
benefits quarterly third quarter 20158

O r g a n i z a t i o n a l  I s s u e s

The corporate world is constantly shifting, with smaller 
corporations being acquired by larger organizations; 
two small companies merging; large corporations 

spinning off a division as a new independent firm; or corpo-
rations selling a product line to another corporation. An es-
sential part of the negotiations between the parties involved 
in these changes is the “due diligence” process, which exam-
ines the employee benefit plans to ascertain if there are any 
issues. This article will examine why the typical due diligence 
process is insufficient for many corporate transactions, high-
lighting the impact that these neglected elements can have 
on the long-term administration of these plans and the hid-
den costs.

Mergers and acquisitions can happen through one of two 
structures: as an asset sale or as a stock sale. The decision 
as to which structure is used fundamentally affects the con-
sequences to the benefit plans; however, the asset-vs.-stock 
sale decision is often made very early in the negotiations. 

Frequently, this is a condition stated in the “letter of intent,” 
way before there has been any consideration of the employee 
benefit plans. Fundamentally, if the transaction is a stock 
sale, the buyer will be assuming all responsibility and liability 
for the benefit plans currently sponsored by the target com-
pany, including both future and past actions. In contrast, the 
buyer in an asset sale generally has no responsibilities for the 
target company’s benefit plans.

As a consequence of this assumption of liability for past 
issues, it is common for the buyer in a stock sale to require 
the target company to terminate the plans prior to closing. 
This establishes a clean break and eliminates that responsi-
bility and possible liability to the buyer. Yet it means that the 
buyer now must fold those new employees immediately into 
the buyer’s plans or otherwise address their benefit needs. 
This may not be the best approach from a strategic or em-
ployee benefit perspective. Yet that decision was effectively 
made when the letter of intent was signed, long before any 
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employee benefit professional was con-
sulted. 

Employee benefits rarely are the ma-
jor concern of the two parties involved 
in the negotiations. Often the deal is be-
ing brokered by an outside firm whose 
interests are focused on a smooth com-
pletion of the sale, not the impact of 
the transaction on employees or their 
benefits. The corporate attorneys rep-
resenting each side are focused on the 
key property and business issues as well 
as the viability of the business in the 
long term following the deal. Employee 
benefit plan liabilities, outside of de-
fined benefit plans, do not show on the 
balance sheet, making these liabilities 
easy to overlook. At some point in the 
negotiations, an Employee Retirement 
Income Security Act (ERISA) attorney 
is engaged to perform due diligence 
regarding the benefit plans. This gener-

ally involves a review of the plan docu-
ments, plan audits, recent Forms 5500, 
funding and assets reports and service 
agreements to ascertain that the plans 
are in compliance with current laws 
and regulations. Rarely is there suffi-
cient time to do an independent audit 
of the plan or an analysis of plan provi-
sions and participant data or to review 
the minutes of the investment or pen-
sion committees. Nor is there time to 
strategically consider how to best han-
dle the current benefit plans of the tar-
get company or even whether it would 
be better for those plans to continue 
or if it would be more advantageous to 
bring the new employee groups into the 
buyer’s plans.

The potential impact and risk of this 
level of due diligence varies depend-
ing on the nature of the plans and the 
specific features of the various plans. 

In some cases, the financial risk can be 
substantial; in other situations, the ad-
ministrative consequences can be long-
lasting. This article will consider the 
various types of plans and the aspects 
that should be examined but are often 
overlooked in the traditional due dili-
gence process.

Health and Welfare Plans
The standard due diligence for these 

plans is a quick check that the proper 
Forms 5500 have been filed and con-
firmation that there are no outstand-
ing lawsuits or regulatory examinations 
or audits. This overlooks many issues, 
most of which would not be fatal to the 
deal but could influence the terms of the 
ultimate contract. 

Many corporate health plans are 
self-funded, with a stop-loss insurance 
policy to cover large claims. Whether 

The Affordable Care Act (ACA) has added some new issues that should be considered  

in the process of evaluating the benefit plans of a target company. A major issue is 

whether the corporation decided to “pay” rather than “play” under ACA.
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the transaction is a stock or an asset sale, attention should 
be given to the reserves needed to cover the runoff claims 
(those claims incurred but not yet paid at the time of clos-
ing). The amount of reserves needed to cover the claims will 
reduce the overall financial status of the target company in 
a stock sale. This is because many corporations do not have 
the funds for medical expenses segregated from general cor-
porate assets and simply pay the claims from general assets. 
In addition, depending on the quality of data maintained by 
the company, it can be difficult to identify the amount that 
will be needed to cover the runoff claims. The buyer could 
require the seller to hold a certain amount of reserve in an 
escrow account until all claims have been paid. Even in an 
asset sale, where the buyer may not have legal responsibil-
ity for the prior plan, this is an issue since the participants, 
now the buyer’s employees, will be expecting to have those 
claims properly paid.

Another common problem is that the newly acquired 
company has employees in different locations than the buyer 
had prior to the transaction. As a result, there may be diffi-
culties covering those employees with the buyer’s health plan. 
This is particularly true with smaller corporations located in 
rural areas. In such situations, it may be advantageous to re-
tain the target company’s health plan, even in an asset sale, to 
ensure continuous coverage for those employees. Of course, 
there may be issues with continuing an insurance plan, de-
pending on the experience of the group and whether the 
whole company is being acquired or just a division.

The Affordable Care Act (ACA) has added some new is-
sues that should be considered in the process of evaluating 
the benefit plans of a target company. A major issue is wheth-
er the corporation decided to “pay” rather than “play” under 
ACA. If the employees’ pay has been adjusted to include prior 
company health contributions and the buyer corporation has 
maintained a health plan, then there will be a significant pay 
discrepancy. Explaining the change and implementing a new 
compensation package will be a challenge. Another adminis-
trative challenge is handling different measuring periods for 
the variable hour employees. The Internal Revenue Service 
(IRS) provided guidance in Notice 2014-49 regarding how to 
manage this situation. Companies should take care to follow 
this guidance rather than ignoring the issue.

Another hidden element in health plans that will affect the 
buyer even in an asset sale is the Consolidated Omnibus Bud-
get Reconciliation Act (COBRA) liability. If the target company 
will not be maintaining a health plan following the transaction, 
and if the buyer is maintaining essentially the same business 
as the target company, the buyer is deemed to be a successor 
employer. As a successor employer, the buyer will have the re-
sponsibility to offer COBRA on its health plan to the target 
company employees who lost their jobs as a result of the trans-
action.1 If the buyer is unaware of this responsibility, there is a 
substantial risk that COBRA notices will not be sent within the 
required time, exposing the buyer to significant risk.

Retiree health plans are another issue that may be over-
looked during negotiations. If it is a stock transaction, then 
the buyer would be assuming the responsibility to maintain 
the retiree health plan. This may be a costly benefit. Even 
when the plan has language that permits the amendment or 
termination of the benefit, it may be difficult to actually ter-
minate that benefit. A recent Supreme Court case dealt with 
this specific issue.2 M&G Polymers acquired Point Pleasant 
Polyester Plant in 2000. The initial agreement with the union 
provided that the current benefits would continue for three 
years and then would be renegotiated. At the end of the three 
years, M&G announced that it would not continue the re-
tiree health plan. The retired employees sued, maintaining 
that the retiree health benefits were vested. The lower court 
agreed and found that these plans were a form of deferred 
compensation. The Sixth Circuit applied the principles that it 
had articulated in an earlier case, International Union, United 
Automobile Aerospace, and Agricultural Implement Workers 
of America v. Yard-Man, Inc.3 One of these principles was the 
presumption that, absent language to the contrary, the par-
ties intended to vest the retirees in lifetime health benefits. 
The Yard-Man case was followed by other courts in finding 
that retiree health plans were a vested benefit and could not 
be terminated.

In January 2015, the Supreme Court ruled that the Sixth 
Circuit had improperly applied contract law principles in 
reaching the decision in Yard-Man and, thus, in the M&G 
Polymers case. The Court rejected the presumption that the 
benefits were vested for the life of the retirees, unless there 
was specific language saying otherwise. The case was sent 
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back to the lower court to reevaluate 
the facts based on the proper contract 
law principles. While this decision 
does not definitely state that the M&G 
Polymers retiree health plans can be 
terminated (that will be determined 
by the Sixth Circuit as it reviews the 
case), it does clear the path for a retiree 
health plan to be terminated, depend-
ing on the specific facts. Although the 
M&G Polymers case involves a collec-
tive bargaining agreement plan, simi-
lar issues arise with corporate plans 
that do not involve a union. These 
plans should be carefully reviewed to 
determine if there is a “plan termina-
tion” clause in the plan document and 
summary plan description.

Vacation and sick pay may also have 
unexpected costs to the buyer. Many 
states require that any accrued vaca-
tion or sick pay be paid in full upon 
termination of employment. Even if 
the employee is retained, the employee 
cannot lose the right to these benefits 
in certain states. State law may require 
that employees are paid their accumu-
lated vacation or sick pay at the time of 
the transition to the new owner. Alter-
natively, the accumulated vacation or 
sick pay could be honored by the new 
company, but then the question is who 
bears that cost in future years when 
the employee does take the time off. 
This also raises the issue of different 
vacation accrual rules for the buyer’s 
current employees and the newly ac-
quired employees. Similar issues arise 
with severance plans, where the target 
company had established a severance 
policy that created an unfunded obli-
gation. 

Retirement Plans 
Most due diligence reviews of retire-

ment plans focus on whether the plan 
has been properly amended as required 
by IRS and the U.S. Department of 
Labor (DOL), as well as whether it is 
under current review by either agency. 
However, there often is a significant 
gap between the time when a plan 
must operate according to new laws 
or regulations and when the amend-
ment is required. This can be as long 
as two or three years, depending on the 
law. Without a complete audit of plan 
procedures, it is difficult to determine 
if plan operations are fully in compli-
ance. This gap in due diligence exposes 
the stock sale buyer to potential liabil-
ity should there be an IRS audit of the 
plan or to unexpected expense if there 
needs to be a plan correction under the 
Employee Plan Compliance Resolution 
System (EPCRS). 

There are additional areas of con-
cern with retirement plans that the tra-
ditional due diligence process ignores. 
Some of these areas will have greater 
impact on plan participants than on the 
plan sponsor, but others can impact the 
corporate benefit structure. The areas 
for potential problems differ between 
401(k) plans and defined benefit pen-
sion plans.

401(k) Plans
Frequently, the buyer in a stock 

sale will require the termination of the 
401(k) plan prior to closing. This pro-
tects the buyer from any liability for 
unknown fiduciary or administrative 
issues that come to light in the future. 
In essence, this places the plan and 

participants in the same situation as 
an asset sale transaction, where there 
is no ongoing company following the 
sale. While this does protect the buyer, 
it also creates other issues for the seller 
and plan participants. The seller has the 
responsibility to close down the plan 
and distribute all plan assets. The buy-
ing company will often permit partici-
pants to roll over their account balances 
to the acquiring firm’s plan, but gener-
ally loans are not permitted to be rolled 
over. As a result, participants with plan 
loans incur a taxable event. 

If it is an asset sale of a division and 
the seller continues to maintain the 
plan, then it is possible that the par-
ticipants could continue to make loan 
payments and not have a deemed dis-
tribution. However, this creates a sig-
nificant administrative challenge that 
the seller may wish to avoid. Theoreti-
cally, this problem could be overcome 
with a bridge loan from the buyer to the 
participants to pay off the old plan loan. 
This bridge loan is then repaid with the 
proceeds from a new participant loan 
from the buyer’s plan. However, few 
buyers are willing to go through the 
difficulty of setting up such a structure.

The sale of a division or subsidiary 
creates other challenges to the selling 
organization. If the number of em-
ployees who are terminated due to this 
transaction is 20% or more of the active 
plan participants, then IRS deems it to 
be a partial termination, and these ter-
minated participants are 100% vested 
in their account balances.4 Determin-
ing which employees were terminated 
due to the transaction may not be ob-
vious, as it can include employees who 
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are not transferred to the buyer but whose position is termi-
nated months later due to the change of corporate structure 
resulting from the transaction.

Plan assets and features can cause additional problems. If 
an investment fund has a deferred sales charge or a restric-
tion on the percentage of the assets that can be liquidated in 
any year, there may be difficulty moving a portion of the plan 
to the buyer’s plan. Additionally, stock brokerage windows 
may be problematic if the buyer’s plan does not have that 
structure. Individual participants may hold assets that are 
difficult to sell, such as limited partnerships. Since the assets 
held in the stock brokerage windows often are not included 
in the asset listing, it may be difficult to identify potential 
problem assets. Other problems arise when the acquired 
plan has a Roth contribution or conversion feature and the 
buyer’s plan does not. The plan sponsor is now faced with the 
decision to add that feature for all participants or to add it 
only for the acquired participants. One decision means that 
the plan design is being dictated by what the target company 
had elected; the other may result in discrimination problems 
or some employee discontent.

Pension Plans
Most professionals involved in corporate transactions are 

aware of the risk of underfunded pension plans. There are 
two different types of underfunding, each with different is-
sues, depending on whether the plan sponsor is the selling 
entity (single employer plan) or whether it is a multiemploy-
er plan (union plan). In some circumstances, there may be 
both types of pension plans.

In the case of a single employer plan, the plan may be 
underfunded due to poor investment performance or due 
to a low level of contribution. Depending on the level of 
underfunding, the buyer may wish to negotiate with the 
seller regarding additional funding of the plan prior to the 
closing of the deal. Rarely is there sufficient time to fully 
terminate the pension plan prior to closing, given the ac-
tuarial work that must be done and the amount of time re-
quired for Pension Benefit Guaranty Corporation (PBGC) 
approval.

Even amending or freezing the plan benefits prior to clos-
ing is challenging. Participants must receive advanced no-

tice of any substantial change to the plan benefits 15 days 
prior to the effective date of the change. (This is the ERISA 
Section 204(h) notice.) This timing can cause problems for 
many corporate transactions. In transactions that involve the 
sale of a privately held corporation, information about the 
pending deal is not public. Only a few individuals in either 
corporation know that there is a possibility of a sale. Often 
these private deals collapse at the last minute. To broadcast to 
the average employee that there are amendments being made 
to the pension plan, with no clear reason for these changes, 
is not attractive to the target company. Additionally, there is 
always the risk that the deal will collapse, even the hour be-
fore closing. The result is that many pension plans are not 
terminated or frozen prior to closing, leaving the pension 
plan issues unresolved.

When the pension plan is a multiemployer plan, the with-
drawal liability assessed to the company can be significant, 
even if there are only a few union employees. Some compa-
nies may have a handful of employees in two or three dif-
ferent multiemployer plans, increasing the potential liability. 
This liability can have a major impact on the negotiations, 
whether a stock sale or an asset sale. In this situation, a stock 
sale may have the easier route, since if the new owner con-
tinues the current union employee involvement and adheres 
to the current collective bargaining agreement (CBA), there 
is no imposition of any withdrawal liability to the seller. The 
buyer succeeds to the seller’s contribution history and takes 
over the potential withdrawal liability. In the case of an asset 
sale, however, there can be a significant withdrawal liability 
assessed to the seller. This may make the entire deal infea-
sible to the seller, given that a large portion of the sale price 
may be captured by the multiemployer pension plan in the 
form of a withdrawal liability.

There is a way for a seller to avoid the imposition of the 
withdrawal liability, even in an asset sale. Under ERISA Sec-
tion 4204, if the transaction is a bona fide arm’s length asset 
deal, then the seller will avoid the withdrawal liability if the 
buyer satisfies the following three requirements:

1. The buyer has an obligation to contribute to the plan 
for substantially the same number of union employ-
ees as the seller had.

2. The buyer purchases a bond that protects the plan for 
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five years after the sale. The bond 
must be for the greater of (1) the 
average of the past three years’ 
plan contributions by the seller 
or (2) the last-year annual con-
tribution by the seller.

3. The contract for the asset sale 
provides that if the buyer with-
draws from the plan within five 
years of the asset sale, the seller 
has secondary liability for any 
withdrawal liability.

This exception provides a way for 
the asset sale to proceed, with the busi-
ness continuing in the normal struc-
ture, without a withdrawal liability be-
ing assessed to either the buyer or the 
seller. It does, however, leave the seller 
with a secondary liability for five years.

While in theory an asset sale should 
protect the new owner from the with-
drawal liability, there have been some 
court cases that have applied the federal 
common law successor-in-interest doc-
trine. The leading case, decided in 1990 
by the Seventh Circuit, is Upholsterers’ 
International Union Pension Fund v. 
Artistic Furniture of Pontiac.5 This case 
actually involved unpaid contributions 
by the seller to the fund, not the with-
drawal liability. Following an asset sale, 
the fund sued for the unpaid contribu-
tions. The court considered the strong 
congressional intent to minimize con-
tribution losses and to avoid an unfair 
burden placed on the remaining par-
ticipating companies in the multiem-
ployer plan when one company exits 
the plan with an outstanding liability. 
As a result, the court held that “[w]hen 
the successor company knows about its 
predecessor’s liability, knows the pre-

cise extent of that liability, and knows 
that the predecessor itself would not be 
able to pay a judgment obtained against 
it, the presumption should be in favor 
of successor liability.”6 This decision 
has been followed by other courts in 
applying successor liability to an asset 
purchaser for the withdrawal liability.7 
The critical element in these cases was 
the fact that the buyer was aware of the 
withdrawal liability at the time of the 
sale.

There is another, albeit rare, defined 
benefit plan situation that should be 
considered. In the unusual case of an 
overfunded defined benefit plan, the 
question arises: Who gets the excess 
funds if the plan is terminated soon after 
the sale? While there is an excise tax of 
50% if the plan sponsor keeps the sur-
plus rather than using it to provide ad-
ditional benefits to employees, this is still 
extra money to the buyer. In this situa-
tion, the seller may wish to specify in the 
terms of the sale that should the pension 
plan be terminated within a set period of 
time, any excess funds are to be used to 
increase the benefits to participants.

Executive Benefits
Many companies have one or more 

executive benefit plans that are de-
signed to reward senior management, 
in normal times, and also to provide a 
“golden parachute” should the execu-
tive be terminated following the sale 
of the company. These plans generally 
are terminated prior to closing with the 
participants receiving the full payment. 
Section 409A regulations do permit the 
plans to be terminated within a period 
that starts 30 days prior to the “change 

of control” transaction and ends 12 
months after the transaction. While this 
would appear to provide sufficient flex-
ibility, there is a problem with waiting 
until after the deal closing to terminate 
these plans. One of the requirements of 
Section 409A is that all other similar 
plans must be terminated. For example, 
all nonqualified deferred compensation 
plans would need to be terminated, al-
though the stock appreciation rights 
plan could continue. As a result, the 
buyer could be faced with choosing be-
tween terminating the buyer’s executive 
deferred compensation plan in order to 
terminate a similar deferred compensa-
tion plan for the newly acquired execu-
tives or maintaining both plans with 
different terms. Either decision may 
cause difficulties with some in senior 
management.

If these plans are retained, there 
are other problems that could occur. 
Executive plans generally are struc-
tured in one of three ways: no formal 
allocation of funds with payment be-
ing made from current assets; use of 
a rabbi trust to hold funds earmarked 
for the payment of benefits; or use of 
a life insurance policy to accumulate 
assets. The latter can be the easiest to 
handle, provided that the life insur-
ance company permits the change in 
ownership of that policy. Similarly, a 
rabbi trust and its assets can be trans-
ferred to the buyer. The problems that 
exist with all three is whether there 
is adequate funding for the promised 
benefits and who determines what is 
adequate.

The buyer, in an asset sale, could re-
fuse to accept the transfer of these pro-
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grams. In a stock sale, it may be more difficult to refuse these 
plans if these benefits are reflected in the executives’ em-
ployment contract. The decision to not continue these plans 
could be driven by a concern over the adequate funding for 
the benefits, or it could be that the buyer has a different phi-
losophy regarding executive compensation. Accepting these 
plans should be a thoughtful decision that considers how 
it will fit with the existing programs in the company and 
whether it will cause internal problems of unequal treatment 
of executives. As noted earlier, once these plans are accepted, 
terminating them may be difficult.

Conclusion
The complexity of employee benefits requires more than a 

simple review of plan documents during the negotiation of a 
merger or acquisition, yet the standard due diligence gener-
ally stops at that point. This often is due to the limited time 
available to do a thorough analysis of the plans as well as the 
lack of benefit plan expertise. There is no time to do an audit 
of all the plans or to contemplate the various options for all 
the different plans, nor are the key players aware of the many 
issues. Further complicating the benefit issue is that many of 
the problems and consequences may not appear for months 
or even years following the acquisition. 

The easy answer may be to have the seller indemnify the 
buyer for specific benefit risks. However, this is not practi-
cal. Determining the extent of the benefit risks would take as 
much time as a thorough audit of the plans. In recognition of 
this, negotiators should consider identifying the major issues 
and having the seller establish an escrow account with some 
funds to address specific issues, such as the runoff of health 
insurance claims. Beyond that, the best practice would be to 
involve the benefit professionals early in the process to give 
them a chance to review the plans and identify as many is-
sues as possible. 
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