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IRS “Crackdown” on the Taxation of Business Cell Phones and PDASs:
IRS Commissioner Clarifies and Softens the IRS’s Stance

June 17, 2009

Yesterday afternoon, June 16, U.S. Secretary of Treasury Timothy Geithner and IRS Commissioner
Douglas Shulman weighed in on the potential taxation of employer-provided cell phones and personal
digital assistant (PDA) devices such as BlackBerry devices. In IRS Commissioner Shulman’s statement
(included in its entirety below), the Treasury Secretary and Commissioner seek to defuse the
understandable concern among taxpayers caused by the IRS’s aggressive audits over the past five years.
The IRS Commissioner has indicated a very significant change in IRS direction on this issue with the
successive release of IRS Notice 2009-46 last week and his important statement yesterday. The extent of
this shift in the IRS position is demonstrated when it is placed within the context of the IRS audits that
have created this compliance nightmare.

IRS Audits Seeking Large Tax Assessments — As indispensable tools of modern business, cell phones
and PDAs have been a controversial target of IRS auditors for more than a decade, with concerted audit
activity since 2005. Even though the IRS has not issued guidance, many IRS auditors have sought to
treat any personal use of these devices as taxable wages, often imposing multimillion-dollar assessments
on employers and extracting large tax settlements. These IRS agents have aggressively pursued this
audit position even though there is no specific guidance on whether or how to tax such secondary
personal use. Until this apparent fundamental shift in the IRS’s approach, the IRS’s increasingly
pervasive audit position has been that employees are required to allocate their personal and business use
of employer-provided cell phones and PDAs and contemporaneously document such use in a business
log or diary. Few, if any, employees document the business and personal usage to their employers. The
lack of IRS guidance, combined with employers’ belief that the primary usage of the equipment is for
business purposes, has led most employers (taxable, nontaxable, and governmental) to exclude all
personal use of cell phones and PDAs from wages on the basis that any personal use of such relatively
inexpensive devices is a de minimis fringe.

IRS Notice 2009-46 — Last week, no doubt in response to intense criticism from taxpayers and certain
members of Congress, the IRS issued Notice 2009-46, seeking comments on proposed simplified
procedures for substantiating the business use of employer-provided cell phones and PDAs. Unless a
proposed legislative fix is enacted, the Notice is the first step toward the creation of future IRS guidance
that will clarify how to substantiate the allocation between employees’ business and personal use of their
employer-provided cell phones and PDAs. Last week’s notice caused significant concern and led some



practitioners to conclude that the IRS was beginning to “crack down” on taxpayers when in fact this has
been a focused audit initiative for the past five years. We are informing clients that IRS Notice 2009-46
is the first important and practical step in the right direction, one which seeks to lessen the adverse
impact of prior IRS audit positions that interpreted a statutory provision that is admittedly complex,
burdensome, and subject to diverse interpretations.

In general, the value of an employee’s business use of an employer-provided cell phone and/or PDA is
excluded from taxable income as a working condition fringe benefit. Even though cell phones are no
longer the costly communication gadget they began as in the late 1980s, the federal tax laws impose
specific substantiation requirements that apply to the extent that cell phones and PDAs remain classified
as “listed property.” Listed property is a classification typically reserved for costly computers,
automobiles, and entertainment property—a classification that, as a practical matter, no longer
accurately describes cell phones and PDAs.

In issuing Notice 2009-46, the IRS seeks comments about the following proposed methods for
substantiating an employee’s business use of employer-provided cell phones:

e Minimal personal use method: Under this method an employer could (a) disregard a specified
amount of “minimal” personal use (e.g., a specified number of minutes) in determining any
taxable portion of personal use of an employer-provided cell phone or (b) allocate an employee’s
entire use of an employer-provided cell phone to business use if the employee can provide
sufficient records to establish that he or she maintains and uses a personal cell phone for personal
purposes during work hours. To exclude personal use of cell phones and PDAs from its own
employees’ wages, it is generally believed that the IRS applies method (a), combined with a
business use policy and employee statement. This approach certainly conforms to Commissioner
Shulman’s remarkably candid and practical assessment of this tax issue.

e Safe harbor substantiation method: This method would permit an employer to treat a fixed,
IRS-approved percentage of an employee’s use of an employer-provided cell phone as business
use, with the remaining percentage of use deemed to be for personal purposes. The IRS proposes
setting the business use percentage at 75%. (Many prior IRS audits have been resolved using
assumptions of 20% to 25% personal use.)

e Statistical sampling method: This method would allow an employer to use statistical sampling
techniques to measure an employee’s personal use of an employer-provided cell phone. The IRS
indicates that this would be similar to the statistical sampling methodology set forth in Rev. Proc.
2004-29 for establishing the amount of substantiated meal and entertainment expenses excepted
from the 50% deduction disallowance rules.

IRS Commissioner Shulman Asks Congress to Fix the Cell Phone Issue — On June 16,
Commissioner Shulman released a statement in which he clearly stated that the purpose of Notice 2009-
46 is to simplify the rules and ease taxpayer burdens. This marks a significant change from the IRS’s
past audit positions and many large tax adjustments. The entire statement follows:

This month, the Internal Revenue Service asked for comments on ways to simplify compliance
with rules related to employer-provided cellular telephones. The current law, which has been on
the books for many years, is burdensome, poorly understood by taxpayers, and difficult for the



IRS to administer consistently. Some have incorrectly implied that the IRS [by issuing this
notice] is “cracking down” on employee use of employer-provided cell phones. To the contrary,
the IRS is attempting to simplify the rules and eliminate uncertainty for businesses and
individuals.

Although some of the proposed changes would add clarity, the current law will inevitably leave
widespread confusion among employees and businesses. Therefore, Secretary Geithner and | ask
that Congress act to make clear that there will be no tax consequence to employers or employees
for personal use of work-related devices such as cell phones provided by employers. The passage
of time, advances in technology, and the nature of communication in the modern workplace have
rendered this law obsolete.

Although the IRS has been aggressively auditing this issue, the combination of IRS Notice 2009-46 and
Commissioner Shulman’s short statement indicate a fundamental shift within the IRS regarding this
important issue, and serve as acknowledgment that its audit position is arcane and burdensome. This
important shift within the IRS may even indicate that the IRS may consider adopting a nonenforcement
position (similar to its current nonenforcement position on frequent flyer awards, an equally burdensome
and controversial tax compliance issue) and issuing refunds to those taxpayers who have recently paid
large assessments related to this issue.

Congressional Repeal — It is important to note that the Notice does not have the effect of removing
employer-provided cell phones and PDAs from the onerous definition of “listed property.” In response
to a series of audits, Representative Sam Johnson (R-Tex.) and Senator John Kerry (D-Mass.)
introduced legislation in 2008 and again in early 2009 to exempt cell phones and PDAs from the listed
property recordkeeping requirements. If enacted, the exemption would become effective in 2009. See
H.R. 690 and S. 144, “Modernize Our Bookkeeping in the Law of Employee’s (MOBILE) Cell Phone
Act of 2009.” These bills will likely generate widespread bipartisan support as this is a tax issue that
undoubtedly impacts most members of Congress and their staffers. While an immediate legislative fix is
the preferred approach, the proposed substantiation methodologies, especially the minimal personal use
methodology in the Notice, are important steps forward in developing guidance addressing the personal
use of employer-provided cell phones and PDAs.

Morgan Lewis’s Written Comments to the IRS — The IRS and Department of Treasury have
requested written comments, including proposals on alternative substantiation methods, by September 4,
2009. Morgan Lewis intends to submit comments on this issue and would welcome client suggestions as
to desired solutions and/or substantiation methods. While our primary focus will seek a broad-based de
minimis use exclusion, our comments will also address the other methodologies raised by the IRS.

For example, in any case where an employer can prove that an employee’s level of cell phone service
has been selected based on proven levels of pure business calls up to the minimum minutes allowed
under a designated service band, then any personal calls in that band have no effective cost. The
selection of that particular band of service simply avoids the much more expensive per-minute charges
that would have been incurred for business calls had a service band with fewer minutes been purchased.
Under longstanding IRS rulings and case law, any such proven savings in business cost should support a
full deduction of the entire cost of that incremental band of service, even if there was some personal
benefit to the employee associated with the expense.



The full text of IRS Notice 2009-23 is available at http://www.irs.gov/irb/2009-23 IRB/ar07.html.
Commissioner Shulman’s statement can be found at
http://www.irs.gov/newsroom/article/0,,id=209795,00.html.

Morgan Lewis has issued a separate LawFlash on this topic for tax-exempt employers, which can be
found at
http://www.morganlewis.com/pubs/TaxExempt EmployerProvidedCellPhones LF 15jun09.pdf.

Please contact any of the following Morgan Lewis attorneys if you would like Morgan Lewis to include
your comments in its IRS submission, you have questions concerning IRS Notice 2009-23 or
Commissioner Shulman’s statement as it pertains to your company, or you would like copies of an
article written by Rep. Johnson on this controversial topic:

Chicago

Brian D. Hector 312.324.1160 bhector@morganlewis.com
Louis L. Joseph 312.324.1726 louis.joseph@morganlewis.com
Dallas

Riva T. Johnson 214.466.4107 riva.johnson@morganlewis.com
Heath Miller 214.466.4118 hmiller@morganlewis.com

Erin Turley 214.466.4108 eturley@morganlewis.com
New York

Craig A. Bitman 212.309.7190 chitman@morganlewis.com
Gary S. Rothstein 212.309.6360 grothstein@morganlewis.com
Palo Alto

S. James DiBernardo 650.843.7560 jdibernardo@morganlewis.com
Zaitun Poonja 650.843.7540 zpoonja@morganlewis.com
Philadelphia

Robert L. Abramowitz 215.963.4811 rabramowitz@morganlewis.com
I. Lee Falk 215.963.5616 ilfalk@morganlewis.com

Amy Pocino Kelly 215.963.5042 akelly@morganlewis.com
Robert J. Lichtenstein 215.963.5726 rlichtenstein@morganlewis.com
Vivian S. McCardell 215.963.5810 vmccardell@morganlewis.com
Joseph E. Ronan 215.963.5793 jronan@morganlewis.com
Steven D. Spencer 215.963.5714 sspencer@morganlewis.com
Mims Maynard Zabriskie 215.963.5036 mzabriskie@morganlewis.com
David B. Zelikoff 215.963.5360 dzelikoff@morganlewis.com
Pittsburgh

Lisa H. Barton 412.560.3375 Ibarton@morganlewis.com
John G. Ferreira 412.560.3350 jferreira@morganlewis.com

R. Randall Tracht 412.560.3352 rtracht@morganlewis.com



http://www.irs.gov/irb/2009-23_IRB/ar07.html
http://www.irs.gov/newsroom/article/0,,id=209795,00.html
http://www.morganlewis.com/pubs/TaxExempt_EmployerProvidedCellPhones_LF_15jun09.pdf
mailto:bhector@morganlewis.com
mailto:louis.joseph@morganlewis.com
mailto:riva.johnson@morganlewis.com
mailto:hmiller@morganlewis.com
mailto:eturley@morganlewis.com
mailto:cbitman@morganlewis.com
mailto:grothstein@morganlewis.com
mailto:jdibernardo@morganlewis.com
mailto:zpoonja@morganlewis.com
mailto:rabramowitz@morganlewis.com
mailto:ilfalk@morganlewis.com
mailto:akelly@morganlewis.com
mailto:rlichtenstein@morganlewis.com
mailto:vmccardell@morganlewis.com
mailto:jronan@morganlewis.com
mailto:sspencer@morganlewis.com
mailto:mzabriskie@morganlewis.com
mailto:dzelikoff@morganlewis.com
mailto:lbarton@morganlewis.com
mailto:jferreira@morganlewis.com
mailto:rtracht@morganlewis.com

Washington, D.C.

Althea R. Day 202.739.5366 aday@morganlewis.com
Benjamin I. Delancy 202.739.5608 bdelancy@morganlewis.com
David R. Fuller 202.739.5990 dfuller@morganlewis.com
Mary B. (Handy) Hevener 202.739.5982 mhevener@morganlewis.com
Daniel L. Hogans 202.739.5510 dhogans@morganlewis.com
Jerry E. Holmes 202.739.3869 jholmes@morganlewis.com
Dean R. Morley 202.739.5989 dmorley@morganlewis.com
Gregory L. Needles 202.739.5448 gneedles@morganlewis.com

About Morgan, Lewis & Bockius LLp

Morgan Lewis is an international law firm with more than 1,400 lawyers in 22 offices located in Beijing,
Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles,
Miami, Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco,
Tokyo, and Washington, D.C. For more information about Morgan Lewis, please visit
Www.morganlewis.com.

IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be
used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or
(if) promoting, marketing or recommending to another party any transaction or matter addressed herein.
For information about why we are required to include this legend, please see
http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any
specific matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.
Please note that the prior results discussed in the material do not guarantee similar outcomes.
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