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CHAPTER 2. PRI VATE RETI REMENT PLANS

| NTERNAL REVENUE SERVI CE QUALI FI CATION. It is strongly recommended t hat
all private retirement plans be qualified under the Internal Revenue Code
of 1986 (I RC or Code).

TYPES OF PRI VATE RETI REMENT PLANS. A HA may consi der adopting one or
nore of the follow ng types of private retirement plans (except as
not ed) :

a. | RC Sec. 401(a) Plan. This is the traditional formof qualified
pl an provided pursuant to IRC Sec. 401(a). Mst HA plans will be
of the defined contribution type. Large HAs may adopt a defined
benefit plan if actuarially practical. Mst plans are provided
through an insurance conpany's prototype plan. |In sone cases an
i ndependent sponsor nay provide a nmaster or prototype plan or
simlar arrangenent.

b. | RC Sec. 401(k) Deferred Conpensation Plan. As governmenta
entities, HAs may not establish Sec. 401(k) plans after May 6,
1986. Sec. 401(k) plans established by HAs before this date nmay be
continued, and the effective dates for sonme of the changes in the
Sec. 401(k) requirenments are delayed two years for such plans
(TRA' 86 Sec. 11 16(f)).

c. | RC Sec. 403(b) Tax-Sheltered Annuity. Enployees of certain
t ax- exenpt organi zations that neet the requirenents of | RC Sec.
501(c)(3) are eligible under 1RC Sec. 403(b) to exclude fromtheir
current gross income anpunts paid by their HAs (through salary
reduction or otherw se) towards the purchase of annuities or
deposits in special custodial accounts in a regul ated investnent
conpany. The total excludable contributionis limted by law. A
tax-sheltered annuity plan may be used as a primary enpl oyee-provi ded
retirement benefit programor with HA contributions as
well. Anopunts excludable fromincome through salary reduction
remai n subject to FlCA taxes.

d. | RC Sec. 408(a) Individual Retirement Account. 1In the event a HA
does not have a retirenent plan for its enployees, it may inform
them that an individual retirement account or annuity (IRA) is
avail abl e. No deductible | RA contribution can be made by active
participants or their spouses in an enpl oyer-sponsored retirenent
plan, if their income is above a certain level. A married person
with income | ess than $10,000, filing separately, whose spouse is
covered by a retirenent plan, can contribute to a deductible IRA
"Active participant" is defined as one who partici pated, whether
vested or not, in a private or public enployer-sponsored retirenent
plan for any part of the plan year ending within the individual's
taxabl e year. This includes tax-sheltered annuities and Sinplified
Enpl oyee Pensions, but not I RC Sec. 457 plans. Spousal |RAs are
avai |l abl e even if the spouse earns up to $250. |[ndividuals who
cannot make a deductible IRA contribution may nake a nondeducti bl e
| RA contribution of up to $2,000. Those who cannot neke the ful
$2, 000 deductible IRA contribution may contri bute the remai nder of
the $2,000 on a nondeductible basis. Earnings on the account will
be tax-deferred. |RAs are subject to the sane 10 percent tax on
early distributions that applies to qualified plans (see paragraph



2-22). Qualified Voluntary Enpl oyee Contributions are no | onger
permtted. These |IRA provisions are effective January 1, 1987
Information on I RAs is available through |Iocal banks, thrift
institutions and insurance compani es.
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| RC Sec. 408(k) Sinplified Enpl oyee Pension. Under a Sinplified
Enmpl oyee Pension (SEP), a HA contributes to an I RA for each
participant (I RC Sec. 408(k) as anended by TRA 86 Sec. 1108 and
1898(a)(5)). Thus, a SEP is a kind of defined contribution plan
very simlar to a Sec. 401(a) plan. A SEP can be an attractive
alternative to a Sec. 401(a) plan, particularly for a small HA. A
SEP requires no plan docunent other than I RS Form 5305- SEP
Sinplified Enpl oyee Pension -- Individual Retirement Accounts
Contribution Agreenment, no I RS approval, no sumary plan
description, no annual | RS Form 5500, no sunmary annual report, no
attorney, no actuary and no consultant. The maxi nrum HA
contribution under a SEP is the | esser of $30,000 or 15 percent. A
SEP mai ntai ned by a governmental entity (i.e., a HA) cannot permt
el ective salary reduction deferrals for any of the difference
bet ween the HA contribution and the maxi mum SEP contribution
permtted by law (i.e., the | esser of $30,000 or 15 percent). In
tax years beginning after 1986, TRA 86 provides that, as an "active
participant” in an enployer-nmaintained retirement plan (the SEP)
i ndi vi dual s may make nondeducti bl e contributions to an | RA (which
may be the SEP-IRA subject to the applicable I RA deduction linits
of IRC Sec. 219(g) (as added by TRA' 86 Sec. 1101). Earnings on
nondeducti bl e contributions are not subject to Federal tax unti
they are withdrawn, but when withdrawn the pro rata basis recovery
rule applies (see paragraph 2-23). A SEP nust cover every enpl oyee
who has attai ned age 21, has perfornmed service for the HA in at
| east three of the preceding five years, and receives at |east $300
of conpensation in the current year. Mre liberal participationis
permtted. A SEP has full and i mediate vesting. Enployees are
free to withdraw their contributions under a SEP at any tine
wi thout restrictions but penalties for early withdrawal apply. A
copy of each Form 5305-SEP shall be retained in the HA's files.
Form 5305-SEP is not filed with IRS

| RC Sec. 414(h)(2) Enployer "Pick-up" Plan. Sec. 414(h)(2) pernits
a governmental entity (i.e., a HA) to "pick-up" nmandatory enpl oyee
contributions and deem such contributions to be enpl oyer
contributions. These contributions are not taxable to the enpl oyee
until received. For Federal incone tax purposes, the enployee's W2
wages are reduced by the ampbunt of the picked-up contribution
Rulings fromthe Social Security Administration have indicated that
those funds which are obtained through a reduction in enployee
wages will be considered covered wages for FlICA purposes. This
nmeans that enpl oyees do not |ose Social Security coverage. At

| east three contribution accounts nust be naintained and the

foll owi ng conditions observed:

(1) Enpl oyee contributions nade before the date of the HA pick-up
These nust include interest earned. These contributions
are paid fromafter-tax dollars and are not taxable to the
enpl oyee upon distribution. These are fully vested.
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(2) Enpl oyee contributions which are picked-up by the HA. These
contributions have been paid frombefore-tax dollars and,
together with interest thereon, are taxable to the enployee
when received. Since these contributions are derived from
enpl oyee nandatory contributions, they are fully vested.

(3) HA contributions, together with interest thereon, are taxable
when received. The appropriate vesting schedule will apply
(see paragraph 2-18).

(4) Additional accounts will be required to segregate
contributions where nore than one type of investnent nedia is
provi ded.

(5) See paragraph 2-23 for treatnent of after-tax enpl oyee
contri butions.
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Si nce the enpl oyee mandatory contri butions that have been picked-up
by the HA are maintained in a segregated account and treated as
though they were HA contributions, it is possible to provide the
prerequisite 100 percent vesting on these contributions without a
complex formula. Furthernore, by proper definition of wages, it is
possi ble to consider the enmpl oyee contributions which are picked-up
by the HA to be part of basic conpensation. This nmeans that there
wi Il not have to be adjustnents to enpl oyee-HA contribution rates
to the retirenent plan. |In addition, other pay rel ated benefits
(e.g., life insurance) can be based on total pay including the HA's
pi ck-up of enpl oyee contri butions.

| RC Sec. 457 Public Enpl oyee Deferred Conpensation Plan. |RC Sec.
457 provides for Public Enpl oyee Deferred Conpensation (PEDC) plans
on a taxfavored basis (I RC Sec. 457 as anended by TRA 86 Sec.

1107). A HA may adopt a PEDC program for full or part-tine

enpl oyees. There are no age or service requirenents and
participation is strictly voluntary. A PEDC plan may not use any
age later than 70-1/2 for retirenent purposes. Enployees may
voluntarily elect to defer a portion of their conpensation to some
| ater date (usually normal retirenent age under the plan). Only
enpl oyee contributions are involved. Before nmaki ng PEDC
contributions, an enployee nust enter into a participation
agreenent with the HA. The HA reduces the enployee's salary by the
desi gnated amount and remits the payment to the insurer. (Note:
Only the HA may renmit contributions on behalf of a participant to a
qual ified PEDC arrangenent.) Wth the exception of a "catch up"
rule, the normal annual maxi num contribution is 25 percent of
conpensation (before salary reduction), not to exceed $7, 500
(TRA 86 Sec. 1107). Under the catch up rule, in each of the |ast
three years before the year normal retirenment age is reached under
the plan, the plan may pernmit a catch up amount in addition to the
regul ar maxi mum anount to be deferred. An eligible enployee nay
participate in a PEDC, a qualified pension plan, a SEP and an | RA
(to the extent allowable). By law, the HA is the owner and sole
beneficiary under the terns of the PEDC contract. Al so, al

anmounts deferred nust remain assets of the HA and are subject to
the clains of its general creditors. The enployee nust file a
beneficiary designation with the HA. Wile contributions generally
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reduce a participant's gross incone for Federal inconme tax

pur poses, FICA and FUTA taxes on the contributions nust be paid.
According to current |egislation, benefits becone avail abl e upon
(1) separation fromservice; (2) retirenment; (3) death; or (4) an
unf or eseeabl e energency beyond the participant's control which
creates a financial hardship as defined by IRS regulations. IRS
does not permt loans. Distributions from Sec. 457 plans are
treated as ordinary incone and do not benefit fromtaxation of

| unp-sum di stri buti ons.

EXPENSES. Routine operating expenses for the adnministration of the plan
may be paid fromthe basic contribution allowances or fromforfeitures

di vidends, or other plan assets. Routine operating expenses nornmally

i nclude record keeping, investnent expense, conm ssions or other contract
| oadi ng, and corporate trustee or adm nistrator fees. The HA nay pay for
non-routine unusual expenses which are not covered by the insurance
conpany or plan admnistrator as part of its routine service function
Nonr outi ne expenses may include an actuary's or |legal counsel's fee, IRS
user fees, fiduciary bonding, auditing expenses and one-time setup
charges. Any such paynent shall be subject to prior witten approval of
the appropriate HUD Field O fice and funds nmust be avail abl e or ot herw se
budgeted. An officer or enployee of a HA serving as a trustee-adm nistrator
shoul d serve w thout compensation (but may be rei nbursed by

the plan for any necessary travel expenses). An individual cannot be the
trustee of an | RA.
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EFFECTI VE DATE. The effective date of a plan should coincide with the
coll ection of required enpl oyee contributions. Any HA contribution will
be subject to HUD budget approval but may be nmade in advance of fina
approval where the HA has entered into an escrow agreenent (see paragraph
2-30).

UNDERWRI TING  In order to preserve and maintain the retirement plan's
assets, it is recommended that the followi ng guidelines be followed. The
retirement plan will be underwitten on an accepted actuarial basis.
Retirenment plan assets will be nmanaged only by a professional noney
manager, which may include a life insurance conpany, a corporate
fiduciary such as an investnent bank, or a regul ated investnment conpany
such a mutual fund. Plan assets will be deposited in an eligible

i nvestrment nmedium Upon retirenent or other termnation of enpl oynent,
unl ess a lunp-sum settlenent option is elected, benefits will be
guaranteed by a life insurance conpany or retirenent association through
the purchase of individual or group policies.

| NVESTMENT MEDI A, Enpl oyee contributions (voluntary or nandatory) and HA
contributions are usually invested in one or nore of the follow ng types
of investnent nedia held pursuant to ERI SA Sec. 403 and are managed by a
prof essi onal money manager (see paragraph 2-5).

a. Qualified Insurance Conpany Contract. These include individual and
group qualified policies such as whole life, universal life,
retirement incone, endowrent, annuity, deposit adninistration
i medi ate participation guarantee, and guaranteed investnent
contracts.

b. Custodi al Accounts. These may be either a qualified trust or a
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common i nvestnent fund treated as a qualified trust under |RC Sec.
401, including a pooled account of a federally insured bank, trust
company or credit union; noney market fund; corporate bond fund
limted primarily to straight debt securities which have a rating
within the four highest grades as determi ned by an investnent
service such as Standard & Poor's Corporation or Mody's |nvestors
Service, Inc.; Governnent bond fund; and nortgage fund (which is
classified as an equity fund); and a pool ed account utili zing

savi ngs accounts, Treasury bills and certificates of deposit.

Cust odi al accounts may al so include an equity fund (see paragraph
2-7).

EQUI TY | NVESTMENT PLAN. "Equity investnent plan" neans a dual -fundi ng
arrangement. Under the plan, HA and/or enployee contributions may be

all ocated all or in part to an account the assets of which will be
invested primarily in common stocks (investnent account) or to an account
utilized in traditional insurance operations for fixed dollar investnents
(fixed dollar account). At retirement, account bal ances may be-converted
to provide a lunmp-sumsettlenment or a fixed dollar annuity and/or a
variabl e annuity. Each participant may desi gnate the percentage of the
total contribution to be allocated to the investnent account, and the
remai nder shall be allocated to the fixed dollar account or other
eligible investment medium A participant should have the opportunity to
change the percentage of the contribution which is to be allocated to
each account. The investnent account should be a pool ed account under

whi ch funds from nore than one source are comingled. The investnent
account should be invested in accordance with the follow ng policies:

a. Equity investnent account assets shall be invested in a portfolio
of equity securities, mainly common stocks, diversified over a
variety of industries and conpanies. The portfolio shall not
concentrate nore than 25 percent of its assets in any one industry
nor nore than 5 percent of its assets in any one conpany or issuer
except obligations of the United States Government and
instrunmentalities thereof.
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b. Real estate shall not be purchased or sold as a principal activity.
Mort gages are not in and of thensel ves considered as the purchase of
real estate. Real estate trusts, however, are not acceptable.

c. No purchase of comvodities or commpdity contracts shall be nade

d. Loans shall not be nmade except through the acquisition of bonds,
debentures, or other evidences of indebtedness of a type customarily
purchased by institutional investors, whether publicly distributed or
not .

e. Not nmore than 10 percent of the voting securities of any one
i ssuer shall be acquired

f. Short sales of securities shall not be nade.

g. Purchases shall not be rmade on margin, except for such short-term
credits as are necessary for the clearance of transactions.



h. Borrow ngs shall not be nade except for energency or tenporary
adm ni strative purposes to an extent not exceeding that permtted by
Sec. 18(f)(1) of the Investnment Company Act of 1940.

2-8. CONTRIBUTIONS. Contributions may be paid on any periodic basis.

Where contributions are paid in advance the plan should provide for

rei nbursenent through enpl oyee wit hhol ding and for recovery of any

excess contribution not due in the event of termnation of

reenpl oyment. Under the IRC, "contributions"” may not be paid in

advance to an I RA or SEP-IRA.  The plan nust specify whether basic or

total conpensation (i.e., including overtine) will be used in the

calculation of contributions and the nmethod of determining this

anount. Participating enployees may be classified by salary brackets

for the purpose of conputing contributions. Interest may be paid to

enpl oyees on their accumnul ated voluntary or mandatory contri butions
refunded at death or ternination of enploynent based upon actua

i nvest ment experi ence.

a. Basic HA Contributions. The HA may contribute a percentage of an
enpl oyee's total conpensation (including or excluding overtine) to
provide retirenment benefits.

b. Mandat ory Enpl oyee Contributions. The plan may provide for
mandat ory enpl oyee contributions. In such event, enployees should
not be required to contribute an anount whi ch exceeds 6 percent of an
enpl oyee's total conpensation, nor an anount in excess of basic HA
contributions.

c. Voluntary Enpl oyee Contributions. The plan may provide for
vol untary enpl oyee contributions in addition to any mandatory
enpl oyee contributions. These voluntary contributions may not exceed
10 percent of an enployee's total conpensation over a 12-nonth
period. Deductible Enmpl oyee contributions are not permtted for plan
years beginning after 1986. See al so paragraph 2-10.

d. Social Security Supplenent. |If Social Security coverage is not in
effect, HA and nmandatory enpl oyee contributions, if any, nmay be
i ncreased by an anount not in excess of the O d-Age, Survivors, and
Disability Insurance (or FICA) tax rate, exclusive of the Part A
Medi care tax, of taxable earnings.

e. Forfeitures. Al defined contribution plans nust use enpl oyee
retirement plan forfeitures, refunds, withdrawal s, and other credits
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as a cash refund to the related Federal programfor its share of the
previously all owed enpl oyee pension cost. Treatment of forfeitures
is limted to issuing a cash refund to the Federal programfor its
share of the previously allowed pension cost or to applying a credit
to its allocation of future enployer contributions. This requirenent
is effective for plan years beginning after March 31, 2005.

f. Pick-up of Enployee Contributions. Pursuant to |RC Sec.

414(h)(2), a HA may "pick-up" the mandatory enpl oyee contri buti ons
whi ch woul d ot herwi se be applicable to a regular contributory plan
and "deem' these paynents to be HA contributions under the plan



subject to the follow ng conditions:

(1) The enpl oyee's compensation inclusive of the contributions deemned
to have been picked-up by the HA nmust not change as the result of the
HA pi ck-up of enpl oyee contributions.

(2) The pick-up of enployee contributions nmust apply to all plan
partici pants.

(3) The pick-up of enployee contributions nust be through an
appropriate Board resolution. This resolution nust specify that the
contributions, although designated as enpl oyee contributions, are
deened as being paid by the HA in lieu of contributions by the

enpl oyee.

(4) The arrangenent nust neet the requirenents of Sec. 414(h)(2) of
the Code and rel ated Revenue Ruli ngs.

(5) Enpl oyees must be 100 percent vested in account bal ances
attributable to the enpl oyees' mandatory contributions which the HA
has pi cked- up.

(6) For all other enpl oynment purposes, the HA shall consider the
enpl oyee' s conpensation to include the anbunts of mandatory enpl oyee
contributions deenmed to be HA contri butions.

(7) For FICA tax purposes, the HA nust consider anobunts deened to be
HA contributions as covered conpensation and subject to FICA taxes.

(8) In accordance with Sec. 414(h)(2) of the Code, the anounts paid
by the HA and deened to be HA contributions will not be subject to
Federal inconme tax (or Federal incone tax w thholding) until paidto
the enployee. Simlar treatnment nmay be afforded on sate inconme taxes
for those states which follow the Federal governnent's tax return.

2-9. NONDI SCRI M NATI ON REQUI REMENTS FOR EMPLOYER NMATCHI NG
CONTRI BTI ONS AND EMPLOYEE CONTRI BUTI ONS. TRA '86 restricts the
anount that may be contributed to plans by inposing an "Average
Contri bution Percentage" (ACP) test on all plans qualified under Sec.
401(a) of the Code (Th RA '86 Sec. 1114 and 1117). This test
conpares the ACP of highly conpensated (HC) enpl oyees to the ACP of
non- hi ghly conpensated (NHC) enpl oyees. The anount contri buted
i ncl udes enpl oyee mandatory and voluntary contributions, plus HA
contributions nade as result of enployees' contributions. For a HA's
pur pose, a highly conpensated enpl oyee is any one who, in the current
or preceding year:

(1) received conmpensation fromthe HA in excess of $75, 000,

(2) received conpensation fromthe HA in excess of $50,000 and was in
the top-paid 20 percent of all enployees, or
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(3) received conmpensation greater than $45,000 and was at any tine
an officer of the HA



If no one neets the HC definition above, then the highest paid person is
considered to be an HC. Consequently, every HA will have at |east one
hi ghl y conpensat ed enpl oyee.

The ACP test is met for any plan year only if the contribution percentage
for eligible HC enpl oyees does not exceed the greater of:

(1) 125 percent of such percentage for all other eligible
enpl oyees, or

(2) the lesser of 200 percent of such percentage for all other
eligible enpl oyees, or such percentage for all other enpl oyees
pl us 2 percentage points.

The ACP test is always nmet when the contribution guidelines (paragraph 2-8)
are followed and no voluntary enpl oyee contributions (paragraph (2-8c)) are
permtted.

2-10. EFFECT OF VOLUNTARY EMPLOYEE CONTRI BUTI ONS ON ACP. Noncontributory and
Enpl oyer-Pay-All plans are especially sensitive to the ACP test if voluntary
enpl oyee contributions are pernitted. |In this situation the ACP test wll
be passed only when

(1) the NHCs voluntarily contribute 0-2 percent, and the HCs do not
exceed this percentage tines 2, or

(2) the NHCs voluntarily contribute 2-8 percent, and the HCs do not
exceed this percentage plus 2 percent, or

(3) the NHCs voluntarily contribute 8 percent or nore, and the HCs
do not exceed this percentage tines 1.25.

2-11. PENALTY FOR FAI LURE TO MEET ACP TEST. Wen the ACP test is not nmet, the
excess anmount including interest nust be paid to the offending HC enpl oyees
within 12 nmonths of the end of the plan year in which the ACP test was not
net. |If the distribution is not paid by then, plan disqualification occurs.
Because of the potential for disqualification of the plan, HUD strongly
reconmrends that either (1) voluntary enpl oyee contributions not be
permitted, or (2) if pernmitted, voluntary enployee contributions be linited
to NHC enpl oyees unless the plan has the capability to constantly nonitor
the ACP, signal nonconpliance, and the ability to distribute the anpbunt of
the excess HC voluntary enpl oyee contributions (and incone allocated to such
contributions) for such year before the close of the follow ng plan year
The 10 percent tax on early distributions is not applicable to early
distributions required to be distributed to HC enpl oyees (TRA 86 Sec.
11117(a)(7) (A)).

2-12. SERVICE CREDIT. Under ERI SA, enployees shall receive credit for one year
of service for each year during which they are classified as regul ar enpl oyees.
Enpl oyees shall receive credit for one year of service (or portions thereof
rounded to the nearest nonth) for vesting and benefit accruals for each year
of continuous enpl oynment, comrencing with their nost recent date of hire
during which they were plan participants or regul ar enpl oyees with the
present HA or with a predecessor HA consistent with paragraph 2-28. An
enpl oyee who is reenpl oyed after a break in service may be treated as a new
enpl oyee except that for purposes of any mini mum benefit he/she nmay receive
only one such m ni num benefit.
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2-13. PRIOR SERVICE CREDI T. HAs adopting a governmental or private retirenent
pl an may make contributions with respect to prior service. Payments to a
governnental retirenent plan are subject to such system s requirenents.
However, prior service credit nmay not be provided through a Sinplified
Enpl oyee Pension. Contributions shall be paid in one or nore annua
install nents based on budgetary consi derations.

2-14. ACCRUED BENEFI T. The accrued benefit is the annuity which can be provided
by the bal ance in an enpl oyee's account(s) consisting of enpl oyee and HA
contributions, plus incone and other gains and | ess expenses and ot her
| osses. |If separate accounts for enployee contributions are not maintained,
the amount allocated to the accrued benefit from enpl oyee contri butions
shal |l be the same percentage of the total accrued benefit as the ratio of
enpl oyee contributions plus interest and | ess withdrawals bears to the tota
of HA and enpl oyee contributions plus interest and | ess withdrawals.

2-15. EARLY RETI REMENT BENEFI T. A participant may be pernmitted to retire early
but usually this is not permitted nore than ten years before the nornal
retirement date (as defined in the plan). Early retirenent nay not be
conditional upon a HA's consent. The anount of benefit is the value of the
participant's accrued benefit at his early retirenent date or at sone future
date not to extend beyond the normal retirenent date.

2-16. LATE RETI REMENT BENEFI T. Upon request, an enployee nust be permitted to
continue enploynment continued after the normal retirenent date. The plan
shal |l provide for the continuance of HA contributions and mandatory enpl oyee
contributions, if any. The late retirenment benefit shall be the
participant's accrued benefit as of his/her actual late retirenent date.

2-17. DI SABI LI TY RETI REMENT BENEFI T.

a. | mredi ate or Deferred Annuity. The plan may be provide for paynent
of an imrediate or deferred annuity in the event of disability (as
defined in the plan). The amount of basic benefit nmay be a | unp-sum
distribution or an i mredi ate annuity provided with an enpl oyee's
account bal ance(s) as of the date of disability or paynment of the
basic benefit may be deferred not |ater than an enpl oyee's nor nal
retirement date.

b. Wai ver of Premium The plan may provide for a waiver of premumin
the event of disability. The cost of the waiver of prem um provision
may be paid by the enpl oyee as an extra charge or fromthe basic
contributions to the plan.

c. Suppl erental Disability Contribution. A plan may provide for
suppl enental disability benefits by continuing to pay both HA and
mandat ory enpl oyee contributions to the plan. The HA should make a
suppl enental contribution to the plan only after all available
conpensat ed sick and annual | eave has been used by the enpl oyee.

d. Recovery. In the event the enployee returns to the service of the HA
upon recovery, the enployee nay continue plan participation on the
date of reenployment (or next anniversary or entry date, if
pertinent). An enployee who does not return to the service of the HA
upon recovery shall be considered to have term nated enpl oynent as of



the date of recovery and shall be entitled to a term nation benefit
at that tinme. Notw thstanding the above, an enpl oyee who recovers,
who reapplies for enploynent within a reasonabl e period of tine and
who is refused enpl oynent because of the lack of an avail abl e
appropriate position, shall be 100 percent vested in all enployee and
HA contri butions.
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2-18. VESTING Under ERI SA, a participant shall be eligible on termnation of
enpl oynent for any reason to a |l unp-sum cash settlenent equal to the nonthly
benefit provided with the sumof (1) a participant's account bal ance
attributable to his/her own contributions, and (2) a percentage (the vesting
percentage) of a participant's account bal ance attributable to the HA' s
contributions to the plan. Alternatively, the plan may provide that a
term nating enpl oyee may el ect to receive a nonthly annuity starting on the
date the enpl oyee woul d have ot herwi se been eligible for early or nornal
retirement. Annuities may be involuntarily cashed out (i.e., paid as a
| unp-sum settlenent) by the insurer if the present value of the benefit is
| ess than $3, 500.

2-19. M N MUM VESTI NG STANDARDS. | RC Sec. 411 sets forth the m ni num vesting
standards. Sec. 411 (a)(1l) requires that an enployee's rights in his
accrued benefit derived fromhis own contributions be nonforfeitable (100
percent vested) at all tines. Sec. 41 1 (a)(2) sets forth the rules
governing an enpl oyee's vesting in rights to benefits derived from enpl oyer
contributions. TRA 86 anended Sec. 411 (a)(2), effective for plan years
begi nning after Decenber 31, 1988, by accelerating the vesting schedul es.
As amended, this section specifies two alternative vesting schedul es:
five-year vesting, or three- to seven-year vesting.

a. Fi ve- Year Vesting. Under the five-year vesting schedule, a plan wll
meet the minimumvesting standards if it provides that an enpl oyee who
has compl eted five years of service has a nonforfeitable right to 100%
of his accrued benefits derived from enpl oyer contributions.

b. Three- to Seven-Year Vesting. Under this schedule, a plan will neet
the m nimumvesting standards if it provides that an enpl oyee who has
completed at |east three years of service has a nonforfeitable right
to a percentage of his accrued derived from enpl oyer contributions.
The enpl oyee nmust be at | east 20 percent vested after the conpletion
of three years of service, and another 20 percent vested for each
addi tional year of service, until he is 100 percent vested after seven
years of service

C. CGovernnental Plans. As an agency or instrunmentality of a State or
political subdivision, HAs may be exenpt fromthe m ni num vesting
standards. In the past, many HAs elected to foll ow HUD policy which
provided that, for each year of service, the vesting percentage may
be no less than 10 percent and no nore than 20 percent for the first
four years and with 20 percent for each subsequent year until 100
percent venting was achieved at the end of either five or seven years,
as applicable. HAs may elect to adopt or continue this prior HUD
m ni mum vesting schedule in lieu of adopting either the five-year of
the three- to seven-year vesting schedules required by Sec* 411(a)(2).

d. Accel erated Vesting. The vesting schedul e may exceed the m ni num
vesting stands. For exanple, a plan provides that each enpl oyee's



rights to enpl oyer-derived benefits are 100 percent nonforfeitable
upon conpl etion of three years of service. This plan satisfies the
m ni mum vesting standards since it nmeets the requirenments of one of
the vesting schedul es (five- year vesting) for all of an enpl oyee's
years of service

e. Changes In Vesting Schedule. |[|f an HA adopts a plan anendnent
changi ng the vesting schedule, IRC Sec. 411 (a)(10)(B) requires that
enpl oyee with a specified nunber of years of service be allowed to
elect to remain under the schedule in effect before the amendnent.
TRA' 86 al so anended this section; for plan years beginning after
Decenmber 31, 1988, enployees with at |east three years of service

2-9 1/ 97
must be allowed to make such an el ection. However, no el ection need
be provided for any enpl oyee whose nonforfeitabl e percentage under the
pl an, as anended, cannot at any time be | ess than the percentage
determ ned without regard to the amendnent. The regul ations specify
a period for making the el ection.

2-20. REQUI RED DI STRI BUTI ONS. TRA' 86 establishes uniformdistribution
requirenents for qualified plans, I RAs, Sec. 403(b) plans, custodia
accounts and deferred conpensations plans (TRA 86 Sec. 1121). Starting in
1989, distributions under all such arrangenments nust begin no |later than
April 1, after the cal endar year in which the participant attains age
70-1/2, regardl ess of whether he/she has retired (I RC Sec. 401(a)(9)(C as
anended by TRA 86 Sec. 1121(b)). An individual who receives |ess than the
mnimmrequired distribution in a year will be subject to an excise tax
equal to 50 percent of the difference between the required paynents and the
actual paynents during the year (I RC Sec. 4974 as anended by TRA 86 Sec.
1121). But the IRS may waive the tax if the failure was due to a reasonabl e
error and if reasonable steps are take to correct the error

2-21. TAXATI ON OF LUWP- SUM DI STRI BUTI ONS. TRA' 86 Sec. 1122 anended the IRCto
repl ace both 10-year averagi ng and capital gains treatment with 5-year
averagi ng, which an individual may el ect only once during his/her lifetine
and only after age 59-1/2. Any such election nust apply to all | unp-sum
distributions that the individual receives during the year. This nethod of
taxation is available only to recipients of distributions fromqualified
pl ans. Sone exceptions may apply under specified circunstances (TRA 86 Sec.
1122(h)(4)).

2-22. TAX ON EARLY DI STRI BUTIONS. An additional tax of 10 percent applies to all
distributions before age 59-1/2 unless it nmeets one of several exceptions
(TRA' 86 Sec. 1123). For example, this additional tax applies to
distributions fromqualified plans, Sec. 403(b) plans and cust odi al
accounts, SEPs and I RAs. The exceptions include (1) anpbunts paid as a life
annuity or as a part of a series of substantially equal periodic paynments,
(2) anounts paid upon early retirement after age 55, if the enployee retires
under the early or normal retirenment provisions of the plan, (3) anmounts
that are used to pay nedical expenses that are deductible under | RC Sec.

213, regardl ess of whether or not the enployee item zes deductions, (4)
di stributions upon death, and (5) paynments under a Qualified Donestic
Rel ati on Order.

2-23. TREATMENT OF AFTER- TAX EMPLOYEE CONTRI BUTI ONS. Under prior |aw any
distributions received before the annuity starting date were assuned to cone



first fromthe enployee's basis, and no taxable income was received unti
the enpl oyee had recovered all of his/her basis (usually within three
years). Under the new IRC rules every distribution is allocated pro-rata
bet ween recovery of basis and taxable income. These changes are effective
January 1, 1987, but a grandfather clause preserves the earlier treatnent
for enployee contributions nade before 1987 for plans which on May 5, 1986
permtted wthdrawal of enployee contributions before separation from
service (IRC Sec. 72(e)(8) added by TRA 86 Sec. 1122(c)(3)).

2-24. DEATH BENEFI TS. Upon death, a deceased enpl oyee's beneficiary is fully
vested in all benefits regardl ess of source or type. Any post-retirenent
death benefit will be determ ned by the nethod of annuity paynent (i.e.
| unp-sum periodic, etc.) elected by the participant. Life insurance may be
included within or outside the plan (see Chapter 3).

2-25. BENEFI TS PAYABLE. Benefits are generally paid nonthly under the normal form
of annuity unless alternate forns of paynent, including a |unp-sum cash
settlenent, are made available. The plan may contain a tine limt for a
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term nated enpl oyee to apply for a benefit after reaching normal retirenent
age. This may be either five years or any other period which is |less than
the period prescribed in the jurisdiction after which the funds escheat to
the state. The plan may provide that an enpl oyee who does not so apply shal
be deened to have died, and the proceeds shall be settled accordingly.

2-26. SPENDTHRI FT PROVI SI ON. Under the Code, enpl oyees, beneficiaries, HA's or
trustees/adm nistrators nmay not have the power to anticipate, assign
hypot hecate or transfer any benefits or assets of the plan and any contracts
provi ded t hereunder nay not be sold, assigned, discounted or pledged as
collateral for a loan or security for the perfornmance of any obligation or
for any other purpose, except as may be pernmitted by the Code.

2-27. PORTABILITY. Credited service and acconpanying liabilities and plan assets
may be transferred fromone plan to another, provided both plans have been
qual i fied under the sane section of the Code and both plans provide for
transfer and acceptance. The HA's trustee/adm nistrator and insurer nust
consent to such an arrangenent.

2-28. AVMENDMENT. Under the Code, no anmendnent of a retirenment plan nay adversely
affect the rights accrued by any participant before the amendnent. 1|n no
event may a participant's vested percentage in the accrued benefit
i medi ately after a plan amendnent be | ess than the vested percentage
i medi ately prior to such amendnent (see paragraph 2-19e). |If the amendnent
i nvol ves a change in insurance conpani es or other funding arrangenents, cash
val ues accunulated in the prior plan nay be transferred to the successor
pl an. Cash val ues, however, should not be transferred if there would be a
fee charged by either plan for the transfer which would result in a |oss
whi ch coul d not be recouped in a relatively short period of tine.

2-29. TERM NATI ON OF QUALI FI ED RETI REMENT PLAN. Prior witten approval fromIRS
shall be obtained if the retirenent plan is to be term nated. Upon receipt
of approval, all assets shall be distributed in accordance with the plan's
termi nation provisions.

2-30. ESCROW AGREEMENT. Subject to prior Field Ofice agreenment (for budget
purposes), HAs nay enter into an escrow agreenent with the insurance conpany



to bind retirenment plan coverage pending conpletion of the retirenent plan
Such escrow agreenent shoul d specify: (1) the enployee and HA future service
contributions; (2) the anbunt of tenporary termlife insurance coverage, if
provi ded during the escrow period; (3) the effective date of the binder

shall constitute the effective date of the plan; and (4) a brief description
of the type of plan and coverage to be included. Al contributions should
be deposited in a fixed investnent interest-bearing account for the duration
of the escrow period.
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