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Dear khkkkkdkkhkhkkk

This is in response to a ruling request submtted by
your authorized representative dated Septenber 16, 2000, as
suppl emented by correspondence dated Decenber 22, 1999,
July 26, 2000, July 27, 2000, August 21, 2000, August 30,
2000, Septenber 13, 2000, Novenber 21, 2000, Decenber 8,
2000, and January 18, 2001, with respect to the federal
income tax treatnent of certain contributions to Plan X
under section 414 (h) (2} of the Internal Revenue Code.

The following facts and representati ons have been
subm tted on your behalf:

Plan X is a contributory retirenent system established
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for teachers and admnistrators of public schools in

State A and is admnistered by Board M Board M is
conprised of five nenbers: the comm ssioner of education
(or his or her designee), who shall be a nenber ex officio
and shall serve as chairman; a nmenber appointed by the
governor who shall be a retired forner public schoo
teacher wwthin State A, two nenbers who shall be elected by
the nmenbers in or retired fromthe service in the system
from anong their nunber; and a fifth menber chosen by the
ot her four. Board M adm nisters Plan X, a defined benefit
program which, for purposes of this ruling request is
assuned to be qualified under section 401(a) of the Code.

The governing provisions for Plan X are statutorily
pronul gated by the State A |egislature. In addition, Board
M has established admnistrative rules in accord with the
statutory requirenments (i.e., relevant sections of State A
general |laws and regul ations).

Plan X provides retirenent, disability and survivor
benefits to State A public school teachers, admnistrators
and their famlies. Contributions to Plan X are nandatory
for all menbers in service and are made by payrol
deductions equal to a percentage of each nenber's regul ar
conpensation ranging from five percent to nine percent,
dependi ng upon the nenber's date of service. Payr ol |
deductions equal to an additional two percent of each
nmenber's regul ar conpensati on over $30,000 are required.

Pursuant to chapter 32, section 22{10) of State A
statutes, each enployer shall pick up all of the nenbers
contri buti ons. That is, each governnental unit to which a
system pertains shall assunme and pay the contributions
whi ch woul d be payable by the enpl oyees as nenbers. Such
contributions, although designated as enpl oyee
contributions, wll be paid by the applicable governnent
unit in lieu of contributions by the enpl oyee. Further, no
enpl oyee will have the option of choosing to receive such
contributed anounts directly instead of having them paid by
t he enpl oyi ng governnental unit. The contributions so
assuned shall be treated as enployer contributions in
determning tax treatnent under the Internal Revenue Code.
"Creditable service" is defined as tine that an individual
has worked as a teacher, admnistrator or other State A
public enployee, and for which the individual has paid or
transferred retirenent contributions to Plan X and al so
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includes certain mlitary service. Creditable service is
earned by all teachers and adm nistrators who are enployed
on at least a half-tinme basis and who are contributing
menbers of Plan X Enpl oyees automatically receive credit
for regular State A public school teaching, authorized

| eave of absence, and active mlitary service during
menber shi p. Governnental unit, as defined in State A
statutes, is State A, or any political subdivision thereof,
except that a teacher who is a nenber of, or eligible for
menbership in Plan X shall, for purposes of nenbership and
the requirenents in connection therewith, be deened to be
enpl oyed by the sanme governnental wunit.

Additionally, enployees may choose to pay an
additional anpbunt into the fund, either in one sum or
installments, for the purpose of providing an additional
annuity, subject to limtations and such terns and
conditions as Board M may prescribe

In addition to creditable service received as a result
of mandatory contributions to Plan X, a nenber pursuant to
State A statutes, may also purchase credit for prior
substitute teaching, teaching in an out-of-state public
school, certain non-public teaching, other State A public
service, active mlitary service and maternity | eave. If a
menber wi thdrew retirenment account anounts from Plan X or
any other State A contributory retirenment system the
menber may also receive creditable service upon repaying
the anount withdrawn plus interest prior to the date of
retirement.

The cost of purchasing past service is based on what
the nenber would have paid in contributions during that
period (plus interest to date) or what the nenber actually
paid and withdrew (plus interest to date). Al fornms of
creditable service nust be purchased prior to the nenber's
date of retirenent.

Pursuant to State A statutes, Board M has authority to
promul gate regulations and to establish terns and
conditions for the purchase of prior service credit. Board
M has adopted Regulations N and O for the purpose of
providing a pick-up of enployee contributions under section
414(h) (2) of the Code for contributions that are nade for
t he purpose of purchasing service credit or service
buybacks ("Regulation N"}, or to provide a pick-up of
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enpl oyee contributions for up to five years of accel erated
contributions ("Regulation ¢") that are made pursuant to
the alternative superannuation retirenent benefit

provi sions of section 104 of chapter 32 of State A

stat utes.

The purpose of Regulation N is to provide a pick-up of
enpl oyee contributions for contributions that are nade for
t he purpose of purchasing service credit or service
buybacks. Menbers in service who elect to purchase or
buyback service under Regulation N through installnents in
accordance with a schedul e established by Board M nmay el ect
to do so through a binding, irrevocable payroll reduction
aut hori zation (Form P). Under Regulation N, a nenber in
service, having executed a binding irrevocable payrol
reduction authorization with respect to any such
contributions, shall not be entitled to any option of
choosing to receive the contributed amounts directly
i nstead of having them paid by that enployer to Board M
Such contributions, although designated as enpl oyee
contributions, wll be paid by the enployer in lieu of
contributions by the enpl oyee. The contributions so
assuned shall be paid by the enployer in |ieu of
contributions by the enployee, and shall be treated as tax-
deferred enpl oyer "pick-up" contributions pursuant to
section 414 (h) (2) of the Code, subject to a favorable
letter ruling by the Internal Revenue Service (“Service”).
Menbers in service may electto pay all or part of any
service purchase or buyback through such payroll reduction
The amounts and the duration of the reduction shall be
specified on Form P as prescribed by Board M and the
amounts and duration shall be irrevocable and binding once
made. No prepaynent of anounts covered by the
authorization is permtted. However, nothing in Regulation
N shall prevent a member from payi ng any anounts not
covered by the authorization with after-tax dollars. No
such payroll reduction shall begin unless and until the
member i n service executes the payroll reduction
aut hori zation Form P as prescribed by Board M The
enpl oyer shall continue such reductions for the nunber of
weeks or nonths specified on the form and shall treat these
reductions as picked-up contributions. Such reductions
will cease only after the authorization has expired by its
terns or upon the members death or term nation of
enpl oynent . Payrol |l reductions and installnment agreenents
shall last no |longer than five years.
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The purpose of Regulation O is to provide a pick-up of
enpl oyee contributions for retirenent plus accel erated
contributions that are made pursuant to the alternative
superannuation retirement benefits provisions of state A
statutes. Menbers who have elected to participate in the
alternative superannuation program nay also elect to
accelerate their contributions to this program Unl ess
paid directly to Plan X, these accelerated contributions
must be made in accordance with a schedul e established by
Board M through a binding, irrevocable payroll reduction
authorization (FormR) . A memberin service, having
executed a binding, irrevocable payroll reduction
aut hori zation with respect to any such contributions, shal
not be entitled to any option of choosing to receive the
contribution anounts directly instead of having them paid
by the enployer to Board M Such contributions shall be
remtted to Board M in the same manner as all other
contributions made thereunder and shall be credited to the
member’s annuity savings account. Such contri buti ons,
al t hough designated as enpl oyee contributions, will be paid
by the enployer in lieu of contributions by the enpl oyee.
The contributions so assuned shall be paid by the enployer
in lieu of contributions by the enpl oyee. The
contributions so assumed shall be treated as tax-deferred
enpl oyer pick-up contributions pursuant to section
414 (h) (2) of the Code, subject to a favorable letter ruling
t he Servi ce. Menbers in service nmay elect to pay all or
part of the accelerated contributions through such payrol
reducti on. The anounts and the duration of the reduction
shal |l be specified on Form R as prescribed by Board M and
the amounts and duration shall be irrevocable and binding
once nade. Prepaynment of anounts covered by the
authori zation is not permtted. However, nothing shal
prevent a nmenber from paying any amounts not covered by the
aut hori zation with after-tax dollars. No such payr ol
reduction shall begin unless and until the nenber in
service executes the payroll reduction authorization
described as Form R prescribed by Board M  The enpl oyer
shal |l continue to make such reductions for the period
specified on the form and shall treat these reductions as
pi cked-up contri butions. Such reductions shall cease only
after the authorization has expired by it terms or upon
the menber's death or term nation of enploynent. Payr ol
reductions and installnent agreenents shall |ast no |onger
than five years.
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Menbers in service may elect to purchase or buyback
service through installnents under an el ective binding,
i rrevocabl e payroll reduction authorization. Form P, as
used in conjunction wth Regulation N provides, in
pertinent part, that a nenber in service of Board M who is
entitled under State A statutes to buyback creditable
service through the deposit of additional contributions,
desires to nmake those contributions through payrol
reductions, and directs the enployer to nmake specific
dol | ar-anount reductions from his/her salary each pay
period for such purpose, beginning wth the pay period
imedi ately after the enployer receives Form P and
continuing for a specific length of tine.

Wth respect to the reduction, Form P states that the
menber understands that the authorization is irrevocable
and has a maxi mum duration of five years; that after the
execution of the authorization, there is no option of
receiving the reduction amounts directly instead of having
them paid by the enployer to Board M that the
contributions are being picked-up by the enployer and, as a
result, although designated as enployee contributions, they
are being paid directly to Board Min lieu of contributions
by the member; that nmore than one irrevocabl e, binding
payrol | reduction authorization may be made so long as a
subsequent reduction authorization does not anend the
out standi ng binding irrevocable authorization; that while
the agreenment is in effect, with respect to the buyback or
service being purchased by the contribution designated on
Form P, Board M wll only accept paynment from the enployer
and not directly fromthe menber; that if the nenbers
term nates enploynment or dies prior to conpletion of the
install ment paynments, the authorization shall expire and
that the nenber or survivor's right to finish the paynent,
or whether Board M will pro-rate credit, is governed by
State A statute; that the authorization Form P is not
effective until signed by the nenber and an authorized
representative of the nenber's enployer; and, that the
pick-up is only applicable to contributions to the extent
the contribution is deducted from conpensation earned for
services after the effective date of the pick-up

Form R, as used in conjunction with Regulation O,

provides that a nmenber in service with Board M may elect to
participate in the alternative superanuation retirenent
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program by paying contributions at a rate of 11 percent of
all regular conpensation. Form R al so provides that a
nmenber may elect to pay accelerated contributions and that
such accel erated contributions can be nmade through payrol
reducti ons. Form R directs the enployer to nake specified
reductions fromthe nmenber's salary per pay period for the
pur pose of receiving the superannuation retirenent benefit
and to remt such contributions to Board M The reductions
will begin with the pay period imediately after the

enpl oyer receives Form R and continuing for a specified
period of tinme.

Wth respect to the reduction, Form R provides that the
payrol | reduction authorization is irrevocable; that the
maxi mum duration of the authorization is five years; that
after execution of Form R the member does not have the
option of receiving the reduction anmounts directly instead
of having them paid by the enployer to Board M that the
contributions are being picked up by the enployer and, as a
result, although designated as enployee contributions, are
being paid directly to Board Min lieu of contributions by
t he nenber; that the nenber can nake nore than one
irrevocable, binding payroll reduction authorization so
| ong as subsequent reduction authorizations do not anend

t he outstandi ng binding, irrevocable authorization; that
while Form R is in effect with respect to the accel erated
contributions, Board Mwll only accept paynents from the

enpl oyer and not directly from the nenber; that if a menber
term nated enploynent with the enployer or dies before
conpletion of the installnent paynents, the authorization
shal |l expire; that Form R is not effective until signed by
the nenber and an authorized representative of the

enpl oyer; and that the pick-up is only applicable to
contributions to the extent the contribution is deducted
from conpensation earned for services after the effective
date of the pick-up

Based on the foregoing facts and representations, you
have requested the follow ng rulings:

{1} that the anmpbunt deducted by enployers from an
enpl oyee's conpensation and paid to Plan x in
order to (a) redeposit previously wthdrawn
contributions, (b) purchase additional service
credit, or (c) pay the regular cost and the
accel erated cost of the alternative
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superannuation retirenment benefit program
qualify as contributions that are picked-up by
t he enpl oyer under section 41(h} (2) of the Code,
and,

(2) that the picked-up contributions will not be
treated as "annual .additions" for purposes of
section 415(c) of the Code.

Wth respect to ruling requests one, section 414 (h} (2)
of the Code provides that contributions, otherw se
designated as enployee contributions, shall be treated as
enpl oyer contributions if such contributions are nade to a
pl an described in section 401(a), established by a state
governnent or a political subdivision thereof, and are
pi cked up by the enploying unit.

The federal incone tax treatnent to be accorded
contributions which are picked up by the enployer wthin
the meaning 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 assune and
pay the anmpbunts enployees were required by state law to
contribute to a state pension plan. Revenue Ruling 77-462
concluded that the school district's picked-up
contributions to the plan are excluded from the enpl oyees
gross incone until such time as they are distributed to the
enpl oyees. The revenue ruling held further that, under the
provi sions of section 3401(a) (12} (A) of the Code, the
school district's contributions to the plan are excluded
from wages for purposes of the Collection of Inconme Tax at
Source on \Wages; therefore, no withholding is required from
the enpl oyees' salaries with respect to such picked-up
contri butions.

The issue of whether contributions have been picked up
by an enployer within the neaning 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 net: (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 nmnust
not be given the option of choosing to receive the
contributed anmounts directly instead of having them paid by
t he enployer to the pension plan. Furthernore, it is
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immaterial, for purposes of the applicability of section
414 (h) (2), whether an enployer picks up contributions
through a reduction in salary, an offset against future
salary increases or a conbination of both.

In order to satisfy Revenue Rulings 81-35 and 81-36
With respect to particular contributions, Revenue Ruling
87-10, 1987-1 C. B. 136 provides that the required
speci fication of designated enployee contributions mnust be
conpl eted before the period to which such contributions
rel ate. If not, the designated enpl oyee contributions
being paid by the enployer are actually enployee
contributions paid by the enployee and recharacterized at a
| ater date. Thus, the retroactive specification of
desi gnated enpl oyee contributions as paid by the enploying
unit, i.e., the retroactive "pick-up" of designated
enpl oyee contributions by a governnental enployer, is not
permtted under section 414 (h) (2) of the Code.

Wth respect to the pick up of enployee contributions
for the purpose of purchasing service credit or service
buybacks, Regulation N satisfies the criteria set forth in
Revenue Ruling 81-35 and Revenue Ruling 81-36 by providing

that the enployer will nake contributions on behalf of
menbers participating in Plan X in lieu of contributions by
the nmenbers and that no nenber will have the option of

receiving the contributions directly instead of having them
contributed to Plan X Further, Form P is irrevocable and
"provides that the contributions are being picked up by the
enpl oyer and paid directly by the enployer to Board M, as
adm ni strator of Plan X, and that the nmenber does not have
the option of receiving the contributed anounts directly
instead of having thempaid to Plan X The pick-up of

enpl oyee contributions to purchase service credit or
service buybacks is not effective until Form R is signed by
the nmenber and an authorized representative of the

enpl oyer. The pick-up of enployee contributions to
purchase service credit or service buy backs is only
applicable to contributions to the extent the contribution
is deducted from conpensation earned for services after the
effective date of the pick-up

Wth respect to the pick-up of enployee contributions
for retirement plus accelerated contributions that are nade
pursuant to the alternative superannuation retirenent
benefit provisions, Regulation O satisfies the criteria set
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forth in Revenue Ruling 81-35 and Revenue Ruling 81-36 by
providing that the contributions, although designated as
enpl oyee contributions, wll be paid by the enployer in
lieu of contributions by the nenber and that the nmenber
shall not have any option of choosing to receive the
contribution amounts directly instead of having them paid
to Plan X Further, Form R is irrevocable and provides
that the contributions, although designated as enpl oyee
contributions, are being paid directly to Board M, as
admnistrator of Plan X, in lieu of contributions by the
menbers and that the nmenbers do not have the option of
receiving the anounts directly instead of having them paid
to Plan X Form R is not effective until it is signed by
both the nmenber and an authorized representative of the
enpl oyer. Additionally, the pick-up is only applicable to
contributions to the extent the contribution is deducted
from conpensation earned for services after the effective
date of the pick-up

Accordingly, we conclude wth respect to ruling
request one that the anount deducted by enployers from an
enpl oyee's conpensation and paid to Plan X in order to (a)
redeposit previously wthdrawn contributions, (b) purchase
addi tional service credit, or (c) pay the regular cost and
the accelerated cost of the alternative superannuation
retirement benefit program qualify as contributions that
are picked-up by the enployer under section 414(h) (2) of
t he Code.

Wth respect to ruling request two, section 1.415-
3(d) (1) of the Inconme Tax Regul ations provides that, where.
a defined benefit plan provides for nmandatory enployee
contributions, the annual benefit attributable to such
contributions is not taken into account for purposes of
applying the Iimtations on benefits described in section
415 of the Code. Section 1.415-3(d) (1) further provides
that the mandatory enployee contributions are considered a
separate defined contribution plan maintained by the
enpl oyer that is subject to the Iimtations on
contributions and other annual additions described in Code
section 415(c). Enpl oyee contributions that are picked up
by enpl oyers pursuant to section 414(h) (2) are treated as
enpl oyer contributions and, as such, are not annua
additions to a separate defined contribution plan for
pur poses of Code section 415(c).
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Accordingly, wth respect to ruling request two, we
conclude that picked-up contributions under the facts
proposed will not be treated as annual additions for
pur poses of section 415(c) of the Code.

Qur conclusions with respect to ruling request one
apply only if the effective date for the comencenent of
any proposed pick up as specified in the final resolutions
can not be any earlier than the later of the date the final
resolutions are signed or the date they are put into
effect.

These rulings are based upon Regulation N and
Regul ation 0 and Form P and Form R as set forth in your
| etters dated August 21, 2000 and Decenber 8, 2000.

In accordance with Revenue Ruling 87-10, this ruling
does not apply to any contribution to the extent it relates
to conpensation earned before the later of the effective
date of the relevant statutes, the date the pick-up
el ection is executed or the date it is put into effect.

No opinion is expressed as to whether the anounts in
gquestion are subject to tax under the Federal |Insurance
Contri butions Act. No opinion is expressed as to whether
the anounts in question are being paid pursuant to a
"salary reduction agreenent” wthin the neaning of section
3121(v) (1) (B) of the Code.

By letter dated Novenber 21, 2000, you, through your
aut hori zed representative, wthdrew that part of the above
ruling requests relating to the inclusion of accrued sick
pay as conpensation available for an enpl oyer pick-up
Therefore, our conclusions with respect to ruling requests
one, and two do not apply with respect to the pick-up of
accrued sick pay as conpensation

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

These rulings express no opinion as to the inpact of
t hese proposed transactions upon the qualified, nor the
continuing qualified status of the plan invol ved. These
rulings are based on the assunption that Plan X will be
qualified under section 401(a) of the Code at all relevant
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tinmes.

Further, this ruling is not a ruling with respect to
the tax effects of the pick-up on enpl oyees of
participating enployers, however, in order for the tax
effects that follow fromthis ruling to apply to those
enpl oyees of a particular participating enployer described
in the preceding sentence, the pick-up arrangenent nust be
adopted and inplenented by that participating enployer in
t he manner described herein.

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

Sincerely yours,

{signed) JUYCE B. FLOTD

Joyce E. Floyd, Manager

Enpl oyee Pl ans Technical Goup 2
Tax Exenpt and Governnent
Entities Division

Encl osur es:
Del eted Copy of this Letter
Notice of Intention to D sclose
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