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The 2016 joint Department of Justice (“DOJ”) and Federal Trade Commission (“FTC”) Antitrust Guidance for Human Resource Professionals and various statements of interest filed by the DOJ in no-poach litigation matters in 20192 make clear that that “naked” no-poach agreements—those that are not reasonably ancillary to legitimate collaborations or joint ventures—between horizontal competitors for labor are per se illegal.3  However, there has been a growing debate over the appropriate treatment of labor-market restraints between parties with vertical elements: (1) no-poach clauses in the franchise context; and (2) non-compete agreements between an employer and an employee. In this article, we explore the nature of these two types of agreements and discuss the evolving debate on their potential competitive effects and factors impacting the proper legal standard for their evaluation.   

I. Franchise No-Poach Agreements “No-poach” agreements in the franchise context are clauses in franchise contracts that restrict franchisees from soliciting and/or hiring employees from other franchisees within the same system. According to estimates in 2016, nearly 60% of the major franchises across a variety of industries—such as fast-food restaurants, automotive services, cleaning services, and tax preparation services—included such “no-poach” clauses in their standard franchise contracts.4 Since 2017, such franchise no-poach agreements have been the subject of antitrust scrutiny by government enforcers and private litigants, most notably by the State of Washington’s attorney general (AG). According to the Washington AG’s office, it has negotiated for the removal of no-poach clauses at over 100 franchises nationwide since starting its investigations in early 2018.5  Amid the flurry of class actions and enforcement activities against franchisors for the use of no-poach provisions in their contracts, there has been a growing debate over the appropriate antitrust standard under which to evaluate 
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1   The authors thank Noah Kessler for his excellent research assistance. 2   See, e.g., Statement of Interest of the United States, In Re: Railway Industry Em-ployee No-Poach Antitrust Litigation, No. 2:18-MC-00798 (W.D. Pa. Feb. 8, 2019), ECF No. 158; see also Statement of Interest of the United States, Danielle Seaman v. Duke University, et al., No. 1:15-cv-462 (M.D.N.C. Mar. 7, 2019), ECF No. 325. 3   DEP’T OF JUSTICE ANTITRUST DIV. AND FED. TRADE COMM’N, ANTITRUST GUIDANCE FOR HUMAN RESOURCE PROFESSIONALS 3 (Oct. 2016), https://www.justice.gov/atr/file/903511/download.      

4   Alan B. Krueger and Orley Ashenfelter, Theory and Evidence on Employer Collusion in the Franchise Sector, 4 (NBER Working Paper No. 24831, 2018), https://www.nber.org/papers/w24831. 5   Washington State Office of the Attorney General, AG Ferguson’s Initiative to End No-Poach Clauses Nationwide Reaches 100 Corporate Chains (Oct. 7, 2019), https://www.atg.wa.gov/news/news-releases/ag-ferguson-s-initiative-end-no-poach-clauses-nationwide-reaches-100-corporate.      
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these franchise no-poach agreements. In early 2019, the DOJ sought to bring clarity by filing a statement of interest in several pending antitrust cases against franchisors. In its statement, the DOJ pointed to the vertical relationship between the franchisor and franchisees as a basis for subjecting most no-poach clauses in franchise contracts to a full rule of reason analysis.6 In response, the Washington State AG’s office filed its own amicus brief advocating for a presumptive per se treatment of no-poach clauses in horizontal franchise agreements with corporate-owned stores,7 and broadly contending that a franchisor bears a “heavy burden” to demonstrate that the no-poach provision is ancillary and reasonably necessary to the operation of the franchise system.8  At the motion-to-dismiss stage, courts have differed in their view of no-poach provisions in franchise contracts. Some courts have found that the provisions and facts alleged do not warrant per se analysis,9 while others have found that the plaintiff’s alleged facts provided sufficient grounds for a quick-look analysis.10 Still others have declined to decide which standard is applicable in the early stages of the litigation.11 The current debate highlights two key issues that are relevant to determining which antitrust standard is applicable to assessing franchise no-poach provisions. The first issue is whether and to what extent franchisors and franchisees constitute a single economic entity (or whether, in the alternative, they are horizontal competitors). The second issue is whether there are salient procompetitive benefits from no-poach agreements in the franchise system.  Independence of Franchisors and Franchisees? Evaluation of the first issue requires assessing the nature of the business relationships that exist within the franchise 

system and the alignment of economic interests between franchisor and franchisee. Economists often describe the franchising business model as a “contractual alternative to vertical integration.”12 The franchisor-franchisee relationship can thus be seen as a vertical one in which the franchisor supplies various inputs—tangible and intangible—to the franchisee, which, in turn, supplies a product or service to customers in a local area. To harness the benefits that vertical integration provides without resorting to vertical integration, franchise contracts often contain a set of vertical restraints, including input purchase requirements, resale price controls, and output quotas.13  Economic studies on franchising indicate that the franchisor and the franchisees have a strong shared interest in creating a brand that is known for its uniformly high-quality product. Competition within the brand can hinder the brand’s ability to achieve these objectives and to compete effectively against other brands, so franchisors may impose contractual terms that limit intra-brand competition and instead foster inter-brand competition. For example, franchisors often place restrictions on their franchisees’ pricing to ensure that franchisees do not engage in a “race to the bottom” which may diminish the quality of the product or service, and hence, the value of the brand.14 Similarly, many franchisors offer some form of territorial restrictions or require the franchisees to purchase certain inputs exclusively from the franchisor or from a franchisor-designated exclusive supplier.15 Although these restrictions “limit the franchisee’s ability to behave opportunistically” and “reduce the franchisee’s independence and limit his [or her] capacity to personalize his [or her] business,”16 the franchisees recognize the benefit that these vertical controls can have on the entire brand, and therefore, their ability to compete with other franchise systems. 
6   See, e.g., Corrected Statement of Interest of the United States of America at 11, Stigar v. Dough Dough, Inc., et al., No. 2:18-cv-00244 (E.D. Wash. Mar. 8, 2019), ECF No. 34 (“The franchise relationship is in many respects a vertical one because the franchisor and the franchisee normally conduct business at different levels of the market structure. Restraints imposed by agreement between the two are usually vertical and thus assessed under the rule of reason.”).    7   Amicus Curiae Brief by the Attorney General of Washington at 7, Stigar v. Dough Dough, Inc., et al., No. 2:18-cv-00244 (E.D. Wash. Mar. 11, 2019), ECF No. 36. 8   Id. at 9. 9   Ogden v. Little Caesars Enters., Inc. et al., 393 F. Supp. 3d 622, 633 (E.D. Mich. 2019). 10   Deslandes v. McDonald’s USA LLC et al., 2018 WL 3105955, *8 (N.D. Ill. June 25, 2018). 11   Butler v. Jimmy John’s Franchise, LLC, 331 F.Supp.3d 786, 797 (S.D. Ill. 2018) (describing the evidence pled by the plaintiff as likely supporting a quick look analy-sis, but allowing the per se standard would be appropriate if “Herculean independ-

ence” among franchises were shown and “the rule of reason may rear its head” if “Jimmy John’s carries its burden under the quick look approach”). 12   ROGER D. BLAIR AND FRANCINE LAFONTAINE, THE ECONOMICS OF FRAN-CHISING 19 (New York: Cambridge University Press, 2010). 13   Id. at 82. 14   Franchise agreements may also include some form of an assigned geography within which the franchisee may operate its franchise, and may require the franchisee to acquire certain inputs exclusively from the franchisor or from a franchisor-designated exclusive supplier. 15   Francine Lafontaine and Margaret Slade, Franchising and Exclusive Distribution: Adaptation and Antitrust, in THE OXFORD HANDBOOK OF INTERNATIONAL ANTI-TRUST ECONOMICS, Vol. 2 (Roger D. Blair and D. Daniel Sokol, eds., New York: Oxford University Press, 2015). 16   BLAIR AND LAFONTAINE, supra note 12, at 125.  
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 While most enforcement agencies and private litigants recognize some level of alignment in the economic interests of franchisors and franchisees, some have pointed to the existence of franchisor-owned stores as evidence that the no-poach clauses are not purely vertical restraints with cognizable benefits to competition. Plaintiffs also underscore that even given some alignment of economic interests, it is important to assess whether the individual franchisees have distinct hiring interests. The debate on the proper standard will depend on whether plaintiffs can adequately plead hub-and-spoke conspiracies. Specifically, does the provision constitute more of a vertical agreement between the spokes (franchisees) and the hub (the franchisor), or it is more of a horizontal agreement among individual franchisees or stores along the rim of the wheel? To the extent that they are enforced, the impact on the mobility of employees from vertical agreements between the franchisor and each franchisee in the system, and from horizontal agreements among the franchisees themselves, may be observationally similar. However, given that there are differences in the motivations underlying vertical and naked horizontal agreements, and in the incentives problems that each type of agreement is seeking to resolve, their economic effects will likely vary as well.  Potential Procompetitive Benefits of No-Poach Clauses? The second key issue in determining the applicable antitrust standard for assessing franchise no-poach provisions is whether the no-poach clause is reasonably necessary to the efficient operation of the franchise system, or whether such an agreement serves no other purpose than suppressing workers’ wages. Franchisors argue that there are clear procompetitive effects from placing limits on soliciting and hiring of workers between franchisees. Franchisees make 

investments in training their employees, and this training can lead to higher quality products and services. Because training enhances the value of the brand, the franchisor has a strong interest in ensuring that franchisees provide the optimal level of training and investment in their personnel. No-poach clauses can incentivize these investments by increasing retention, preventing franchisees from free-riding on others’ investments, and decreasing service disruptions. All of these benefits accrue to the franchise brand, and, in turn, to the individual franchisees, which may benefit employees in the long run. Thus, even if no-poach clauses can be shown to have a horizontal element, the potential for these procompetitive benefits can provide support for a rule of reason analysis. Plaintiffs, however, question whether the no-poach clauses are ancillary to and reasonably necessary to the operation of the franchise system and to promoting inter-brand competition. They point to the existence of successful franchise systems without such clauses and some franchisors’ own statements about the lack of enforcement of no-poach clauses as evidence that such agreements cannot be justified using the ancillary-restraint exception.  If the joint economic interests of the franchisor and the franchisees can be demonstrated and the potential for strong procompetitive benefits of no-poach clauses can be shown, the court may find sufficient support to analyze these agreements in a rule of reason framework.  In a rule of reason analysis, potential procompetitive benefits of franchise no-poach clauses must be weighed against potential anticompetitive harm of reduction in wages. The balance of these two effects will likely depend on the specific nature of the no-poach provision and the 
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relevant labor market for the employees covered by the no-poach provision. Depending on the type of employee covered by the no-poach provision, there will likely be differences in the cost and the nature of the personnel investment, and the value of that investment inside and outside the specific franchise system. These differences will affect a franchisee’s incentive to invest in its employees in the absence of a no-poach provision, as well as the extent to which market forces—for example, competition from other franchise systems and other types of jobs—will discipline any potential negative wage effects of such provisions. Even when conducting the balancing exercise of weighing potential procompetitive benefits against their potential anticompetitive harm, some argue that labor market restraints are distinct from other restraints in the franchise system—for example, pricing restrictions. When a franchisor imposes pricing terms on its franchisees, the potential anticompetitive effect is felt in the downstream product market. But so is the procompetitive effect—the consumer benefits from the experience of uniform product pricing, quality, and service that can result from product pricing restrictions. However, the potential procompetitive effect of no-poach clauses may be more cognizable in the product market than in the labor market where the potential anticompetitive effect may be present. In the product market, consumers can benefit from greater incentive to provide the optimal level of training, which may lead to better customer services, higher quality products, and robust inter-brand competition. However, the no-poach clauses, by limiting a worker’s mobility, may negatively affect his or her ability to negotiate for higher wages. Hence, the per se proponents argue that the consumer welfare standard does not (or ought not) recognize any procompetitive effects from franchise no-poach agreements. 

II. Non-Compete Agreements Another form of a labor-market restraint with a vertical element that has drawn increased scrutiny from antitrust enforcers in recent years has been the non-compete agreement. This is a restrictive covenant between an employer and an employee that restricts the employee, upon leaving the employer, from taking a job at a competing firm or starting a competing business. These agreements usually stipulate a specific length of time and the industry and/or geographic scope for the non-compete restriction. According to a recent study, roughly 20% of labor participants in the United States were subject to non-compete agreements in 2014.17 While non-compete agreements are legally enforceable in most states, an increasing number of states are adopting or considering rules that will place strict limits on their temporal, industry, and geographical scope and restrict their use with low-wage workers. Although non-compete agreements have rarely been the subject of antitrust litigation, some scholars argue that they may be seen to violate antitrust law if they are used to enhance or exploit a firm’s market power.18 Two key antitrust issues are relevant for the analysis of non-compete agreements.19 The first is whether an agreement between employer and employee effectively restricts competition between horizontal competitors. The second is whether important procompetitive benefits can be derived from non-compete agreements.   

           

17   Evan Starr, J.J. Prescott, and Norman Bishara, Non-competes in the U.S. Labor Force 15 (Univ. of Mich. Law & Econ Research Paper No. 18-013, 2019), https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2625714. 18   Alan B. Krueger and Eric A. Posner, A Proposal for Protecting Low-Income Workers from Monopsony and Collusion 9 (2018), https://www.hamiltonproject.org/assets/files/protect-ing_low_income_workers_from_monopsony_collusion_krueger_posner_pp.pdf. 19   Non-compete agreements are enforced in most state courts. There is an ongoing debate between the worker’s freedom to contract against potential bargaining power imbalances and negative externalities. In this article, we focus on potential antitrust issues that may be associated with non-compete agreements.    
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 Do Non-Compete Agreements Effectively Restrict Horizontal Competition? The first issue requires an examination of the employee’s likely options for employment and/or business ventures after the employee’s departure. If in the absence of a non-compete agreement, the employee would have started a competing firm on her own, some might argue that the agreement could be viewed, in a sense, as a horizontal agreement among future competitors to limit the level of competition. In reality, however, not all non-compete agreements restrict employees’ ability to start their own firms upon departure, and in many industries, departing employees do not pose a likely threat as new firm entrants.  Alternatively, some might argue that a non-compete agreement could be viewed be as a vertical agreement between a supplier (the employee) and a downstream producer (the employer). Viewed this way, the non-compete agreement might be characterized as a kind of exclusive supply agreement that forecloses competitors from accessing talent. The frequent use of such agreements could discourage competitors from entering the market because of the concern that they may be unable to hire a sufficient amount of quality labor. The wide use of non-compete agreements may make it difficult for current or prospective rival firms to successfully compete against a more established, larger firm. Whether and the extent to which these agreements have such effects is an empirical question, and will depend on industry and occupation characteristics and the size of the relevant labor pool. To be sure, a non-compete agreement is different from many exclusive supply agreements. Consider the following typical Sherman Act Section 2 exclusive supply case. A 

large manufacturer of widgets, fearing the competition posed by a new entrant, requires that its supplier of rose petals (a necessary input into producing widgets) become an exclusive supplier. The supplier may be pressured into becoming an exclusive supplier, because if it does not agree, it may lose its most important customer. In this typical fact pattern, the exclusive supply agreement is contemporaneous to the restriction: the supplier is strong-armed into agreeing to supply rose petals to the incumbent, but not to the new entrant, and the impact on competition may be felt immediately.  A non-compete agreement, by contrast, is not a contemporaneous commitment to supply labor exclusively; it is sequential. In a non-compete agreement, the worker agrees to a future restraint. As long as the worker remains at Firm X, the agreement does not pose any restraint. It is only when the worker leaves Firm X that he or she will be unable to supply labor to Firm Y, but usually for a limited period of time.  The non-contemporaneous nature of the non-compete agreement, as well as limitations on the restrictions’ applicable length of time, will likely lead to different impacts on competition and foreclosure effects, if any. However, to the extent that non-compete agreements effectively deter employees from quitting, they may pose some level of contemporaneous restraint on the supply of labor.  Potential Procompetitive Effects of Non-Compete Agreements? The second issue—particularly relevant if non-compete agreements are to be viewed as vertical restraints—involves the assessment of potential procompetitive effects of such agreements. They have often been used by employers as a 
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means of protecting their own investments in employees’ human capital, and protecting their intangible assets, such as trade secrets. These investments may take the form of sharing confidential business information, providing access to customer lists, or training. In the absence of non-compete agreements, employers may be less likely to make such investments. That is, without contractual provisions restricting the free appropriation of such investments by the employee and competing firms upon that employee’s departure, the employer may have less incentive to train workers and to invest in developing the careers of its employees. In other words, non-compete agreements can optimize employers’ incentives to invest in their workers, which can lead to great labor demand and productivity, and in turn, higher wages.  However, skeptics argue that, in reality, the human capital investment and asset protection rationale for the enforceability of non-compete agreements are at best applicable to only a small portion of the workforce. First, to the extent that these agreements create additional incentives for investment in human capital and intangible assets, the benefits of these agreements may only be “marginal” to the incentives that already exist given the labor market frictions that “often prevent employees from switching jobs.”20 Second, some commentators point to the fact that employers provide general human capital training (i.e., training that would be valuable outside a specific firm) even in the absence of non-compete agreements.21 To the extent that workers are aware of non-compete clauses in their employment contracts prior to starting their jobs, they may be able to negotiate for better contractual terms in exchange for the restraint on their mobility. However, the ability to negotiate over non-compete 

agreements is dependent on knowledge of their existence and the relative bargaining power of workers and employers.  Ultimately, the balance of the potential procompetitive and anticompetitive effects of non-compete agreements will depend on the nature and scope of the agreement and the type of the worker and industry.  
III. Conclusion Amidst growing concerns about increased industry concentration, wage stagnation, and rising inequality, the spotlight on labor-market restraints and the debate over how to analyze them continues to grow. While recent litigation and statements from enforcement agencies make clear that no-poach agreements between horizontal competitors for labor that are not ancillary or reasonably necessary to legitimate collaboration are per se illegal, there is ongoing and evolving debate over the appropriate treatment of labor-market restraints with vertical elements. Key issues in the debate center on whether the prima facie vertical nature of no-poach clauses in franchise contracts and the non-compete agreements reflect the reality of the relationships that exist between the parties to the agreement. They also center on the strength of cognizable procompetitive effects that can result from these restraints, and whether those effects can be realized in the same market in which potential anticompetitive effects are alleged.  

20   Eric A. Posner, The Antitrust Challenge to Covenants Not to Compete in Employment Contracts 14 (2019), https://papers.ssrn.com/sol3/papers.cfm?abstract_id=3453433. 21   Id.   




