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Benefits in Time of Mer gers and Acquisitions

B enefit professionals need to be aware of a range of 
employee benefit issues that arise during mergers 
and acquisitions. During even the smallest of these 
corporate transactions, these issues can result in sig-

nificant liability if there isn’t sufficient planning or due dili-
gence during the early stages of negotiations.

The first of this two-part series appeared in the February 
Benefits Magazine and covered retirement plan issues in detail 
as well as general concepts. This article focuses on health plans 
and other benefits, overall human resources (HR) planning 
and communication issues.

Two terms described in the previous article are important 
to review. An asset sale involves the sale of specific property, 
trademarks and business assets, but not the sale of the entire 
company. The seller entity continues to exist, although it may 
be only a shell corporation. Liabilities remain with the selling 
entity unless specifically acquired by the buyer. In a stock (or 
entity) sale, the complete entity—including all business assets 
and liabilities—is sold. The selling entity ceases to exist follow-
ing the close of the transaction.

Health Plans
The issues surrounding health plans often are overlooked 

prior to closing a merger or acquisition since they rarely have 
the financial impact of retirement plans. However, there can 
be significant direct impact for the employees as well as sub-
stantial administrative issues for the surviving HR team if 
these plans are not addressed properly early in the transition 
process.

This second of two articles on how company mergers and acquisitions  
affect employee benefits focuses on health benefits as well as  

HR challenges and communications. Employers need to plan ahead.

Part II
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In many situations, the intention is 
to transfer the employees in the newly 
acquired entity into the health plan of 
the buyer. This often happens within a 
few months following the sale. However, 
this won’t always be possible or desirable 
depending on various factors, such as 
the differences in the plan coverages and 
the premium structure. While insignifi-
cant to the corporation, changes in the 
list of “in-network” providers or in the 
approved pharmaceutical list can cause 
serious distress for employees.

The following discussion will exam-
ine some of the elements that should be 
considered if the acquired firm’s health 
plan will be continued for some period 
of time following the acquisition.

Self-Funded Plans

The major concern when acquiring 
a company with a self-funded health 
plan is the funding status of the plan. 
Are current premium levels set in a 
manner to cover anticipated claims? Or 
is there an ongoing shortfall? If a short-
fall is anticipated, this financial issue 
should be addressed during negotia-
tions. The negotiations should also ad-
dress the claims lag for claims that are 

incurred prior to closing but not sub-
mitted until a month or more following 
closing. The seller can be required to 
place an amount in an escrow account 
to cover these claims. After a set period 
of time, any remaining funds are re-
turned to the seller. 

The stop-loss policies of both buyer 
and seller should be examined to de-
termine if it is necessary to continue to 
maintain the two distinct policies or if 
the buyer’s policy is robust enough to 
handle the acquired firm’s health plan 
as well. The insurance broker should be 
able to assist in this analysis.

Insured Plans

If the acquired company is a small 
firm, it is likely to have a fully insured 
plan. Often these plans will be con-
tinued through the end of the current 
plan year. In that case, the issues gener-
ally are administrative, such as chang-
ing the responsible party information 
on the policy. One problem that often 
occurs when the acquired firm is in a 
different location than the buyer is that 
the buyer’s insurance does not have any 
in-network providers in that area. If the 
transaction is an asset sale of just one 

division, the buyer will need to find ap-
propriate insurance coverage for that 
group of employees.

COBRA

The general rule for corporate trans-
actions is that in an asset sale, the buyer 
does not assume any liability for the 
benefit plans of the seller. This rule does 
not hold for Consolidated Omnibus 
Budget Reconciliation Act (COBRA) 
liability of the seller when, as a result of 
the asset sale, the seller no longer has a 
health plan and the buyer is continuing 
the business of the seller. In this situ-
ation, the buyer assumes the COBRA 
liability from the seller for employees 
terminated due to the transaction as 
well as those currently on COBRA. The 
determination of whether the buyer is, 
in fact, “a successor employer” is based 
on facts and circumstances.1 Because it 
is not always clear whether the buyer 
will have this liability under the statute, 
the buyer and seller may want to speci-
fy which party has COBRA liability.

The Affordable Care Act

The Affordable Care Act (ACA) 
added some additional dimensions to 
health plan issues. If the two compa-
nies involved in the merger each had 
fewer than 100 employees and thus 
were not subject to the “play-or-pay” 
rules, the larger combined entity may 
now find that it is subject to these rules 
and other reporting rules. This may be 
an unexpected, and unwelcomed, de-
velopment.

How a larger company elected to ad-
dress the play-or-pay rules may cause 
some complexities following the acqui-
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sition. In particular, if a company had decided that it would 
“pay” rather than “play,” it might have ceased to offer health 
insurance to employees but at the same time increased em-
ployees’ wages. Now, following the acquisition, the buyer is 
faced with the dilemma of how to handle this situation. If no 
change is made, the buyer is facing the noncoverage penalty of 
$2,000 per employee, including the buyer’s employees who are 
offered health insurance. Yet if the buyer decides to provide 
the acquired employees health insurance, then the employees’ 
salaries need to be adjusted downward, which will likely not 
be received well by those employees. Managing this challenge 
will require skillful communication by the HR department.

Retiree Health

During the due diligence process, the buyer should have 
identified if there is an obligation to provide insurance to re-
tired individuals. This obligation would be transferred to the 
buyer during a stock sale, but not in an asset sale. The ex-
tent of this obligation, in terms of how many individuals and 
what level of coverage, is important to quantify, since it can 
be a significant financial liability. In recent years there have 
been several cases regarding the ability to terminate these 
benefits, including M&G Polymers USA v. Tackett, which re-
cently was decided by the U. S. Supreme Court.2 In that case, 
the Court decided that the lower court needed to review the 
union contracts under the principles of contract laws to de-
termine whether plan termination is permitted. While in this 
specific case the issue is not yet settled, the decision did make 
it clear that it is permissible for these plans to be terminated, 
depending upon the actual language in the plan document 
and, if applicable, union contract, and that it is clear that 
there is no presumption that the employer intended to vest 
retirees in lifetime retiree health benefits. 

Flexible Savings Accounts
Flexible savings accounts (FSAs), whether medical or de-

pendent care, are handled differently depending on whether 
the transaction is a stock sale or an asset sale. The inherent 
challenge with these accounts is that they are totally funded 
with employees’ salary deferrals, and each employee typically 
has plans to use the full value of the deferral. On the date of 
closing, some individuals will have been reimbursed more 

than those individuals have deferred at that point, and other 
individuals will have accumulated an amount that they in-
tend to use before the end of the year. In addition, employees 
are not permitted by Internal Revenue Service regulations to 
change their level of deferral midyear unless there has been 
a change in family status. The sale of the business is not a 
qualifying change.

If it is a stock sale, the buyer takes over the FSA of the 
seller. In this situation, the buyer may want to explore the 
funding status of the accounts compared with the claims 
paid to determine if there is some exposure for the remain-
der of the year.

In the case of an asset sale, where the seller entity con-
tinues to operate and maintain the cafeteria plan for the re-
maining divisions and the buyer also has an FSA, the buyer 
and seller have the choice of two structures:

1. Coverage continues under the seller’s FSA. In this situ-
ation, the employees who are transferred to the buyer 
remain in the seller’s plan through the end of the plan 
year. The buyer maintains the employees’ salary defer-
ral level and transfers it to the seller’s plan. Claims are 
submitted to the seller’s plan.

takeaways >>
•   What will happen to existing health plans should be addressed 

early in the transition from one company to another. Some factors 
may make it hard to immediately transfer employees of a newly 
acquired entity into the buyer’s plan.

•   ACA may add complexity if two smaller entities are merged into 
an entity large enough to be covered by play-or-pay rules or if one 
of the entities had ceased to offer insurance and instead raised 
wages.

•   FSAs are handled differently depending on whether the transac-
tion is an asset sale or a stock sale.

•   Benefits personnel need to know if the long-term goal is to fold 
the seller into the buyer’s operation or if the seller will continue to 
operate as a separate company.

•   A complete inventory of various benefit plans should be done.

•   Although an HR communication strategy should be in place, poten-
tial changes in benefits should not be communicated until a deal is 
done; deals can fall through at the last minute. 

managing benefits



benefits magazine march 201536

2. Coverage is transferred to the buyer’s plan, and the em-
ployees’ account balances under the seller’s plan are 
transferred to the buyer’s plan. All claims, including 
those previously incurred but not yet submitted, are 
now submitted to the buyer’s plan.3

As there is a financial consequence regarding which op-
tion is selected, it is advisable that this decision be made dur-
ing negotiations.

Voluntary Benefits
While these benefit programs are not Employee Retire-

ment Income Security Act (ERISA) plans, they can be very 
important to employees. Electing to keep or to terminate 
them is a decision that can be made after closing as there is 
no employer liability attached, nor is there any ERISA obli-
gation to continue to offer these plans. However, there are 
some administrative issues that should be considered if they 
are continued, such as the payroll system’s ability to handle 

the deductions and whether these voluntary benefits should 
be offered to the other employees. Ceasing the benefits could 
be dependent on the terms of the contract, particularly in the 
case of a stock sale.

Key Steps to a Successful Merger  
or Acquisition

For benefits personnel of both the buyer and the seller, 
it is important to understand whether the long-term goal is 
to fold the seller into the buyer’s operation over the next few 
years or if the seller will operate as a separate company for 
the foreseeable future.

In the former situation, the goal will be to align the 
benefits for seller employees to those provided to buyer 
employees. However, if the seller is going to be a separate 
operation company, then the benefits could be distinct, al-
though now the concern is whether the two sets of benefits 
will pass the various discrimination tests (IRC §410(b) as 
well as the actual contribution percentage/average contri-
bution percentage tests for 401(k) plans). The strategies to 
address the benefit plan challenges and employee commu-
nication issues will be very different based on the end goal 
of the transaction.

One of the first tasks is to do a complete inventory of the 
various benefit plans currently offered by the seller. A ben-
efits professional should:

•	 Look beyond the basic ERISA plans and include any 
voluntary plans, such as supplemental insurance pro-
grams or other payroll deductions like a gym member-
ship.

•	 Be certain to collect information on any executive pro-
grams.

•	 Pay careful attention to any different plans that might 
be offered to employees of only one division or loca-
tion. These could be the remnants of earlier acquisi-
tions or the result of particular needs of that location. 
For example, the health insurance for a small, distant 
location may be from a different insurance company 
because there are no in-network providers for the 
main carrier located in that area.

The list of plans is the first part of the inventory, which 
should eventually include copies of all plan documents, con-

Employee communications 
regarding any changes in the  
benefit programs are a critical 
element. A full communication 
strategy that covers all of the  
benefit programs should be 
mapped out. Yet while this is being 
developed, it is important that the 
information not be released too  
soon to employees of either the 
seller or the buyer. 
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tracts and service agreements as well as participant records 
and accounting statements. Time should be allocated for a 
careful review of these items to gain a comprehensive under-
standing of the various plans.

A plan-by-plan matrix can be a helpful tool in comparing 
the features of the buyer’s and seller’s plans, such as eligibility 
requirements, employee premiums and class of employees 
covered. This can help management make decisions regard-
ing the future specific plans as well as in the development of 
employee communications.

Employee communications regarding any changes in the 
benefit programs are a critical element. A full communica-
tion strategy that covers all of the benefit programs should 
be mapped out. Yet while this is being developed, it is im-
portant that the information not be released too soon to em-
ployees of either the seller or the buyer. The challenge is that 
while it may appear that the deal is certain to be finalized, it 
is not unusual for a deal to fall through at the very last min-
ute. However, when the deal is announced, one of the first 
items employees will ask about is what will happen to their 
benefits. So the communication pieces need to be prepared 
but kept under tight control until senior management has 
approved release of the information to employees.

Summary
The benefits department rarely is given sufficient lead 

time to fully evaluate all plans prior to the conclusion of any 
transaction. Focusing on the benefits that are most critical 
and have the largest potential financial implication can be 
an effective strategy, along with ensuring there are no major 
compliance issues.

Additionally, communicating clearly with senior man-
agement regarding the potential issues and the reason when 

they are significant is an important role for the benefits pro-
fessional.

A final item to remember is that these transactions often 
fall apart at the last minute. If at all possible, nothing should 
be done finally or communicated to employees until the 
transaction is complete.  

Endnotes
 1. 26 CFR 54.4980B-9.
 2. M&G Polymers USA, LLC, et al. v. Hobert Freel Tackett et al., No. 13-
1010, U.S. Sup.
 3. IRS Revenue Ruling 2002-03.
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