Section 4980B.-+ailure to
Satisfy Continuation Coverage
Requirements of Group Health
Plans

26 CFR 54.4980B-2: Plans that must comply.
(Also section 7805; § 54.4980B-9.)

Small employer plan exception to the
COBRA continuation coverage require-
ments in mergers and acquisitions. Guid-
ance is provided on when a group health
plan maintained by an employer that grows
to have more than 20 employees through

a stock or asset acquisition is required to
begin complying with the COBRA con-
tinuation coverage requirements.
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ISSUES

1. If, as a result of a transfer of stock,
two previously separate employers are
treated as a single employer for purposes
of the COBRA continuation coverage re-
quirements, how is the number of employ-
ees who were employed by the combined
entity during the preceding calendar year
determined for purposes of applying to the
combined entity the exception from the



COBRA continuation coverage require-
ments for group health plans maintained by
employers that normally employed fewer
than 20 employees during the preceding cal-
endar year (the small employer plan ex-
ception)?

2. If one employer acquires substantial
assets (such as a plant or division or sub-
stantially all the assets of a trade or busi-
ness) of another employer, when are the
employees associated with the acquired as-
sets taken into account for purposes of ap-
plying the small employer plan exception
to the acquiring employer?

FACTS

Situation 1. Company P maintains a
group health plan. P normally employed
fewer than 20 employees during the pre-
vious calendar year. Under section 414(t)
of the Internal Revenue Code, no other en-
tity is treated as a single employer with P.
During the current calendar year, stock in
Corporation O is transferred so that after
the transfer P and O are considered to be
part of a single employer. The combined
number of employees normally employed
by P and O during the previous calendar
year was at least 20.

Situation 2. Company R maintains a
group health plan. R normally employed
fewer than 20 employees during the pre-
vious calendar year. No other entity is con-
sidered to be part of a single employer with
R. During the current calendar year, R ac-
quires substantially all the assets of a busi-
ness and continues the business opera-
tions associated with those assets without
interruption or substantial change. The com-
bined number of employees normally em-
ployed by R and the acquired business dur-
ing the previous calendar year was at least
20.

LAW AND ANALYSIS

Section 4980B of the Code requires cer-
tain group health plans to make continua-
tion coverage available to certain individu-
als who would otherwise lose their coverage
under the plan as a result of certain occur-
rences (the “COBRA continuation cover-
age requirements”). Section 4980B im-
poses an excise tax if a plan subject to the
COBRA continuation coverage require-
ments fails to comply with those require-
ments. Section 414(t) provides that all em-
ployees who are treated as employed by a

single employer under section 414(b), (c),
or (m) are treated as employed by a single
employer for purposes of section 4980B and
that the provisions of section 414(o) ap-
ply with respect to the requirements of sec-
tion 4980B.

Section 4980B(d) of the Code and
Q&A—4 of § 54.4980B-2 of the Miscella-
neous Excise Tax Regulations provide that
small-employer plans are excepted from
COBRA. Q&A-5(a) of § 54.4980B-2 pro-
vides that, except in the case of a multi-
employer plan, a small-employer plan is a
plan maintained by an employer that nor-
mally employed fewer than 20 employ-
ees during the preceding calendar year. Un-
der Q&A-5(b) of § 54.4980B-2, an
employer is considered to have normally
employed fewer than 20 employees dur-
ing a particular calendar year if, and only
if, it had fewer than 20 employees on at
least 50 percent of its typical business days
during that year. Under Q&A—4(c) of
§ 54.4980B-2, a small-employer plan oth-
erwise excepted from COBRA is nonethe-
less subject to COBRA with respect to
qualified beneficiaries who experience a
qualifying event during a period when the
plan is not a small-employer plan.

Q&A-1 of § 54.4980B-9 defines stock
sale for purposes of § 54.4980B-9 as a
transfer of stock in a corporation that causes
the corporation to become a different em-
ployer or a member of a different employer.
Under Q&A-2 of § 54.4980B-2, an em-
ployer is defined to include any person who
is a member of a group described in sec-
tion 414(b), (c¢), (m), or (o) that includes a
person for whom services are performed.

Q&A-1 of § 54.4980B-9 defines asset
sale for purposes of § 54.4980B-9 as a
transfer of substantial assets, such as a plant
or division or substantially all the assets of
a trade or Dbusiness. Q&A-2 of
§ 54.4980B-2 provides that the term em-
ployer includes a successor to a person for
whom services are performed and cross-
references the rules in Q&A-8(c) of
§ 54.4980B-9 for determining when a pur-
chaser of assets is a successor employer to
the employer selling the assets. Under
Q&A-8(c) of § 54.4980B-9, a buyer of
substantial assets is not considered a suc-
cessor employer to the seller of the assets
unless the buyer continues the business op-
erations associated with the purchased as-
sets without interruption or substantial
change and the seller ceases to provide any

group health plan to any employee in con-
nection with the sale.

In Situation 1, as a result of the stock
transfer, P and O are treated as a single em-
ployer for purposes of section 4980B. Ac-
cordingly, in applying the small employer
plan exception of section 4980B(d) to a
group health plan maintained by the com-
bined entity following the stock transfer,
employees of both P and O during the pre-
vious calendar year must be taken into ac-
count. Since P and O combined normally
employed at least 20 employees during the
previous calendar year, a group health plan
maintained by the combined entity be-
comes subject to COBRA as of the date of
the stock transfer.

In Situation 2, Company R acquires sub-
stantially all the assets of a business and
continues the business operations associ-
ated with those assets without interrup-
tion or substantial change. R alone nor-
mally employed fewer than 20 employees
during the previous calendar year, but to-
gether R and the acquired business nor-
mally employed at least 20 employees dur-
ing the previous calendar year. However, the
acquisition of assets by R does not cause
R to be considered a single employer with
any part of the seller of the assets. Thus,
the group health plan maintained by R con-
tinues to be excepted from COBRA until,
with the normal application of the rules for
determining whether a plan is a small-
employer plan, the January 1 following a
year in which R normally employed at least
20 employees. If, however, under the rules
of Q&A-8(c) in § 54.4980B-9, R is a suc-
cessor employer to the seller of the as-
sets, then the group health plan of R will
have the obligation to make COBRA con-
tinuation coverage available to any M&A
qualified beneficiaries of the seller in ac-
cordance with the rules of Q&A—4(c) in
§ 54.4980B-2, even though R is other-
wise excepted from COBRA.

HOLDING

In Situation 1, a group health plan main-
tained by the combined entity ceases to be
excepted from COBRA as a small-employer
plan as of the date of the stock transfer. In
Situation 2, a group health plan maintained
by the acquiring company continues to be
excepted from COBRA as a small-employer
plan for at least the remainder of the year
of the asset acquisition.



EFFECTIVE DATE

For purposes of the excise tax of sec-
tion 4980B of the Code, this ruling is ef-
fective for stock sales and asset sales that
take effect on or after July 7, 2003.
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