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When (and If) Income is
Realized from Bitcoin
Chain-Splits
While income can be realized from a chain-split, it
need not be realized at the time of the chain-split,
or, possibly, ever, for federal income tax purposes.
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A chain-split is a permanent branching of the Bitcoin blockchain. 1 This can
occur when blocks of transactions are created by nodes operating a new
version of Bitcoin having less restrictive consensus rules. 2These blocks do not
meet the stricter consensus rules of, and are rejected by, non-upgraded nodes;
however, the blocks are treated as valid, and appended to the blockchain, by
nodes operating the new version.3

Image source: Bitcoin Developer Guide, “Consensus Rule Changes.”

Recent examples of Bitcoin chain splits include Bitcoin Cash (Aug 1, 2017), and
Bitcoin Gold (“snapshot hard fork” on Oct 24, 2017). A taxpayer controlling the
credentials to bitcoin prior to either chain-split will control a corresponding
number of bitcoin cash or bitcoin gold after the chain-split. Thus, for example, a
taxpayer having 10 bitcoin prior to the Bitcoin Cash chain-split will have 10
bitcoin cash, along with his 10 bitcoin, after the chain-split. No payment of
money or exchange of property occurs, nor does the taxpayer give up any
rights.4
Bitcoin owners are not required to take action upon the occurrence of a chainsplit, and, generally, a chain-split can create significant risks that must first be
evaluated by owners, wallet developers, exchanges, and other businesses.
Many take no action until the risks have been sufficiently evaluated and
mitigated, and some may never take any action. The most often cited risks are
security, generally, and replay attacks, specifically.5 A replay attack occurs if a
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transaction is valid on both chains. In such a case, transferring a chain-split
coin can cause the unintended transfer of the corresponding pre-split bitcoin,
and vice versa. Transactions are irreversible, and where no or uncertain replay
protection is provided, a taxpayer would need to carefully evaluate and activate
precautions that prevent replay attacks. In addition, even if replay protection is
provided, chain-split coins cannot be transferred unless the corresponding
credentials are held in a wallet supporting the chain-split, or the user is willing
and able to import the necessary credentials into such a wallet.
Summary of federal income tax consequences
Two federal income tax consequences are discussed in this article, and are
summarized as follows:
•
Taxable income is realized if the owner of pre-split bitcoin exercises
dominion and control over the corresponding chain-split coins; and
•
The income realized will be equal to the value of the chain-split coins at
that time.
The character of income realized, other tax considerations (including
applicability of the tax on net investment income), and effects of more complex
transactions will be discussed in the future.6
Chain-splits and hard forks
Anyone can copy the Bitcoin Core software, make modifications to it, and
create their own version of Bitcoin. Changes do not affect Bitcoin Core unless
the changes are accepted.7 Modifications to a copy that changes the consensus
rules do not cause a split in the Bitcoin blockchain unless the new version is
actually adopted and activated by miners, intermediary nodes, and wallets. If
that occurs, the result is a permanent branching of the blockchain on which
transactions are recorded. One branch is valid under Bitcoin, but invalid under
the rules of the new version, and vice versa, and miners choosing to operate
under the new rules will add blocks that are no longer valid, and will be
rejected by, Bitcoin nodes.8
The modifications to Bitcoin Core made by the developers of Bitcoin Cash and
Bitcoin Gold included changes to the consensus rules. In the case of Bitcoin
Cash, its developers modified Bitcoin Core by increasing the maximum base
block size, adding decreasing difficulty adjustments in the case of a low hash
rate, and removing the segregated witness functionality (or SegWit,
BIP91/BIP148) from Bitcoin.9 Bitcoin Gold adopted a proof-of-work algorithm
(Equihash) intended to be resistant to specialized mining equipment, or ASICs
(Application Specific Integrated Circuits). Equihash enables mining using more
ubiquitous graphics processing units (GPUs).10
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While it may seem that the Bitcoin blockchain was copied by Bitcoin Cash or
Bitcoin Gold, in fact, a permanent fork from the pre-existing blockchain is
created and the pre-split transaction history is shared. Thus, for example, a
Bitcoin Cash wallet will identify spendable transactions — UTXOs — recorded on
the Bitcoin blockchain based upon pre-existing Bitcoin UTXO addresses
associated with the credentials controlled by that wallet. While a pre-existing
Bitcoin UTXO is referenced by a Bitcoin Cash transaction, the UTXO is recorded
as sent only for purposes of the Bitcoin Cash blockchain. The Bitcoin network
will reject the Bitcoin Cash transaction as being invalid, and the Bitcoin Cash
transaction will not remove the corresponding Bitcoin transaction from the
Bitcoin UTXO set. This means that a Bitcoin UTXO existing prior to the chainsplit can be spent as a Bitcoin Cash UTXO after the chain-split, but doing so will
not consume — that is, remove — the corresponding Bitcoin UTXO from the
blockchain.11
Federal income taxation of unsolicited rights and property
Virtual currency is treated as property for federal income tax purposes.12 The
dominion and control doctrine applies to rights and property received, but not
paid for, by a taxpayer, including unsolicited property such as free samples and
security purchase rights. Chain-split coins are unsolicited property that may be
claimed by taxpayers if they have sufficient credentials; however, nothing
compels them to claim these coins immediately or ever. And, normally, the
most prudent course of action is no action at all until the risks associated with
the chain-split have been sufficiently evaluated and mitigated.
First, chain-split coins are not gifts. While a bitcoin owner may be able to claim
bitcoin cash or bitcoin gold at no cost, these were never intended to be a gift
and cannot be excluded from income on that basis.13 Second, chain-split coins
are not found property. Bitcoin owners know, should know, and may even
anticipate that by holding bitcoin they will be entitled to chain-split coins; thus,
these are not found property.14
The property is, however, an economic gain that, if and when the taxpayer
exercises dominion and control, will be realized income.15 Unsurprisingly, this is
not the first time taxpayers have received property or rights to property
without payment. Moreover, the long-standing position of the Internal Revenue
Service has been that such rights and property are realized as income only if
and when the taxpayer exercises dominion and control.16 Moreover, when the
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Song, “Bitcoin Cash: What You Need to Know.” Bitcoin Gold states that it will do so as
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courts have considered the issue, the decisions are consistent with the IRS’s
position.17
The dominion and control doctrine has been applied by the IRS in business
transactions similar to a chain-split. In both published and private rulings,
rights received by a taxpayer without payment to purchase shares in an
unrelated corporation were not treated as taxable upon receipt.18
Dominion and Control
In Rev. Rul. 63–225, a taxpayer, by virtue of being a shareholder of M
corporation, received from an unrelated corporation, N, at no cost to himself,
rights to purchase debentures and common stock of N corporation.19 The
taxpayer in the ruling did not hold the rights as a dealer in options and he sold
the rights immediately. The debentures and stock would have been capital
assets in his hands if he had exercised the rights. The taxpayer was treated as
not realizing any taxable income upon his receipt of the rights from N
corporation, and his basis in such rights, for determining gain or loss upon their
sale, was zero. The IRS held that the proceeds received from the sale of the
rights constituted short-term capital gain under §1234; however, see the
discussion below concerning the character of income.20
A sale of rights, as in Rev. Rul. 63–225, is not the only method of exercising
dominion and control; however, by selling the taxpayer made it plainly evident
that he was able to, and, in fact, did exercise dominion and control over the
[free samples] does not constitute income. Rather, the inclusion of the value of the [free
samples] in income is dependent on the taxpayer accepting them as his own.”).
17
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to show that the IRS erred in its determination of the year of inclusion with respect to
donated non-gift items received without cost).
18
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63–225, certain account holders did not recognize income upon receipt of subscription
rights distributed without payment as part of a conversion of mutual savings banks or
associations); GCM 7246: C. B. VIII-2–4461 (1929) (same rationale for purposes of
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rights at the time of sale. Had the taxpayer allowed the rights to expire
worthless, and without otherwise exercising dominion and control, he would not
have recognized a taxable loss because he had no basis in the rights. He would
only have had basis if he recognized income or gain by exercising dominion and
control over the rights in a manner other than by disposition of all the rights.
A transfer of some but not all of the unsolicited property received by a taxpayer
may demonstrate the taxpayer’s intent to exercise dominion and control over it
all. For example, in two PLRs, the IRS held that the fair market value of all
complimentary tickets received by a taxpayer were includible in income in the
year in which he demonstrated intent to exercise dominion. In PLR 8109003,
involving the gift by the taxpayer of most of one of two separate sets of season
tickets, and all of the second, the fact that the taxpayer had given away most,
but not all, of the complimentary tickets demonstrated his intent to exercise
dominion over all of the tickets.21 In PLR 8109004, the IRS treated the transfer
of any of one series to a third party and the personal use of any of the other
series as demonstrating an intent to exercise dominion over all of the tickets.
Character of Income
While Rev. Rul. 63–225 may be applied to chain-splits for purposes of timing, it
should be read cautiously for purposes of character. The IRS treated the rights
in the ruling as options subject to §1234. Option contracts, including those
subject to §1234, are limited to “unilateral agreements that are inflexibly
binding upon the purported vendor.”22
In addition, while the IRS did treat the proceeds from the sale of the rights as
short-term capital gain, it later recommended that the conclusion be modified
to treat the gain as ordinary.23 Though the revenue ruling was not modified,
presumably, the right could still have been treated as an option subject to
§1234, but would have had a basis equal to the ordinary income recognized
when dominion and control was exercised by the taxpayer — the sale of the
right. As a result, there would have been no further gain which could have been
treated as short-term capital gain.
Conclusion
While income is often realized from a chain-split, it need not be realized at the
time of the chain-split, or, possibly, ever, for federal income tax consequences.
Taxable income is realized only if and when the taxpayer demonstrates his
intent to exercise dominion and control over the chain-split coins.
This article appeared previously in Bloomberg BNA, Tax Management
Memorandum, 58 TMM 479.
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