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Noncompete clauses in employment contracts (which, when they contain noncompete clauses,
are called noncompete agreements) limit or fully prohibit current employees from compet-
ing with their current employer in the future. There are indications that the Federal Trade
Commission (FTC) may promulgate a rule that would disallow or limit the use of noncompete
agreements in employment contracts.! This policy brief explores economic and legal policy
issues that would be raised by such a rule. After briefly highlighting economic concerns and
questions regarding FTC rulemaking in general, it turns to the specifics of such a potential
rule. It then suggests a possible approach the FTC might take, were the FTC to pursue rule-
making in this area, to avoid creating an overly broad and potentially welfare-inimical rule on
noncompete agreements.

BACKGROUND

Noncompete agreements have been used in a wide variety of employment contracts through-
out history in the United States. Their legal status has been governed by state laws that differ in
approach, from total prohibition to case-by-case evaluation of reasonableness.? In recent years,
several scholarly commentators and competition law enforcers have expressed concerns about
the effects of such agreements on competition in labor markets and worker welfare.® In 2020,
the FTC held a one-day public workshop on noncompete agreements, exploring the economic
and legal ramifications of such agreements and the possible role for federal law enforcement.*
Most recently, there have been press accounts regarding the possibility that the FTC will pur-
sue a rulemaking dealing with noncompete agreements.’ The renewed attention to noncompete
agreements should be seen in light of public concerns raised about alleged reductions in labor’s
share of national income and concerns about worker salaries, which have not risen despite the
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growth in the US economy. Such concerns were raised most recently in President Joe Biden’s July
9 executive order, Promoting Competition in the American Economy, which directed the FTC to
consider employing its statutory rulemaking authority “to curtail the unfair use of non-compete
clauses and other clauses or agreements that may unfairly limit worker mobility.”® Accordingly, an
evaluation of the economic effects of noncompete agreements and of the public policy suitability
of FTC rulemaking to deal with them is warranted.

ECONOMIC IMPACT OF NONCOMPETE AGREEMENTS

Evidence regarding the economic effects of noncompete agreements is mixed. Most, if not all, of
the studies that involve noncompete agreements are centered around the enforceability of such
agreements and use a natural experiment framework to determine the impact of such agreements
on worker wages, investment, and innovation. These studies look at changes in state laws over
time to develop an understanding of the impact of noncompete agreements on similar workers
in different states. The researchers capitalize on changes in the enforceability of noncompete
agreements to set up a natural experiment.” In these cases, they estimate the effect of changes in
the enforceability of noncompete agreements on mobility, wages, and entrepreneurship. By using
this framework, the authors of these studies are tapping into an important aspect of these agree-
ments—the credible threat of enforcing the contract.

Enforceability of a noncompete agreement depends on state law, given that no federal statutes
determine the legality of noncompete agreements. Although state laws vary widely and, in some
states, noncompete agreements are wholly unenforceable, the evidence shows only marginal
decreases in incidence of noncompete agreements in non-enforcing states.®

In some instances, noncompete agreements are presented and signed in states where such agree-
ments are unenforceable.’ Although there are a few reasons that this might happen, a discussion of
the various incentives for signing an unenforceable contract is outside the scope of this policy brief.

Mobility

By definition, a noncompete agreement is designed to limit the movement of a worker after sepa-
rating from a company. Given this limitation, it is not unreasonable to assume that noncompete
agreements reduce worker mobility by some positive, nonzero factor.

One theory of the impact of reduced mobility is that reductions in mobility have the potential
to put downward pressure on wages in the long term.!° Because workers subject to noncompete
agreements are contractually bound not to compete directly with their former employer, firms
competing within an industry are not permitted to attract workers from other firms by offering
higher wages. As a result, firms may be unable to attract the best talent for each job. When an
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employer demands a certain set of skills, it often must pay higher wages to gain those skills.! When
noncompete agreements reduce mobility, the firm may be unable to gain (or have great difficulty
gaining) these skills, regardless of the premium they are willing to pay.

This competition-limiting aspect of noncompete agreements, however, does not fully capture any
job-specific training that is provided to employees once they begin the job. Whenever employees
receive any training, the returns to noncompete agreements stemming from employee training
could become positive in the long term.!? Because employees bound by noncompete agreements
tend to stay in their job for longer, they may become specialized in such a way that their skills are
more valuable to the original employer than they would be to outside employers. In such cases,
employees may have reduced competitive labor potential owing both to their specialized skills
and the noncompete agreement, causing continued employment at the original firm to become
the optimal employment solution.”

Wages

If one takes reduced labor mobility as given, the economic outcomes for workers bound by non-
compete agreements are anything but generalizable. A review of studies conducted in the past
two decades yields no uniform, replicable results as to whether such agreements benefit or harm
workers. It does, however, suggest that harm in the form of reduced wages is more likely to be felt
by low-wage workers than by highly skilled professionals. Indeed, the few studies of high-wage
professionals suggest that they may benefit financially from being required to sign noncompete
agreements.

Noncompete agreements disproportionately affect low-wage, low-education workers. Thirteen
percent of low-wage workers (those making less than $40,000 a year) are estimated to be bound
by some sort of noncompete agreement.!* These include an estimated 30 percent of hair stylists
and, up until 2016, all Jimmy John’s employees in New York State.’® Additionally, an estimated 53
percent of noncompete agreement signers are classified as low-wage workers.®

Economists Michael Lipsitz and Evan Starr find that a 2008 ban on noncompete agreements in
Oregon raised the hourly wage of workers both covered and not covered by noncompete agree-
ments.” The evidence shows that low-wage workers are driving the increase in wages associated
with a ban, implying that low-wage workers are the ones primarily affected by noncompete agree-
ments in states that do not ban their use.®

Furthermore, this evidence is mirrored in a study based on the 2015 ban of noncompete agree-
ments in Hawaii specifically affecting the technology sector.” In this case, worker mobility and
hourly wages increased, and long-term outcomes for workers were better than in other states that
enforce noncompete agreements.
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Conversely, the aforementioned trend does not hold when considering higher-paid or more edu-
cated workers. When evaluating CEOs and physicians, studies show that those who sign noncom-
pete agreements are paid more than similar workers who do not, regardless of the enforceability
of the noncompete agreement.?°

Finally, transparency is an important consideration when determining the effect of a noncom-
pete agreement. The difference between notifying the worker of a noncompete agreement before
the worker has accepted the job and notifying the worker after the worker has accepted the job
can change the economic outcome. Evidence shows when a noncompete agreement is given to
a worker after the job is accepted, that worker will earn lower wages and have reduced mobility
compared to similar workers who were notified before accepting the job.!

AUTHORITY FOR FTC RULEMAKING
An alternative to state law oversight of noncompete agreements is federal regulation. The federal
agency with the broadest authority to target harmful noncompete agreements is the FTC.

The FTC may follow two alternative rulemaking procedures. The first is the informal rulemak-
ing process under section 6(g) of the Federal Trade Commission Act.?? The second is the formal
Magnuson-Moss (M-M) rulemaking process under section 18 of the act.?® Both processes have
costs and benefits to the agency, the public, and various stakeholders.

Under section 6(g) of the Federal Trade Commission Act, the FTC is authorized “to make rules
and regulations for the purpose of carrying out the provisions of this subchapter.”?* Any rule that
is enacted under this section is subject to the “informal rulemaking” requirements of section 553
of the Administrative Procedure Act,? but no additional qualifications are necessary to enact rules
under this method.

One appeals court decision, however, does define the scope of the FTC’s rulemaking authority
under section 6(g). In National Petroleum Refiners Ass’n,? the US Court of Appeals for the DC
Circuit upheld the FTC’s statutory authority to promulgate binding, substantive rules. The court
rejected the argument that section 6(g) authorizes only nonsubstantive regulations concerning
the other functions of the FTC, as spelled out elsewhere in section 6.7

Two years after National Petroleum Refiners Ass’n was decided, Congress granted the FTC specific
consumer-protection rulemaking authority through section 202 of the M-M Warranty Act.?® This
act added section 18 to the Federal Trade Commission Act, imposing strict, adjudicatory hear-
ings and other formal procedures on the FTC. Though the section 18 process is stricter than the
informal process under section 6(g), the FTC may seek civil penalties for violation of M-M rules.
This remedy is notably absent from section 6(g) rulemaking authority.
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There are, however, concerns over the statutory basis for section 6(g) rulemaking. According to
the Antitrust Law Section of the American Bar Association,

[TThe Commission’s [section 6(g)] rulemaking authority is buried within an enumerated
list of investigative powers, such as the power to require reports from corporations and
partnerships, for example. Furthermore, the [Federal Trade Commission] Act fails to pro-
vide any sanctions for violating any rule adopted pursuant to Section 6(g). These two
features strongly suggest that Congress did not intend to give the agency substantive rule-
making powers when it passed the Federal Trade Commission Act.?

In other words, the structure of the Federal Trade Commission Act indicates that section 6(g)
rulemaking is best understood as a tool to aid the FTC’s investigative and procedural authority,
not standalone substantive rulemaking authority in and of itself. Though it is true that National
Petroleum Refiners Ass’n defended the substantive rulemaking interpretation, the decision came
at a time of substantial deference to agency activism from the courts, and such an interpretation
may no longer hold.

Evidence pointing in this direction comes from a recent Supreme Court decision in AMG Capital
Management, where the court unanimously held that the FTC’s authority to seek a permanent
injunction under section 13(b) of the Federal Trade Commission Act does not authorize the FTC
to seek monetary damages.*® The FTC argued that the historical understanding of a permanent
injunction includes monetary relief, but the Supreme Court rejected such a reading on the basis of
the statutory language of section 13(b). The court noted that the permanent injunction language
was “buried” within a provision that discusses injunctive, not monetary, relief. Section 6(g) rule-
making authority is similarly buried in a section discussing other topics.

Moreover, as previously noted, just two years after National Petroleum Refiners Ass’n, Congress
added section 18 to the Federal Trade Commission Act,* enumerating detailed, substantive rule-
making provisions, and leaving section 6(g) unchanged. This preservation of section 6(g), in the
face of significant additions to the FTC’s substantive rulemaking authority under section 18, leaves
informal rulemaking on shaky ground. Informal rulemaking under section 6(g) is anything but
settled law, and the FTC may face significant legal challenges by choosing to use this authority.

Furthermore, even if there are no challenges to the FTC’s authority to undertake wholesale rule-
making under section 6(g), there still may be challenges to any specific rule that the FTC proposes.
First, “unfair methods of competition” rulemaking may prove particularly difficult to survive legal
scrutiny because of the nondelegation doctrine.’? Under that doctrine, if a court determines that
the Federal Trade Commission Act’s general—and arguably vague—reference to “unfair methods
of competition” does not include an “intelligible principle” guiding the FTC’s discretion in mak-
ing competition rules,* then that court may not uphold competition rulemaking.
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Second, a court may strike down an individual proposed rule as “arbitrary and capricious,”** should
the court find that the FTC did not sufficiently consider procompetitive justifications for the con-
demned practice.

Finally, from an economic perspective, rulemaking has the potential to raise concerns about both
error costs and economic welfare. Any cost-benefit calculation of FTC competition rulemaking
should consider these economic policy concerns.

First, competition rulemaking has the potential to generate higher error costs than adjudications.®
An adjudication under the antitrust “rule of reason” minimizes error costs by undertaking a case-
specific analysis that weighs the potential benefits of the conduct against the harms. A rulemaking,
however, seeks to paint with a broad brush, almost certainly condemning practices that have some
procompetitive benefits.* By classifying a class of conduct as per se anticompetitive, a rulemaking
will allow specific examples of such conduct that would have been procompetitive to be found to
violate the rules.

Second, economic welfare could be reduced owing to asymmetric enforcement, given that an FTC
rule would be confined to only one of the two federal antitrust enforcement agencies. Because
the US Department of Justice also has jurisdiction over competition policy, but FTC rules would
be enforced by only the FTC, businesses would be placed into a sort of competition policy limbo.
Under a competition rule, conduct that would be deemed perfectly legal by the Department of
Justice after an investigation might nevertheless be banned by the FTC. Such an inequality in
treatment could engender uncertainty and lead to wasteful efforts focused on ensuring review of
conduct by the Department of Justice rather than FTC. That would undermine the rule of law.

RULEMAKING PARTICULARS

Although section 6(g) informal competition rulemakings could likely face an uphill battle in the
courts, a legally less problematic approach for the FTC might be to undertake unfair or deceptive acts
or practices (UDAP) rulemakings. These rules are promulgated under the M-M legal framework.?”

Since the passage of the M-M Warranty Act in 1975, there have been several successful rulemak-
ing procedures, giving the FTC substantial experience in navigating this regulatory path. Some of
the rules promulgated under the M-M framework include the following:

e The Eyeglass Rule and the Eyeglass IT Rule (1977 and 1989, respectively) requires optom-
etrists and ophthalmologists to provide patients a copy of their eyeglasses prescription
after an exam at no extra cost.>®

e The Franchise Rule (finalized in 1978, amended in 2011) gives potential franchisees the
information they need to weigh the risks and benefits of franchise investment.*
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e The Used Car Rule (1976) requires car dealers to display a window sticker disclosing war-
ranty information, terms, condition, and limitations.*

* The Credit Practices Rule (1984) protects consumers from abusive collection activities.*

Throughout the M-M rulemaking process, the FTC must be mindful of several considerations to
maximize its chances of success and reduce the likelihood of the rule being overturned on judi-
cial review. The first of these considerations is consistency with section 5(n) of the Federal Trade
Commission Act, which states,

The Commission shall have no authority . . . to declare unlawful an act or practice on the
grounds that such an act or practice is unfair unless the act or practice causes or is likely
to cause substantial injury to consumers which is not reasonably avoidable by consumers
themselves and not outweighed by countervailing benefits to consumers or to competi-
tion. In determining whether an act or practice is unfair, the Commission may consider
established public policies as evidence to be considered with all other evidence. Such
public policy considerations may not serve as a primary basis for such determination.*?

Section 5(n) codifies the meaning of unfair practices, and thereby bounds the FTC’s application
of rulemakings covering such practices. Section 5(n) subjects such practices to a well-defined
cost-benefit framework. Accordingly, properly crafted UDAP rules directed at unfair acts avoid
the problems of nondelegation and high error costs associated with rules over unfair methods of
competition. Moreover, the problem of asymmetric enforcement raised by section 6(g) rules is pre-
vented, because only the FTC enforces consumer protection law aimed at unfair acts or practices.

An FTC UDAP rulemaking directed at harmful noncompete agreements would proceed by char-
acterizing specific noncompete clauses as unfair acts. Consistent with the language of section 5(n),
the FTC would be required to account for the benefits of noncompete clauses for consumers and
the competitive process, which include reduced cost or better quality for companies. Although
some evidence shows that wages are lower with the presence of noncompete agreements, this
evidence is not universal, and there may well be company-level procompetitive and proconsumer
benefits stemming from noncompete agreements that outweigh the effect of lower wages.

For this reason, a broad rule banning noncompete agreements outright would most likely not
pass judicial review, given its incompatibility with the text of section 5(n). Banning noncompete
agreements for all workers ignores any benefits to companies, workers, or competition, and only
accounts for the costs associated with harm to workers. In short, statutorily mandated calculations
would fail to show universal and irredeemable net costs of noncompete agreements.

From the protection of intellectual property rights to the investment in human capital, businesses
may have a multitude of justifications for their use of noncompete agreements. Even if workers
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face lower wages when subject to noncompete agreements, these workers may gain specialized
skills that are job specific, and subsequent specialization increases worker productivity in a par-
ticular job that may not apply to other positions.

A POSSIBLE ROAD FORWARD: A LIMITED INFORMATIONAL RULE

Although expansive UDAP rulemakings that broadly condemn noncompete agreements as unfair
acts would likely fail cost-benefit muster, there nevertheless may be room for a targeted noncom-
pete agreement rule that does not raise such difficulties. A UDAP rule requiring an employer to
notify its employees of a noncompete agreement before employees accept the job is not only within
the scope of the FTCs authority but is also likely to pass cost-benefit analysis.*?

When one considers the unfairness or deceptiveness of an action taken by a business—in this case,
the employer who is enacting the noncompete agreement—statutory criteria must be assessed to
determine the scope and scale of any harm as well as any beneficial consequences of the conduct.
Under section 5(n), unfairness is considered on three grounds: substantial injury to the consumer,
reasonableness of avoidance by the consumer, and possible benetfits for the consumer or competition.

The first of these considerations is straightforward. When an employee is asked to sign a non-
compete agreement and is notified about the existence of the agreement only after accepting the
job, the individual is not able to assess the economic reality of the employment situation with all
available information. If notified before accepting the job, the individual may choose not to work
for the employer or may negotiate a higher salary to offset the risk of legally binding unemploy-
ment in the future.

The second criterion hinges on whether the consumer—in this case, the employee—can reason-
ably avoid the harm associated with the noncompete agreement if it is presented after the onset
of employment. When a noncompete agreement, discussed previously as a cause of decreased
mobility and potentially lower wages, is presented after employment has begun and as a condition
of continued employment, new employees face a substantial loss of bargaining power compared
to their preemployment situation. They must choose between their prenegotiated salary coupled
with reduced job mobility (as compared to their reasonable expectations before entering their
new job) or unemployment. At this point, many employees are unable to negotiate an increase in
salary to compensate for the reduction in mobility in the future.

The final criterion is contingent on benefits to consumers (employees) and competition. First,
some studies have determined the level of training that an employee receives when bound by a
noncompete agreement versus when not bound by a noncompete agreement. The evidence is not
uniform across populations or industries, but studies suggest that there is a slight increase in level
of training offered by companies when a noncompete agreement is present, but that increase in
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training comes with a decrease in wages and worse wage outcomes over time.** The implication
of this finding is that, when wages and mobility decrease but training increases, the increase in
training is not enough to offset the lower wage mobility and may lead to worse outcomes over time
for workers bound by noncompete agreements. This may be the result of firm-specific training
that is not generalizable across firms or industries.

Also, a small amount of evidence suggests that noncompete agreements may have a chilling effect
on competition. Though much of the evidence is inconclusive and more studies need to be done
to determine the full effect,* the theory is as follows: To be competitive, new companies need
employees that have a baseline amount of skill and training in their industry. New companies have
an incentive to pay higher-than-average wages to attract top talent and establish themselves as a
competitive threat in the market. If highly talented employees, however, are bound by noncompete
agreements, then they are unable to move to new competing companies, regardless of the wage
premium new companies are willing to pay. The new company then has to rely on workers not
bound by noncompete agreements, some of whom may not possess the optimal mix of skill and
training, reducing the competitive effectiveness of that firm.

In light of all these considerations, a targeted rule begins to take shape: for a noncompete agreement
to be fair (and, arguably, nondeceptive), the employer must proffer the noncompete agreement before
or when the employment contract is signed. This formulation would combine all the beneficial aspects
of noncompete agreements for employers and would have the potential to protect employees from
the greatest harmful effects for two main reasons.

First, it would allow employers to continue to present noncompete agreements to the same
employees in enforcing states and thereby preserve the benefits of noncompete agreements. Trade
secrets, training expenditures, and intellectual property protections would all be maintained,
just as they were in the absence of the targeted rule. Only the timing of the presentation of the
noncompete agreement may change, such that the portion of bargaining power enjoyed by the
employer owing to ex ante asymmetric information regarding the noncompete agreement would
shift to the worker.

Second, employees would be able to consider the effects of noncompete clauses when deciding
whether to accept an employment offer. If there is no scope for bargaining over a contract, then
the proffered contract may not be signed. However, both sides have an incentive to bargain for the
optimal outcome. The potential employee should be willing to take the job but may request higher
compensation owing to the existence of a noncompete clause. On the other side, the employer
reasonably would like to retain the employee for as little as possible but would see the increased
value in the noncompete clause and would be willing to transfer some of the benefit of the non-
compete clause to the employee. In this case, there would be no welfare loss because a mutually
agreeable transfer of benefits would be reached at the bargaining table.
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Any proposal rule set forth by the FTC could be modeled after the 2018 noncompete and trade
secrets reform law passed by the Massachusetts Legislature.* The section of note in this law is
24L(b)(1), which states,

If the agreement is entered into in connection with the commencement of employment, it
must be in writing and signed by both the employer and employee and expressly state that
the employee has the right to consult with counsel prior to signing. The agreement must
be provided to the employee by the earlier of a formal offer of employment or 10 business
days before the commencement of the employee’s employment.*’

Under an FTC rule modeled after this law, any noncompete agreement, to be deemed fair and
nondeceptive under a future UDAP rule, would need to be offered to the employee, along with
the employment contract, 10 days before employment begins.

One could imagine a variety of FTC UDAP rules that would impose greater limitations on the use
of noncompete agreements. The more that noncompete agreements were to impinge on contrac-
tual freedom, however, the less likely they would be to meet the stringent cost-benefit standards
of section 5(n).

CONCLUSION

There has been a growing chorus of public concerns regarding the supposed harm of noncom-
pete agreements that limit workers’ future employment options. A July 2021 presidential execu-
tive order encourages the FTC to pursue a rulemaking dealing with noncompete agreements. If
the FTC does pursue such a rulemaking, however, it would be well-advised to rely on its firmly
established consumer protection rulemaking authority to condemn specific unfair acts or prac-
tices. Invocation of its competition rulemaking authority to rein in unfair methods of competition
would be far more problematic on legal and economic policy grounds. If the FTC does choose to
go ahead with an unfair acts rule directed at noncompete agreements, it would be prudent for the
FTC to employ a targeted approach that focuses upon requiring employers to inform prospective
employees about noncompete agreements before employment offers are finalized. Such a targeted
rule would be far more likely to pass statutory cost-benefit requirements (which also represent
sound economic policy) than would more expansive regulatory proposals.
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