o disputed facts, were not contrary
to the principle in Colwoy. :

CIBC attempted to argue that policy considerations shouid permit
setilement, i for no other reason than to prevent maost tax cases from
heing litigated to trial. The FCA, however, was not very concerned
about this nossibllity, and instead noted that, despite Golway, tax
litigation has continued te result in settlements over the past 35
years, and that aften {imes new facts are brought to light, or different
appraciations of the law may emerge resulting in settlements that
the Minister con agree to, based on the facts and the taw at hand.

th concluding, the FCA noted that there was a “forest of policy
arguments,” both in favour of and against compromise settlements
by the Minister, and thai Parllament should determine the best
route out of that particular forest.

The FCA, therefore, ordered that no special cost consequences
could flow from the CIBC settlement offer, and dismissed the
motion, with costs to the Crown.

Commentary

While the decision of the FCA is undoubtedly technically correct
insofar as the analysis of the Excise Tax Act is concernad, it would

5  Galway v Minister of Nationol Revenue, 1974 CarswellNat 186, 1974
CarsweliNat 352, [1974] C1.C. 454, 74 D.T.C, 6355 (Fed. C.AL)L

& Cohen v. R, 1980 CarswellMNat 252, [1980] CT.C. 318, 80 D.T.C. 6250
(Fed. C.AL). ‘ :

7 Haris v B, 2000 CarswellNat 1047, 2000 CarswellNat 1048, [2000] 3
CT.C 220, 2000 DY.C. 6373 (Fed. C.AL).
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have been nice if the FCA's reasoning addressed the question of
the proper interpretation of section 5(d) of the Department of Justice
Act which, in our view, might reascnably have been interpreted as
providing Crown Counsel { as delegates of the Attorney General of
Canada) with the express authority 1o settle litigation matters and
bind the government, even in the case of a compromise settlement,

Section 5(d} of the Department of Justice Act provides thal the Attorney
General of Canada “shall have the regulation and conduct of all
littgation for or against the Crown of any department, in respect of
any subject within the authority or jurisdiction of Canada.” This power
over the regulation and conduct of all litigation should arguably not
be {imhed, except by explicit legislation. It is open to interpretation
how broad a powsr the Attorney General of Canada s given, and
whether it is empowered 1o effect closure to litigation, even against
the wishes of its “client”. Unfortunately, this section does not appear
o have been addressed by the FCA in the detisions noted above.

Another factor that has been surprisingly absent from this line of
analysis is that, in practice, the Minister of Mational Revenue settles a
great many tax cases on a somewhat less than “all or nothing” basis
— and with Crown Counsel brokering thease real-world settlements.
if the Crown i3 Indeed powerless to accept purs compromise
settiements in tax cases, one certainly has to wonder about that.

It was not that long ago that we received a call on an impaortant tax
case for Canadian importers, where the most senior Crown Counsel
in Toronto (now retired) called to offer to settle the matter on an 80-
20 basis for our client, Our client ultimately rejected the offer and
the matter was settled, on the eve of trial, a1 100 cents on the dollar
for cur client. With that in mind, one wonders what practicat impact
the decision of the FCA may have on future settiement offers.

GST/HST CASES

DIRECTORS CANNOT PUT THE BLAME
ON THE CRA'S COLLECTION EFFORTS

Jeanette Wang
Legacy Tax + Trust Lawyers
IWarng@legacidawyers.ca

The Fecderal Court of Appeat {"FCAY) has confirmad in Barreti v,
The Queer® that the Minister of National Revenue only has to make
a good faith effort to search for assets of a corporate debtor as a
precondition to the issuance of a director’s labitity assessment,

Background

The corporation in Barrett had failed to remit GST in the amount
of $128,696 prior to ceasing operations in 1995, The Minister's
collection efforts proceeded slowly. The corporation’s GST debt was
not certified in Federal Court until 1998. Two years went by before a
sheriff was directed 1o execute a writ of seizure and sale, which was
returned unsatisfled. Nearly another three years went by before the
director was assessed in September 2003 for the corporation’s G5T
Liabitity.

8 Borrett v R, 2012 CarswellMat 168 (F.C.AL}
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The director did not argue due diligence. Rather, the director
argued that the Canada Revenue Agency ("CRA”) was not diligent
in its collection efforts, The CRAS collection efforts consisted of
inquiring with the director about what corporate assats there were,
conducting searches for personal property, registering a writ of
seizure and sale, and directing the sheriff to enforce the writ. No
assets were found and, therefore, the CRA went after the director.
It turned out that the company did have assets, as the director led
avidence in Tax Court that, in 1995, the company had over $230,000
in cash in its hank account, $270,000 in stocks and bonds, and
liabilities of under $175,000. This contradicted the evidence of a
CRA colleciion officer, in which the direcior had told the CRA that
the company had no assets and no ability o pay the GST liability in
1995. The director acknowledoed that ke subsequently used up the
corporate assets to pay for a divorce, to pay for his kids' university
education, and to invest In a friend’s business.

A director’s liability for a corporation’s GST liability is imposed
under section 523 of the Excise Tax Act (the “Act™). Before a director
can be made liable, paragraph 323(2}{a) of the Act requires the
Minister of National Revenue to register a ceriificate for the amount
of the corporation’s lakility in Federal Court and that execution for
the amount be returned unsatisfied. The purpose of this paragraph,
as noted by the FCA, is to protect directors, as it hasically requires
the Minister to recover the GST debt from the corporation before

pursuing the directors for payment.

Chief justice Bowman censidered paragraph 323{2}za} in Mioito w
the Gueen® which was aiso a director’s liability case, in which he
comimented that the execution of a writ requires reascenable efforts
on the part of a bailiff. The Tax Court interpreted the Chiaf Justice’s
comments as requiring the Minister 1o make reasonable efforts to
locate assets of a debtor under paragraph 323(2)(a). The evidence
before the Tax Court suggestad that the CRA had not conducted
a search for the company's bank account prior to the returmn of
the writ of seizure and sale. Because the CRA failed to {ocate this
bank account, which apparently had $230,000 in cash when the
company had ceased operations, the Tax Court concluded that the
CRA had failed to exercise reasonable efforts to execute the writ of
sefzure and sale. For this reason, the Tax Court allowed the appeal
and vacatad the assessment.™

FCA Analysis and Decision

The FCA did not agree with the Tax Court's interpretation of Chief
Justice Bowman's comments in Miotto, The FCA noted that the Chief
Justice had remarked that it took a “certain amount of nerve” for the
directors in that case to criticize the bailiff, and the CRA for heing
remiss in failing to find assets of the company when in fact it was the
directors themselves who were responsible for the disappearance
of the company's assets. The same comments could apply to the
director in Barrett, given that he had misled the CRA into believing
that the company had no assets to pay the GST debt when, in fact,
the company had assets which the director subseguently used for
personal expenses.

9  Migito v R, 2008 CarswellNat 628, 2008 CarswellNat 3135, [2008]
C.S1.C 70 {T.C.C [Genaral Procedure]).

10 [Ed. For further commentary on the TCC decision, see leanette Wang,
“Another Argument for Directors to Challenge Director's Liability
Assessments”, QST & Convmordity Tax, Vol XKV, No. 5, October 1-15, 2010.].

The FCA held that Tax Court Justice Gaston Jorre erred in his
interpretation of paragraph 323(2Ha). The FCA concluded that
paragraph 323{2}a) of the Act only reguires the Minister to exercise
good faith in locating assets of the debtor, and that there is no
obligation on the Minister to make reasonable efforis. As there was
no evidence that the Minister in this case did not exercise good faith
in failing to locate the company’s bank account, the jJudgment of the
Tax Court was set aside.

The decision of the FCA goes to show that if the CRA fails to lccaie
assets of the company to satisfy its tax debis (when the director is
responsible for depleting those assets), the director cannot turn
around and accuse the CRA of not looking hard encugh for those
SAME A55ats.

GST/HST LEGISLATION

THE COMPLEXITIES OF BASIC
GROCERIES

Under the Fxcise Tax Act {("ETA"), most goods and services supplied
in Canada are taxable for GST/HST purpeses. Items that escape
these taxing provisions are those that are zero-rated (l.a., taxed ai
a rate of 09%) or exempt (i.e., cutside the scope of the tax). Basic
groceries are zero-rated for GST/HST purposes. By dafinition,
this includes most supplies of food and beverages for human
consumption, which are generally products consumed 1o susiain
or maintain life, or to alleviate hunger or thirst. However, this
definition specifically excludes certain foods and bheverages that
are generally viewed as luxury items and arg, thereforeg, subject to
GST/HST. Thase excluded items largely include products such as
alcoholic beverages, soft drinks, candies, confections, and certain
snack foods,

Over the years, the introduction of a variety of new, compiex, and/
or improved grocery items has challenged the basic grocery zera-
rating provisions, making it harder to determine the tax status
of rertain products. Since the implementation of the legislation
in 199C, the Canada Revenue Agency ("CRA") has issued many
headqguarters letters and interpretations addressing the application
of GST/HST to various food and beverage items. In addition, there
have been severzal interesiting court cases where taxpayers have
challenged the CRA's position and tax assessments in relation to
products they feel should be zerc-rated. These situations clearly
indicate that the application of the “basic groceries” provisions is
not as straightforward as one would hope.

Legislation

Section 1, Bart ll, of Schedule Vi to the ETA defines zero-ratad basic
groceries as “supplies of food or beverages for human consumption
{inctuding sweetening agents, seasonings and other ingredients to
be mixed with or used in the preparation of such food or beverages)
other than supplies of ...". The legislation goes on to list certain itemns
specifically excluded from zero-rating and outlined in paragraphs
{a} 1 (r}. The legistation is generally intendsd to zero-rate products
marieted for the purpose of nourishing the human body. However,
given the long list of exclusions, it seems t¢ be more important to
not be caught by an exception, rather than fail into the very broad
definition of a basic grocery, One such exclusion, paragraph (b},

@202 Thomson Reuters Canada Limited
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exempts non-carbonated fruit beverages, other than milk-based
beverages, containing less than 25% natural fruit juice by volume
from zero-rating. Another interesting exception, under paragraph
{h), specifically removes granola products from zero-rating, with the
exception of granola products sold primarily as bhreakfast cereal. Yet
another complex exclusion, under paragraph (m), excludes cakes,
doughnuts, muffins and other pastry items with swestened filling or
coating from zero-rating, but does not excludes such items if they
are prepackaged or sold to customers in quantities of six or more,
Bread products, such as bagels, are not excludead from zero-rating
under the latter paragraph.

This section of the ETA was amended in 1997, The amendments
included specific reference to juice bars and similar products
excluded by paragraph (j), and non-dairy substitutes for ice cream
and similar products already listed in paragraph {&), as exclusions
from zero-rating when packaged as single servings, Paragranh (&)
was updated to also exclude items sold in single servings, rathar
than just packaged in single servings, from zero-rating. Perhaps
the most significant change, however, was mads with respect to
“prepared foods in a form suitable for immediate consumption.”
While retaining the exclusion from zero-rating for food and
beverages that are heated for consumption, three new paragraphs
were added to exclude; salads that are not canned or vacuum
sealed {paragraph 0.1} non-frozen sandwiches and similar products
{paragraph 0.2); and food or beverages sold under a contract or in
conjunction with catering services {paragragh 0.5).

As afurther guide to applying the tegislation, GST/HST Memoranda
Series 4.3, “Baslc Groceries” (“GMS 4.37), is available. While this
administrative policy does not replace the legislation, it provides
fairly detailed direction on how the CRA believes GST/HST apalies
to hasic grocery products, The memorandum also provides guidance
on more complex situations that are not explicitly addressad in
the legislation, including cuitural foods, vitamins, food additives,
dietary supplements, meal replacemeant products, praduct labeling,
and mixed supplies.

Areas of Complexity
Supplied for Human Consumption

As basic greceries are defined to include food marketed for human
consumption, it is reascnable to exclude from this definition
products not intended {o be ingested by humans and products that
do not meet the minimum standards of the Canadian Food and
Drug Administration. Substandard food and feod waste commonly
supplied for use as animal feed, are examples of items that would
not qualify for zero-rating under the basic groceries grovisions.
Similarly, salt that is supplied solely for Industrial use, such as
de-icing salt for roads and salt used for water softening, is also
excluded. However, table salt, salt for curing fish, and pickling salt
are zero-rated as basic groceries wherg they are packaged for sale
for human consumption. Unfortunately, many situations are not as
clear cut or obvious as these examples. The issue of whether a food
product is considered to be a supply of food to be consumed for the
purpose of sustaining or maintaining life, or for alleviating hunger
or thirst, has often been addressad by the courts.

In the case of Kandowalo™ at issue was whether paan is an item
supplied as "food for human consumption”, and if so, whether it is
excluded by any of the exceptions listed in paragraphs (g} to {r).
Paan is a leaf imported from India, It is sold in Canada in a ready-to-
consume form and is often eaten after meals to aid in the digestion of
food and to help freshen breath. Paan leaves are also used In pravers
in the Hindu religion and later discarded, In the view of the Minister,
paan is not 3 basic grocery item, but rather a taxable non-essential
food item excluded as either a confectionary item or a snack food.

The Court ruled in favour of the Minister, dismissing the Appellanis
appeat that paan leaves should be zero-rated, Prior to presenting
his decision, Justice Rip reviewed a number of relevant cases,
including the matier of Vincent Chow and Her Muojesty the Queen @
where the Appellant was assessad for faiture to collect and remit
GST on its supply of Chinese herbs. These herbs were sold both
in solid and liquid form. They could be purchased as a tonlc, an
ingredient for soup, or applied externally as an ointment or dressing
to reduce pain or heal cuts and bruises. It was the Minister’s
paosition that these herbs were not consumed for nourishment as a
basic grocery itent, but rather for their actual or perceived medicinal
properties. From this case, the word “consumption” was found to
mean “the action or fact of consuming or destroying.” The meaning
of the word “foad™ was defined as "what is taken into the system to
maintain life and growth, and supply the waste of tissue; ailment,
nourishment, provisions, victuals.”

Based on the evidence presented, the Court dismissed the
Appellant’s case on the grounds that the herbs were bioth sold and
purchased as medicinal products to restore or preserve health,
and not as food to maintain tife. In addition, it was found that the
way in which the herbs were used did not meet the definition of
consumption. Similarly, when “eaten”, paan is neither consumed
nor destroyed. it is usually chewed after a meal and only the
secretions of the tzaf are ingested, while the teaf itself is spat out
after chewing. For these reasons, paan and similar products that
are not consumed or destroyed when chewed, do not generally
qualify as zero-rated hasic grocaries,

Can an argument be made that paan leaves should be zero-rated in
amanner similar to bay leaves? Bay leaves, when purchased for use
in cooking, are zero-rated as ingradients, even though the leaf itself
must be removed befare the food is eaten, Paragraph 143 of GMS
4.3 explains that “supplies of ingredients to be mixed with or used
in the preparation of food and beverages for human consumption
are zero-rated.” The fact that paan leaves are often used as non-
food items in religious ceremonias or used after a meal, rather than
during the preparation of 2 meal, would appear te distinguish them
from ingradients such as bay leaves.

Could paan qualify for zerp-rating under the interpretation in
naragraph 146 of GMS 4.37 This paragraph states:

products which are not generally recognized as food or beverages
in Canada, which are consumed as food or heverages by cultural
groups, are considered zero-rated basic groceries unless the food

M Kondawale v. R., 2004 CarswellNat 3378, [2004] G.ST.C. 131 {T.C.C.
[Infarmal Procedura]),

12 Vincent Chow White Crane Maiticl Arts Ltd. v. R, 1999 CarswellNat 1396,
[1999] G.ST.C. 67 (T.C.C. [General Procedure]).
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or baverages are specifically excluded from zero-rating under the
provisions of paragraphs 1(a} through 1r) of Part Il of Schedute V.
However, the products must be consumed! as basic grocery items
for nourishment {as opposed to products consumed for actual or
perceived medicinal properties).

This paragraph is essential when reviewing the tax status of food
and beverage products associated with various cultural groups,
since “the CRA considers a product to be feod and beverage if an
average consumer would recognize and purchase the product as
such in the ordinary course of buying basic groceries.™ I would not
he equitabie to exclude certain cultural food and beverage items
from zero-rating solely because an “average” Canadian consumer
may not purchase them during a typical trip to the grocery store,
Therefore, this paragraph allows for the zero-rating of imported
foods and bevarages that are: (1) not considered luxury items, soft
drinks, atcoholic beverages, cendias, confections or snack foods;
and (2) consumed for nourishment rather than medicinal purposes.

Paragraph 146 did not affect the outcome in the Kandowalo case
because, in order for the policy to apply, the product in question
must first be “for human consumption” and cannot be excluded
from zero-rating by paragraphs (a) to (r). Since paan i viewed as
not for human consumotion, paragraph 146 of GMS 43 (ie., the
CRA's administrative policy) did not apply.

From the vatious cases reviewad by Justice Rip, the following list
of useful factors for determining whether s pariicular food item is
zero-rated was derived:

(2} whether the item in question is specifically exempted by the
enumerated list of exceptions found in Part {li of Schecule VI
to the Act;

{h) whether the item Is one which would reasonably be
considered a convenience food;

(c) whether the item Ts intended to be consumed immediately
after opening or removing the packaging;

(d) whether the ltem requires the consumer to underiake
additional preparation prior to consumption;

(e} whether the item is ona which will be consumed (as opposed
to, for instance, something that will be applied extarnaily);

{f) whether the item is one that has traditionally been thought of
as a basic food item;

{g) whether the item bears the attributes one normally associaies
with food (i.e., it 1s tasteful, its packaging displays a list of
ingredients, it assuages hunger, etc.).

The analysis of each product will be different, However, these
factors provide a useful starting point.

Product Marketing

From the inception of the GST, the government's intention was to not
subject hasic groceries to tax. The structure of the tegislation does
not define what is included in basic groceries; rather, it provides a

13 GST/HST Memoranda Series 4.3, “Basic Groceries”, paragraph 2 ("Gas
4.3,

framework for determining which producis are excluded from zero-
rating and are, therefore, taxable at the normal rate according to
the place of sunply. However, sometimes the distinction between
an otherwise taxable itam and a zero-rated item may not be easiiy
determined. The CRA has always taken the position that, if 2
product’s tax status is in doubt, the mannar in which the product
is displayad, labeled, packaged, invoiced, and adveriised will be
consigered in determining its tax status.™

Although no one factor should be used to determine the nature of
a product, these factors may provide an indication that the proguct
is consumed for enhancernent purposes, and nat as a food product.
Paragrach 160 of GMS 4.3 expiains that meal replacernent products
and nutritional supplements are considerad zero-rated basic
groceries. The purpose of these products 1s to provide nourishment
to the human body. However, distary supplements consumed
for therapeutic or preventative measures, or to achieve specific
beneficlal affects related to performance or physique, are taxable ®
Since these two types of products may appear very similar, the
distinction is often best determined based on the claims, warnings
or ingredients on the packaging, or on how the product is marketed.
In addition, it should be noted that the manner in which a product
is soid may change its tax status. For example, all supplies of meal
replacerments, nutritional supplements, and formulated Hguid diet
products are zero-rated. Howaver, when these items are sold from 3
vending maching, they become faxable.®

1146491 Criaro Lid, and Her Majesty the Queen” provides an excellent
fustration of the complexities surrounding the application of the
zaro-rating provisions for basic groceres. Among other things, this
case loaks at issues involving prepared foods and product marketing.
The main concern in this case was whether the Appellant was
correcily assessed for failure to collect tax by the Minister based on
paragraph o1, which spacifically excludes from zerc-rating “salads
rot canned or vacuurm saaled” The products in guestion were salad
kits in zip-lock bags, with separate bags for cheese, bacon bits,
croutons, olives and onions, and containers for dressing included
inside. The Minister’s position was that, because the product is a
salad and not canned or vacuum sealed, it was excluded from zero-
rating as clearly outlined in paragraph 0.1 Conversely, the Appellant's
position was that a salad kit is not a satad, but rather a basic grocery
item and, therefore, should remain eligible for zero-rating. The court
ruled in favour of the Appeliant and granted the appeal,

In the view of the Minister, ithe salad kits were packaged and
marketed as prepared salads. Rather than requiring a customer to
separataly purchase the Ingredients required to prepare a salad, a
satad kit provides all of the ingredients, appropriately measured,
in one package. The Appellant’s website advertised “ready-made
calads” and “toss-and-serve salad kits.,” However, it is clzar from
this case that the Minister saw little dgifference between a preparad
salad and a combined supply of zero-rated ingredients. In support
of its position, the Minister presented the issues of immediate
consumption and the convenience of purchasing a salad kit. These
points were considerad by Justice Miller, who acknowledged that

14 GMS 4.3, paragraph 1.

15 Ihid., paragraph 148.

16 Ihid., paragraph 160,

17 16491 Ontario Ltd. « 2., 2002 CarswellMat 1056, 2002 CarswellNat
5004, [2002] G.5.T.C. 54 {T.C.C. [General Procedurel}.
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salads are ~ at least to a certain degree - prepared food items.
Althougn salad kits had an element of convenience, they were not
the same as a fully assembled salad. Further, they were not the
same gs prepared sandwiches, food platters, and catered meals {as
listed in paragraphs 0., 0.2, 0.3 and 0.5), which typically require no
preparation at all. To this end, the Judge made the foliowing remark:

In this tast-paced day and age, where retoilers market convenience
ta huseholds, in which spending mare thar one haif hawr on food
preparation is g rare luxury, iHis inappropriate to find o salod kit not
to be part of basic groceres, Those steeped in culinary arfs might
pooh pooh the ideq that assembling a Caesar salad from a salad kit
constitites food preparation or cecking. | hove no doubt there are
a far greater number, be they university students, law clerks, voung
Lirban professionals or retired couples who think the assembly of the
salud from the kit is indeed caoking. As such, the kit liseff cannat be
consiaered the sofad. #

The Court’s decision took into consideration the overall substance
and intent of the salad kits — ingredients to make a salad — rather
than how they were physically packaged {i.e, the salads were
not canned or vacuum sealed). In arriving at this conclusion, the
following factors about the case were also considered:

> the bag is labelled as a kit, not a salad;

* in Market Fresh’s advertising, ready-made salads were
distinguished from the salad kits;

» the serving is not a single serving but multi-servings;

= not all the contents of the package need o be used in one
sitting, but can be re-sealed for a subsequent mea;

» the content cannot be consumed on the spot;

* the package must he brought heme, as a bowl and utensils
are required (o assemble the salad;

= although there is an element of convenience to the kit, it is
not to the extent of a fully assembled salad;

¢ the common sense approach would be to differentiate
between a satad and a salad ¥it; [and]

= the characteristics of the salad kit do not match the
characteristics of the other axceptions in subsection {o.1) of
Part It of Schedule Vi of the Act.

Another equally interesting decision is the case of Complete Cuisine
& Fine Foods To Co (1988) L™ in this case, the Appellant provided
meals for its customers which were partially cocked. These meals
needed to be further cooked by conventional oven or microwave
befare they could he eaten. The CRA assessed the Appellant for
not collecting and remitting GST on what it considerad 1o he fully
prepared, non-frozen meals, The CRA tock the position that the
Appellant was providing catering services (under paragraph 0.5) that
ware taxable at a rate of 7% {the rate in effect at that time). However,
in the view of the Court, the supplier did not provide “catering
services”, but merely the delivery of zero-rated food items. The fact
that the product had to be further cooked before it could be eaten, is

18 Ihid.
19 Complete Cuisine & Fine Foods To G {1988} Lid. v, B, 2003 CarswellNat 967,
2003 CarsweliNat 5915, [2003] G.ST.C. 81(T.C.C. [Informal Procedure]),
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consistent with the distinction drawn between “food” and “prepared
food” in other cases. In addition, there was no evidence presented
to show that the supplier provided a service of serving ready-to-eat
prepared focd, Accordingly, the taxpayer’s appeal was allowed,

The complex nature of the basic grocery provisions has also rasubted
in numerous requests for Headquariars GST/HST Rulings letters.
One recent request was for a ruling on the tax status of fruit hars.?®
The facts in this letter indicate that the product is composed of dried
fruit and spices compressed into a rectangultar bar It is individually
wrapped and packaged in a box containing at least six tems. in a
typical supermarket, the product is displayed with nutritional, protein
and energy bars. In addition, the tabel on the packaging implies
that the product may gualify as a meal replacement or nutritional
supplement, Based on the information provided, the position of the
CRA is that this product is excluded from zero-rating. In the CRAs
response, the following paragraphs from GMS 4.3 were considered:

= Paragraph 62 - In this paragraph, gransla bars, but not
including products sold primarily as breakfast cereal, are
excluded from zero-rating. The taxpayer's product did not
gualify as a cereal bar bacause it doas not contain cereal and
is not marketed as a breakfast cereal bar.

»  Paragraph 87 - Certain food products sold in guantities of six
or more may be zero-rated under this paragraph. However,
this paragraph is speciically for sweetened goods, such as
cakes, muffins, pies, pastries, tarts, cookies, doughnuts,
brownigs, and crolssants with sweetened filling or coating.
Since the taxpayer's product is not a sweetenad good, this
paragraph could not be applied.

= Paragraph 162 - Energy hars and protein bars that qgualify as
meal replacements and nutritional supplements are zero-
rated under this paragraph, except when sold from a vending
machine. The Food and Drug Act and Reguigtions set out
conditions that must be met in order for a product to qualify
as a nutritional supplement or a meal replacement. Although
the faxpayer’s product has packaging which indicates a meal
replacement or a nutritional supplement, it is not fully marketed
as such and, therefore, does not qualify for zerg-rating.

« Paragraph 85 - This paragraph specifically excludes fruit
bars, rolls, or drops or similar fruit-based snacks foods from
zerg-rating. With fruit as the main ingredient in the taxpayer's
product, the CRA determined that the product is excluded
from zero-rating under this paragraph.

Conclusion

As product inniovators continue to explore and introduce new food
products, many of which are not specifically addrassed hbv the
current legislation, the ability to define the nature and tax status
of certain items may continue to be a challenge for taxpayers and
tax authorities. However, as demonstrated through the cases and
interpretations presented above, two key points to consider when
applying the legislation to certain food products are: 1) whether the
product is actually consumed; and 2) how the product is packaged,
labeled, and marketed for sale.

20 GST/HST Headquarters Letter, Document No. 128489, March 21, 2071
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GST CASES

VOIP TELECOMMUNICATION SERVICES
PROVIDED TO NON-RESIDENTS MAY BE
ZERO-RATED

Carotine Desrosiers and Micelas Simard
Spiegel Sohmer, Montrea)
NSImardi@spiegelsohimer.com, CDesrosiersi@splegalsohmerncoim

In SWS Communication inc. el al v The Queen® the Appellants,
Centre tes Voyages Miracle inc. and SWS Communication Inc. (the
“Taxpayers”) were operating in the telecommunication indusiry as
wholesale Voice Over Internet Protocol ("VOIP”) providers, YOI
technology is used to provide telecommunication services, such as
Skype, long distance calls over the internet and online gaming, and
is a huge and growing industry. As VOIP providars, the Appellants
negotiated pricing agreements with telecommunication carriers
all over the wortd for the transmission of VOIP communications
initiated by the Appellants’ clients. In tum, the Appellants would
offer those negotiated Internet paths to other wholesalers with a
slight marlk-up on the rate negotiated.

The Tazxpayers were reassessed for their alleged failure to collect
GST on the supply of telecommunication services rendered to
BMT America LLC {("BMT") and Cornwvergia inc., both U.S. based
corporations.

Based on the evidence provided, the services rendered to BMT
were for calls originating in the U.S. te termination poinis outside
of Canada. A U.S. based server was used to provide the services. A
second server located in Mantreal was used exclusively as a back-
up. Since the .S, server did not fail during the audited period, the
hack-up server was never used to complete the calls and, hence, dic
not render the services.

The primary issug in this case was whether the VOIP services
supplied were zero-rated under section 22.1 of Part V of Schedule
VI of the Excise Tox Act ("ETA”). in general terms, this section
provides that a supply of telecommunication services is zero-rated
whan the services are rendered 10 a nen-resident, non-registrant,
who acquires the services for use ottside of Canada.® The Crown
argued that the Appellants could not benefit from this exception

21 SWS Communication inc v R, 202 CarsweliNat 945 {T.C.C. [Ceneral
Procedure]). (Two appeals were heard on common evidence at the
recuiest of the parties.)

22 [kd. Section 221 of Part V of Schedule VI to the ETA also requires
that the supply be made by a registrant who carrias on a business of
supplying teiecommunications services in order to be zero-rafed, a
condition which was niot in issue in this case. In addition, the zero-rating
provision excludes supnlies of telecommunications services where the
telecommunication is emiited and received in Canada. However, the
Crown did not appear to rely on this exclusion in challenging the zero-
rated status of the supplies in question.].

because the services wera rendered to deemed residents, pursuant
to subsaction 15307 of the ETA, which provides that a non-resident
who has s permanent establishment in Canada is deemed resident
In respect of activities carried on through that establishiment.

The Court decided that BMT and Convergia Inc. did not receive
the VOIP services in reiation to their permanent establishments
in Canacla because the services were not consumed or used in the
activities carried] on through those permanent establishments.

The Court also addressed the burden of proof in tax cases and
reaffirmed the principle that the Minister's assumptions must
he specifically pieaded in order for the onus o be shifted to the
Appetlant. The Court held that it was not sufficient for the Minister
to assume that the recipient of the sarvices had a permanant
establishment in Canada for the purposes of determining whether
there was a deemed residence in Canada. In order for the deemed
residence created by subsection 132(2) t0 apply, the Crown had to
demonstrate that the services were provided In furtherance of the

" activities carried on through the paermanent establishments located

in Canada, Since the Crown falled to assume and allege that the
Appellants provided services to Canadian permanent establishments
for use in a business carriad on in Canada, the assumptions of the
Crown were not sufficient to support the assessment on the basls that
tha services did not gualify for zero-rating.

Additionally, Justice Hogan refused 1o disgualify an expert withess
from also testifving as a factual witness on elaments for which he
had personal knowledge, on the basis that he was called to testify
as an axpert.
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