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Ladi es and Gentl enen:

This letter is in reply to a request for a letter
ruling dated Decenber 29, 1998, as supplenented by
subm ssions of Septenber 24, 1999, and July 28, 2000, nade
on behalf of Enployer M concerning the federal tax
treatnment of certain contributions made to Plan X and Pl an
Y under section 414 (h) (2) of the Internal Revenue Code
(" Code")

The following facts and representati ons have been
subm tted:

Enpl oyer Mis a political subdivision of State A Plan
X and Plan Y are qualified plans under section 401(a) of
the Code and are tax exenpt under section 501(a) of the
Code. Both Plan X and Plan Y are governnental plans under
section 414(d) of the Code.

Plan X is admnistered by the Plan X Board. The Plan X

Board has authority to adopt rules for the adm nistration
of the retirenment system

G oup B Enployees are mandatory participants in Plan
X. Funding for Plan X is provided by both enployee (.e.
menber) contributions and enployer contributions.
Contributions are defined as a stated percentage of the
"conpensation" of the nenber. Menber contributions and
interest thereon are considered the "accumul ated
contributions" of the-nenber.

If a nmenber ceases to be an enpl oyee covered by Plan X

for any reason other than death, retirenent, receipt of a
disability benefit, or election of an alternative
retirenent plan, the nenber can elect to receive a refund
of his or her accunulated contributions. In addition, if
the nenber has nmde paynents to purchase additional service
credit under Statute T, the anmounts paid are credited to
his or her accunul ated account and are also refundable
pursuant to Statute T. If the nenber elects a refund of
accunmul ated contributions, all of his or her service credit
under Plan X is cancell ed.

Statute T has a variety of provisions which permt a
member of Plan X to purchase additional service credit for
certain types of services perforned, sone of which include
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restoration of prior service credit cancelled, mlitary
service, and like-kind public service in another state or
the United States government.

Statute T provides that the Plan X Board may establish
by rule a payroll deduction plan for paynent of the cost of
purchasing service credit. Accordingly, the Plan X Board
has adopted Rule U regarding the purchase of service credit
by payroll deducti on.

Payrol |l deduction is made by the enpl oyer and
transmtted by the enployer to Plan X Payroll deduction
for a service credit purchase is not available to purchase
nore than one type of service credit at a tine; nor is it
available for a purchase of service credit that is to be
made by a lunp sum paynent. If service credit is to be
purchased by payroll deduction, the nmenber nmust sign a
payrol | deduction authorization form for each type of
service credit to be purchased.

Rule U further provides that payroll deduction
purchases may be nade with anmpbunts which are designated by
t he members enpl oyer as picked-up contributions under Code
section 414(h) (2). If a nmenber is purchasing service credit
with amounts that are designated by the enployer as picked-
up contributions under Code section 414(h) (2), the nmenber
may not termnate or alter the payroll deduction until the
credit is fully purchased or the nenber has term nated
enpl oynent .

Enpl oyer M has adopted Resolution R which will permt
its enployees who are Plan X nmenbers to elect to have
payrol | deduction contributions for purchases of service
credit picked up by Enployer M in accordance with section
414 (h) (2) of the Code. Resolution R is to be effective
prospectively from the date of its adoption.

Under Resolution R any election by the enployee to
have his or her payroll deductions for the purchase of
service credit picked up by Enployer M nust conply with the
requirements of Rule U and must be irrevocable. Resolution
R provides that Enployer M wll pay the pick up anount
directly to Plan X, in lieu of such paynent being nade by
the enployee. In addition, Resolution R states that the
pi ck up shall be nmandatory for the enployee until the
earlier of termnation of enploynent or the conpletion of
all the required paynents for the service credit. Al so,
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Resol ution R specifies that no enployee shall have the
option of choosing to receive the picked up anounts
directly instead of having them paid by Enployer Mto Plan
X.

Plan Y is admnistered by the Plan Y Board. The Plan Yy
Board has authority to adopt rules for the admnistration
of the retirenent system

G oup C Enployees are mandatory participants in Plan
Y. Funding for Plan Y is provided by both enployee (i.e.
menber) contributions and enployer contributions.
Contributions are defined as a stated percentage of the
"conpensation"” of the nmenber. Menber contributions and
interest thereon are considered the "accunul ated
contributions" of the nenber.

If a member ceases to be an enpl oyee covered by Plan Y
for any reason other than death, retirenent, receipt of a
disability benefit, or election of an alternative
retirenment plan, the member can elect to receive a refund
of his or her accunulated contributions. In addition, if
the menber has nmde paynments to purchase additional service
credit under Statute T, the anounts paid are credited to
his or her accumul ated account and are al so refundable
pursuant to Statute T. If the menber elects a refund of
accunul ated contributions, all of his or her service credit
under Plan Y is cancelled.

Statute T has a variety of provisions which permt a
nmenber of Plan Y to purchase additional service credit for
certain types of services performed, some of which include
restoration of prior service credit cancelled, military
service, and like-kind public service in another state or
the United States governnent.

Statute T provides that the Plan Y Board may establish
by rule a payroll deduction plan for paynent of the cost of
purchasi ng service credit. Accordingly, the Plan Y Board
has adopted Rule V regarding the purchase of service credit
by payroll deduction with amounts which are designated by
the menber's enployer as picked-up contributions under Code
section 414 (h) (2).

Once payroll deduction for a service credit purchase

is begun, a member cannot purchase the service credit by a
[unp sum paynent. |f service credit is to be purchased by
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payrol |l deduction, the nenber nust sign a payroll deduction
aut hori zation form for the type of service credit to be
purchased. The nenber may not terminate or alter the.
payrol | deduction until the credit is fully purchased or
the menber has term nated enpl oynent.

Enpl oyer M will be adopting Resolution S which will
permt its enployees who are Plan Y nenbers to elect to
have payroll deduction contributions for purchases of
service credit picked up by Enployer M in accordance wth
Code section 414(h) (2). Resolution S is to be effective
prospectively from the date of its adoption.

Under Resolution S, any election by the enployee to
have his or her payroll deductions for the purchase of
service credit picked up by Enployer M nmust conply with the
requirements of Rule V and mnust be irrevocable. Resol ution
S provides that Enployer Mwll pay the pick up anount
directly to Plan Y, in lieu of such paynent being nmade by
the enployee. In addition, Resolution S states that the
pick up shall be nandatory for the enployee until the
earlier of termnation of enploynent or the conpletion of
all the required paynents for the service credit. Al so,
Resolution S specifies that no enployee shall have the
option of choosing to receive the picked up amounts
directly instead of having them paid by Enployer M to Plan
Y.

Based on the aforenentioned facts and representations,
you have requested the following rulings with respect to
the purchase of additional service credit under Plan X and
Plan Y:

1. Pursuant to section 414 (h) (2) of the Code, anounts
"picked up" by Enployer M under the provisions of Rule U
and Resolution R, even though designated as enpl oyee
contributions for state |law purposes, will be treated as
enpl oyer contributions for federal incone tax purposes.

2. Pursuant to section 414 (h) (2) of the Code, ampunts
"pi cked up" by Enployer M under the provisions of Rule V
and Resolution S, even though designated as enpl oyee
contributions for state |law purposes, will be treated as
enpl oyer contributions for federal incone tax purposes.

3. Pursuant to sections 414(h) (2) and 402(a) of the
Code, anounts "picked up" by Enployer M under the
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provisions of Rule U and Resolution R are excluded from the
gross inconme of Goup B Enployees at the tinme they are paid
to Plan X by Enployer M and wll be included in gross
incone in accordance with the provisions of section 402 of
t he Code.

4. Pursuant to sections 414 (h) (2) and 402(a) of the
Code, anounts "picked up" by Enployer M under the
provisions of Rule V and Resolution S are excluded from the
gross inconme of Goup C Enployees at the time they are paid
to Plan Y by Enployer M and wll be included in gross
incone in accordance with the provisions of section 402 of
t he Code.

5. Pursuant to section 3401(a) (12) (A) of the Code,
anmounts "picked up" by Enployer M under the provisions of
Rule U and Resolution R will not constitute wages for
federal inconme tax w thhol ding purposes.

6. Pursuant to section 3401(a) (12) (a) of the Code,
anounts "picked up" by Enployer M under the provisions of
Rule V and Resolution S will not constitute wages for
federal incone tax w thhol ding purposes.

Section 414 (h) (2) of the Code provides that
contributions, otherw se designated as enpl oyee
contributions, shall be treated as enployer contributions
if such contributions are nmade to a plan described in
section 401(a) or 403(a) of the Code, established by a
state governnent or political subdivision thereof, or by
any agency or instrumentality of any of the foregoing,
where the contributions of enploying units are designated
as enployee contributions but where any enploying unit
pi cks up the contributions, the contributions so picked up
shall be treated as enployer contributions.

Revenue Ruling 77-462, 1977-2 C B. 358, addresses the
federal incone tax treatnent of contributions picked up by
the enployer within the nmeaning of section 414 (h) (2) of the
Code. In Rev. Rul. 77-462, the enployer school district
agreed to pick up the required contributions of the
eligible enployees under the plan. The revenue ruling held
t hat under the provisions of section 3401(a) (12) (A) of the
Code, the school district's picked-up contributions to the
plan are excluded from wages for purposes of the Collection
of Incone Tax at Source on Wages, and no federal incone tax

e
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wi thholding is required from enployees' salaries wth
respect to the said picked-up contributions. The revenue
ruling further held that the school district's picked-up
contributions are excluded from the gross incone of

enpl oyees until such tinme as they are distributed to the
enpl oyees.

Revenue Ruling 81-35, 1981-1 C B. 255, and Revenue
Ruling 81-36, 1981-1 C. B. 255, provide guidance as to
whet her contributions will be considered as "picked up" by
the enployer. Both revenue rulings establish that the
followng two criteria nust be satisfied: (1) the enployer
must specify that contributions, although designated as
enpl oyee contributions, are being paid by the enployer in
lieu of contributions by the enployee; and (2) the enployee
must not have an option of choosing to receive the
contributed anobunts directly or to have them paid by the
enpl oyer to the plan.

In Revenue Ruling 87-10, 1987-1 C B. 136, the Service
consi dered whether contributions designated as enpl oyee
contributions to a governnmental plan are excludable from
the gross inconme of the enployee. The Service concl uded
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 enployee
contributions nust be conpleted before the period to which
such contributions relate.

In this case, in accordance with Rule U and Resol ution
R if a Goup B Enployee of Enployer M elects to purchase
additional service credit under one of the Statute T
provisions identified in Rule U and agrees to do so by
payrol | deduction, the enployee and Enployer M may further

agree that Enployer Mw Il pick up (i.e. assune and pay)
the contributions that the enployee is required to pay for
the purchase of service credit. Further, in accordance wth

Rule U and Resolution R, the election of the enployee to
purchase service credit by payroll deduction under the pick
up arrangenent with Enployer M is irrevocable and cannot be
changed by the enployee prior to termnation of enploynent
or purchase of all of the service credit set forth on the
payrol | deduction authorization form

The provisions of Rule U and Resolution R neet the

requirements of Rev. Rul. 81-35 and Rev. Rul. 81-36. Thus,
the anpbunts deducted by Enployer M from Goup B Enpl oyees'
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conpensation and contributed to Plan X for the purchase of
service credit wll qualify as picked-up contributions
within the nmeaning of section 414(h) (2) of the Code.

In accordance with Rule V and Resolution S, if a Goup
C Enpl oyee of Enployer M elects to purchase additional
service credit under one of the Statute T provisions
identified in Rule V, and agrees to do so by payroll
deduction, the enployee and Enployer M may further agree
that Enployer Mwll pick up (i.e. assune and pay) the
contributions that the enployee is required to pay for the
purchase of service credit. Further, in accordance wth
Rule V and Resolution S, the election of the enployee to
purchase service credit by payroll deduction under the pick
up arrangenent with Enployer M is irrevocable and cannot be
changed by the enployee prior to termnation of enploynent
or purchase of all of the service credit set forth on the
payrol | deduction authorization form

The provisions of Rule V and Resolution S neet the
requi rements of Rev. Rul. 81-35 and Rev. Rul. 81-36.
Thus, the anmounts deducted by Enployer M from Goup C
Enpl oyees' conpensation and contributed to Plan Y for the
purchase of service credit will qualify as picked-up
contributions within the nmeaning of section 414(h)(2) of
t he Code.

Accordingly, we conclude that:

1. Pursuant to section 414(h) (2) of the Code,
anmounts "picked up" by Enployer M under the provisions of
Rule U and Resolution R and paid to Plan X, even though
designated as enployee contributions for state |aw
purposes, wll be treated as enployer contributions for
federal income tax purposes.

2. Pursuant to section 414 (h) (2) of the Code,
anmounts "picked up" by Enployer M under the provisions of
Rule V and Resolution S and paid to Plan Y, even though
designated as enployee contributions for state |aw
purposes, Wl be treated as enployer contributions for
federal income tax purposes.

3. Pursuant to sections 4214 (h) (2) and 402 (a) of the
Code, amounts "pi cked up" by Enployer M under the
provisions of Rule U and Resolution R are excluded from the
gross income of Goup B Enployees at the tine they are paid
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to Plan X by Enployer Mand will be included in gross
incone in the year they are distributed in accordance wth
the provisions of section 402 of the Code.

4. Pursuant to sections 414 (h) (2) and 402{a) of the
Code, armounts "picked up" by Enployer M under the
provisions of Rule V and Resolution S are excluded from the
gross inconme of Goup C Enployees at the tine they are paid
to Plan Y by Enployer Mand will be included in gross
incone in the year they are distributed in accordance wth
the provisions of section 402 of the Code.

5. Pursuant to section 3401(a) (12) (A) of the Code,
anounts "picked up" by Enployer M under the provisions of
Rule U and Resolution R will not constitute wages for
federal inconme tax w thhol ding purposes.

6. Pursuant to section 3401(a) (12) (A of the Code,
amounts "picked up" by Enployer M under the provisions of
Rule V and Resolution S will not constitute wages for
federal inconme tax w thhol ding purposes.

In the case of Plan X, rulings 1, 3, and 5, above,
apply only if the effective date for the commencenent of
any proposed pick up is not any earlier than the |ater of
(a) the date of adoption of Resolution R by Enployer M or
(b) the later of the effective date of the irrevocable
payrol | deduction authorization form or the date the form
has been signed by the parties.

In the case of Plan Y, rulings 2, 4, and 6, above,
apply only if the effective date for the comencenent of
any proposed pick up is not any earlier than the later of
(a) the date of adoption of Resolution S by Enployer M or
(b} the later of the effective date of the irrevocable
payrol | deduction authorization form or the date the form
has been signed by the parties.

These rulings are based on the assunption that Plan X
and Plan Y neet the requirenents for qualification under
section 401{(a) of the Code at the tinme of the proposed
contributions and distributions.

No opinion is expressed as to whether the anmounts in
gquestion are subject to tax under the Federal Insurance
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Contributions Act. No opinion is expressed as to whether
the anmounts in question are paid pursuant to a "salary
reduction agreenment” wi thin the neaning of section
3121(v) (1) (B) of the Code.

This letter ruling is directed only to the taxpayer
that requested it. Section 6110(k) (3) of the Code provides
that it may not be used or cited by others as precedent.

The original of this letter ruling has been sent to
your authorized representative in accordance with a power
of attorney on file in this office.

Sincerely yours,,
b & Kddle Tk .
John G R ddle, Jr.
Manager, Enpl oyee Pl ans
Technical Goup 4

Tax Exenpt and Governnent
Entities D vision
Encl osur es:

Del eted copy of the letter
Notice 437
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