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Transferring Puerto Rico Participants in a
U.S. Qualified Retirement Plan
to a Puerto Rico Qualified Retirement Plan

by Carlos Gonzalez

Plan sponsors that don’t act now could regret it later.

U.S. and international companies with operations
in Puerto Rico (“PR.”) that include their PR
employees as active participants in their U.S.
qualified retirement plans should consider taking
advantage of the opportunity the IRS granted in
Revenue Rulings 2008-40 and 2011-1 to transfer
those employees and their respective plan assets and

liabilities from the U.S. qualified retirement plans to

a separate set of retirement plans qualified only in
PR.and covering only PR. employees (commonly
referred to as “PR.-only qualified plans”).

By transferring their PR. employees to a
PR .-only qualified plan, rather than keeping them
as active participants in the U.S. qualified plans,
these companies can simplify the administration
of their U.S. qualified plans. Perhaps more
important, following the transfer the PR.
employees will generally not have to pay U.S.
income taxes on their retirement income. Absent
such a transfer, the company’s U.S. qualified plans
will have to continue complying with two sets
of tax qualification requirements: those of the
United Stated Internal Revenue Code of 1986,
as amended (the “Code”) and those of the PR.
Internal Revenue Code of 2011, as amended
(the “PRIRC").Also, the PR. participants in the
U.S. plans will have to continue paying both U.S.
income taxes on a portion of their retirement
income and PR. income taxes on their entire
retirement income.

The key element to keep in mind with
respect to transfers between U.S. plans and PR.
plans is that they have to be completed no later
than December 31, 2011. Since completing such a
transfer could take anywhere between four weeks
and three months, companies interested in taking
advantage of this opportunity need to begin taking
affirmative steps in that direction no later than the
3rd quarter of 2011.

By now many, if not most, of the U.S. and
international companies that have operations in

PR. have already transferred their PR. employees to PR .-only qualified plans.
This is certainly the case with regard to defined contribution plans, such as
401(k) plans. The same, however, cannot be said about defined benefit pension
plans. To date only a handful of companies that offer pension benefits to their
PR. employees have transferred those employees to a pension plan qualified
only in PR.

Many of the U.S. qualified pension plans that currently cover PR.
participants are not properly complying with the relevant U.S. and PR.
income taxation rules on pension payments. Often, the distributions to PR..
retirees are subject to the payment of U.S. income taxes but not PR.. income
taxes, or vice versa. It should be noted that failure to comply with the PR.
rules on the income taxation of pension benefits is a fairly easy and sure way
for a company to end up in a tax controversy with the PR. Department of
the Treasury (known by its Spanish name as “Hacienda”) which could take
substantial time and money to resolve.

Technical U.S. Tax Issues
The basic problem with completing a transfer of assets and liabilities from
a US. plan to a PR. plan is that for U.S. tax purposes that is considered a
transfer from a qualified plan to a nonqualified plan, resulting in immediate
income taxation of the transferred amounts. Depending on the relevant facts,
it may even have an adverse impact on the qualification of the U.S. plan.

While the trust forming part of a U.S. qualified retirement plan (a “U.S.
Tiust”) is a qualified employees trust under Code § 401(a), the trust forming
part of a PR.-only qualified plan (a “PR. Tiust”) is not a qualified employees’
trust under Code § 401(a). Pursuant to ERISA § 1022(i)(1), a PR. Trust is a
tax-exempt trust for purposes of Code § 501(a), which basically means that a
PR.Trust can invest its assets in U.S. financial markets without having to pay
U.S. income taxes on its investment income, just as a regular U.S. Trust.

Such U.S. income tax exemption on investment income, however, does
not make a PR.Trust a qualified employees’ trust for purposes of Code
§ 401(a). PR.-only qualified plans are not filed with the IRS for the issuance
of a determination letter and they do not have to comply with several of the
plan qualification requirements of Code § 401(a) [e.g., top-heavy requirements
of Code § 416, actual contribution percentage test of Code § 401(m),
minimum required distribution rules of Code § 401(a)(9), and minimum
participation requirements of Code § 401(a)(26)]. If the deemed distribution
resulting from such transfer fails to meet the various Code restrictions on
timing of early and permissible distributions of benefits, the transfer could
even jeopardize the U.S. tax-exempt status of the U.S. Trust.
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In light of these potentially adverse tax
circumstances, many of the companies that would
have benefitted from moving their PR. employees
to a PR.-only qualified plan refrained from doing
so and opted for dealing with the complications of
having their PR. employees participate in a U.S.
qualified plan.

Advantages of a P.R.-only Qualified Plan

The main advantages of using a PR.-only qualified
plan, rather than a U.S. qualified retirement plan, for
providing retirement benefits to PR. employees are
ease of plan administration and avoidance of U.S.
taxes on the PR. employees’ retirement income.

Plan Administration

When a company covers its PR. employees

as active participants in a U.S. retirement plan,

the plan becomes subject to two sets of tax
qualification rules; the ones under the Code and
the ones under the PRIRC.The Code rules apply
with respect to the participation and benefits of
all plan participants, including the PR. employees.
The PRIRC rules only apply with respect to the
participation and benefits of those participants
who are residents of PR.While the PRIRC rules
are generally modeled after the Code rules, both
sets of rules are not identical. For example, there
are significant differences on their respective
nondiscrimination testing requirements and on the
limits on employee elective deferrals and catch-up
contributions to a 401(k) plan. Also, the process
for qualifying a plan in the U.S. and for correcting
a plan qualification failure with the IRS is fairly
different from the process for qualifying a plan

in PR. and for correcting a plan qualification
failure with Hacienda. In this regard, it should

be noted that all qualified retirement plans that
cover one or more active participants who are
residents of, and render services in, PR. have to
obtain a determination letter from Hacienda and,
with respect to their PR. participants, have to be
operated in compliance with the tax qualification
requirements of the PRIRC.The fact that a plan
is already qualified in the U.S. does not exempt it
from the relevant PR. rules.

Due to the various differences between the
tax qualification rules of the Code and those of
the PRIRC, a U.S. retirement plan that covers
PR. participants may end up in a situation where
in operation the plan meets the Code rules
with respect to all of its participants, but fails the
PRIRC rules with respect to its PR. participants,
or vice versa. This could happen, for example,
when a U.S. 401(k) plan that covers U.S.and PR.
participants allows all of its participants to make
elective deferrals up to the limits in Code § 402(g).
In that case, the corrective measures that may be

needed or that the plan sponsor would prefer to
implement to remedy the excess deferrals by the
PR. participants may not be allowed under the
Code, thus complicating and increasing the cost of
the required correction.

The key element to determine whether P.R.
employees have to pay U.S. income taxes on
their retirement income is the source of such
income.

In addition, the participation of PR. employees
in a U.S. qualified retirement plan may require
implementing certain modifications to the payroll,
recordkeeping, and tax reporting systems used to
administer the plan in order to accommodate the
additional set of rules that applies solely to the PR.
participants. Implementing such modifications often
requires the plan sponsor to spend substantial time
and money.

Taxation of Benefits
Then there is the issue of the payment of U.S.
income taxes on the retirement benefits of PR.
employees. Pursuant to Code § 933, bona fide
residents of PR., as defined in Code § 937, do not
have to pay U.S. income taxes on their PR. source
income. Bona fide residents of PR., however,
have to pay U.S.income taxes on their income
from sources other than PR, such as U.S. source
income. The vast majority of employees working
in PR. are bona fide residents of PR. for purposes
of Code § 937.The key element to determine
whether PR. employees have to pay U.S. income
taxes on their retirement income is, therefore, the
source of such income. If the retirement income is
from sources within PR, the PR. employees do
not have to pay U.S. income taxes on it, but if the
retirement income is from sources outside PR.,
U.S. income taxes would apply.
The IRS has established the following rule for

determining the sourcing of retirement income:
* the portion of the income that is attributable

to employer and employee contributions to

the retirement plan is considered income from

sources within the jurisdiction where the

employee rendered the services with respect to

which the contributions were made;

+ the portion of the income that is attributable
to investment earnings on the employer and
employee contributions to the retirement plan
is considered income from sources within the
jurisdiction where the trust fund forming part of
the plan is located [See, Revenue Ruling 79-388].
Therefore, if PR. employees who render all of
their services in PR. are active participants in a
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retirement plan that is funded through a trust fund
located in the U.S., they could end up having

to pay U.S. income taxes on the portion of their
retirement income attributable to the trust’s

Companies that fail to complete a transfer before
January 1, 2012 will have no remedy but to keep
their P.R. employees as active participants in
their U.S. qualified plans.

investment earnings. On the other hand, if PR.
employees who render all of their services in PR.
participate in a retirement plan that is funded
through a trust fund located in PR., they will not
have to pay U.S. income tax on their retirement
income. While a U.S. qualified retirement plan is
ordinarily funded through a trust fund established
in the U.S., a2 PR.-only qualified plan has to be
funded through a trust fund established in PR.
[See, ERISA § 1022(i)(1)]. The net result of these
rules is that by having its PR. employees participate
in a PR.-only qualified plan, an employer can help
its PR. employees legally avoid having to pay any
U.S. income tax on their retirement income.
Companies that decide to keep their PR.
employees as participants in their U.S. qualified
pension plans beyond 2011 need to be aware of
these income sourcing rules, as the possibility of
avoiding U.S. taxation of the PR. retirees’ pension
income through a transfer to a PR.-only qualified
plan will not be available come January 1, 2012.

Transitional Relief
In Revenue Ruling 2008-40, the IRS confirmed
that for U.S. tax purposes a transfer of assets from
a U.S. qualified plan to a2 PR.-only qualified
plan is considered a taxable event, thus the PR.
participants would be subject to the payment of
U.S. income taxes immediately upon the transfer,
and the U.S. tax qualified status of the transferor
U.S. plan could be adversely affected. The U.S.
income tax rule in effect since 2008 is that assets
cannot be transferred on a tax-free basis from a
U.S. qualified plan to a PR.-only qualified plan.
Perhaps acknowledging that in the past it had
issued several private letter rulings that approved
such transfers [e.g., PLRs 200317042, 200352016,
and 200521012], in Revenue Ruling 2008-40 the
IRS granted transition relief allowing sponsors
of U.S. qualified plans covering PR. participants
to transfer to a PR.-only qualified plan the assets
and liabilities of the U.S. qualified plan attributable
to the accrued benefits or accounts of the PR.
participants, provided that the transfer (i) meets
the requirements of Code §§ 401(a)(12) and
414(1) and ERISA § 208 (i.e., immediately after

the transfer, each PR. participant has accrued
benefits or an account balance in the PR.-only
qualified plan equal to or greater than the accrued
benefits or account balance the PR. participant
had in the U.S. qualified plan immediately before
the transfer); and (ii) the transfer is completed

by December 31, 2010. In Revenue Ruling
2011-1, the IRS subsequently extended such due
date until December 31,2011. At present, there
are no indications that the IRS is considering
extending this due date any further. So, it seems
that December 31, 2011 will be the final date for
completing these transfers. Companies that fail to
complete a transfer before January 1, 2012 will
have no remedy but to keep their PR. employees
as active participants in their U.S. qualified plans,
and learn to live with the tax and administrative
challenges of operating plans qualified both in the
U.S.and PR.

The IRS also held that the portion of a
subsequent distribution of benefits from a PR .-
only qualified plan that is attributable to the assets
and liabilities that were transferred from a U.S.
qualified plan in a transfer that meets the conditions
of Revenue Ruling 2008-40 will be considered
income from sources within PR.., even if such assets
resulted from the investment income that the U.S.
Trust earned before the transfer was completed. As
a result, such distribution would be eligible for the
U.S. tax exemption provided in Code § 933.This is
undoubtedly the main advantage that these transfers
have to offer. By moving the PR. participants and
their assets and liabilities from a U.S. qualified plan
to a PR.-only qualified plan, the retirement income
of the PR. participants automatically becomes
PR. source income. Thus, most, if not all of the
PR. participants will not have to pay U.S. income
taxes once they receive their plan benefits. From
an employee relations standpoint, this is pretty
significant. Because of the application of Code § 933,
most PR. employees are not familiar with having to
pay U.S.income taxes on their income, having U.S.
taxes withheld from their income, preparing and
filing IRS Form 1040, and/or requesting a refund of
U.S. taxes withheld. By removing the possibility of
U.S. taxation, an employer is making life substandally
easier on itself and its PR. employees, at very little
cost to the employer.

P.R. Considerations

While Revenue Rulings 2008-40 and 2011-1
describe the U.S. tax consequences and provide
transitional relief until December 31,2011 on
transfers of assets from U.S. plans to PR. plans,
companies interested in completing such transfers
have to be mindful that the transfer also needs to
meet the PR.. tax rules set forth by the PRIRC.
That is, an asset transfer completed in accordance



with Revenue Rulings 2008-40 and 2011-1 is not
a taxable event or a plan qualification failure for
U.S. income tax purposes. Since such a transfer
involves the retirement benefits of PR. employees,
it is also important that the transfer not be treated
as a taxable event or a plan qualification failure for
PR. income tax purposes. Basically, this requires
that both the transferor U.S. plan and the transferee
PR. plan be previously qualified in PR, so that
the transfer meets the local tax-free transfer and
rollover rules of PRIRC § 1081.01(b)(2). If one
of the two plans, usually the transferor U.S. plan,
has not been previously qualified in PR., for PR.
tax purposes the transfer would be treated as a
transfer from a non-qualified plan to a qualified
plan, which would be a taxable event and would
jeopardize the PR. tax qualified status of the
transferee PR. plan.

The author has found that an element that
frequently presents unexpected complications to
the efficient and timely completion of a transfer
is the fact that the transferor U.S. plan has not
been previously qualified in PR. or that its
determination letter from Hacienda is outdated.

In either case, the solution is completing a filing
for a new Hacienda determination letter as soon

as administratively practicable. Among other

things, this filing requires the submission of copies
of the plan document and its amendments, the
trust agreement, and the most recent summary
plan description, plus the payment of a filing fee

to Hacienda, generally in the amount of $1,500.
Depending on the terms of the plan, it is also
possible that the plan will have to be amended to
incorporate thereto some of the tax qualification
provisions of the PRIRC. Such provisions, however,
would only be applicable with respect to the PR.
participants and would have no impact on the U.S.
participants. For most U.S. plans, completing a filing
for a new or updated Hacienda determination letter

can be done in a couple of weeks and the process
should cost less than $10,000.

Another thing that usually complicates
matters is when the transferor U.S. plan has not
operated in compliance with the tax qualification
rules of PRIR C. The usual suspects in this regard
are failing to perform and/or correct the local
nondiscrimination tests with regard to the plan’s
PR. participants [e.g., the ADP Test of PRIRC
§ 1081.01(d)(3)], allowing P.R. participants to
make elective deferrals in excess of the local limits
in PRIRC § 1081.01(d)(7)(A), which is the local
equivalent to Code § 402(g), and last but certainly
not least, failing to withhold P.R. income taxes on
distributions to PR. participants and/or reporting
such distributions to Hacienda using Form 480.7C,
which is the local equivalent to IRS Form 1099-R.

Unfortunately, the solution to these sorts of
operational problems is seldom as simple as filing
some documents and paying a $1,500 filing fee to
Hacienda. Instead, depending on the nature and
extent of the problem, this may require entering
into a closing agreement with Hacienda, which
is more or less the PR. equivalent of completing
aVCP filing with the IRS. In light of these and
other unexpected contingencies that may arise
throughout the process, companies interested in
completing a transfer by the December 31, 2011
due date should consider engaging early in the
process a PR. benefits professional experienced
with retirement plan qualification matters.

Carlos Gonzalez is the president of
BenefitsPuertoRico.com LLC, a law firm
devoted to assisting U.S. and international
companies with Puerto Rico operations with
their employee benefits and executive
compensation matters in Puerto Rico.
(carlos@benefitspuertorico.com)



