
Enron CEO Did Not Realize Income on Sale of Annuity to Corporation 
September 27, 2011 
Bulletin No. 11-88 
 

MDRT: 7400.023 
 

SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

In Estate of Lay v. Commissioner, the U.S. Tax Court has determined that 
Kenneth and Linda Lay did not receive income as the result of the sale of two 
annuity contracts to the now defunct, but still infamous, Enron Corporation 
(“Enron”), a Texas energy company of which Kenneth Lay was the Chairman 
and Chief Executive Officer.  

 
During the rapid decline of Enron in the summer and fall of 2001 and after the abrupt 
resignation of Jeffrey Skilling as CEO, the board of directors of Enron and its advisers 
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developed proposals with incentives to entice Mr. Lay, who had intended to retire, to 
reassume his position as CEO of Enron and to retain him for a period of years. 
Accordingly, alternatives for retention were considered by Towers Perrin for presentation 
to the Board of Directors. 

The alternatives prepared by Towers Perrin were based on two deferred annuity contracts 
owned by Mr. and Mrs. Lay.  These included a ManuLife annuity policy purchased by Mr. 
Lay on September 30, 1999 for a total premium consideration of $5 million, and a second 
ManuLife annuity policy purchased by Mrs. Lay on February 8, 2000, also for $5 million 
in premiums. 

The owner of each annuity contract could elect to step up the value of the annuity contract 
to the market value of the selected investments of the annuity contract.  The annuity 
contracts also had a Guaranteed Retirement Income Program feature, referred to as the 
"GRIP", that guaranteed a 6-percent annual increase on the amounts invested in the 
annuity.  

The owner of the annuity contract could request that the annuity payments start 7 years 
after purchase (or, if made, 7 years after an election to step up the value of the annuity to 
market value) using the greater of actual market value of the investments in the account or 
the GRIP amount.  

Mr. Lay elected to step up the value of his annuity contract on September 30, 2000. The 
income base (the GRIP amount, as adjusted) of the Kenneth L. Lay Annuity on September 
21, 2001, was $5,854,272.65, and the owner of Mr. Lay’s annuity on the seventh 
anniversary of his election to step up the policy value (September 30, 2007) was entitled 
to annuitize the guaranteed Income Base of $8,303,072 pursuant to the terms of the 
Kenneth L. Lay Annuity.  

The income base of Mrs. Lay’s annuity on September 21, 2001, was $5,453,004.77, and 
the owner of that annuity on the seventh anniversary of its issuance (February 8, 2007) 
was entitled to annuitize the guaranteed income base in the approximate amount of 
$7,512,482. 

The annuity contracts were issued in Texas and provided that the governing law is Texas 
law. In addition, the annuity contracts provided that the owner could change the owner, 
annuitant or beneficiary of the contracts, and also explicitly stated that both contracts were 
assignable.   

Towers Perrin presented three alternatives to the Enron Board of Directors.  The first was 
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a proposal to lend funds to Mr. Lay with the annuity contracts as collateral.  The second 
was a proposal to purchase the annuity contracts for fair market value, and the third 
involved a purchase of the annuity contracts for fair market value followed by their use as 
a retention device by awarding the acquired contracts to Mr. Lay with a "cliff vesting" 
schedule. Under that schedule, the award vests in its entirety at the end of the vesting 
period, rather than vesting ratably over the vesting period.  

The Compensation Committee chose the third alternative to purchase the annuity 
contracts, both to provide immediate liquidity to Mr. Lay and to use the annuity contracts 
as a retention device by providing him with the opportunity to have the annuity contracts 
transferred back to him if he met certain contractually specified requirements and subject 
to a cliff-vesting schedule.  

The spreadsheets considered by the Compensation Committee of the Board showed that 
the Lays had paid a total of $10 million for the annuity contracts ($5 million for each 
policy), that they would receive a total of $4,691,567 if they were to cash in the contracts 
immediately, and that the value of the annuity contracts at that time was $11,240,685 
(presumably based on the present value of future benefits).   

The Compensation Committee determined on the basis of the information provided by 
Towers Perrin that the current fair market value of the annuity contracts at the time of 
their purchase from the Lays was $11,240,685.  

The scenario ("Scenario 1 of the Ken Lay Insurance Swap Analysis") approved by the 
Compensation Committee was to acquire the annuity contracts for $5 million each, $10 
million total, and also to provide Mr. Lay the opportunity to earn back the annuities at the 
end of a 4.25-year cliff-vesting period (or upon certain terminations outside Mr. Lay's 
control). The Compensation Committee, therefore, authorized Enron to pay $10 million 
for two annuity contracts worth $11,240,685, and the board of directors of Enron 
approved the transaction at its meeting on October 8, 2001.  

Enron agreed that if Mr. Lay neither resigned without consent nor was removed for certain 
specified reasons as chairman of the board and CEO of Enron before the expiration of a 
4.25-year term, it would re-convey the annuity contracts to Mr. Lay upon completion of 
his service commitment. Mr. Lay, Mrs. Lay, and Enron entered into the agreement on 
September 21, 2001.  The Lays also executed the ManuLife forms necessary to change the 
owner and beneficiary of the policy on that date, although the date that ManuLife actually 
received these forms was unclear. 
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Enron transferred $10 million to the bank account of the Lays by wire transfer on 
September 21, 2001, in exchange for the two annuity contracts.  

The Lays reported the annuities transaction on their 2001 tax return on Schedule D, 
Capital Gains and Losses, as a sale of each annuity contract for $5 million. They reported 
no gain or loss on the sale of the contracts, since the sales price was equal to their 
investments in the contracts.  Enron issued a Form W-2, Wage and Tax Statement, to Mr. 
Lay for the 2001 calendar year to report the compensation it paid him; that Form W-2 did 
not include in Mr. Lay's compensation any part of the $10 million that Enron paid for the 
annuity contracts. However, in 2004 pursuant to an agreement with the Internal Revenue 
Service (IRS), Enron issued an amended Form W-2 to Mr. Lay for 2001 reporting the $10 
million as compensation.  

On January 23, 2002, the board of directors requested that Mr. Lay resign, and he resigned 
as chairman of the board of directors and CEO of Enron with the consent of the board of 
directors in February 2002.  

Enron filed a petition for chapter 11 bankruptcy on December 2, 2001.  It listed the 
annuity contracts purchased from the Lays as assets in documents filed in the bankruptcy 
case. John Hancock (the successor to ManuLife) filed a motion to intervene and to file its 
interpleader complaint on October 20, 2010, alleging that the ownership of the annuity 
contracts was disputed between Enron and Mrs. Lay (Mr. Lay died in 2006) and 
requesting that the bankruptcy court determine the ownership of the annuity contracts.  

Mrs. Lay, as her husband’s executrix, listed the claim against Enron for the annuity 
contracts as an asset of the estate, and listed the claim of Enron for the annuity contracts as 
a contested claim against the estate.  Neither of the annuity contracts had been re-
conveyed to Mrs. Lay, or to the Estate of Kenneth L. Lay.  Neither Mr. Lay (or his estate) 
nor Mrs. Lay ever received any distributions from either ManuLife or John Hancock with 
respect to either of the annuity contracts. No death benefit has been paid pursuant to the 
annuity contracts on account of Mr. Lay's death.  

The Lays timely filed their joint Federal tax return for tax year 2001. On April 2, 2009, the 
government issued a statutory notice of deficiency to the taxpayers in which it determined 
a deficiency in income tax for the year ended December 31, 2001, of $3,910,000.  

Issue:              Did the Lays sell their annuity contracts to Enron in September 2001, in 
accordance with the agreement?  The government maintained that the agreement was not 
made in good faith and that Enron and the Lays never intended to transfer the annuity 
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contracts, but rather Enron simply paid Mr. Lay $10 million.  

Ruling:            The Lays sold the Annuity contracts to Enron on September 21, 2001. In 
doing so, they complied with the requirements of the agreement and took the steps 
required to transfer the annuity contracts to Enron. The benefits and risks of ownership of 
the annuity contracts were transferred to Enron in the annuities transaction. The Lays, 
therefore, properly reported the transaction on their Federal income tax return as a sale of 
the two annuity contracts. 

Existence of a Sale.     The Court determined that the sale was valid under state (Texas) 
law, and that the sale was authorized by the Compensation Committee of the Board of 
Directors.  Each of the Lays executed the change forms to transfer ownership of the 
policies to Enron. 

“Whether the delivery conformed to ManuLife's requirements to transfer the ownership of 
the annuity contracts is disputed, but we find no effort to abort the transfer in the actions 
taken by Enron's employees; and we also find the Lays acted in accord with the agreement 
to fulfill their contractual obligations to transfer the annuity contracts. In summary, on 
September 21, 2001, the Lays met all the requirements of the agreement to transfer the 
annuity contracts, and Enron paid the consideration.” 

ManuLife, however, did not change the ownership of the annuity contracts on its books. 
ManuLife stated that the reason it did not transfer title on its books is that it did not 
receive the originals of the fully executed change forms.  

The Court found this argument unconvincing, however, since Enron actually had all of the 
documents necessary to perfect its title in the annuity contracts.  Moreover, Enron 
conducted itself as if it had acquired the annuity contracts. Therefore, Enron was the 
beneficial owner of the annuity contracts in accordance with the agreement even though 
ManuLife failed to note the transfer of title on its books.  

The Court pointed to the facts that the Lays reported the transaction as a sale of the 
annuity contracts on their 2001 tax return, and Enron did not include the purchase price on 
Mr. Lay’s W-2 as compensation.  It also listed the annuity contracts as assets. “Enron's 
position, therefore, was that it had purchased the annuity contracts.”  Enron’s position was 
reinforced by the fact that John Hancock confirmed that it did not consider Mrs. Lay to be 
the owner of the contracts, notwithstanding the legal title on its books.  

Section 83.       The court rejected the government’s argument that the agreement to re-
convey the annuities to the Lays under certain circumstances constituted property 
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transferred in connection with the performance of services that was taxable in September 
2001 under section 83 of the Internal Revenue Code.  It rather accepted the taxpayer’s 
argument that the re-conveyance agreement created an unfunded and unsecured promise to 
transfer property in the future.  

Valuation.        Taxpayers’ expert witness, Lawrence Katzenstein, valued the contracts 
using a discount rate provided by their other expert witness, Robert Buchanan, an 
experienced appraiser and accredited senior appraiser (business valuation). Using the 
discount rate provided by Mr. Buchanan. Mr. Katzenstein determined that the minimum 
value of the Kenneth L. Lay Annuity was $5,109,117, and that the minimum value of the 
Linda P. Lay Annuity was $4,432,456, as of September 21, 2001, totaling $9,541,573. Mr. 
Katzenstein testified that these values were minimum values and that the annuity contracts 
could have had higher values as of September 21, 2001.  

Since the purchase price in this case was within 5 percent of the values that Mr. 
Katzenstein calculated as the minimum values of the annuity contracts, that purchase price 
was within a “reasonable range” of values, and supported the conclusion that the annuities 
transaction was in fact a sale. “In other words, even if the $10 million price for the annuity 
contracts exceeded the actual values somewhat, the price was within a reasonable range of 
values, showing that the parties intended for the annuities transaction to be a sale 
transaction for the annuity contracts.” 

Any AALU member who wishes to obtain a copy of Estate of Lay v. Commissioner  may 
do so through the following means: (1) use hyperlink above next to “Major 
References,” (2) log onto the AALU website at http://www.aalu.org/ and enter the 
Member Portal with your last name and birth date and select Current Washington Report 
for linkage to source material or (3) email Anthony Raglani at raglani@aalu.org and 
include a reference to this Washington Report. 

 
 

In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, please 

be advised of the following:  
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USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 
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INTERNAL REVENUE SERVICE.  
 

In the event that this Washington Report is also considered to be a "marketed 
opinion" within the meaning of the IRS guidance, then, as required by the IRS, 

please be further advised of the following:  
 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 

MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 

 
The mission of AALU is to promote, preserve and protect advanced life insurance planning for the benefit of our members, 

their clients, the industry and the general public.  
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