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The contents of this presentation have been prepared for
educational purposes only. This presentation is not
Intended to, and does not, constitute legal advice. Readers
are advised to obtain guidance from their attorney, tax
advisor, or financial advisor, as applicable, before relying on
the contents of this presentation and/or carrying out any of
the transactions described herein.
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Ferraiuoli
Objectives of the Presentation

 Bythe end of this session, participants will be able to:

* Understand the legal and tax framework governing retirement plan
distributions in Puerto Rico (P.R.) and the United States (U.S.)

* |dentify the different types of retirement plans and contributions into a P.R.
D/C Plan

* |dentify the different types of distributions and withdrawals for PR-qualified
plans and their tax implications

* Apply tax-efficient distribution strategies to minimize tax exposure

* Recognize key compliance requirements and common pitfalls that may lead
to unexpected tax burdens
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Ferraiuoli
Outline of the Presentation

 Overview of P.R. and U.S. Legal and Tax Landscape

* Main Types of Retirement Plans

* |Income Tax Qualification and Its Impact on Retirement Plans

* Type of Contributions to a D/C Retirement Plan

* Distributions of Benefits From Retirement Plans and Tax Implications

e Questions & Answers
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Overview of Puerto Rico’s Legaland  ferraiuol

Tax Landscape

 U.S. territory since 1898 (Spanish-American War)
 Persons legally bornin P.R. are U.S. citizens (since 1917)

 P.R. has its own tax code (currently the P.R. Internal Revenue Code of 2011, as
amended (“P.R. Code”) modeled after the U.S. Internal Revenue Code of 1939
(“U.S. Code”)

* Bona-fide residents of P.R. are exempt from Federal income taxation on P.R.-
sourced income (U.S. Code § 933)

* However, bona-fide P.R. residents are subject to the same Federal Insurance
Contributions Act (“FICA”) tax rules as U.S. residents (U.S. Code § 3121(e))

« The Employee Retirement Income Security Act of 1974 (“ERISA”) generally applies
to P.R. benefit plans, subject to certain limited exceptions (e.g., Title IV Coverage for
P.R. defined benefit plans that are not intended to be U.S. tax qualified plans)
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Main Types of Retirement Plans

Ferraiuoli

= Defined Benefit Plans (“D/B”)

e Traditional Pension Plans: e.g., 1% avg. comp. x # years of service
e Cash Balance Plans: hypothetical account with pay credit plus interest credit
e Others

s Defined Contribution Plans (“D/C”)

e Money Purchase Plan: e.g., 8% contribution

e Target Benefit Plan: variable contribution

e Profit Sharing Plans: discretionary

e Stock Bonus Plans

e Cash or deferred arrangement (“CODA,” a/k/a 401K)
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Income Tax Qualification
Implications of Retirement Plans

* Plans may be:
 Tax-qualified — approved under the applicable tax code; or
* Non-qualified — not meeting the requirements for preferential tax treatment

 Tax qualification may be:

 |n Puerto Rico (“P.R.-only” plans):
* Must be formally approved by the Puerto Rico Treasury Department (Hacienda)

* Inthe United States (“U.S.-only” plans):
* Qualified under the U.S. Internal Revenue Code and approved by the IRS

 Both (“dual-qualified” plans)

Ferraiuoli

 Meetthe requirements of both Hacienda and the IRS, typically for employers with employees in both

jurisdictions
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Ferraiuoli

Consequences of Income Tax
Qualification for Retirement Plans

If Plan Is Tax Qualified If Plan Is Not Tax Qualified
Employer takes current income tax Employer takes income tax deduction
deduction of contribution only when employee recognizes

income
Employee defers income taxation on Employee defers income taxation on
contributions and accretions until contributions until not subject to risk
distribution of forfeiture (usually distribution)
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Advantages of Tax Qualification rerraiuol

(vs. Non-Qualified Plans)

* Both employer (tax deduction) and employee (tax deferred) have a current tax
benefit

 Earnings grow tax deferred for employee (until distribution)

* Employer contributions (e.g., match, profit sharing, money purchase, etc.) are not
subject to FICA Tax
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Types of Contributions toa D/C Ferraiuoli
Retirement Plan

Type of Contribution Description

Pre-Tax Contributions Amounts contributed by the employee through salary deferrals before taxes are withheld
Reduce taxable income in the year contributed and are taxed upon distribution

Additional (“Catch-Up”) Pre-Tax Extra elective deferrals available to participants age 50 or older, allowing them to contribute beyond the regular
Contributions annual limit on a pre-tax basis

After-Tax Contributions (Mandatory or Contributions made from income already subject to income tax
Voluntary) Only investment earnings on these contributions are taxable upon distribution; the original after-tax amounts
represent tax basis and are not taxed again

Rollover Contributions Transfers of funds from another eligible retirement plan
If the rollover comes from a Puerto Rico-qualified plan and complies with the 60-day rule, it is not taxable

Matching Contributions Employer contributions that “match” a portion of the employee’s elective deferrals according to plan terms (e.g.,
50% of the first 6% of pay); taxable when distributed.

Other Employer Contributions Include profit-sharing, nonelective, or discretionary (i.e., additional) employer contributions not tied to employee
deferrals; amounts grow tax-deferred and are subject to income tax upon distribution

2025
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Ferraiuoli

Distribution of Benefits From
Retirement Plans

Key Rules, Timing, and Tax Treatment
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What are retirement plan Ferraiuoll

distributions?

* Payments or transfers made from a qualified retirement plan to a
participant, beneficiary, or alternate payee

* Intended to provide retirement income or access to accrued benefit
once certain conditions are met (e.g., age, separation from service, or
hardship)

* May be taken in different forms and frequencies, as permitted by law
and under the terms of the plan
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Types of Distributions:

General rule

* Distributions are generally permitted upon the occurrence of:

Retirement Participant reaches the plan’s normal retirement 100% vested (unless plan specifies
age or retires under plan terms otherwise)

Disability Participant becomes totally and permanently 100% vested (unless plan specifies
disabled otherwise)

Death Benefit becomes payable to the designated 100% vested (unless plan specifies
beneficiary or estate otherwise)

Termination of Separation from service with the employer Subject to plan’s vesting schedule

Employment
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Types of Distributions: Exceptions Ferraiuoll
to the General Rule (Withdrawals)

* Withdrawals allowed while the participant remains employed, if permitted by the plan:

At Any Time (Voluntary)  Withdrawals from after-tax or rollover accounts After-tax or rollover contributions
(if plan allows)

Hardship Withdrawals Immediate and heavy financial need; limited to necessary Pre-tax elective deferrals or
amount others (if plan allows)
Age 59%2 Withdrawals Allowed upon reaching age 59 Pre-tax, after-tax, and employer

contributions (if plan allows)

Normal Retirement Age  Once participant reaches the plan’s stated normalretirement  All vested sources (if plan allows)
Withdrawals age but continues working

Required Minimum Mandatory distributions at age 73 (or applicable age) (for dual- All sources; not elective (dual-
Distributions (RMDs) qualified plans and P.R.-only that incorporate it in design) qualified; some P.R.-only)
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Hardship Withdrawals: Key Rules

 Withdrawals due to an immediate and severe financial need, if the distribution is
necessary to satisfy that need

* Financial need must be immediate and severe

* Must fall within an approved category of hardship

* The withdrawal must be necessary to satisfy the need

* All other available sources must be exhausted (e.g., loans)

* 12-month suspension of contributions after distribution
*See Reg. P.R. Treasury 5678 Art. 1165-8(d)(ii)
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Ferraiuoli

Authorized Reasons to Take A
Hardship Withdrawal in P.R.

Medical Expenses To pay medical expenses of the employee, spouse, or dependents not covered by
insurance (e.g., surgery or treatment costs not covered by insurance)

Purchase of a Principal Residence  To cover costs directly related to acquiring the employee’s main home (excluding
mortgage or refinancing)

Tuition and Educational Expenses To pay tuition, books, and related fees for the next 12 months of post-secondary
education for the employee, spouse, or dependents

To Prevent Foreclosure or Eviction To prevent foreclosure or eviction from the employee’s principal residence due to
unpaid rent or mortgage

Popular Retirement Plans
Conference

] POPULAR.
16



Main Withdrawal Rules Differences rerraiuol

Between P.R.-Only and U.S. Qualified Plans

Hardship Withdrawal May require a 12-month suspension of future elective No suspension required under
deferrals federal law since 2020

Withdrawals Before No statutory early-distribution additional tax applies under  Generally subject to a 10% early-
Age 59> Puerto Rico tax law; amount included in income and subject distribution additional tax*

to regular withholding

*Whatis the additional tax?
* Additional federal tax (penalty) under IRC §72(t) on early distributions from a U.S. qualified retirement plan

* Applies in addition to regular federal income tax
* Applies to most distributions made before age 59V unless an exception applies (e.g., disability, death,
substantially equal payments, separation from service after age 55)
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Ferraiuoli
Required Minimum Distributions (RMDs)

 US tax qualified plans are subject to the RMD rules (U.S. Code §402(a)(9))
* Required benefit payment to begin after participant reaches a specific age
« SECURE Act 2.0:

* Participants who turn age 72 after December 31, 2022, and age 73 before January 1,
2033 —> age /73

* Participants who turn age 73 after December 31, 2032 — age 75
* Does not have a PR equivalent

* Caninclude lump sum or other forms of payment based on participants’
life expectancy

* Generally subject to 10% withholding
* Participant can opt-out with Form W-4P
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Ferraiuoli
Plan Loans

* Amount advanced to a participant from his or her vested plan benefits, with a legal
obligation to repay it to the plan

* Permitted but not required under P.R. and U.S. qualified plan rules - the plan
document must specifically allow it

* The plan may authorize loans from all benefit sources or only certain sources (e.g.,
pre-tax, employer, or rollover sources)

* The loan does not constitute a taxable distribution if it complies with applicable
limits and repayment requirements

* Designed to provide temporary liquidity to participants without triggering income
taxation
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Ferraiuoli
Plan Loans: Key Rules

Maximum amount: usually up to 50% of vested benefits, capped at $50,000 (ERISA
§408(b)(1); DOL Reg. 2550.408b-1; U.S. Code §72(p))

Repayment period: generally, within 5 years; other (more? up to 107?) years if used
to purchase primary residence (P.R. Code §1081.01(b)(2)(E)(ii)

Repayment method: level amortized payments, at least quarterly (P.R. Code
§1081.01(b)(2)(E)(i))

Other limits: e.g., minimum loan amount (usually not higher than $1,000 under
DOL Reg. 2550.408b-1), maximum number of outstanding loans (usually by plan
design)
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Ferraiuoli
Forms of Payment

* Once adistribution is triggered, benefits may be paid as:

Partial

Lump-Sum Rollover
Distributions

Distribution Distribution
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Ferraiuoli

Taxation of Retirement Plan
Distributions

Understanding How and When Distributions Are Taxed Under Puerto Rico Law
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Participant’s Basis: What s Ferrauol

Not Taxed Upon Distribution

* The participant’s basis is the portion of plan benefits that has already been taxed in
prior years and therefore is not subject to income tax again when distributed

Included in Participant Basis Not Included in Participant Basis

After-tax contributions made by the participant Investment earnings on those contributions

Employer contributions that were previously Income from unrelated business activities of
included as taxable income (usually D/B the trust
required contribution)

Amounts previously taxed under the PR
Internal Revenue Code (prepayments)
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Recovery of Participant’s Basis: Ferraiuoll

* The participant recovers the taxed basis as distributions are made
* Once fully recovered, all later payments are taxable

m How the Participant Basis is Applied

Lump-Sum Distribution BPPR: Amortization of the prepayment as funds are
disbursed; no FIFO.
Installment/Annuity Payments Each payment s split into a non-taxable portion (return of

basis) and a taxable portion (earnings); once the full basis is
recovered, later payments are 100% taxable (PR Code

§1031.01(b)(11))

Partial Distributions The participant’s basis may be proportionally or entirely
assigned to the partial distribution if consistent with the plan

terms

Popular Retirement Plans
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Ferraiuoli
Lump-Sum Distributions

* Participants receive their entire vested benefit within a single taxable year, even if
paid in multiple installments within that same year

* Pre-termination withdrawals, payments or deemed distributions are not considered

* Example:
* Participant has a $30,000 retirement plan account

* Afterseparation from employment, participant commences receiving 30 monthly payments of
$1,000

« After 20 months, participants decides to receive the other $10,000 in a single payment
* Entiree $30,000 balance was not distributed in a single taxable year #lump-sum distribution

 =partial payment

Popular Retirement Plans
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Exception to the Lump-Sum Tax Treatment: Fermaiuol

Deemed Distributions (Loans)

* Occurswhen a participant loan goes into default causing the unpaid balance to be
treated as distributed for tax purposes

* Effective on:
* The date of the first missed scheduled payment;

* The last date of a cure period (if provided under the plan); or
 The date of the full distribution of the account balance before cure period ends

* Toreceive lump sum distribution treatment, the remaining account balance must be
distributed within the same taxable year in which the deemed distribution occurred

 Otherwise, the deemed distribution and prior payments are considered partial
payments
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Exception to the Lump-Sum Tax Treatment; ' c'aiu0l

Deemed Distributions (Loans) (cont.)

* Participant has a $30,000 account balance, including a $5,000 plan loan

* Upon separation from employment, participant fails to repay the loan

* The $5,000 unpaid loan is treated as a deemed (taxable) distribution on the date
the first payment was missed (or the end of the cure period, if applicable)

* [fthe remaining $25,000 is distributed within that same taxable year, both
amounts are treated as a total (lump-sum) distribution

« [fthe remaining $25,000 is distributed in the following year, both are treated as
separate partial distributions.
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Taxation of Lump-Sum Distributions Ferrauol

* What’s taxed? The amount above the participant’s basis

* How it’s taxed (PR rules)?

e Generalrule:

 Thetaxable portionis long-term capital gain at a flat 20% rate, subject to PR Alternative Bastic Tax (ABT) Rules
or 10% (in compliance with P.R. investment rule)

* Subjectto 20% withholding of taxable amount (or 10%, as applicable)
 The participant may elect ordinary income tax treatment (subject to their effective rate)

e Example:
 Account $30,000 - includes $5,000 after-tax contributions

* Participant also prepaid taxes on $15,000 of the account balance in 2006
« Total participant’s basis = $20,000 ($5,000 + $15,000)
« Upon separation, participant receives $30,000 in a single payment
» Taxable portion =$10,000 ($30,000 — $20,000 basis)
o 20% fixed tax rate = $2,000 tax due
* Participant may instead elect ordinary income treatment (using their effective rate for that year)
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Taxation of Lump-Sum Distributions: Ferraiuol
Special Rules

A preferential 10% rate applies only if all of the following conditions are met:

* The planis established or organized in P.R., or has a P.R. resident trustee acting as the paying agent of
benefits to P.R. residents

 Atleast 10% of plan assets are invested in Puerto Rico property or securities as defined in the P.R.
Code during the year of the distribution and each of the 2 preceding years

* The distribution qualifies as a total (lump-sum) distribution within a single taxable year
* Participant may still elect ordinary income tax treatment (subject to their effective rate)
« Example: Taxable portion = $10,000

 Generalrule - 20% = $2,000 tax
» |fplan qualifies under PR investment rule — 10% = $1,000 tax

* Butiftaxpayer has no other source of income for that year, he/she may prefer ordinary tax — 0% on
$9,000; 7% on $1,000
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Ferraiuoli

New Act No. 65-2025 (“Act 65”) Wil

* Overview:
* Signedinto law on July 17, 2025

* Act 65 amends the PR Code to exempt lump sum distributions from qualified PR
retirement plans from the ABT when such distributions are subject to the
preferential 10% tax rate under Section 1081.01(b) of the PR Code

* This change applies to distributions in tax years beginning in 2025 and thereafter
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Act 65 (cont.) Ferraiuoli

 ABT and Qualified Plan Distributions:

* The ABT limits the use of special tax rates or exemptions by requiring taxpayers to
calculate their liability under both the regular tax system and the ABT system

* Forindividuals, the ABT can reach 24% on lump sum distributions over $250,000
e Before Act 65:

 Ordinary plan distributions were taxable in the year received unless previously taxed

* Lump sum distributions on separation or plan termination were subject to a 20% tax plus
potential ABT

 Lump sum distributions that qualified for the reduced 10% rate — available only if the trust
was organized under PR law or had a PR trustee and at least 10% of assets were invested in
PR-registered investment companies — were subject to ABT

* |ncome from installments/annuity payments ($11,000; $15,000) is not subject to ABT
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Ferraiuoli

Act 65 (cont.)

* Impact of Act 65:

* Act 65 modifies the ABT so that lump sum distributions taxed at the preferential
10% rate are now excluded from the ABT calculation

* This eliminates the potential 24% ABT liability (i.e., 14% on top of the 10% tax),
enhances the tax attractiveness of PR qualified retirement plans, and creates
planning opportunities for participants with large balances
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Rollover Distributions Ferraiuoli

* Transfer of all or part of an account balance to another qualified plan or IRA, subject
to plan rules

* Avoid immediate taxation and continue tax-deferred growth of rolled-over portion

Tax & Withholding

Direct Rollover Funds are transferred directly from one qualified No withholding

plan to another qualified plan or IRA (i.e., Tax-deferred until future
(Trust-to-Trust) .. . .

participant never receives the money) distribution

Participant receives full distribution and has 60 20% mandatory withholding
Indirect Rollover days (per payment) to deposit it in another Taxable if not contributed in 60

qualified plan or IRA days

THINK CAREFULLY!

* P.R.IRAs are not eligible for special income tax rates as P.R. qualified plans, and are not protected under
ERISA
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Ferraiuoli
Installments & Annuity Payments

* Posttermination payments in substantially equal amounts made at regular intervals
(annually, semi-annually, quarterly, monthly, weekly, or other as provided under the

plan)
* |nstallments — paid over a fixed period of at least 5 years from the date of first
payment

* Annuities — paid for the remainder of the life or life expectancy of the participant
and/or his/her beneficiary

THINK CAREFULLY!
« Paymentfrequency and amount are predetermined at the start of the payout period

* Once the first payment is made, neither the frequency nor the amount may be changed, unless an
exception applies
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Ferraiuoli
Exceptions to the Fixed Schedule Rule

* Changes in payment frequency or amount are allowed only if due to:
* Investmentincome variations generated by the exempt trust
 Cost-of-living allowances (COLA)
 Coordination with Social Security benefits
 Other predetermined criteria established in the plan’s terms or benefit formula
* Important:

« (Cannot be subject to the discretion or control of the participant or payee

* Anyvoluntary change requested by the participant after payments begin may cause the
distribution to lose its “installment” classification and be treated as a partial distributions
(triggering different tax rules)
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Taxation of Installment & Ferraiuoli

Annuity Payments

* What’s taxed? The amount above the exempt amount and the participant’s basis

* How it’s taxed (PR rules)?

* Generalrule:
* The firstannual $11,000 (under age 60) or $15,000 (age 60+) are exempt from income taxation
* Thetaxable portionis ordinary income
* Subjectto 10% withholding in excess of $31,000 (under age 60) or $35,000 (age 60+)

* Example:

* Participant retires at age 65 and begins receiving a life annuity of $1,500 per month

* The participant contributed $10,000 after-tax toward the cost of the pension

* During the first year, the participant received $18,000 in total payments
* Thefirst $15,000 is exempt under the annual exclusion rule

* Ofthe remaining $3,000 — $2,700 represents recovery of participant’s basis (non-taxable) and $300 is taxable
income
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Taxation of Other Types of Fermaiuol

Payments (Partial)

* |nclude:
* Partial payments Withholding Requirements
* In-service withdrawals e Ordinary income 10% of taxable portion,
« Corrective distributions * No preferential rates unless participant elects no
* Noteligible for rollovers  withholding or another
* Defaulted loans withholding
e Example:
* Participant has a $30,000 account balance upon separation from service u
* Requests $10,000 distribution in Year 1 Unequal distributions
* Requests remaining $20,000 in Year 3 in different taxable
* Both payments are partial distributions taxed as ordinary income yeagz;sez?;tlal
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Ferraiuoli

P.R. Taxation and Withholding Rules

Type of Distribution Taxation Withholding

General Rule: 20%* 20% of taxable amount

Exception: 10% if plan meets
certain PR investment rule (or
ordinary income at the
taxpayer’s election)**

Lump-Sum
10% of taxable amount

Ordinary income with $11k
Installment/Annuity (under age 60) or $15k (age 60+)
annual exemption

10% in excess of $31k (under age
60) or $35k (age 60+) annually

Other Payments (e.g., hardships) | Ordinaryincome 10% of taxable amount

*Subjectto AMT Rules
**Not subject to AMT Rules for 2025 and thereafter (Act 65)
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P.R. Taxation and Withholding Rules (cont.) Ferraiuoli

Type of Distribution Taxation Withholding
Eligible rollover distributions : 20%, unless participant elects higher
. Ordinary Income . . -
(no direct rollover) withholding by filing Form W-4R*

Eligible rollover distributions

Tax Def d N/A
(direct rollover)* axoeterre

As wages unless participant elects no tax

Periodic Payments** Ordinary Income el nE i For eAT
Substantially Equal Periodic Ordinary Income As wages unless participant elects no tax
Payments withholding with Form W-4P
10% for lump sum; as wages for periodic
Required Minimum Distributions Ordinary Income payments, unless participants elects no tax with
Form W-4P
*Subjectto AMT Rules

**Not subject to AMT Rules for 2025 and thereafter (Act 65)

Popular Retirement Plans
Conference

] POPULAR.
39



Ferraiuoli

Tax Reporting

PR (Hacienda)

Form 1099-R
* Due 1/31 to participant
* Due 2/28to IRS

Form 480.7C
* Due 2/28 of the following year
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Thanks!

René Gisela
Avilés Garcia ® Sanchez Aleman

@
Capital Member e rr i l I u O I Member

American International Plaza
250 Munoz Rivera Ave, 6thFloor
San Juan, Puerto Rico 00918
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