


target should include an assessment of the ability to use such losses.
Buyers should also be aware that elections are available to treat stock 

acquisitions as asset acquisitions. For non-tax reasons, it may be prefer-
able to structure an acquisition as a stock deal. However, the benefits 
of an asset acquisition are not necessarily lost. A joint election by the 
buyer and seller may be made under Section 338(h)(10) of the Internal 
Revenue Code (Code) to treat the transaction as an asset acquisition. 
Essentially, under this election the stock sale is ignored for tax purposes 
and taxed as an asset sale. This may result in a higher tax liability to the 
seller, which can be offset by an increase to the purchase price. In most 
instances, the net present value of the amortisation deductions available 
to the buyer will more than offset the increased purchase price.

While the Section 338(h)(10) election is only available to purchasing 
corporations, a similar election should be available in the near future 
for non-corporate purchasers who acquire more than 80 percent of the 
target’s stock from another corporation. Without this election, the same 
economic gain could be subject to two layers of corporate level tax.

The income tax considerations in US acquisitions are extensive and 
potentially costly. Buyers should consider engaging tax counsel as soon 
as possible to identify possible areas of concern and assess structuring 
alternatives.

Benefits issues in US acquisitions
A limited number of benefits are required to be provided by US employ-
ers. In general, the only federally mandated benefits are social security, 
unemployment insurance, and workers compensation insurance. States 
may, but seldom do, require benefits, although a few states have re-
cently passed laws requiring employer funding of health insurance.

Because there are so few federally-mandated employee benefits, em-
ployers enjoy flexibility in designing their benefits packages. The fol-
lowing benefits are commonly provided by employers to attract and re-
tain employees: (i) retirement plans; (ii) health plans (iii) welfare plans 
– e.g., life, disability; (iv) vacation and sick leave; and (v) non-qualified 
deferred compensation plans for executives.

The benefits package is generally viewed as serving a key role in both 
recruiting and retaining qualified employees in the United States.

A costly mistake made by many companies involved in US acquisi-
tions is to ignore the target’s benefits issues. An acquisition can create 
a high level of stress and uncertainty for the target’s employees. Any 
changes to the benefits being offered can not only cause the target to 
lose employees, but may also result in hundreds of hours of reduced 
productivity. In addition, the transfer of ownership can result in sub-
stantial – even deal breaking – liabilities owed to employees, unions, 
trusts and retirees.

There are a few basic rules that apply to employee benefits in the sale 
of US businesses. In a stock purchase, benefits and liabilities transfer 
automatically to the buyer and any union relationships remain the same 
(except where benefits are provided by the target’s parent or plan termi-
nations are required by the purchase agreement). In an asset purchase, 
benefits generally do not transfer, except where the entire business is 
transferring or there is no time for insurance enrolment in a quick or 
confidential deal. The buyer may be a successor with a duty to recognise 
any unions.

There are some important benefit ‘hot buttons’ that may trigger sig-
nificant liabilities to unwary buyers.

If defined benefit retirement plans exist, funding liabilities can be 
caused by underfunding, incorrect actuarial assumptions, plant shut-

downs, termination, and benefit increases not reflected in liabilities. If 
the plan is maintained by a union (known as a ‘multiemployer plan’), 
a reduction in workforce or transfer or termination of the plan or the 
business’ participation in the plan may trigger large withdrawal liabili-
ties. Withdrawal liability will automatically occur as a result of an asset 
sale, unless certain statutory requirements are included in the purchase 
agreement and satisfied by the parties. In addition, in non-union plans 
potential liabilities exist if the plan is not in operational compliance 
with its terms or violates applicable law.

Employers may face liabilities where defined contribution plans (e.g., 
401(k)) are not in operational compliance with their terms or there are 
differences between features in buyer and seller plans (protected ben-
efits must be preserved). Timing of plan termination is crucial because 
the only way to avoid a prohibition on establishing a replacement plan 
or carryover of liabilities is to require the seller to terminate the plan 
before closing.

Although nonqualified deferred compensation plans typically cover 
a small percentage of the target’s employee population, they can repre-
sent a large percentage of the transaction cost. Potential funding liabili-
ties and actuarial assumptions should be examined. Offshore trusts and 
funding triggered by financial problems can trigger immediate penal-
ties. Provisions that accelerate benefit distributions upon a change in 
control can be costly. Employment agreements may contain provisions 
that obligate the employer to make additional payments, even if em-
ployees are not terminated. In addition, limits imposed by Code Sec-
tions 280G and 162(m) may double or triple the liability and trigger 
loss of employer deductions. Retention rights and non-competes may 
limit the business’ ability to operate after closing. Code Section 409A 
has made deferred compensation more risky. Plans must have been op-
erated in ‘good faith,’ and been properly amended (31 December 2008 
deadline) for compliance with Section 409A. Limits may apply to ter-
mination or modification of the plan.

Health and welfare plans offer a broad array of benefits and involve 
a myriad of issues. Fortunately, most issues are relatively small. More 
significant issues exist where the plan is self-insured, in which case stop 
loss coverage, insurance reserves, and other transition issues will be-
come important. The target may promise benefits, but fail to purchase 
adequate insurance, resulting in a partially self-insured plan. In some 
cases, a federal law (COBRA) may obligate the seller, and sometimes 
the buyer, to provide continuation of health insurance coverage for a 
period of time following the sale. COBRA liability can be transferred in 
the purchase agreement.

The largest benefit liability on some employers’ balance sheets is re-
tiree medical. Buyers should always assure themselves that promises 
have not been made and unfunded liabilities do not exist.

Conclusion
The tax and benefits areas are rife with hidden costs and unknown risks. 
The above are only a sampling of potential issues and liabilities that 
may exist in US acquisitions. While many of these can be reduced or 
eliminated, buyers who neglect these issues do so at their own economic 
peril.  
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