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James  C.  Cooper  and  Lorelei  M.  Cooper  v.  Commissioner  of  Internal
Revenue, 143 T. C. 194 (U. S. Tax Court 2014)

The U. S. Tax Court in Cooper v. Commissioner ruled that royalties from patent
transfers to a corporation indirectly controlled by the patent holder do not qualify
for capital gain treatment under I. R. C. § 1235. The court emphasized that retaining
control over the transferee corporation prevents the transfer of all substantial rights
in the patents, a requirement for capital gain treatment. This decision highlights the
importance of genuine transfer of patent rights and has significant implications for
how inventors and corporations structure patent licensing agreements.

Parties

James C. Cooper and Lorelei M. Cooper (Petitioners) were the taxpayers who filed
the case against the Commissioner of Internal Revenue (Respondent) in the U. S.
Tax Court. The Coopers were the plaintiffs at the trial level and appellants in this
case.

Facts

James Cooper, an engineer and inventor, transferred several patents to Technology
Licensing Corp. (TLC), a corporation he indirectly controlled. The Coopers owned
24% of TLC’s stock, with the remaining stock owned by Cooper’s wife’s sister and a
friend.  Cooper was also the general  manager of  TLC. The royalties from these
patents were reported as capital gains for the tax years 2006, 2007, and 2008.
Additionally,  Cooper paid engineering expenses for a related corporation, which
were deducted on the Coopers’ 2006 tax return. The Coopers also advanced funds to
Pixel Instruments Corp. , another corporation in which Cooper held a significant
stake, and claimed a bad debt deduction for 2008.

Procedural History

The Commissioner issued a notice of deficiency on April 4, 2012, determining that
the royalties did not qualify for capital gain treatment, the engineering expenses
were not deductible, and the bad debt deduction was not allowable. The Coopers
petitioned the U. S. Tax Court for a redetermination of the deficiencies. The court
heard the case, and the decision was entered under Rule 155.

Issue(s)

Whether royalties received by James Cooper from TLC qualified for capital gain
treatment under I. R. C. § 1235(a), given that Cooper indirectly controlled TLC?
Whether the Coopers were entitled to deduct engineering expenses paid in 2006?
Whether the Coopers were entitled to a bad debt deduction for advances made to
Pixel Instruments Corp. in 2008?
Whether the Coopers were liable for accuracy-related penalties under I. R. C. §
6662(a) for the tax years at issue?



© 2025 SCOTUSreports.com. All rights reserved. | 2

Rule(s) of Law

I. R. C. § 1235(a) provides that a transfer of all substantial rights to a patent by a
holder is treated as a sale or exchange of a capital asset held for more than one
year, subject to certain conditions. The transfer must be to an unrelated party, and
the holder must not retain any substantial rights in the patent. Treas. Reg. § 1.
1235-2(b)(1) defines “all  substantial rights” as all  rights of value at the time of
transfer. I. R. C. § 162(a) allows a deduction for ordinary and necessary expenses
paid in carrying on a trade or business. I. R. C. § 166 allows a deduction for debts
that become worthless within the taxable year. I. R. C. § 6662(a) imposes a penalty
on underpayments of tax due to negligence or substantial understatement of income
tax.

Holding

The court held that the royalties Cooper received from TLC did not qualify for
capital gain treatment under I. R. C. § 1235(a) because Cooper indirectly controlled
TLC, thus failing to transfer all substantial rights in the patents. The Coopers were
entitled to deduct the engineering expenses paid in 2006 under I. R. C. § 162(a) as
they were ordinary and necessary expenses in Cooper’s trade or business as an
inventor. The Coopers were not entitled to a bad debt deduction for the advances
made to Pixel Instruments Corp. in 2008 under I. R. C. § 166, as they failed to prove
the debt became worthless in that year.  The Coopers were liable for accuracy-
related penalties under I. R. C. § 6662(a) for each of the years at issue due to
substantial understatements of income tax and negligence.

Reasoning

The court reasoned that Cooper’s control over TLC precluded the transfer of all
substantial rights in the patents, citing Charlson v. United States, which held that
retention of control by a holder over an unrelated corporation can defeat capital
gain treatment. The court found that Cooper’s involvement in TLC’s decision-making
and his role as general manager demonstrated indirect control. For the engineering
expenses, the court applied the Lohrke v. Commissioner test, finding that Cooper’s
primary motive for paying the expenses was to protect or promote his business as an
inventor, and the expenses were ordinary and necessary. The court rejected the bad
debt deduction because the Coopers failed to provide sufficient evidence that the
debt  to  Pixel  Instruments  Corp.  became  worthless  in  2008,  noting  that  Pixel
continued as a going concern.  The court  upheld the accuracy-related penalties,
finding that the Coopers did not act with reasonable cause or good faith in their tax
reporting.

Disposition

The court  affirmed the Commissioner’s  determination that  the royalties did not
qualify for capital gain treatment, the engineering expenses were deductible, the
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bad debt deduction was not allowable, and the Coopers were liable for accuracy-
related penalties. The decision was entered under Rule 155.

Significance/Impact

The Cooper decision clarifies that for royalties to qualify for capital gain treatment
under I. R. C. § 1235, the patent holder must not retain control over the transferee
corporation, even if the corporation is technically unrelated. This ruling impacts how
inventors structure their patent licensing agreements to ensure compliance with tax
laws. The decision also reaffirms the standards for deducting business expenses and
bad debts, emphasizing the need for clear evidence of worthlessness for bad debt
deductions.  The  imposition  of  accuracy-related  penalties  underscores  the
importance of due diligence in tax reporting, particularly for complex transactions
involving patents and related corporations.


