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Cryptocurrency Customer Compliance
by Lee A. Sheppard

A year or so ago, both Jamie Dimon of 
JPMorgan Chase and the grandees of the Bank for 
International Settlements (BIS) denounced bitcoin 
as a Ponzi scheme. The BIS scolded young people 
to stop trying to create money. Now JPMorgan is 
in bitcoin and the BIS has changed its tune, 
although it recently denounced Facebook’s 
attempt to create a stablecoin.

Cryptocurrency is an East Coast versus West 
Coast problem. On the West Coast, proponents 
believe they’re creating a brave new world, 
connecting people, enabling the unbanked, with 
their vague good intentions marred by a belief 
that Washington’s rules don’t apply to them. On 
the East Coast, business and government are 
controlled by financiers, and there are rules. 
Cryptocurrency is a financial instrument, and the 
East Coast is going to shoehorn it into their rules.

Bitcoin is not a currency. It’s no longer being 
used as a medium of exchange. It is theoretically 
possible to buy a cupcake with a tiny portion of a 
bitcoin, but no one in his right mind is doing that 
because the price fluctuates so much.

So bills in Congress that would excuse bitcoin 
transactions of $600 or less from being treated 
under barter rules are pointless (H.R. 7356). More 
to the point is recent IRS guidance about how to 
account for basis in bitcoin transactions and 
recognition events like forks and airdrops.

Bitcoin became an investment asset when it 
appreciated wildly, and its status as such was 
cemented when the Commodity Futures Trading 
Commission gave permission for bitcoin futures. 
That was also when bitcoin became a short. It was 
deliberate. The CFTC granted permission to create 
futures for the purpose of stopping the 2017 run-
up in bitcoin.

That’s what former CFTC Chair Christopher 
Giancarlo told the recent Pantera Blockchain 
Summit in San Francisco. Seems the 

administration regarded the 2017 appreciation of 
bitcoin as a post-2008 bubble that had to be 
pricked, and the way to do so was to bring cynical 
institutions into trading. Treasury, the SEC, and 
then-National Economic Council Director Gary 
Cohn approved the move. Bitcoin’s price fell from 
$20,000 to $3,000 (Coindesk, Oct. 22, 2019).

“We saw a bubble building, and we thought 
the best way to address it was to allow the market 
to interact with it,” Giancarlo said. Markets need 
short interests. “If you do believe it’s a ridiculous 
price but you don’t own, there’s no way to express 
that view,” according to Giancarlo. “If you don’t 
have that derivative, then all you’ve got are 
believers, [and] it’s a believers’ market.” Bitcoin 
futures trade on the Chicago Mercantile Exchange 
(CME) and the CBOE Futures Exchange (CFE).

Indeed, without institutions participating, 
cryptocurrency prices mostly respond to the level 
of Google searches. British financial authorities 
are not as enchanted with cryptocurrency 
derivatives. The British Financial Conduct 
Authority proposed to ban sales of crypto 
derivatives to retail investors after BitMex made a 
margin call when the price of bitcoin melted down 
recently (The Economist, Oct. 5, 2019).

Meanwhile, crypto promoters are bemoaning 
the lack of a purchaser of last resort — a market 
maker — in their phony markets. Fiat money 
washes in. Fiat money washes out. The dumb 
money needs to be educated about 
cryptocurrency as an asset, apparently, so they 
will put more fiat money into it and push the 
prices up. Well, gee, would a recession or a repo 
market failure help bitcoin? Er, um, no, everything 
tends to fall at once, and cryptocurrency is not a 
hedge against everything else (Coindesk, Oct. 25, 
2019).

Bitcoin might even become obsolete with 
Google’s recent claim of successful quantum 
computing. Google claims that its cryogenically 
cooled 54-qbit Sycamore processor made a 
calculation in 200 seconds that would have taken 
IBM’s most powerful supercomputer 10,000 years 
to process. IBM disagreed, saying it would take 
only 2½ days. Google conducted this experiment 
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to show that quantum computing could scale up, 
which until now has been theoretical. 
Nonetheless, if it ever becomes practical, 
quantum computing could break the 256-bit 
bitcoin blockchain relatively quickly. It may also 
be able to break encrypted military 
communications (Nature, Oct. 23, 2019).

Meanwhile, the IRS has a crypto nonreporting 
crisis on its hands. That’s nonreporting as in not 
reporting anything. The IRS sent three types of 
letters, of varying degrees of urgency, to 10,000 of 
the 13,000 holders named pursuant to the 
Coinbase summons that it believes have not 
reported any transactions (IR-2019-132). Of 
roughly 40 million cryptocurrency accounts, only 
about 1,000 have reported, according to the IRS.

No fewer than five panels at the recent 
American Bar Association Section of Taxation 
meeting in San Francisco discussed how investors 
should account for cryptocurrency gains and 
losses. Lawyers who specialize in crypto taxation 
exhibited surprising faith in these dodgy assets. 
John van Loo of Belcher, Smolen & Van Loo LLP, 
who accepts bitcoin, joked that he did better in 
bitcoin than in legal services. Another lawyer was 
also a miner. At none of these five sessions did 
anyone mention that a chastened Coinbase is 
helping its customers report with TurboTax.

Just after the meeting, the IRS released 
compliance guidance for cryptocurrency 
investors. The IRS published Rev. Rul. 2019-24, 
2019-44 IRB 1004, raising more questions than it 

answered, and FAQs offering practical advice on 
its website, mostly sending people to Publication 
544. The IRS guidance is only for taxpayers for 
whom cryptocurrency is a capital asset. 
Eventually the IRS will have to think about 
traders and institutions that treat it as inventory.

The ruling and the FAQs differentiate virtual 
currency from cryptocurrency, as if they didn’t all 
use elliptic curve cryptography, to make the point 
that the IRS doesn’t care about your son’s Fortnite 
use and his nonconvertible virtual currency (you, 
however, should care).

There were no surprises, and some 
conclusions ought to be obvious by now. As 
Notice 2014-21, 2014-16 IRB 938, stated, 
cryptocurrency is not foreign currency subject to 
section 988, because it is not legal tender or issued 
by a government. Investors had wanted foreign 
currency characterization so they could take 
losses incurred in 2017 when bitcoin futures 
began trading. The bursting of the bitcoin bubble 
cost investors $5 billion. Before the Tax Cuts and 
Jobs Act restricted like-kind exchanges to real 
property, some investors were taking the even 
more untenable position that they could make 
like-kind exchanges of cryptocurrencies (section 
1031(a)(1)).

Love Letters
Takeaway: Clients in receipt of IRS soft letters 

should take action to comply.
The Coinbase subpoena proved that tax 

dodging is tax dodging — only the mechanism 
differs. The ensuing IRS letters probably weren’t 
about the bitcoin hard fork — which Coinbase did 
not support — but were more likely to have been 
about more straightforward conversion of bitcoin 
into dollars and Lamborghinis. The Coinbase 
summons enforcement order gave the IRS access 
to account holder information for conversions of 
cryptocurrencies into cash during the years 2013 
to 2015 (Coinbase Inc. v. United States, No. 3:17-cv-
01431 (N.D. Cal. 2017)).

Letter 6173, the most serious of the bunch, 
requires the taxpayer to either file returns or 
submit information and sign the jurat at the 
bottom of the page, acknowledging that 
statements required in response are true, correct, 
and complete. Letters 6174 and 6174-A are gentler 

Quantum computing will destroy bitcoin if it ever 
becomes practical. (COVER Images/ZUMA Press/
Newscom)
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and went to smaller fish, but warn recipients that 
the IRS has information about their holdings.

Steven Toscher of Hochman Salkin Toscher 
Perez PC advises crypto holders to take their soft 
letters from the IRS very seriously. “In my 
experience, many clients who received a letter 
may have already made a good-faith effort to 
report their taxable transactions,” he said. “For 
others, a letter is a good reminder to consider 
corrective action, such as filing amended returns 
or utilizing the more formalized voluntary 
disclosure.” He advises clients to file amended 
returns on which they pay all taxes and interest 
due.

The Coinbase subpoena proved that 
tax dodging is tax dodging — only the 
mechanism differs.

Voluntary disclosure would be advisable for 
clients with criminal exposure, according to 
Toscher. As Darren Guillot, deputy commissioner 
for collections and operations support, IRS Small 
Business/Self-Employed Division, noted at the 
ABA Civil and Criminal Tax Penalties Committee 
session, receipt of a letter would not disqualify a 
taxpayer from entering voluntary disclosure. 
More guidance on that point will be coming 
shortly. “This is your last chance to come in to 
correct. Don’t just sign the letter,” said Guillot. 
(Prior coverage: Tax Notes Federal, Oct. 14, 2019, p. 
365.)

What kind of a case is a possible criminal case? 
Some investors named in response to the 
Coinbase summons moved their wallets to 
unreported offshore exchanges (which cannot be 
compelled to report). That may be a potential 
criminal case. “You are hitting on two high-
priority targets of the government,” Toscher 
observed.

Factors Toscher would consider include 
amounts involved; number of years involved; the 
background of the taxpayer — is it Mother Teresa 
or Al Capone; factors supporting good faith and a 
lack of willfulness; reliance upon a professional or 
one who appeared to be an expert; age and 
experience of the taxpayer, including accounting 
and tax experience; and government priorities.

Government priorities? The government is 
looking for bitcoin whales. “This is where a case 

which otherwise might lack some really good 
prosecution factors would be more attractive if it 
involved cryptocurrency because the DOJ and the 
IRS are looking for general deterrence,” Toscher 
noted.

Letter 6173, which goes to individuals whom 
the IRS believes did not report, refers to the 
possibility of criminal penalties. “We have a 
massive compliance problem. . . . [Criminal 
Investigation] is active in this area. The exam 
agents are active in this area. We have 10,000 
letters out there. There will be more enforcement 
activity,” warned IRS Chief Counsel Michael J. 
Desmond, a surprise guest at the ABA Financial 
Transactions Committee.

He added that the IRS is looking into its 
authority to require information reporting on 
cryptocurrency transactions (section 6031). The 
largest exchange, Coinbase, only issues Form 
1099-K to holders with $20,000 and 200 
transactions, as the law prescribes.

Under the restated voluntary disclosure 
program, the requirements are six years of 
amended returns plus a civil fraud penalty for the 
highest income tax year (LB&I-09-1118-014). The 
new Form 14457, “Voluntary Disclosure Practice 
Preclearance Request and Application,” includes 
a question on cryptocurrencies. Voluntary 
disclosure also requires other disclosures, like 
FBAR.

The IRS confirmed in FAQ 35 that moving 
cryptocurrency to another exchange or wallet is 
not itself taxable. Is a foreign cryptocurrency 
wallet a foreign financial account? “If the account 
is maintained in a foreign jurisdiction and looks 
and feels like a foreign financial account, it 
probably is,” Toscher said, adding that he would 
have to look at details of the holding and 
analogize it to other financial accounts. He would 
report foreign cryptocurrency accounts on FBARs 
filed with a voluntary disclosure.

Lawyers disagree about whether a foreign 
cryptocurrency account is reportable under 
FBAR. “We have received requests for additional 
guidance on foreign reporting and are 
coordinating those with FinCEN and other 
stakeholders,” Desmond told Tax Notes.

Some advisers take the position that it is not 
reportable. In its comments on Notice 2014-21, the 
American Institute of CPAs argued that a 
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cryptocurrency wallet held on a foreign exchange 
should be reportable on FBAR, but 
cryptocurrency held offline should not be, that is, 
a personal wallet resides wherever the individual 
resides.

FinCEN indicated to the AICPA that virtual 
currency held in an offshore account is not a 
foreign account that needs to be reported on an 
FBAR. FinCEN told the AICPA that it, “in 
consultation with the IRS, continue[s] to evaluate 
the value of incorporating virtual currency held 
offshore into the FBAR regulatory reporting 
requirements.”

At the ABA Sales, Exchanges & Basis 
Committee meeting, Annette Nellen of San Jose 
State University commented that Congress would 
have to say whether a foreign wallet should go on 
an FBAR. Some clients are filing FBARs. There is 
no line for cryptocurrencies on Form 8938, the tax 
return analogue of FBAR. The ABA tax section 
asked for FBAR guidance and an extended period 
to file amended returns without penalty (reg. 
section 1.6664-2(c)).

“There are some instances where clients have 
made a good-faith effort to report and may have 
already been substantially compliant,” Toscher 
explained. “In these instances, it is conceivable 
that after a careful review of the issue, no further 
corrective action is recommended.” Letters 6174 
and 6174-A are warnings that may not require a 
response.

If lawyer and client conclude that there was a 
good-faith effort to report properly, should the 
client nonetheless respond to a Letter 6174 or 
6174-A? “A response to the IRS letter 
communicating the nature of the internal review 
done and that no corrective action is needed may 
be an appropriate response in some instances,” 
said Toscher. Even the recipients of these milder 
letters have no guarantees that they will not be 
examined. There will be more letters. (Prior 
coverage: Tax Notes Federal, Oct. 28, 2019, p. 652.)

But don’t lie to the IRS. “An important caveat 
— if you say anything in response to one of these 
letters, make sure it is truthful. False statements 
can be a felony even if not under penalty and also 
be considered a badge of fraud. Silence may be the 
best alternative,” Toscher cautioned.

Are there penalties for having gotten it wrong 
on previous returns? Notice 2014-21 warned 

about penalties for failure to report bitcoin 
transactions before it was issued. The new FAQs 
don’t mention penalties, but the soft letters do.

Toscher doesn’t think the IRS would pursue 
penalties on older transactions. “It will depend, 
but I think in many cases the IRS will not assert 
penalties. There is a question about whether 
amended returns will be considered qualified 
amended returns,” he said. “But in order for them 
to assert penalties, they have to examine or write 
up a report. Also note the letters were silent about 
the penalties on any amended return. I guess 
being conservative, I would tell a client to expect 
an accuracy-related penalty — but I am not 
convinced the IRS will go there in most cases.”

Amended returns can be admissions. “The 
benefit of amended returns is that it corrects the 
noncompliance and could offer a mechanism for 
reduced or eliminated penalties, such as qualified 
amended returns. The downside of the amended 
returns is that they can serve as admissions that 
can assist in an IRS ongoing investigation or with 
the assertion of fraud penalties,” Toscher noted.

Monte A. Jackel complained in comments to 
the IRS that the FAQs do not provide protection 
from penalties (reg. section 1.6662-4(d)(3)(iii)). 
“Why provide guidance that can be changed 
without public notice and comment and that 
apparently cannot even provide penalty 
protection as the 2014 notice does?” he asked 
rhetorically. “Actual reliance on FAQs would be a 
factor in determining whether a taxpayer acted 
with reasonable cause and in good faith so as to 
avoid accuracy-related penalties,” Desmond told 
Tax Notes.

Jackel also argued that a revenue ruling was 
not the appropriate vehicle for cryptocurrency 
guidance. “Revenue rulings published in the 
Internal Revenue Bulletin can be appropriate in 
circumstances like this where existing law is being 
applied to a new or unique factual scenario,” 
Desmond told Tax Notes.

But lawyers representing bitcoin investors do 
not believe that penalties would be sustained for 
periods before 2014, when the IRS announced its 
view that bitcoin is property.

“Determining whether to assert penalties, and 
whether a taxpayer may have a defense to 
penalties, depends on the facts of each case. Until 
a particular return is examined, the IRS cannot 
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determine whether the assertion of penalties is 
appropriate,” Desmond told Tax Notes.

Mutual Funds

Takeaway: Crypto exchanges are a lot like 
mutual funds.

The enactment of cost basis reporting rules in 
2008 demonstrated just how haphazard 
compliance with individual reporting has been 
for easily priced assets like listed shares (section 
6045). There are not that many taxable investors, 
but before basis reporting they may have been just 
making it up. If this was going on for listed shares, 
it is hard to expect cryptocurrency investors to 
reconstruct basis.

“A big hurdle is the lack of documentation 
that historically existed with respect to 
cryptocurrency transactions,” Toscher said. 
“Some cryptocurrency exchanges maintain better 
records now, but may not have for earlier years.”

Specific identification is difficult for 
most crypto holders.

Let’s start with the law. Cryptocurrency isn’t a 
security, so specific identification is the default 
rule (reg. section 1.1012-1(c)). Crypto advisers 
requested average cost basis reporting. Specific 
identification is difficult for most crypto holders. 
Some more sophisticated holders are able to make 
a specific identification of cryptocurrency bought 
or sold.

For a holder on an exchange, bitcoin is 
analogous to a mutual fund. As the discussion in 
the Financial Transactions Committee 
established, most holders have wallets on 
exchanges. That is, they hold an undifferentiated 
portion of an omnibus account of bitcoin or other 
cryptocurrency held by a cryptocurrency 
exchange like Coinbase. Their ownership is akin 
to a mutual fund shareholder’s indirect, 
undifferentiated ownership of the fund’s 
portfolio.

“If I hold a wallet [on an exchange], I don’t 
own a particular bitcoin,” said Rebecca E. Lee of 
PwC at the Financial Transactions Committee 
meeting. “While, when I made the acquisition, a 
particular internet location was purchased on my 
behalf, at any given time, I may not know which 
assets I hold and which I disposed of.”

“The most compliant investors know some 
things but not everything. I have this much 
bitcoin. I have this much basis, and I have 
aggregate proceeds from sales. Trying that out on 
a transaction-by-transaction basis is incredibly 
difficult,” Lee said. Yet investors need to know 
these things to properly respond to the IRS 
letters, Stevie Conlon of Wolters Kluwer pointed 
out.

“Well, can’t someone give you that 
reporting?” Lee asked rhetorically. Can’t the 
exchange where the wallet is maintained give 
investors that? Exchanges aren’t set up to do that. 
Tax advisers have requested guidance for basis 
pooling and blended basis, like that used for 
mutual funds. Otherwise, investors have to do lot-
by-lot accounting.

Yet even if the holder knew what his lots were 
and when he bought them, his exchange would 
not be able to accept specific lot instructions, 
according to Lee. “It is not possible, even if I 
wanted to, to provide instruction to my exchange 
about which asset I’m selling,” said Lee, noting 
that the onus is on the taxpayer to instruct the 
exchange. Most cryptocurrency exchanges are not 
set up to take those instructions. An exchange 
would simply debit the designated number of 
bitcoin. The exchange merely tracks debits and 
credits from a holder’s wallet.

Basis tracking, whether for taxable or 
nontaxable transactions, is difficult, Lee noted. 
“Of all the assets that you would think we could 
track in real time . . . given the sawtooth of 
valuation within each day,” Conlon sighed. One 
would think that, what with the whiz-bang 
blockchain technology that is ostensibly 
immutable and all-knowing, tracking tax basis 
would be an easy programming step. One would 
be wrong.

For a holder on an exchange, bitcoin is 
analogous to a mutual fund.

“It’s an old-school problem. All of these assets 
are held in the equivalent of an omnibus account,” 
said Lee. “What the exchange has done is moved 
a bitcoin from their proprietary account into the 
account that is held on behalf of customers,” 
when the latter make a purchase. And the 
customer’s account is debited when he makes a 
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sale. “Nothing actually moves in or out,” said Lee. 
So a whole new system would have to be built to 
track tax basis for each customer’s debits and 
credits.

Yet the IRS FAQs operate on the view that 
specific identification is feasible. FAQ 36 states: 
“You may choose which units of virtual currency 
are deemed to be sold, exchanged, or otherwise 
disposed of if you can specifically identify which 
unit or units of virtual currency are involved in 
the transaction and substantiate your basis in 
those units.”

FAQ 37 continues, as though the customer 
knows his private keys:

You may identify a specific unit of virtual 
currency either by documenting the 
specific unit’s unique digital identifier 
such as a private key, public key, and 
address, or by records showing the 
transaction information for all units of a 
specific virtual currency, such as Bitcoin, 
held in a single account, wallet, or address. 
This information must show (1) the date 
and time each unit was acquired, (2) your 
basis and the fair market value of each unit 
at the time it was acquired, (3) the date and 
time each unit was sold, exchanged, or 
otherwise disposed of, and (4) the fair 
market value of each unit when sold, 
exchanged, or disposed of, and the 
amount of money or the value of property 
received for each unit.

FAQ 25 recognizes that customers buy 
cryptocurrency on exchanges. Some sort of 
method other than specific identification was 
administratively necessary. FAQ 38 states: “If you 
do not identify specific units of virtual currency, 
the units are deemed to have been sold, 
exchanged, or otherwise disposed of in 
chronological order beginning with the earliest 
unit of the virtual currency you purchased or 
acquired; that is, on a first in, first out (FIFO) 
basis.”

This is a good deal for crypto investors. FIFO 
is normally allowed only for marketable 
securities. Could exchanges and their customers 
even comply with FIFO? The bitcoin hard fork 
and the attendant losses sparked interest in basis 
tracking and prompted the development of 

cleverly named tech firms that purport to resolve 
the problem for holders.

“The lack of reporting by exchanges and 
platforms is an issue, but it is slowly being 
addressed through initiatives such as: (1) 
exchanges pairing with tax software companies 
specializing in reporting and return preparation; 
and (2) service providers that are able to 
aggregate a taxpayer’s crypto asset transactions 
across wallets and exchanges,” said Nicholas 
Mowbray of BakerHostetler.

Most of the new compliance and reporting 
tools are for accounting firms and fund managers. 
A lot of hedge funds own cryptocurrencies. But 
Coinbase recently announced that it has a deal 
with TurboTax that will allow its retail customers 
to upload their transactions to TurboTax Premier, 
which assists them in differentiating taxable from 
nontaxable transactions. Coinbase also offers tax 
resources, but not advice, to customers (Coindesk, 
Jan. 24, 2019).

Wouldn’t average cost basis have made more 
sense for cryptocurrencies held at exchanges? 
Weirdly, there are still barriers to the use of 
average cost basis for securities (reg. section 
1.1012-1(e)). The Senate version of the TCJA 
would have mandated FIFO or average cost basis 
for securities, but the final bill did not adopt this 
provision.

If crypto exchanges are essentially mutual 
funds, should they be governed by subchapter M? 
Technically, they aren’t regulated under the 
Investment Company Act of 1940 (section 
851(a)(1)). Perhaps they should be, but the SEC 
hasn’t woken up to that problem yet. Coinbase 
says it is not an investment adviser or broker. 
Nonetheless, mutual fund holder treatment 
provides a useful model for cryptocurrency 
exchanges, Lee acknowledged.

Alternatively, Lee suggested the widely held 
fixed investment trust (WHFIT) reporting rules as 
a model for crypto exchange customer taxation 
(T.D. 9308). The WHFIT rules have been hanging 
around since 2006, but the IRS is looking to reduce 
the burden of them (83 F.R. 42356).

A WHFIT is defined as a trust that is a U.S. 
person treated as owned by its beneficiaries, with 
at least one interest held by a middleman (section 
7701(a)(30)(E); reg. sections 1.671-5(b)(22), 
301.7701-4(c)). All items of income, expense, 
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credit, and asset sales must be reported on Form 
1099 by the trustee or middleman, which can 
choose its own calculation period (reg. section 
1.671-5). Interest and original issue discount 
earned by WHFITs are reportable (reg. section 
1.6049-5).

The WHFIT rules look through the trust to 
treat a beneficial owner as the owner of an 
undifferentiated share of the underlying assets for 
purposes of in-kind redemptions (reg. section 
1.671-5(b)(8)). These rules achieve great simplicity 
by allowing trust beneficiaries to report factors for 
their per unit gains and losses (reg. section 1.671-
5(c)(2)(ii)-(iv)). Even though Coinbase isn’t 
organized as a trust, it behaves like one, because it 
treats customers as owners of the underlying 
assets in its omnibus cryptocurrency account.

Coinbase is a corporation registered as a 
money transmitter with FinCEN and has to 
comply with the Bank Secrecy Act and PATRIOT 
Act (it keeps customer dollars in a bank and a 
customer must link a bank account). In its user 
agreement, Coinbase maintains that the customer 
is the owner of cryptocurrency in his wallet and 
bears the risk of loss. Coinbase is a mere custodian 
of public and private keys; the agreement speaks 
of a deposit. But it makes the point that customer 
interests in cryptocurrency are not segregated — 
that’s the omnibus account.

Readers, you don’t own the securities in your 
margin account. You don’t even own the funds in 
your checking account. Neither of those accounts 
is a bailment. Coinbase doesn’t run its business 
this way. It says that an account with it is a 
bailment, and that it is a mere custodian of 
cryptocurrency. Maybe this is a relic of an earlier 
time when customers deposited their own private 
keys with the exchange rather than buying their 
cryptocurrency on the exchange. Coinbase 
maintains that although the customer owns 
cryptocurrency associated with his private key, it 
all goes into an undifferentiated crypto pool at the 
exchange.

The omnibus account on crypto exchanges 
calls for batch basis reporting concepts. “That is 
the fundamental policy argument for blended or 
pooled basis reporting,” said Lee, who likes the 
WHFIT and mutual fund models. “If I own a slice 
of a mass asset, and I have an undifferentiated 
asset that I own, it forms an argument for pooled 

reporting,” she said. “These would be very 
reasonable rules to write that would allow 
taxpayers to be reasonably compliant,” said Lee, 
adding that the government would need holder 
information reporting to support exchange-level 
pooled reporting.

The simplicity of the WHFIT rules lies in 
reporting that provides investors factors to 
compute their per unit gains and losses without 
the necessity of individual lot by lot reporting on 
underlying assets. The hope is that the IRS could 
adopt simplified reporting for cryptocurrency so 
a customer could receive factor reporting similar 
to what the holders of a WHFIT receive. Lee 
acknowledged that this would require an entirely 
new and different reporting regime than what 
exists today.

Stablecoin is analogous to a money market 
fund, Lee noted. It’s supposed to be liquid, it’s 
supposed to track underlying assets, and it’s not 
supposed to break the buck. Stablecoins are 
cryptocurrencies backed by cash and other liquid 
assets. Some even have auditors to monitor their 
stash. Facebook’s Libra is intended to be such an 
arrangement. There’s really no reason not to treat 
stablecoins as money market funds — the “coin” 
being analogous to a share in a fund. Stablecoin 
ought to be regulated under the 1940 Act, but 
until such time as it takes off, the SEC may take no 
notice of it.

Meanwhile, the Financial Action Task Force 
thinks stablecoin poses a money laundering risk 
in the form of transfers that don’t involve 
regulated intermediaries. It published guidelines 
for a risk-based approach to analyzing virtual 
assets and their service providers.

Hard Forks

Takeaway: Bitcoin is not a pregnant cow.
When we talk about hard forks, we’re really 

talking about the bitcoin/bitcoin cash hard fork in 
August 2017. That hard fork was the result of 
processing speed arguments between creators 
and managers. That fork was supposed to replace 
the original bitcoin, and the old, less sophisticated 
bitcoin was supposed to fade away. Trouble is, 
that didn’t happen. Old bitcoin didn’t fade away 
— instead bitcoin cash became a new 
cryptocurrency standing alongside regular 
bitcoin. Bitcoin holders had the value of their 
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holdings increased, but not doubled. Bitcoin cash 
didn’t take off, but it’s still worth something.

The bitcoin hard fork was clearly taxable, 
despite the best efforts of some lawyers to 
analogize it to livestock or a stock split (Eisner v. 
Macomber, 252 U.S. 189 (1920)). That was obvious 
to everyone east of the Mississippi, but was not 
generally believed on the West Coast, which 
lobbied Congress to ensure no taxation. One such 
bill was H.R. 3650, which would prohibit 
penalties for nonreporting of hard forks in the 
absence of IRS guidance. The ABA tax section did 
not cover itself in glory when it argued that the 
2017 bitcoin hard fork should not be taxable under 
current law.

Rev. Rul. 2019-24 explains why a hard fork 
should be taxable. It differentiates a hard fork in 
which a taxpayer obtains dominion and control 
over a new asset from one in which there is no 
accession to wealth because there has been a mere 
protocol change. The first situation is described as 
a hard fork with an airdrop, and clearly describes 
the bitcoin hard fork. It even discusses the 
possibility that the exchange would not process 
the associated airdrop; Coinbase did not support 
the bitcoin airdrop. The second situation 
describes an unsupported hard fork.

The IRS FAQs made the point that hard forks 
are taxable when the holder receives a new asset. 
“If a hard fork is followed by an airdrop and you 
receive new cryptocurrency, you will have taxable 
income in the taxable year you receive that 
cryptocurrency,” FAQ 22 states.

The IRS uses the word airdrop as a generic 
term to describe any distribution. In IRS thinking, 
the receipt of cryptocurrency by a miner is an 
airdrop. That is, the IRS uses the word airdrop to 
describe any in-kind distribution, regardless of 
what, if anything, was exchanged for it. Airdrop is 
a handy way to describe all zero-basis receipts of 
cryptocurrency income or gain. The revenue 
ruling describes an airdrop as “a means of 
distributing units of a cryptocurrency to the 
distributed ledger addresses of multiple 
taxpayers.”

If the exchange did not support the hard fork, 
the IRS stated that there is no recognition event. 
“If your cryptocurrency went through a hard fork, 
but you did not receive any new cryptocurrency, 
whether through an airdrop (a distribution of 

cryptocurrency to multiple taxpayers’ distributed 
ledger addresses) or some other kind of transfer, 
you don’t have taxable income,” FAQ 21 states.

FAQ 29 prescribes the same result for a similar 
transaction, a soft fork, when a protocol change 
was made to a cryptocurrency without a new 
asset being created. Bitcoin technically incurs soft 
forks all the time, when miners compete for 
blocks. The winner’s block survives and the other 
block dies. Really a soft fork and an unsupported 
hard fork are the same thing.

Cryptocurrency airdrops are taxable at fair 
market value at the time of receipt. FAQ 23 makes 
this statement:

When you receive cryptocurrency from an 
airdrop following a hard fork, you will 
have ordinary income equal to the fair 
market value of the new cryptocurrency 
when it is received, which is when the 
transaction is recorded on the distributed 
ledger, provided you have dominion and 
control over the cryptocurrency so that 
you can transfer, sell, exchange, or 
otherwise dispose of the cryptocurrency.

And then FAQ 24 describes the fair market 
value basis resulting from that airdrop income 
inclusion:

If you receive cryptocurrency from an 
airdrop following a hard fork, your basis 
in that cryptocurrency is equal to the 
amount you included in income on your 
Federal income tax return. The amount 
included in income is the fair market value 
of the cryptocurrency when you received 
it. You have received the cryptocurrency 
when you can transfer, sell, exchange, or 
otherwise dispose of it, which is generally 
the date and time the airdrop is recorded 
on the distributed ledger.

What do you do about valuation? What if the 
markets are rigged? Outside of bitcoin, which is 
disciplined by the futures market, the markets are 
rigged. “People are questioning whether some of 
the valuations are real,” Conlon noted. Some 
advisers like to use an average of several markets 
on an average day. There is also a big issue of 
allocation of basis after a hard fork. If securities 
methods are to be permitted, the answer for the 
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bitcoin fork would be allocation between bitcoin 
and bitcoin cash according to fair market value 
(section 307). (Prior analysis: Tax Notes, Jan. 7, 
2019, p. 61.)

Death and Taxes
Takeaway: Get your dad’s private key before he 

dies or forgets where it is.
Many readers have aged parents. Your 

healthy aged parents should be out golfing and 
enjoying life. Your infirm aged parents should be 
playing with their robot pets and taking their 
prescriptions. But we know they’re not trying to 
live out their last years in peace. Nope, they’re 
screaming at partisan TV news and mucking 
around with their investments on the computer. 
They’ve moved on from GLD to bitcoin.

Rich people love the perception of liquidity. 
As with offshore bank accounts, clients tend not to 
tell lawyers, fiduciaries, trustees, or family 
members about the existence of crypto 
investments. Executors find all kinds of weird 
things, like gold bars in the basement. They’re 
finding thumb drives and computers containing 
bitcoin private keys. When a customer dies, 
Coinbase will freeze his account until a fiduciary 
has opened a new account and transferred the 
customer balance. If there is no designated 
fiduciary, Coinbase will try to find an heir or seek 
a court order. If Coinbase has unclaimed property, 
that will revert to the state.

Executors are finding thumb drives 
and computers containing bitcoin 
private keys.

At the ABA tax section Standards of Tax 
Practice Committee session, Abigail Rosen 
Earthman of Winstead explained that bitcoin can 
be held privately, offline, or centrally at an 
exchange like Coinbase. Bitcoin held privately 
offline means that the public key and the private 
key are held separately offline. Earthman’s 
preferred solution is a USB drive held in a safe 
deposit box. She knows whereof she speaks. She 
not only owns bitcoin, she mines it with an 
overheated supercomputer in her living room in 
Texas. 

At the ABA tax section Estate and Gift Taxes 
Committee session, Earthman, a tax litigator, 

explained that fiduciaries need to open and 
examine these items. Don’t wipe that computer 
hard drive. Don’t toss those USBs in the desk 
drawer. An executor has a duty to figure out what 
a decedent owns, even at the expense of violating 
the latter’s privacy and exchange terms of service 
agreements. Even emails might contain Coinbase 
passwords and private keys. A private key is 
essentially bearer paper, Earthmen cautioned.

She shocked her audience by telling them that 
people are trying to create self-executing 
Ethereum blockchain trusts that make automatic 
distributions. “People are trying to do this. 
Unfortunately, it’s not the right people,” 
Earthman said. It’s tech entrepreneurs, who don’t 
hire estate lawyers or anyone versed in fiduciary 
duties. One website even purports to decide when 
the trust settlor should be dead.

Crypto assets may have to be included on a 
new client intake questionnaire, as the ABA 
Standards of Tax Practice Committee discussed. 
Seems coin exchanges are not forthcoming about 
account holder information in the absence of a 
court order. Earthman suggested asking more 
probing questions than do you own this stuff? 
Clients should be apprised of the danger of losing 
private keys. Although an adviser cannot assume 
crypto ownership based on client age, Earthman 
noted that a quarter of affluent millennials own 
cryptocurrencies.

More to the point, it is not yet clear to estate 
planners whether cryptocurrency is tangible or 
intangible property. Earthman suggested 
explicitly excluding cryptocurrencies from 
tangible property in wills and trust documents, 
lest a USB drive with a valuable private key on it 
pass with Grandma’s flowered china plates. Trust 
instruments should also specify whether a trustee 
may retain or invest in cryptocurrencies. If a 
grantor retains a private key, there may not be a 
completed gift to a trust (sections 671, 2503).

Nonetheless, Earthman believes that 
cryptocurrency is tangible property; other 
lawyers think it is intangible property. There is 
such a thing as a hard cryptocurrency wallet, and 
the IRS did seize one. And when Silk Road 
founder Ross Ulbright’s cryptocurrency was 
seized, the government took his physical 
computer, she noted.
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A lot of holders are trying to make charitable 
gifts of cryptocurrency — they acquired it cheaply 
and it is too late to move to Puerto Rico (gains are 
only exempt if the holder was a resident when the 
cryptocurrency was acquired). Charitable gifts in 
excess of $5,000 must have an independent 
valuation by an experienced appraiser with a 
history of valuing this particular asset (reg. 
section 1.170A-13(c)). Those are hard to find for 
cryptocurrencies. Earthman recommends 
averaging the daily averages of all the exchanges 
the cryptocurrency trades on.

FAQ 33 excuses holders who make charitable 
gifts of cryptocurrency from recognition of gain 
on the transfer. FAQ 34 states that the amount of 
the charitable gift deduction is fair market value 
for crypto capital assets held for a year or longer, 
and the lesser of basis or FMV for crypto assets 
held for shorter periods. The general rule is that 
the contribution deduction is reduced by the 
short-term capital gain in property (section 
170(e)(1)(A)). Thus the government does not 
express a view whether long-held cryptocurrency 
is a tangible or intangible asset (section 
170(e)(1)(B)).

Is a casualty loss deduction available for a lost 
private key? Earthman worried that a fiduciary 
may not be able to prove the existence of a 
cryptocurrency account a decedent was believed 
to have. Even when it is discovered, value is so 
volatile that an executor should elect alternative 
valuation (section 2032). Nellen explained that 
lost bitcoin is lost forever; it is not restored to the 
limited amount of bitcoin to be issued (of which 
roughly 3 million remain). 

ECONOMIC ANALYSIS 

Service Businesses Can Use Trusts 
To Bypass 199A Income Limits
by Martin A. Sullivan

Suppose you could divide business income 
that exceeds levels eligible for a tax benefit into 
chunks small enough to qualify for that relief. 
That would be effective tax planning. Stuck into 
the middle of section 199A is a rule that says some 
service businesses — doctors and lawyers and 
such — do not qualify for the deduction equal to 
20 percent of income for a passthrough business 
unless their taxable income is below statutory 
thresholds. If you could set up a bunch of trusts 
that divided the income from specified 
professional businesses into pieces below the 
disqualifying income threshold for trusts 
($160,700 in 2019), the sum of those pieces of 
income that otherwise would be attributed to a 
disqualified high-income taxpayer would now get 
the deduction.

At first glance, section 199A regulations — 
both the version proposed in August 2018 (REG-
107892-18) and those finalized in January (T.D. 
9847) — would seem to shut down this approach. 
The final regs state: “A trust formed or funded 
with a principal purpose of avoiding, or of using 
more than one, threshold amount for purposes of 
calculating the deduction under section 199A will 
not be respected as a separate trust entity for 
purposes of determining the threshold amount 
for purposes of section 199A.” (Reg. section 
1.199A-6(d)(3)(vii).)

The type of trust you as grantor (the person 
who funds a trust) use depends in large part on 
how much the grantor can predict the future 
actions and circumstances of trust beneficiaries. If 
you cannot depend on your child to exercise good 
financial and matrimonial judgment, you will 
want more restrictions written into the terms of 
the trust and more powers left in the hands of a 
reliable trustee. At the other end of the spectrum, 
if you trust your beneficiary, few restrictions will 
be necessary (or you may just gift assets without 
using a trust at all). In addition to transferring 
wealth, trusts can provide asset protection. These 
nontax features in turn affect the tax treatment of 
income from assets in the trust. That income may 
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