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Internal Revenue Service
Department of the Treasury
Washington, DC 20224

Uniform Issue List No.: 401-04-01
Ladies and Gentlemen:

This is in response to your request for a privateet ruling dated November 21, 1995, which
was submitted by your authorized representativieceming the distribution restrictions under
section 1.401(a)(4)-5(b)(3) of the Income Tax Ragahs.

The following facts and representations have bebmgted on your behalf by your
authorized representative:

Company A, which is incorporated under the lawStaite N, maintains Plan X, a defined
benefit plan which your authorized representatsseds is qualified under section 401(a) of the
Internal Revenue Code ("Code") and the trust oWl tax-exempt under section 501(a) of the
Code.

The normal method of payment of benefits under Rlahin the form of a life annuity or a
qualified joint and survivor annuity, dependingtbe participant's marital status at the time
benefit payments commence. Plan X also provid&eution 5.7(b) that a participant who has
attained at least age 60 as of the annuity stadt@teg or if such participant has retired due to
disability may elect to receive his monthly retigm benefit in one lump sum in cash.

Section 5.14 of Plan X contains restrictions onliaeefits Plan X can pay to any member of
the group consisting of the twenty-five highestdpamployees and former employees with the
greatest annual compensation who are subject te#tections of section 1.401(a)(4)-5(b)(3) of
the regulations.

Participant B is a resident of State N. Particifaistdate of birth is August 16, 1930, and he
began employment with Company A on October 10, 18%ticipant B began participating in
Plan X on January 1, 1959, and his normal retirérdate under Plan X is September 1, 1995.
Participant B has accrued a benefit in Plan X arcuirently eligible for a normal retirement
benefit from Plan X. Participant B is subject te tlestrictions of section 1.401(a)(4)-5(b)(3) of
the regulations.



Section 5.14 of Plan X permits distributions oftriesed benefits if an acceptable
arrangement to secure the repayment of the restrimnefits (Restricted Amount) to Plan X is
agreed upon. Your authorized representative hassepted that the term Restricted Amount as
used herein is defined in Revenue Ruling 92-76218€.B. 76. Revenue Ruling 92-76 defines
the Restricted Amount as the, excess of the acatedibmount of distributions made to the
employee over the accumulated amount of the emplsy®nrestricted limit. The employee's
nonrestricted limit is equal to the payments tlmatld have been distributed to the employee,
commencing when distribution commenced to the eygaphad the employee received
payments in the form described in section 1.404}e5(b)(3)(i)(A) and (B) of the regulations.
An "accumulated amount" is the amount of a paynmareased by a reasonable amount of
interest from the date the payment was made (otdMuave been made) until the date for the
determination of the Restricted Amount.

Section 5.14 of Plan X provides that the Restrigtatbunt may be distributed in full to an
individual if the individual enters into a writtagreement with Plan X to secure repayment of
the Restricted Amount to Plan X if Plan X termirsaséed’' repayment is necessary. Various
means of securing repayment of the Restricted Amanciuding repayment from amounts held
in escrow, may be used.

Pursuant to section 5.14(c) of Plan X, the follogvfaur options are arrangements which the
individual can make for securing the repaymentefRestricted Amount to Plan X:

(1) entering into an agreement for promptly defgiin escrow with an acceptable
depositary, property having a fair market valueado at least 125 percent of the Restricted
Amount;

(2) providing a bank letter of credit in an amoaqual to at least 100 percent of the
Restricted Amount;

(3) posting a bond equal to at least 100 percetitoRestricted Amount, where the bond
must be furnished by an insurance company, bornzbngpany or other surety for federal
bonds; or

(4) any combination of options (1), (2), or (3)wever, any combination that includes
option (1) shall be in an aggregate amount equat teast 125 percent of the Restricted
Amount.

Under Option (1), a participant's obligation undeepayment agreement would be secured
by depositing in escrow with an acceptable depspeoperty with a fair market value equal to
one hundred twenty-five (125) percent of the Rettd Amount. If the market value of the
property in the escrow account falls below one medden (110) percent of the Restricted
Amount, then the individual is obligated to depe@sltlitional property to bring the value of the
property held by the depositary up to one hundnehty-five (125) percent of the Restricted
Amount. Under Option (2), a participant's obligatisnder a repayment agreement would be
secured by a bank letter of credit. The letterretit would be for an amount equal to at least
one hundred (100) percent of the Restricted Amduntler Option (3), a participant's obligation



under a repayment agreement would be secured bgdfhrnished by an insurance company,
bonding company, or other surety for federal boiiéi® bond would be in an amount equal to at
least one hundred (100) percent of the Restrictadut.

Under Option (4), a participant's obligation undeepayment agreement would be secured
by depositing property in escrow with an acceptalgjgositary, obtaining a bank letter of credit,
and/or obtaining a bond furnished by an insurameepany, bonding company, or other surety
approved for federal bonds.

Where the participant elects to secure repaymetiiteoRestricted Amount by any
combination of Options (1), (2) and (3), the agategralue of the security shall equal at least
one hundred twenty-five (125) percent of the Retd Amount. Where Option (1) is combined
with Option (2) and/or Option (3) to secure theagpent, if the fair market value of the
property in the escrow account falls and causeadlgeegate value of the security to fall below
one hundred ten (110) percent of the Restricted ixihdhen the individual is obligated to either
deposit additional property in the escrow accomall@r increase the value(s) of the letter of
credit or bond, so that the aggregate value o$#wairity equals at least one hundred twenty-five
(125) percent of the Restricted Amount.

Where the participant elects to secure repaymetiteoRestricted Amount by a combination
of Options (2) and (3), the aggregate value ofseurity shall equal at least one hundred (100)
percent of the Restricted Amount.

Participant B desires to receive his benefit frdamPX in the form of a lump sum
distribution which will be rolled over into an inddual retirement arrangement ("IRA")
qualified under section 408 of the Code. Particiahas elected to secure repayment of the
Restricted Amount pursuant to Option (4) underisads.14 of Plan X. Participant B desires to
use a combination of Options (1) and (2) to sebis@epayment obligation.

Your authorized representative represents thatdijamt B will establish two IRA accounts
with the Custodian. One IRA (the "Restricted IRA)I hold the Restricted Amount and will be
subject to an escrow agreement with Participang Bia obligor. A letter of credit, subject to the
terms of the said escrow agreement, will also baead by the Custodian in favor of Plan X. At
the time of the rollover, the value of the lettécredit will equal twenty-five (25) percent of the
Restricted Amount, so that the total value of theusity in favor of Plan X will equal one
hundred twenty-five (125) percent of the Restricdadount (i.e. security in the form of the
Restricted IRA equal to one hundred (100) percétiteRestricted Amount and the letter of
credit equal to twenty-five (25) percent of the fReted Amount). Participant B will also
establish an additional IRA (the "Unrestricted IRAvith the Custodian to hold amounts not
considered part of the Restricted Amount. The Qliatohas agreed to accept a rollover of
Participant B's distribution from Plan X and eritéo an escrow agreement with Participant B
and Plan X.

Your authorized representative represents thagésbsow agreement provides that its terms
will remain in effect after Participant B's deatidahat such terms will be binding upon his
estate, heirs and beneficiaries to the same etttergscrow agreement was applied to Participant



B during his lifetime. The escrow agreement alsavles for the termination of Participant B's
repayment obligation and the release of any sgcurithe event repayment should' no longer be
required by the regulations, Revenue Ruling 92+7étleer Code authority. The escrow
agreement also provides that the escrow will teatairshould the value of Plan X's assets exceed
one hundred ten (110) percent of Plan X's curiabtlities, should the value of Participant B's
future benefits (had the payment not been madé&dsethan one (1) percent of Plan X's current
liabilities, or if Plan X terminates where the béheeceived by Participant B is not

discriminatory under Code section 401(a)(4).

The escrow agreement also provides that if didfiobs to Participant B are required
pursuant to Code section 408(a)(6), the total reguilistributions will be made from the
Unrestricted IRA and all other IRA accounts of Rapant B until they are exhausted. Upon
exhaustion of the funds in the Unrestricted IRA atiter IRA accounts, or as otherwise required
by Code section 408(a)(6), required distributiormaild be made from the Restricted IRA. In the
event distributions required by Code section 4d8Jdpllowing Participant B's death result in
the aggregate fair market value of the assetsaifiRéstricted IRA and the value of the letter of
credit to fall below one hundred ten (110) peradrihe Restricted Amount, Participant B's
successor(s) in interest will be required to estaldn escrow agreement similar to that
established by Participant B or as otherwise péechiinder Revenue Ruling 92-76 and place
sufficient assets in the escrow agreement so hlesiggregate fair market value of the assets and
any letter of credit equals at least one hundremhtyfive (125) percent of the Restricted
Amount.

The escrow agreement also provides that Participamtl take certain action in the event
that the aggregate fair market value of the assdte Restricted IRA and the value of the letter
of credit fall below one hundred ten (110) peraafithe Restricted Amount. In such a case,
Participant B will have assets in the Unrestrided transferred to the Restricted IRA. In the
alternative, the letter of credit will be increasbkdeither case, the aggregate value of the
Restricted IRA and the letter of credit will be ieased to at least one hundred twenty-five (125)
percent of the Restricted Amount.

Based upon the above facts and representationsauthorized representative has requested
the following rulings:

(1) Plan X will not be disqualified under Code sact401(a) and the accompanying trust
will not lose its tax-exempt status under Codeisaci01(a) merely because a payment is
made to a Plan X participant who is subject toréstrictions of section 1.401(a)(4)-5 of the
regulations, where the payment consists, in pa#,restricted benefit (the Restricted
Amount) and a contingent obligation to repay swesiricted benefit is evidenced by a
repayment agreement secured under a bond or ¢étteedit;

(2) Plan X will not be disqualified under Code sexxct401(a) and the accompanying trust
will not lose its tax-exempt status under CodeisaciO1(a) merely because a payment is
made to a Plan X participant who is subject torédstrictions of section 1.401(a)(4)-5 of the
regulations, where the payment consists, in pa#,restricted benefit (the Restricted
Amount) which would be placed in an IRA escrow actowith a contingent obligation to



repay such restricted benefit if required, and radbar letter of credit in favor of Plan X, in
an amount equal to twenty-five (25) percent ofRaestricted Amount, would be obtained;

(3) the assignment of the IRA account containirggRestricted Amount by Participant B to
Plan X by way of the escrow agreement will not aielthe prohibition of Code section
401(a)(13); and

(4) the use of an IRA to hold the Restricted Amaamd the IRA's contingent obligation
pursuant to the escrow agreement will not causdigtabution of the Restricted Amount
held in the IRA escrow to be deemed a distributethe IRA owner.

Section 401(a) of the Code provides the requiresiemtthe qualification of employees'
retirement plans. Section 401(a)(4) provides tledther the contributions nor the benefits under
a plan may discriminate in favor of employees wiehaghly compensated.

Section 1.401(a)(4)-5(b)(1) of the regulations jesg that a defined benefit plan must
incorporate certain provisions restricting beneditsl distributions so as to prevent the prohibited
discrimination that may occur in the event of eaglymination of the Plan. Section 1.401(a)(4)-
5(b)(2) requires a defined benefit plan to prowida, in the event of plan termination, the
benefit of any highly compensated employee (andhaglyly compensated former employee) is
limited to a benefit that is nondiscriminatory undection 401(a)(4) of the Code. In any one
year, the total number of employees whose bermftsubject to restriction under section
1.401(a)(4)-5(b) may be limited by a plan to a grofinot less than 25 highly compensated
employees and former employees. If this group insiled under a plan, the group must consist
of those highly compensated employees and formeiames with the greatest compensation in
the current or any prior plan year.

Section 1.401(a)(4)-5(b)(3)(i) of the regulationsther requires a defined benefit plan to
provide that the annual payments to an employegstulo restrictions on distributions must be
limited to an amount equal in each year to the gaysthat would be made to the employee
under:

(1) a straight life annuity that is the actuariglizalent of the accrued benefit and other
benefits to which the employee is entitled underglan (other than a social security
supplement); and

(2) the amount of the payments that the employeatified to receive under a social security
supplement.

Section 1.401(a)(4)-5(b)(3)(iv) of the regulatigorevides that the above referenced
restrictions do not apply if any of the followingraitions is satisfied:

(1) after payment to a restricted employee of alidfits payable under a plan, the value of
the plan assets equals or exceeds 110 percerd ghbhe of the plan's current liabilities, as
defined in section 412(1)(7) of the Code;



(2) the value of the benefits payable to a regidi@mployee under a plan is less than one
percent of the value of current liabilities beftine distribution; or

(3) the value of the benefits payable to a regidi@mployee under a plan does not exceed
the amount described in section 411(a)(11)(A) ef@ode ($3500).

Section 1.401(a)(4)-5(b)(3)(v) of the regulatiomevdes that, for purposes of paragraph (b),
any reasonable and consistent method may be usddtErmining the value of current liabilities
and the value of plan assets.

Revenue Ruling 92-76 holds that a lump sum didtidoun an amount in excess of that
otherwise permitted under section 1.401(a)(4)-6fldhe regulations may be made, provided
there is adequate provision for repayment of amyygfethe distribution representing the
Restricted Amount in the event the plan is tern@dathile the restrictions are still applicable.
Revenue Ruling 92-76 states that one permissibteadeof securing the agreement for
repayment of the Restricted. Amount is the depaiit an acceptable depositary of property
having a fair market value equal to one hundredty+ive (125) percent of the amount that
would be repayable if the plan terminated on thte d&the distribution by the trust. Under the
Revenue Ruling, if the market value of such proptails below one hundred ten (110) percent
of the Restricted Amount, the employee is obligatedeposit whatever additional property is
necessary to bring the value up to one hundredtywfere (125) percent of the Restricted
Amount. Another permissible method for securingdbgesement for repayment of the Restricted
Amount under Rev. Rul. 92-76 is obtaining a bonBamk letter of credit in an amount equal to
at least one hundred (100) percent of the Redfrigteount.

With respect to ruling requests (1) and (2), sectligl01(a)(4)-5(b) of the regulations permits
a plan to make a distribution to a plan participahich would otherwise violate the provisions
of Code section 401(a)(4), so long as the requintsnef section 1.401(a)(4)-5(b) of the
regulations are met. Rev. Rul. 92-76 provides geasf options among which a plan and a
participant can choose to secure the plan's irteresdistribution to a participant who is subject
to the restrictions of section 1.401(a)(4)-5(bjhas regulations.

In this case, in accordance with the terms of RlaRarticipant B will enter into an escrow
agreement with the administrator of Plan X andGastodian to secure the repayment of the
Restricted Amount to Plan X. Pursuant to this aged, the portion of the Plan X distribution
to Participant B equal to the Restricted Amount i rolled over into the Restricted IRA. In
addition, a letter of credit, equal in value to hiyefive (25) percent of the Restricted Amount,
will be issued by the Custodian in favor of PlanTXis depositary arrangement with the
Custodian is comparable to the arrangement egtabli;n Revenue Ruling 92-76. Adequate
provisions to secure the plan's interest in theiotsd benefit are made in the event the
aggregate fair market value of the assets in tistrieed IRA and the value of the letter of credit
falls below one hundred ten (110) percent of tis¢ricted benefit. Participant B's escrow
agreement with the administrator of Plan X andGhetodian also provides adequately for
repayment in the event that the requirements daised08(a)(6) of the Code reduce the value of
the Restricted IRA and the letter of credit to It one hundred ten (110) percent of the
Restricted Amount.



Accordingly, we conclude, with respect to rulinguest (1) that Plan X will not be
disqualified under Code section 401(a) and thermpamying trust will not lose its tax-exempt
status under Code section 501(a) merely becauagp@yment is made to a Plan X participant
who is subject to the restrictions of section 1(4)#)-5 of the regulations, where the payment
consists, in part, of the Restricted Amount andaicontingent obligation to repay the Restricted
Amount is evidenced by a repayment agreement sgtcunger a bond or letter of credit with a
value at least equal to 100 percent of the Resttiéimount.

With respect to ruling request (2), we conclude glan X will not be disqualified under
Code section 401(a) and the accompanying trusinetllose its tax-exempt status under Code
section 501(a) merely because (i) a payment is n@mBarticipant B who is subject to the
restrictions of section 1.401(a)(4)-5 of the regolas, where the payment Consists, in part, of
the Restricted Amount which is placed in the Retd IRA subject to the terms of the escrow
agreement described above with a contingent olbigab repay the Restricted Amount if
required, and (ii) a contingent obligation to replagy Restricted Amount is further secured by a
bond or bank letter of credit obtained by Partioiga in favor of Plan X, in an amount equal to
twenty-five (25) percent of the Restricted Amouarigd subject to the terms of the escrow
agreement described above.

With respect to ruling request (3), section 1.4p1A&a) of the regulations states that section
401(a)(13) of the Code applies only to plans toolwlthe minimum vesting rules of section 411
apply. Since IRAs are not subject to section 4&ttisn 401(a)(13) is not applicable.

Accordingly, with respect to ruling request (3), eanclude that Participant B's assignment
of the Restricted IRA to Plan X under the escronweament described above will not cause Plan
X to violate Code section 401(a)(13).

With respect to ruling request (4), section 408(edf the Code provides that, if an
individual uses the IRA account balance as sectoita loan, that portion is treated as a
distribution to that individual. However, since tbt@ntingent obligation to return certain
restricted amounts to Plan X is not a loan, secti@®(e)(4) is not applicable.

Accordingly, with respect to ruling request (4), eanclude that the assignment referred to
in ruling request (3) above will not result in aedeed distribution under section 408(e)(4) of the
Code.

This letter ruling is based on the assumption Btah X meets the requirements of section
401(a) of the Code at all times relevant hereto.

Pursuant to a power of attorney on file with thifsce, a copy of this letter ruling is being
sent to your authorized representative.

Sincerely,

John G. Riddle, Jr.



Chief, Employee Plans
Technical Branch 4





