Income, from Whatever Exchange, Mine,
or Fork Derived: The Basics of
U.S. Cryptocurrency Taxation'

By Kathleen R. Semanski?

In this article, intended as an introduction to the inter-
esting and myriad tax issues arising in the world of
cryptocurrency and blockchain technology, we focus on
certain U.S. federal income tax consequences of crypto-
currency transactions. The following is a very high-level
discussion of the consequences generally applicable to
U.S. individual holders of cryptocurrencies and will
not be applicable to all taxpayers depending on their
particular situation. Moreover, as there is limited offi-
cial guidance addressed to cryptocurrency transactions,
this article relies largely on predictions of how gen-
eral tax principles may be applied to cryptocurrency
transactions.

1.1s It Property or Is It Currency?

A “cryptocurrency,” generally, is a digital or virtual
currency that functions as a medium of exchange by
using encryption in lieu of a centralized issuing or reg-
ulatory authority to verify transactions and to manage
the issuance of new coins. A “coin” is a unit of value

associated with a cryptocurrency—the crypto equiva-
lent of a U.S. dollar.

Although it might seem an academic question, the
distinction between property and currency is critical to
understanding U.S. federal income taxation of crypto-
currencies. Generally, when a U.S. individual or business
uses cash to purchase property, the holder of the cash is
not taxable on any gain or loss inherent in the cash used
for the purchase (i.e., changes in the value of the U.S.
dollar between the time the cash was earned or other-
wise acquired by the holder and the time of the sale).
Gain on nonfunctional foreign currency exchanges (i.e.,
currencies other than the main currency used by a trade
or business) is generally ordinary income and, therefore,
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taxable under current law at marginal rates up to 37
percent (or 40.8 percent, factoring in the net invest-
ment income tax’). In contrast, gain or loss on the sale
of property can constitute either ordinary income or
capital gain, depending on whether the property sold
is or is not a capital asset. If a capital asset, the reduced
long-term capital gains rate (up to 23.8 percent under
current law, including the net investment income tax)
could apply if the asset sold was held for more than 1
year.

There are compelling arguments for treating cryp-
tocurrency as money or, alternatively, as property, the
theoretical merits of which are beyond the scope of
this article. For present purposes, the opinion that
matters is that of the U.S. Internal Revenue Service
(the IRS), and fortunately the IRS has given us some
guidance. In Notice 2014-21,* the IRS declared that
“convertible virtual currency,” that is, virtual cur-
rency having an equivalent value in “real currency”
(such as the U.S. dollar) is “property” for U.S. federal
income tax purposes.®’ Therefore, the tax treatment
of cryptocurrency transactions will generally follow
the rules applicable to transactions involving noncash

property.

Whether income realized on an exchange of prop-
erty is ordinary or capital will generally depend on
whether the property exchanged is a “capital asset” in
the hands of the seller, which depends on the taxpay-
er’s purpose in holding the property. Property held for
investment purposes (i.e., in anticipation of the prop-
erty’s appreciation over time) generally will be treated
as a capital asset. The same type of property, if held as
“inventory” of the taxpayer (i.e., for sale to customers in
the ordinary course of the taxpayer’s trade or business),
would not qualify as a capital asset. In other words, coins
purchased and held by an investor would generally be
a capital asset, whereas coins held for sale by a dealer in
cryptocurrencies would not.
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2. How Is Income (or Loss) Calculated
in a Coin Exchange?

In a transaction for cash

When cryptocurrency is purchased with U.S. dollars,
the purchaser generally will take a tax basis in the coins
equal to the amount of cash paid. Later, when the coins
are sold to another party for U.S. dollars, the amount of
taxable gain (or loss) on the sale is the difference between
the original purchase price (i.e., the holder’s “tax basis”)
and the later sale price. As explained above, whether the
taxpayer’s gain or loss is capital or ordinary depends on
whether the coin was a capital asset in the hands of the
taxpayer (i.e., whether the property was held for invest-
ment). If a capital asset, the applicable tax rate will depend
on whether the coin was held for longer than a year.

In a transaction for property and/or services

Cryptocurrencies are considered a type of property
other than money. Therefore, when coins are used to
purchase other (noncash) property and/or services, the
exchange is a property-for-property exchange (i.e., a
“barter” exchange). Generally speaking, when a tax-
payer exchanges property for other property in a tax-
able sale, the amount “realized” by the taxpayer is the
fair market value of the property received (measured as
of the sale date). The amount of gain or loss realized by
the seller is the difference between the amount realized
and the seller’s basis in the cryptocurrency used to make
the purchase. The buyer would acquire a tax basis in the
cryptocurrency received equal to its fair market value
on the date of exchange.®

To illustrate by way of example, imagine that John, a
U.S. individual taxpayer, purchased Bitcoin as an invest-
ment for its fair market value in cash in a single transac-
tion dated November 8,2015 (closing price reported on
CoinDesk:$373.49).1f exactly 2 years later,on November
8, 2017, John uses Bitcoin (closing price reported on
CoinDesk: $7,458.79) to purchase a bag of mini-do-
nuts for $5.00 from a donut shop in Austin, Texas, John
would have taxable gain on the difference between the
fair market value of the donuts ($5.00) and John’s basis
in the Bitcoin used in the exchange. Assuming that the
CoinDesk closing price for Bitcoin represents fair mar-
ket for the date of the transaction, in addition to empty
calories, John would have taxable gain on his purchase
of the donuts equal to approximately $4.75 [$5.00 X
($7,458.79 — $373.49)/$7,458.79 = $4.749]. Because
John acquired the Bitcoin for investment and held it for

more than 1 year before using it to buy donuts, John’s
gain would be taxed at the long-term capital gains rate.
The donut shop would have gross receipts of $5.00
from the sale to John and would take a $5.00 tax basis in
the Bitcoin received.

In an exchange of coins for coins

Under Notice 2014-21, an exchange of coins of one
cryptocurrency for another type of cryptocurrency will,
in most cases, be treated as a taxable sale. Similar to the
treatment of the exchange of cryptocurrency for prop-
erty, the amount of gain or loss realized on the sale is
the difference between the taxpayer’s basis in the cryp-
tocurrency exchanged (usually the U.S. dollar value of
whatever “real” currency was used by the taxpayer to
purchase the cryptocurrency) and the fair market value
of the cryptocurrency received as of the date of the
exchange.

Prior to January 1, 2018, some taxpayers and prac-
titioners took the position that cryptocurrency-for-
cryptocurrency exchanges qualified as “like-kind
exchanges” under section 1031 of the Code. In a like-
kind exchange, tax on any unrealized appreciation in
the currency relinquished in the exchange is deferred;
the tax basis in the relinquished currency carries over to
the replacement currency and the untaxed gain is pre-
served until a later disposition of the replacement cur-
rency for cash or other (non-like-kind) property. This
question has been mooted for tax years beginning after
December 31, 2017, as changes to the tax law enacted
at the end of 2017 limit like-kind exchange treatment
to real property transactions.” However, taxpayers enter-
ing into cryptocurrency-for-cryptocurrency exchanges
prior to January 1, 2018, may want to consult their tax
advisors as to the viability of the like-kind exchange
reporting position.

Determining basis in coins exchanged

In order to calculate the amount of taxable gain
or loss realized in a sale or exchange, a taxpayer must
know its basis in the coins exchanged. Where a tax-
payer acquires all of its coins in a single transaction,
this should not be too hard to determine. Generally,
the taxpayer’s basis in each coin should equal the price
paid for each coin—either the amount of cash received
or the fair market value of the property relinquished
in the exchange. If the taxpayer acquires several coins
at the same time and later disposes of only a portion of
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them, the taxpayer’s aggregate basis in the coins would
be distributed proportionately to each individual coin.
For example, assume a taxpayer purchased 10 coins of
currency X (X coins) for $10.00 in March 2015, and in
March 2017 disposed of five coins for $25.00.The tax-
payer’s basis in the X coins exchanged would be $5.00,
or $10.00 X 5/10. Its gain on sale would be $20.00, or
the excess of $25.00 over its basis of $5.00. The taxpay-
er’s remaining $5.00 basis would be allocated among the
five X coins retained.

The determination of basis becomes more compli-
cated (and less certain) where the taxpayer has acquired
its coins in multiple transactions and at varying prices.”
Returning to the previous paragraph’s example, assume
that the taxpayer does not dispose of its five X coins
in March 2017 but rather acquires five additional X
coins in August 2017 for $100.00 (or $20.00 each). In
December 2017, when the market price of one X coin
has decreased to $10.00 per coin, the taxpayer decides
to sell five of its coins for $50.00 (or $10.00 each). If
the taxpayer is treated as disposing of five of the X coins
acquired in 2015, the taxpayer will have a gain of $45.00,
or $50.00 less its basis of $5.00. If instead the taxpayer
is treated as disposing of the five X coins acquired in
August 2017, the taxpayer would have a loss of $50.00.
Clearly, if the choice is left up to the taxpayer, it would
prefer the latter outcome.

Under section 1012 of the Code, a taxpayer’s basis
in property sold is generally the cost of that prop-
erty to the taxpayer, subject to certain adjustments.
By defaul, this requires specific identification unless
another basis accounting method is allowed by the
Code or regulations.” Although Notice 2014-21 does
not address basis accounting for cryptocurrencies,
analogies can be drawn to other areas of the tax law.
For example, Treasury regulations provide that a tax-
payer disposing of stocks or bonds will be treated for
tax purposes as disposing of its high-basis stocks or
bonds first only if it is able to “adequately identity”
the particular stocks or bonds delivered to the buyer
(i.e., by showing delivery to the buyer of certificates
representing shares that were acquired on a partic-
ular date for a particular price).'” If the taxpayer is
not able to adequately identify the shares delivered,
the taxpayer is treated as having sold the earliest-
acquired shares first, known as the “first-in, first-
out” or “FIFO” method, or in some instances may

be eligible for average cost basis reporting (which
essentially spreads aggregate basis evenly among the
taxpayer’s shares)."!

If cryptocurrencies are treated for tax purposes as
commodities rather than securities, the regulations gov-
erning tax basis in stock dispositions may apply to com-
modities by analogy."? The Commodity Futures Trading
Commission (CFTC) has determined that Bitcoin
and other cryptocurrencies are commodities.”> While
the CFTC’s conclusion is not binding on the IRS, the
IRS has looked to the financial world to determine the
meaning of the word “commodity” as used in other pro-
visions of the Code." An alternative approach would be
to apply the rules for determining basis in nonfunctional
currency transaction. Regulations generally provide that
the basis of nonfunctional currency withdrawn from a
bank account may be determined using “any reasonable
method that is consistently applied from year to year.”
Specific examples given are first-in, first-out, last-in,
first-out, and pro rata. Although the IRS declined to
classify cryptocurrency as currency in Notice 2014-21,
and so the nonfunctional currency regulations do not
apply to cryptocurrencies by definition, the IRS may
apply similar rules by analogy.

Applying the stock rule to the X coin example above,
if the taxpayer were able to adequately identify the X
coins delivered to the buyer in the December 2017
exchange as those acquired in August 2017, the taxpayer
would be treated as having sold the higher basis coins and
would be able to claim a loss for tax purposes. Because all
transactions are stored on the blockchain, adequate iden-
tification is theoretically possible if a taxpayer has direct
control over the keys to its coin wallet and is sophisticated
enough to select (and establish to the satisfaction of the
IRS) what coins are transferred to the buyer. Adequate
identification may be difficult if not impossible for a tax-
payer holding its coins on a cryptocurrency exchange, as
the exchange may not give users the option to select the
particular coins transferred or provide the required evi-
dentiary support. Another way to manage identification
may be to hold each “lot” of coins (i.e., group of coins
acquired at the same time and at the same price) in a
separate wallet or on a separate exchange.

If the stock rules do not apply, taxpayers arguably
should be able to use FIFO or another reasonable method
to determine basis in their coins exchanged by analogy

10 « Banking & Financial Services Policy Report

Volume 37 * Number 6 * June 2018



to the regulations applicable to nonfunctional currencies,
provided that the method used is consistently applied
and does not consistently result in high-basis units being
disposed of first." If the taxpayer in the example above
were permitted to use the last-in, first-out method to
determine its basis in the X coins sold in December 2017,
it would presumably be required to apply this method
to all of its cryptocurrency transactions.'® Nevertheless,
given the lack of IRS guidance on the subject, the saf-
est approach may be to use specific identification, if this
method is feasible (and if identification is supported by
the user’s cryptocurrency exchange).

A note on valuation

Assuming the cryptocurrency is both acquired and
sold for cash, and adequate records are kept, the deter-
mination of any taxable gain or loss should be fairly
straightforward. In contrast, if a taxpayer acquires coins
by mining, or receives coins as payment for goods or
services (or in exchange for other coins), determining
the coins’ fair market value as of the relevant testing
date can be a significant challenge. In addition to vol-
atile day-to-day trading prices (over the course of less
than 3 weeks in November, the trading price of Bitcoin
dropped as low as $5,857.32 betore rebounding to a
price over $10,000 on some Korean exchanges), crypto-
currencies generally lack a centralized trading platform
(or, initially, any formalized trading platform), making
it difficult to identify a single, U.S. dollar-denominated
market price. Notice 2014-21 does not give further
insight into how fair market value is determined, noting
only that the taxpayer’s determination must be made “in
a reasonable manner that is consistently applied.”

3. Are Forks Taxable?

Coin “splits’’ and “hard forks”

As explained above, exchanges of property for other
valuable property generally results in taxable gain (or
loss) equal to the difference between the fair mar-
ket value of the property received and the taxpayer’s
basis in the property exchanged. Although this general
principle also applies to exchanges of one cryptocur-
rency for another (e.g., Bitcoin for Ethereum), it is not
clear whether (or how) this principle applies where an
entirely new cryptocurrency splits off from an existing
cryptocurrency (e.g., Bitcoin Cash and Bitcoin), also
known as a “hard fork.” A hard fork generally results
from a change to the cryptocurrency’s software, which

produces two separate versions of the cryptocurrency’s
blockchain sharing a common history.!” The Bitcoin/
Bitcoin Cash hard fork resulted in each holder (i) receiv-
ing an amount of Bitcoin Cash nominally equivalent to
its holdings of Bitcoin immediately before the fork and
(11) retaining its pre-fork Bitcoin. Although most peo-
ple would agree that Bitcoin Cash has value (the trad-
ing price of a single coin topped $4,000 in December
2017), it is unclear when this value is “income” for tax
purposes, the amount of income realized, and the tax
character of this income.

Accession to wealth: the Glenshaw Glass
approach

The most straightforward treatment, arguably, would
be to treat the new coins received in a cryptocurrency
fork as a taxable windfall (similar to lottery winnings)
under the basic test for income set forth in Commissioner v.
Glenshaw Glass:'® it is an undeniable accession to wealth,
clearly realized, over which the recipient has complete
dominion and control (assuming that the recipient has
access to the new cryptocurrency, discussed below). The
result would be ordinary income to the recipient equal
to the fair market value of the property received as of
the date of receipt and without any reduction for the
return of capital (i.e., the recipient’s basis in the crypto-
currency immediately before the split).

While sound as a matter of general tax principles,
this approach presents significant practical challenges.
Staying with Bitcoin Cash as an example, it is unclear
when the initial recipients of Bitcoin Cash actually
“realized” this income. Depending on where Bitcoin
holders stored their Bitcoin, some recipients did not
have (and could not get) the digital keys necessary to
immediately access the Bitcoin Cash (and/or convert
the Bitcoin Cash into actual cash), raising a question
of “dominion and control” under the Glenshaw Glass
test. Just as significant is the valuation difficulty. There
was no readily available market for Bitcoin Cash until
sometime after the split and, even then, trading prices
varied considerably among the different exchange plat-
forms. Although the initial value of the Bitcoin Cash
distributed to Bitcoin holders was, nominally, equal to
the value of the recipients’ Bitcoin holdings, the values
of the two cryptocurrency products quickly diverged
as a separate market for Bitcoin Cash emerged. The
uncertainty surrounding the moment of realization fur-
ther complicates matters: given the market volatility of
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cryptocurrencies, shifting the testing date for fair market
value even a day or two can have a significant effect on
the amount of gain realized.

No realization event: the stock
dividend approach

Another approach would be to look at coin forks as
analogous to dividends paid with respect to stock. Stock
dividends and stock splits that do not result in a change
in the recipient’s proportionate ownership of the issuer
are generally not taxable events under the Code."” Any
built-in gain is deferred until the stockholder sells or
otherwise disposes of its stock for money or other prop-
erty. In contrast, the receipt of a cash distribution, or a
distribution of other property (for example, securities of
another corporation), is a taxable event and can result
in ordinary income, return of basis, and/or capital gain
to the recipient, depending on the particular circum-
stances. Although analogies can be drawn to coin splits,
the current tax treatment of stock dividends is deter-
mined under statutory rules specific to distributions to
stockholders; although cryptocurrencies are property,
they are not currently treated as “stock” for tax pur-
poses. Applying these statutory provisions to cryptocur-
rency distributions would probably require action from
Congress, although IRS guidance may be able to apply
similar treatment to cryptocurrencies by analogy.

Alternatively, the IRS could treat a cryptocurrency
split as not a taxable event at all, if the converted cur-
rency is substantially identical to the property previously
held by the taxpayer. Rather than recognizing gain at
the time of the split, the unrealized gain inherent in the
additional coins issued would be taxed when the coins
are converted into cash or used to purchase property or
services. Before the adoption of sections 305 and 306 of
the Code (which today govern stock distributions), the
Supreme Court in Eisner v. Macomber” considered the
tax consequences of pro rata stock dividends, concluding
that their receipt was not taxable because not a proper
“realization” event. The payment of stock dividends did
not mark a change in the value of the corporation or
the shareholder’s entitlement to or participation in the
corporation’s assets or profits.

This approach might make sense for a traditional
split—for example, if each holder received additional
coins of the same cryptocurrency but the aggregate
exchange value remained exactly the same immediately

after as immediately before the split. It is, however, difh-
cult to maintain this argument in the case of the Bitcoin
Cash hard fork, given that it actually resulted in the cre-
ation of a new cryptocurrency having unique character-
istics, its own blockchain, and ultimately an independent
trading value. There is also potential for value redistribu-
tion in a hard fork that would not be present in a pure
split. Although all holders of Bitcoin nominally received
an equivalent amount of Bitcoin Cash in that fork, not
all holders had the digital keys to access the new coins
and not all storage platforms supported the new cur-
rency. If the two currencies are viewed as sharing in the
same underlying market capitalization, this means that
some of the value of original Bitcoin shifted to Bitcoin
Cash in the fork, resulting in a disproportionate gain
to those with access and a corresponding loss to those
without. In a decision subsequent to Eisner v. Macomber,
the Supreme Court noted that while a proportionate
distribution of new common shares conferring no new
rights or interest in the issuer was not taxable, “where a
stock dividend gives the stockholder an interest different
from that which his former stock holdings represented,
he receives income.”?! Under this test, the receipt of
Bitcoin Cash appears to be income.

Taxability without liability: the zero
value approach

The American Bar Association tax section, in an open
letter (the ABA Letter), recommended that cryptocur-
rency received in a hard fork during the 2017 tax year
be treated as a taxable event at the moment it is received,
reasoning that a taxpayer’s ability to use both the origi-
nal currency and its “forked” progeny is an accession to
wealth under Glenshaw Glass principles.” However, the
ABA Letter also proposes that the value realized in the
taxable event could be zero, which would result in no
immediate tax liability (although the taxpayer’s basis in
the coin would be zero). Instead, when the forked coin
was subsequently disposed of, the taxpayer would pay
tax on the entire value of the cash property received in
the exchange. If the taxpayer held its cryptocurrency as
a capital asset, the gain on this subsequent disposition
would be capital. The argument for treating the fork
as a realization event, despite some taxpayers’ limited
access to either the new coins (e.g., because the coins
are hosted on an exchange that has not enabled access),
is that a taxpayer could take affirmative steps to claim
the new coins and is, therefore, in constructive receipt.
The amount realized, however, is zero, because at the
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moment the new coin is received it is not yet known if
the new protocol will be adopted, whether a market for
the coin will develop, or what the market price will be.

Treating the fork as a zero basis, taxable event has
several advantages for taxpayers. First, having a taxable
event bolsters the argument that the later gain on the
disposition of the coin is capital: when a taxpayer hold-
ing the original coin as a capital asset acquires a forked
coin, it acquires a new capital asset (albeit one with zero
value). Second, a taxable event starts the clock on the
1-year holding period for long-term capital gain on the
subsequent disposition of the forked coin. Last, the zero
value, zero basis premise allows the taxpayer to defer any
tax liability until a subsequent disposition of the coin.

Although the zero basis approach resolves the logis-
tical problems of timing of realization and valuation of
amount received, it leaves some questions unanswered
as to general application. What happens in the case of a
hard fork where only the forked coin survives and orig-
inal coin falls into obsolescence? The expectation often
in hard forks is that only one of the two resulting cryp-
tocurrencies will survive. For example, in 2016, the core
developers of Ethereum decided to implement a hard
fork to correct a weakness in the existing Ethereum
protocol® that had left it vulnerable to hacker attack.
While the developers consulted the Ethereum commu-
nity?* in hopes of reaching a general consensus on the
desirability of the hard fork, because of the decentralized
nature of the Ethereum platform, the decision whether,
post-fork, to participate in the original or the new ver-
sion of Ethereum would ultimately be left to the partic-
ular stakeholders (e.g., the miner, exchange, or platform).
Ultimately, the majority of Ethereum users moved to the
new Ethereum blockchain (which retained the name
“Ethereum”), while approximately 15 percent stayed on
the original blockchain (redubbed “Ethereum Classic).
‘Within hours of the fork, Ethereum Classic was valued
at 1/10 the value of Ethereum; while the disparity has
grown, Ethereum Classic, nevertheless, currently trades
at a higher price than pre-fork Ethereum.?

Should a taxpayer’s basis in its pre-fork Ethereum
carry over to the post-fork Ethereum, or has the tax-
payer acquired a new capital asset with a zero basis?
The answer depends on whether we regard the post-
fork coin as a new capital asset simply because it exists
on a new blockchain protocol, or whether we look to

the intentions of the parties engineering the fork and
the response by the community of stakeholders. If we
follow the technical approach, it appears the taxpayer
would have a new capital asset, a new basis (of zero),
and a new holding period in its post-fork Ethereum. A
disposition of Ethereum on the next day would result
in short-term capital gain equal to the entire amount
of cash or the value of other property received in the
exchange. Even if the taxpayer could claim a capital loss
on its legacy Ethereum Classic, depending on the tax-
payer’s holding period, this could be a long-term capital
loss, resulting in a character mismatch (the long-term
capital loss not fully offsetting the tax on short-term
capital gain). On the other hand, if the taxpayer decides
to retain its post-fork Ethereum and is able to claim an
immediate capital loss on its Ethereum Classic, it could
potentially receive a tax benefit without having realized
an economic loss.

Although the Ethereum example underscores the
weaknesses of a too-technical approach, the qualitative
approach is problematic in its own way. It seems clear
in hindsight that the Ethereum fork would result in
the wide adoption of the new protocol, but this result
was not inevitable or uniform. A small but significant
minority maintained the original protocol, continuing
to hold and to mine Ethereum Classic. It seems reason-
able for these users to retain their basis in legacy (i.e.,
pre-fork) Ethereum in their Ethereum Classic. As of
this writing, there has been no IRS guidance published
specifically addressing this issue, leaving considerable
uncertainty for those recipients of the estimated $5 bil-
lion worth of Bitcoin Cash who have yet to file their
2017 tax returns.

4. Other Taxable Cryptocurrency
Transactions

Cryptocurrency-denominated compensation
An employee who receives compensation denom-
inated in cryptocurrency is subject to tax at ordi-
nary income rates on the fair market value of the
coins received. Additionally, cryptocurrency paid to
an employee as compensation is generally treated as
“wages” for employment tax purposes and is there-
fore subject to federal income tax withholding
as well as unemployment and FICA taxes.” As the
U.S. government does not currently accept tax pay-
ments in the form of cryptocurrency, a portion of
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the cryptocurrency would have to be liquidated into
cash before being remitted by the employer.”” The
employee would take a basis in the cryptocurrency
received equal to the amount of income recognized
upon its receipt. The employer would also have tax-
able gain to the extent of any appreciation in the
cryptocurrency used to pay the employee’s compen-
sation (which would be offset by the employer’s com-
pensation deduction).

Currency “mining’’ activities

A taxpayer who acquires cryptocurrency as a result
of “mining” activities (i.e., the consumption of com-
puter resources to verify and record cryptocurrency
transactions on a blockchain ledger) will generally real-
ize ordinary income for U.S. federal income tax pur-
poses upon receipt of the mined coin equal to their fair
market value on the date of receipt.”® A miner can be
viewed as performing a service for all other holders of
the cryptocurrency; the service is compensated by a pro
rata dilution of all other holders when a new coin is
issued to the miner. Therefore, the miner’s income will
generally be ordinary. The miner’s basis in the newly
mined coin will equal the amount of income realized
upon its receipt.

An individual taxpayer engaged in cryptocurrency
mining as a trade or business (and not as an employee)
will have to pay self-employment taxes on the fair mar-
ket value of any cryptocurrency received but may be
able to deduct or capitalize certain expenses (e.g., the
cost of electricity, computer equipment).

Worthless and abandoned coins

Taxpayers generally are able to deduct losses where
investment property is lost or is permanently abandoned
by the taxpayer.”” The amount of the deduction would
be the taxpayer’s adjusted basis in the lost or abandoned
coin (generally, its cost basis); if the taxpayer held the
coin as a capital asset, the character of the loss would be
capital.*

The worthless and abandoned property rules raise
interesting timing questions when applied in the cryp-
tocurrency context. For example, the loss or abandon-
ment of a coin may occur where the taxpayer loses
its private keys. Losing one’s private keys is similar to
losing cash; because of the anonymous and encrypted
nature of the blockchain protocol, ownership cannot be

recognized to any particular individual except through
ownership of one’s keys. For persons who store their
private keys on physical hard drives or in “paper wal-
lets,” losing the hard drive or wallet can mean the loss
of an entire fortune without any hope of recovery. In
2013, a Welsh man, James Howells, famously claimed to
have lost his private keys to 7,500 Bitcoin after acci-
dentally throwing away the hard drive on which they
were stored. When the trading price of Bitcoin sur-
passed $17,000 per Bitcoin in December 2017, Howells
sought (and was denied) permission from his local city
council to dig up a local landfill in hopes of recover-
ing the lost drive.” Had Howells been a U.S. taxpayer,
he arguably would not have been able to claim a loss
for the lost Bitcoin in 2013 or at any time prior to
December 2017 (and then, only once appeals before
the city council were abandoned and all rights in the
coins relinquished).** A taxpayer generally must show an
intent to abandon in order to claim a loss deduction for
abandoned property, which requires, at a minimum, that
the taxpayer cease effort to recover the lost coins and
show additional affirmative steps to irrevocably relin-
quish ownership.** Because loss deductions are limited
to the taxpayer’s adjusted basis in the lost property (in
Howells case, the amount of income reported by him in
connection with his mining of the lost coins), the actual
amount of any permitted deduction may be negligible.

An investor may also claim a loss deduction if its
coins are stolen in a hacking attack or following phys-
ical theft of its private keys in the year when the theft
is discovered.” While worthlessness may theoretically
occur where a cryptocurrency is valued so low that that
miners cease to expend the energy to verify transactions
on the cryptocurrency’s blockchain, it is not clear that
a taxpayer would be able to claim a loss without an
affirmative abandonment or some other taxable event.”
Section 165(g), which allows taxpayers deductions for
losses on worthless securities, adopts a narrow defini-
tion of “security” and is therefore unlikely to apply to
cryptocurrencies.*®

5. How Is Income from Cryptocurrency
Transactions Reported to the IRS?

Gain (or loss) on cryptocurrency exchanges

As the IR S recently reminded taxpayers, U.S. taxpayers
must report their gain and loss from Bitcoin transactions
just as they would gain and loss from any other property
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transaction.”” Until the IRS designates cryptocurrencies
as “specified securities” for U.S. federal income tax pur-
poses, coin exchanges should not be required to issue
Form 1099-B informing taxpayers of their gain or loss
on brokered coin transactions.*® Taxpayers who do not
receive a Form 1099-B are, therefore, required to deter-
mine their tax basis in the coins they acquire and to
keep track of this basis in order to calculate gain or loss
upon later sale. Some coin exchanges may allow users
to download a file of their account history so that they
can track gains and losses for tax purposes. This amount
is then reported to the IRS on Form 8949 and attached
to the individual’s tax return.

Some exchange platforms, such as Coinbase, have
begun providing their users tax basis reporting infor-
mation.*” Third-party providers such as CoinTracking
calculate taxable gain and loss for users based on infor-
mation from past cryptocurrency transactions uploaded
by users.” While the Coinbase tax basis report applies
the first-in, first-out method to calculate gains and losses
from cryptocurrency transactions, CoinTracking allows
users to calculate taxable gain using a variety of basis
accounting methods, including first-in first-out, last-in
first-out, highest cost first-out, and lowest cost first-out.

De minimis exception

Asaresult of the IR S’s decision to treat cryptocurrency
as property, generally every exchange of cryptocurrency
is taxable, even something as seemingly inconsequential
for tax purposes as buying a cup of coftee with crypto-
currency or withdrawing cash from a Bitcoin ATM. In
contrast, section 988 of the Code (governing exchanges
of nonfunctional foreign currency) exempts up to $200
of exchange rate gain on personal use transactions con-
ducted in foreign currency." There have been efforts to
introduce a de minimis exception to the tax reporting
requirements for cryptocurrency transactions, appar-
ently motivated by a concern that Notice 2014-21
has inhibited the development of cryptocurrency as a
day-to-day medium of exchange.” In 2017, Rep. Jared
Polis (D-Colo.) and Rep. David Schweikert (R-Ariz.)
introduced a bill, The Cryptocurrency Tax Fairness Act,
which would exclude the first $600 (adjusted for infla-
tion) of gain from a single cryptocurrency transaction
(or a series of related transactions) from gross income for
U.S. federal income tax purposes.* Both the American
Bar Association Section of Taxation and the American
Institute of CPAs have previously recommended a de

minimis rule for reporting gain on cryptocurrency
transactions along the lines of the exemption currently
available for certain nonfunctional foreign currency
transactions under section 988 of the Code.* The Polis
and Schweikert bill was not included as part of the
comprehensive tax legislation® passed in December of
last year. It is unclear whether or when this bill will be
considered by Congress in the future.

Income received as payment for goods
or services

Employees or independent contractors that receive
cryptocurrency as payment for services should receive
a W-2 or 1099-MISC, as applicable, indicating the fair
market value of the cryptocurrency paid as of the date
of payment.* Notice 2014-21 imposes specific infor-
mation reporting requirements both on employers and
on persons who purchase services from independent
contractor for use in their trade or business. Third-party
settlement organizations (TPSOs) such as Coinbase
are also subject to reporting requirements if the num-
ber and the dollar value of the transactions they settle
exceed certain thresholds.*

The IRS Coinbase summonses

On November 29, 2017, a U.S. federal district court
ordered Coinbase to turn over to the IRS personal
identification and financial information on as many as
14,355 account holders and 8.9 million transactions
(according to estimates provided by Coinbase). * The
IRS had brought the “John Doe” summons against
Coinbase after an investigation had revealed evidence of
mass underreporting of bitcoin-related gains. (According
to the IRS summons, cited in the court’s order, between
800 and 900 taxpayers reported Bitcoin-related gains
on an electronically filed Form 8949 during the years
covered by the order, a number vastly lower than the
estimated number of users engaging in taxable crypto-
currency transactions.) Although the order was limited
to account holders having bought, sold, sent, or received
cryptocurrency worth $20,000 or more in a single year,
it is probable that the IRS will continue to pursue sim-
ilar orders against Coinbase and other exchanges until
legislation implementing uniform third-party reporting
procedures are adopted.

Financial crimes and tax evasion
Notwithstanding the general characterization of
cryptocurrencies as property for U.S. tax purposes, the
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U.S. Treasury’s Financial Crimes Enforcement Network
(FInCEN) regards “exchangers” (i.e., cryptocurrency
exchanges such as Coinbase) as “money service busi-
nesses,” or MSBs.* Therefore, although a cryptocur-
rency is not itself “money,” cryptocurrency exchanges
are required to report when Bitcoin is exchanged for
large amounts of actual money under rules intended
to prevent money laundering. While not all crypto-
currency exchanges have complied and registered with
FinCEN as MSBs, the penalties for failure to comply
can be steep.®

U.S. taxpayers that hold foreign bank accounts
denominated in cryptocurrency may be required to
report these accounts on FInCEN Form 114, Report
of Foreign Bank Account (FBAR) if the aggregate
value exceeds $10,000 at any point in the calendar
year.”! Although the IRS has not issued official guid-
ance on the subject, it is possible that accounts covered
by the FBAR would include cryptocurrency held on a
foreign exchange (although the requirement does not
appear to apply to cryptocurrency held in one’s per-
sonal wallet).>

U.S. individual taxpayers are also required under the
Foreign Account Tax Compliance Act (FATCA) to
report to the IRS any “foreign financial assets” valued
at $50,000 or more on IRS Form 8938. Although not
entirely clear, because cryptocurrency is “property” for
tax purposes, it is arguably a foreign financial asset sub-
ject to this reporting rule.

6. Conclusion

Although intended as an introduction of the exist-
ing tax laws applicable to cryptocurrency transactions,
this introduction raises as many questions as it provides
answers. As cryptocurrencies continue to gain in popu-
larity and are used in a wider variety of settings, the tax
issues implicated in these transactions are likely to grow
ever more complex. Additional guidance from Congress
or the IRS is sorely needed to resolve the uncertainty
surrounding tax treatment of cryptocurrency trans-
actions and to give taxpayers a clearer roadmap for
compliance.
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