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V irtually every employment law needs to be 
considered when businesses combine, includ-
ing policies governing employee compensa-

tion and retention, noncompete agreements, execu-
tive agreements, employee benefit plans, collective 
bargaining agreements, federal and state leave-of- 
absence statutes and notices to be given to employees 
under the Worker Adjustment and Retraining Noti-
fication (WARN) Act and related state laws. The 
surviving entity must merge two workforces with 
duplicative benefit plans and employees, and risk 

post-closing liability for pre-closing employment-
related claims. This article highlights some of the 
employment issues that warrant due consideration, 
but is not intended to be comprehensive. The signifi-
cant impact that these laws may have on the future 
of the surviving business underscores the impor-
tance of pre-closing due diligence of these and other 
employment-related matters. Care should be taken to 
consider how the surviving business would address 
known problems before closing, given the impact an 
adverse outcome could have.
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Post-Transaction Liabil-A.	
ity for Pre-Transaction 
Discrimination Claims
“Whether there will be 

liability on the part of an 
acquiring entity for dis-
crimination claims against 
the target company is often 
one of the first questions 
that is asked in a merger or 
acquisition, at least when 
employment issues are 
considered.”1 The surviving 
entity must evaluate poten-
tial liability under various 
legal theories, including the 
following:

“Successor Employer” 1.	
Liability

Courts have held a 
subsequent employer, which 
was not named in a pend-
ing Equal Employment 
Opportunity Commission 
(EEOC) charge, liable for 
discriminatory practices of 
its predecessor when (a) 
such successor employer 
had notice of the charge, (b) 
the predecessor had no abil-
ity to provide relief; and (c) 
there was a significant continuity of business operations, 
including use of the same or substantially the same busi-
ness facility, workforce, supervisory personnel, machinery 
and equipment, and production of the same product.2 
However, courts have refused to impose successor liability 
when no charges had been filed with the EEOC and the 
successor had no notice of the discrimination claims.3  

“Joint Employers” Liability2.	
The surviving entity can incur liability for discrimina-

tory acts of its predecessor where they are “joint employ-
ers” (i.e., “they share or co-determine those matters 
involving essential forms and conditions of employ-
ment”).4 Such liability will be found when the entities 
share authority to hire, discipline and fire employees; 
promulgate work rules and assignments; set conditions of 
employment, including compensation, benefits and hours; 
supervise employees on a day-to-day basis; and control 
employee records, including payroll, insurance and taxes. 
While typically involving parent and subsidiary corpora-
tions, “joint employer” liability can also arise through a 
merger or acquisition where the surviving entity directs 

its predecessor’s employ-
ment practices before clos-
ing the deal.5

“Single Integrated 3.	
Enterprise” Theory

Similarly, the “single in-
tegrated enterprise” theory 
provides that two or more 
entities may be deemed to 
be so closely related that 
they will be jointly liable 
for the acts or omissions 
of the other(s) when there 
are interrelated operations, 
common management, 
centralized control of labor 
relations and common 
ownership or financial 
control.6

“Mere Instrumentality” 4.	
and “Alter Ego” Theories

One entity may be 
considered the “mere 
instrumentality” of another, 
where one entity controls 
the other to such a degree 
that the other is its instru-
mentality; the first entity is 
perpetrating a wrong (i.e., 
violating a statute through 
the other entity and unjust 

loss would result if the first entity was shielded by its sepa-
rate corporate status).7 Courts have also found that one 
entity may be liable as the “alter ego” of another if the cor-
porate separateness has been disregarded; the companies 
have been held out to the public as one; the policies of one 
company have been directed to serve the interests of the 
other company rather than its own; and applying the “alter 
ego” doctrine will “prevent fraud, illegality or injustice.”8

Executive AgreementsB.	
Employment, change of control and severance agree-

ments are relevant to mergers and acquisitions because 
“often, the severance offered by these agreements is trig-
gered on termination only after a change of control” or “is 
more generous if the termination occurs after a change of 
control.”9 Even in the absence of termination, some em-
ployment and change of control agreements provide that 
options will vest or a bonus will be paid upon a change of 
control. Employment agreements are also relevant if a suc-
cessor entity or buyer wishes to assess the cost of potential 
severance obligations for executives who may be terminat-
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ed during the merger or acquisition of retaining executives, 
for whom agreements may be negotiated.10

Change of Control Provisions — “Golden Parachutes”1.	
“Golden Parachute” provisions are usually triggered by 

an asset purchase or an equity purchase and protect the 
employee by accelerating benefit payments immediately 
or upon termination if the employee is released within a 
certain period of time following the change of control.11 
An employee who receives a benefit beyond limits permit-
ted under 26 USC § 280G will be subject to a 20 per-
cent excise tax under 26 USC § 4999(a), and the excess 
benefit will be nondeductible to the employer.12 However, 
the IRS has ruled that sections 280G and 4999(a) are 
not applicable to payments made to former officers of 
an acquired company by the surviving company under a 
merger agreement.13

Change of control agreements may contain a “cutback” 
clause, which automatically reduces the excess payment 
to the permitted section 280G limit, and/or a “gross-
up” clause, which provides for payment of an additional 
amount to the employee to compensate for the 20 percent 
excise tax as well as regular income tax. Golden Para-
chutes create a potentially large liability for the selling en-
tity without any reduction for federal income tax purposes 
for the excess payment. In an asset sale, change of control 
liability often remains with the seller, but in an equity 
sale transaction, the seller’s equity will be reduced to the 
extent of such payments and loss of tax deduction. Thus, 
“[t]he buyer should attempt to have the seller negotiate the 
cancellation of any Golden Parachute agreements or adjust 
the purchase price accordingly.”14

Noncompetition Agreements2.	
State laws vary when a noncompete agreement may be 

enforced following a merger or acquisition. Accordingly, 
the parties must carefully consider the governing state 
law to determine the rights and liabilities of the successor 
entity and the employee under a noncompete agreement. 
Most courts have held that restrictive covenants entered 
into by the employee with the predecessor are enforce-
able by the successor, where state statutes provide that all 
business assets are transferred in a merger.15 However a 
few states, such as Alabama and California, refuse to allow 
either the predecessor or the successor to enforce restrictive 
covenants in most cases.16 While some state courts have 
prevented successors from enforcing noncompete agree-
ments, reasoning that personal services contracts are not 
assignable without consent,17 the majority view is that such 
restrictive covenants are not personal service contracts.18 
Some courts have enforced noncompete clauses in favor of 
a successor, finding it to be a third-party beneficiary of the 
restrictive covenant between the employee and the prede-
cessor.19 Other courts have found an individual’s contin-

ued employment with the successor and other conduct to 
constitute assent to or ratification of the assignment of their 
noncompete agreements to the successor.20 Inclusion of an 
assignability clause therefore enhances enforceability.21

Assumption or Renegotiation of Executive Agreements3.	 22

Generally, the buyer in an equity sale deal or merger 
would automatically assume executive agreements. Change 
of control payments may reduce the equity of the seller, 
and the buyer should be focused on these payments. If the 
buyer wants to avoid assuming these obligations, the seller 
would have to either take responsibility or terminate and 
pay out the agreements prior to closing the deal. On the 
other hand, the buyer would not automatically assume the 
employment and change of control agreements in an asset 
sale. Very often, the buyer will assume the employment 
agreements — or in some cases, the buyer may be viewed 
as a successor employer under general successor liability 
principles. In many cases, employment and change of con-
trol agreements will provide that non-assumption of the 
agreements will be a trigger for quitting for good reason 
or will be considered a breach of the agreement by the 
seller, thereby potentially giving rise to an obligation to pay 
severance. Either way, the agreements could be renegoti-
ated with the employees’ consent, which may be preferable 
if an agreement contains too large a parachute or allows 
an executive to walk away with a severance payment. 
There are also several tax issues that arise from severance, 
noncompetition and executive agreements that need to be 
considered when determining how to handle them in such 
transactions, which are outside the scope of this article. 

Employee Benefit Plans and ERISA RequirementsC.	
Generally1.	

Most employee benefit plans, such as profit-sharing, 
401(k) and employee stock ownership, will be subject to 
the requirements of the Employee Retirement Income 
Security Act of 1974 (ERISA). In negotiated acquisition 
transactions, the importance of employee benefit plans is 
principally limited to:

(1) determining the extent, if any, of unfunded pension 
liabilities of the acquired entity and, if possible, in-
sulating the acquirer from those liabilities; and 

(2) determining appropriate means for merging plans 
of the acquired entity with those of the acquirer, 
continuing the plans separately or terminating the 
plans of the acquired entity and integrating employ-
ees of that entity into the plans of the acquirer.23

In some situations, plans may be overfunded and with-
drawal of excess contributions may be feasible, although 
such cases are likely to be less frequent.

Negotiated Acquisition Transactions2.	
The options for dealing with a seller’s plan will usu-
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ally depend on whether the transaction is an asset sale, an 
equity sale or a merger. The buyer automatically assumes 
the seller’s liabilities in an equity sale or merger and would 
also become the sponsor of the acquired corporation’s 
plans, “unless some affirmative action is taken to either 
terminate or freeze the plan, transfer the plan out of the 
acquired entity (e.g., to the parent prior to a sale of a 
subsidiary), or have the seller specifically retain the plan.”24 
This could also lead to the successor having a dual plan.

In contrast, the buyer generally only takes on the li-
abilities that it specifically assumes in an asset acquisition. 
Therefore, the buyer only becomes the successor to the 
seller’s plans for those that it affirmatively assumes. It may 
then choose to merge the plan into its own plan, transfer 
assets and liabilities of certain employees or adopt a clone 
offset plan. The seller’s plan can be either left intact, frozen 
or terminated entirely.

“Very often the buyer in an asset acquisition will not 
assume the seller’s plans, particularly defined benefit 
plans, since assuming an ongoing defined benefit plan 
can result in significant liabilities for prior underfund-
ing or actions of prior fiduciaries.”25 Likewise, a buyer 
in an asset sale will often not assume the seller’s defined 

contribution plan. However, when the buyer does adopt 
the plan, it may agree only to future duties and obliga-
tions for the plan, while leaving prior violations as the 
responsibility of the seller.26

Hidden Liabilities3.	
Pension plans and their funding status are significant 

considerations in a merger or acquisition, as there are  
often significant unfunded liabilities associated with 
benefit plans, some of which may not be reflected on 
the financial statements at all.27 Even when they are, the 
financial statements may reflect unreasonable or outdated 
assumptions.28 Such “hidden liabilities” may warrant a 
purchase price adjustment.29 Parties may also consider es-
crow arrangements to address such liabilities, should they 
arise after the transaction closes.

A primary hidden liability is underfunding of defined 
benefit pension plans.30 The seller often retains responsi-
bility through a purchase price adjustment or indemnifi-
cation of the buyer for any underfunding, but the parties 
often disagree on the proper measure and calculation of 
underfunding for purposes of indemnifications and thus, 
will negotiate those terms.31 With an underfunded plan, 
the buyer typically asks the seller to contribute the under-
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funded amount to the plan prior to closing or adjust the 
purchase price downward.32

A seller who contributes to the plan can typically deduct 
the contribution, but only to the extent permitted under In-
ternal Revenue Code (IRC) § 404, and only if contributed 
within the current taxable year, or under IRC § 404(a)(6) 
if contributed prior to the due date for filing the employer’s 
tax return.33  The drawback to pre-closing contributions is 
that contributions into pension plans are only deductible 
subject to the alternative limitations of IRC § 404(a)(1):

The amount necessary to satisfy the minimum fund-•	
ing standard;
The amount necessary to provide the remaining •	
unfunded costs of past service credits and any entry 
age normal method current service credits distrib-
uted on a level basis; or
The normal cost of the plan plus any supplementary •	
cost amortized in equal payments over ten years.34

Contributions in excess of these amounts are not de-
ductible and are also generally subject to a 10 percent ex-
cise tax under IRC § 4972. Therefore, it may be preferable 
for the seller to indemnify the buyer or adjust the purchase 
price for the amount of underfunding.35

Employees on LeaveD.	
The US Department of Labor (DOL) has taken the 

position that the Family and Medical Leave Act (FMLA) 
applies to separate entities that are found to be a single 
employer under “integrated employer test and successors in 
interest to covered employers.”36 The DOL and some courts 
have agreed that whether or not the successor had “notice” 
of pending complaints against a predecessor employer is 
irrelevant to the successor’s duty to fulfill the predecessor’s 
FMLA obligations to employees who are on leave or for de-
termining coverage and eligibility of employees continuing 
in employment.37 However, notice may be relevant to the 
successor’s liability for the predecessor’s FMLA violations.

An eligible employee of a covered predecessor employer 
who goes out on FMLA leave before the business is sold 
to a “successor in interest” is entitled to be restored to 
employment by the successor employer, even if the succes-
sor is not a covered employer under the FMLA because, 
for example, it employs fewer than 50 employees. FMLA 
regulations also provide that a successor that meets the 
FMLA’s coverage criteria must count periods of employ-
ment and hours worked for the predecessor for purposes of 
determining employee eligibility for FMLA leave.38
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Other leave of absence statutes may raise employment 
issues in a merger or acquisition, such as the Uniformed Ser-
vices Employment and Re-employment Rights Act (USER-
RA), which provides that a covered employer includes any 
successor in interest to the employer.39 One court applied this 
provision to hold that a company which had merged with a 
returning serviceman’s pre-service employer was its successor 
in interest, even though it manufactured a different product 
at a different location, because both companies had the same 
owners and shared the same upper level management.40

Warn Act ImplicationsE.	
Generally1.	  

The WARN Act, enacted in 1988, requires employers 
with 100 or more employees on a business enterprise-wide 
basis to provide 60 days’ advance notice of plant closings 
or mass layoffs.41 “Plant closing” means the shutdown of 
a single site of employment resulting in employment loss 
of 50 or more employees during any 30-day period; “mass 
layoff” means the employment loss at a single site of em-
ployment during any 30-day period for either 50 employees 
who constitute at least 33 percent of the workforce, or at 
least 500 employees.42

There are three statutory exceptions where the 60-day 
WARN Act notice will not be required:

(1)	if at the time the notice would have been required, 
the employer was actively seeking capital or busi-
ness that, if obtained, would have enabled the 
employer to avoid or postpone the shutdown of a 
small site and the employer in good faith reason-
ably believed that giving the required notice would 
have precluded the employer from obtaining the 
needed capital or business;

(2)	if the closing or mass layoff is caused by business cir-
cumstances that were not reasonably foreseeable at 
the time the notice would have been required; and

(3)	when the mass layoff or plant closing is a direct 
result of a natural disaster such as a flood, earth-
quake, or drought.43

The content of a WARN Act notice is mandated by 
federal regulation and must be provided to:

All affected non-union employees (i.e., employees rea-•	
sonably expected to experience an employment loss);
The chief elected officer of affected unions, and if •	
this person is not the same as the officer of the local 
union, a copy should be given to the local union of-
ficial as well; 
The chief elected official of the unit of local govern-•	
ment (e.g., the mayor); 
The state dislocated workers unit (typically part of •	
the state department of labor).44

There are many nuanced issues from both business and 

legal standpoints to consider in determining whether em-
ployers are required to provide WARN Act notice and to 
whom. Careful consideration needs to be made, since time-
frames are critical to comply with this law. There also are 
a number of states with state specific mini-WARN statutes, 
some of which are stricter than the federal statute. These 
state laws must be reviewed as well to ensure that full pre-
merger or preacquisition due diligence is accomplished.

Penalties for Violations of the WARN Act2.	
The penalty for failure to comply with the WARN notice 

requirement is liability to each employee who did not 
receive notice for back pay and benefits (including medical 
expenses) for each day of violation up to 60 days.45 There 
is a split in the circuits as to whether back pay is required 
for each calendar day of violation or only for the number 
of working days encompassed in the period of violation.46 
That aside, the liability is reduced by wages paid for the pe-
riod of violation, by voluntary and unconditional payments 
not otherwise required by any legal obligation, or by any 
payments made on behalf of the employee for health insur-
ance premiums or other employee benefits for the period of 
violation.47 On the other hand, if the pay is legally required 
(such as severance under a preexisting plan), the employer 
cannot use that amount as a set-off.48

A $500 per day penalty is payable to a unit of local 
government unless the amount of liability to each employee 
is paid within three weeks. The court may also award 
attorney fees.49 The employer may petition the court for 
a reduction of the penalty by showing that the failure to 
comply with the WARN Act was in good faith and the 
employer had reasonable grounds to believe its actions did 
not violate the Act.50 The above remedies are exclusive; no 
party can enforce the WARN Act by injunction and there 
are no punitive damages.51

WARN Act and Sale of a Business.3.	
a.	 Generally

The WARN Act provides that “in the case of a sale of 
part or all of an employer’s business, the seller shall be 
responsible for providing notice … up to and including 
the effective date of the sale. After the effective date of the 
sale … the purchaser shall be responsible for providing 
notice …”52 An asset sale would generally be considered a 
sale of part or all of the employer’s business. This is inter-
preted in the regulations and case law to mean that, if the 
seller closes the plant or lays off the workers, the seller is 
responsible for the notice, and if the buyer closes the plant 
or lays off the workers, the buyer is responsible.53

b.	 Losses of Employment in a Merger or Acquisition
The WARN Act provides that any person who is an 

employee of the seller as of the effective date of the sale 
shall be considered an employee of the purchaser im-
mediately thereafter. The regulations further state that 
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although a technical termination of the seller’s employees 
may be deemed to have occurred when a sale becomes 
effective, WARN Act notices are only required where 
the employees in fact experience a covered employment 
loss.54 Thus, in an asset sale, there may be no loss of em-
ployment as contemplated by the WARN Act. If the buyer 
decides not to rehire the employees, there will be a loss of 
employment; and the question arises as to whether notice 
is the seller’s obligation or the buyer’s obligation. The 
preamble to the final WARN Act regulations provides:

If a plant closing occurred as a result of the buyer’s 
decision not to rehire the seller’s workers, and the 
closing occurred after the effective time of the sale, 
the buyer is responsible for giving notice. This view 
is consistent with the statutory provision that the 
employees of the seller become the employees of 
the buyer immediately after the sale, with the intent 
of WARN that notice be given to workers who will 
suffer dislocations and with the reality of allocating 
responsibility for notice to the party to the transac-
tion that actually makes the decision to order the 
plant closing or mass layoff.55

The result should be different if the seller were to clearly 
terminate the employees prior to, or contemporaneous with, 
the asset sale. The regulations themselves provide that a 
termination concurrent with a sale would cause the seller to 
have WARN obligations.56  

The preamble should, it seems, be read to impose the 
liability on the buyer for employees not rehired only if 
the employees are not specifically terminated by the 
seller, pursuant to the contract of sale or otherwise, 
on or prior to the effective date of the sale. In such 
a case, it is the buyer’s decision not to reemploy the 
workers that triggers the mass layoff. When, howev-
er, employees are specifically terminated by the seller 
in connection with the closing, any WARN liability 
for employees not rehired should fall on the seller.57

The Human Factor — Avoiding People ProblemsF.	
Mergers and acquisitions often make good business 

sense on paper, but companies must include people in the 
planning equation.58 Good merger plans address questions 
regarding personnel management philosophies, culture, and 
systems, which help alleviate many problems including:

Loss of company-wide identity and feelings of be-•	
longing;
Power struggles among internal factions;•	
Attrition due to a perceived lack of stability;•	
Misunderstandings regarding performance standards, •	
compensation and requirements for progress; and
Employees who feel powerless to affect their own •	
future.

Companies that do not address these issues up front are 
setting up the merger or acquisition for failure.59

Most businesses have developed a list of attributes they 
hope to find in prospective candidates for employment. 
Usually the unique aspects of an organization’s recruit-
ing process are tied to past predictors of success in that 
company. The desired personnel attributes and recruiting 
process of each entity must be evaluated, and managers will 
want to look at a profile of their current workforce from the 
perspective of future demands. Merging companies should 
also look at the types of professional development programs 
each has in place, with an eye toward integrating the best 
elements into a new comprehensive program.60

The best managers in each company will be critical to 
the success of any merger as they communicate ongoing 
news of the process to their employees. These profession-
als are also key players in recognizing and addressing signs 
of concern and discomfort among staff members. The 
companies should single out the key managers in advance 
and give them visible roles in assessing the impact of the 
proposed merger and successfully implementing it.61

The companies must also realize that each has its own 
nature and workplace identity. For example, one may allow 
casual attire while the other requires business attire; one 
may be noisy and the other quiet. Such factors make up 
a company’s unique culture and should be given serious 
consideration before the merger or acquisition. While dis-
similar cultures can exist in harmony, it is important that 
managers remain aware of the two cultures throughout 
the transition to avoid a culture “collision” that will be 
unpleasant for everyone.62

Employment-Based Liabilities and the Purchase  G.	
Agreement
The buyer in an asset or equity transaction can attempt 

to minimize the effect of employment-based successor li-
abilities by adequate due diligence and by obtaining repre-
sentations and warranties in the purchase agreement that, 
if breached, provide indemnity for such liabilities. Typical 
categories of representations and warranties include:

Disclosure letters, including each employee and their •	
leave of absence or layoff status, current compensa-
tion, accrued vacation, service credited for pension, 
profit sharing, bonus and similar plans.
Outside confidentiality or noncompete agreements •	
affecting the employee.
Copies of all collective bargaining agreements.•	
Labor relations including threatened or current •	
strike, slowdown, picketing and any proceedings 
before the EEOC, NLRB or similar body.
Status of workers compensation claims and insur-•	
ance and any similar regulatory schemes applying 
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to certain industries, like the federal statute, FELA.
Existence and status of executive agreements.•	
OSHA or other conditions (potentially) affecting •	
employees.
Modification of at-will status by employee handbooks •	
and performance evaluations.

Existence of nonbinding oral agreements with em-•	
ployees for compensation or other matters, which if 
not continued causes loss of morale or employees.

Three main inherent limitations in the indemnification 
of employment-based successor liabilities are the strength 
of the indemnitor, the scope of the warranties and repre-
sentations, and the scope of the indemnification. Simply 
put, an agreement to indemnify is only as strong as the 
party giving the indemnification. With a private company, 
it may prove very difficult to collect from far-flung sellers 
who may spend much of the sale proceeds, particularly 
if the indemnity is not joint. The second limitation arises 
when the parties must determine whether the language 
used in each representation and warranty is broad enough 
to cover the successor liability at issue or whether the 
disclosure schedule or knowledge qualifiers vitiate the 
representation and warranty. The third limitation is in the 
indemnification terms, meaning how long is the indemni-
fication period, and what is the indemnification cap? An-
other consideration would be to fund an escrow from the 
closing proceeds to be used to offset such future liabilities.

Many potential employment liabilities associated with a 
merger or acquisition do not surface until after the deal has 
closed, but preclosing due diligence should minimize sur-
prises. In considering any business combination, the succes-
sor must identify potential pitfalls and obtain representations 
and warranties from the target entity, as well as indemnities. 
There are many different methods to address these issues and 
consideration should be given to how such issues affect other 
business, legal and tax matters in these transactions.  

Have a comment on this article? Email editorinchief@acc.com. 
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