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US: New cryptocurrency
tax guidance

addresses some open
questions, leave others
unanswered

Executive summary

On 9 October 2019, the United States (US) Internal Revenue Service (IRS)
issued guidance on the tax treatment of cryptocurrency transactions. In
Revenue Ruling 2019-24, the IRS ruled that a “hard fork” (e.g., when one

cryptocurrency becomes two) will not cause taxpayers to recognize income
under Internal Revenue Code! Section 61. Taxpayers will recognize ordinary
income, however, if they receive new units of cryptocurrency (i.e., an “airdrop™)
following the hard fork.

In frequently asked questions (FAQs), the IRS expands on its 2014 cryptocurrency
guidance (Notice 2014-21) by providing more examples of (i) when taxpayers
recognize gain or loss on an exchange of cryptocurrency, (ii) how to calculate
basis in cryptocurrency, and (iii) when taxpayers recognize income on other
cryptocurrency-related transactions.

Detailed discussion

Background

Under Section 1011, a taxpayer's adjusted basis for determining the gain or
loss from the sale or exchange of property is the cost or other basis determined
under Section 1012, adjusted to the extent provided under Section 1016.
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For property received as a gift, the donee’s basis depends on
whether gain or loss is involved. For gains, the donee's basis
generally equals the adjusted basis in the hands of the donor
(including any gift taxes paid as a result of the transfer). For
losses, the donee’s basis generally equals the lower of (i) the
fair market value (FMV) of the qgift at the time of the transfer
or (ii) the donor’s adjusted basis at the time of transfer.

Section 451 requires a cash-method taxpayer to include
an amount in gross income in the tax year it is actually

or constructively received. An accrual-method taxpayer
generally includes an amount in gross income no later than
the tax year in which all the events have occurred that fix
the right to receive the amount.

Revenue 2019-24

The ruling deals with two fact patterns. In both fact patterns, a
taxpayer owns 50 units of a particular cryptocurrency, and the
distributed ledger for each cryptocurrency undergoes a hard
fork. In the first fact pattern, the taxpayer does not receive
any additional cryptocurrency following the hard fork. In the
second fact pattern, 25 units of a new cryptocurrency are
airdropped to the taxpayer’s distributed ledger address, and
the taxpayer can dispose of the new cryptocurrency. Following
the airdrop, transactions related to each cryptocurrency

are recorded on separate distributed ledgers (i.e., a distinct
distributed ledger for each cryptocurrency).

The ruling clarifies a hard fork and airdrop timing issue that
was previously unresolved. When a hard fork is followed by
an airdrop, the cryptocurrency is generally received when it is
recorded on the distributed ledger. A taxpayer that does not
have dominion and control over the cryptocurrency, however,
does not receive the cryptocurrency when the airdrop is
recorded on the distributed ledger. When the taxpayer later
acquires the ability to transfer, sell, exchange, or otherwise
dispose of the cryptocurrency, the taxpayer is treated as
receiving the cryptocurrency at that time. For accrual-method
taxpayers, the cryptocurrency accrues when the “all events”
test is satisfied.

The ruling characterizes the receipt of new cryptocurrency

from a hard fork as ordinary income. When a hard fork does
not result in an airdrop, the taxpayer does not have taxable
income.

Accordingly, if a hard fork occurs in Year 1, but taxpayers
don’'t gain access to the new cryptocurrency until Year 2, the
ruling supports deferring recognition until Year 2. Taxpayers
that previously reported taxable income from a fork may

want to revisit their filed returns if they reported the income
before having dominion and control over the underlying
cryptocurrency.

While addressing previously open guestions on hard forks
and airdrops, the ruling still leaves many issues unanswered.
No determinations have been made on the applicability of
the wash sale rules, de minimis exceptions, the tax treatment
of initial coin offerings and security token offerings, the tax
treatment for those receiving tokens in connection with
providing proof of stake, or how cryptocurrency interacts
with international tax rules. In addition, guidance is needed
on whether merely trading cryptocurrencies in the United
States can give rise to income that is effectively connected
with a US trade or business.

The ruling provides another reminder that the IRS is focused
on enforcement and collection activities in the cryptocurrency
space. As the ruling only provides limited guidance on a
limited set of issues, taxpayers should continue seeking
assistance on the many remaining unanswered questions.

FAQs

The FAQs explain basis determinations for taxpayers holding
virtual currency, as well as when taxpayers recognize income
on certain cryptocurrency transactions.

The FAQs define the basis of airdropped cryptocurrency
as the FMV of the cryptocurrency when the taxpayer can
exercise dominion and control over the cryptocurrency
(e.g., basis equals FMV at the time of “receipt”). Again,
the taxpayer includes income from the cryptocurrency
transaction in gross income in the tax year received. The
FAQs also clarify that the income is ordinary in character.

The basis of cryptocurrencies purchased with fiat currency
equals the amount spent to buy the cryptocurrency, including
acquisition costs like commissions. Presumably, for a fiat
currency that is a nonfunctional currency, the basis would
equal the fair market value of that currency, although the
IRS does not state this explicitly.

Taxpayers receiving virtual currency from an employer as
remuneration for services rendered receive payments that
are classified as wages or self-employment income and are
subject to employment or self-employment taxes. The basis
in that cryptocurrency will be the FMV on receipt.

A seller receiving cryptocurrency for property takes a basis
in that cryptocurrency equal to the FMV, in dollars, of the
cryptocurrency received at the time of the sale.



In keeping with standard gift tax rules, basis determinations
for cryptocurrency gifts depend on whether gains or losses
are involved. When calculating gains, the donee’s basis equals
the donor’s basis, increased by any gift tax that the donor
pays; when calculating losses, the donee’s basis equals the
lower of (i) the donor’s basis or (ii) the FMV of the currency
on receipt. If a donor lacks documentation to substantiate the
basis, the donee's basis is zero. The receipt of the gift does
not cause the donee to recognize income (though it may, as
noted, trigger gift tax liability for the donor). For purposes

of determining gains and losses, a donee’s holding period in
virtual currency includes the time that the donor held the
virtual currency.

Taxpayers using virtual currencies to pay for goods or services
should compute gain or loss by comparing the value of the
goods or services with the taxpayer’s basis in the currency.
The taxpayer’'s new basis in a purchased capital asset would
be its FMV at the time of purchase.

The FAQs further confirm that individuals may transfer
virtual currency between their “wallets” (i.e., a digital account
through which a cryptocurrency is tracked, received or spent)
without incurring tax. Additionally, taxpayers disposing one
of several units of cryptocurrency can specify which units are
disposed. This will help taxpayers who want to use the unit
with the highest basis in the transaction to minimize gain. If
the taxpayer doesn't specify the unit of cryptocurrency used,
the IRS will default to first-in, first-out (FIFO) tracking.

Forms

The IRS has started adding references to virtual currency to
a few forms and their instructions. A taxpayer must report
ordinary income from virtual currency on Form 1040, U.S.
Individual Tax Return, Form 1040-SS, Form 1040-NR, or
Form 1040, Schedule 1, Additional Income and Adjustments
to Income (PDF), as applicable. Taxpayers must calculate
and report capital gain or loss from virtual currency and
other capital transactions in accordance with IRS forms

and instructions, including Form 8949, Sales and Other
Dispositions of Capital Assets, and then summarize

capital gains and deductible capital losses on Form 1040
Schedule D, Capital Gains and Losses.

A recently released second draft of Form 1040, Schedule 1,
Additional Income and Adjustments to Income, includes

the following question: “At any time during 2019, did you
receive, sell, send, exchange, or otherwise acquire any
financial interest in any virtual currency?" The wording is
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similar to the question included on Form 1040, Schedule B,
asking taxpayers whether they have interests in offshore
accounts. This suggests that the IRS's enforcement of
cryptocurrency reporting could resemble its enforcement
of offshore accounts reporting.

Implications

Revenue Ruling 2019-24 provides welcome guidance on
how to treat new cryptocurrency that is airdropped after a
hard fork. Before this guidance, taxpayers and practitioners
may have viewed the new cryptocurrency as having zero
basis and no tax consequences at the time of receipt. Others,
while considering the new cryptocurrency non-taxable

upon “receipt,” may have apportioned basis between the
new cryptocurrency and the cryptocurrency that existed
immediately before the hard fork.

In addition, the revenue ruling provides some welcome
guidance on recognition timing by conditioning receipt of the
new cryptocurrency on the taxpayer's dominion and control
over the new cryptocurrency. At the same time, the revenue
ruling raises a new issue as to what is meant by dominion
and control. Additional guidance could be needed to explain
this, depending on the facts and circumstances of different
forks and airdrops.

The FAQs provide welcome insight into how the IRS will
consider computations of gains and losses on various
cryptocurrency transactions, along with the IRS's views
on information reporting requirements under certain
circumstances. Many answers are consistent with
conclusions that taxpayers reached before guidance
was released. Having written affirmation of how the IRS
will consider these transactions, however, is helpful in
eliminating prior confusion.

Now that guidance has been released, taxpayers should
review previously filed returns to confirm that they accurately
reported gains and losses from cryptocurrency transactions.
Taxpayers might need to consider amending returns to
comply with the new guidance. For example, taxpayers that
failed to include the FMV of cryptocurrencies airdropped
after a hard fork should consider whether they must amend
a previously filed tax return.

In addition, taxpayers should consider whether an accounting
method change is warranted for previously filed tax returns,
as FAQ 37 allows taxpayers to either specifically identify or
default to FIFO when computing basis for cryptocurrency


https://www.irs.gov/forms-pubs/about-form-1040
https://www.irs.gov/forms-pubs/about-form-1040
https://www.irs.gov/forms-pubs/about-form-1040-ss
https://www.irs.gov/forms-pubs/about-form-1040-nr
https://www.irs.gov/pub/irs-pdf/f1040s1.pdf
https://www.irs.gov/pub/irs-pdf/f1040s1.pdf
https://www.irs.gov/forms-pubs/about-form-8949
https://www.irs.gov/forms-pubs/about-form-8949
https://www.irs.gov/forms-pubs/about-schedule-d-form-1040
https://www.irs.gov/forms-pubs/about-schedule-d-form-1040
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sales or exchanges. In the absence of guidance, some
taxpayers may have used an impermissible accounting
method to compute tax basis. Taxpayers that may have
used an impermissible method of accounting should
consider applying for a change of accounting method.

Taxpayers and tax return preparers should continue
monitoring progress on Form 1040, Schedule 1, Additional
Income and Adjustments to Income. A 30-day comment

period on the schedule began on 11 October 2019. If the
form is finalized as currently drafted, taxpayers and tax
return preparers may have to file Schedule 1 solely to indicate
whether they engaged in cryptocurrency transactions. While
a taxpayer with no cryptocurrency transactions should not
have an issue, taxpayers that must answer “yes” and have

no other reason to file Schedule 1 could accidentally fail to
respond to the question.

Endnote

1. All"Section” references are to the Internal Revenue Code of 1986, and the regulations promulgated thereunder.
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