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Navigating communications tax
compliance: The $50,000 mistake
that could have been avoided

PICTURE THIS:

A midsized Voice over Internet Protocol (VolP) company just got hit with a $50,000
penalty for incorrectly classifying streaming services.

The kicker? It was completely avoidable with the right
approach to communications tax compliance.

Communications tax compliance is highly complicated, ranking among the most complex and
heavily regulated areas of indirect taxation in the U.S. With over 300 unique tax types, 685+
taxable bases, and 48,000+ individual filing requirements annually, there’s almost no room for
error. Beyond compliance, it also directly affects customer trust and billing transparency.
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What makes communications Given these complex
tax compliance so hard? factors, managing

communications tax

compliance manually
significantly increases
your risk without robust
automated solutions.

Compliance complexity stems from several key factors:

" Ml -

FRAGMENTED REGULATIONS SERVICE CONVERGENCE

Compliance requires navigating multiple Modern communication services (VolP,
layers of authority, including federal, state, streaming, mobile, and Internet of Things,
county, and city regulations, each with distinct (loT)) blur traditional classification lines,
and often conflicting rules. complicating tax determination.

wtllll _A

CONSTANT RULE CHANGES STRICT BILLING STANDARDS

Regulations frequently change, creating a Billing and reporting must consistently meet

moving target that demands continuous rigorous truth-in-billing guidelines, adding

attention to ensure accurate tax treatment. another layer of complexity and risk.
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Communications tax changes in
2026 and what they mean for you

In 2026, the communications tax
landscape will rapidly evolve due
to regulatory, technological, and
administrative shifts:

Federal policy changes

With a new U.S. administration, potential
updates to Federal Communications
Commission (FCC) rules, including reforms to
the Universal Service Fund (USF), are possible.
This may alter contribution methods and

increase scrutiny.

State-level nexus enforcement

More states are aggressively pursuing economic
and attributional nexus standards, pulling more
service providers into their tax nets — even those
without a physical presence.

Al and automation adoption
Companies are increasingly expected to
automate tax determination and filing, making
manual processes riskier and less competitive.

Audit and reporting intensification
Expect greater auditor focus on digital
service classifications, bundled offerings, and
multijurisdictional billing accuracy, especially
for VoIP, Unified Communications as a Service
(UCaaS), and streaming services.

New fees and surcharges

Several jurisdictions are introducing or
restructuring telecom-specific surcharges
and fees, requiring reqgular updates to tax
engines and invoice templates.

Complexity in bundled services

Determining accurate tax allocations for
bundled services will become increasingly
challenging, demanding greater attention
and precision.

Precise jurisdictional sourcing

Accurate jurisdictional determination will
become essential, particularly for emergency
services (E911), federal USF contributions,

and state communication taxes, significantly
increasing compliance complexity.

Managing these evolving complexities
will require keeping a vigilant eye on
upcoming changes, thoroughly assessing
your tax obligations, leveraging
auvtomation for greater accuracy, and
relying on support from trusted tax
experts or technology partners.
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Common pitfalls and compliance While the compliance

. . . gaps above are common,
gaps in communications tax certain critical mistakes

specifically trigger audits
and costly penatlties.
Next, we outline the
seven compliance
errors businesses must
proactively avoid.

In 2026, the communications tax landscape is set to evolve rapidly due to regulatory,
technological, and administrative shifts:

1. Sourcing and allocation errors 4. Broken filing workflows

v Misidentifying call origination/termination v 48,000+ returns are not manageable
impacts jurisdictional tax. manually.

v Traffic studies vs. FCC safe harbors are v Inaccurate or late Form 499 filings trigger
often misused. federal penalties.

. . v Uncertainty about Form 499 due date
2. Invoice transparency failures deadlines indicates weak calendar

management, increasing missed filing risks.
v Taxes and fees are improperly labeled. 9 ! Ing mi ing ri

v Surcharges presented as taxes are 5. Improper classification

causing regulatory red flags.
v Digital goods and services (such as SaasS or

streaming) may be taxed as information
3. Poor exemption handling services, and telecom remains exempt

v Missing or expired resale/exemption depending on the state.

certificates are a top audit trigger. v Misclassifying exempt vs. non-taxable

) ) o revenue disrupts Form 499 filings.
v Annual certification tracking is often

overlooked.
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The seven
mistakes
that trigger
audits

Watch out specifically for these
seven high-risk mistakes that
auditors frequently target

@

Manual filing madness

THE PROBLEM

Trying to handle 48,000+ annual
requirements manually.

WHY IT MATTERS

Human error is inevitable at

this scale.

Playing ZIP
code roulette

THE PROBLEM

Using ZIP codes instead of
precise geolocation for tax
sourcing.

WHY IT MATTERS
ZIP codes cross tax boundaries.

One wrong assumption can mean
years of incorrect payments.

o

Invoice presentation
problems

THE PROBLEM

Calling surcharges “taxes” or vice
versa on customer bills.

WHY IT MATTERS

This violates truth-in-billing
standards and risk possible
lawsuits.

2

The exemption
certificate time bomb

THE PROBLEM

Missing, expired, or incomplete
exemption certificates.

WHY IT MATTERS
This is the #1 audit trigger.

o

Traffic study shortcuts

THE PROBLEM

Using invalid methodologies to
reduce USF contributions.

WHY IT MATTERS

Savings disappear when auditors
catch statistical flaws.

o

The classification
guessing game

THE PROBLEM

Treating your VolP service like
a traditional phone service
(or vice versa).

WHY IT MATTERS
Different classifications mean

different tax rates and filing
requirements.

The “set it and forget it”
tax engine

THE PROBLEM

Not updating tax rules as
regulations change.

WHY IT MATTERS

Yesterday’s compliance
is today’s audit risk.
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Your roadmap to managing
communications tax compliance

Proactively managing compliance requires a clear, phased approach. Here’s the structured

roadmap to transform complexity into confidence.

1-30

DAYS

|

30-90

DAYS

|

90"

DAYS

Address immediate risks

1. Audit your exemption
certificates:

Fix expired or missing
documents.

2. Review recent invoices:

Ensure proper tax vs.
surcharge labeling.

3. Check your filing calendar:
Make sure nothing’s overdue.

4. Assess your classification:
Check your services are
properly categorized.

Build your foundation

1. Implement automated tax
determination:

Stop looking up rates manually.

2. Set up proper geolocation:
Move beyond ZIP code
guessing.

3. Create exemption
management workflows:
Automate renewals and
tracking.

4. Establish audit trails:
Document everything for future
reviews.

Scale and optimize

1. Monitor regulatory changes:
Stay ahead of new
requirements.

2. Leverage Al analytics:
Spot patterns and anomalies

before they become problems.

3. Regular compliance reviews:
Quarterly health checks
prevent major issues.

4. Train your team:
Make sure everyone
understands their role.

TAXS $

Executing this roadmap effectively
depends heavily on adopting robust
compliance technology. Advanced
tools help you automate processes,
reduce errors, and maintain accuracy
in critical areas like tax calculations,
jurisdiction identification, and

filing management. Embracing

technology ensures your compliance
stays consistent, transparent, and
proactive — allowing your team

to confidently manage evolving
regulatory challenges.
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Your audit-
readiness
checklist -

Use this checklist to
evaluate your current

risk level. If you can'’t
confidently check every
box, you've got work to do.

EVALUATE YOUR RESULTS

15 BOXES:

You're audit-ready - keep up the
great work!

12-14 BOXES:

You're mostly compliant but some areas
need attention. []
8-11 BOXES:

You have significant compliance gaps
that need immediate attention.

> 8 BOXES:

You're at high audit risk — prioritize
fixes immediately.

Tax determination

Precise geolocation (not just ZIP codes) is
used for sourcing.

Tax rates automatically update when
regulations change.

All services (VolP, streaming, data, etc.)
are properly classified.

Bundled service allocations follow
documented methodologies.

Filing and reporting

Filing deadlines are automatically
tracked.

Form 499 filings are accurate and timely.

Complete audit trails are maintained for
all calculations.

State and local returns are filed correctly
across all jurisdictions.

Exemption management

Exemption certificates are current and
complete.

Automated renewal tracking and alerts
are in place.

Reseller certificates are validated properly.

Documentation is maintained for all
exempt transactions.

Invoice compliance

|:| Taxes and surcharges are clearly
distinguished on invoices.

Line items comply fully with truth-in-
billing standards.

[ ] Customer-facing descriptions are accurate
and compliant.

Every tax and fee can be justified to
regulators.

Audit preparedness

[ ] Atleast3years of historical tax data is
maintained.

|:| All calculations are clearly documented
and defensible.

|:| Clear escalation procedures are in place
for compliance issues.

|:| The team is fully trained to respond to
audit requests.

A

If you're missing checks
in any of these areas,
your business may be
vulnerable to costly
audits or penatties.
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Why this checklist matters

Each point on this checklist aligns to a regulatory weak spot that auditors frequently target.

Failure to meet even one of these criteria can expose a business to fines, forced back payments,

or reputational damage.

FOR EXAMPLE:

$=

Poor exemption
handling has been cited
as a top reason for costly
audit settlements.

Using ZIP codes instead
of precise geolocation
can cause prolonged incorrect
payments, especially in
jurisdictions with local home-
rule taxes.

WS

Misclassifying traffic
can lead VolP companies
into overpaying tens

of thousands in USF
contributions.

v

Being fully audit-ready
means more than
avoiding penatties,

it means proactively
managing risk,
improving efficiency,
and safeguarding your
reputation.

Avalara compliance solutions are
specifically designed to help you
achieve exactly that.
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Why Avalara is your best bet

Communications tax isn’t like sales tax. Generic tax software simply can’t handle the specific
complexities of telecommunications, VolP, streaming, and digital services. Avalara specialized
communications tax solutions are designed specifically to manage unique compliance

demands, such as:

COMPLIANCE AREA AVALARA SOLUTION

Jurisdictional sourcing Automated geolocation + rule engine

Traffic studies Safe harbor logic or custom allocation support

Reseller management Certificate collection, renewal alerts, contributor tracking

Form 499 and USF filings Automated federal + state filing workflows

Invoice presentation Labeling logic meets truth-in-billing standards

Tax updates Real-time updates for all U.S. jurisdictions

Streaming/digital goods Classification logic by state rules
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W h d t ma ke S HERE'S HOW AVALARA CLEARLY DIFFERENTIATES ITSELF:
AVC] l_Cl r'd StG N d O Ut? Simplifying complexities for you:

v Automated sourcing using precise geolocation and jurisdictional logic

+ Real-time regulatory updates across all federal, state, and local jurisdictions
Avalara simplifies the complexities of v Service classification that adapts to your specific offerings
communications tax compliance, allowing your v Filing automation for all 48,000+ annual requirements
finance and tax teams to confidently focus on
your core business. Proactive audit risk management:

v Exemption certificate management with automated renewals
Automate communications tax + Invoice compliance checking against truth-in-billing standards
compliance with Avalara v Complete audit trails with historical rate support

v

Al-powered analytics to catch issues before auditors do

Get started today

A Seamless integration and scalability
~-

v Cloud-native platform that integrates with your ERP and billing systems
v API-first design for seamless data flow and minimal IT requirements

v Scalable architecture that grows with your business

Avalara communications tax solutions

empower your finance and tax teams to:

Automate complex tax determination and jurisdictional sourcing

Ensure transparent, compliant invoices that meet truth-in-billing standards
Track and manage exemption certificates with confidence

File federal and state returns on time

Instantly adapt to tax changes without code rewrites or process overhauls

CL LK KK«

Leverage Al-powered insights to monitor compliance risks in real time

Let Avalara handle the complexities of
communications tax compliance so your team
can confidently drive your business forward.



https://www.avalara.com/us/en/products/communications-tax.html
https://www.avalara.com/eu/en/products/calculations.html#form
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What does the future hold for
communications tax compliance?

Several important trends and regulatory shifts will shape the
future of communications tax compliance in 2026 and beyond.

v

Expect broader taxation
of digital services such as
streaming, collaboration
platforms, and CPaaS/
UCaas solutions.

v

Jurisdictional
ambiguity will grow as
home-rule states push
local complexity.

v

State legislatures and

courts are becoming more
aggressive — from Vermont’s
modernization of telecom taxes
to California’s approach to
bundled phone service sales.

v

New federal
administration priorities
may lead to a more unified
compliance landscape - or
exacerbate inconsistencies
through deregulation.

v

Legal interpretations
are evolving. The

FUSF being ruled
unconstitutional

may spark funding
restructures that reshape
federal obligations.

v

Al and machine learning
will further reduce
reliance on manual
processes by enabling
predictive compliance,
tax forecasting, and real-
time audit readiness.

TAXED
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Ready to take the

Tax rates, rules, and regulations change
n eXt Ste p? frequently. Although we hope you'll find

this information helpful, this report is for
informational purposes only and does not
provide legal or tax advice.

Let’s discuss how Avalara can support you in staying compliant.

Mvalara

Connect with us

Avalara, a global tax compliance leader,

delivers cloud-native software to companies
of all sizes. Supported by 1,400+ signed
partner integrations with ecommerce,

ERP, and billing systems, Avalara helps

its customers boost efficiency, increase
accuracy, reduce risk, and save time and
money. Learn how at avalara.com.



https://www.avalara.com/us/en/index.html
https://www.avalara.com/us/en/get-started.html
https://www.avalara.com/eu/en/products/calculations.html#form
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