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EMPLOYEES' RETIREMENT ASSOCIATION Phone (209) 525-6393
1010 10" Street, Suite 5800 Fax (209) 525-4334
P O Box 3150 www.stancera.org
Modesto, CA 95353-3150 E-mail: retirement@stancera.org
TO: StanCERA Retirees
FROM: Tom Watson, Retirement Administrator

SUBJECT: Taxation of Retirement Benefits
DATE: January 17, 2006

Over the past two decades, federal Internal Revenue Service (IRS) laws have changed related
to the taxation of retirement benefits. California State income tax law has also changed.
StanCERA staff is certainly not tax experts and cannot provide tax advice. However, we
determined this year to provide retirees who are receiving a pension and do not take a refund
with general information that we thought would be helpful in understanding your taxes. Please
consult with a professional tax advisor for help with your individual questions and for filing your
tax returns.

Generally, the full amount of your pension is taxable. However, if a retiree made contributions
to StanCERA from already taxed funds, the retiree is entitled to reduce the taxable amount of
his or her retirement benefits in accordance with detailed rules set forth by the IRS. For
federal income tax, retirees generally fall into one of three categories. If the original retirement
date of a StanCERA retiree was before July 2, 1986, benefits paid now are most likely 100%
taxable because the retiree most likely has already reduced the taxable amount of his or her
benefits received by the entire amount of after-tax contributions. If the original retirement date
of a retiree is from July 2, 1986 through November 18, 1996, the retiree recovers the already
taxed contributions spread out over a fixed number of years according to the IRS chart based
on the retiree’'s age at retirement. Each year, the portion recovered reduces the taxable
amount of your pension. If the original retirement date of a retiree is on or after November 19,
1996, the retiree recovers already taxed contributions over a fixed number of years in
accordance with revised IRS charts based on the age of the retiree and beneficiaries. For
those retirees who continue to receive some recovery of their already taxed contributions, the
taxable amount in box 2a of the 1099-R reflects this reduction to arrive at the net taxable
amount of your benefits. The amount in box 2a is the amount to report to the IRS.

An exception to the above taxation rules is the retiree who receives a service-connected
disability retirement. If the monthly allowance is no more than one-half of the retiree’s final
average salary (“FAS”) at the point of retirement, then generally this amount (with any
associated cost of living adjustment) is excludable from taxable income. As described in the
enclosed memorandum, there are different rules if the retiree receives more than one-half of
FAS or if the disability is based on a statutory “presumption”.

You will be receiving your annual 1099-R form for the year 2005 benefits paid in the next
week. Box 1 contains the total gross amount of benefits paid out that we must report to the



IRS and box 2a shows the net taxable amount (after deducting any recovery of the already
taxed member contributions that you made while employed or the statutory amount related to a
service connected disability retirement).

For this year only, we have included a copy of a brief summary of retirement benefit taxation, a
worksheet for your particular status (if applicable) and a copy of information that shows your
already taxed contributions (to help you verify that the box 2a taxable benefit amount is
calculated correctly). PLEASE KEEP THESE DOCUMENTS ON HAND FOR THIS YEAR AND
FUTURE YEARS' INCOME TAX PREPARATION.

As always, if you do need any further information from StanCERA staff that we can supply
(remember that we are NOT tax experts and cannot provide you with tax advice!), please
contact us!



