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Contact Person.
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In Reference to:
Dgg:E:EP:T:I
FHL 1¢
Attn: m
Inre:

EIN:
LEGEND:

State A
Enpl oyer M

Pl an x

Gent | enen:

This is in response to a request submtted on your
behal f by your authorized representative on Decenber 31,
1998, for a private ruling letter concerning thc federal
income tax trecatment Of certain contributions to Plan X
under section 414(h)(2) of the Internal Revenue Code
(" Code").

I n support of the ruling rcquest the followi ng facts
and representations have been submtted:

Prior to July 1, 1998, police and fire enpl oyees of
Enmployer M a city in State A participated in tw Statc A
retirenment systens. Effective July 1, 1998, Enployer M
Wi thdrew certain of its full-tine carecr police and fire
enpl oyees from those systens. Effective July 1, 1398,
Employer M adopted Plan X, a defincd benefit plan, to cover
full-tinme police and fire enpl oyees. Plan % states that it
is intended to qualify under section 401(a) of the Code.

“Generally, an eligible employce IS required as a
condition of employment with Employer MtO participate in
Plan X.  Under the plan, cffectrive for the pay porildd
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begi nning July 5, 1998, each participant nust make
contributions equal to 1% of compensation ("Cty Pick-up
Contri butions"). Partici pants do not have the option of
choosing to receive Gty Pick-up Contributions in cash
instead of having them paid directly by Enployer Mto Plan X
Plan X provides that Cty Pick-up Contributions are deducted
fromthe pay of the contributing participants as salary
reduction contributions, nust be made pursuant to a binding,
irrevocabl e payroll deduction authorization between Enployer
M and the participant, and are intended to be pick-up
contributions, as described in section 414(h)(2) of the Code.
Contri butions picked up by previous governnment enployers may
al so be transferred to Plan X

Participants nmay also purchase credit for prior service
perfornmed for another governnental enployer in the form of
salary reduction contributions ("Periodic Installnent
Paynments") which are picked up by Enployer M Plan X
provides that the purchase of prior service credit shall be
made pursuant to a binding, irrevocable salary reduction
aut hori zation bctwecn the participant and Enployer M Thus
the participant does not have the option to receive the
paynents directly instead of having themcontributed to Plan
X once the agreenment is authorized.

Based on the facts described above, Enployer M requests
the follow ng rulings under section 414(h) of the Code:

L That the mandatory contributions made by
participants and picked up by Employcr M
under Plan X will be treated as enpl oyer
contributions for federal inconme tax
pur poses.

2. That the mandatory contributions nade by
participants and picked up by Enployer M
under Plan X will not be included in the
current gross incone of the enpl oyees
for federal income tax purposes.

3. That the mandatory contributions of
participants picked up by Enployer M
under Plan X will not constitute wages
subject to federal income tax
wi t hhol di ng.
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4. That the periodic installnment paynents
for purchase of service credit nade by
participants and picked up by Enployer M
under Plan X will be treated as enpl oyer
contributions for federal inconme tax
pur poses.

5. That the periodic installment paynents
for purchase of service credit nade by
partici pants and pickcd up by Employcr M
under Plan X will not be included in the
gross income of the enployees for
federal income tax purposes.

6. That the periodic installnent
contributions for purchase of service
credit nade by participants and picked
up by Enployer Mw Il not constitute
wages Subject to federal incone tax
wi t hhol di ng.

7. That the periodic installnent
contributions for purchase of service
credit made by participants and picked
up by Enployer Mw |l not be treated as
“annual additions"- for purposes of
section 415(c) of the Code.

Section 414(h)(2) of the Code provides that
contributions, otherw se designated as employce
contributions, shall be treated as enployer contributions if
such contributions are nmade to a plan described in section
401(a) established by a state government or a politica
subdi vi sion thereof and are picked up by the enploying unit.

The federal incone tax treatnent to be accorded ~
contributions which are picked up by the enployer within the
nmeani ng of section 414(h)(2) of the Code is specified in
Revenue Ruling 77-462,1977-2 C.B. 358. In that revenue
ruling, the enployer school district agreed to assunme and
pay the anounts enpl oyees were required by state lawto
contribute to a state pension plan. Revenue Ruling I1-462
concluded that the school district's picked-up contributions
to the plan are excluded fromthe enpl oyees' income until
such time as they are distributed to the enployees. The
revenue ruling held further that undecr the provisions of
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section 3401{a) (12} (A}, the school district's contributions
to the plan are excluded from wages for purposes of the
Coll ection of Income Tax at Source on \Wages; therefore, no
wi thholding is required from the enployees' salaries wth
respect to such picked-up contributions.

The issue of whether contributions have been picked up
by an enployer within the nmeaning of section 414(h)(2) of
the Code is addressed in Revenue Ruling 81-35, 1981-1 C. B.
255, and Revenue Ruling 81-36, 1981-1 C B. 255. These
revenue rulings established that the following two criteria
must be met: (1) the enployer nust specify that the
contributions, although designated as enpl oyee
contributions, are being paid by the enployer in lieu of
contributions by the enployee; and (2) the enployee nust not
be given the option of choosing to receive anounts directly
instead of having them paid by the enployer to the pension
pl an. Furthernore, it is immaterial whether an enpl oyer
pi cks up contributions through a reduction in salary, an
of fset against future salary increases, or a conbination of
bot h.

In Revenue Ruling 87-10, 1987-1 C. B. 136, the Interna
Revenue Servi ce consi dered whether contributions designated
as enployee contributions to a governmental plan are
excludable from the gross inconme of the enployee. The
Service concluded that, to satisfy the criteria set forth in
Revenue Rulings 81-35 and 81-36 with respect to particular
contributions, the required specification of designated
enpl oyee contributions nust be completed before the period to
whi ch such contributions relate.

Section 415(c)(l) of the Code provides generally that
contributions and other additions wth respect to a defined
contribution plan, when expressed as an annual addition to a
participant's account, may not exceed the |esser of $30,000
or 25% of the participant's conpensation. Section 415(c)(2)
defines annual additions as enployer contributions, enployee
contributions and forfeitures.

Section 1.415- 3@ of the Incone Tax Regul ations
provides that, where a defined benefit plan provides for
mandat ory enpl oyee contributions, the annual benefit
attributable to such contributions is not taken into account
for purposes of 415(b) of the Code.
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Section 1.415-3(d) (1) of the regulations further
provi des that the nandatory enployee contributions are
considered a separate defined contribution plan naintained
by the enployer that is subject to the limtations on
contributions and other annual additions described in
section 415(c) of the Code.

The City Pick-up Contributions and Periodic Installnent
Pick-up Contributions satisfy the criteria set forth in
Revenue Rulings 81-35 and 81-36 because Plan X provides that
the contributions, although designated as enpl oyee
contributions, are to be made by Enployer Min lieu of
contributions by the enployees; and the enpl oyees may not
elect to receive such contribution amunts directly.

Accordingly, wth respect to the first six ruling
requests, we conclude that both the Gty Pick-up
Contributions and the Periodic Installment Paynents for
pur chase- of -service credit made by participants and pi cked
up by Enployer Mare treated as enpl oyer contributions and
are not includible in the gross incone of enployees in the
t axabl e year of the contributions under section 414(h) (2) of
t he Code. In addition, they do not constitutc wages subj ect
to federal inconme tax w thhol di ng under section
3401(a) (12) (A).

Wth respect to the seventh ruling request, enployee
contributions that are picked-up by the enployer pursuant to
section 414(h)(2) of the Code are treated as enpl oyer
contributions and, as such, are not annual additions to a
separate defined contribution plan for purposes of section
415(c).

Accordingly, wth respect to the seventh ruling _
request, it is concluded that the that the periodic
install ment contributions for purchase of service credit
made by participants and picked up by Enployer Mw Il not be
treated as "annual additions" for purposes of section 415(c)
of the Code.

The ruling applies only to the contributions decscribed
above. The effective date for the commencenent of the pick-
up of the contributions cannot be earlier than effective
date of Plan X

The Internal Revenue Secrvice rcaches no conclusion in
this letter as to the status of rlan X as i governmental Q
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plan within the neaning of section 414(d) of the Code. No
opinion is expressed as to whether the anounts in question
are subject to tax under the Federal Insurance Contributions
Act. No opinion is expressed as to whether the anmounts in
guestion are being paid pursuant to a "salary reduction
agreement” w thin the neaning of section 3121(v)(Il)(B)

This ruling is based on the assunption that Plan X is
qual i fied under section 401(a) of the Code at the tinme of
the contributions.

This ruling is directed only to the taxpayer who
requested it. Section 6110(c){3) of the Internal Revenue
Code provides that it may not be used or cited as precedent.

A copy of this letter is being sent to your authorized
representative in accordance with a power of attorney on
file in this office.

Sincerely yours,

R S

ff John Swi eca
Chi ef, Enpl oyee Pl ans
Techni cal Branch 1

Encl osur es:
Del eted copy
Notice of Intention to Di sclose

CC.
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