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This letter isinreply to a request for a letter
ruling dated February 5, 1999, as suppl enented by
subm ssions of Septenber 17, 1999, Novenber 9, 1999, March
14, 2000, Novenber 2, 2000, February 8, 2001, and April 4,
2001, nmde on your behal f concerning the federal tax
treatment of certain contributions nmade to Plan Y under
section 414(h) (2) of the Internal Revenue Code ("Code").

The follow ng facts and representati ons have been
subm tted:

SystemS is a retirenment and benefit system created by
the laws of State A for the purpose of providing retirenent
annuities and other benefits for enployees of Participating
Enpl oyers. Since 1941, System S has naintained a defined
benefit plan qualified under section 401(a) of the Code.
Plan Y received its recent determnation letter on April
19,1999, Effective in 1998, as an alternative to
participating in the defined benefit plan, eligible
enpl oyees may elect to participate in Plan Y, a defined
contribution plan, to be naintained by System S. System S
is also an enpl oyer of enpl oyees who are participants in
Plan Y. Plan Y is adm nistered by the Board of Trustees of
System S in accordance with the provisions of Statute T.

Al participants in Plan Y are required to contribute
a specified percentage of their conpensation to Plan Y.
Under the provisions of Statute T, required enpl oyee
contributions under the defined benefit plan of System S or
the defined contribution plan, Plan Y, shall be nade as an
"enpl oyer pick-up" under section 414(h) (2) of the Code.
Statute T also provides that any enpl oyee participating in
the defined benefit plan prior to electing to participate
in Plan Y shall continue to have the enployer pick up the
required contributions. Because Plan Y was a spin-off from
the defined benefit plan, the sanme pick-up procedures
utilized under the defined benefit plan are now bei ng used
under Plan Y.
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Wth respect to the required enpl oyee contributions,
Statute T provides that each enployer is required to pick
up the enpl oyee contributions of a Plan Y participant and
those contributions are to be treated as enpl oyer
contributions. The enployer may pick up the contributions
by a reduction in the participant’' % salary, by an offset of
future salary increases or by a conbination of both.
Statute T further provides that in no event shall a Plan v
partici pant have an option of receiving the "picked-up"
amounts in cash

Under the provisions of Statute T, enployees of
Partici pating Enpl oyers may nmake contributions to Plan Y
for the purpose of obtaining additional service credit
under two circunstances: (1) for the purpose of restoring
prior service with a Participating Enpl oyer that was
forfeited due to a refund of contributions ("past
Service"); and (2) for the purpose of obtaining additiona
service credit for periods of service not previously
credited by Plan Y, such as prior service before becomng a
participant, service with other State A public agencies,
mlitary service, or service for |eaves of absence
("Perm ssive Service").

Provisions of Statute T permt an enployee |eaving the
service of a Participating Enployer the opportunity to
obtain a refund of contributions made during the course of
that enployee's enploynent. The refund shall include
enpl oyee contributions and interest thereon, and shall also
i ncl ude enpl oyer contributions and interest thereon
credited to the individual's account, if the enployee is
vested in enployer contributions when he or she term nates
enploynent. If a former enployee returns to work for a
Partici pating Enpl oyer that entitles the enployee to again
becone a menber of System S, then that enpl oyee has the
option, after remaining in eligible service for a 2-year
period, of reinstating the Past Service credit that was
forfeited upon obtaining the refund. To reinstate the Past
Service credit the enployee nust repay the full anount that
was refunded without interest. The election to reinstate
Past Service credits nust be nade at a tinme prior to the
date of the enployee's retirenent. Under present procedures
the contributions nmust be paid directly to System S and
must be paid in a lunp sum As with the election to
purchase Past Service credits, an enployee who elects to
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purchase Perm ssive Service credits nmust currently make
paynment directly to System S on a |lunp sum basis. The
service credit may be purchased in increments of one year
if nmore than one year of service is available to purchase.

Statute T was anended in 1997 to permt Participating
Enpl oyers to pick up the contributions required to be nade
by enpl oyees who wi sh to purchase service credit. Under
Statute T an enpl oyee may elect to have a Participating
Enpl oyer pick up the contributions required to purchase
service credits and the election to have these
contributions picked up is irrevocable.

System s proposes to inplenment a program under which
an enpl oyee who participates in Plan Y wll have several
options concerning the method under which contributions
coul d be nmade when the enpl oyee el ects to purchase service
credits, whether by repaying the anount of a prior refund,
without interest, in order to reinstate Past Service
credits, or by naking the contributions required to
purchase Perm ssive Service credits.

Under the proposed program an enpl oyee will have the
option to elect: (1) to nake the contributions on a |[unp
sum after-tax basis, (2) to make the contributions as a
[unmp sum pre-tax contribution froman eligible rollover
contribution, or (3) to irrevocably make the contributions
on an installment basis by pre-tax payroll deductions. If
t he enpl oyee el ects to make the contributions by payrol
deduction, the repaynent period nust be for a period of
one, two, three, four, or five years,and the paynents wl|
al so have to be schedul ed so that the contributions for
purchase of service credits will be conpleted prior to the
enpl oyee's retirement. |f the enployee elects to nake the
contributions for the purchase of service credits by
irrevocable pre-tax payroll deduction, the contributions
wll be wthheld by the enpl oyer and forwarded to Plan Y as
pi cked-up contributions under section 414(h)(2) of the
Code.

By your authorized representative's letter of Mrch
14, 2000, it was clarified that in an effort to provide a
full description of the program for purchasing service
credit, systems has described the three nethods above
(including rollover contributions) that may be used for
such purposes. However, it has been represented that System
S is not requesting a ruling that a rollover contribution
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is eligible for "pick up" treatment under section 414(h) (2)
of the Code when used to reinstate Past Service credit or
purchase Perm ssive Service credit.

If the enployee elects the irrevocable payroll
deduction program then Plan Y will refuse any direct
paynments fromthe enpl oyee for the purchase of the service
credits that were being paid for by irrevocable payroll
deduction. Also, the enployee could not change the anount
or length of time over which the irrevocable payroll
deduction will occur. However, if the enployer changes the
enmpl oyee' s payrol |l frequency, the nunber and amount of each
payrol| deduction will automatically be adjusted, wthout
any action on the enployee's part, for the bal ance of the
el ected repaynent period.

In the case of the death of an enpl oyee, paynents for
the purchase of service credits wll stop and partia
service credit will be granted, rounded down to the next
quarter-year increment, based upon the contributions made
to the date of death. Contributions in excess of the anount
needed to provide a quarter-year of service credit will be
paid to the enployee's beneficiary or estate.

If irrevocable payroll deductions cease due to
termnation of enploynent or the disability of the
enpl oyee, the enployee will have a 60-day period in which
to make an after- tax lunp sum paynent to pay for the
bal ance of the contributions required to obtain the service
credits which the enpl oyee intended to.purchase or, if no
after-tax lunp sum paynent is nmade by the enpl oyee, then
partial service credit will be granted, rounded down to the
next quarter-year increnent, based upon the contributions
made to the date paynents ceased, with any excess
contributions refunded to the enployee.

Empl oyees will be permtted to make separate payroll
deducti on authorizations to purchase service credit
relating to different types of service or different periods
of tine. However, any subsequent irrevocable payrol
deduction authorizations will not alter, amend or revoke
t he anount of picked up contributions to be made to Plan Y
under any irrevocable elections then in effect.

A Participating Enployer will be required to adopt

Resol ution R authorizing the enployer to participate in the
pi ck-up program This resolution shall designate such
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payrol | deductions (as are made pursuant to a binding
irrevocabl e payrol| deduction authorization between an
enpl oyee and respective enployer to have such anounts

pi cked up) as being picked up by such enployer and paid by
such enployer with the enployee having no option of

recei ving such picked up amounts contributed to Plan Y.

The payrol | deduction authorization form (Form p)
wll state the type of service and the period of service
whi ch the enpl oyee intends to purchase, the dollar anount
and the period of timeover which payroll deductions wll
take place, that the enployee understands that the payrol
deduction authorization is binding and irrevocabl e, that
t he enpl oyee has no option to subsequently choose to
recei ve those anmounts directly instead of having them paid
to Plan Y, that paynents are to be nmade by the enpl oyer
only and that Plan Y will not accept paynments fromthe
enpl oyee with respect to the purchase of the service credit
to which the election relates, and that the agreement shall
remain in effect until either the payroll deductions are
conpl eted or the payroll deductions can no | onger be nade
due to the enployee's death, disability, or term nation of
enpl oyment .

Based on the above facts and representations, your
aut hori zed representative has requested the follow ng
rulings:

L That mandat ory enpl oyee contribution anounts
pi cked up by Participating Enpl oyers, even though
desi gnated as enpl oyee contributions for state | aw
purposes, wll be treated as enployer contributions,
pursuant to section 414(h) (2) of the Code.

2. That such mandatory anounts picked up by System S
on behal f of enpl oyees of System S and contributed to Plan
Y will be excluded fromthe gross incone of the enployees
and will not be included in their gross incone until
distributed to such enpl oyees.

3. That the mandatory anmounts so picked up by System
S on behalf of enployees of systemS and contributed to
Plan Y will not constitute wages under section 3401(a) of
the Code fromwhich federal inconme tax nmust be withheld in
the tax year in which such amounts are contri buted.
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4. That after a Participating Enpl oyer has adopted
Resolution R and the enpl oyee has executed the irrevocabl e
payrol | deduction authorization (Formp), contributions
made to Plan Y for the purpose of an enpl oyee's purchase of
servi ce credit (regardless of whet her such service credit is
for Past Service or Permssive Service) will be treated as
contributions picked up by the Participating Enployer
wi thin the neaning of section 414 (h} (2) of the Code and
wll be treated as enpl oyer contributions for federal
i ncome tax purposes.

5. That changes to the anount or nunber of paynents
under an irrevocabl e payroll deduction authorization, due
to changes in the enployer's payroll frequency, wll not
cause the contributions to cease to qualify as
contributions picked up by a Participating Enployer within
t he meaning of section 414(h) (2) of the Code nor cease to
qualify as enpl oyer contributions for federal incone tax
pur poses.

6. That for purposes of the application of section
414(h) (2) of the Code, death, disability, or termnation of
enpl oyment are permssible reasons for the termnation of
the irrevocabl e election to make the contributions by
payrol | deducti on.

7. That for purposes of enployees of System S, who
are participants in Plan Y, the picked-up contributions,
pursuant to irrevocable payroll deduction elections, wll
not constitute wages under section 3401(a) of the Code from
whi ch federal inconme tax nmust be withheld in the tax year in
whi ch they are contributed.

8. That the contributions relating to the
reinstatenent of Past Service (whether after-tax or picked-
up) are not subject to Code section 415(c) when made to Pl an
Y pursuant to section 415(k) (3) of the Code.

Section 414 (h) (2) of the Code provides that
contributions, otherw se designated as enployee
contributions, shall be treated as enployer contributions
if such contributions are nade to a plan described in
section 401(a) or 403(a) of the Code, established by a
state government or political subdivision thereof, or by
any agency or instrumentality of any of the foregoing,
where the contributions of enploying units are designated
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as enpl oyee contributions, the contributions so picked up
shall be treated as enpl oyer 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
el i gible enpl oyees under the plan. The revenue ruling held
that under the provisions of section 3401(a) (12) (A) of the
Code, the school district's picked-up contributions to the
pl an are excl uded from wages for purposes of the Collection
of Income Tax at Source on Wages, and no federal incone tax
w thholding is required fromenpl oyees' salaries with
respect to the said picked-up contributions. The revenue
ruling further held that the school district's picked-up
contributions are excluded fromthe gross incone of
enpl oyees until such tine 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, provi de guidance as to
whet her contributions wll be considered as "picked up" by
the enployer. Both revenue rulings establish that the
followng two criteria nust be satisfied: (1) the enployer
nmust specify that contributions, although designated as
enpl oyee contributions, are being paid by the enployer in
[ieu of contributions by the enpl oyee; and (2) the enpl oyee
nmust not have an option of choosing to receive the
contributed anounts 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 whet her contributions designated as enpl oyee
contributions to a governnental plan are excludable from
the gross incone 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 nust be conpleted before the
period to which such contributions relate.

In this case, Plan Y is a governmental plan as
described in section 414(d) of the Code. Under Statute T,
each Participating Enployer is required to "pick up" within
the nmeaning of section 414(h) (2) of the Code the mandatory
enpl oyee contributions of enpl oyees who participate in Plan
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Y, and the contributions so picked up shall be treated as
enpl oyer contributions for federal inconme tax purposes. The
enpl oyer may pick up these contributions by a reduction in
the participant's salary, by an offset against a future
salary increase, or by a conbination of both.

| n accordance with the provisions of Statute T and
Resolution R a Participating Enployer will pick up certain
enpl oyee contributions and pay themto Plan Y. If an
enpl oyee of a Participating Enployer elects to reinstate
Past Service credit or purchase Perm ssive Service credit
and agrees to do so by payroll deduction, the Participating
Enpl oyer will 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 with the
provisions of Form P, the election of the enployee to
purchase service credit by payroll deduction under the
pi ck-up arrangenent with such Participating Enployer is
irrevocabl e and cannot be changed by the enpl oyee prior to
termnation of enploynent, disability, or purchase of al
of the service credit set forth on FormP

The provisions of Resolution Rin conjunction with
Statute T nmeet the requirenents of Rev. Rul. 81-35 and Rev.
Rul . 81-36. Thus, the amobunts deducted by a Participating
Empl oyer from enpl oyees' conpensation and contributed to
Plan Y for the purchase of service credit will qualify as
pi cked-up contributions wthin the neaning of section
414 (h) (2) of the Code.

Accordingly, based on the above facts and
representations, we conclude that:

1. Mandat ory enpl oyee contribution anmounts picked up
by Participating Enployers, even though designated as
enpl oyee contributions for state |aw purposes, wll be
treated as enployer contributions within the meaning of
section 414(h) (2} of the Code.

2. Such mandatory anounts picked up by System S on
behal f of enpl oyees of System S and contributed to Plan Y
w || be excluded fromthe gross incone of the enployees and
will not be included in their gross incone until
distributed to such enployees.

3. The mandatory anounts so picked up by Systems on
behal f of enpl oyees of System S and contributed to Plan Y
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wi |l not constitute wages under section 3401(a) of the Code
from which federal income tax nmust be withheld in the tax
year in which such anmounts are contri buted.

4, That after a Participating Enpl oyer has adopted
Resolution R and the enpl oyee has executed the irrevocabl e
payrol | deduction authorization form (FormP), contributions
made to Plan Y for the purpose of an enpl oyee's purchase of
service credit (regardless of whether such service credit is
for Past Service or Permi ssive Service) will be treated as
contributions picked up by the Participating Enployer within
the meaning of section 414(h) (2). of the Code and will be
treated as enployer contributions for federal incone tax
pur poses.

5. Changes to the amount or nunber of paynments under
an irrevocabl e payroll deduction authorization, due to
changes in the enployer's payroll frequency, will not cause
the contributions to cease to qualify as contributions
pi cked up by a Participating Enmployer within the meani ng of
section 414 (h) (2) of the Code nor cease to qualify as
enpl oyer contributions for federal income tax purposes.

6. For purposes of the application of section
414(h) (2) of the Code, death, disability, or termnation of
enpl oyment are perm ssible reasons for the termnation of
the irrevocable election to nmake the contributions by
payrol | deduction

7. For purposes of enployees of System S, who are
participants in Plan Y, the picked-up contributions
pursuant to irrevocabl e payroll deduction elections, wll
not constitute wages under section 3401(a) of the Code from
whi ch federal incone tax nust be withheld in the tax year
in which they are contributed.

Wth respect to Ruling Request #8, we notified your
aut hori zed representative in our letter dated Cctober 13,
2000, that the Service was proposing to issue an adverse
ruling. Your authorized representative, in his letter dated
Novermber 2, 2000, requested that Ruling Request #s8 be
i ssued as we had proposed.

Section 415(k) (3) of the Code provides that in the
case of any repaynent of contributions ( including interest
thereon) to the governmental plan with respect to an anount
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previously refunded upon a forfeiture of service credit
under the plan or under another governnmental plan

mai ntained by a State or a local governnment enployer wthin
the same State, any such repaynent shall not be taken into
account for purposes of this section .

Section 415(k) (3) was added to the Code by section
1526(b) of the Taxpayer Relief Act of 1997 (TRA '97),
Pub. L. 105-34, effective with respect to contributions nade
in plan years beginning after Decenmber 31, 1997. The
| egislative history to section 1526 of TrRa '97 states that
in the case of any repaynent of contributions and earnings
to a governmental plan with respect to an anmount previously
refunded upon a forfeiture of service credit under a plan
(or another plan maintained by a State or |ocal governnent
enpl oyer within the same State), any such repaynment shall
not be taken into account for purposes of Code section 415
and service credit obtained as a result of the repaynent
shall not be considered pernmissive service credit. (HR
Rep. No. 105-220, 105*® Cong., 1% Sess. 742 (1997)). Thus,
we conclude that the special rule under section 415(k) (3)
of the Code only applies to after-tax enpl oyee
contributions that are paid into a state or |ocal
govgrnnental plan to reinstate previously forfeited service
credit.

Accordingly, with respect to Ruling Request # 8, we
conclude that the after-tax enployee contributions nade to
reinstate Past Service (not "picked-up" contributions) are
not subject to Code section 415(c) when nade to Plan Y
within the neaning of Code section 415(k) (3).

Under the irrevocabl e payroll deduction programto
reinstate Past Service credit or to purchase Perm ssive
Service credit, the effective date for the commencenent of
any proposed pick up cannot be any earlier than the later
of (i) the adoption date of Resolution R (ii) the
effective date of Resolution R, or (iii) the date the
irrevocabl e payroll authorization form (FormpP)is signed
by both parties.

These rulings are based on the assunption that Plan Y
neets the requirenents for qualification under section
401(a)of the Code atthe time of the proposed
contributions and distributions.
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These rulings do not address the option under the
proposed pick-up programthat allows a participant to
reinstate Past Service credit or purchase Perm ssive
Service credit by using the funds froman eligible rollover
contri bution.

No opinion is expressed as to whether the anmounts in
question are subject to tax under the Federal |nsurance
Contributions Act. No opinion is expressed as to whether
the contributions in question are paid pursuant to a
"salary reduction agreement” within the meaning 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.

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

Slncerely yours '

ﬁce E. Fl

I\/Bnager Enpl oyee Pl ans
Technical Goup 2

Tax Exenpt and CGover nnent
Entities Division

CC.
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