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Bitcoin has captivated much attention and imagination since its emer-
gence in 2009, but there are still several areas in need of consideration
when it comes to the federal tax treatment of virtual currency. The right
guidance on these issues would strengthen the legitimate use of virtual cur-
rency and increase tax compliance.

I. INTRODUCTION

The anonymity of bitcoin can facilitate tax evasion.' Even the most well-
intentioned taxpayers, however, might have trouble complying with the current
tax guidance on bitcoin given its complexity.

Satoshi Nakamoto, a pseudonym for an unknown person or group, designed
bitcoin and introduced it in a 2008 white paper titled “Bitcoin: A Peer-to-Peer
Electronic Cash System.” At its essence, bitcoin is a cryptocurrency, which is a
digital currency issued electronically by a computer program that has a predeter-
mined cap of 21 million bitcoins.* To implement bitcoin, Nakamoto devised the
first blockchain database to solve the double-spending problem for digital cur-
rency so that people cannot spend the same money twice.’

There are two methods of obtaining bitcoin—to buy it on an exchange such
as Coinbase, or to earn it by processing bitcoin transactions, called “mining.”®
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Owners store their bitcoin in a “digital wallet,” which exists either in the cloud
or on a user’s computer.’

As virtual currencies such as bitcoin have gained prevalence in the United
States, they have drawn the attention of regulators. In fact, bitcoin has become
sufficiently popular as a digital currency to pose tax compliance issues serious
enough to receive attention from an advisory committee to the Internal Revenue
Service (“IRS” or “the Service”) in October 20188

Bitcoin transactions have also drawn scrutiny from the Securities and Ex-
change Commission, the Commodity Futures Trading Commission, the Finan-
cial Crimes Enforcement Network (“FinCEN”), and the federal courts.” These
agencies have differed in their treatments of virtual currency, and confusion con-
tinues over whether the law considers bitcoin and its related products to be secu-
rities, commodities, currency, or property. '

II. TAX TREATMENT

In 2014, the IRS issued the only guidance thus far on the income taxation
of virtual currency in the form of IRS Notice 2014-21 (hereinafter “Notice”).11
In it, the IRS made clear that it treats virtual currency as property instead of cur-
rency.'? The Notice describes how existing tax principles apply to virtual cur-
rency transactions and answers a variety of common questions relating to the
income tax treatment of virtual currency gains or losses.'>
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As the Notice explains, virtual currency is subject to general tax principles
applicable to property.'* Buying bitcoin has no tax consequences, but selling it
can yield capital gains or losses like other property investments.'

Those accepting bitcoin as payment for goods or services must include in
their income its fair market value when received.'® Fair market value is deter-
mined by reference to the value of the coin in U.S. dollars.!” That value then
becomes the recipient’s basis in the coin.'® If the value of the coin received is
greater than the fair market value of the goods or services given in exchange,
then the recipient of the coin has taxable gain.'? If the value of the virtual cur-
rency received is less than the value of the goods or services given, then a loss
results.’” The character of this loss depends on the status of the bitcoin in the
hands of the taxpayer. If bitcoin is a capital asset in the hands of the taxpayer,
then that transaction will generate capital gains or losses.?! Otherwise, a transac-
tion will result in ordinary gains or losses.*

For bitcoin miners, the tax treatment is slightly more complex. Like wages,
any coin received from mining is ordinary income to the miner in the amount of
the value of the coin on the date it was mined.”*> Furthermore, if that taxpayer’s
mining activity constitutes a trade or business and is not undertaken as an em-
ployee, then that taxpayer will also be subject to self-employment tax.>* If that
miner then, at a later date, exchanges that coin for goods or services, then the
miner may still be subject to tax (at capital gains rates) on that transaction under
the general property transfer rules.”® In other words, although the bitcoin consti-
tuted wages when it was received, it becomes a capital asset in the hands of the
taxpayer afterwards, subject to the same gain and loss rules as bitcoin purchased
by a casual user on an exchange.

While this tax treatment has been criticized, it is nonetheless clear that
bitcoin transactions are subject to tax.”® Yet, not all people are reporting their
bitcoin transactions.?’
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III. TAX COMPLIANCE

Tax compliance can always be improved, but compliance issues are partic-
ularly abounding in the anonymous world of bitcoin, which is devoid of connec-
tions to governments and mortar banks. Compliance is so much an issue that
bitcoin risks creating the new offshore banking system.?®

Already, several countries including the United States have collaborated to
increase enforcement collaboration.?’ Multiple IRS divisions are now working
to address guidance and policies on virtual currencies.*® Guidance from the Ser-
vice in addition to its five-year-old Notice could improve reporting of virtual
currency gains, thereby increasing tax revenues overall.>! When it comes to the
taxation of bitcoin, there are several different ways to increase compliance.

A.  De Minimis Exception

A de minimis exception for bitcoin transactions would be perhaps the most
favorable measure for which bitcoin enthusiasts could hope. Exempting gain on
a transaction below a certain threshold would dispose of a huge segment of vir-
tual currency transactions, eliminating the tax compliance issue for many people
since smaller transactions would not be subject to taxation. Casual bitcoin users
could therefore buy a certain amount of goods or services with virtual currency
without the fear of tax consequences, but the primary limitation would be the
potential volatility of the value of bitcoin that might wildly fluctuate below and
above the de minimis exception.*’
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Nonetheless, the threshold should be high enough to dispose of a large
number of routine consumer transactions. Consider, for example, the oft-envi-
sioned future of bitcoin, where users pay for daily small purchases, such as a cup
of coffee, directly from their virtual wallets. Without a de minimis exception,
purchasing a cup of coffee would be a taxable event, requiring taxpayers to cal-
culate their gain or loss on the transaction. A de minimis exception would elim-
inate this result. Overall, taxpayers would benefit from the simplified process
and the IRS would still capture revenue from larger virtual currency transactions.

The Cryptocurrency Tax Fairness Act, proposed in September 2017, con-
tained such a de minimis exception.>* Under this failed bill, any transaction re-
sulting in $600 or less of gain would be excluded from taxation.>> The United
Kingdom has already adopted a de minimis exception, although its threshold is
much higher (approximately £11,700 of gain in cryptocurrency transactions is
tax-free under certain conditions).36

B.  Enhanced 1099-K Reporting

Third-party reporting functions to improve compliance.*’ Coinbase, the
largest bitcoin platform, currently issues Form 1099-Ks to a select group of us-
ers—those with at least 200 annual transactions totaling at least $20,000 who use
Coinbase for business purposes.’® This is generally in line with reporting by
credit card companies settling payments for merchants.*® In order to provide the
Service with a better picture of the true scope of bitcoin transactions, all virtual
currency platforms can be required to report user activity on Form 1099-K, not
just large-volume business users. Any activity over a potential de minimis
threshold can be exempt from such reporting.

C. Express Summons Authority

The Service has already made progress in establishing its authority to sum-
mon records from a virtual currency platform through a “John Doe” anonymous
summons. In U.S. v. Coinbase, Inc., the IRS served a summons on Coinbase
seeking information on essentially all of its users.*’ The Service ultimately lim-
ited its request to seeking information for users with the equivalent of $20,000
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in one transaction—around 10,000 users.*! The District Court enforced, in part,
the narrowed summons, ordering Coinbase to produce records revealing the
name, taxpayer identification number, birth date, address, transactions logs, and
account statements of certain users.*> While the scope of the summons was sig-
nificantly narrowed, it still represented a victory for the Service. The Service’s
ability to gather records necessary to examining a taxpayer’s virtual currency
transactions helps increase the frequency and accuracy of voluntary reporting of
gains and losses.

D. A Tax Levy on Wallets

If an audit reveals that a taxpayer owes a debt, then the IRS can potentially
be empowered to collect that debt (subject to all collection due process princi-
ples) directly from a taxpayer’s virtual currency holdings. The IRS Advisory
Panel already has recommended that the IRS establish a structure through which
to accept virtual currency as payment for taxes.*> Perhaps there could be addi-
tional guidance on when and how the Service may put a levy on such a virtual
wallet when not prevented by anonymity.

E.  Noncompliance Penalties

Although the above methods, taken together, should be sufficient to en-
courage tax compliance and to remedy many deficiencies, a penalty for noncom-
pliance could further encourage accurate voluntary reporting. This could supple-
ment current accuracy-related penalties and be based on a percentage of the
amount of the coin transferred.**

IV. CONCLUSION

Virtual currencies are a potential source of highly secure, private, and fluid
transactions. By providing better guidance that supports the legitimate purpose
of virtual currencies, the IRS can empower users to take advantage of the benefits
that virtual currencies offer. Perhaps more importantly to the Service, proper
guidance could improve reporting of virtual currency gains, thereby increasing
tax revenue.

Nonetheless, bitcoin has shortcomings that might slow its growth, includ-
ing the length of time to process transactions, high fees, and volatility. Perhaps
new products will replace bitcoin—with the success of bitcoin, a slew of other
virtual currencies, such as etherium, ripple, and litecoin have appeared. The fu-
ture is unclear about what new products will be coming next, but lessons from
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bitcoin apply to other cryptocurrencies and similar ventures. Even when prod-
ucts are new, tax compliance issues are old and should be addressed in order to
maximize tax compliance.



