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I. INTRODUCTION

Over the past two decades, our world has surged into a new era of
information that exponentially increases each year.! Technology has
transformed everything about daily life.> Schools, businesses, home
management, governments, communication, and much more rely on
technology in some form or fashion.? It is natural then that this technological
transformation would reach today’s monetary system.* Money has taken
many forms, from precious metals to fiat currency.’ Now that technology is

1. The Exponential Growth of Data, INSIDEBIGDATA (Feb. 16, 2017), https://insidebigdata.com
/2017/02/16/the-exponential-growth-of-data/ [https://perma.cc/QG2H-JGKQ]; Mark Fenwick & Erik
P.M. Vermeulen, Technology and Corporate Governance, 48 TEX.J. BUS. L. 1, 4 (2019).

2. See Fenwick & Vermeulen, supra note 1, at 4.

3. Seeid.

4. Seeid. at 1-2.

5. Andrew Beattie, The History of Money, INVESTOPEDIA, https://www.investopedia.com/articles/
07/roots_of money.asp (Feb. 21, 2022) [https://perma.cc/8VTB-79FG].
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an integral part of life, a potentially new and unique digital asset class has
emerged.’

Cryptocurrency (crypto) is based on an algorithm that can function as
virtual property, a medium of currency, or a base for various applications, as
discussed later in this Comment.” Crypto is well known around the world and
is accessible to most nations.® While there are still unknowns about crypto or
any virtual currency, its popularity is growing so that eventually, the world
will likely transition toward some form of digital currency.” With this in
mind, it is important to stay ahead of the game and prepare to handle this new
form of technology.'” Specifically, crypto has a lot to offer in maintaining the
wealth and security of individual estates, and estate planners need to be aware
of crypto’s opportunities for helping plan and manage different estates.''
Crypto technology supports the ability to provide a store of wealth and to
execute wills and other estate planning documents (provided this becomes
permissible under law).'? The benefit of using crypto technology as an estate
planning tool is that crypto has the potential to become faster, more secure,
and ultimately more efficient than the current documentation system. "

Currently, crypto is treated as property in the United States (U.S.),
meaning there is a taxable event every time a crypto transaction occurs.'
These taxable events could unnecessarily inhibit the potential benefits that
crypto offers.” Even if an estate planner has no interest in crypto, the estate
planner cannot avoid it because many individuals acquire crypto as part of
their estate assets.'® Tax planning is an essential part of estate planning;
therefore, estate planning attorneys need to be aware of the taxable
implications crypto assets may have on a client’s estate.'’

Part II of this Comment will cover background on how crypto works
and discuss the various technological functions that blockchain technology
offers.'® Part III will examine the current law and regulations regarding
crypto in the U.S. and other countries.'® After discussing the laws governing
crypto, Part IV will outline a hypothetical situation of an individual’s crypto

6. Jordan Bass, Crypto Taxes in 2021: A Guide to Tax Rules for Cryptocurrency, TAXING
CRYPTOCURRENCY (Jan. 29, 2021), https://www.taxingcryptocurrency.com/blog/2021/1/29/guide-to-
crypto-taxes-in-2021 [https://perma.cc/BSXW-J6N8].

7. See Fenwick & Vermeulen, supra note 1, at 3—4.

8. Seeid.

9. Seeid.

10.  See id.

11. Seeid.

12.  See Abigail Earthman, Building Blocks of Blockchain: A Primer on Cryptocurrency for Estate
Plans, ST. BAR TEX., INT. EST. PLAN. & PROB. 1, 1-4 (June 2, 2020).

13. Seeid.

14. LR.S. Notice 2014-21, 2014-16 1.R.B. 938; see infia Part IV.

15.  See Earthman, supra note 12, at 1-4.

16. Seeid.

17. Seeid.

18. See infra Part 11.

19. See infia Part 111.
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transactions, and Part V will analyze how an estate planner would incorporate
crypto assets into an estate plan based on the hypothetical.” Finally, Part VI
of this Comment will address realistic short- and long-term steps the U.S.
government should take to provide better guidance and regulation for crypto
transactions, so that this technological advancement will be effectively
utilized moving forward.?! The Appendix at the end of this Comment
contains a glossary of terms that will serve as a source of reference to better
understand crypto concepts.?

II. WHAT IS CRYPTO?

Crypto was created as “a purely peer-to-peer version of electronic cash
[that] would allow online payments to be sent directly from one party to
another without going through a financial institution.”* Satoshi Nakamoto,
the creator of Bitcoin, is a pseudonymous person or team who created Bitcoin
technology and released it in a 2008 white paper.”* The purpose behind
having a “peer-to-peer” payment system is to “decentralize” transactions as
opposed to having a central authority (e.g., a bank) that monitors and
facilitates transactions.”® Trust is a primary driver for why people favor a
decentralized system.”® Critics of centralized banking systems have existed
since its inception and continue to be skeptical of the effectiveness of the
banking system over the years.”” After the 2008 financial crisis, a greater loss
of trust arose in the banking system and institutions that were supposed to
protect the public.?® The desire for a more secure financial transaction system
coupled with expansion in technology led to the development of crypto and
blockchain technology.”’

20. See infra Parts IV-V.

21. See infra Part V1.

22. See infra Appendix—Glossary.

23. Satoshi Nakamoto, Bitcoin: A Peer-to-Peer Electronic Cash System, BITCOIN.ORG 1 (Oct. 31,
2008), https://bitcoin.org/bitcoin.pdf [https://perma.cc/2LZM-7U6V].

24. What is Bitcoin?, COINBASE, https://www.coinbase.com/learn/crypto-basics/what-is-bitcoin
(last visited March 10, 2022) [https://perma.cc/55B8-9LJ5].

25. Earthman, supra note 12, at 1-4.

26. Nakamoto, supra note 23, at 8; CuriousInventor, How Bitcoin Works Under the Hood, YOUTUBE
(July 14, 2013), https://www.youtube.com/watch?v=Lx9zgZCMgXE [https://perma.cc/83FE-N6AY].

27. See Jefferson versus Hamilton, TEACHINGHISTORY.ORG, https://teachinghistory.org/history-
content/ask-a-historian/24094 (last visited Mar. 10, 2022) [https://perma.cc/3VXS-VTVS].

28. Earthman, supra note 12, at 2.

29. Id.; Fenwick & Vermeulen, supra note 1, at 1-4.
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A. Blockchain Technology: How It Works

The blockchain lists transactions that anyone can view and verify
through a distributed ledger and validators.*® For example, one “block” of the
blockchain contains a list of transactions from different people that other
users have verified.’' This verification is possible because every blockchain
user has access to a list of the transactions that have occurred, so when a new
transaction is attempted, everyone can verify it.** When a list of transactions
has been verified, those transactions are combined into a block, which is
added to a chain of previously verified transaction blocks, thus forming a
blockchain.®® In its basic form, the blockchain keeps track of digital
transactions.> In the case of Bitcoin, there is a blockchain that is specifically
designed for tracking Bitcoin transactions.”> However, blockchain
capabilities have expanded beyond tracking a single digital currency.*® Other
blockchains, such as Ethereum and Cardano, can track more than just one
digital currency and can support other functions on their blockchains. *’

How does a transaction get into the blockchain?

—_ — e

A transaction A block representing The block is sent to every Nodes validate
is requested and that transaction is node (Le. participant) in the transaction
authenticated created the network
~
+ »
. B x
L
The transaction is The update is distributed The block is added to Nodes receive a reward

across the network the existing blockchain for Proof of Work, typically
in cryptocurrency

This diagram is a basic overview of how a blockchain records and affirms a
transaction.’® The “nodes” referred to in the image are other computers in
the network that affirm such transactions.”

30. What is a Blockchain?, COINBASE, https://www.coinbase.com/learn/crypto-basics/what-is-a-
blockchain (last visited Mar. 10, 2022) [https://perma.cc/LFE6-MUTV].

31. Id.

32. Seeid.

33. Seeid.

34. Bernard Marr, What is the Difference Between Blockchain and Bitcoin?, BERNARD MARR &
Co., https://bernardmarr.com/what-is-the-difference-between-blockchain-and-bitcoin/ (last visited Mar.
10, 2022) [https://perma.cc/D8LY-QCS56].

35. Id.

36. Id.

37. Seeid.

38. How Does a Transaction Get Into the Blockchain?, EUROMONEY LEARNING, https://www.euro
money.com/learning/blockchain-explained/how-transactions-get-into-the-blockchain (last visited Mar.
10, 2022) [https://perma.cc/Q3DF-FVWH].

39. Id.
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In a centralized banking system, the bank acts as a middleman verifying
transactions because the bank has a centralized ledger to make this
determination.*” Conversely, the blockchain is on a distributed ledger, such
that every person participating on the blockchain may verify the transaction.*'
This is why Satashi Nakamoto’s white paper calls the blockchain a
peer-to-peer version of electronic cash.*

Centralized Ledger Distributed Ledger

° 6 Magk's Nope KARLA'S NODE
. *Mark $10 o 9 * Mark $10
MaRK - $10 KARLA - $100 I $80 I $50
*SaLwy $20 * SaLy $20
* Karta $100 + Karta $100

G Jin’s Nope SaLLy’s Nobe
G *Mark $10 Q o + Mark $10

Jim - $50 SaLLy - $20 < Jin $50 + v $50
*SaLwy $20 * Sauy $20
* Karea $100 + Karea $100

This diagram shows the difference between a centralized ledger (on the left)
and a distributed, decentralized ledger (on the right).” The key difference is
centralized ledgers are all in one place, whereas distributed ledgers are held
by each individual **

B. Mining and Staking

While all users have access to a distributed ledger, the transaction must
be validated for a transaction to become a part of the blockchain.* Validation
of transactions occurs by one of two processes: mining (proof of work) or
staking (proof of stake).*® Bitcoin uses the mining method of creating new
coins, Ethereum started with mining but is transitioning to staking, and

40. Earthman, supra note 12, at 4.

41. See What is a Blockchain?, supra note 30.

42. See Nakamoto, supra note 23, at 1.

43. Earthman, supra note 12, at 4.

44. 1d.

45. See Mining, BINANCE ACAD., https://academy.binance.com/en/glossary/mining (last visited
Mar. 10, 2022) [https://perma.cc/RK9J-BINH]; Aaron, Proof of Stake (PoS), BINANCE ACADEMY,
https://academy.binance.com/en/glossary/proof-of-stake (Mar. 10, 2022) [https://perma.cc/MVD8-
FQZX].

46. See Mining, supra note 45; Aaron, supra note 45.
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Cardano uses staking.*” Through this process, new coins are created as
rewards to the validators.*® Both mining and staking work as part of the
consensus mechanism that affirms transactions, but the process of affirming
is different.*

1. Proof of Work

In a proof of work system, or mining, the consensus mechanism
involves multiple computers in a competition to solve a problem.*® When one
computer “wins” or solves the problem, that computer gets to update the
blockchain (validate the transaction).’’ As a result, the winning computer will
get a reward in the form of new digital currency coins (e.g., one Bitcoin).>
The computers participating in this system are called nodes, and the size of
the node (mega-hash, giga-hash, etc.) will determine how many guesses a
computer can make per second.’® The more guesses a computer has, the more
likely the computer will be able to solve the problem and get the reward.*
Having more guesses per second takes a lot of computing power because the
computer is trying to guess as fast as possible, and unfortunately, mining
consumes large amounts of energy.”

In the beginning of a proof of work system with a small number of
nodes, the computers making the guesses are solving easier problems, and
there is less competition.”® Once several computers start competing, the
problems become harder to solve, and more energy is needed to make
guesses.”’ It is hard to become a miner for blockchains like Bitcoin (one that
will win, anyways) because only the high-powered computers with greater
hash capacity will win the rewards.”® This requires special expensive
computer equipment, which mainly big corporations can afford to maintain.”

47. How Does Bitcoin Work?, BITCOIN, https://bitcoin.org/en/how-it-works (last visited Mar. 10,
2022) [https://perma.cc/9T9G-929Y]; Proof-of-Work (POW), ETHEREUM (Feb. 4, 2022), https://ethereum
.org/en/developers/docs/consensus-mechanisms/pow/  [https:/perma.cc/DGS3-E6JC];  Ouroboros,
CARDANO, https://cardano.org/ouroboros/ (last visited Mar. 10, 2022) [https://perma.cc/9JTN-AXTG].

48. Euny Hong, How Does Bitcoin Mining Work?, INVESTOPEDIA (Sept. 21, 2021), https://www.
investopedia.com/tech/how-does-bitcoin-mining-work/ [https://perma.cc/S6F3-DPED].

49. Jake Frankenfield, Consensus Mechanism (Cryptocurrency), INVESTOPEDIA (Aug. 4, 2021),
https://www.investopedia.com/terms/c/consensus-mechanism-cryptocurrency.asp [https://perma.cc/TT5
P-NLGA].

50. Hong, supra note 48.

51. Id.

52. Id.

53. Id.

54. Id.

55. Id.

56. Id.

57. Id.

58. Seeid.

59. Seeid.
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However, mining pools are available for individual miners to pool computing
resources to increase each individual’s probability of winning a block.®

2. Proof of Stake

Proof of stake, or staking, is a newer consensus mechanism in which
individuals, called validators, are chosen to validate transactions based on the
number of coins they have staked. When an individual “stakes,” the
individual’s coins are designated (or locked) into a certain position to be
chosen to validate the blockchain transactions.®> The more coins a validator
stakes, the more likely the validator will be chosen to validate the
transaction.®> A validator can have more staked coins by becoming a pool
operator.** A pool operator opens up a staking pool that allows other people
to stake their digital currency into the pool for use by the pool operator.®®
This gives the pool operator a higher chance of being selected, which would
result in a reward.®® Owners who allow their digital currency to be staked in
a pool will receive a percentage of the reward for allowing their assets to be
staked.’” The reward is not a cash payment but rather a reward of digital
currency.®® Depending on the pool size, these rewards can occur weekly.”
Ethereum staking requires individuals to “lock in” their crypto, meaning that
once it is locked in, it cannot be taken out for a certain period of time.”
Conversely, some crypto, like Cardano, has a staking process resembling a
designation of staked coins rather than a lock (meaning the staked coins can
be removed at any point).”’

There is nothing else quite like this reward process in the investment
world, and therefore, there is not much guidance on how to treat the

60. Seeid.

61. See Aaron, supra note 45.

62. Lyle Daly, What Is Staking in Crypto?, MOTLEY FOOL, https://www.fool.com/investing/stock-
market/market-sectors/financials/cryptocurrency-stocks/what-is-staking/ (Mar. 7, 2022) [https://perma.cc
/DL5G-ZLRV].

63. Luke Conway, Proof-of-Work vs. Proof-of-Stake: Which Is Better?, BLOCKWORKS (Feb. 18,
2022, 2:25 PM), https://blockworks.co/proof-of-work-vs-proof-of-stake-whats-the-difference/ [https://pe
rma.cc/9JRX-J3CA].

64. See Tanwa Arpornthip, Staking Pool, BINANCE ACAD., https://academy.binance.com/en/glossa
ry/staking-pool (last visited Mar. 10, 2022) [https://perma.cc/783A-ZZ8]].

65. Seeid.

66. Seeid.

67. Seeid.

68. Krakenfx, What is Staking? Frequently Asked Questions About a New Way to Earn Crypto,
KRAKEN (Apr. 24, 2020), https://blog.kraken.com/post/4736/what-is-staking-frequently-asked-questions-
about-a-new-way-to-earn-crypto/ [https:/perma.cc/Q9VX-9WHE].

69. Seeid.

70. See Sarah Tran, Cardano vs. Ethereum: How do They Compare?, FXSTREET (Sep. 14, 2021,
1:29:47 PM), https://www.fxstreet.com/cryptocurrencies/news/cardano-vs-ethereum-how-do-they-comp
are-202109141329 [https://perma.cc/9HDL-J7THT].

71. Seeid.
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acquisition of digital currency in this manner.”” Every time a crypto owner
receives a staking reward, the crypto owner must recognize income, even
though the crypto owner has not sold or exchanged the coin.”

C. Keys and Wallets

When an individual owns crypto, the individual has a public key and a
private key that control a wallet.”* The public key is where funds are
deposited or received, and the private key gives the individual the ability to
control the wallet, giving that person permission to accept and send coins
from the wallet.” Public keys may be shared with the public, but private keys
are not shared.”® When individuals first purchase crypto on an exchange, they
deposit money, such as the U.S. dollar or other fiat currency, onto the
exchange and purchase a type of crypto (Bitcoin, Ethereum, etc.).”” At this
point, the exchange acts as a custodian for an individual’s crypto, and the
account on the exchange is like the private key.” Once the individual has
purchased crypto on the exchange, the individual may make exchanges
between other types of crypto.”” However, due to security issues, it is best not
to leave your crypto on an exchange like you would leave stocks on an
exchange.®® At this point, an individual should purchase a personal wallet for
the individual’s crypto.®' These wallets can come in two forms: a cold wallet,
which is typically in the form of a flash drive, or a hot wallet, which is an
online computer program.® Some examples of cold wallets are Ledger and
Trezor, and some examples of hot wallets are MetaMask and Edge.®® Cold
wallets are beneficial because they cannot be hacked, whereas a hot wallet
has the potential to be hacked because it exists online.* However, hot wallets
facilitate the ability to participate in transactions on the blockchain because

72. See Krakenfx, supra note 68.

73. Bass, supra note 6.

74. Simply Explained, How Bitcoin Wallets Work (Public & Private Key Explained), YOUTUBE
(Aug. 6, 2019), https://www.youtube.com/watch?v=GSTiKjnBaes [https://perma.cc/BOH8-EB4Y].

75. Id.

76. Id.

77. Id.

78. Difference Between Cryptocurrency Wallet vs Exchange, DIFFERENCEBETWEEN.NET (July 17,
2021), http://www.differencebetween.net/business/investment-business/difference-between-cryptocurren
cy-wallet-vs-exchange/ [https://perma.cc/82A7-6EYF].

79. Id.

80. Id.

81. Id.

82. The Best Cold Wallets of 2021, ALEXANDRIA (Dec. 2021), https://coinmarketcap.com/alexandria
/article/best-crypto-cold-wallets [https:/perma.cc/ WET2-EGRU]; Hassan Shafiq, /0 Best Crypto Hot
Wallets for Beginners, ALEXANDRIA (Oct. 2021), https://coinmarketcap.com/alexandria/article/10-best-
crypto-hot-wallets-for-beginners [https://perma.cc/4TCN-N8SP].

83. Luke Conway, Best Bitcoin Wallets, INVESTOPEDIA (Dec. 21, 2021), https://www.investopedia.
com/best-bitcoin-wallets-5070283 [https://perma.cc/9SRS5-FBIE]; Shafiq, supra note 82.

84. Hot Wallets vs. Cold Wallets, CRYPTOPEDIA (July 4, 2021), https://www.gemini.com/cryptoped
ia/crypto-wallets-hot-cold [https://perma.cc/4NJX-78UA].
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they can be directly linked to a blockchain.*> Whether you have a hot or a
cold wallet, both contain a public key and a private key that allow crypto
from exchanges or other wallets to be sent and stored in the personal wallet.®
Wallets are the safest place to store crypto; however, if one loses access to
the private key that controls the wallet, the crypto that was transferred to
those wallets is lost forever and cannot be recovered.®’

D. Types of Crypto

There are various types of crypto that all utilize blockchain technology,
but different types of crypto can perform different functions or allow certain
benefits.*

1. Bitcoin

Blockchain technology was introduced as Bitcoin.* It is one of the most
widely known and traded crypto assets with the highest market cap.”® Bitcoin
may be a good option to add to an investment portfolio, but its use as a
currency (i.e., using Bitcoin to buy goods or services) is not practical for the
time being.”' Bitcoin’s transaction speed is not currently sustainable for high
volumes of transactions, but there is potential for the Bitcoin blockchain to
increase its transaction speed through blockchain protocols that modify the
blockchain.”” In 2017, the Bitcoin community activated a protocol called
SegWit to increase transaction speed, but its effects were not significant.”
Now another protocol, called the Lightning Network, is in the works to be
implemented on Bitcoin’s blockchain, but some issues with the Lightning
Network could arise, and it is yet to be determined whether it will actually
increase Bitcoin’s transaction speed.”

85. Seeid.

86. Id.

87. Simply Explained, supra note 74.

88. See Earthman, supra note 12, at 4.

89. Marr, supra note 34.

90. See What is Bitcoin?, supra note 24; Cryptocurrency Prices by Market Cap, COINGECKO,
https://www.coingecko.com/ (last visited Mar. 10, 2022) [https://perma.cc/VS6T-F6JL].

91. See The Problem of Scalability in the Bitcoin Network, BITPANDA, https://www.bitpanda.com/
academy/en/lessons/the-problem-of-scalability-in-the-bitcoin-network/ (last visited Mar. 10, 2022)
[https://perma.cc/M3F4-8TS4].

92. Id.

93. Kenny L., The Blockchain Scalability Problem & the Race for Visa-like Transaction Speed,
TOWARDS DATA Scl. (Jan. 30, 2019), https:/towardsdatascience.com/the-blockchain-scalability-
problem-the-race-for-visa-like-transaction-speed-Scce48f9d44 [https://perma.cc/ZRS9-XN7Q].

94. Id.; The Problem of Scalability in the Bitcoin Network, supra note 91.
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2. Ethereum

Ethereum is the second-largest crypto coin and blockchain by market
cap.” Ethereum differs from Bitcoin in that it supports smart contracts and
dApps (further discussion of smart contracts and dApps will occur in later
sections).”® Although the Ethereum blockchain’s native token is Ethereum,
the Ethereum blockchain supports multiple types of digital tokens.”’
Ethereum allows users to utilize the blockchain for various purposes, such as
creating and developing games, advanced databases, complex financial
instruments, NFTs, or smart contracts.”® Ethereum has also developed what
is called a stable coin, which is a digital currency that is backed by an asset
to maintain a stable value.”” A stable coin may be backed by a fiat currency
(e.g., U.S. dollar), an asset such as precious metal, or be crypto-backed (on
Ethereum, crypto-backed stable coins are backed by Ethereum).'” Ethereum
originally had a proof of work consensus mechanism, but it is currently
transitioning to a proof of stake mechanism.'"!

3. Cardano

Cardano is a proof of stake blockchain platform founded on
peer-reviewed research.'”” Cardano was originally a research project that
sought to explore how crypto could be improved.'” A peer-reviewed
approach means that any new features and developments for Cardano’s
blockchain must first be reviewed and agreed upon by academics before it
can be implemented.'™ This research-based approach is different from
blockchains like Ethereum, where a group controls improvements.'®

95. What is Ethereum?, COINBASE, https://www.coinbase.com/learn/crypto-basics/what-is-
ethereum (last visited Mar. 10, 2022) [https://perma.cc/4FX3-RHC6].

96. Id.

97. Id.; Top 100 Ethereum Tokens, ETHEREUMPRICE, https://ethereumprice.org/tokens/ (last visited
(Mar. 10, 2022) [https://perma.cc/9QMU-96FH].

98.  What is Ethereum?, supra note 95.

99. Digital Money for Everyday Use, ETHEREUM.ORG, https://ethereum.org/en/stablecoins/#how
(last visited Mar. 10, 2022) [https://perma.cc/8XQC-WZ6D].
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102. Cardano is a Research-Driven Cryptocurrency, KRAKEN, https://www kraken.com/prices/ada-
cardano-price-chart/usd-us-dollar? _cf chl jschl tk  =pmd DKbdZ.Vg5Sryglkmmi4aTay6Bcbil YvIN
okjPMIVk3g-1634777965-0-gqNtZGzNAvujenBszQil&gelid=CjwKCAjw_L6LBhBbEiwA4c46upSAS
xBGOnju6rWtMAdk2TNJSon37vRTOfXxEQwWKPmsxLu2ZUZPmuhoCT8EQAvVD_BwE&interval=1
m (last visited Mar. 10, 2022) [https://perma.cc/9QPA-L6VW].

103. Matt Hussey, Adriana Hamacher, & Scott Chipolina, What is Cardano (ADA)? The
Peer-Reviewed Blockchain, DECRYPT (Oct. 12, 2021), https://decrypt.co/resources/cardano [https://perma
.cc/GP7F-KXRP].
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Cardano’s native coin is called ADA, and its consensus mechanism is called
Ouroboros.'%

4. XRP

Ripple is a company that created a blockchain-based digital payment
network to facilitate financial transactions across the world using its own
crypto token, XRP.'” The idea was to emulate the SWIFT (Society for
Worldwide Interbank Financial Telecommunications) system, which
provides secure international financial transactions, and Ripple uses the
blockchain to accomplish this objective.'” Ripple’s blockchain uses a
different consensus mechanism than mining and staking; it uses a group of
bank-owned servers to confirm transactions on the blockchain.'” Because
Ripple controls the consensus mechanism, XRP could be considered
“centralized” crypto.''® Having a centralized consensus mechanism allows
owners of XRP to have a sort of “customer support” if something goes wrong
(such as losing access to XRP tokens in a wallet), and XRP tokens can be
managed or recovered.'!!

Currently, Ripple’s centralization system is causing it to be involved in
a lawsuit with the Securities and Exchange Commission (SEC).''? The SEC
is attempting to classify XRP as a security, and therefore is suing Ripple for
selling unregistered securities.'”® Bitcoin and other altcoins have no central
figure governing their blockchain, so they cannot technically be considered
securities because no company exists to issue tokens or be sued.''* The
outcome of SEC v. Ripple Labs Inc. opens up the possibility of certain crypto
being treated as securities, which are then subject to SEC laws and
regulations.'"

106.  What is Cardano? (ADA), KRAKEN, https://www.kraken.com/en-us/learn/what-is-cardano-ada/
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DAILYDOT (Dec. 23, 2021), https://www.dailydot.com/debug/death-internet-cryptocurrency-matthew-
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E. Crypto Platforms

There are various third-party platforms that individuals may purchase
and exchange crypto on.''® Crypto other than Bitcoin are referred to as
altcoins, and the type of altcoin an individual wishes to purchase will
determine which platform the individual will use.''” Some other factors that
an individual should consider when choosing a platform are pricing,
withdrawal options, and security.''® Estate planners should become familiar
with the various platforms’ functions to effectively advise clients on the tax
effects of transactions on these platforms.'"”

1. Exchanges

A crypto exchange is the optimal place to purchase crypto because it
allows users to purchase crypto, exchange altcoins, and depending on the
exchange, stake their coins.'””® Some examples of crypto exchanges are
Coinbase, Kraken, and Binance.'?!

Coinbase is a popular crypto exchange due to its selection of altcoins
available for purchase and user-friendly interface.'*> Coinbase allows users
to directly invest U.S. dollars and has an extensive list of coins available for
purchase.'®® After the court case United States v. Coinbase, Inc., Coinbase
must report to the Internal Revenue Service (IRS) any individuals who make
a transfer on its platform to ensure that individuals are reporting their crypto
transactions on their tax returns.'**

Another popular exchange is Kraken, one of the safest crypto exchanges
for individuals to use with a vast variety of altcoins.'* Kraken initially had a
larger selection of more valuable crypto, but now Coinbase has caught up
with its selection of altcoins.'”® Finally, Binance is one of the cheaper

116. Luke Conway, Best Crypto Exchanges, INVESTOPEDIA, https://www.investopedia.com/best-
crypto-exchanges-5071855 (Nov. 8, 2021) [https://perma.cc/4L7TM-VIFV].

117. Id.; Jake Frankenfield, What Investors Need to Know About Altcoins, INVESTOPEDIA,
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122. Taylor Tepper & John Schmidt, The Best Crypto Exchanges of 2021, FORBES ADVISOR,
https://www.forbes.com/advisor/investing/best-crypto-exchanges/ (Mar. 1, 2022, 10:59 AM) [https://per
ma.cc/5S98H-XK25].
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28, 2017).
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exchanges in regard to fees when purchasing crypto.'?” It has the highest
trading volume over Coinbase and Kraken.'?®

2. Other Third Parties

Individuals may buy and sell crypto on Venmo and PayPal even though
these are not crypto exchanges.'?’ In addition to allowing the purchase and
sale of crypto, these platforms allow individuals to make purchases with
crypto.'** However, purchasing crypto on platforms like Venmo and PayPal
limits the ability to make certain transactions that are only possible on an
exchange."! For example, crypto purchased on Venmo or PayPal cannot be
transferred to other accounts, and there is no private key, which prevents
crypto purchased on these platforms from being sent to a wallet.'** These
platforms are also typically limited to Bitcoin and a few other altcoins.'*?

Venmo, an app that allows individuals to make fast payments to friends
or for business, now has a section on the app just for crypto.”** On it, an
individual may purchase Bitcoin, Ethereum, Bitcoin cash, or Litecoin.'*
Venmo will allow users to view their prior activity, manage transaction
disputes, and, if required, generate tax forms for reporting earnings from the
sale of crypto.'*® This will be helpful for individuals to keep track of their
transactions using crypto.'*’

PayPal was one of the first companies to start accepting Bitcoin.'*®
PayPal only allows users to purchase Bitcoin, Ethereum, Bitcoin Cash, or
Litecoin.'** PayPal facilitates the purchase and sale of crypto and allows a
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129.  Cryptocurrency on PayPal — Purchase Questions, PAYPAL, https://www.PayPal.com/us/smart
help/article/cryptocurrency-on-PayPal-%E2%80%93-purchase-questions-faq4487 (last visited Mar. 10,
2022) [https://perma.cc/ESW8-8UCX].

130. Id.

131. Id.
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(Jan. 21, 2022, 1:57 PM), https://turbotax.intuit.com/tax-tips/self-employment-taxes/paypal-and-venmo-
taxes-what-you-need-to-know-about-p2p-platforms/LSDNjOUMI1 [https://perma.cc/MBC9-ACJF].
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user to use crypto to purchase at checkout."*® However, individuals cannot

purchase or exchange other types of crypto on PayPal.'*' PayPal currently
only allows crypto transactions to occur within the U.S. However, PayPal is
planning to expand the service to certain global markets, facilitating easier
international transactions without the multiple bank middlemen.'**

Having platforms outside of exchanges can add to the complexity of
managing crypto assets of an individual’s estate because the individual must
keep track of all transactions on these platforms as well as on exchanges.'*
If a taxpayer purchases Venmo or PayPal using crypto, the taxpayer will need
to be aware of the fair market value (FMV) of the crypto at the time of the
purchase in order to calculate the recognized gain or loss on the sale.'*

F. Technology on the Blockchain

Some other popular uses of the blockchain include smart contracts,
NFTs, dApps, and DeFi.'*> These uses of the blockchain have risen in
popularity over the past few years and have potential to become a regular part
of societal operations.'*® Individuals who participate in these blockchain
functions can add to or affect the individual’s assets, and therefore estate
planners should be aware of these different types of blockchain
applications.'"’

1. Smart Contracts

Blockchain technology has the capability of executing smart
contracts.'*® Smart contracts digitally facilitate, verify, and enforce the
performance of transactions between individuals.'*” Smart contracts are
self-executing, meaning there is no third party required to facilitate the
transaction; once the conditions of the contract are met, the contract is
executed.”® Even with the creation of a smart contract, there is a taxable
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event."”! Individuals must pay crypto to form a contract on the blockchain.'
Smart contracts are essentially computer programs using if/then computer
code programing that is stored inside a block of the blockchain.'>* Going back
to wallets, a smart contract is a wallet that is controlled by a computer
program rather than a private key, but it has a public key for information or
coins to be received and sent.** Some things to note about smart contracts
are that they are immutable, meaning that once they are created, they cannot
be changed.'*® This can be beneficial for security purposes in that no one can
change a contract behind another person’s back.”® However, because it
cannot be changed, if amendments need to be made, a whole new contract
has to be formed."*” Also, the contract is validated by other users, so an
attempt by a person to hack a contract to release funds prematurely or to a
different party will be invalidated by others on the distributed ledger
network.'®

A simple example of how a smart contract works: if person X wants to
give five ETH to person Y in exchange for person Y giving person X ten
LTC, a basic smart contract can be formed to make this transaction happen.'>
The contract rules would be that X can only receive ten LTC if X deposits
five ETH.'® If X transfers five ETH to the smart contract (by sending the
ETH to the smart contract’s public key), the smart contract will automatically
transfer ten LTC from Y’s wallet to X’s wallet.'’ Once X meets the “if”
condition of transferring five ETH, this triggers the “then” result of
transferring ten LTC from Y’s account.'®

With the way crypto is currently treated for tax purposes, the tax
consequences are that both person X and person Y have realized a gain or
loss from the exchange of their respective crypto.'®® Additionally, whoever
created the smart contract would have had to use crypto to generate the smart
contract, another taxable transaction.'®

Estate planners should be aware of this type of technology because
smart contracts have the potential to execute wills and other estate planning
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instruments on the blockchain.'® Wills can be developed as an NFT
(described in a later section), based on smart contract coding.'*®

2. Decentralized Apps (dApps)

Decentralized apps, or dApps, are built on decentralized technology,
i.e., blockchain technology.'” Not all blockchains can support dApps; for
example, the Bitcoin blockchain does not support dApps but Ethereum’s
does.'® DApps are reliable because they are open-sourced, meaning that
anyone can see the coding to understand how the smart contracts are being
executed, free from censorship or government control, and they never go
offline because blockchain technology running the dApps runs on multiple
servers.'®

There are several categories of dApps, and popular categories include
game dApps, marketplace dApps, and DeFi dApps.'” A marketplace dApp
allows for the exchange of crypto and other blockchain assets (such as
NETs).'”" Cryptokitties is a game and marketplace dApp on which
individuals can buy blockchain tokens that represent a kitty.!”* These kitties
are very popular and can be very expensive.'” Cryptokitties originally started
out as a game, but as it became more popular, marketplace dApps, such as
OpenSea, began trading cryptokitties.'” The possibilities for dApps are
endless; there can be dApps that are coded to fit any industry need, and dApps
are secure and transparent because they are based on blockchain
technology.'”

3. Non-fungible Tokens (NFTs)

A non-fungible token, or NFT, is a type of cryptographic token stored
on the blockchain that represents ownership of a digitally scarce good, such
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as a piece of art or collectible.'’® To understand what an NFT really is, it helps
to break down the meaning of the name itself.'”” The word “fungible” means
something that is able to be interchanged with another thing of equal value.'”™
For example, if you have two cans of the same type of soda in the same size,
you can exchange those two sodas to get the same value.'”” However,
something like an original painting by a famous artist does not have anything
exactly equal to it because it is original and unique, and therefore is
“non-fungible.”'*® With this in mind, a “non-fungible token” means that
unique property is stored within a token on the blockchain.'®' Examples of
current uses of NFTs are art, games, and domain names.'*?

NFTs can be purchased by transferring crypto, like Ethereum, to a
digital (hot) wallet and then joining an online marketplace dApp.'*> Some
examples of marketplace dApps are Zora, Decentraland, and OpenSea.'®
Decentraland is a game that allows players to buy digital land (NFTs) that
can be sold, exchanged, and advertised.'® With the development of the
Metaverse, estate planners should be aware of the potential property acquired
within the Metaverse that will become a part of the assets that individuals
own.'®¢

Estate planners should be aware of NFTs because clients may own a
variety of NFTs and want to pass these assets on after death or gift them
during life."®” Another reason NFTs are important is that they could be used
to represent ownership of any asset, such as the deeds, copyrights, titles,
etc.'®® If the title to certain assets is in the form of an NFT, the estate planner
must advise the estate planner’s client on giving instructions to the fiduciary
or executor of the estate on how to access NFT titles."* NFTs could even
represent a will, and if this becomes a legal way of executing a will, then
estate planners must be aware of how to create them.'”
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4. Decentralized Finance (DeFi)

Decentralized Finance, or DeFi, is a decentralized financial system
based on smart contracts (mainly on Ethereum) and run by dApps that can
perform all sorts of financial services such as lending, borrowing, buying
insurance, and investing.'”' DeFi does not require intermediaries and is open
to everyone.'*? It brings together lenders and borrowers without relying on a
third party, which significantly saves both parties from paying large fees.'”
The concept of DeFi developed due to the current financial system being
slow, discriminatory, and expensive.'” The current financial system is run
by third parties, i.e., banks, that charge high fees and can block individuals
from accessing certain services or blocking payments.'®

Individuals can participate in DeFi services through dApps that are a
collection of smart contracts on the blockchain called protocols.'”® DApps
have coins of their own that individuals can purchase along with the ability
to perform some sort of DeFi service.'”” Many popular DeFi protocols take
place on the Ethereum blockchain, and any exchange that occurs within the
protocol requires a “gas fee” of Ethereum coin.'”® Some examples of DeFi
protocols are Maker, Uniswap, and Compound.'*’

Maker, the token of the dApp MakerDao, has a blockchain protocol that
has automated crypto lending and is the operator of the Ethereum stable coin
DAIL*® Uniswap is a popular DeFi protocol that facilitates the automated
trading of crypto tokens.””" In other words, individuals can use Uniswap
instead of an exchange like Kraken, and the process is much quicker.*”
Compound is a lending and borrowing DeFi protocol that allows users to earn
interest on the user’s crypto through deposits into different Compound
liquidity pools.””® When an individual lends crypto to a liquidity pool, the
individual receives Compound coins in return that represent the individual’s
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assets in the liquidity pool.*** These loaned assets to the liquidity pool may
be redeemed at any time.””> NFTs can also play a part in DeFi because they
can serve as collateral in the lending protocol.*

Insurance is also available in a decentralized form on DeFi platforms.*’’
Individuals might buy insurance on a DeFi platform to insure smart contracts
or deposits.’” Two examples of DeFi insurance platforms are Nexus Mutual
and Opyn.’” In a white paper from Nexus Mutual, the goal of decentralized
insurance is to bring back transparency and remove third-party agencies that
have high insurance premiums and are not always acting in the best interest
of their customers.?'® DeFi insurance markets are still in early stages because
there are several risks and downsides, such as not being able to price risk or
the lack of platform decentralization if the platform is controlled by a group
of individuals.?'' DeFi transactions are relevant to estate planners because a
client may have assets on one of these platforms (as a lender, borrower,
insurance owner, etc.), and it is important to determine what will happen to
these assets after death.”'? Additionally, as decentralized insurance continues
to develop and overcome some of its weaknesses, individuals may want to
create a life insurance plan on a DeFi platform, and estate planners will need
to be prepared to advise on these matters.*'?

III. How IS CRYPTO LEGALLY CLASSIFIED IN THE UNITED STATES?

The U.S. has not released a clear classification of crypto as an asset
class; however, different regulatory organizations have different views of
how it should be classified.”'* For example, the SEC views crypto as a
security in certain instances, the Commodity Futures Trading Commission
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(CFTC) calls crypto a commodity, and the IRS classifies crypto as property
for tax purposes.’'

A. Crypto Classified as Property

In 2014, the IRS released Notice 2014-21, which describes how general
tax principles would apply to virtual currencies.?'® This was the first time the
IRS addressed how crypto would be classified and how it would be
reported.’!” Bitcoin and other altcoins had not been taken too seriously by the
general public up to that point, but because it was experiencing growth, the
IRS took a stance.”'® The IRS refers to crypto as “virtual currency,” but
despite the word “currency,” the IRS gave notice that virtual currency is not
“real” currency in that “it does not have legal tender status in any
jurisdiction.”"?

The IRS further classified crypto as convertible virtual currency, which
is a “[v]irtual currency that has an equivalent value in real currency, or that
acts as a substitute for real currency.”**

B. Tax Treatment of Crypto as Property

Because crypto is treated as property and, in most cases, is held as an
investment, crypto would be considered a capital asset according to Section
1221 of the Internal Revenue Code (IRC).??' This means that a taxpayer will
recognize a gain or loss for the sale or exchange of the taxpayer’s crypto.”*
Capital gains or losses are reported on IRS Form 8949 (reports sale of capital
assets), which then roll up to Schedule D on a Form 1040 (Schedule D reports
the sale or exchange of capital assets).”” If the taxpayer sells crypto, uses
crypto to purchase goods or services, or exchanges one type of crypto for
another, this will result in a capital gain or loss.?** Taxpayers need to keep

215. Id.

216. Stanley L. Blend, Recent Developments in Federal Income Taxation, U.T. L. CLE TAX
CONFERENCE 1, 25 (2020).

217. 1Id.;LR.S. Notice 2014-21, 2014-16 L.R.B. 938.

218. See Rachel Abrams, L.R.S. Takes a Position on Bitcoin: It’s Property, N.Y. TIMES (Mar. 25,
2014, 2:59 PM), https://dealbook.nytimes.com/2014/03/25/i-r-s-says-bitcoin-should-be-considered-
property-not-currency/ [https://perma.cc/D6DW-RCUQ].

219. LR.S. Notice 2014-21,2014-16 I.R.B. 938.

220. Id

221. LR.C.§ 1221.

222. Seeid. § 1222.

223. Bass, supra note 6; About Schedule D (Form 1040), Capital Gains and Losses, IRS,
https://www.irs.gov/forms-pubs/about-schedule-d-form-1040 (July 15, 2021) [https://perma.cc/MCA4F-
R2PL]; id. § 61(a)(3); Treas. Reg. § 1.61-6; Instructions for Form 8949 (2020), IRS, https://www.irs.gov/
instructions/i8949 (Jan. 13, 2022) [https://perma.cc/9AX9-QDIJ].
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track of the FMV of their crypto when participating in a taxable event in order
to maintain accurate records.**

Income from activities such as “mining, staking, earning interest, or
getting paid for services in crypto” are not considered capital gains,
initially.”** Every time a staking reward is received, ordinary income is
recognized.”?” In order to recognize the income on staking rewards, the
taxpayer will need to keep track of the FMV at the time the staking reward is
received.””® However, although staking rewards are initially reported as
ordinary income that a taxpayer must pay taxes on in the year received, when
the taxpayer sells crypto acquired from the staking reward, the taxpayer must
realize a capital gain or loss.”” For example, if a taxpayer were to receive
one ADA (Cardano’s coin) as a staking reward, and at the time, one ADA
equaled $2.17, the taxpayer would recognize ordinary income of $2.17 and
will pay taxes on it as if the taxpayer had received $2.17.%° The taxpayer may
hold the ADA for a while, but if later decides to sell it, the taxpayer will be
taxed on the sale as a capital asset.”*’!

The difficulty that can arise from keeping track of staking rewards for
ordinary income is that these rewards can happen weekly, and it is up to the
taxpayer to keep a record of the price of the crypto when the reward was
received.”*? Additionally, paying taxes on a staking reward when received
could have consequences later if the taxpayer sells the crypto reward at a loss,
which will be governed by the capital loss rules.”**

C. State Specific Treatment of Crypto

There is currently no uniformity on how states handle businesses that
deal in virtual currencies.”** Some states have not provided any guidance or
regulations for crypto, some have guided handling and transmitting, some
have provided “friendly” regulations, and some have implemented heavy
regulations.”> Some regulations can require a license to transmit crypto,

225.  See Do You Pay Taxes on Crypto Staking Rewards?, COINTRACKING (July 15, 2021), https://
blog.cointracking.info/do-you-pay-taxes-on-crypto-staking-rewards/ [https://perma.cc/S8LC-NGEN].
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2014-16 I.R.B. 938.
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while other states do not impose a license.”*® Most states at least address the
transmission of crypto.*’

1. States Friendly to Crypto

Texas was one of the first states to take a position on crypto through
Memorandum 1037 from the Texas Department of Banking, clarifying that
no money transmitter's license is required to sell Bitcoin.”*® Recently, the
Texas state legislature passed Texas House Bills 1576 and 4474, and
Governor Abbott signed these bills into law in May 2021, establishing a
blockchain working group in the state and amended Texas’s Uniform
Commercial Code to recognize crypto under commercial law.**

Another state with regulations friendly to crypto is Wyoming.**
Wyoming enacted legislation to make it easier to operate a crypto business
with the Utility Token Bill, which exempts “Utility Tokens” from the state’s
securities laws provided that the tokens meet certain requirements.’*!
Additionally, Wyoming has passed legislation that allows corporations to
store records on the blockchain and has exempted virtual currencies from the
state property tax.>*

2. States Difficult for Crypto

Both Washington and New York have heavily regulated crypto by
requiring licenses and other regulations that make it difficult for people in the
business of trading crypto.”*® This largely affects people involved in
operations related to transactions involving crypto but does not necessarily
negatively affect crypto owners who are simply buying and selling crypto.***

Washington classified virtual currency as within the definition of money
transmission under Washington’s Uniform Money Services Act and required
virtual currency exchange operators to comply with the licensing
requirements like a traditional money transmitter would.** These regulations
have caused crypto exchanges to leave states like Washington due to the
overbearing costs of the license requirements.**°
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237. Id.

238. TEX. EST. CODE ANN. §§ 2001.051, 2001.053; see Kohen, supra note 234.

239. Turner Wright, Cryptocurrencies Now Recognized Under Commercial Law in Texas,
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In New York, under 23 CRR-NY 200.2(q), this rule requires “[a] person
(whether an individual or a company) that engages in Virtual Currency
Business Activity [to have or obtain] a BitLicense.”¥’ Virtual currency
business activity includes:

(1) receiving virtual currency for transmission or transmitting virtual
currency, except where the transaction is undertaken for non-financial
purposes and does not involve the transfer of more than a nominal amount
of virtual currency;

(2) storing, holding, or maintaining custody or control of virtual currency
on behalf of others;

(3) buying and selling virtual currency as a customer business;

(4) performing exchange services as a customer business; or

(5) controlling, administering, or issuing a virtual currency.?*®

Taxpayers simply buying and selling crypto for investment purposes or
businesses that accept crypto as payment do not have to obtain a
BitLicense.”® For individual estate planning purposes, these imposed
regulations do not greatly affect the taxpayer directly.”>” However, they affect
crypto businesses and will likely cause these businesses to leave and go to
other states with fewer regulations.”"

3. Uniform Law Commission—Regulation of Virtual-Currency Businesses
Act

The Uniform Law Commission has introduced the Regulation of
Virtual-Currency Businesses Act to assist states in creating legislation on
crypto.?>? So far, only a few states have adopted some of the provisions in the
Act, but no states have fully implemented the Act in its entirety.”>

D. Businesses Accepting Crypto
Several prominent businesses accept crypto (typically Bitcoin) as

payment for goods or services.”>* Most recently, Elon Musk announced that
Tesla is buying $1.5 billion worth of Bitcoin.**> Large businesses that accept

247. BitLicense FAQs, NEWYORKSTATE, https://www.dfs.ny.gov/apps_and_licensing/virtual curren
cy_businesses/bitlicense_faqgs (last visited Mar. 16, 2021) [https://perma.cc/CAA4-3RMM].
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crypto include Microsoft, Etsy, Whole Foods, Starbucks, and more.>®
Moreover, many large and small businesses across the U.S. also accept crypto
as payment.257

E. How Do Other Countries Classify Crypto?

Countries across the world have all reacted differently to crypto.”>®
Some countries have embraced the new technology with open arms, while
others see it as a threat and have gone as far as making it illegal.”>* Several
countries have little guidance on handling crypto or their regulations on it are
vague.”®® With crypto being so new and still in the development process, there
has been little time to put regulations that can effectively meet crypto
needs.*!

1. Crypto as Legal Tender

As of June 9, 2021, El Salvador is the first and only country to approve
crypto (specifically Bitcoin) as legal tender.* In sixty-two out of eighty-four
votes, Salvadoran Congress voted for Bitcoin to be legal tender.”® El
Salvador’s President, Nayib Bukele, stated this would make it easier for
Salvadorans abroad to send money back home.?** It is expected that other
countries will soon follow El Salvador in this move.*®’

2. Bans on Crypto

Some countries, including China, Egypt, Iran, Iraq, Russia, Turkey,
Vietnam, have restricted or illegalized crypto.”®® Many of these countries’
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257. Id.

258. Cryptocurrency Regulations Around the World, COMPLY ADVANTAGE (Feb. 6, 2020),
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central banks have imposed these bans due to the inability to regulate crypto
or because the central bank is seeking to promote its own e-currency.”®’

3. Other Classifications

Many countries, including the U.S., fall into a middle zone of treating
and regulating crypto.”*® Like the U.S., other countries that have classified
crypto as property are the United Kingdom, Australia, and Singapore.”®
Canada treats crypto similar to other commodities, Japan treats crypto as
legal property that is taxed as miscellaneous income, and in South Korea,
crypto is closely monitored, but because it has not been classified as currency
or a financial asset, crypto transactions are currently tax free.’’’ Several
countries, such as Afghanistan, Cuba, and India, have not released any
guidance for or against crypto but are in the process of creating a
framework.?”' It is clear that every country has had difficulty classifying or
determining how to treat and regulate crypto, which points to a need for an
entirely new classification and regulatory scheme specifically for crypto.?’?

IV. HYPOTHETICAL: THE CRYPTO TRANSACTIONS OF SCARLET

There are many different types of transactions and platforms that
involve crypto.””? Each of these various transactions have various tax
consequences, and depending on the platform or wallet that the crypto is
stored on, it could be difficult to access when a person passes on.”” Estate
planners need to be aware of the different types of crypto actions a person
takes during that person’s lifetime to create the best plan for individuals who
would like to pass on crypto assets after death.?’* This section will go through
a hypothetical situation of an individual who makes various crypto
transactions.”’® The following sections will analyze how estate planners
should handle these types of transactions in preparing crypto assets to be
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269. Id.

270. Cryptocurrency Regulations Around the World, supra note 258.
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passed on and the possible consequences of inadequate planning.””” Note that
the relative increases/decreases in Scarlet’s crypto assets are not exactly
accurate to the actual crypto price fluctuations.””®

A. The Rookie Crypto Investor

Scarlet is a taxpayer who has several different investments and has been
hearing more about crypto as an asset.””’ Scarlet has not had time to research
crypto, but she does not want to miss out on a potential investment.** Not
knowing much about crypto exchanges, Scarlet chooses to use PayPal to
purchase crypto, a platform she is already familiar with and has an account
on.”®! Because Scarlet is new to crypto investments, she only wants to invest
$2,000 into crypto assets.”®” The process of buying crypto on PayPal is
relatively straightforward, and in December 2020, Scarlet invests $1,000 in
Bitcoin, $500 in Ethereum, and $500 in Litecoin.?

If Scarlet sticks with her ownership of crypto only on PayPal, she will
easily keep track of her transactions.*** However, now that Scarlet has started
investing in crypto, she wants to learn more.**®

Scarlet meets up with her friend Jeannie, who has been investing in
crypto for years and has learned about the different investment opportunities
and uses of crypto.?*® Jeannie tells Scarlet about a crypto exchange, Kraken,
where she was able to stake her Ethereum coins and is now receiving staking
rewards that are passively increasing her crypto assets.”®” Scarlet, intrigued
by all the possibilities crypto has to offer, begins researching crypto and
looking into the staking process.”®® Scarlet decides she would like to stake
some of her Ethereum on Kraken.?® However, Scarlet realizes that she will
not be able to transfer her crypto from PayPal to Kraken and retain her
original basis; the only way to get her crypto off of PayPal is to sell it.””" At
this point, Scarlet has two choices: she can either sell the current crypto she
has and then repurchase it on Kraken, or she can leave what she has in PayPal

277. See infra Parts IV-V.
278. See infra Section IV.A-C.
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and invest more money in Ethereum on Kraken.”' Scarlet’s current crypto
ledger:

Scarlet’s Crypto

PayPal Amount Invested:
Bitcoin $1,000

Ethereum $500

Litecoin $500

Scarlet’s crypto balance as of December 2020
B. From Novice to Expert

Scarlet decides to wait a few months before making any new investment
moves in crypto and, in the meantime, does some further research.?*> She has
learned more about several other altcoins and has specifically become
interested in Cardano and XRP.*”* She decides she would like to start
investing more money but wishes she could use some of her gain with Bitcoin
and Ethereum to buy XRP.** If Scarlet had been on an exchange, like
Kraken, she could have easily exchanged some of her Bitcoin and Ethereum
for XRP, but because her crypto is still stored on PayPal, she cannot make
this type of exchange.””® Scarlet sells her Bitcoin and Ethereum on PayPal at
a gain and then uses the money from the sale to repurchase them on
Kraken.?”® Scarlet also decides to invest an extra $1,000 in Cardano and $500
in XRP.?’7 Scarlet decides to stake 20% of her Ethereum and 100% of her
Cardano.**® Scarlet now has the following crypto ledger:
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Scarlet’s Crypto
PayPal Amount Invested
Litecoin $500
Kraken Amount Invested
Bitcoin $1,200
Ethereum $800 (20% staked)
Cardano $1,000 (100% staked)
XRP $500

Scarlet’s crypto investment as of May 2021
C. The Seasoned Investor

Scarlet had some time off during the summer and could do a lot more
research on crypto.?” Additionally, she has learned about NFTs and some
DeFi services through dApps.>” Scarlet has also decided to store some of her
crypto in wallets.>*' In order for Scarlet to purchase NFTs and participate in
DeFi services, she must transfer some of her crypto to a hot wallet, so Scarlet
transfers $640 worth of Ethereum to a hot wallet called Metamask.*** Scarlet
has heard of a crypto game called cryptokitties where you can buy Kkitties in
the form of NFTs.** Scarlet decides she would like to purchase a cryptokitty
for what would be worth $50 in Ethereum.*** In order to purchase the
cryptokitty, Scarlet has to pay a gas fee worth $10 of Ethereum.** Scarlet’s
cryptokitty is transferred to her MetaMask wallet, where she plans to keep
i 306

Scarlet decides she would like to earn interest on her crypto, so she gets
on the DeFi dApp Compound to lend some of her Ethereum in order to gain
interest on it.>*” Scarlet decides to lend $300 worth of Ethereum, and she does
this by transferring $300 worth of Ethereum from her MetaMask wallet.’*®
As alender, Scarlet will earn interest on her crypto and will also earn COMP,
the Compound coin.*”
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Scarlet wants to experiment with making an automatic exchange on
a dApp called Uniswap, and she plans to exchange some of her Ethereum for
a coin called Sands.*'” Scarlet uses Metamask to transfer $100 worth of
Ethereum in exchange for Sands.*'' The Sands Scarlet received is transferred
to her MetaMask wallet.>'? Scarlet had to pay a gas fee worth $15 of
Ethereum.*"

Finally, Scarlet would like to transfer the crypto she is not actively
exchanging or staking on a cold wallet for safekeeping.’'* She buys a Ledger
hardware wallet, transfers her Bitcoin and XRP off Kraken, and then transfers
her Sands from MetaMask.*"?

Scarlet’s Crvpto
Amount Invested

PayPal
Litecoin $500
Kraken (Exchange)
Ethereum $160 (staked)
Cardano $1,000 (staked)
MetaMask (Hot Wallet)
Ethereum $165
Cryptokitty NFT $50
Compound (DeFi)
Ethereum $300
COMP TBD
Ledger (Cold Wallet)
Bitcoin $1,200
XRP $500
Sands $100

Scarlet’s ending crypto balance as of August 2021
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V. ESTATE PLANNING WITH CRYPTO

Estate planners need to start incorporating specific plans for managing
crypto assets.’'® As evidenced in the Scarlet hypothetical, there are many
qualities about crypto that are different from other assets, and therefore
require special treatment when it comes to estate planning.’'” Additionally,
there are several different places where Scarlet’s assets are located.>'® There
are two main objectives estate planners need to consider when estate planning
with crypto assets: access and tax planning.’'’ This section will cover how
estate planners can manage crypto assets by making an estate plan for
Scarlet.*?

A. Essentials for the Estate Planner

When planning the estate, the first step is to gather the facts, or in other
words, gather all the relevant information about an individual’s assets.*?!
Once the facts are gathered, the next step is to plan how the individual would
like to distribute the assets with the best possible tax outcome and prevent
the loss of crypto assets due to procedural issues.**

There are several important facts that an estate planner must have in
order to properly manage crypto assets.*”> Here is a list of questions that
estate planners should ask when planning for crypto:

e Do you own any cryptocurrency or blockchain related assets? If so,
please list the various types of cryptocurrencies you own (Bitcoin,
NFTs, etc.).’**

e Please list every platform, exchange, or wallets that your
cryptocurrency may be stored on.**

e Are any of your cryptocurrencies currently staked? Please list the
different cryptocurrencies you have staked and the percentage of
each cryptocurrency that is staked.**®
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e Are any of your cryptocurrencies involved on a DeFi platform or
have you lent U.S. Dollars on a DeFi platform?#?’

e How are you currently preserving your private keys and
passwords?*?®

Going back to the Scarlet hypothetical, Scarlet has decided to create an estate
plan for passing on her crypto assets, and she hires an attorney who is familiar
with managing crypto.’” Scarlet’s attorney gives her a form with questions
about her crypto assets, and this is what her completed form would look like:

Do you own any cryptocurrency or blockchain related assets? If so,
please list the various types of cryptocurrencies you own (Bitcoin,
NFTs, etc.):
e Bitcoin, Ethereum, Sands, Litecoin, Cardano, XRP, COMP, one
NFTs (Cryptokitty)

Please list every platform, exchange, or wallets where your
cryptocurrency may be stored on and where each crypto asset is
stored:
e PayPal: Litecoin
Kraken: Staked Ethereum, and Staked Cardano
Cold wallet: Bitcoin, Sands, XRP
Metamask (Hot wallet): Non-staked Ethereum, 1 NFT
Ledger (Cold wallet): COMP, Ethereum

Are any of your cryptocurrencies currently staked? Please list the
different cryptocurrencies you have staked and the percentage of
each cryptocurrency that is staked:

e Ethereum on Kraken is staked, Cardano 100% staked

Are any of your cryptocurrencies involved on a DeFi platform or
have you lent USD on a DeFi platform?
e Compound, lending Ethereum and receiving interest plus
rewards of COMP

How are you currently preserving your private keys and
passwords?
e  Online secure password website

327. Seeid.
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Given the various places where Scarlet’s crypto is stored, the estate planner
needs to make sure that the executor or fiduciary of Scarlet’s estate has been
granted permission to access these various platforms by Scarlet.”*" The
executor or fiduciary must have access to Scarlet’s various passwords and
private keys to either sell the crypto or to pass down the assets to her
beneficiaries to have access.™"

B. Estate Plan

Several issues can arise when creating a plan for passing an individual’s
estate to the beneficiaries, and individuals with crypto add to the challenges
estate planners already face in preparing an individual’s estate plan.**?

In Scarlet’s case, she has acquired several crypto assets, and now she
would like to add her crypto assets to her will.>** Scarlet is single and has
only one son named Ronin that she would like to bequeath the majority of
her estate to.** However, because her friend Jeannie was so helpful in getting
her started with crypto, she would like to gift some of her crypto assets upon
her death to Jeannie.*

With crypto being so volatile, she will have to be careful about how her
crypto assets will pass to her beneficiaries.™® Assets are valued on the date
of death so that a person’s beneficiary may have a step-up basis in the assets
they acquire from an estate.*” This could be bad for beneficiaries inheriting
a volatile asset because if it has a high value on the day of death but then
drops in price, it may be difficult for the estate to pay any estate tax.**®

1. Planning with a Will

If Scarlet simply wants to create a will to bequeath her assets, Scarlet
can have her entire estate pass to Ronin, except for bequests to Jeannie of the
specific assets she would like to pass on to her.**® Scarlet stores all of her
crypto information, such as passwords to any accounts, private keys, seed
phrases, and authenticator apps, on a secure online password website.**’

Scarlet’s attorney will need to make sure her will provides adequate
instruction on obtaining these passwords to Scarlet’s accounts.**! If Scarlet
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does not want to directly include her passwords within the will, she can
provide instructions of how the executor or fiduciary can access her
passwords upon death, such as being given access to a bank deposit box that
contains a letter with all the relevant password information.*** In addition to
instructions, Scarlet must also provide express permission for the executor or
fiduciary of her estate to have access to all her accounts.>* This permission
is essential due to the Revised Uniform Fiduciary Access to Digital Assets
Act (RUFADAA), which requires individuals to provide express consent to
a fiduciary or executor to access digital accounts or assets.*** Estate planners
must advise their clients to include this consent for access to their clients’
crypto accounts.>®

Next, Scarlet and her attorney will need to determine how her assets will
be distributed.**® The most simple and straightforward way Scarlet can
bequeath her crypto assets is by giving Ronin direct access to her accounts.**’
This would not require the executor to transfer funds from a wallet or make
any transactions on an exchange or DeFi platform.**® However, because
Scarlet is giving some of her crypto to Jeannie, this will require a transfer of
assets to Jeannie’s wallet.**’

If Scarlet wants to transfer some of her Bitcoin to Jeannie, the executor
will need to access Scarlet’s cold wallet and use the private key to send the
Bitcoin to Jeannie.** However, things could get complicated if Scarlet wants
to transfer all of her Ethereum to Jeannie.*®' This would require the executor
getting on Kraken and un-staking the Ethereum (which is not always
something that can be done immediately) before making the transfer.>>* Then,
the executor would have to get on Compound and redeem the money Scarlet
lent to a liquidity pool.*> Finally, the executor would send over the remaining
Ethereum on Scarlet’s MetaMask wallet.>* This process could be difficult
for an executor who has no knowledge of crypto assets or how they work,
and in the process, there may have been new transactions that have incurred
a tax consequence for which the estate is liable.**® This is when it is ideal to
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have an estate planner who is aware of these types of consequences and who
could advise Scarlet to keep any amount she might want passed on to Jeannie
in a wallet that is easy to transfer.>*

2. Planning with a Trust

If Scarlet wanted to put some of her assets in a trust, this arrangement
could potentially help with tax planning, but there are some steps she must
follow to ensure that her crypto assets are not sold while in the trust.**” Under
the Uniform Prudent Investor Act (UPIA), which many states have adopted
in some form, a trustee has a duty to manage the assets within a trust account
in a reasonable manner.**® Crypto assets are volatile and thus risky assets to
keep within a trust, and therefore would likely require a trustee to sell any
crypto assets within the trust.* UPIA does allow itself to be overridden
through specific instructions from the settlor that allow the trust to hold
crypto assets despite their volatility.>*® Estate planners should also be aware
of the upcoming tax laws that could affect the use of trusts; in particular, the
Build Better Back Act has recently been passed by the House, and some of
the proposals in the act have direct effects on trusts.*®!

C. Tax Planning

As seen in the hypothetical, it is easy for a taxpayer to accumulate
several taxable events within a short period, possibly without understanding
all the tax consequences.’®® Because of these regular tax events, a taxpayer
needs to maintain accurate records of the FMV of crypto any time a
transaction occurs or a reward is received.’® It can be strenuous and complex
for the taxpayer and, by extension, the tax attorney or CPA managing the
taxpayer’s estate to keep track of the FMV for each of these taxable events.***
Tracking transactions is relevant because, upon the taxpayer’s death, the
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taxes for gains and losses of all the crypto transactions will be reported on
the taxpayer’s income tax return for the year of the taxpayer’s death, which
is then paid out of the estate.*®> Additionally, as seen in the situation where
Scarlet wants to transfer some of her crypto assets to a friend, several taxable
events can occur just in distributing the estate.**® A helpful tool that estate
planners can recommend to clients to keep accurate records of crypto
transactions is a website called CoinTracker.*®’

An analysis of Scarlet’s transactions and potential asset distribution will
show just how easily Scarlet’s tax consequences can accumulate when
dealing with crypto.’® Scarlet sold her Ethereum and Bitcoin that were on
PayPal, and because she held them less than a year, she will realize short-term
capital gains (STCG) for 2021.°° Scarlet now has to pay taxes on STCG.>”°
Additionally, Scarlet has lost her lower basis with her original purchase, and
when she repurchased the crypto on Kraken, she purchased it at a higher price
with money that had been taxed.””" Had Scarlet originally purchased her
crypto on Kraken, she could have immediately staked her Ethereum without
being taxed.>”

Transfers between wallets that do not involve an exchange, like when
Scarlet transferred her crypto on Kraken to her personal wallets, do not
involve a taxable event because no sale or exchange has occurred.’”
However, when Scarlet lent her Ethereum on Compound, she received
COMP in exchange for the amount she lent, and she will earn interest and
more COMP rewards over time.*”* Scarlet will have to pay taxes on the
interest and additional COMP rewards, but it is unclear when Scarlet should
pay taxes on the COMP that represents her lent Ethereum in the year she
receives the COMP.>”> While this technically is a transaction, because the
COMP represents her portion of Ethereum in the liquidity pool, she may not
need to realize a gain until she redeems her COMP for her Ethereum, at which
point she will have realized a gain or loss.>’® Estate planners need to be aware
of how taxpayers choose to report crypto income regarding transactions like
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this.*”” This type of transaction is not specifically addressed in Notice
2014-21, and while the safest option would be to report the COMP as income
upon receiving it, some taxpayers may choose the riskier option of waiting
to report the income upon redemption of the COMP for Ethereum.’” If
Scarlet were to choose the latter tax filing option, this would make a
difference when reporting the estate income tax.*”’

Regarding Scarlet’s purchase of the cryptokitty and the exchange of
Ethereum for Sands on Uniswap, both required a gas fee of Ethereum to make
these transactions happen.*® This gas fee would technically be an exchange:
payment of Ethereum in exchange for a smart contract function.”®' It does not
seem fair that this portion of the exchange should be taxed by recognizing a
gain or loss on the Ethereum used to pay the gas fee; however, the only
guidance we have from the IRS is that anytime there is a sale or exchange,
there is a taxable event.™® It is unclear whether the gas fee should be part of
the taxable transaction because, in the case of the cryptokitty, the gas fee
could be assumed to be a part of the price of the cryptokitty, such that it is
the number used to calculate the gain or loss on the exchange.’® However,
in the case of an Ethereum exchange for Sands on Uniswap, this is a like-kind
exchange, and the gas fee is not a part of the transaction price.***

The staking rewards that Scarlet receives from her staked Ethereum and
Cardano are taxed as ordinary income, similar to the interest Scarlet receives
on the money she lent on Compound.*®

Any of these transactions that create income (according to the IRS) after
death is income generated to the estate and will require the executor or
fiduciary to file a Form 1041.%*¢ If Scarlet plans to give her Ethereum to
Jeannie, transferring the Ethereum from being staked and from the liquidity
pool will result in taxable events, and therefore the executor will need to
know the FMV of the assets in order to properly file the gains (or losses) on
the Form 1041.%"
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VI. WHAT IS THE FUTURE FOR CRYPTO?

It is evident through the Scarlet hypothetical that treating crypto as
property for tax purposes poses challenges for both transactions and estate
planning.**® Additionally, keeping up with securities and commodity rules
that may soon apply in certain situations could also be difficult.*® There are
a few different paths the government could take for future treatment of
crypto, such as promulgating more uniform and informative regulations that
would make transacting in crypto more practical.**’ However, governmental
objections must be considered when making predictions or recommendations
for how crypto should be regulated in the future.*”!

A. A Simple Solution, or Is It?

A beginner looking into crypto and learning about it for the first time
may think that crypto should just be used as a currency and that the
government should make crypto legal tender.**> However, there is currently
a challenge with crypto being used as a currency to make purchases and sales,
and there are far more uses of crypto than just as a currency.’”> Additionally,
even if crypto did not have price volatility, governmental objectives could be
disrupted if crypto were to be used as legal tender.*** Other concerns, such as
tax fraud or illegal activity, might arise if crypto were to become legal
tender.*”’

The U.S. government has spent the past century developing the U.S.
central banking system through the federal reserve system (the Fed).*® The
goal of the Fed is “to promote the health of the U.S. economy and the stability
of the U.S. financial system.”*” The Fed achieves this goal by conducting
monetary policy, promoting financial system stability, supervising and
regulating financial institutions and activities, fostering payment and
settlement system safety and efficiency, and promoting consumer protection

388. Author’s original thought.

389. See Section I1.D.4.

390. Author’s original thought.

391. See infra Sections VI.A-B.

392. See Ryan Haar, You Can Buy More Things Than Ever with Crypto. Here’s Why You Shouldn ’t,
NEXT ADVISOR (June 29, 2021), https://time.com/nextadvisor/investing/cryptocurrency/should-you-use-
crypto-like-cash/ [https://perma.cc/69QC-K6H9].

393. Seeid.

394. See infra Sections VI.A.1-2.

395. See infra Section VI.A.2.

396. The Fed Explained, FED. RSRV., https://www.federalreserve.gov/default.htm (Mar. 16, 2022)
[https://perma.cc/M3LR-T43H].

397. Id.



2022] PLANNING FOR DISTRIBUTION OF CRYPTOCURRENCY AFTER DEATH 659

and community development.**® Crypto is essentially the direct opposite
function of the central banking system.*”’

1. Loss of Monetary Policy

Monetary policy is used to control the quantity of money available in
the economy.*” The central bank achieves this by controlling the interest
rates it charges to banks, which affects the interest rates on loans that
ultimately generate more money through interest payments.*’! Ignoring the
price volatility of crypto as a factor, if crypto became legal tender and people
began using crypto as a currency in replacement of the U.S. dollar, this could
undermine the effects of monetary policy.*”* This outcome is not favorable
for the Fed because not only would it lose power, but also the Fed’s economic
goals would not be achieved.*”

On a more extreme level, some would say the goal of crypto is complete
removal of intermediaries, including the central bank, in favor of a
decentralized system.*”* However, the government probably will not want to
do away with the central bank, as it is a form of control over the economy.**
In any event, Bitcoin and other altcoins are not technologically ready to
handle an entire country’s financial system, and there would still need to be
acceptance of this form of currency among the people.*”® This centralized
versus decentralized banking tension reflects the government’s hesitancy to
establish crypto as a legal tender.*"’

2. Less Ability for Regulation
Another concern the government has about crypto is the potential for

illegal activity and tax fraud.**® Because crypto transactions are anonymous,
illegal transactions can easily go unnoticed.*”® There is also potential for tax
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fraud with crypto.*'® As evidenced through the hypothetical, a taxpayer could
easily fail to report some of the taxpayer’s crypto transactions, and no one
would know the difference.*'! This could happen intentionally or by accident,
which is another reason why estate planners should be aware of all the
potential transactions that can happen with crypto so that taxpayers are not
unintentionally evading taxes.*'?

It is important to note that fraud and illegal activity will happen in any
financial structure or system.*'® Research shows that from 2017 to 2020, there
was an overwhelming criminal economic activity conducted through
traditional financial institutions.*'* A primary reason the financial crisis of
2008 happened was because of fraudulent activity within the current
monetary system.*'> Additionally, cash is still one of the largest mechanisms
funding illegal transactions.*'® Obviously, when approaching a new system
for financial transactions, it is important to be aware of the potential illegal
activities, and steps should be taken to avoid such activities.*!” Just because
there is an opportunity for illegal activity does not mean incorporating crypto
into the financial system is the wrong move, but it is a factor in why the
government might be hesitant to move forward with promoting growth in
crypto transactions before a plan is developed to monitor illegal activity that
occurs within crypto transactions.*'®

B. Other Solutions Outside of Legalizing Crypto as Currency

Crypto has generally been classified into three categories: commodities,
securities, and property.*'* Commodities are generally defined as a basic
good that is interchangeable with other goods of the same type.**” A security
is a financial instrument that has a monetary value that represents ownership
in a publicly-traded company through a stock or bond.**! Property, in general
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terms, is anything that a person can have legal title over, which gives a person
rights to a particular thing.*** Specifically, crypto seems to fall into the
intangible property category, although the blockchain underlying crypto
starts getting closer to the meaning of intellectual property (intangible having
no intrinsic value, intellectual having significant value).**

Crypto does not exactly fit into any of these categories.*** Crypto is not
really a good within the definition of a commodity as described by the
Commodity Exchange Act (CEA).**® The similarity, however, is that crypto
can be exchanged with other types of crypto (e.g., Bitcoin for Ethereum).**
Crypto is similar to securities in that, in a sense, it is an investment instrument
on which the individual has ownership, but it does not represent a claim to a
share in a corporation’s assets (in most circumstances) or claim over debt.**’
Crypto does fall within the meaning of property, but this classification is too
broad and results in tax liabilities that are overly burdensome and
unnecessary.*?® For crypto to be optimally functional, the government should
either develop a specific asset class for crypto with an accompanying
regulatory body that attempts to encompass the possible uses of crypto, or it
should continue classifying crypto as property but create a specific set of tax
laws governing how certain crypto transactions should be treated.*”” For both
of these options, the government’s objectives can be met while also allowing
room for change as crypto technology continues to grow.**’

1. Crypto as a New Asset Class

The word “currency” as part of the “cryptocurrency” name leads people
to believe its only function is to serve as a new form of currency, but as
discussed throughout this Comment, there is so much more to crypto than its
use as a currency.®’' Cryptographical assets, on the other hand, have an all-
encompassing meaning that indicates there is more to crypto than just as a
currency.*? In creating a new asset class, it is important to use language that
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is helpful for an entire population to understand.**> There is success in
creating a new asset class for crypto because doing so allows a fresh start
instead of attempting to retrofit a new idea into an old framework that does
not meet the needs of the new technology.***

In creating this asset class, there should be an umbrella term for the class
and any subclasses.*> For example, securities as an umbrella term are
investment instruments, and their subclasses are stocks and bonds.**® For
crypto, the umbrella term should be cryptographical assets, and some
potential subclasses include transactional, contract, collectibles, and
investment crypto.*’” Creating a new asset class is beneficial because crypto
would have its own rules and regulations, but this will take time.*®
Additionally, until more people use crypto, it will be difficult to determine
all the rules that should be in place for crypto as a new asset class.** Like the
SEC or CFTC, a governmental agency should be created as oversight for
cryptographical assets with designated chairmen and commissioners with
several divisions that oversee the various types of crypto transactions.*" If
crypto experts could be hired in this type of agency, the development of
regulations regarding crypto transactions could be thoroughly explored and
used to a greater potential.**' This would be especially helpful in exploring
and implementing blockchain technology into various governmental systems
for better security, such as using the blockchain for elections and storing
documents.**? As crypto grows in popularity, the general public and
professionals will begin incorporating this technology into life and business,
so it is likely this type of agency will need to be formed in the near future.**
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2. Tax Laws Specifically Designed for Crypto

Creating a new asset class will take a lot of time, thought, and effort,
and with the growing popularity of crypto, a reasonable approach for the
short-term is to create tax law specific to crypto.*** Additionally, if new forms
of crypto technology arise or if a law becomes outdated, Congress can always
change or amend the tax law to reflect current crypto needs.**

Similar to the categories mentioned above, the IRS should identify the
different areas of crypto and the specific treatment each one should receive;
some code changes the IRS should make involve the gas fees used for
transactions on the blockchain, DeFi transactions, and the timing of tax for
staking and mining rewards. *°

a. Gas Fees and Purchase of Virtual Assets

In a normal transaction to acquire property, whether it be the purchase
of land or stock, the fees are typically included in the cost basis.*” However,
these fees are usually paid in a currency, such as the U.S. dollar, so there is
no taxable event associated solely with paying the fee.*** With gas fees on
the blockchain, individuals are paying the gas fee with crypto, and therefore
simply paying the gas fee triggers the recognition of a gain or loss.** This is
where the tax law could be adjusted to meet this specific gap regarding gain
or loss recognition upon payment of a gas fee.*" In the future, if estate
planning tools such as wills or other estate planning documents are executed
on the blockchain and the tax code stays as it is, estate planners will have to
pay capital gains tax on the gas fees for every single document they create on
the blockchain.*”! For a year, this would accumulate many taxable events
(that would likely be STCGs) that the firm will have to keep track of, report,
and increase the firm’s tax liability simply for doing business.** This would
affect estate planners and all sorts of businesses that might utilize blockchain
technology as an ordinary part of business.*** In this situation, the tax code
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should make provisions specifically addressing gas fees by waiving the
capital gains tax upon the use of gas fees, and in addition, allow a business
expense deduction if gas fees are paid for business purposes.***
Transactions on the blockchain could become a regular occurrence,
especially with the development of the Metaverse.*>> Even if the government
is not ready to accept crypto as a currency for normal daily transactions (such
as going to the grocery store, shopping, restaurants, etc.), the normalization
of using crypto in the virtual world is going to make it difficult for people to
keep track of every little transaction that occurs.**® Creating a provision in
the tax code to allow the purchase or creation of virtual items on the
blockchain without generating a taxable event would be a reasonable
alternative to completely changing how crypto is generally classified.*’

b. DeFi Taxation

Within the DeFi market, there are several opportunities for tax law to be
implemented in the various aspects of DeFi services, but implementing these
laws in a way that allows for efficiency on the blockchain is the issue.*®
There are many different methods of earning interest and acquiring rewards
through DeFi lending practices, so it is likely that any future tax law
regarding these transactions could be extensive.*’ To address the specific
situation as seen in the Scarlet hypothetical, there should be a provision in
the tax code that allows placeholder crypto to be recognized as income upon
redemption rather than when the placeholder crypto is received.* In that
situation, the tax recognition event would occur whenever Scarlet redeems
her COMP for her Ethereum after it has gained interest rather than when she
initially received the COMP.*! This is the most reasonable point in time for
Scarlet to recognize any gains or losses from the transaction.*®® The IRS
would not be losing any tax owed, it would just be deferred to a time where
the taxpayer has the wherewithal to pay and has actually realized income.*®
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https://www.yahoo.com/now/metaverse-massive-opportunity-crypto-says-085404063.html https://perma
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456. See Marr, supra note 34.
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c. Staking and Mining Rewards

Regarding staking and mining rewards, when a coin is received as a
result of staking or mining, this should have the same treatment as a stock
dividend.*** A stock dividend, when issued, is not considered income until
the stock is actually sold.*® Staking and mining rewards are similar in nature
to stock dividends.*®® According to Section 305 of the IRC, the distribution
of stock from a corporation to its shareholders is not considered income until
the shareholder sells the stock.*” While crypto is decentralized and does not
have a single overseer that is delegating stock like a corporation, a staking
reward is similar to receiving a stock dividend and, therefore, should be
treated as such.*®®

In Eisner v. Macomber, the court ruled that when a taxpayer receives
stock as a dividend, the taxpayer has not actually realized any income and
therefore does not have the wherewithal to pay.*” Not only is this a
reasonable outcome, but this also could be a constitutional issue.*’® Eisner
determined that it was unconstitutional under the Sixteenth Amendment to
tax earnings that the stockholder has not received.’”' In the case of staking
and mining, earnings have not actually been received by the taxpayer, so it is
possible that taxing staking and mining rewards could be unconstitutional.*’*
While there have been subsequent cases limiting the broad scope of Eisner,
because staking and mining are part of a new type of asset, this has the
potential to be challenged from a constitutional standpoint.*”?

There is a pending case regarding this issue.”’* In Jarrett et al. v. United
States, taxpayers Joshua and Jessica Jarrett filed a lawsuit against the IRS to
get a refund on the staking rewards from their staked Tezos coins.*”®> The
couple was offered a refund from the IRS in December 2021, but the Jarrett’s
refused the refund and plan to move forward with the case in hopes of
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obtaining a final court decision that will be binding on future tax years and
may be used as precedent for all taxpayers.*’® If the IRS was willing to offer
arefund to these taxpayers, this opens up the opportunity for taxpayers across
the U.S. to start making requests for refunds on staking and mining rewards,
and it is likely further litigation will arise as well.*”’

VII. CONCLUSION

There is much potential for crypto and blockchain technology, and as a
result, more people will start investing in crypto and utilizing all the various
functions blockchain technology offers.*’® As people begin acquiring these
assets and participating in these markets, crypto will become a normal part
of an individual’s estate that will one day be passed on.*” Estate planners
need to be aware of how to manage these assets within an estate plan and be
watchful in the coming years as the laws surrounding crypto will likely
change.*®

Not only should estate planners be keeping up with the changing
laws, but they should also be proactive about advocating for laws that would
best suit their clients’ needs.**" In addition, estate planners should realize the
potential that blockchain technology has as a tool for executing estate
planning documents.*** Blockchain technology has the potential to provide
better security and accessibility for clients, and therefore estate planners
should embrace this technology.**®
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APPENDIX — GLOSSARY

Blockchain — a list or “chain” of blocks each containing a list of transactions
that can be viewed and verified by anyone.***

Coins — refers to the particular digital currency used on a particular
blockchain.*®

Cryptocurrency — in general, cryptocurrency is decentralized digital money
designed to operate on blockchain technology.**

Decentralized apps (dApps) — applications that run on a blockchain network
that function based on a series of smart contracts.*?’

Decentralized Finance (DeFi) — a decentralized financial system that offers
various financial services through dApps.**

Distributed Ledger — a database that is shared among multiple parties for
data to be publicly witnessed.**’

Fiat currency — legal tender that a government designates as currency.*”

Hash — a function that meets the demands of a computer’s ability to solve a
blockchain computation.*’!

Marketplace dApps — dApps that offer a variety of services or exchange
opportunities.*”

Mining — a number of computers competing to validate transactions on the
blockchain in order to receive a reward.*”
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Native Coin — a blockchain’s inherent digital currency that represents a
certain unit of value (BTC = Bitcoin, ETH = Ethereum, ADA = Cardano).**

Nodes — the computers that participate in mining.*”

Non-fungible Tokens (NFTs) — a cryptographic token that is unique and is
a tokenized version of a digital or a real-world asset.**

Pool Operator — the person designated to keep the staking pool running;
owns the server that pools staked coins to validate the transactions in a
staking mechanism.*’

Proof of Stake — a consensus mechanism where validators are randomly
selected to validate the blockchain, and a validator’s chance of getting chosen
increases with the more coins a validator has staked.*®

Proof of Work — a consensus mechanism where validators compete to solve
a mathematical puzzle in order to validate the blockchain.**”

Scalability — the ability of an organization, system, or function to continue
performing well under an increased workload.*®

Staking — delegating assets to a pool in order to earn a reward.”"

Staking Pool — a “pool” of assets that have been delegated by stakeholders
to increase the opportunity for the pool operator to be selected to proof the
blockchain transactions. Stakeholders who contribute to the pool receive a
percentage of the rewards obtained by the pool based on the amount of assets
delegated to the pool.”*
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Validators — in proof of work or proof of staking, the validator is the
individual (computer) that validates the transaction.’®®

503. What is a Blockchain?, supra note 30.



