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Appeal No. AP-94-167

SECURITY CARD SYSTEMS INC. Appellant
and
THE MINISTER OF NATIONAL REVENUE Respondent

The appellant is a licensed manufacturer of credit cards, primarily for financial institutions
(the clients). The appellant paid federal sales tax (FST) on the embossing and encoding activities
associated with making the credit cards. However, it subsequently applied for a refund of the FST paid, on
the basis that it was not the legal manufacturer or producer under subsection 50(1) of the Excise Tax Act
(the Act) with regard to those activities.

The issue is this appeal is whether the appellant is liable for FST under the Act with respect to the
embossing and encoding activities. If not, the appellant is entitled to a refund of the moneys paid in error
that were taken into account as taxes under the Act. Specifically, the Tribunal must determine: (1) whether
there is a single process of manufacture or production, including both the making of blanks and the
embossing services performed on the blanks, or whether there are two distinct operations, first, the
manufacture or production of blanks and, second, a contract for labour with respect to the embossing
services; (2) if there are two distinct operations, whether the appellant is liable for FST pursuant to
section 45.1 of the Act with respect to the embossing and encoding activities; (3) if there is a single process
of manufacture or production, whether the clients can be considered the legal manufacturers or producers
of the credit cards and, thus, liable for FST; and (4) whether the appellant is liable for FST pursuant to
section 45.1 of the Act where the clients provide the appellant with blanks made by another firm for
embossing and encoding activities.

HELD: The appeal is allowed in part. Upon review of the evidence and the law, the Tribunal is
not satisfied that the making of blanks and the embossing services constitute two distinct operations for
purposes of determining tax liability. The Tribunal bases its view, in part, on the lack of evidence that
property in the blanks passes to the clients upon completion of the blanks by the appellant. The Tribunal
further takes the position that the separation of the entire process into two distinct operations is artificial
and considers the invoicing for the making of blanks to be a form of progress payment as opposed to
consideration for the sale of the blanks.

The Tribunal further considers that the making of the credit cards constitutes manufacture and
that the appellant is the manufacturer of the credit cards for the purposes of paying FST under
subsection 50(1) of the Act. Although the Tribunal is satisfied that the appellant’s clients have a
proprietary, sales or other right to the credit cards, it is not satisfied that the second condition required to
be met in order for the appellant’s clients to be considered the legal manufacturers of the credit cards
under paragraph (b) of the definition of “manufacturer or producer” under subsection 2(1) of the Act was
met. Specifically, it is not satisfied that a principal-agent relationship exists between the appellant and its
clients.
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However, the Tribunal believes that, where blanks are made by a firm other than the appellant and
they are provided to the appellant for embossing services only, these services are performed pursuant to a
contract for labour. Therefore, pursuant to section 45.1 of the Act, the appellant is liable for FST on the
amount charged under the contracts with persons other than licensed manufacturers. Where such
contracts exist with licensed manufacturers, the appellant is entitled to a refund of any amounts paid, as
these were paid in error.

Place of Hearing: Ottawa, Ontario

Date of Hearing: January 12, 1995

Date of Decision: August 28, 1995

Tribunal Members: Charles A. Gracey, Presiding Member

Raynald Guay, Member
Lyle M. Russell, Member
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REASONS FOR DECISION

This is an appeal under section 81.19 of the Excise Tax Act® (the Act) of a determination of the
Minigter of Nationa Revenue that rejected an application for arefund of federd sdestax (FST) claimed to
have been paid in error.

The appdlant is a licensed manufacturer of credit cards, primarily for financid ingtitutions
(the clients). The gppellant paid FST on the embossing and encoding activities associated with making the
credit cards. However, it subsequently applied for arefund of the FST paid, on the basis that it was not the
legal manufacturer or producer under subsection 50(1) of the Act with regard to those activities.

The refund gpplication was rejected, and the determination was confirmed by the respondent on the
basis that the gppellant was engaged in a contract for labour with its clients. Therefore, under section 45.1 of
the Act, the appdlant was deemed to have sold the goods and was, therefore, liable for FST on an amount
equd to the charge made under the contract, which it had done. Accordingly, a refund was not in order.
The appellant subsequently appealed the determination to the Tribundl.

The issue in this apped is whether the gppelant is lidble for FST under the Act with respect to the
embossing and encoding activities. If not, the appellant is entitled to arefund of the moneys paid in error that
were taken into account as taxes under the Act.

For the purposes of this gppedl, the rlevant provisons of the Act state, in part, asfollows:

50.(1) There shall be imposed, levied and collected a consumption or sales tax ... on the
sale price or on the volume sold of all goods
(a) produced or manufactured in Canada
(i) payable ... by the producer or manufacturer at the time when the goods are
delivered to the purchaser or at the time when the property in the goods passes,
whichever is the earlier.

1. RS.C. 1985, c. E-15.
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2.(1) In this Act, other than section 121, Part IX and Schedules V, VI and VI,
“manufacturer or producer” includes

(b) any person, firm or corporation that owns, holds, claims or uses any patent,
proprietary, sales or other right to goods being manufactured, whether by them, in
their name or for or on their behalf by others, whether that person, firm or
corporation sells, distributes, consigns or otherwise disposes of the goods or not,

(f) any person who, by himself or through another person acting for him, prepares
goods for sale by assembling, blending, mixing, cutting to size, diluting, bottling,
packaging or repackaging the goods or by applying coatings or finishes to the goods,
other than a person who so prepares goods in a retail store for sale in that store
exclusively and directly to consumers.

45.1 For the purposes of this Part, a person who, pursuant to a contract for labour,
manufactures or produces goods from any article or material supplied by another person,
other than a licensed manufacturer, for delivery to that other person shall be deemed to
have sold the goods, at a sale price equal to the charge made under the contract in respect
of the goods, at the time they are delivered to that other person.

The firgt witness cdled on behdf of the gppdlant was Mr. Roy Ddla Zuanna, Manager of
Accounting for Security Card Systems Inc. Mr. Ddla Zuannatestified that the gppellant’ sbusinessis divided
into two digtinct operations, firgt, the making of “blank cards’ (blanks) and, second, embossing and encoding
activitiesin which “live cards’ are created (cards).

In making blanks, the clients provide the appdlant with a film negetive of the design for the blanks
from which the gppellant then develops a graphic representation. The gppelant subsequently performs the
following operations: (1) it crestes a printing plate; (2) it prints the design on plagtic sheets; (3) it appliesa
maegnetic gripe; (4) it laminates the blanks; (5) it cuts the sheets into individud Szes, (6) it gpplies a
hologram if requested; and, findly, (7) it applies and hot Samps a signature panel onto each unit.

Once the blanks are made, they are placed in avault, and the clients are invoiced. Mr. Dala Zuanna
tetified that, at this point, in his view, the blanks are owned by the dients. If the cdlients aso request
embossing services, the blanks remain with the appdlant; otherwise, they may be transferred to the clients.

Mr. Dala Zuanna testified that, in some cases, the clients deliver blanks to the gppellant which were
made dsewhere and request the appelant to provide embossing services with respect to the blanks.
Conversdly, the clients may just request the appellant to make blanks and subsequently take them esawhere
for embossing services.

The embossng services include embossng the names and account numbers of the clients
customers on the blanks, encoding the magnetic dtripe, attaching the cards to carriers and usudly mailing
them ether directly to the customers or to the clients. It should be noted that the specific activities for which
the refund is claimed are only the embossing per se and the encoding.

With respect to the clients' involvement in the process, Mr. Dala Zuanna testified that the clients
approve the gppellant’ s graphic representation of the design. Furthermore, the clients own the trademarks, as
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well as the printing plates that are used in making the blanks, once they have paid for the plates. The clients
aso own the customer information, which the gppelant may only didtribute in accordance with the clients
ingtructions.

During cross-examination, Mr. Dala Zuanna admitted that 80 to 85 percent of the clients covered
by the refund gpplication contracted for both the making of blanks and embossing services. Furthermore, he
admitted that a blank has no use and that the embossing activities must be completed before the card is
useful to the dients customers. Mr. Ddla Zuanna further stated that the clients have no managerid or
financia control over the appelant, nor do they maintain any persons on the appelant’s premises to ingpect
or oversee the process through which the cards are made. Furthermore, they do not provide the appellant
with any technical expertise. Mr. Dala Zuanna aso admitted thet, if both the making of blanks and the
embossing sarvices are requested and the gppellant and the clients enter into a forma written contract, a
sngle contract, which is divided into two parts, is drafted.

Further to a request from the Tribund, counsd for the appellant entered a copy of an “Order
Confirmation” form as an exhibit. Mr. Dala Zuannatestified that an “Order Confirmation” form is sent to all
clients, one for each operation, regardiess of whether or not a formal written contract exists between the
gppdlant and the clients. Mr. Dalla Zuanna stated that an invoice is sent to the clients at the conclusion of
each operation in respect of each * Order Confirmation” form.

The second witness to appear on behdf of the gppelant was Mr. Ali Hirji, Vice-Presdent,
Commodity Tax Operations, of Ninican Management Inc. (Ninican). Ninican is a management consulting
firm that was engaged by the gppellant to perform areview of itstax ligbility. Mr. Hirji referred to aligt of the
gppdlant’s clients to which the refund agpplication pertains and tetified as to which clients on the ligt are
licensed manufacturers and which ones are not.

After having heard dl the evidence, the Tribuna requested the appellant to submit three samples of
forma written contracts between it and its clients that meet the following descriptions: one for the making of
blanks only, a second for embossing services only, and a third for both the making of blanks and embossing
sarvices. The Tribuna dso requested submissions, if any, in a follow-up letter sent to the parties after the
hearing, on the lega rdlationship between the appdlant and the clientsin view of the contracts.

In argument, counse for the appelant submitted that the appellant performs two digtinct operations.
firgt, the making of blanks and, second, the provison of embossing services. He argued that the embossing
sarvices are completed pursuant to a contract for labour and that, therefore, section45.1 of the Act is
applicable. According to counsd, this section only subjectsto tax contracts for labour with persons other than
licensed manufacturers. Therefore, contracts with licensed manufacturers do not congtitute a deemed sde as
they otherwise would under section 45.1 of the Act. Consequently, contracts with licensed manufacturers are
not taxable under subsection 50(1) of the Act.

Furthermore, with respect to the contracts with persons other than licensed manufacturers, counsel
for the appelant argued that it is the appellant’s postion that its clients, as the persons contracting out the
work to the appelant, are the legd manufacturers or producers for the purposes of taxation under
subsection 50(1) of the Act, pursuant to paragraph (b) of the definition of “manufacturer or producer” under
subsection 2(1) of the Act. In support of this position, counsd relied primarily on the decisons in Rexair of
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Canada Limited v. The Queen, Turnbull Elevator Co. of Canada Ltd. v. The Queen and The King v.
Reuben Shore.?

Counsd for the appelant submitted that not only do the clients have complete control over the goods
through ownership of the patents, trademarks and tools used in the process through which the cards are
made but they aso exercise control through ownership of the raw materiads, specificaly the blanks, carriers,
envelopes and insartions, as well as through redtricting the ultimate ddivery of the cards to ether them or
their customers. Counsd referred to certain terms and conditions included in the “Order Confirmation” form
in support of thisview.

Counsd for the appdlant further submitted that policy statements of the Department of Nationa
Revenue, on which counsd for the respondent relied in his brief, should only be taken into account in
consdering the meaning of legidation where the legidation is unclear, which, counsd for the gppelant
submitted, is not the casein this appedl.

Furthermore, counsdl for the gppellant argued that the gppelant’s clients would adso be considered
the legd manufecturers under paragraph (f) of the definition of “manufacturer or producer” under
subsection 2(1) of the Act, asthe gppdlant is packaging or repackaging the cards for sdlefor itsclients.

In response, counsd for the respondent argued that the process of making the blanks and performing
the embossing services is one continuous process which cannot be separated for the purposes of taxation
under section 50 of the Act, regardless of whether one company makes the blanks and another company
performs the embossing services. Furthermore, the process condtitutes not only production but aso
manufacture. Counsdl argued that, if the process is divided, the blanks are usdless and only become useful
once they have undergone the embossing services. He argued, in relying on the decison in Coca-Cola Ltd. v.
The Deputy Minister of National Revenue for Customs and Excise,’ that the embossing and encoding
activities are part of the overal production or manufacture of credit cards, in fact, the key operations, and,
therefore, they cannot be separated from the manufacture or production of blanks. Accordingly, the gppellant
isthe manufacturer or producer of the cards for the purposes of subsection 50(1) of the Act. Assuch, thereis
no need for the Tribund to consder the gpplication of section 45.1 of the Act.

With respect to whether paragraph (b) of the definition of “manufacturer or producer” under
subsection 2(1) of the Act applies, counsd for the respondent submitted that, as a prerequidte, the Tribuna
must find that the process congtitutes manufacture and not merely production. Counsel further submitted
that, in reference to the decison in Gerrard-Ovalstrapping, Division of EIl Limited v. The Minister of
National Revenue,” in order for the gppelant's dlients to be considered the legd manufacturers under
paragraph (b), two conditions must be met. Firg, the clients must own or use certain proprietary, saes or
other right to the goods being manufactured, and, second, a principa-agent relationship must be determined
to exist between the appellant and the clients. In arguing that such a relationship does not exist in this case,
counsd referred to departmenta policy, as well asto the Tribund’s decision in Palmer Jarvis Advertising v.
The Minister of National Revenue.” Specifically, in reference to the policy, counsal submitted that thereis no

2. 58D.T.C. 1158 (S.C.); (1962), 63 D.T.C. 1001 (Ex. Ct.); and 49 D.T.C. 570 (Ex. Ct.), respectively.
3. [1984] 1F.C. 447.

4. Canadian Internationd Trade Tribunal, Appea No. AP-93-289, September 26, 1994.

5. Appeal No. AP-92-375, May 17, 1994.
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evidence of a principad-agent reationship, that the gppellant and its clients are separate entities, that the
clients have no financia or managerid control over the appellant and that the sdes of the cards are made in
accordance with usual commercia practices. In reference to Palmer Jarvis, counsd submitted that the
aopdlant’s clients only have creetive control over the process, which is not sufficient control in order to
establish a principa -agent relationship between the appellant and its clients.

In reply, counsd for the appellant submitted that the departmental policy to which counsd for the
respondent referred in his argument was taken out of context and did not apply to the Stuation at issue.
Furthermore, he argued that, if property in the blanks changes hands after their completion, this has an effect
on taxation, contrary to counsd for the respondent’ s submission. Counsd for the gppellant also reviewed the
facts in support of his postion that the clients have control over the appellant’s process through which the
cards are made, including dictating the specifications of the cards.

Specificaly, the Tribund must determine; (1) whether there is a Single process of manufacture or
production, including both the making of blanks and the embossing services performed on the blanks, or
whether there are two digtinct operations, first, the manufacture or production of blanks and, second, a
contract for labour with respect to the embossing services, (2) if there are two distinct operations, whether
the appdlant isliablefor FST pursuant to section 45.1 of the Act with repect to the embossing and encoding
activities, (3) if thereis a single process of manufacture or production, whether the clients can be considered
the legal manufacturers or producers of the cards and, thus, liable for FST; and (4) whether the gppellant is
ligble for FST pursuant to section 45.1 of the Act where the clients provide the appellant with blanks made
by another firm for embossing and encoding activities.

Under subsection 50(1) of the Act, tax is imposed on dl goods, produced or manufactured in
Canada, payable at the time when the goods are ddivered to the purchaser or a the time when the property
in the goods passes, whichever is the earlier. Upon review of the evidence and the law, the Tribund is not
satisfied that the making of blanks and the embossing services congtitute two distinct operations for purposes
of determining tax liability. The Tribund bases its view, in part, on the lack of evidence that property in the
blanks passes to the dients upon completion of the blanks by the gppellant. Accordingly, the Tribund is of
the view that the entire process of making cards is taxable under subsection 50(1) of the Act when the
appdlant performs both operations and that the embossing and encoding activities should not be viewed
separately as a contract for labour, which would otherwise be governed by section 45.1 of the Act.

In support of its conclusion that property in the blanks does not pass upon their completion, the
Tribund rdies, in part, on the three written contracts that it received in post-hearing submissons. While the
Tribund recognizes that these represent three sample contracts and that, in a number of cases, only “Order
Confirmation” forms were used, the Tribuna takes the view that they provide a reasonable indication of the
legd arrangement between the appdllant and its clients where contracts existed for both the making of blanks
and embossing services®

6. It should be noted that al three contracts submitted by the appelant set out terms governing both the
making of blanks and performance of the embossing services.
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The Tribuna points to a number of provisons in the contracts that suggest thet title to the blanks
does not pass once the blanks are made. Specifically, contract A” provides that “[t]itle and risk of loss of the
plastic cards shdl pass only on delivery of the processed cards to Canada Post Corporation,” even though the
contract contains other provisions which suggest that the gppellant holds the inventory of blanks as bailee and
that the client holds title to the inventory. Contract B provides that, where the contract has expired or been
terminated, the blanks held by the appdlant shal be offered for purchase to the client. Accordingly, title to
the blanks belongs to the appellant once the blanks are completed and not to the clients as suggested by
counsd for the appdllant. Furthermore, contracts A and C provide that the gppellant is to insure againgt risk
of lossin relation to the blanks held by the gppellant on its premises.

As dready indicated, the Tribund is of the view that the making of blanks and the embossng
sarvices when performed by the same manufacturer or producer congtitute one continuous Process,
ultimatdly resulting in the making of credit cards. The Tribuna takes the position that the separation of the
entire process into two distinct operations is artificial and congders the invoicing for the making of blanks to
be aform of progress payment as opposed to consderation for the sale of the blanks.

The Tribuna must now determine who congtitutes the manufacturer or producer for the purposes of
paying the FST under subsection 50(1) of the Act.

The Tribund is of the view that the making of credit cards condtitutes manufacture in that “new
forms, qualities and properties or combinations” are given to the materials used in the making of the cards®
Moreover, the appdlant is clearly the physca manufacturer of the cards. There remains, however, to
determine whether the appellant’ s clients congtitute the legal manufacturers of the cards under paragraph (b)
of the definition of “manufacturer or producer” under subsection 2(1) of the Act and are, therefore, ligble for
FST in respect of the cards.

In order for a person, firm or corporation to be consdered alega manufacturer under paragraph (b)
of the definition of “manufacturer or producer” under subsection 2(1) of the Act, the Tribund must be
satisfied that the following two conditions are met: (1) aperson, firm or corporation must own, hold, clam or
use a patent, proprietary, saes or other right to goods being manufactured; and (2) the goods must be
manufactured by them, in their name or for or on their behaf by others.

With regard to the firgt condition, the Tribuna is satisfied that the appedlant’s clients have a
proprietary, sdles and “ other right” to the cards. In the Tribund’s view, the clients have a proprietary right to
the cards in that they supply the appellant with the envelopes, carriers and customer information to be used in
the manufacturing process. The Tribund is further satisfied that the clients hold a sales right to the cards in
that they are sold exclusvey to the clients and cannot be sold to any other person. The Tribund is dso
satisfied that the clients have an “other right” to the cards in that the clients own the trademarks used on the
cards.

7. To protect the confidentidity of information submitted to the Tribund, the three samples of forma written
contracts are referred to as contract A, contract B and contract C.

8. This applies the test for “manufacture’” which was set out in Minister of National Revenue v. Dominion
Shuttle Company Limited (1933), 72 Que. S.C. 15, and adopted by the Supreme Court of Canada in The
Queen v. York Marble, Tile and Terrazzo Limited, [1968] S.C.R. 140.
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However, the Tribuna is not satisfied that the second condition has been met in this apped. The
Tribuna is of the view that the second condition requires that the relationship between the gppellant and the
clients not smply be that of vendor and purchaser. For the clients to be deemed manufacturers under this
provison requires something more than the clients merely being the purchasers of the cards from the
appellant.” In effect, it requires that there be a principal-agent relationship between the parties. Whether or
not such ardationship exigsislargey aquestion of fact.

In reaching its concluson on this issue, the Tribund congidered the nature and extent of control
exercised by the clients over the appdlant and its manufacturing process. Upon reviewing the facts of this
case, the Tribund determined that, in its view, the gppelant’s clients do not exercise sufficiently close
supervision and control over the gppellant’s manufacturing process so as to meet the second condition under
paragraph (b) of the definition of “manufacturer or producer” under subsection 2(1) of the Act. The Tribuna
is of the view that the relationship between the appedllant and its clients reflects that of vendor and purchaser
and not principa and agent.

While the Tribunal recognizes thet the clients are involved in dictating the specifications of the cards
and supplying the gppdlant with certain materias, such as the design, carriers, envelopes and customer
information, the Tribuna notes that the clients have no manageria control over the appellant. Furthermore, as
confirmed by Mr. Ddla Zuanng, their right to inspect the goods being manufactured a any stage of the
manufacturing process is very limited and does not include maintaining an employee of the clients on the
gopdlant's premises for the purposes of ingpecting the manufacturing process, as indicated by
Mr. DdlaZuanna

The Tribund’s conclusion is given further support by the terms of the written contracts submitted by
the appelant. For example, contract A refers to the gppellant as an independent contractor in relation to its
client and that the gppellant’s personnd are agents or employees of the appellant and not servants or agents
of the dlient. In contract B, the gppedllant is referred to as the  Contractor.” Moreover, contract B provides
that “[t]he Contractor is an independent contractor and not the servant, employee, partner or agent of the
[client].” As well, it provides that, “[n]o partnership, joint venture or agency will be created or will be
deemed to be created by this [contract] or any action of the parties under this [contract].”

Having found that the appdlant is liable for FST on both the making of blanks and the embossng
sarvices, where the gppellant was under contract to perform both of these operations, the Tribuna believes
that a digtinction must be made where the blanks are made by a person other than the gppellant and
subsequently brought to the gppellant for embossing services only.

At the time that the blanks are provided to the appelant, they are owned by the clients. In the
Tribuna’ s view, the subsequent embossing services are performed by the appellant pursuant to a contract for
labour. Accordingly, the provisions of section45.1 of the Act are invoked. Pursuant to section 45.1 of the
Act, where a person manufactures or produces goods from any materia supplied by another person, other
than a licensed manufacturer, there is a deemed sde at the time the goods are delivered to the other person.
Consequently, the manufacturer or producer is liable for FST on the amount charged under the contract in
respect of the goods under subsection 50(1) of the Act.

9. Supra, note 4.
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In the Tribuna’ s opinion, the operations performed by the appellant under such contracts congtitute
production, in that the cards, once embossed and encoded, are something new; they can perform a different
function than previoudy."® Given that the operations constitute production as opposed to manufacture,
paragraph (b) of the definition of “manufacturer or producer” under subsection 2(1) of the Act does not
apply. With respect to the application of paragraph (f), the Tribund is of the view that the appdlant’s clients
are not engaged in any of the activities described in that paragraph through the appelant performing the
embossing services.

Therefore, where the appellant entered into contracts for embossing services with persons other than
licensed manufacturers, it is liable for FST on the amount charged under those contracts. However, where
such contracts exist with licensed manufacturers, the appellant is not ligble for FST on the amount charged
under the contracts and is, therefore, entitled to a refund of any amounts paid as such, as these were paid in
error.

Asit is unclear from the evidence which, if any, licensed manufacturers on the gppellant’s list of
clients only contracted for embossing services and not the making of blanks, the Tribunal directs the
gppdlant to provide such information to the Department of Nationd Revenue in order thet it may cadculate
the amount of refund, if any, to which the gppellant is entitled.

Accordingly, the gpped isdlowed in part.

CharlesA. Gracey
CharlesA. Gracey
Presiding Member

Raynad Guay
Raynad Guay
Member

Lyle M. Russ|
LyleM. Rus|
Member

10. The Minister of National Revenue v. Enseignes Imperial Signs Lteée (1990), 116 N.R. 235, Federa
Court of Appedl, File No. A-264-89, February 28, 1990.



