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The FTC Wants to Ban Noncompete Agreements but They Will Likely
Endure in Certain Circumstances

By: Samantha L. Albert, ASA, ABV

Executive Summary

The FTC has updated its rulings concerning the enforceability of noncompete agreements while
also making significant allowances for agreements arising from transactions. The elimination of
noncompete agreements will shift some value from identifiable, amortizable assets to goodwill
and may influence the attrition rates used to calculate the value of customer-related assets. The
new ruling is expected to be met with substantial litigation before it becomes effective.

We don't typically see news about noncompete agreements on the first page of the Wall Street Journal,
much less above the fold. But on April 24, 2024 the FTC finalized a rule that effectively prohibits the
enforcement of existing noncompete agreements in most cases and disallows them going forward. While
the ruling wasn’t a complete surprise — the legality of noncompete agreements has been challenged in
many states and the FTC has been discussing the topic for several months — its potential ramifications
for intangible asset valuation and reporting are minimal, at least so far.

Essentially, the FTC has declared most existing noncompete agreements unenforceable. A few excep-
tions have been carved out for existing agreements, namely those with “senior executives.” Additionally,
entities outside of FTC purview, such as nonprofit organizations, are entirely exempt from the rule. For
the most part, however, the FTC would like most noncompete agreements to go the way of dodos and
passenger pigeons.

The full rule is over 570 pages and can be viewed here. But to spare our readers that burden, here are a
few key takeaways from our reading of the rule and its potential impact on financial statement reporting
and valuation:

* Noncompete agreements have occupied a fuzzy legal status for several years. As a result,
noncompete agreements are typically ascribed minimal value during a purchase price alloca-
tion exercise. This might be due to a lack of enforceability or the particular facts and circum-
stances of the subject industry or covered individual.
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¢ With respect to a transaction, “[t]he final rule does not apply to non-competes entered into by a
person pursuant to a bona fide sale of a business entity” or in the sale of a division or subsid-
iary of an entity. This describes a great many of the noncompetes we encounter for purchase
price allocations. While a noncompete agreement that previously existed may become unen-
forceable under the FTC’s ruling, it appears that noncompete agreements arising in connection
with a transaction would still be enforceable, and thus, may continue to have value. Interest-
ingly, the transaction exception continues to make noncompete agreements relevant within the
context of Section 280G compliance.

* Existing noncompete agreements are explicitly allowed to be enforceable for “senior exec-
utives.” The final rule defines the term “senior executive” as someone earning more than
$151,164 who is in a “policy-making position.” The final rule does not permit new agreements
with “senior executives,” but does preserve those already in effect (and, presumably, recorded
as intangible assets in a firm’s financial statements).

e The FTC has permitted non-disclosure agreements (and estimates that over 95% of noncom-
pete agreements already have NDAs). From a trade-secret perspective, the FTC clearly prefers
NDAs to noncompete agreements. Likewise, non-solicitation agreements are still permitted,
which may continue to give rise to a distinct intangible asset.

Within a day of the issuance of the final rule, the U.S. Chamber of Commerce and other business groups
jointly filed a lawsuit against the FTC. Ordinarily, the final rule would become law after 120 days, but the
actual implementation may be delayed as legal proceedings continue. Atthe current moment, the litigation
continues the uncertainty surrounding noncompete agreements.

From a valuation perspective, eliminating the separate recognition of noncompete agreements would shift
value from an identifiable, amortizable asset into goodwill. However, because noncompete agreements
often comprise a relatively small allocation of total transaction value, the overall impact of this transfer
of value may be minimal. Interestingly enough, a second-order impact of the elimination of noncompete
agreements could be an increase in customer attrition rates used in the valuation of customer-related
intangible assets. If customer accounts are more susceptible to competition and poaching, then the fair
values ascribed to those assets might go down.

Mercer Capital has significant experience in the valuation of noncompete agreements for financial reporting
and other purposes, such as Section 280G compliance. To discuss other ramifications of the FTC’s new
rule on noncompete agreements or any other financial reporting valuation matter, please contact a Mercer
Capital professional.
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Financial Reporting Valuation Services

In an environment of increasingly complex fair value reporting standards and burgeoning regulatory scrutiny,
Mercer Capital helps clients resolve financial reporting valuation issues successfully.

Mercer Capital provides a full range of fair value measurement services and opinions that satisfy the scrutiny of audi-
tors, the SEC, and other regulatory bodies. We have broad experience with fair value issues related to public and
private companies, financial institutions, private equity firms, start-ups, and other closely held businesses. We also offer
corporate finance consulting, financial due diligence, and quality of earnings analyses. National audit firms regularly
refer financial reporting valuation assignments to Mercer Capital.

Our professionals are nationally recognized as leaders in the valuation industry, and hold the most rigorous creden-
tialing designations including the CFA, ASA, and CPA, among others, which are representative of the highest stan-
dards in the valuation and accounting industries. Mercer Capital has the institutional capability to tackle even the most
uncommon or complex fair value issues. We understand the sensitivity of financial reporting timing needs and meet
your deadline on time, every time.
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