E. Regensburg & Sons v. Commissioner, 14 T.C. 1 (1950)

The term “subcontractor” under the Renegotiation Act of 1942 extends to entities
that process materials ultimately incorporated into goods fulfilling government
contracts, even if they lack direct contractual relationships with the government.

Summary

E. Regensburg & Sons challenged the War Secretary’s determination of excessive
profits under the Renegotiation Act for 1942. The company argued it was not a
“subcontractor” because it processed wool without direct government contracts and
lacked control over the end use of the processed material. The Tax Court ruled
against Regensburg, holding that the broad definition of “subcontractor” includes
entities whose work contributes to fulfilling government contracts, regardless of
direct contractual links. The court found the Renegotiation Act constitutional as
applied in this case and determined a portion of Regensburg’s profits were indeed
excessive.

Facts

The petitioner, E. Regensburg & Sons, processed raw wool for NCo, a private
company. Regensburg sorted, scoured, and combed the wool. Regensburg was paid
for these services and had no ownership of the wool. Some of the wool processed by
Regensburg was ultimately used by NCo’s customers to fulfill contracts with the
U.S. government. Regensburg stipulated that $295,022.35 of its receipts were for
work on materials ultimately used in government contracts, yielding a profit of
$95,643.25. Regensburg argued it lacked knowledge of the wool’s end use and
should not be considered a subcontractor.

Procedural History

The Under Secretary of War initially determined Regensburg had excessive profits.
Regensburg petitioned the Tax Court for a redetermination. The Tax Court
conducted a de novo review of the case, considering evidence presented by both
sides.

Issue(s)

1. Whether Regensburg was a “subcontractor” under Section 403(a)(5) of the
Renegotiation Act.

2. Whether the Renegotiation Act, as applied to Regensburg’s business in 1942, was
constitutional.

3. Whether any portion of Regensburg’s profits from its renegotiable business in
1942 was excessive.

Holding
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1. Yes, because the legislative intent of the Renegotiation Act was to broadly
encompass entities involved in war production, even those indirectly contributing
through processing materials. The word “required” in the definition of “subcontract”
covers purchase orders or agreements to perform work or furnish an article the end
use of which is required for the performance of another contract or subcontract.

2. Yes, because the renegotiation of profits from war-related business is not a taking
of private property, and the term “excessive profits” provides a sufficient legislative
standard.

3. Yes, because Regensburg had no inventory risk, earned a high profit margin
(32.4% before taxes), and experienced increased business due to the war effort. The
excessive profits were initially determined to be $57,500.

Court’s Reasoning

The Tax Court analyzed the legislative history of the Renegotiation Act, emphasizing
Congress’s intent to capture excessive profits from all aspects of war production.
The court noted that Congress deliberately used a broad definition of “subcontract”
to include entities beyond prime contractors, reaching down to suppliers of
materials incorporated into goods fulfilling government contracts. The Court relied
on Lichter v. United States, 334 U.S. 742, which upheld the constitutionality of the
Renegotiation Act. The Court found that Regensburg’s processing of wool was
essential to textile production for government contracts and therefore qualified it as
a subcontractor. The Court also found that the taxpayer did not meet their burden of
proving the initial determination of excessive profits was incorrect, while the
government also failed to meet their burden for an additional increase.

Practical Implications

This case clarifies that the definition of “subcontractor” is not limited to entities with
direct contracts with the government. It extends to businesses that provide
materials or services that contribute to the fulfillment of government contracts, even
indirectly. Attorneys should consider the legislative intent behind economic
regulations and how courts interpret broad statutory language. This ruling
underscores the principle that economic regulations can reach entities that are
several steps removed from direct government contracts if their activities are
integral to fulfilling those contracts. It also provides insight into how courts will
evaluate the legislative history and congressional intent behind regulations.
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