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On October 9, 2019, the Internal Revenue Service (IRS) released Revenue Ruling 2019-24, which addresses the US federal

income tax treatment of two unsettled areas of tax law regarding “hard forks” and “airdrops” of cryptocurrency, units of which are

often called tokens. Revenue Ruling 2019-24 and a number of updates to the IRS’s frequently asked questions page on virtual

currency transactions represent the first significant guidance on cryptocurrencies that the IRS has issued in more than five years. In

addition, on October 10, 2019, the IRS released a draft Schedule 1 to IRS Form 1040 requiring taxpayers to inform the IRS

whether they received, sold, sent, exchanged or otherwise acquired a financial interest in a virtual currency in 2019.

Background

In 2014, the IRS issued Notice 2014-21, which explained that convertible virtual currencies are treated as property (rather than

foreign currency) for US federal income tax purposes. As a result, under general tax principles, transactions involving tokens

generally are taxable events. For instance, a person receiving tokens in exchange for services would owe tax (at ordinary income

rates) on the fair market value of such tokens in the year received. In addition, a person paying for services with tokens would owe

tax on the amount by which the fair market value of the tokens sold exceeded such holder’s adjusted tax basis in those tokens.

Following the release of Notice 2014-21, taxpayers and their advisers raised questions about many common transactions involving

tokens. In particular, guidance was requested as to whether certain events occurring on blockchain networks, which typically take

place without any affirmative actions by token holders, would be taxable events. Revenue Ruling 2019-24 addresses two such

events: hard forks and airdrops.

Hard forks

Since the release of Notice 2014-21, several well-known blockchain networks have been subject to hard forks, in which a change to

the protocol’s consensus rules results in a permanent split of the network and potentially in the creation of new “forked” tokens.

Following a hard fork, transactions involving the historic tokens will continue to be recorded on the distributed ledger maintained by

the legacy network, while transactions in the new tokens will be recorded on a distributed ledger maintained on a new network. For

example, as a result of a debate relating to the preferable block size of the Bitcoin blockchain, the network underwent a hard fork in

which the Bitcoin cash blockchain split from the Bitcoin blockchain.

Airdrops

Airdrops, as described by the IRS in Revenue Ruling 2019-24, are a means of distributing tokens to the wallets (public key

addresses) of existing token holders. Blockchain projects may carry out airdrops to ensure a wide distribution in order to attempt to

seed a new blockchain, to incentivize network adoption as a reward for existing token holders or, as described in Revenue Ruling

2019-24, to distribute new forked cryptocurrency to the holders of a legacy cryptocurrency.



Revenue Ruling 2019-24

Revenue Ruling 2019-24 addresses two situations involving hard forks and airdrops. In Situation 1, an existing distributed ledger

undergoes a hard fork, but the new tokens created by the hard fork are not airdropped or otherwise transferred to an account

owned or controlled by holders of legacy tokens. In Situation 2, an existing token holder receives new tokens created by the hard

fork through an airdrop to the holder’s distributed ledger address and has the ability to sell the new tokens immediately after such

airdrop.

The IRS ruled that because the legacy token holder in Situation 1 does not receive a new token (either through an airdrop or

otherwise), the token holder does not recognize gross income as a result of the hard fork.

By contrast, in Situation 2, because the holder actually receives new tokens, the holder recognizes gross ordinary income equal to

the value of the new tokens at the time the holder has control over the tokens. This typically will be when the airdrop is recorded on

the distributed ledger, but that may occur at a later time if, for example, the new tokens are deposited into a digital wallet on a

cryptocurrency exchange that does not support the new tokens. In that case, the holder would be treated as receiving the new

tokens when he or she acquires the ability to transfer, sell, exchange or otherwise dispose of them.

Analysis

The IRS’ view that the creation and distribution of a new token, either through an airdrop or another means of crediting a token

holder’s account with the new token, constitutes a taxable event is unsurprising. Because the IRS views tokens as property,

traditional US federal income tax principles tend to support the position that tokens give rise to taxable income when they are

received and under the recipient’s control.

However, Revenue Ruling 2019-24 leaves many questions unanswered. For instance, the ruling does not provide clear guidance on

how significant the changes resulting from a fork must be in order to rise to the level of taxability. The facts of the ruling describe a

hard fork in which the new token is materially different from a legacy token, and these differences support treating the issuance of

the new token as the receipt of new property. The ruling does not address the tax treatment of “soft forks,” which involve changes

to consensus rules of a protocol (such as upgrades to protocol functionalities) that are “backward compatible,” meaning that nodes

running the original software client will still be able to recognize as valid blocks being mined using the new software client, so that

(unlike a hard fork) a split in the network is avoided. Soft forks may alter how the token is used, enhance the tokens’ utility or create

new markets for the token and thus arguably could be considered to constitute the creation of new property for tax purposes given

that the tokens differ materially in kind or extent. Soft forks are addressed instead in Question 29 of the new FAQs, which states

that, because soft forks do not result in the diversion of the ledger and receipt of new tokens, the holder does not have income.

Revenue Ruling 2019-24 also does not explicitly address the tax consequences if an existing token becomes unusable as a result

of a hard fork (for example, because of fundamental software changes to an existing platform) and the new token is designed to

replace the existing token. In that case, does the holder have taxable income and an offsetting loss?

Revenue Ruling 2019-24 does not specify an effective date, so apparently it can be applied retroactively as well as to current and

future tax years. For those who received new tokens as a result of hard forks that occurred before 2019 and did not report the

receipt of these new tokens as income, Revenue Ruling 2019-24 provides no safe harbor. The release of the draft Schedule 1 to

IRS Form 1040 also indicates the IRS’ interest in more closely monitoring token transactions going forward.

Helpfully, the revised set of FAQs clarifies certain questions that have interested token holders and their tax advisers, such as

permitting specific identification in accounting for sales of tokens acquired at different times and with different basis amounts and

mandating the use of the “first in, first out” method for tokens that are not specifically identified on sale. For purposes of

determining the holder’s fair market value basis in tokens, the FAQs describe valuation methods in a variety of circumstances.



Where tokens are received in a peer-to-peer or other transaction not facilitated by a cryptocurrency exchange, the IRS will accept

as evidence of fair market value the value determined by a “blockchain explorer” that analyzes worldwide indices of a

cryptocurrency and calculates its value at an exact date and time.

While clarifying certain aspects of token transactions, Revenue Ruling 2019-24 and the FAQs leave a number of US federal income

tax questions regarding tokens unresolved, and token holders and exchanges should continue to consult with tax advisers to ensure

compliance with applicable tax laws.

Overseas tax treatment

Tax authorities overseas have also been focusing on tokens – in particular in the UK, where detailed guidance has been published

on the tax treatment of cryptoassets for individuals. This guidance addresses the treatment of hard forks and airdrops. However,

like Revenue Ruling 2019-24, it also leaves some questions unanswered. Non-US token holders and non-US token exchanges

should also continue to consult with tax advisers to ensure compliance with applicable tax laws.
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