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Nexus and Multistate Sales Taxes:
Complex Concerns for Manufacturers
Companies that operate in multiple states know that
sales and use tax laws can be complicated, confusing,
and even ambiguous. Regulations vary from state to
state and frequently change.
Multistate tax issues are difficult for all industries, but
manufacturing faces its own set of challenges. As
manufacturers expand across state lines, they must track
the complex, ever-shifting laws that affect the many
aspects of their operations, from maintaining facilities to
selling online to offering repair services.
Manufacturing businesses may not realize that core
elements of their operations, such as installation and
drop-shipping, may create obligations to various
states outside the company’s home state − a concept
known as nexus.

“Manufacturing businesses may
not realize that core elements
of their operations, such as
installation and drop-shipping,
may create obligations to
various states outside the
company’s home state − a
concept known as nexus.”
Nexus, a legal term also commonly referred to as
“sufficient physical presence,” means that a business’s
activity in a state meets a legal threshold for the state to
tax it according to the U.S. Constitution.1 In the case of
sales tax, having nexus means a business must collect
and remit taxes on sales to customers in that state. Each
state defines this presence in its own way, setting the
rules for what gives a business nexus to include anything
from operating an office or warehouse to receiving clickthrough referrals from someone living in the state.
The last decade has seen a huge expansion in the
strength and breadth of nexus laws. Legislation
concerning nexus is nothing new: Courts have been
debating the principles involved since at least 1939, and
the word itself has been associated with tax law since
1967.2 But since the 2008 recession, nexus has been a
focus of renewed and ferocious debate as states facing
budget deficits expanded the list of nexus-creating
activities in an effort to capture sales tax revenue from
out-of-state online retailers.
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For manufacturing companies, these changes can
amount to a lot of new headaches. Data provided by
Bloomberg BNA’s 2017 Survey of State Tax Departments3
highlights some concerns for such companies when it
comes to nexus.

What is Nexus?
In the context of sales tax, nexus is the minimum
threshold of contact that must occur between a state
and a business before the state can require that the
business register in the state, collect sales taxes on all
transactions there, and regularly remit those taxes to the
state. A company can trigger nexus in many ways; the
most common ones are maintaining a facility in a given
state, having employees performing services there, and
advertising in the state.4
The legal basis states have for taxing out-of-state
businesses comes directly from the U.S. Constitution: The
U.S. Commerce Clause governs the taxation of interstate
commerce,5 and the Due Process Clause requires that a
minimum connection must exist between a state and the
person, property, or transaction it seeks to tax.6

“The legal basis states have
for taxing out-of-state
businesses comes directly
from the U.S. Constitution”
The U.S. Supreme Court has been called upon at various
times to clarify the intent of these clauses. In 1977, the
Court ruled in Complete Auto Transit, Inc. v. Brady (430
U.S. 274) that there must be “substantial nexus” between
the taxing state and the taxed entity.7 In 1992, the Court
found in Quill Corp. v. North Dakota (504 U.S. 298) that
nexus constitutes a “physical presence” in the taxing
state.8 Some legal authorities believe that states’ recent
efforts to expand nexus to out-of-state retailers is a
direct challenge to the Supreme Court’s definition of
nexus as defined in Quill.
Judging Presence
States generally use a standard of physical presence or
economic presence to determine whether a company
has established nexus. Some states combine factors of
physical and economic presence into what is known
across states as “factor presence.”
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Physical Presence: If a company has employees or
property, or undertakes various other types of business
activities within a state’s borders, that company has
triggered sales tax nexus and must register and remit
taxes to the state. According to Bloomberg BNA’s
2017 Survey of State Tax Departments, nine states base
their sales tax nexus policies, either as a whole or in
part, on the physical presence standard: Delaware,
Hawaii, Michigan, Nebraska, New Mexico, Oklahoma,
Pennsylvania, Rhode Island, and Texas. New York City
also follows this standard.
Economic Presence: Nexus can be triggered by
making sales into a state without physically entering it.
Historically, economic presence has most often been
used to determine whether a business must pay state
income tax, but in recent years states have begun
applying it to sales tax laws. Such regulations usually
require a business to do regular, systematic sales into a
state and to have sales above a certain threshold, such as
$100,000 in a 12-month period, to be considered to have
nexus there. Vermont, Washington, Alabama, Maine, and
Massachusetts have these types of laws. Some states,
like Ohio and Rhode Island, have tied economic nexus to
consumers’ use of an out-of-state retailer’s software − a
move that reflects the dominance of large online retailers
like Amazon that offer their own apps for mobile devices.
Five other states that have economic nexus legislation
that is being challenged or delayed are Indiana, North
Dakota, South Dakota, Tennessee, and Wyoming.
Factor Presence: This standard lays out a combination
of physical and economic thresholds that a business
must meet to have nexus. These thresholds are based
on the Multistate Tax Commission’s model statute,
Factor Presence Nexus Standard for Business Activity
Taxes,9 which states that nexus is triggered only when a
business exceeds the following thresholds during the
tax period: $50,000 of property, $50,000 of payroll, and
$500,000 of sales, or 25 percent of total property, total
payroll, or total sales. Thirteen base their nexus policy,
as a whole or in part, on the factor presence standard:
Alabama, California, Colorado, Connecticut, Kentucky,
Maryland, Massachusetts, Minnesota, Nebraska,
Oklahoma, Tennessee, Virginia, and West Virginia.

Manufacturers, Nexus, and Sales Tax
States’ sales tax systems were initially established to
address simple transactions that usually involved a
seller providing tangible personal property (TPP) or
services directly to a buyer for consideration, with the
tax collected at the point of sale. The relatively simple
system has changed dramatically in recent years as
e-commerce has gobbled up an ever-increasing share
of retail business.
As businesses that traffic in a diverse range of activities
from drop-shipping to repairs, manufacturers must
deal with a wide array of circumstances governed by
a tangle of regulations , especially when dealing with
interstate transactions. Notably, with more and more
manufacturers selling directly to consumers online
and engaging in drop-shipping arrangements, the
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complexity of managing their sales tax obligations −
and the likelihood of establishing nexus in more
states − only grows.
Areas of particular complication for manufacturers that
were investigated in Bloomberg BNA’s 2017 Survey
of State Tax Departments involve the sourcing of
transactions (including repairs) and the nexus-creating
nature of drop-shipping.
Sourcing Transactions
Forty-four states and the District of Columbia impose a
sales and use tax.10 These 45 jurisdictions also provide
sourcing rules to determine which jurisdiction is entitled
to the revenue generated from the transaction − the
jurisdiction where the seller lives (“origin-based”), or
that of the buyer (“destination-based”). Most states use
destination-based sourcing for interstate transactions;
generally, sourcing rules are designed to impose taxes
where a good or service is consumed. But rules differ
from state to state and vary based on the product
or service, the type of transaction, and the mode of
delivery. States may also vary on rules for interstate
versus intrastate transactions.
Manufacturers should know the sourcing rules for
states in which they have nexus . And while they face
the same sourcing questions as all other sellers when
selling TPP, they also must worry about rules for repair,
maintenance, or alteration of existing property, which
differ from state to state.

“Manufacturers should know
the sourcing rules for states
in which they have nexus”
Bloomberg BNA’s 2017 Survey of State Tax Departments
asked states for their rules for inter- and intrastate
sourcing, including for repair services (inquiring
whether states source to the location of repairs or to
where repaired items are delivered). Most states do not
impose retail sales tax on services, including repairs,
considering the difficulty of determining where the
service occurs and preventing multiple taxation.11
However, complexities abound, making this area a
potential minefield for manufacturers. Some states, like
Florida, tax repairs only if an object is sent by common
carrier or mail out of state to be repaired elsewhere and
then received back into the state for use, but not if the
object is sent into the state for repair. Some states, like
Missouri and Vermont, may tax parts that go into the
repair or other TPP related to the repair, but consider
the repair service to be tax-exempt.
Manufacturers must also be alert to what constitutes
a “repair” in the states where they have nexus; in some
states, like Arizona, a repair that is classified as a
“modification” may be subject to sales tax since it may be
seen as a contracting activity instead of a repair service.
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Sample Drop-Shipping Use Case
“Tick Tock,” a fictional Florida clock manufacturer,
receives a broken clock from a customer in
Georgia, who has shipped the item via UPS to
have it repaired and returned to him. Florida
regulations state that interstate repairs are sourced
to the place where the repaired item is delivered,
which means that Tick Tock may have to charge
the customer Georgia sales tax if Tick Tock has
nexus in that state (or if it doesn’t, the customer
would be responsible for use tax). However,
Georgia regulations exempt all services, including
repair services, from sales tax. So Tick Tock doesn’t
have to charge sales tax and the clock owner
doesn’t have to worry about use tax.

Drop-Shipping
Manufacturers that engage in drop-shipping will find
that the already-tangled rules of nexus are made only
knottier in three-way transactions. With two parties
involved in getting products to the customer and
inconsistent state laws about the circumstances in
which the retailer must collect sales tax, questions of
nexus become even more complicated than usual. It’s
no wonder that drop-shipping transactions are much
more likely than other types to have sales tax errors.
Manufacturers who engage in drop-shipping should
be extra vigilant about the details of the transactions
and the impact nexus rules have on their sales-tax
obligations.

“Manufacturers that engage in
drop-shipping will find that the
already-tangled rules of nexus
are made only knottier in threeway transactions”
Bloomberg BNA’s 2017 Survey of State Tax Departments
asked states how they determine sales tax nexus for
activities related to drop-shipping transactions. States
look at both manufacturer and corporation activity to
determine nexus, with the majority of states considering
activities on both sides as creating sales tax nexus. For
example, 18 states said sales tax nexus is created if the
out-of-state corporation is a manufacturer that ships
TPP via common carrier to in-state customers based on
orders received from a distributor, and if the distributor
has nexus in the state.

States were also asked if sales tax nexus is created
if the out-of-state corporation is a distributor that
contracts with an in-state manufacturer to perform an
order fulfillment service on the corporation’s behalf.
In this scenario, the manufacturer would accept phone
and mail orders addressed to the corporation, process
payments made payable to the corporation, and
package and ship inventory via common carrier to the
corporation’s customers. Thirty-two states said sales tax
nexus is created if the manufacturer holds title to the
inventory prior to shipment, while 35 states said nexus
is created if the corporation holds title to the inventory.
Finally, 32 states said sales tax nexus is created if
the out-of-state corporation is a distributor that
contracts with an in-state manufacturer to accept
and process product returns on the corporation’s
behalf, including evaluating the product for defects,
crediting the customer, and maintaining the product
inventory. They also said that nexus is created if the
corporation charges product return inventory back to
the manufacturer such that the manufacturer owns the
returned inventory; 33 states said nexus is created in
this situation if the corporation retains ownership of the
product return inventory.
If either the retailer or the drop shipper has and creates
nexus in the state where a customer lives, whichever
entity has nexus may be responsible for collecting sales
tax (or providing the appropriate documentation to
exempt themselves). If the drop shipper has nexus in
a certain state but the retailer does not, some states
consider the shipper to have some level of sales-tax
collection obligation.12 However, that obligation is
usually satisfied by collecting a valid resale certificate
for the state in question from the retailer. Drop shippers
should be aware that states have differing rules about
what resale documentation they will accept from out-ofstate retailers who aren’t registered to collect sales tax
in the state − some will take the resale certificate issued
by the retailer’s home state, while others may require
a multi-state resale form such as the Multistate Tax
Commission (MTC) exemption certificate with the home
state registration number.13
When acting as a drop shipper, a manufacturer should
always check the circumstances under which the state
where they are delivering a product requires a drop
shipper with nexus to charge sales tax − and whether
the transaction itself creates nexus . If both the retailer
and the drop shipper have nexus in the state, it’s
important to work together to avoid double-charging
sales tax or letting it slip through the cracks.

States were asked if sales tax nexus is created if the outof-state corporation is a distributor that uses an in-state
manufacturer, which acts as a fulfillment agency in the
state to pack and ship orders via common carrier to instate customers. Twenty-two states said nexus is created
if the manufacturer holds title to the inventory until the
corporation directs the manufacturer to ship the order,
while 35 states said nexus is created if the corporation
holds title to the inventory.
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Sample Sourcing Use Case
“Sharp Point,” a fictional pencil-sharpener
manufacturer with nexus in Arizona, serves as a
drop shipper for Office Mate Distributors, which is
based in Colorado and also has nexus in Kansas
due to employing a salesperson there. One day,
Office Mate takes orders for sharpeners from
customers in Colorado, Kansas, and Arizona,
and Sharp Point ships them out via FedEx. Upon
making these transactions, Sharp Point now has
established nexus in Colorado, but not in Kansas,
since the states have differing rules governing
drop-shipping and nexus. Office Mate charges
these customers sales tax since it has nexus in
both states, and provides Sharp Point a resale
certificate for Colorado, since Sharp Point now
has nexus there. Office Mate also has now created
nexus in Arizona due to having inventory shipped
to a customer there from an in-state manufacturer
(a nexus-creating activity), so it also needs to
provide Sharp Point a resale certificate for the
Arizona transaction as well.

Conclusion
Data from Bloomberg BNA’s 2017 Survey of State Tax
Departments reinforces the fact that manufacturing
companies must be vigilant in monitoring state sales-tax
laws. Manufacturers are most at risk of noncompliance
not only when they engage in complex transactional
relationships like drop-shipping − one of the thorniest
domains of sales-tax regulation − but also any time they
relax their vigilance in tracking the ever-changing rules
on what activities create nexus in states where they do
business.
Best practices for manufacturers around tax compliance
involve automating the process as much as possible.
It’s smart to employ software that tracks rules and
regulations that apply to the sector’s activities,
maintains up-to-date exemption and resale certificates,
and assists with filing accurate and timely returns.
Embracing automation of sales-tax management allows
manufacturers to concentrate on what they do best:
creating great products.

This white paper cites results of Bloomberg BNA’s 2017
Survey of State Tax Departments. Now in its 17th year,
this survey clarifies each state’s position on the gray
areas related to the income taxation of corporations and
pass-through entities, as well as to the sales and use
taxation, with an emphasis on nexus policies. For more
information about the survey, contact the editors at taxproductmanagement@bna.com.
For information about automating your transactional tax
compliance process, visit www.avalara.com.
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