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Protecting a Client's Business

From Unfair Competition Using

Restrictive Covenants

Joseph R. Pozzuolo and Gary M. Perkiss

Here is an analysis of protecting perhaps the most important asset of business owners,
the business itself, from unfair competition.

0

ne way that a client's busi-

ness may require protection
is from acts of unfair compe-
tition by present or former
employees or independent

contractors (hereinafter collectively
referred to as "employees"). In today's
competitive economy, a substantial sum of
money is spent and a tremendous amount
of time, effort, and energy is expended to
make the business prosper. One of the
jobs of counsel is to help clients protect
their businesses from unfair competition .

These acts of unfair competition may
include :

•

	

Opening up a competitive business in
the geographic area in which you do
business ;

•

	

Enticing customers or prospective cus-
tomers of your business to become cus-
tomers of a competitive business ;

•

	

Enticing current employees of your
business to become employees of a com-
petitive business ; and

•

	

Taking confidential information and trade
secrets, including customer lists, manufac-
turing and technical processes, pricing
lists, product lists, and business plans .

One of the ways an employer can pro-
tect the business from these acts of unfair
competition is to enter into written agree-

ments with present and former employees
(a purchaser of a business can similarly
protect himself from the seller of a busi-
ness by including these same protections
in the business purchase agreement),
whereby they agree that they will :

1 . Not compete with your business or
open or be employed by a competitive
business within a specified geographic
area for a specified period of time ; and

2. Not use and return to you all confiden-
tial information and trade secrets of
your business .

These agreements are called restrictive
covenants .

This article will explain how a restric-
tive covenant can protect a business
owner's interests and the requirements for
an enforceable restrictive covenant.

Interests That Can Be Protected
by a Restrictive Covenant

Obviously, not every interest of a business
owner can be protected by a restrictive
covenant. A restrictive covenant will not
be enforced without a protectable interest .
A protectable interest must be narrowly
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RESTRICTIVE COVENANTS

drawn and be a legitimate business inter-
est of the employer. An employer cannot
prevent competition per se, but he can
protect his legitimate interests from unfair
competition. Some interests that have
been considered legitimate include the
following :

•

	

Long-term customer relationships ;
•

	

Goodwill ;
•

	

Special, unique, and extraordinary skills ;
•

	

Confidential information in general ;
•

	

Trade secrets; and
•

	

Customer lists and other confidential
customer information .

A legitimate and protectable interest
would not include preventing an employ-
ee from obtaining employment elsewhere .
For example, an automobile manufactur-
ing company cannot prevent one of its for-
mer assembly line workers from working
for a competitor even if the restriction was
limited to a one-month period of time in a
two-mile area. Because an assembly line
worker is not uniquely skilled and has no
access to trade secrets or other confiden-
tial information, the automobile manufac-
turer does not have a legitimate interest to
protect and the assembly line worker
should be free to work for whomever he or
she wishes .'

Similarly, most courts would not allow an
employer to restrict its employees from
competing in an industry that is highly com-
petitive, with numerous salespeople from
many companies selling to the same cus-
tomers, where no legitimate trade secrets
are involved, where customer lists and
prices are readily available, and where
unusual training is not needed to do the job.

Relationships With Long-Teen
Customers. An employer can protect rela-
tionships with established customers from
competition by employees through a
restrictive covenant with the employee .
However, in order for the restrictive
covenant to be enforceable against the
employee, the relationship between the
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employer and an established customer
must be of long-standing or near perma-
nent duration,'- and developed and main-
tained by the employer through substan-
tial expense, time, and effort .

Goodwill. Goodwill is an interest that
may be protected by restrictive
covenants.' Especially in a sales context, a
business' goodwill often becomes associat-
ed with the specific employee servicing
the customer. To protect the goodwill of a
business, an employer may restrict an
employee's right to compete for the busi-
ness' customers if the restrictive covenant
is properly limited in scope-that is, the
time, geographic area, and number of cus-
tomers to which it applies should be spe-
cific and narrow.4

In deciding whether to uphold a restric-
tive covenant that protects goodwill,
courts consider three important factors :

1 . The frequency of the employee's con-
tacts with the customer in question ;

2. The location of the contacts between
the employee and the customer ; and

3. The nature of the employee's duties
towards the customer .

If an employee's contacts with
customer(s) are infrequent and irregular,
there is usually little, if any, goodwill to
protect and courts are reluctant to uphold
a restrictive covenant that prevents the
employee from competing . Alternatively,
if the connection between the employee
and the customer(s) is strong (that is, like-
ly to establish goodwill), the restrictive
covenant to protect goodwill is more likely
to be upheld by the courts .

Courts are also more likely to uphold
restrictive covenants that protect goodwill
if the employee contacts customers out-
side of the office-for example, on deliv-
ery routes or in sales territories . In these
cases, although upholding the restrictive
covenant, courts tend to limit the restric-
tion on competition to the customers actu-
ally encountered by the employee outside



of the office, where goodwill would have
been generated by the visits of the
employee to the customer .

The nature of the employee's duties
towards the customer is often the most
important factor considered by the courts
in determining whether to uphold a
restrictive covenant protecting goodwill .
The more closely and skillfully the
employee worked with the customer, the
more likely goodwill would be generated
and the more likely the restrictive
covenant would be upheld .

However, some courts have disagreed
with this reasoning . For example, courts in
Florida have held that an employer does
not have a proprietary interest in its
employees' relationships with customers .'

Special, Unique, and Extraordinary
Skills . In some states, a postemployment
restrictive covenant is enforceable if the
employee's services are special, unique . or
extraordinary, even if no other protectable
business interest is involved .' The ser-
vices provided by the employee must ren-
der the employee irreplaceable or the loss
of the employee's services causes the
employer irreparable harm for the restric-
tive covenant to be enforceable .

As a general rule, an employee's ser-
vices will not be of the kind necessary to
uphold a restrictive covenant. There are
not many reported cases in which a court
has upheld a restrictive covenant on the
basis that the employee's services are spe-
cial, unique, or extraordinary.' Thus, the
services of most salespeople, agents, and
even skilled artisans are generally not con-
sidered special, unique, or extraordinary . 8
This is true even for key employees .

Confidential Information. An employer
has a valid and legitimate interest in pre-
venting an employee from disclosing con-
fidential information to others and from
using confidential information to compete
with the employer.' Most courts will
uphold agreements reasonably restricting
the use of confidential information .
Absent such restrictive agreements, most
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courts are reluctant to prevent former
employees from using or disclosing busi-
ness and customer information, even
though the employer believes such infor-
mation to be confidential .

In determining whether specific confi-
dential information is protectable, courts
look to the availability of the information
in the marketplace and the manner in
which the employer treats the informa-
tion. If the employer acts as if the infor-
mation is not confidential, most courts will
not deem the information worthy of pro-
tection.lO The same holds true if the
employer discloses the information to
third parties. If the employer makes an
effort to protect the confidentiality of the
information by restricting access to the
information, the courts will give more seri-
ous consideration to the employer's claim
of confidentiality. 11

In order to determine whether an
employer has properly maintained the
confidentiality of its information, the fol-
lowing checklist may be helpful .

El Has sensitive data been kept under
lock and key?

•

	

Was access to sensitive data limited to
those with a particular need for the
information?

O Was confidential information main-
tained in an area with a photocopying
machine?

•

	

Were documents with sensitive data
kept by people with their own desks? If
so, was it necessary? Were desks locked
and access limited only to those with
need to know?

C Were the number of copies of such doc-
uments kept to an absolute minimum?

71 Was the data marked plainly and obvi-
ously as "Secret," "Confidential," or
with some other appropriate term?

•

	

If confidential documents were given
to certain employees, were they serially
numbered, with a complete record kept
by a company official?
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Were the documents containing confi-
dential data ever left unattended on
desks, in lunch rooms, or in conference
rooms where personnel not authorized
to see such information could come in
contact with it'

•

	

Were visitors, guests and nonessential
personnel restricted from areas in
which secret processes or machines
were developed, operated, or displayed
in a way that could enlighten a knowl-
edgeable observer?

•

	

Were visitors and guests allowed to
visit factories or facilities where secret
processes or machines were in use or
operation?

•

	

With respect to doors and entryways
leading to areas where secret processes
were maintained or performed or where
machinery was operated, did the com-
pany make sure that they were kept
locked? Were keys issued only to those
employees who needed them?

•

	

If security and alarm systems were
required m effectively protect a secret
process, were they installed? Were
security guards used when necessay?

•

	

Were all document control systems,
such as those described above, periodi-
cally reviewed and revised?

The more important and confidential the
information is, the more stringent should
be the measures taken to protect it . Such
precautions should reflect the level of
importance of the information to be pro-
tected, both in terms of internal security
and also with respect to contractual
restrictions on those persons having
access to it .

Trade Secrets. More so than in any other
area, the rights of the employer directly
conflict with those of the employee in the
area of trade secrets . The employer should
have the right to enjoy and use secret pro-
cesses and devices that it has developed .
However, the employee should have the
right to earn a living using his/her own
skills, knowledge, and experience.Z
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In determining the enforceability of
restrictive covenants involving trade
secrets, the courts have tried to balance
the conflicting rights of the employer and
employee.' Most courts will enforce
agreements by former employees not to
disclose trade secrets to competitors or
otherwise use such information to com-
pete with the former employer if the item
or process being protected is a legitimate
trade secret .

A trade secret is a secret plan, device,
process, tool, mechanism, or component of
a unique nature . The Restatement (First)
of the Law of Torts states :

A trade secret may consist of any for-
mula, pattern, device, or compilation
of information which is used in one's
business, and which gives him an
opportunity to gain an advantage over
competitors who do not know or use
it. It may be a formula for a chemical
compound, a process of manufactur-
ing, treating or preserving materials, a
pattern for a machine or other device,
or a list of customers . . . .A trade secret
is a process or device for continuous
use in the operation of the business .
Generally it relates to the production
of goods, as for example, a machine or
formula for the production of an arti-
cle . . .the subject matter of a trade secret
must be secret. Matters of public knowl-
edge in an industry cannot be appro-
priated by one as his secret . Matters
which are completely disclosed by the goods
which are marketed cannot be his secret.
[Emphasis added] . 14

A restrictive covenant that protects trade
secrets should specifically identify the
trade secrets involved and should be
restricted to a specific geographical area.
However, an employer may not have to
identify the trade secrets in great detail .
For example, a Utah court has stated that if
a company told its employees that an entire
operation was secret, the employee could
not use information regarding any part of
that operation, even though the employer



had not specifically identified every single
piece of information that was secret . 1'

Whether an employer can prohibit its for-
mer employees from disclosing the employ-
er's trade secrets frequently depends on the
status of the former employee while
employed by the employer. For example, it
is harder to restrict the use of trade secrets
by a draftsman than by top level personnel
such as officers, directors, and those
involved in research and development.

Generally, if a third party learns a com-
pany's trade secrets, the third party will be
able to use them unless prevented by
patent or copyright . If, however, a third
party obtains the trade secrets from a for-
mer employee whom the third party
knows has disclosed such information in
breach of a restrictive covenant, the third
party will be liable .

Several factors that have influenced
courts to uphold restrictive covenants con-
cerning trade secrets include the following :

• The employees generally had access to
the trade secrets as a necessary part of
their work ;

•

	

The trade secrets had been developed
at considerable time and expense to the
employer; and

•

	

The trade secrets had actually been
kept secret .

Once an employer releases a trade secret
to the public, to a small number of people
engaged in a similar business, or pursuant
to an authorized written disclosure, the
employer can no longer restrict his
employees from using the trade secret .

Customer Lists and Other Confidential
Information . An employer's most valu-
able asset is its customers . Without cus-
tomers, a business cannot hope to suc-
ceed. A customer list is an invaluable tool
that allows an employer to maintain the
following information :

•

	

The identit of current and prospective
customers ;

RESTRICTIVE COVENANTS

•

	

The names of and relevant facts con-
cerning its customers' key personnel ;

•

	

Credit data:
•

	

Prior history; and
•

	

Other key information regarding cus-
tomers, such as their particular purchas-
ing requirements .

Information such as customer lists,
potential customer lists, customer require-
ments, and unique marketing skills and
practices are protectable employer inter-
ests that can be protected through the use
of restrictive covenants .

However, only customer lists that are the
result of market research and market analy-
sis by the employer and represent a substan-
tial monetary investment by the employer
are protectable . Courts routinely consider
the general availability of the information
contained in these lists from other sources
before enforcing restraints on their use .16

Through the use of a properly drafted
restrictive covenant, an employer can pre-
vent a former employee exposed to truly
confidential information regarding the
employer's customers from disclosing it to
a competitor or using it to compete with
the employer .

A former employee may be restricted
from soliciting or accepting business from
the employer's customers. However, there
may be a protectable interest only in cus-
tomers actually solicited by the employee
while employed by the employer .

A proprietary protectable interest in a
customer list may arise even if the cus-
tomer list is not confidential or secret . The
following objective criteria may be used to
determine whether a qualified protectable
interest in a customer list exists :

•

	

Number of years during which employer
has developed clientele ;

•

	

Amount of money invested by employer
in developing clientele ;

•

	

Degree of difficulty in acquiring cus-
tomers ;

•

	

Extent of contact between the customer
and the employee;
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•

	

Extent of the employer's knowledge of
the customers ;

•

	

Duration of customer's association with
the employer; and

•

	

Continuity of the relationship between
the employer and the customer . I i

In order for a customer list to be protect-
ed, it should consist of information not readi-
ly known in the industry An employee is not
required to ignore general information
acquired through experience and committed
to memory. However, if a customer list com-
bines general information with confidential
information, a covenant protecting the cus-
tomer list is more likely to be upheld .

For example, a list that simply contains
the names and addresses of potential cus-
tomers is not really confidential, because
this information can be obtained from
trade directories, telephone books, jour-
nals, or commercially marketed industrial
guides. When the identity of the cus-
tomers on service routes is not readily
available from trade journals or other
directories and due to the strong customer
relationships developed through such
routes, many courts are more inclined to
protect lists of route customers than other
customer lists . 18

If the customer list contains an in-
depth breakdown of a customer's needs,
history of purchases, special products, past
discounts and other detailed information
about a customer, it is more likely to be
protected by a restrictive covenant than a
customer list that contains only names,
addresses, and telephone numbers .

A list containing pricing information may
or may not be confidential. Information
regarding pricing history can allow a com-
petitor to bid or price products just below
those of the employer. However, because
customers will often inform competitors of
the prices they have been paying, pricing
information may not be truly confidential
and protectable . Classification of pricing
information as a trade secret may depend
on whether the information is sufficiently
secret to be protected .
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Courts have protected lists containing
confidential information regarding a com-
pany's sources of raw materials, because a
company could be seriously harmed if it is
unable to obtain necessary supplies . 19
Courts are more inclined to protect a cus-
tomer list that cost a company a substan-
tial amount of time or expense to acquire .
In determining whether a company
expended substantial time or funds in
preparing a customer list, courts might
consider the number of hours that went
into the preparation of the list, the people
involved and the type of work done (for
example, market research by a profession-
al consultant) .-' 0

Another important consideration is the
useful life of the information contained
on the list. To be protectable, the infor-
mation should be as current as necessary
to be useful .

Like all confidential information, a cus-
tomer list should be treated in a confidential
manner by the employer if the list is to be
protectable . Courts will consider whether
the employer secured the customer list by
keeping the list locked up when not in use
or restricting access to the list . -' 1

Because customer lists and customer
requirements relate to specific customers,
a covenant not to compete whose scope
goes beyond such customers is probably
too broad in that it goes beyond what is
necessary to protect the employer's legiti-
mate interests. Such a covenant will be
difficult to enforce as written .

Enforceability of the Restrictive
Covenant

To be enforceable, a restrictive
covenant must be :

•

	

Based on proper and sufficient consider-
ation;

•

	

Reasonably limited as to scope and
duration ;



• Necessary to protect a legitimate inter-
est of the employer; and

•

	

Not harmful to the public ."

The covenant must be definite and
contain these terms in clear, certain lan-
guage or it will be unenforceable .-3
Covenants not to compete have generally
been disfavored, and there appears to be a
trend to give them additional scrutiny . 24

To be enforceable, a restrictive
covenant must also be ancillary to some
other agreement. Because a contract can-
not restrain competition as its sole or pri-
mary purpose, an agreement containing a
restrictive covenant must have a purpose
other than restricting competition, such as
an employment contract or a contract for
the sale of a business .

Courts are often more lenient when
determining the enforceability of a restric-
tive covenant ancillary to a contract for the
sale of a business, rather than an employ-
ment contract. When an established busi-
ness and its goodwill have been sold, a
restrictive covenant against the former
owners of the business will almost always
be enforced .

Consideration . Consideration is crucial .
To be valid, a restrictive covenant must be
given in exchange for something, either
some benefit to the promisor or some
detriment to the promisee . For example,
if an employee signs a restrictive covenant
in return for being hired, the hiring itself
is the consideration given in exchange for
the employee's restrictive covenant . It has
held that the conversion of a probationary
employee to a permanent full-time
employee was adequate consideration for
a restrictive covenant .

If an employee can be terminated at
will, employment alone may not be suffi-
cient consideration for a restrictive
covenant. Courts have held that employ-
ment at will is illusory consideration that
will not support a restrictive covenant
because the employer can fire the
employee without notice at any time and
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for any reason, with or without cause .''
The same holds true for nominal consider-
ation, such as the payment of $1 .

Can continued employment be valid
consideration for a restrictive covenant :
Although courts in some jurisdictions-
such as Illinois, Kansas, and Indiana-
have held that an employer's continued
agreement to pay its employee can consti-
tute valid consideration for the employ-
ee's restrictive covenant, 26 especially if
the employee cannot be terminated at
will, man others, such as Pennsylvania,
maintain that continued employment can
never be the sole consideration given in
exchange for a restrictive covenant. 2
Because the employee has a prior right to
be employed, simply continuing his
employment does not give him anything
new. For there to be valid consideration
for the restrictive covenant, the employer
must give the employee something in
addition to continued employment, such
as more money, greater responsibility, or a
new position .

If the consideration for the restrictive
covenant is to be additional compensation,
it must in fact be new. An employer can-
not condition an employee's existing right
to receive a benefit on the signing of a
restrictive covenant by the employee .

Conversely, giving an employee an
ownership interest in a business was held
to be adequate consideration to support a
restrictive covenant." The court pointed
out that although the employee received
no immediate benefit, she changed her
status and gained the opportunity to share
in profits and benefits she had not been
entitled to as an employee .

When the restrictive covenant is ancil-
lary to a contract other than an employ-
ment contract, different problems of con-
sideration arise . If the contract is for the
sale of a business, the transaction itself is
consideration for the restrictive covenant .
Thus, a claim that there was no payment
for goodwill did not defeat a restrictive
covenant agreement among partners .29
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Limitations on Restrictions . To be
enforceable, a restrictive covenant must be
limited in time, place, and activities affect-
ed, so that it does not go beyond what is
necessary to protect the employer's legiti-
mate interest . The reasonableness of restric-
tions depends on the scope of the employ-
er's business and the nature of the job .

For example, if the restrictive covenant
attempts to prevent a former employee
from doing a job totally unrelated to the
protectable interest or to the employee's
prior responsibilities, it may not be
enforceable. If the covenant is intended to
protect a trade secret with a useful life of
five years, its time duration should be lim-
ited to five (5) years. If the interest being
protected by a restrictive covenant is the
employer's goodwill, the covenant should
be limited to the geographical area into
which the goodwill extends . If the interest
being protected is the employer's relation-
ship to specific customers, the restrictive
covenant should be limited to those cus-
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tomers, or perhaps only to the smaller
group of customers with whom the
employee actually had contact .

A recent Pennsylvania case has made it
harder for employers to enforce restrictive
covenants against former employees . In
Insulation Corp . of America i;. Brobston' 0
the Superior Court of Pennsylvania
refused to enforce a restrictive covenant
against a sales executive that had been
fired for poor performance . The court rea-
soned that by firing the employee for poor
performance, the employer deemed the
employee to be worthless. Because the
employee was worthless, the employer
had a diminished interest in protecting
itself and the restrictive covenant was not
enforceable. The court stated that the
"true" reason for an employee's firing
must be considered when deciding
whether to enforce a restrictive covenant .

Legitimate Interest of Employer . A
restrictive covenant must protect a legiti-
mate and protectable interest of the
employer. Such interests include long
term customer relationships, goodwill,
confidential information in general, trade
secrets, customer lists and other confiden-
tial customer information, and special,
unique, and extraordinary skills .

Not Harmful to the Public . Courts gener-
ally will not enforce a restrictive covenant
if it would harm the public to do S0.31 For
example, in an area with few physicians,
most courts would not prevent a doctor
from practicing medicine .32 In such a case,
the compelling need for the doctor's ser-
vices would outweigh the interest of the
employer. To do otherwise would jeopar-
dize the health of the community.

Legislation Governing
Restrictive Covenants

Many states have enacted legislation to
regulate the use of restrictive covenants,

EXHIBIT 1
State Statutes Regulating Restricted Covenants

State Statute

Alabama Ala . Code § 8-1-1 (1975)
California Cal . Bus . & Prof . Code §§ 16601-16602 (West

1964)
Colorado
Florida

Colo. Rev. Stat . § 8-2-113(2) (1973)
Fla . Stat. Ann . §§ 542.12, 542 .33 (West 1972 &
Supp. 1980)

Hawaii
Louisiana
Massachusetts

Michigan

Haw. Rev . Star . § 480-4 (1976)
La. Rev. Star. Ann . § 23.921 (West 1964)
Mass. Ann. Laws ch . 112 § 74D (Michie/Law. Co-
op. Supp. 1984)
Mich . Comp. Laws §§ 445 .761 (1976) (repealed
by Anti-Trust Reform Act, Mich . Star. Ann . §§
28.61-28.70 (Supp . 1986))

Montana
North Carolina
North Dakota
Oklahoma

Mont. Rev. Code Ann . § 28-2-703 (1986)
NC Gen. Stat. § 75-2 (1975)
ND Cent. Code § 9-08-66 (1975)
Okla. Stat . tit. 15 § 217-219 (1981)

Oregon Or. Rev. Stat . § 653 :295 (1979)
South Dakota SD Comp. Laws Ann . §§ 53-9-8-53-9-11 (1967)
Texas

Wisconsin

Tex. Bus. & Com. Code Ann . §§ 15 .03, 15.05
(Vernon Supp . 1989)
Wis. Stat . Ann . § 103-465 (West 1974) .



as provided in Exhibit 1 . Some of these
states (including California and Montana)
appear to void such covenants in all or cer-
tain circumstances ; other states (such as
Wisconsin) have codified a form of the
rule of reason in evaluating the enforce-
ability of restrictive covenants . Some
states (such as Michigan, Louisiana, and
Oklahoma) have created exceptions to
statutory prohibitions against restrictive
covenants .33 However, exceptions to
statutes are narrowly construed . Token
compliance with an exception is not con-
sidered sufficient to avoid the public poli-
cy in the statute and case law, 34

Conclusion

Employers can protect themselves from
competition from former employees of the
business. This protection can be achieved
through the use of carefully drafted
restrictive covenants in most states .

To be valid, the restrictive covenant
must be reasonably limited with respect to
duration and geographic area covered, must
be designed to protect a legitimate interest
of the employer, must be supported by
valid consideration and must not be harm-
ful to the public . Absent any of these fac-
tors, former employees may be free to prac-
tice their occupations at any time, in any
place and for any person they so choose .

Therefore, when hiring new employees
or altering the employment of existing
employees, a business owner should con-
sult with his or her attorney for proper legal
advice in order to obtain the maximum
protection against unfair competition . ∎

'Diamond Match Div. of Diamond Int'l Corp . v
Bernstein, 196 Neb . 452, 243 Nw2d 764 (1976) .
2 Packaging House, Inc . v. Hoffman, 114 Ill . App . 3d 284,
448 NE2d 947 (1983).
3 38 CJS Goodwill § 13 (1943) .
4 Silver v. Goldberger. 231 Md . 1, IMAM 155 (1963) .
'Love v. Miami Laundry Co ., 118 Fla . 137, 160 So . 32 (1934) .
"Purchasing Assocs ., Inc . v. Aveirz . 13 NY2d 267 . 196
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