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Corporate transactions, especially mergers and acquisitions, affect the company 
and the employees in more ways than are often realized.  One of the more 
interesting side effects of a merger or acquisition is the effect on both the buyer 
and the seller’s 401(k) plan.   
 
Special rules, often tucked away in the IRS regulations, are frequently neglected 
or, worse, not followed at all. Let’s look at some of these rules which are often 
misinterpreted or misapplied. 
 
In order to understand what is going on we need to establish some workable 
definitions.  The Internal Revenue Code is a good place to start.  Hidden away in 
the regulations under Code Section 401(a)(4) -- that’s the general section which 
discusses plan discrimination -- is the definition of  “acquired group of 
employees”.  The regulation says, in typical government gobbledygook,  that 
these employees are  
 

“employees of a prior employer who become employed by the 
employer in a transaction  between the employer and the prior 
employer that is a stock or asset acquisition, merger or other similar 
transaction involving a change in the employer of the employees of 
a trade or business, plus employees hired by or transferred into the 
acquired trade or business on or before a date selected by the 
employer that is within the transition period defined in Section 
410(b)(6)(C)(ii).” [emphasis added] 

 
Simply put, it’s the people you hire from the other company after the transaction 
plus any people from your own company who are transferred.  The transition 
period referred to is essentially the period starting with the date of the transaction 
and ending on the last day of the plan year which starts after the transaction. 
 
Still confused?  Let’s look at an example.  Company A buys Company B on June 
1, 1998 and forms a new division of Company A.   On June 1, 1999, Company A 
then moves some of it’s employees into this new division.  All of the employees 
of this new division are considered to be part of the “acquired group of 
employees”.  Assuming that you have a 401(k) plan with a calendar plan year, 
this acquired group exists until December 31, 1999 .   
 
Seems all fine and dandy but what practical advantage does it have?  Well--the 
regulations let you do almost all of your testing separately for the “non-acquired” 
employees and the “acquired group of employees”.  This testing includes general 
discrimination testing, participation, average deferral percentages, match 



percentages, benefits rights and features, etc. Additionally, since the testing can 
be done separately for each group, you can use different definitions for testing.  
Perhaps you are having problems with deferral percentage testing during a 
particular year.  Would the use of the “current year” method rather than the “prior 
year” method help if it can be applied to only one smaller group of employees.  
What about the fact that the prior company’s 401(k) plan had a different match 
than your plan?  If you test this group separately you may find that there is no 
general discrimination.  
 
Of course, you don’t have to test separately for these employees.  They can be 
brought into your general group and combined for the testing purposes.  But it is  
an all or nothing situation.  If you combine them for testing deferral percentages 
you also must combine them for contribution percentage testing and rights and 
features testing.  No cherry picking allowed. Either option is available as long as 
there is consistency.  
 
Rights and features testing gives you even more leeway than just during the 
transition period.  Under special rules contained in the regulations, rights and 
features are forever.  As long as the right and feature existed in the prior plan 
before the acquisition or merger, it can continue to be provided to the acquired 
group of employees (and no other employees) for the plan year of  the 
transaction and all subsequent plan years. This is a government “gimmee”. 
 
What are rights and features?  Again let’s look at the regulations for some 
general guidelines.  Rights and features include, but are not limited to-- 
 
• Plan loan provisions (other than those relating to a distribution of an 

employee's accrued benefit upon default under a loan); 
  
• The right to direct investments; 
  
• The right to a particular form of investment, including, for example, a 

particular class or type of employer securities (taking into account, in 
determining whether different forms of investment exist, any differences in 
conversion, dividend, voting, liquidation preference, or other rights conferred 
under the security); 

  
• The right to make each rate of elective contributions, after-tax employee 

contributions, and allocation of matching contributions ...; 
  
• The right to purchase additional retirement or ancillary benefits under the 

plan; and 
  
• The right to make rollover contributions and transfers to and from the plan. 
 



Remember, the “acquired group” also includes some of your current employees 
who are transferred into this entity.  There don’t seem to be any formal rules 
regarding this.  Can one simply choose some of the “problem testing” employees 
and assign them to a new division for testing purposes?  How long do we have to 
keep them there after the acquisition?  Is this a planning opportunity?  Is this a 
way to give a higher match to certain employees without discrimination?  These 
questions remain unanswered. I do suggest, however, that you review the 
options with your consultants and competent legal counsel.  
 
But enough about the employer...let’s look at how the transaction affects the 
employees of the acquired group.  Here we can look not only to the regulations 
but also to some revenue rulings and a new important private letter ruling.  
 
Generally, distributions from 401(k) plans are only permitted when a participant 
dies, becomes disabled, attains age 59½ or separates from service. This last 
clause--the “separation from service”-- is what can cause some problems.  In 
determining whether an employee has actually separated for purposes of 
receiving favorable tax treatment on the distribution, Revenue Ruling 79-336 
provides that an employee is considered to be separated only upon death, 
retirement, resignation, or discharge and not when an employee continues in the 
same job for a different employer as a result of the liquidation merger, or 
consolidation, etc. of the former employer. Revenue Ruling 80-129 extended this 
reasoning to an employee of a partnership or corporation, the business of which 
is terminated, who continues on the same job for a successor employer.  This is 
commonly known as the “same desk” rule.    
 
Furthermore, Revenue Ruling 81-141 provides that merely changing the form or 
simply transferring the ownership of an employer will not give rise to a separation 
of service.  But, if a participant terminates employment yet continues to perform 
services on behalf of the former employer, the IRS may claim that the participant 
has not separated from service unless the participant has substantively become 
an independent contractor and has changed the nature of his or her duties.  
 
Under the Internal Revenue Code, distributions to participants are also permitted 
where a company sells 85% of the assets used in a trade or business, but again, 
only for employees who continue to work for the company purchasing the assets 
which does not assume part or all of the plan.  
 
Recently the IRS issued Private Letter Ruling 9837034 which amplifies the 
provisions permitting distributions from 401(k) plans and explains that not all 
employees who actually separate from service on account of a corporate 
acquisition are eligible to receive distributions.  
 
The facts of the situation are as follows: 
 



Company A maintains a 401(k) plan which provides that upon the sale of 
substantially all of the company’s assets in a trade or business, an employee 
may elect to receive a lump sum distribution of all benefits due to the employee, 
as long as the employee is hired by the company acquiring the assets.  Company 
A has a subsidiary which operates a business conducted separately through 
Units E and F.  Company A entered into an asset purchase arrangement with 
Company B, an unrelated corporation, to buy Unit E. The assets which were sold 
were more than 85% of the assets used by the subsidiary in operating Unit E.  
Company B is not a participant in Company A’s 401(k) plan and will not maintain 
Company A’s 401(k) plan.  
 
Company A then decided to discontinue the maintenance of its computer 
systems and entered into a service agreement with Company C, a completely 
unrelated corporation, to provide the maintenance services.  As a by-product of 
this agreement, Company A discharged the Unit E employees who maintained 
the computer system and Company C hired many of these discharged 
employees at a base salary at least equal to the salary they were making while 
employed by Company A. Although they report to Company C’s managers, in 
order to maintain the computer systems, these employees were granted access 
to Company A facilities.  These employees became covered under Company C’s 
401(k) plan.  
 
The IRS ruled that the sale of Unit E by Company A resulted in a disposition of 
substantially all of the assets used in a trade of business and thus permitted a 
distribution to the employees.  However, the IRS further ruled that the plan 
distributions made to employees who were discharged by Company A and then 
rehired by Company C (not a party to the transaction) to perform the same 
function would not be considered made upon a separation of service, due to the 
“same desk” rule.  
 
Plan sponsors need to consider carefully whether former plan participants meet 
all the requirements entitling them to 401(k) plan distributions following a 
corporate transaction.  Be careful--the IRS is watching. 
 
 
 
 
 
 
 
  
 


