North Carolina Granite Corporation v. Commissioner, 5 T.C. 1272 (1945)

A written contract that falls within the Statute of Frauds cannot be varied by a
subsequent oral agreement unless the new agreement is also in writing, and
attempts to retroactively apply written modifications to periods governed by the
original agreement are ineffective.

Summary

North Carolina Granite Corporation sought a redetermination of income tax
deficiencies, arguing that its income should be computed based on actual billings
rather than the terms of a written agreement with bus companies. The Tax Court
held that the original agreement, which concerned an interest in realty, fell under
the Statute of Frauds and could not be modified by subsequent oral agreements.
Furthermore, a written amendment could not be applied retroactively. The court
also addressed whether reimbursements for income taxes and depreciation
constituted rental income, finding that prior conduct of the parties indicated the
taxes were indeed part of the rental income until a valid modification occurred.

Facts

North Carolina Granite Corporation (petitioner) was formed to erect and operate a
bus terminal. Its stock was owned by three operating bus companies. On November
26, 1940, the petitioner and the bus companies entered a written agreement where
the bus companies would use the terminal for 15 years and pay rent based on a
prescribed formula. The agreement referred to the parties as “lessor” and “lessees.”
The petitioner contended that this agreement was altered by subsequent oral
agreements and conduct, effectively substituting a new agreement based on monthly
billings. A written amendatory agreement was executed on June 14, 1945, which the
parties attempted to make retroactive to July 31, 1944.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the petitioner’s
income tax. The petitioner appealed to the Tax Court, contesting the Commissioner’s
calculation of income based on the original agreement rather than actual billings.

Issue(s)

1. Whether the income of the petitioner should be computed under the original
written agreement and lease, as modified by the amendatory agreement, or on the
basis of actual billings.

2. Whether, under the original agreement, the income and excess profits taxes
asserted against petitioner were to be reimbursed to it by the three operating bus
companies and constituted rental income of petitioner.

3. Whether depreciation constituted taxable income of petitioner.
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Holding

1. No, because the original agreement concerned an interest in realty and fell under
the Statute of Frauds, requiring any modifications to be in writing. Oral
modifications were therefore ineffective, and the written amendment could not be
applied retroactively.

2. Yes, because the conduct of the parties in including income taxes in prior billings
indicated that these taxes were considered part of the rent under the original
agreement.

3. Yes, because depreciation was specifically mentioned as an expense in the
original agreement and was billed to and paid by the operating bus companies as
rent.

Court’s Reasoning

The court reasoned that the original agreement was one required to be in writing
under the Statute of Frauds. Applying the weight of authority, the court stated that
“a written contract within the statute of frauds cannot be varied by any subsequent
agreement of the parties, unless such new agreement is also in writing.” The court
rejected the attempt to make the amendatory agreement retroactive, stating that it
would effectively annul the statute. Regarding the income taxes, the court found the
term “expenses” in the original agreement ambiguous. Referencing Insurance Co. v.
Dutcher, 95 U. S. 269, 273, the court stated, “there is no surer way to find out what
the parties meant than to see what they have done.” The court pointed to the fact
that income taxes had been included in prior billings, indicating that the parties
initially intended for these taxes to be part of the rental payments. Finally, the court
held that depreciation was appropriately included as income because it was
explicitly mentioned in the agreement as an expense to be included in rental
calculations.

Practical Implications

This case reinforces the importance of written agreements, particularly when
dealing with interests in real property or agreements falling under the Statute of
Frauds. It clarifies that oral modifications to such agreements are generally
unenforceable. It highlights the importance of carefully drafting agreements to avoid
ambiguity and demonstrates that the conduct of the parties can be strong evidence
of their original intent. It also demonstrates the Tax Court’s willingness to look
beyond the literal language of an agreement and consider the practical realities and
business practices of the parties involved. This case serves as a reminder to legal
practitioners to ensure that all material modifications to written agreements are also
documented in writing and that any attempts to retroactively alter agreements are
carefully scrutinized for legal validity.
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