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On June 21, 2018, in a five to four 
majority decision deciding the case 
of South Dakota v. Wayfair, the US 
Supreme Court overturned 50 years of 
precedent. Businesses now face a new 
landscape for sales and use tax with 
the decision significantly expanding 
the authority states have to impose 
transaction taxes upon out of state 
companies of all types.

Nexus defined
To understand what happened on that 
day, one first has to understand what 

power a state has to tax out of state 
businesses to begin with. In its most 
basic form, nexus is the connection or 
link with a jurisdiction that must exist for 
that jurisdiction to be able to impose tax 
on the activities of a business. There are 
different nexus standards for different 
types of taxes. For sales and use tax, 
physical presence had to exist within a 
jurisdiction for it to be able to require an 
out of state seller to collect and remit 
use tax on sales delivered to customers 
within the jurisdiction. Physical presence 
could take the form of property, an 
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employee, or agent operating on behalf 
of the seller. Without a physical presence, 
there was no requirement on the seller to 
collect tax on transactions delivered into 
a jurisdiction.

The Wayfair decision reversed the 
physical presence requirement and 
upheld a state law that said use tax 
nexus could be created based solely on 
the sales activity of a company, regardless 
of physical presence. Under Wayfair, the 
Court ruled that a test based on sales 
revenue or number of transactions (in the 
case of South Dakota it was $100,000 in 
sales or 200 separate transactions) could 
be sufficient to establish nexus for use 
tax. It should be noted that the Court 
only accepted the reasonableness of the 
South Dakota threshold and did not spell 
out what the threshold for economic 
nexus actually should be. 

States’ reaction
The states have reacted in a variety of 
ways after Wayfair with regard to how 
they are addressing the new nexus. 
Almost universally they are pushing 
forward to either adjust their current 
laws or put new laws and regulations in 
place that impose economic nexus on 
out of state taxpayers. As of February 15; 
thirty eight states have either adopted or 
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are in the process of adopting economic 
nexus rules based on sales and/or 
number of transactions. 

Does this matter to manufacturers?
The Wayfair decision came about 
due to states believing there were 
billions of dollars of online transactions 
occurring where use tax was not being 
collected and feeling frustrated that a 
federal solution had not been created 
to address their concern. However, 
this decision has a far broader reach 
than just online and e-commerce 
type businesses. Manufacturers and 
wholesalers, who have traditionally 
been exempt from the need to collect 
tax because they sell for resale or are 
otherwise exempt from sales and 
use tax, now have to consider if the 
decision impacts them. To make that 
determination, businesses will only need 
to answer two questions:  Do they sell 
something and do they sell it to out of 
state customers? If the answer to both 
questions is “yes”, then Wayfair may 
likely have an impact. 

The impact will be felt by manufacturers 
and wholesalers, and must be 
addressed by taxpayers lest they face 
increased risk of use tax exposure. 
Issues manufacturers need to consider 
in the new use tax environment include: 

• Use tax exposure: How much use 
tax exposure already exists for the 
business? The Wayfair case was 
decided in June 2018 and, at that 
time, there were a few states that 
already had the law on their books. 
While the case was decided on a 
prospective basis and the states 
have apparently embraced that, it 
still means there were some states 
where it became effective almost 
immediately. Additionally, there were 
other states that enacted or began 
enforcing economic nexus within 
just a few months of the decision. 
Companies just now looking at the 
impact of use tax rules could find 
they already have significant exposure 
in a number of jurisdictions.

• New filing requirements: The new 
nexus rules do not look exclusively 
at retail sales. In some states, the 
threshold is measured on gross 
revenue, or something similar, which 
can result in taxpayers now having 
to register and file in potentially 
numerous jurisdictions. Businesses 
who typically didn’t file many use 
tax returns may now find themselves 
facing a new administrative burden 
if they suddenly have many states to 
deal with.

• Exemption certificates: When a seller 
has a requirement to collect use tax 

on a sale into a jurisdiction, they are 
obligated to do so unless they receive 
an exemption or resale certificate 
from the buyer. Previously, when 
manufacturers only had physical 
presence nexus where they had a 
physical presence, they were only 
required to collect certificates in 
that limited number of states. Due 
to new economic nexus standards, 
they are now being required to 
collect tax in a growing number of 
states. These businesses will also 
need to obtain proper certificates in 
those new states or face increased 
exposure in the event of an audit. 
Without the exemptions, an auditor 
will assess the seller for the use tax 
on their transactions so it’s critical for 
a seller to have properly completed 
exemptions on hand. Not only will 
taxpayers now have more certificates 
they need to collect, they will also 
be facing the issue that the states 
are not uniform on their certificates, 
either with what certificate is required 
or how long the expiration date is for 
an exemption. Both of these can lead 
to the need for more effort in order 
to collect and maintain this aspect of 
sales and use tax compliance.

• Vendor impact: Manufacturers, and 
other businesses, will likely now have 
vendors that are also being impacted 
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by the Wayfair case. Vendors may 
now have economic nexus in states 
where they didn’t in the past and 
may begin to charge tax on sales they 
hadn’t in the past. Manufacturers 
will need to remain vigilant in 
determining whether sales tax is being 
properly charged and watch out for 
transactions where they would have 
automatically accrued taxes in the 
past. They may now find the vendor is 
assessing tax on that purchase, and if 
not careful, could end up paying the 
tax twice.

• State nexus: Businesses, including 
manufacturers, will likely see an 
increase in the number of notices 
they receive from states, particularly 
with regard to nexus. With income 
tax having different nexus rules than 
sales tax, there may be states where 
an entity only has to report for one 
type of tax. However, it’s likely that 
states will use these discrepancies 
to automatically generate non-
filing notices. For example, when a 
state sees an amount exceeding its 
economic nexus threshold in the sales 
factor box of an income tax return, 
for which they do not have a use 
tax registration on file, there may be 
notices generated for that taxpayer 
asking them to explain why they have 
sufficient revenue to meet the use tax 
economic nexus threshold but have 
not registered to collect tax. There 
may be a reason why no registration 
has been done, but time and effort 
will still need to be expended to 
respond to the notice.

• Tax on services: Manufacturers that 
sell tangible personal property may 
not be used to charging tax on 
services, such as installation, because 
it’s not taxable in their home state. 
But with the new economic nexus 
laws, they may now have transactions 
in new states where installation 
activity is taxable, and they will need 
to tax this appropriately.

Summary of complicating issues 
sellers face
One of the premises behind the Wayfair 
case being the vehicle sought by the 
states for bringing economic nexus 
before the Court was that the tax didn’t 

impose an unreasonable burden on the 
taxpayer. Additionally, that simplicity 
was one of the bases for which the 
Court sided with the state of South 
Dakota. But, in this case, the law of 
unintended consequences has reared 
its head again, and the states have 
managed to make the issue overly 
complex for the small business given 
how each has implemented economic 
nexus in their own manner. Some of the 
areas of concern are:
• When is the economic nexus 

threshold achieved? Depending on 
the state, it can be based on prior 
calendar year sales, current calendar 
year sales or a rotating quarterly basis, 
among others.

• What type of activity does the “sales” 
threshold include? This can be defined 
by the states to be different things, 
including retail sales, gross revenue, 
sales of tangible personal property, 
sales of tangible personal property 
and taxable services and gross sales, 
among others.

• The thresholds are not consistent 
in dollar amount or number of 
transactions between the states. It 
currently ranges between $10,000 all 
the way up to $500,000. 

• What is the definition of a 
“transaction?” Does the definition of 
a transaction mean a single shipment, 
what’s on a single invoice, an 
individual item, etc.?  

• What is the impact of “home rule” 
municipal taxes? Do the thresholds of 
a state apply to individual cities that 
impose their own use tax or does that 
threshold need to be met within the 
city itself to allow for the municipality 
to also impose use tax? In “home 
rule”, the municipality doesn’t follow 
the states rules, however, if they 
want to only require the threshold be 
met at the state level for sales into 
that city, then that’s contrary to how 
“home rule” works.

Conclusion
Manufacturers may not consider 
Wayfair to be particularly important 
since what they sell is generally treated 
as an exempt transaction but since the 
vast majority of manufacturers ship out 
of state, it’s certainly something that 

needs to be considered. Manufacturers 
must figure out previous year sales 
on a state to state basis to see if they 
meet the economic thresholds in states 
imposing these regulations. The Wayfair 
decision holds a lot more weight for 
manufacturers than it would seem, and 
there is a certain degree of complexity 
with policies varying state to state and 
some states not imposing economic 
nexus. Discussing how the decision will 
impact your organization with a UHY 
Advisors state and local tax professional 
is critical as the decision is relatively 
recent, and it may help limit accrued 
tax exposure. As with most new tax 
regulations, it is better to address 
concerns sooner rather than later to 
avoid tax liabilities. 

Richard Mannebach, Director of State 
and Local Taxes (St. Louis, MO)

Discussing how the 
decision will impact 
your organization 
with a UHY Advisors 
state and local 
tax professional 
is critical as the 
decision is relatively 
recent, and it may 
help limit accrued 
tax exposure. 



FIVE AREAS OF IMPROVEMENT OPPORTUNITY FOR MANUFACTURERS

A large majority of manufacturers in 
the United States are considered small, 
whether a lower middle-market firm or a 
true small business. In 2015, there were 
251,774 firms in the manufacturing 
sector, with roughly 74% of the firms 
having 20 or less employees and 98.5% 
of the firms having less than 500 
employees. (Source: US Census Bureau, 
Statistics of US Businesses)

Having worked with a significant 
number of manufacturing, consumer 
and industrial products and food 
processing clients over the years, 
particularly in the middle-market arena, 
we have observed five key areas that 
can be better managed and improved 
to increase business performance 
and profitability. Participants in the 
lower middle-market, and larger small 
businesses typically reach a threshold 
where many of these issues, if not 
properly managed, can significantly 
reduce profitability and performance. 

Additionally, when revenue is increasing, 
management is less cost sensitive. 
Further when growth occurs a fast rate 
over a short period, inefficiencies can 
develop and margins can sometimes 
drop. For manufacturing in the US, 
solid growth occurred. Overall, the 
Manufacturing Sector: Real Output 
increased in the 4th quarter of 2018 
to 109.04. The previous year’s 4th 
quarter level was at 105.9. This is a solid 
three percent gain year over year. This 
measurement is indexed at 2012 levels 

(2012 = 100). (Source: US Bureau of 
Labor Statistics, Manufacturing Sector: 
Real Output [OUTMS], retrieved from 
FRED, Federal Reserve Bank of St. Louis)

1. Capturing and tracking all 
inventory costs at the point 
of conversion – Inventory in a 
manufacturing and food processing 
environment is more than just 
material costs, it also consists of labor, 
overhead costs and storage in many 
cases. Accurately and effectively 
capturing all these costs and assigning 
them to the proper job or product is 
imperative if an organization wants to 
accurately account for their inventory 
assets and cost of goods sold. Properly 
collecting these costs requires effective 
processes and a system of internal 
controls. Correcting this deficiency 
will improve reporting and lead to 
better pricing decisions and reduce 
significant inventory adjustments 
that affect your cost of goods sold 
at the end of the fiscal year. For 
example, UHY LLP was engaged by 
a lighting manufacturer who built 
specialty, custom lighting products for 
commercial applications. The company 
lacked formally defined processes for 
requisitioning parts inventory when 
building and assembling their finished 
lighting products. Additionally, there 
was no system to effectively capture 
the usage of the inventoried parts, 
so much of the usage didn’t make 
it to the specific job within the 
accounting system. This allowed for 

inaccurate part inventory amounts 
and values that resulted in significant 
cost of goods sold adjustments at 
year end. Further, the assembly labor 
costs were not accurately tracked to 
the job when the work was being 
performed. Jobs that required more 
labor than was estimated at the time 
of the sales order or quote, were 
not being tracked and assigned on a 
direct cost basis. This may seem like 
an exaggerated case, but it highlights 
the importance of structuring and 
designing a system that captures and 
tracks labor and inventory usage at 
the point of conversion. Deficiencies 
in this area lead to poor pricing 
decisions, inaccurate inventory and 
period end adjustments that routinely 
will reduce financial statement 
performance. 

2. Rework and warranty 
 claims – This is an area that is 

normally overlooked when costs are 
not significant. However, rework and 
warranty claims can easily become 
significant in a short period of time if 
the manufacturing process does not 
have a well-managed and effective QC 
process that identifies and remediates 
deficiencies with continuous feedback. 
An example that comes to mind is a 
technology accessory manufacturer 
that used a contract manufacturer in 
Asia to manufacture their product. 
Product quality became an issue for 
the main customer, which was a 
well-known accessory brand and a 
recall was eventually required. This 
significantly impacted the company 
and their financial position to a point 
of near catastrophe. Another example 
involved an apparel company without 
a defined process to account for the 
returned garments that were kept 
and replaced. Although this was not 
a major crisis, it impacted inventory 
tracking and financial performance. 
If management invests early in the 
product development and quality 
monitoring cycle, needless costs can 
be avoided and customer happiness 
will be increased. Two things all 
manufacturers can appreciate.
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3. Inefficient and excessive use 
of energy – Energy usage and 
consumption can be a huge cost 
driver for many manufacturers. In 
fact, manufacturers consume more 
than 30 percent of the nation’s 
energy. US industrial users consumed 
26 quadrillion Btu of energy in 2018 
and that amount is expected to 
grow at 31 percent to 34 quadrillion 
Btu by 2050. (Source: US Energy 
Information Administration, Annual 
Energy Outlook 2019)  For smaller, 
mid-market companies, energy 
management does not always 
get the attention it deserves. 
But management programs and 
improvements can produce real 
cost savings that can really improve 
profitability. Lighting, heating and 
cooling, proper insulation, machine 
idling, and leaky boiler pipes are just 
a few examples that can seriously 
contribute to energy waste, which 
impacts the bottom line of many 
businesses. Heating and cooling 
large facilities alone are significant 
contributors. For example, converting 
from a 34 watt fluorescent tube 
to an equivalent 16 watt LED tube 
would save approximately $26 per 
bulb if operated 24/7 for one year. 
Take a space that has 200 bulbs 
and you have an annual savings of 
$2,600 if operated 12 hours a day or 
$5,200 if operated 24 hours a day. 
Grants in some states, are available 
to manufacturers to improve energy 
utilization. This is a win-win for 
manufacturers and the state, as most 
buyers avoid improvements due to 
the immediate cost outlay. Consider 
an energy audit and put a program 
in place to improve the use of energy 
consumption throughout your plant, 
warehouse or office facility.

4. Material waste and theft – It 
is still surprising to walk through 
a plant and production line and 
see significant waste. Waste 
minimization is a mindset and needs 
a system of controls to reduce it 
and ultimately prevent waste. In 
the food processing industry, this 

can be compounded as once it hits 
the floor, it cannot be reprocessed/
reworked for human consumption. 
We take the view that anything less 
than 100 percent of the raw material 
converted to the finished product is 
less than optimal and a loss to the 
organization. For example, a seafood 
processing plant that produces fish 
nuggets and patties for commercial 
and institutional consumption. 
The fish comes into the plant in a 
partially processed frozen block form 
(already scaled and deboned). These 
fish blocks need to be portioned and 
breaded. In processing the roughly 
20 pound blocks into filets, strips or 
nuggets, the blocks are cut with a 
food grade band saw. This process 
produces a significant amount of 
“fish dust” or scrap product, just 
a cutting a piece of wood would 
produce saw dust. The amount of 
“fish dust” can be at times in excess 
of eight percent of the weight of 
the fish block. The scrap that is 
produced has limited usage and 
value per pound. Surprisingly, one of 
the owners didn’t know how much 
scrap was being produced from 
each block. The amount of waste is 
unacceptable and very costly. The 
bottom line is know product yields 
and invest in limiting waste and 
safeguarding raw material now to 
save money over the months and 
years ahead.

5. Ineffective financial 
 reporting – A financial reporting 

function should provide your 
organization with accurate, 
timely and usable information for 
decision making, in addition to 
fulfilling compliance requirements. 
Information that is poorly collected 
and processed is not reliable, no 
matter how experienced your 
management team. Many small 
organizations don’t fully understand 
and quantify missed opportunity 
cost. Obviously, new software 
implementation is a cash outlay, 
but the future savings should be 
quantified and measured though 

a net present value calculation. 
The old adage “time is money” 
is certainly true here. An effective 
financial reporting system, which 
includes a properly implemented 
software product, trained users and 
a system of controls can provide 
significant value. Not only can your 
historical performance be measured, 
your organization can track and 
improve margins and yields when 
the manufacturing data is timely 
produced and accurately collected. 
Not having an effective financial 
reporting function can be a road 
block or hurdle for bank and investor 
financing. If the organization does 
not have a perpetual inventory 
system, doesn’t know its gross 
margin by product/sku or doesn’t 
have the ability to allocate and 
separate costs per products 
effectively, then improvement and 
remediation is needed. If net present 
value is positive, then spend the 
time and invest the money today 
to properly implement a financial 
reporting system that addresses 
your specific needs and can collect 
information at all the important 
control points. Don’t let GIGO 
(garbage in, garbage out) be your 
financial reporting function’s motto!

Addressing one or more of these 
areas can have a dramatic impact on 
your company’s profitability. In many 
cases, your organization can begin 
with a relatively simple assessment 
by an outside professional or internal 
resource. However, make sure to get 
the right professional with expertise in 
that area to assist your organization so 
you can make the most of the effort 
and maximize your cost savings or 
value add. 

Todd Fagan, Principal 
(Columbia, MD)
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According to a new Standard & Poor’s report, there are two key indicators that will tell you what kind of shape the manufacturing 
industry is in. The first is the Institute for Supply Management’s Purchasing Manager’s Index and the second is the Federal Reserve’s 
Capacity Utilization Index for motor vehicles and parts. A reading above 50 percent for the ISM index indicates that manufacturing 
is expanding in the US, and below 50 means that it is contracting. History shows that each time since 1983 that the index fell below 
43 percent “speculative grade” automotive companies began to panic. Similarly any time the Fed’s utilization rate dropped below 
72 percent during that period, it caused stress to automotive companies. Let’s take a look at the trend over the past year:

TR
EN

D
O

N
E 

YE
AR

ISM Purchasing Managers Index: 58.5% 

Fed.Capacity Utilization Rate: 75.3% 

AS OF MAY ‘18

ISM Purchasing Managers Index: 61.3% 

Fed.Capacity Utilization Rate: 75.8% 

AS OF AUG ‘18

ISM Purchasing Manager’s Index: 54.1% 

Fed Capacity Utilization Rate: 75.7% 

AS OF DEC ‘18

ISM Purchasing Manager’s Index: 55.3% 

Fed Capacity Utilization Rate: 75.4% 

AS OF FEB ‘19
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UHY LLP recognizes that manufacturing 
companies require their auditors, tax 
specialists and business advisors to add 
value to financial reporting activities. 
That is why we combine the strength 
of business and financial expertise with 
a hands-on, “shop floor” approach to 
solving complex business decisions in
these key segments:

• Aerospace & Defense       
• Distribution 
• Automotive Suppliers      
• Industrial Manufacturing
• Consumer Products

Our professionals are leaders in the 
industry and take the steps necessary 
to ensure our client’s future success by 
identifying and addressing new trends, 
accounting requirements and regulations. 
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