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Benefits in Time of Mer gers and Acquisitions

This first of two articles on benefits during mergers and acquisitions covers 
general concepts but focuses on retirement plan issues in detail. The next 

article covers health plan and overall human resource planning issues.

by | Mary Komornicka, CEBS

C
orporate America is constantly undergoing change—buying and selling di-
visions, spinning off divisions into new separate companies or even buying 
and selling whole corporations. These transactions are driven by many fac-
tors, but regardless of the reason for a merger or acquisition, there will al-
ways be a significant impact on the benefit plans of both buyers and sellers, 

although it is rarely intended.
This article and another in March will consider the specific effect on different 

types of plans as well as the factors that influence decisions made regarding these 
plans. Before getting into the details of what happens with various benefits, it’s 

important to define some key terms used throughout this article:  asset sale, 
stock sale, spin-off, merger and acquisition. Understanding these terms 

and knowing which one applies to a particular situation is a 
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critical step in successfully managing the benefit programs 
through these times of turmoil.

•	 Asset sale: When a company sells part of its operation, 
such as one division, this is an asset sale. An asset sale 
can also include the entire business, including all real 
estate, buildings and patents. It can mean the sale of 
literally everything. But in an asset sale, the company 
being bought (the seller) continues to exist, perhaps as 
an empty shell, perhaps with the intent to continue in 
business or to start anew. The key item for benefit 
plans is that the purchasing company (the buyer) has 
not taken over any of the seller’s liabilities, including 
benefit plan liabilities. 

•	 Stock sale: In this transaction, also called an entity ac-
quisition, the buyer will own all aspects of the seller’s 
business. This can happen through a “friendly” take-
over, where the seller was a willing partner in this ac-
tion. Or it could be a “hostile” takeover, where the 
buyer makes an offer to the seller’s shareholders, over 
the wishes of the seller’s board of directors. Regardless 
of whether it was a friendly or hostile takeover, when 
the transaction is completed, the buyer will own all as-
sets and all liabilities of the seller, including the right to 
use the seller’s name. The buyer in a stock sale steps in 
as the plan sponsor to all of the seller’s benefit plans, 
having full responsibility for all past liabilities.

•	 Spin-off: Often a company will decide that one division 
no longer fits with the company’s overall business 
model. While the company could have sold that divi-
sion as an asset sale, sometimes there may be no buyer. 
Or perhaps the company wants to still have ownership 
of that division but wants to have it run as a separate 
company until it is strong enough to attract a good 
price. The original company continues with all the re-
sponsibilities of the benefit plans.

•	 Merger or acquisition: After the transaction has closed, 
whether it was an asset sale or a stock sale, the impor-

tant question for benefit plan strategy is whether the 
entity that was purchased will continue to operate on 
its own or be absorbed into the buyer’s operations. 
When the purchased company no longer exists as a 
distinct entity, this article will refer to the transaction 
as a merger. When the buyer operates as the owner of 
the seller but the seller continues as a separate com-
pany, that is an acquisition for the purpose of this arti-
cle.

Typically, the decision regarding asset sale or stock sale 
is made early in the negotiation process. This decision is 
driven by various corporate issues and strategic decisions 
that generally are unrelated to any benefit plans. While the 
negotiations are underway, both sides, but largely the buyer, 
will perform due diligence, digging into various aspects of 
the other company. During the due diligence process, the 
seller’s employee benefit plans often are examined by the 
buyer’s legal team. The extent of this examination is driven 
by whether the transaction is an asset or stock sale, as well as 
by how critical benefit plan issues are to the actual decision 
to consummate the sale.

Retirement Plans
For all retirement plans, the primary issue is whether the 

deal is an asset sale or a stock sale. In an asset sale, the re-
sponsibility for the plan remains with the seller. This means 
that seller could elect to continue the plan following the sale, 
either as an active, ongoing plan for the remaining employees 
or as an inactive plan.

If the plan continues, active or inactive, the seller retains 
all responsibility for the plan, including the filing of Forms 
5500 and keeping the document current. The buyer assumes 
no responsibility or liability for the plan, even if the buyer 
hires all the prior employees. The buyer could permit the em-
ployees to roll over distributions from the seller’s plan into 
the buyer’s plan, but that would be on the same terms as any 
other rollover by a new employee.

If the transaction is a stock sale, the buyer will have 
responsibility for the plan as of the time of closing. This 
includes the liability for any funding shortfall in a defined 
benefit plan or any administrative errors that might have 
occurred in the past as well as any fiduciary issues. Due to 
this liability, it is common for a buyer to require that the re-
tirement plans be terminated prior to closing. This does not 
mean that all plan assets must be distributed by the clos-
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ing date, only that the seller’s board of 
directors has passed a resolution ter-
minating the plan. The actual distribu-
tion of the assets would happen over 
the next several months. 

The buyer may decide to grant vest-
ing or service credit in the buyer’s plan 
for the service the employees had with 
the seller, as well as permitting imme-
diate entry into the buyer’s plan. This is 
possible whether the transaction is an 
asset sale or a stock sale and is well re-
ceived by employees. 

Defined Benefit Plans

If the seller has a defined benefit 
plan, whether it is a traditional pen-
sion plan or a cash balance plan, a 
main concern for the buyer is the 
funding status of the plan. This should 
be ascertained early in the negotiations 
as it can have a significant impact on 
the value of the company. That’s be-
cause terminating the plan prior to 
closing in a stock sale would still re-
quire full funding of the plan, which 
could significantly reduce the cash re-
serves of the company. If both compa-
nies have defined benefit plans, it may 
be desirable to merge the two plans. In 

Merging the plan into the buyer’s plan can be 
an appropriate route if the buyer is confident 
that the seller’s plan is fully compliant with 
all the various regulations. At first blush, it 
might seem that this is the easiest approach. 
However, there is the risk that there are some 
incompatible features between the two plans, 
particularly regarding distribution options and 
investments. 

this process, care should be taken to 
ascertain that participants do not lose 
any benefit rights or features, such as 
permissible forms of payment or early 
retirement provisions. 

Multiemployer pension plans can 
be a complicating issue. Even if the 
seller’s workforce includes only a few 
union employees, careful attention 
must be given to the “withdrawal li-
ability” issue. This can be a significant 
liability and one that the seller wishes 
to avoid if at all possible. In the case 

of a stock sale, no withdrawal liability 
is triggered, since the buyer assumes 
the responsibility of the collective bar-
gaining agreement (CBA) and must 
continue to fund the pension plan 
according to the terms of the CBA. 
Should the buyer decide to no longer 
hire union workers, the buyer at that 
time would have to pay the withdrawal 
liability under the terms of the CBA. 
However, if it is an asset sale, the with-
drawal liability remains with the seller. 
The amount of the withdrawal liabil-
ity depends on the number of union 
employees hired by this company and 
the historical contribution made to 

the multiemployer pension plan com-
pared with the entirety of the pension 
plan and the current funding status of 
the plan. In some situations, this can 
be a very significant liability. 

There is potential relief for the seller, 
but it does require the cooperation of 
the buyer. In many situations, the buyer 
intends to continue employing union 
employees, so there isn’t really any loss 
of funding to the multiemployer plan, 
merely a change in who is making the 
contributions. Under ERISA §4204, if 
the buyer is willing to commit to five 
years of participation in the plan and 
puts up a bond equal to five years of 
contributions, then the seller is not ob-
ligated to make the withdrawal liability. 
However, the seller retains secondary 
liability should the buyer withdraw 
from the plan within the next five years 
and fail to pay the withdrawal liability 
due. (The full details of ERISA §4204 
are complex and beyond the scope of 
this article.)

401(k) Plans

Today, most companies have 401(k) 
plans, which are simpler to handle 
during a merger or acquisition. There 
still are some key items that should be 
considered. If the deal is an asset sale, 
the buyer can opt to take on responsi-
bility for the existing plan or leave the 
seller with that responsibility. If it is 
a stock sale, the buyer would become 
the plan sponsor unless the seller has 
terminated the plan prior to closing. 
There are four options for handling a 
401(k) plan at the time of a merger or 
acquisition:

 1. Terminate the seller’s plan prior 
to closing.

 2. Merge the seller’s plan into the 
buyer’s plan.
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 3. Freeze the seller’s plan.
 4. Spin off a part of the seller’s plan 

covering the employees who are 
in the acquired company, and 
then either terminate that smaller 
plan, freeze it or merge it into the 
buyer’s plan.

Before examining the pros and cons 
of these alternative approaches, there 
are certain rules governing 401(k) 
plans that impact the decision regard-
ing the future of the plan. The first 
rule, the “successor plan” rule, is that a 
company cannot terminate one 401(k) 
plan, distribute the assets and then per-
mit those employees to enter a succes-
sor 401(k) plan within 12 months.1 The 
second regulation provides some flex-
ibility in times of merger and acquisi-
tion, providing a transition period dur-
ing which a plan sponsor can maintain 
the acquired company’s 401(k) plan as 
a separate plan and does not need to 
combine that plan with the buyer’s plan 
for purposes of discrimination testing. 
The transition period runs through the 
end of the first plan year that begins 
after the acquisition.2 This gives the 
buyer a period of time to evaluate the 
acquired plan and determine the best 
way to handle it in the future. 

Terminate the Plan
In a stock sale where the buyer has 

any concerns regarding the prior ad-
ministration of the plan or does not 
want to assume any responsibility for 
the seller’s plan, terminating the plan is 
the best alternative.

The trick is that the plan termina-
tion must occur prior to closing. How-
ever, because it is always possible for a 
deal to fall apart at the last minute, care 
must be taken not to terminate the plan 
too soon. (Remember, if the 401(k) 
plan is terminated by the company, that 
company cannot establish a new plan 
for at least 12 months.)

Often, the board resolution will 
make the termination contingent upon 
the actual consummation of the deal. 
The buyer can then permit, or not per-
mit, the employees to roll over their ac-
count balances from the seller’s plan to 
the buyer’s plan.

If it is an asset sale, there is no need 
to terminate the plan prior to the clos-
ing since the seller company will still 
exist. However, if the seller is only a 
corporate shell at that time, the seller 
would be well-advised to terminate the 
plan promptly and distribute the assets 
to participants. Until all plan assets are 

takeaways >>
•   The seller remains responsible for retirement plans in an asset sale. The buyer becomes 

responsible for plans in a stock sale and may require that retirement plans be terminated 
prior to closing.

•   When a defined benefit plan is involved, a buyer needs to ascertain the plan’s funding 
status. Withdrawal liability may be a concern when a seller’s employees are covered by 
a multiemployer pension plan.

•   When a 401(k) plan is involved, the seller’s plan can be terminated, merged, frozen or 
spun off.

•   Terminating a 401(k) plan may be the best alternative but is not a simple process.

•   When merging 401(k) plans, it’s important that plan features are compatible.

distributed, the seller will maintain full 
fiduciary responsibility for the plan, in-
cluding filing Forms 5500 and provid-
ing participant statements. 

Terminating a plan is not a simple 
process. An often-overlooked require-
ment is that the plan document must 
be current with all Internal Revenue 
Service (IRS)-required amendments at 
the time of termination. In addition, 
a Form 5310 can be filed with IRS to 
receive formal closure on the plan. An 
experienced benefits attorney can as-
sist in determining what is needed for 
a proper plan termination. 

Merge the Plan Into Buyer’s Plan

Merging the plan into the buyer’s 
plan can be an appropriate route if the 
buyer is confident that the seller’s plan 
is fully compliant with all the various 
regulations. At first blush, it might 
seem that this is the easiest approach. 
However, there is the risk that there are 
some incompatible features between 
the two plans, particularly regarding 
distribution options and investments. 
For example, if the seller’s plan per-
mits participants to hold life insurance 
policies and the buyer’s plan does not 
permit this, then either the seller’s poli-
cies are removed or the buyer’s plan is 
amended. Another frequent complica-
tion is the number of participant loans 
that are permitted. If the buyer’s plan 
permits only one loan at a time, and 
there are participants in the seller’s plan 
that have two or three loans, there will 
need to be consolidation of the loans or 
an amendment to the buyer’s plan. 

Freeze the Seller’s Plan

When the seller’s plan is frozen, the 
plan continues with the current assets, 
yet all future contributions go into the 
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buyer’s plan. The downside is the ongoing administration and 
maintenance of the frozen plan. However, this may be a good 
approach while various aspects of the two plans are being 
reconciled. Then, in a year or two, a decision can be made to 
merge the two plans.

Spin Off Part of the Seller’s Plan

Spinning off part of the seller’s plan is worth considering 
when the seller will be continuing as a separate business and 
the buyer wants time to evaluate the best approach for the 
long term relative to the acquired division.

It is a complex process. Prior to the close of the transaction, 
the seller, working with the buyer, identifies which employees 
will be moving to the buyer’s company as part of the transaction. 
These participants’ accounts are then moved to a new plan, dis-
tinct from the seller’s plan. As part of the transaction, the buyer 
becomes the plan sponsor of the spin-off. Depending on the 
buyer’s goals, the spun-off plan is either merged into the buyer’s 
plan or maintained as a separate plan. 

Partial Plan Termination

Regardless of whether it is a pension plan or a 401(k) plan, 
it is possible that the partial plan termination has been trig-
gered when a division of a company is sold or spun off. This 
occurs when 20% of the participants are terminated from the 
seller’s company due to this transaction. Internal Revenue 
Code Section 411(d)(3) requires that these participants be 
fully vested in their plan accounts.3

The range of options available makes retirement plan is-
sues complex and requires significant thought prior to clos-
ing to determine the best approach possible. At the same 
time, the retirement plan issues are rarely front and center 
in the negotiations. This creates a challenge for the human 

resource (HR) professionals to evaluate the possible options 
and present them to senior management in a timely manner. 
In the next article, we will discuss some key steps for HR dur-
ing the time of a merger or acquisition as well as the concerns 
regarding health plans. 

Endnotes

 1. Reg. Sec. 1.401-1(d)(3).
 2. §410(b)(6)(C)(ii).
 3. See IRS Revenue Ruling 2007-43 for further details. 
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