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DEFINITIONS 

Highly Compensated Employees (HCE):   The following is an oversimplification of 
the term.  HCEs generally includes employees with gross wages in excess of 
$160,000 (indexed for inflation), or who own, directly or indirectly, more than 5% of a 
business. “NHCEs” is employees who are not HCEs. 

Stock Purchase: The acquisition of at least 80% of the outstanding stock (or other 
equity instruments) of another legal entity. 

Asset Purchase: The acquisition of all, or substantially all, of the assets of a trade or 
business. These types of acquisitions need not be for all of the assets of another legal 
entity. The acquisition might relate to one portion of another business (e.g. a product 
line or geographic location). 

Buyer and Seller: The Buyer is the entity acquiring the equity/assets of another 
entity. The Seller is the individual or entity selling to the Buyer. 

Controlled Group (CG): A controlled group exists when either a parent entity or the 
same group of 5 or fewer individuals owns at least 80% of another business. Rules are 
complex. 

Affiliated Service Group (ASG): Usually applicable to service-based businesses (e.g. 
law firms and medical practices) with overlapping operations/branding. These rules 
were created because Congress felt that service-businesses in particular were 
designing corporate structures with the intention of subverting the Controlled Group 
rules. Rules are complex. 

Significance of CG and ASG Rules:  All entities related to each other through either 
the CG or ASG rules must be treated as a single employer when determining if their 
qualified retirement plans meet the requirements of the Internal Revenue Code. 

All of the scenarios below presume that the transaction results in the acquired entity 
becoming a part of the Buyer’s CG or ASG.



CONSIDERATIONS OF A STOCK PURCHASE 

Because the Buyer will own the actual entity, the employees continue to be 
employed by the same legal entity.  This is true even if coincident with the sale, the 
employees are transferred to the payroll of another entity within the CG/ASG. 
Therefore, all service rendered to the Seller is always recognized for all purposes by 
the Buyer. 

Note: There is a special rule that applies when the Buyer (as a corporation) acquires 
100% of an entity that was a wholly owned subsidiary of another corporation (i.e., one 
parent company to another).  

All of the following assumes the Seller’s Plan is a stand-alone Plan.  Special 
considerations apply if the Seller participated in a parent-company Plan, a “Pooled 
Employer Plan” or the Plan of a Professional Employer Organization (PEO). 

Option 1: Terminate Seller’s Plan 
• The only way to avoid sponsoring the Seller’s retirement Plan (as described in

Options 2 and 3) is for the Seller to execute a Board Resolution / Plan
Amendment to Terminate the Seller’s Plan the day before the sale.  Please
note the following explanation for this step:

o When terminating a 401(k) Plan, participant account balances are only
eligible for rollover treatment if they are not covered by another 401(k)
Plan of the employer for a period of at least 12 months.

o Therefore, if the Plan is terminated coincident with or after the sale, any
distributions paid are not eligible for rollover treatment.

o As such, it is critical to execute the resolution/amendment to terminate 
the Plan prior to closing to avoid the rollover prohibition described 
above. 

• This approach will almost always include a period of 1 to 2 months where the
Seller’s employees are not eligible to contribute to any Plan.

o Employees need to be added to the Recordkeeping Platform, notices
are needed, and participant education is advisable.

• Any participant loans will be treated as taxable income if not repaid.
o It is possible, though complicated, to allow Seller’s Participants to roll

their participant loans to the Buyer’s 401(k) Plan.
• Attorneys often suggest terminating the Seller’s Plan to avoid “contaminating”

the Buyer’s Plan with any past (known or unknown) compliance issues.
• Note: Terminating the Seller’s Plan results in 100% full vesting of all balances in

the Seller’s Plan, including active and terminated employees.



Option 2: Merge Seller’s Plan into Buyer’s Plan 
• This option can be ideal for larger groups where you are trying to avoid

disruptions in their ability to contribute to a 401(k) Plan.
o Example: Acquisition date is June 1st; Seller’s employees participate in

Seller’s Plan from June 1st through August 31st; effective September 1st,
new contributions for Seller’s employees are deposited to Buyer’s plan;
assets from Seller’s plan transfers to Buyer’s Plan November 1st.

• Merger agreements and plan amendments are needed.
• There may be “protected benefits” that need to be preserved (for example the

availability of certain in-service distributions).
o Eligibility to participate in a Plan is not protected; if Seller’s employees

have not met the more restrictive eligibility of the Buyer’s Plan, they can
be excluded from participating in the Buyer’s Plan.

o Contribution levels are not protected prospectively and can generally
be reduced/eliminated (in limited circumstances a 30-day advance
notice may be needed).

• If the Seller’s plan has balances subject to a vesting schedule that is different
than the vesting schedule under the Buyer’s plan, it may be necessary to track
those balances separately. Multiple sets of vesting provisions is an
administrative challenge.

• There may be restrictions/complications concerning mid-year mergers.
o Example: One plan is a Safe Harbor 401(k) Plan and the other is not.
o Example: Plans have different year-ends.

Option 3: Continue to Run Seller’s Plan on a Stand-alone basis 
• There is no requirement that each CG/ASG sponsors one single plan.
• If the Seller’s Plan is maintained apart from the Buyer’s Plan, “coverage

testing” must be passed by each Plan (after the end of the “transition period”
described below).

o This testing will be passed if each Plan has a similar concentration of
HCE’s. For example, if each entity is comprised of 30% HCE’s and 70%
NHCEs, the testing will pass, regardless of the number of employees in
each entity.  It is generally very easy to pass this “coverage” test.

• This may be a practical option in any of the following scenarios:
o There is little or no operational overlap with Buyer’s existing business.
o Often the Seller is still responsible for running the business and he or

she may wish to maintain existing relationships.
o Data confidentiality between subsidiaries could be a consideration. If

there is one single plan, someone at the management level must have
access to all data (including Compensation data).

o One single benefit structure is not possible, either because the cash
flow of the Seller’s entity cannot support the Buyer’s benefit structure,
or because the cutback to the Seller’s employees is determined to be
too significant. See “Unifying Plan Design” below.



Plan Amendments Required 
• It is not necessary to amend the Buyer’s Plan to recognize service with the

Seller’s entity.  Employees continue to work for the same entity; that entity is
now part of the CG/ASG, and therefore all service is required to be counted
(and all plan documents by law are required to provide for this).  Regardless,
for purposes of employee communications, it might be prudent to reference
this recognition of prior service in the plan documents (and therefore the
Summary Plan Description).

• A legal entity cannot participate in a Plan sponsored by another entity without
first formally adopting the Plan. These “adoptions” are usually one page in
length and very straightforward. An Officer of the Seller’s entity and an Officer
of the Buyer must sign the agreements (post-acquisition, this is generally the
same person).



CONSIDERATIONS OF AN ASSET PURCHASE 

All employees are treated as having a termination of employment with the Seller’s 
entity and are new hires with the Buyer’s entity (assuming the Buyer offers them 
employment). 

Application of Options 1 through 3 Above to Asset Purchases 
Option 1: Plan Termination. 
Because the Buyer is acquiring the assets only, and not the entity itself, the Buyer 
has no responsibility with respect to the terminating the Seller’s Plan—that is the 
Seller’s responsibility. However: 

• The Buyer will likely wish to facilitate rollover contributions for the acquired
employees.

• The Seller’s employees may have outstanding participant loans.  If the Buyer
elects, it can allow Participants to roll their participant loans over to the
Buyer’s 401(k) Plan.

o If this election is not made, the loans will be treated as taxable income
unless the Participants can repay.

Options 2 & 3: Merge Seller’s Plan into Buyers Plan & Maintain Stand-Alone Plan Both 
are options if it is negotiated as part of the acquisition. The Seller’s Plan would need 
to be amended to change the Employer from the Seller to the Buyer coincident 
with the acquisition.  Otherwise, the considerations described above apply in the 
same way.  All service with the seller would be required to be recognized. 

Plan Amendments to Buyer’s Plan  
[Based on Option 1: Plan Termination, as described above.] 
o The Buyer MAY, but is not required to, recognize service for the Seller’s entity for

purposes of eligibility to participate in the Buyer’s Plan.  If no amendments are
made, the acquired employees will become eligible as though they were new
hires. If a Plan amendment is executed to recognize service with the Seller, most
employees will become eligible on the effective date of the amendment (not the
closing date of the sale).

▪ Important Exception:  Some documents have provisions that automatically
exclude employees hired in connection with an asset sale, even if the initial
eligibility requirements are satisfied post-acquisition. It is important to see
what your document says concerning these employees. This is a common
default provision (i.e., this is the outcome when no box is checked on the
Adoption Agreement).

• Example: Acquisition closing date is March 15, 2026. Employees
become eligible to participate on the first of the month following 2
months of service. If a Plan excludes employees whose employment
was based on an acquisition, then they are not eligible to participate 
on May 1, 2026 unless an amendment to the Plan is made.

Plan Amendments to Buyer’s Plan (Con’t) 



o The Buyer MAY, but is not required to, recognize service for purposes of vesting in
employer contributions.

o The Buyer MAY, but is not required to, amend its plan to permit participants to roll
over their participant loans from the Seller’s Plan (even if new loans are not
permitted in the Buyer’s Plan).



 
 

TRANSITION PERIOD UNDER IRC 410(b)(6)(C) 

 
Many compliance requirements applicable to qualified retirement plans are 
performed at the “controlled group” or “Affiliated Service Group” (CG and ASG) level.  
Because significant changes in the testing group are a common occurrence with 
respect to mergers and acquisitions, Congress provided a grace period in IRC 
410(b)(6)(C) which states: 

• The period that begins on the date of the sale and ends on the last day of the 
next plan year is a grace period. 

• During that grace period, “coverage testing” (which is the main test needed at 
the CG/ASG level) is deemed to be passed (not just performed separately but 
deemed to be passed). 

• However, that transition period ends earlier in the event of a) additional 
acquisitions; b) significant changes to the eligibility provisions of the Plan; or c) 
significant changes to the employer contributions under the Plan.  

 
While these provisions generally apply in the event of a stock acquisition, they can be 
relevant to an asset acquisition as well. 
  



UNIFYING PLAN DESIGNS 

For many reasons, management would generally prefer to have a single plan 
covering all employees in its related group.  In the event of a merger/acquisition it is 
therefore important to compare the Seller’s Plan with the Buyer’s plan to identify any 
material inconsistencies in the following areas: 

• Initial Eligibility to participate in the Plan.
• Existence of any automatic enrollment / increase features.
• Employer Contributions

o Amount: Does the Buyer’s Plan provide 1% of pay while the Seller’s
provides 6% of pay?

o Form: Does the Buyer’s Plan provide a match, while the Seller’s Plan
provides profit sharing contributions (i.e., without regard to an
employees payroll deduction contributions?

• Existence of “Safe Harbor 401(k) Plan” designs, which can be a valuable benefit
for the highest paid employees.

• Vesting of Employer Contributions.
• Availability of loans/in-service distributions.

This review is important for any or all of the following reasons: 
1. If the Seller’s Plan has features that the Buyer wishes to adopt, the Buyer may

wish to amend its plan accordingly to avoid reducing benefits for the Seller.
a. “Best of both worlds” approach.

2. If the Buyer’s plan has benefits that are more generous than the Seller’s Plan,
it may want to advertise to its new employees the enhancement in benefits
they can expect; or

3. The Buyer may want to proactively communicate any reduction in benefits
and perhaps correlate that reduction in retirement benefits with increases in
other benefits (e.g., health and welfare benefits).
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