11 T.C. 764 (1948)

The Renegotiation Act is constitutional, and the Tax Court, in a de novo review, is
not bound by administrative interpretations when determining excessive profits
from government contracts.

Summary

Morgan Construction Co. challenged the Secretary of War’s determination of
excessive profits under the Renegotiation Act of 1942. The Tax Court addressed the
constitutionality of the Act, the applicability of exemptions for competitively bid
construction contracts and mineral products, and the proper method for calculating
costs, specifically concerning equipment rentals. The court upheld the
constitutionality of the Act, denied the claimed exemptions and cost allowances, and
ultimately affirmed the original determination of excessive profits. The court
reasoned that the taxpayer did not prove the Secretary’s initial assessment was
incorrect.

Facts

Morgan Construction Co. performed road and sidewalk construction at Camp Hood,
Texas, under contracts with the U.S. Government in 1942. The contracts were
obtained through competitive bidding. Morgan utilized stone from government-
owned property without paying royalties. The company also rented some equipment
from the government. During 1942, Morgan’s income from government contracts
was $1,044,942, with costs of $706,618 and profits of $338,324. The Secretary of
War determined that Morgan’s excessive profits were $245,000.

Procedural History

The Secretary of War initially determined that Morgan Construction Co. realized
$245,000 in excessive profits. Morgan petitioned the Tax Court for redetermination.
The Secretary then amended his answer, alleging excessive profits of at least
$270,000. The Tax Court conducted a de novo review of the determination.

Issue(s)

1. Whether the Renegotiation Act of 1942 is constitutional as applied to the
petitioner.

2. Whether the petitioner’s contracts are exempt from renegotiation under
section 403 (i) (1) (E) of the Renegotiation Act.

3. Whether the petitioner is entitled to claim as an item of cost the market value
of crushed rock obtained from Government-owned land.

4. Whether Associated General Contractors’ rental rates should be considered as
an item of cost in lieu of actual depreciation, maintenance, and repairs
incurred by the petitioner upon equipment which it owned.

5. What is the amount of the petitioner’s excessive profits for the fiscal year
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ended December 31, 19427?
Holding

1. Yes, the Renegotiation Act is constitutional because the Supreme Court has
upheld its validity.

2. No, the exemption for competitively bid construction contracts does not apply
retroactively to the fiscal year 1942.

3. No, the petitioner is not entitled to claim the market value of crushed rock as a
cost because the relevant statutory provision applies to producers selling
mineral products, not contractors using government-owned resources.

4. No, the Tax Court is not bound by the War Department’s instructions
regarding rental rate calculations because the proceeding is de novo.

5. The petitioner’s excessive profits for the fiscal year ended December 31, 1942,
are in the amount originally determined by the respondent, who did not sustain
his burden of proving that petitioner had additional excessive profits.

Court’s Reasoning

The court first addressed the constitutionality of the Renegotiation Act, citing
Supreme Court precedent in Lichter v. United States, <span normalizedcite="334
U.S. 742“>334 U.S. 742, which upheld the Act’s validity. The court then rejected the
argument that the petitioner’s contracts were exempt under section 403(i)(1)(E), as
that section wasn’t retroactive. Regarding the cost allowance for crushed rock, the
court held that section 403(i)(3) was intended to benefit producers who process
mineral products for sale, not contractors using government-owned minerals for
construction projects. The court emphasized that Morgan Construction Co. did not
have a property interest in the stone that permitted it to sell the stone at an exempt
stage. Finally, the court dismissed the argument that the War Department’s
instructions on equipment rental rates were binding, asserting that the Tax Court’s
review was de novo. The court found that the Secretary of War failed to provide
enough evidence to prove excessive profits beyond the original determination of
$245,000, pointing to the expert witnesses’ lack of personal knowledge of the
petitioner’s operations and the difficulties it experienced. The court stated, “The
evidence introduced in the instant proceeding in the form of a stipulation and
otherwise does not enable us to consider these various factors... In attempting to
carry his burden of proving that petitioner’s excessive profits amounted to $ 270,000
rather than $ 245,000 the respondent did not fill in the omissions.”

Practical Implications

This case reinforces the broad scope and constitutionality of the Renegotiation Act,
providing a framework for analyzing government contracts and determining
excessive profits. It clarifies that administrative agencies’ interpretations are not
binding on the Tax Court in renegotiation cases, which are subject to de novo
review. The case also provides guidance on the application of exemptions and cost
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allowances under the Act, particularly concerning mineral products and equipment
rentals, emphasizing the importance of property rights and statutory intent. This
decision demonstrates the importance of thoroughly documenting costs and
operational factors during government contract work to defend against excessive
profit determinations, and the burden of proof in challenging such determinations.
Later cases would likely reference this case when similar cost allowance issues are
litigated.
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