00038055

Internal Revenue Service Department of the Tregsury
Washington, DC 20224

Significant I ndex #:402.08-01 Person to Contact:

Kk khkdkkkhkkhh ek h kb ek Telephone NEUHKBER % &k % ok ke ok ok ok ke ok ok ke ok
LR R T T e IDHS0-***x%*
Kk kkkkkkwkhk ke hkhkkn Refer Reply 1202) 622-***%*
Ak kkhkkk ek kkhkkhkhkk ke kK

Dat e; T:EP:RA; *¥**%%

Attention: Trkkwkkkkrkwikx
Hkkk kR R ARk k kK hhh**

Legend:

State A = khkhkhkkkr bk kA ARk h*

Enp|0yer M w hkkkkkdkhkkdkk kb hkkdrkhkkkk

SystewnA — kkhkkkhkkkkhhkhkhhkrkkhkhhkhkkdd

Systen]B P R AR R R R TR R R R R R R T R
kkkkhkkkhkRkhkhkhkkhkkhhkhkkhkbhkhkkhkkkhkhkk

SyStEWIC = kkkhkkhkhkkhkhhdkrkk bk kb bkt kkhd

Statute Y = kkhkkhkhkdkhkhhkrhkhkrhhhkhdhhrhhhhbhkbehrhhhbderhrk

hkkdkhkdkkhkhkhkdhdrdhkhbhkhthkkrkkRrdkhddkhhdkdhhdhhdkik

(A A AL R RS AR AR AR RS RS RS ERER LR ERNR,]

*hkkkkhkkkkkkhhhkhhkkhkhkkhkddhkkhhhhkkdhikix

(22 A E R RS ESERES R R A RS R R R RS R EE LN EREX]

(S AR AR SR AR EER A EEER L& SEERES
Legi sl ative
Body N
Qption E

L2 A4 SRR SR AR R RS R AR R XSS SRR R R SR X,
kdkkdkhkdhkkhkhkhkkhkhkkhkhkkhkhhkhkhdkhkktektkkr

Dear Mr*kkkkdhdhdkhkdkdhrhkhdkdrkk

This is in response to a letter dated May 26, 1999, as
suppl emented by correspondence dated Cctober 22, and 26,
1999, submtted on your behalf by your authorized
representative for a ruling concerning the federal incone
tax treatnment under sections 414(h) (2) and 402(c} (4} of the
I nternal Revenue Code of certain contributions to System C

~The following facts and representati ons have been
subm t t ed:

~ System A and System B are responsible for
adm ni stration of System C, a defined benefit retirement
Elan that provides retirenment, death, and disability
enefits for police enployees of Enployer M including
Empl oyer M cadets. System C was established on July 1,
1949, and as of April 1999, has approxinately 1634 active
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members. O this group, SystemA estimates that as of July
1, 1999, approxinately 318 nenbers may be eligible to el ect
to participate in Option E

The ternms and conditions of System C are set forth in
Statute Y. SystemCis a governnental plan within the
meani ng of section 414(d) of the Code, and is intended to be
qualified under section 401(a). System C received a
favorable determnation letter fromthe Internal Revenue
Service dated April 19, 1965, and nost recent&% received a
determ nation letter dated October 22, 1999, i ch applies
to the amendments executed on April 27, 1999 (which relate
to Option E, as described below). Under SystemC, to
receive a normal service retirenment allowance, a nmenber nust
termnate enploynent, attain age 50 or have at |east 25
years of service and apply for the benefits by conpleting a
System A application. Except for the Secretary of Enployer
M a nenber is required to retire at age 60. On retirement,
a nenber receives a "nornal service retirenent allowance"
equal to the sumof 1/45" of the nmenber's average fina
conpensation nultiplied tinmes each year of the nmenber's
first 25 years of creditable service, and 1/90%® of the
menber's average final conpensation nultiplied timeseach
year of creditable service in excess of 25 years.

Statute Y enhanced the normal service retirenment
al | onance payable to a nenber of SysemcC. Effective July
1, 1999, a nenber of SystemCiseligible to receive a
service retirenent allowance on attaining age 50 or 22 years
of service gregardless of age). On retirement on or after
July 1, 1999, a nenber receives a nornmal service retirenent
al lowance equal to 2.55 percent of the membersaverage
final conpensation for each year of service; provided

however, that the allowance may not exceed 71.4 percent of
the menber's average final conpensation

System C is a contributory plan. A member is required
to make mandatory contributions equal to 8 percent of the
nmenber's earnable conpensation if the nmenber has 25 years or
| ess of creditable service plus 4 percent of the nenber's
earnable conpensation if the nmenber has nore than 25 years
of creditable service. As a result of the enactnment of
Statute Y, effective July 1, 1999, a nenber's contribution
is 8 percent of the nenber's earnable conpensati on.

~ System C members’ contributions are picked up by State
A wthin the neaning of section 414(h) (2) of the Code. A

favorable private letter ruling dated July 10, 1987, was
Issued to System B with respect to the "pick-up". There

have been no substantive anmendnents to the pick-up program
since receipt of this ruling.

Option E is a program under which a member of System C
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who has at |east 22 and |less than 28 years of eligibility
service and is less than 60 years of age may el ect to accrue
future retirenent benefits in the manner provided by Option
E, rather than in the manner provided under System C.  This
method is achieved by treating the Option E participant as
t hough retired from System C, even though the participant
continues in enploynment. As a "retiree" from SystemC, the
Option E participant retains the participant's previously
accrued rights to normal service retirenent benefits under
System C, however, as a System C "retiree", the Option E
participant may not accrue additional service credit in
System C during the period of Option E participation. The
period of Option E participation may not exceed four years.

The Option E participant, as a System C "retiree"
accrues additional retirement benefits in Option Ein the
following manner. During the period beginning on the
effective date of participation in Qption E, stem A
credits the followng amounts to an individual's Option E
account: (1) the normal service retirement allowance to
whi ch the menber woul d have been entitled had the menber in
fact term nated enPonnent and retired accrue for the
participant's benefit as if the allowance had been paid into
a separate account maintained by System A, (2) the cost-of-
living adjustment on July 1 of each year; and, (3) interest
on the balance in the Option E account at the rate of 6
percent per year, conpounded nonthly.

Al t hough no individual Option E account is actually
established, a participant's accrued Option E benefit is
cal cul ated annually on a separate basis, and account
statements are to be provided to each participant. An
Option E particiﬂant may not elect to receive a distribution
of benefits in the Option E account in lieu of the accruals
under Qption E unless the participant shortens the tine

period for participation in Qption E and term nates
enpl oynment with Enployer M

During the period beginning on the effective date of
participation in Option E, as a SystemC "retiree", the
Option E participant does not earn any additional years of
service credit in SystemC. Nor is the nenber required to
make any nenber contributions to System C, and accordingly,

State A does not pick up any contributions for the Option E
partici pant.

Upon termnation of the Option E participation period,
whi ch may not exceed four years, an Qption E partici pant
termnates the enploynent relationship wth Enmployer M At
that time, System A conmences paynment to the Option E
participant (or designated beneficiary) of the nornal
nmonthly service retirenent allowance that previously had
accrued within Option E.  In addition to this nmonthly
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benefit, the Option E participant (or designated
beneficiary) is entitled to receive in a lunp sumthe anount
accrued in the Option E account during the period of Option
E participation (the "accunulated Option E benefit").

Distribution of the accumulated Option E benefit is
governed by participant election. That election can only be
made at the end of the Option E participation period, i.e.
when the nenber term nates enploynent wth Enpl oyer M and
may not exceed four years. The Option E participant may
elect to receive the amount accrued in a |unp sumreduced by
applicable wthholding taxes. Alternatively, the
participant may elect to roll over all or part of the
accrued Option E benefit into an "eligible retirement plan",
that is, an individual retirenent account described in
section 408 of the Code, an individual retirenment annuity,
ot her than an endowrent contract, described in section
408(b), a qualified trust described in section 401(a), or an
annuity plan described in section 403(a) of the Code.

Based upon the aforenentioned facts, your authorized
representative has requested rulings that:

1. Mandatory menber contributions required under section
24-205 of Statute Y and made by State A under section
22-313 of Statute Y for those nenbers of System C who
are not in QOption E shall continue to qualify for pick
up treatnment under section 414 (h) (2) of the Code, and
accordingly the contributions will be excluded fromthe
menbers' wages for federal tax w thhol di ng Purposes and
wi |l not constitute gross income for federal incone tax
Burpqses until distributed to the menbers (or their

eneficiaries) ; and,

2. The lunp sumdistribution to Option E participants (or
their beneficiaries) of the accumulated Option E benefit
constitutes an eligible rollover distribution within the
meani ng of section 402(c) (4) of the Code, and
accordingly under section 3405(c) of the Code the
Trustees should w thhold 20 percent of any such
di stribution which is not directly rolled over to
anot her qualified plan or individual retirenent account.

Wth respect to ruling request nunber one, as noted
above, a favorable ruling was issued with respect to the
"pi ck up" under section 414(h) (2) on July 10, 1987. There
is nothing in the Code nor the regulations thereunder which
when applied to the facts presented above, would affect the
conclusions reached in that private letter ruling.
Therefore, wth respect to ruling request nunber one, we
concl ude that mandatory nenber contributions required under
section 24-205 of Statute Y and made by State A under
section 22-313 of Statute Y for those nenbers of System C
who are not in Option E shall continue to qualify for pick
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up treatment under section 414 (h) (2) of the Code, and
accordingly the contributions will be excluded fromthe
menbers' wages for federal tax wi thhol ding purposes and w ||
not constitute gross incone for federal inconme tax purposes
until distributed to the nmenbers (or their beneficiaries).

Wth respect to ruling request nunber two, section
402(a) of the Code provides that any anount actually
distributed to any distributee by any enpl oyees' trust
described in section 401(a) which is exenpt fromtax under
section 501(a) shall be taxable to the distributee, in the
taxabl e year of the distributee in which distributed, under
section 72 (relating to annuities%. However, section 402{c)
provides that if any portion of the balance to the credit of
an enployee in a qualified trust is paid to the enEonee in
an "eligible rollover distribution" and the distributee
transfers, wthin 60 days of receipt, any portion of the
property received in such distribution to an "eligible
retirement plan", and in the case of a distribution of
property other than noney, the anmount so transferred
consists of the property distributed, then such distribution
(to the extent so transferred) shall not be includible in
gross incone for the taxable year in which paid.

An "eligible rollover distribution" is defined in
section 402(c) (4) of the Code as anK di stribution to an
enpl oyee of all or any portion of the balance to the credit
of the enployee in a qualified trust; except (A any
distribution which is one of a series of substantially equal
periodi c paynents (not |ess frequently than annually) made
(I) for the life (or life expectancy) of the enployee or the
joint lives (or joint |ife expectancies) of the enployee and
the enpl oyee's deS|Pnated beneficiary, or (ii) for a
speci fied period of 10 years or moreand (B) any

distributions to the extent such distribution is required
under section 401(a) (9).

Section 402(c) (8) (A defines a "qualified trust" as an
enpl oyees' trust described in section 401(a) which is exenpt
fromtax under section 501¢(a). An "eligible retirenent
plan" i s defined in section 402(c) (8) (B} of the code as (1)
an individual retirenment account described in section
408 ta), (ii) an individual retirement annuity described in
section 408 (b) (other than endownent contracts), (iii) a

qualified trust, and (v)an annuity plan described in
section 403(a).

Section 1.402(c)-2, Q&A 6 provides, generally, that a
paynment is treated as independent of the paynents in a
series of substantially equal paynents, and thus not part of
the series, if the paynment is substantially |larger or
smaller t han the other paynments in the series. Further, an
i ndependent paynent is an eligible rollover distribution if
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it is not otherw se excegﬁed fromthe definition of eligible
roll over distribution. his is the case regardl ess of

I
whet her the payment is nmade before, with, or after paynents
in the series.

Section 3405(c) (1) (B) of the Code provides that in the
case of any designated distribution, which is an eligible
rol l over distribution, the payor of such distribution shal
wi t hhol d from such distribution an anount equal to 20
percent of such distribution

Section 3405(c) (2) of the Code provides that paragraph

(1) (B) shall not apply to any distribution paid directly to
an eligible retirenent plan.

Section 3405(c) (3) of the Code provides that, for
purposes of this subsection, the term"eligible rollover

di stribution" has the nmeaning given such term by section
402(£) (2) (7).

~Section 402(f) (2) (A) of the Code provides that the term
“eligible rollover distribution" has the sanme neaning as
when used in section 402(c¢).

You represent that the |unp sun1paYnents under Option E
of the accunulated Option E benefit wll generally far

exceed the normal nmonthly retirenment service retirenent

al l owance whi ch constitutes regular periodic paynents and
are part of a series. Therefore, the lunp sumdistribution
wll be treated as an independent payment if it is

substantially larger than the normal nonthly retirenent
service retirement allowance.

Accordingly, we conclude with respect to ruling request
nunber two that the IunE sumdistribution to Option E
participants gor their beneficiaries) of the accunul ated

tion E benefit constitutes an eligible rollover
distribution within the neaning of section 402(c)€4) of the
Code in those instances in which it is substantially |arger
than the normal nonthly retirenent service retirenent
al l onance, and therefore under section 3405(c) of the Code
t he Trustees should w thhold 20 Fercent of any such
di stribution which is not directly rolled over to another
qualified plan or individual retirenent account.

These rulings are based on the assunption that System
C, as anended by Statute Y, wll be qualified under section

401(a) of the Code at the time of the proposed contributions
and distributions.
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| n accordance with a power of attorney formon file

with this office, we are sending a copy of this letter to
your authorized representative.

Sincerely yours,

(mgnely JULUM B FLOTD

Joyce E. Floyd, Manager
Enpl oyee Pl ans Technical Goup 2
Tax Exenpt and Gover nnent
Entities D vision
Encl osur es: _
Del eted Copy of this Letter
Notice of Intention to Disclose
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