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17, CONCLUSION

*8 This article concemns the Texas law that govems employment contract clauses which prohibit departing employees

of this recent history is quite simple: after 5 period of erratic stability, the Texas Supreme Court dramatically curtailed
the effectiveness of such agreements. Thereafter the les; 1 i

between the supreme court and the legislature. This conflict between the high court and the legistature is recapitulated
i i lower, i j

Itis possible that, prior to the Texas Legislature's recent involvement, the Supreme Couyrt drastically tightened up on
enforcing post employment covenants hotto compete becanse of ideological considerations. The politically liberal coury
of the mid-198¢ i

Perhaps the Supreme court conchyded that this irrationality was inerradicable. Perhaps this Osiensibly essentiaf failure
in the rule of Jaw tead to the court's critique. Perhaps the legislature is WIong and convenants not to compete should be
Scrapped. We do not think so, at least in a narrow band of situations, We suggest that the changing face of sales and
marketing positions may be one reason for the continued enforcement of these agreements, in the world of “high tech"
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sales.

Covenants not to compete are probably most pervasive in the area of sales. They can be found elsewh ere, but their use
is most common where there is a marketing aspect to the *10 employee's work (i.e., whenever the employee has
substantial comtact with the customer). Of course, customer contact occurs where personal services {such as barbering,

manage these complexities, much more is demanded of some salespeople than once was. [FN31 As more companies
employ sales forces consisting of high-skill, high tech, "market-savvy" consultants, sales is becoming "the most rapidly
evolving center of intelligence in any company.” [FN4] For many of today's corporations, a salesperson is no longer Just
a "shoe-shine and a smile,” but a technically competent carrier of the company' i i

Although the court's enforcement of these post employment covenants is unpredictable, and although the court still
seems to disfavor covenanis not to compete despite legislation favoring their enforcement, the court should, for
economically compelling reasons, enforce covenants not to compete against employees who are engaged in high tech
marketing, This is not a suggestion which has received much systematic attention. This essay points out both the
unpredictability of the covenants' enforcement and the tendency of courts to refuse to enforce covenants, at least against
employees in fields that do not involve technical expertise, knowledge, or training. The history of covenant not to
compete law, and economic wisdom, therefore *11 suggest that technical or specialized sales areas may be one area in

which to enforce these agreements,

L INTRODUCTION: THE LAW OF COVENANTS NOT TO COMPETE

Coniroversies over non-compete covenants resemble tort litigation, even though they are conceptually contractual. This
proposition is true for three reasons. First, the validity of covenants not to compete is judged--in part-- against substantive
standards of reasonableness, (Standards of reasonableness pervade tort law, of course, and most lawyers learn how to

fact inexplicitly introduces another reasonableness standard. [FNG I Third, covenant not to compete litigation frequently
occurs within a matrix of what are conceptually tort claims, such as conversion, trade secret misappropriation, trademark
infringement, unfair competition, tortious interference, civil conspiracy, wrongful discharge, intentional infliction of
mental distress, and others,

Like many tort cases, covenant not to compete cases are highly unpredictable. This claim is also true for three reasons.

First, covenant not to compete cases turn closely on their facts, so that it js very difficult to make categorical
pronouncements about probable outcomes. To some degree, this fact differentiates covenant not to compete cases from
ordinary coniract cases. One of the social functions of contract law is to make disputed outcomes more predictable,

Second, public policy is ambivalent about covenants not to compete; a number of factors militate in favor of thejr
enforcement, but a number of others press in the opposite direction. There can be no doubt that all of the below ten
factors--five on each side of the balance--are deeply Ingrained in American culture. Some of the public policies favorin z
the enforcement of covenants not to compete are these;

1. encouragement of commercial/industrial investments in the development of technology, the development of
sophisticated business methods, and the distribution of fraining;
2. encouragement of efficient business operation by fostering open, internal communications;

3. encouragement of loyalty as a social virtue, especially those involved in relationships which have resulted in income
production; [FN7]

*12 4. protection of commercial/industrial investment in customer refationships; and
5. freedom of contract.
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Some of the public policies favoring the avoidance of covenants not to compete are these:
1. traditional Anglo-Ametican common law skepticism about restraints of trade;
2. American societal, pseudo-constitutional preference favoring personal freedom;
3. encouragement of labor's economic mobility;
4. realism about freedom of contract where there is inequality of bargaining power and at least quasi-adhesionary
contracts; and
5. American cultural stated preference for the small over the large, the apparently weak over the ostensibly strong, and
the individual over the organization.

vicious, economically injurious, void, unenforceable, illegal, and perhaps unconstitutional. At this point, the judge said
to the senior author, "You don't want a hearing, do you?" Like the arro gant young fool that he was, he plunged forward
to his adjudicatory doom. The district Judge subsequently served on the Texas Supreme Court for a time when the Court
was extremely hostile to covenants not to compete,

It may be valuable to note that there is more than one way for a judge to avoid enforcing a covenant, Not only can a
Judge refuse to enforce the covenant, risking appeal, but the Judge can grant an unenforceable injunction, Under Rule
683 of the Texas Rules of Civil Procedure, *13 entitled "Form and Scope of Injunction or Restraining Order,” an
Injunction must be specific in its terms and must "describe in reasonable detail and not by reference to the complaint or
other document, the act or acts sought to be restrained.” [EN9] If the judge authors the injunctive order (rather than
allowing the attorney to submit the written order), and the order is sufficiently "mushy,” then the employer will de facto
fail to enjoin the former employee's action. Tn other words, if the injunctive order does not describe the acts to be
enjoined in reasonable detail, no court will issue a contempt order against the former employee; if there is no way to
punish the employee's disregard for the injunctive order, the order should be worthless, [EN1 0

There have been a large number of reported covenant not to compete cases in Texas over the years. Perhaps this is
precisely because of the contradictions present in American public policy, and therefore in the law, rendering covenants

an indeterminate start but lasted until 1987. [EN1 1] During this period of time, the classical Jaw of covenants not to
compete was formulated, refined, restated, debated, reformulated, twisted, and then kootted. Phase I lasted from 1987
to 1989, During this phase, the Supreme Court of Texas abolished DPost employment covenants not to compete for many
employees and severely limited the enforceability of virtually all such covenants. The third phase has four
subcomponents. Phase IT1 began in 1989, when the legislature passed a statute, in effect, overruling several of the novel
aspects ofthe Supreme Court case law of Phase [ and repudiating the strongly anti-covenant outlook of the Court. Phase

L. The Supreme Court did this without relying on the statute passed by the legislature in Phase IIL, although it was
cognizant of the existence of the *14 statute. The cases in Phase I1IB concerned covenants not to compete formed before
the passage of the statute regulating covenants not to compete. Thus, in Phase 1IB, the Supreme Court of Texas is
avoiding constitutional questions regarding retroactivity of the statute and regarding constitutionality of a statute which
impairs existing contracts, At the same time, during Phase IIIB the Court introduced new and novel restrictions on
enforceable covenants not to compete which were not contained in the 1989 statute,

In 1993 the legislature reacted again. It amended the 1989 statute, This was the beginning of what we will call Phase
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to announce to the court that covenants not to compete were enforceable, under most circumstances, and that the Court
was not to try to undermine their enforceability with novel tegal doctrines. [FN12] The legislature has made it quite clear
that covenants not to compete are to be considered by the Judiciary in the light of the statute. The legislature has virtually

The existence of distinct phases complicates legal understanding and practice considerably. One does not wish to try
to utilize as anthority a case which presupposes a public policy orientation not currently viable. Matters are complicated
even further by the fact that changes in judicial attitudes towards covenants not to compete are frequently not clearly
reflected in opinion prose. Indeed, a relatively stable and ostensibly invariant framework for analysis was established
during Phase 1. Phase II courts continued to pay lp service to it, but in reality overthrew it, at least for run-of-the-mill

Phase ITID will ostensibly continue the jurisprudence of Phase I and HIB, not as & common law, but as a common
law-oriented construction of the covenant not to tompete statutes passed in Phase 1A and Phase LIC. But this

considerations.

It is beyond the scope of this article to develop a set of hermeneutical principles for reading covenant not to compete
decisions. Indeed, such principles may be too finely nuanced to be susceptible to succinct formulation, Nevertheless, one
can develop a "feel" for those principles by surveying the historic development of the law of covenants not to compete

to undermine the legislature's statutory mandate to retumn to Phase | Jurisprudence. In order to advise clients accurately,
reliably, and safely, the business lawyer must have a "sense" of the interplay between historic periods and between the
legislature and the courts.

In what follows, this article develops the three phases of Texas covenant not to compete faw in some detail. Along the
way, we will have something to say about the use of injunctive relief in Covenant not to compete litigation. For obvious
reasons, this remedy is crucial to most cases. We will also have a little something to say about the relationship between
covenants not to compete and trade secrets. This is particularly important since that connection has been heightened by
Phase HI legislation and the Jjudicial response.

II. PHASES OF TEXAS NON-COMPETE LAW

a fair fraction of the law of Phase I, and adds some brand new twists--a]] while trying to create a "level playing field”
between empioyers and employees. The most important feature of Phase 11 is the interaction between the courts and the
iegislature.

A. Phase |
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Like all contracts, those containing post-employment covenants not to compete must be supported by consideration.
During Phase 1, however, the covenant notto compete itself did not require separate or additional consideration. [FN13]
A covenant not to compete executed at the beginning of employment was supported by the consideration of new
employment. [FN14] A covenant not to compefe executed after employment had begun was supported by the
consideration of continued employment. [FN15]

*16 Nevertheless, post employment covenants not to compete have always been regarded with some suspicion because
they endanger competition. FN16] The fundamenta] starting point for all covenant not to compete analysis in Texas is
Weatherford Oil Tool Co. v. Campbell [FN171:

An agreement on the part of an employee not to compete with his employer after termination of the employment is
In restraint of trade and will not be enforced in accordance with its terms unless the same are reasonable. Where the
public interest is not directly involved, the test usually stated for determining the validity of the covenant as written is
whether it imposes upon the employee any greater restraint than is reasonably necessary to protect the business and good
will of the employer.... The period of time during which the restraint is to last and the territory that is included are
important factors to be considered in determining the reasonableness of the agreement. [FN1 81

and its duration.

Although not expressly mentioned, another important factor to consider in judging the reasonableness ofa non-compete
agreement, is the range of activities prohibited by the covenant, Reasonable limitations on the activities prohibited was
only an implicit component of the reasonableness standard durin g Phase I, but it was important. So, there are really three
key factors for Judging the reasonableness of a covenant not to compete: the activities prohibited, the geographical area
in which they are prohibited, and the duration of the time during which they are prohibited. [FN20]

During Phase 1, the "rule of reason” for judging covenants not to compete was usually derived directly from
Weatherford Oil Tool. Nevertheless, this formulation wasnot absolutely canonical, as there were non-equivalent variants.
For example, the Leck case proceeded this way:

(1) whether the promise is broader than is necessary for the protection of the covenantee in some Je gitimate interests;

(2) the effect of the promise or agreement upon the covenantor; and

(3) the effect of the promise or agreement upon the public welfare or commeon good. [FN21]

the public interest? How should evidence on the public interest be offered?

It is also important to notice that Weatherford Oil Tool, categorizes covenants not fo compete as "in restraint of trade, "
and for that reason bars their enforcement unless they are reasonable. Many intermediate appellate courts regurgitated
the phrase "in restraint of trade." [EN22] No case ever analyzed the notion in-restraint-of-trade, and none ever directiy
refused to enforce covenant not to compete directly upon an evidenced and principled application of that concept. 18
Rather, the courts preferred to use narrower gauged concepts, ostensibly as a guide to what was and what was not in
restraint of trade.

Concepts such as in restraint of trade, legitimate interests, reasonableness as to duration, reasonableness as to
geography, reasonableness as to restriction on scope of activity, and other such concepts, involve economic analysis,
upon which appropriate opinion testimony would be helptul. Curiousty, during Phase I, there is little evidence that
counsel obtained professional economists to perform audits or economic studies and then provide appropriate testimony.
Economists tend to emphasize incremental differences and to speak in percentages; often these do not appear, at first
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thinking. (The term "economist” here should not be restricted to academics teachin g in economics departments or people
with Ph.D.’s in economics who are consultants. Various types of business analysts could be used, as long as they have
the necessary range of knowledge.).

1. Components of Reasonabieness

Although the reasonableness of post employinent covenants not to compete was a perfectly general matter, to which
all sorts of considerations might be probative, most discussions of reasonableness usually center around three subordinate
Tactors,

a. Space

The general standard of reasonableness, while theoretically flexible, has been articulated in terms of several more
specific reasonableness requirements. These relate to time, place, and manner of activity.

During Phase 1, reasonableness as to geography and duration turned closely on the facts of the individual case and the
character of the business of the employer. [FN23] Geographical restrictions *19 are usually formulated in terms of a
determinant number of miles, a determinant number of counties, or the sales territory of the former employee.
Occasionally, a covenant not to compete will forbid competition against customers of the employer, or customers of the
employer served by the department employee; this kind of restriction fiunctions in place of a geographical restriction. A
“customers only" covenant not to compete could be quite far-flung, geographically speaking. A departing salesman might
service only 25 national accounts, but they might be spread from sea-to-sea. Careless language in one Phase I supreme
court decision suggests that a covenant not to compete absolutely must contain a geographical restriction, [FN241 and
lawyers occasionally argue that this language forbids a "customers only" restriction of competition. While this argument
receives a semblance of authority from the Frankiewicz case, it lacks real authority, because it exalts the particular
reasonableness requirement (geography) over the general requirement that the covenant be nio stronger than necessary
to protect the employer, and because it fails to recognize that a customers only restriction is wealker than a geographical
restriction. [FN25]

Geographical restrictions equal to territorial assignment of the employee were repeatedly enforced. [FN26] One case
came close to saying that non-competition agreements covering the geographical territory of the salesman would be
enforced as a matter of law. [FN27] Another case concluded that an injunction covering a four state and 21-county area
was not unreasonable given *20 the fact that the employee was responsible for that area. [FN28 | It is not even necessary
that the employer do business in the entire territory. [FN29] This view does not always make sense. [FN30

b. Time

The reasonableness of the duration of the contractual prohibition against competition was to be judged, during Phase
I, against that amount of time necessary for the employer to preserve his business. Courts sometimes upheld five year
prohibitions. [FN31[ Cases upholding temporal prohibitions of three years were more common. FN32] The approval
of two year prohibitions as reasonable was not unusual. [FN331 At the same time, similar covenants for the same blocks
of time were held unenforceable because unreasonable. [FN34] As stated earlier, the reasonableness of the length of a
prohibition turns closely upon the facts of the case.

A one-year covenant, which was otherwise reasonable, would most likely be upheld. [FN35] There is a problem
pertaining io one-year covenants, Covenants not to compete, generally *21 speaking, commence when employment
terminates. A covenant as short as one year would probably expire before a final trial on the merits could be held, This
means that permanent injunctions will probably not be itigated in relation to one-year covenants. [FN36]

¢. Activities

The range of activity prohibited had to be reasonable. One of the components influencing the reasonableness of a
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contractual prohibition was what the departing employee did for his former employer. The more contacts he had with
customers, the more likely it was that some prohibition would be reasonable. The more the customers relied upon him,
trusted his judgment, made inquiries of him, or saw him as their vendor—as opposed to seeing him as an employee of their
vendor--the more appropriate a covenant was. Covenants forbidding competition by in-house, low-level functionaries
having little if any meaningfil customer contact are not likely to be judged reasonable. [FN37] It is unlikely that a sales
person or policy-level executive could be prohibited from becoming a technical representative of a competing enterprise,
from assuming engineering duties, or from any other purely internal, low-level function.

2. Reasonableness: Burden of Proof

In Phase I there was a split of authority as to who had the burden of proof on the issue of reasonableness. A number
of courts altocated that burden to the party denying reasonableness. [FN38] The doctrine espoused in Mosimann is
particularly forceful in its formulation. "[U]nless an employment contract restricting competition is unreasonable on its
face as a matter of law, the contract will not be presumed to be illegal, and the burden to plead and prove facts making
it unlawfu] rests on the party secking to avoid liability under it." [FN397 There is equal and opposiie authority to the
contrary, however, holding that the burden of proof as to the reasonableness of the covenant not to compete rests with
the employer who would enforce it. [FN4(

*22 3. Reasonableness: Who Decides

During Phase I, the reasonableness of a covenant not to compete was a matter for the court to decide—not a matter for
the jury. It has been said: "Whether a given contract is reasonable as to time and area are not questions of fact, but are
questions of construction under the evidence, and therefore questions of law for determination by the court." [FN41]
During Phase 1, this was uniformly the rule, and there does not appear to be contrary authority.

4. Remedies

Damages are an appropriate remedy in any contract case and a breach of a covenant not to compete is a breach of
contract, [FN42] Damages for a breach of a covenant not to compete are:
measured by the net profits which the non-breaching party was deprived by the breach. The "net lost profit" rule of
damages requires that the injured party establish: (1) a loss of net profits; (2) that the amount of damages can be
ascertained at a reasonable certainty; [and] (3) that the breach was the proximate cause of the lost profits. [FIN43

Of course, lost profits can seldom be established with mathematical certainty. [FN44] Nevertheless, damages may be
awarded within arange of sound discretion. [FN45) The measure of damages did not change in Phase 11, and it is unlikely
to change.

During Phase 1, a former employer/plaintiff could recover damages for the breach of a covenant not to compete only
if the covenant was reasonable as written, If the covenant was unreasonable for any reason, damages could not be had.

[FN46]

Things were different for the remedy of injunction. When the former employer/plaintiff sought an injunction, a court
could issue an injunction up to the extent that the covenant was reasonable, but no more. [FN47] The courts could not
always be counted on, however, to enforce a *23 reasonable covenant even to the extent that it might be reasonable. If
a court found a covenant facially unreasonable, it could decline to enforce it at all. FIN48] In Blake's classic and
extraordinarily influential article, he argues that this approach makes sense, in arder to encourage employers to draft
reasonable covenants in the first place. Blake conjectures that some employers might be tempted to draft overbroad and
burdensome covenants as an in terrorem device fo discourage competition, counting on the courts to enforce their
outrageous covenants to the extent reasonable. [FN49] He suggests that courts should refise to enforce by injunction
covenants that are blatantly overbroad and enforce covenants which manifest an attempt to be reasonable. [FN50]

5. Summary
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In summary, there were six main themes of Phase 1. First, post employment covenants not to compete were viewed with
some suspicion; second, they were nevertheless enforceable if they were reasonably related to the protection of the
legitimate interests of the covenantee, Third, the main specific factors affecting the rule of reason were the activities
prohibited, the time of the prohibition, the area of the prohibition, the competitiveness of the industry, the prior
relationships between the covenantor and covenantee's customers, and the subsequent relationships between the
covenantor and the covenantee’s customers. Fourth, subsidiary particular considerations bearing on the rule of reason
were the presence of genuine trade secrets and sometimes, the amount and complexity of specialized training information
transferred by the covenantee to the covenantor. [FN51] Fifth, damages were available only if the covenant was
reasonable as written, but, sixth, an injunction might be available to enforce an unreasonable covenant to the extent that
it was reasonable.

B. Phase I1: 1987-89

Phase I lasted two years. During this time, the Supreme Court of Texas handed down four opinions and reached at least
the appearance of a consensus on covenant not to compete jurisprudence. The court heightened the requirements that
need be met for enforcement of a covenant not to compete, strongly suggesting that covenants generally should not be
enforced. There was substantia! disagreement, however, between the supreme court and the intermediate courts of
appeals.

*24 1. Hill v. Mobile Auto Trim

Phase II opened with Hill v. Mobile Auto Trim, Inc., {FN52] a 5-1-3 decision. The dispute involved the car trim
business and arose out ol the breach ofa non-compete covenant contained in a franchise agreement. The franchisee drove
an equipped van to car dealerships and made car trim repairs. The covenant Jasted for three years and covered seven
counties in and around metropolitan Dallas/Ft. Worth, although Hill's actual sales territory encompassed only two of
these counties.

Hill initially paid $42,000 for his franchise and paid an additional five percent of his gross revenues to the franchiser.
Hill failed to pay the franchise fees for several months, and Mobile Auto Trim responded by picking up his van and
terminating the franchise agreement.

Hill came before the supreme court in a somewhat unusual manner. The trial court granted a temporary injunction,
Mobile Auto Trim appealed. [FN33] The majortity ofthe court of appeals affirmed, almost sunumarily, that: "the evidence
supports a probable right of recovery and that no clear abuse of discretion is shown in granting the injunction o preserve
the status quo pending final trial and decisjon on the merits." [FN54] Even more significantly, the majority tried to
discourage appeals of temporary injunctions by remarking that:

our Supreme Court and this court have repeatedly advised, 'the most expeditious way of obviating the hardship of an
unfavorable preliminary order is to try the case on the merits and thus secure a hearing in which both facts and law may
be fully developed,; in this way, both trial and appellate courts may render judgment finally disposing of the confroversy.'

[FN35]

Normally, of course, the supreme coutt does not have Jurisdiction to review temporary injunctions. However, Justice
Charles Ben Howell dissented from the opinion of the majority in the cases before the Dallas Court of Appeals, thereby
giving the supreme court jurisdiction. [FN56]

a. Majority Opinion

Justice Kilgarlin wrote for the bare majority. He ostensibly structured his opinion in accordance with Weatherford Oil
Tool. [FNS7] According to Justice Kilgarlin "a covenant not to compete i3 in restraint of trade and its terms are
enforceable only if, and to the exient that, they *25 are, in other respects, also reasonable.” [FN58] The reasonableness
of a contract is a question of law for the court, and the measure of reasonableness involves a minimum of balancing
between that which is required for the protection of the covenantee and the undue hardship the covenant works upon the
covenantor.
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Justice Kilgarlin breaks the general reasonableness condition down into four criteria which a covenant must meet in
order to be reasonable. His language has been quoted frequently, and--at least during Phase H--it became the canonical
formulation of the reasonableness standard:

First, the covenant must be necessary for the protection of the promisee. That is to say, the promisee must have a
legitimate interest in protecting business goodwill or trade secrets. Second, the covenant must not be oppressive to the
promisor, as cowts are hesitant to validate employee covenants when the employee has nothing but his labor to sell. In
this respect, the limitations as io time, territory, and activity in the covenant not to compete must be reasonable. Third,
the covenant must not be injurious to the public, since courts are reluctant to enforce covenants which prevent
competition and deprive the community of needed goods. Finally and fourth, as with any contract, the non-competitive
agreement should be enforced only if the promisee gives consideration for something of value. This doctrine promotes
economic efficiency. [FN59] '

Facially, these criteria (the "Kilgarlin Criteria") do not vary substantially from the principles of reasonableness
developed during Phase 1. Rhetorically, Hill suggests that the standards of Phase I are being restructured, so that
covenants must meet much higher standards if they are to be adjudged reasonable.

During Phase I, the variety of legitimate inferests was indeterminate and unspecified. According to Hill, in contrast,
there are only two things in which a covenantee might have a legitimate, protectible interest: business goodwill or trade
secrets. This specification sharply limits the range of legitimate interests a covenantee might have, and it makes
conceptual trade secrets integral to covenant not to compete analysis, something which was never quite true in Phase L
(Of course, during Phase 1, if there were legitimate trade secrets present, it was easier to enforce a covenant not to
compete.) During Phase T, it would have been required that the covenantee have a legitimate interest to protect, but the
on-going goodwill of his business would have been only one such legitimate interest. According to Hill, there must be
a legitimate interest in the goodwill. This suggests that the existence of goodwill is not itself sufficient to meet Hill's first
test of reasonableness.

The second Kilgarlin Criterion also superficially resembles Phase I principles, but tightens them at the same time.
During Phase I, covenants were not enforceable if they were oppressive to the promisor and courts were always hegitant
to enforce them. But there was little doctrinal foundation for saying that covenants not to compete should be subject to
Judicial hesitancy if the covenantor had only his labor to sell. During Phase I, if the covenant were *26 appropriately
narrow, the covenantor could always sell his labor in another field of endeavor or in another geographical area.

The third Kilgarlin Criterion required that the public interest not be harmed. In Phase I, the concept of the public's
interest was left vague, so that anything germane could be litigated. Naturally, most of the issues which in fact came up
were economic issues pertaining to depriving the public of goods or incrementally diminishing competition, thereby
increasing prices. Justice Kilgarlin explicated the concept of the public interest and did so in solely economic terms. This
explanation of the concept of the public interest is theoretically orthodox from the point of view of Phase I, but it is more
limited than the way Phase I courts thought about the public interest.

There was probably general agreement during Phase I that the appropriateness of enforcing a covenant not to compete
was directly proportional to the degree of competition present in the indusiry. [FN60] Nevertheless, there was also
general agreement in Phase I that the interests of the public were seldom directly implicated in covenant not to compete
litigation. By reaffirming the role of the public interest in judging reasonableness, and by explicating the public interest
in economic terms, Justice Kilgarlin suggested that all covenants not to compete should be serutinized strictly from the
point of view of public interest.

"The fourth Kilgarlin Criterion for reasonableness is that there be an exchange of valuable consideration. This test is a
subtle, but very substantial, departure from Phase I. During Phase I, the presence of consideration was never part of the
measure of reasonableness. It was simply a requirement upon the validity of the employment contract. Nor was there ever
any requirement in Phase 1 that there be special, additional consideration precisely for the covenant not to compete.

Justice Kilgarlin also invalidated the contract because he found that Mobile Auto Trim had no protectible business
interest. He acknowledged that the contract alleged and that the record indicated that the purpose of the covenant was
to protect the goodwill of Mobile Auto Trim. Justice Kilgarlin observed, however, that;

there exists not only business goodwill, but also franchisee goodwill. When people leave their business to work for
another or to open a firm of their own, many are capable of taking with them a sizable number of clients whom they had

Copr. © West 2003 No Claim to Orig. U.S. Govt. Works



Page 12

served at their previous place of employment. If they were not in possession of some type of personal magnetism or
personal goodwill, they would be incapable of retaining those clients or customers. Shrewd employers and franchisers
know this and seek to deprive the employee/franchisee of the fruits of his goodwill by requiring that he enter into an
agreement containing a restrictive covenant. The covenant is generally unfair to the employee/franchisee, for when that
person is placed in the position of being unable to compete with a former employer/franchiser, his personal goodwill is
effectively neutralized. [FNG1]

*27 This holding is truly remarkable in its extraordinary sweep. Justice Kilgarlin states that post-employment agreements
not to compete are "generally unfair." This was certainly never the law of Texas in Phase 1.

Apparently because of this perceived unfairness, Justice Kilgarlin dramatically raises the standard for the burden of
proofin covenant not to compete cases. He states as follows: "We recognize that a man's talents are his own. Absent clear
and convincing proofto the contrary, there must be a presumption that he has not bargained away the future use of those
talents.” [FN62] This passage implies a number of propositions. First, an employee's property interest in his customer
know-how is alienable in theory. Second, it is highly unlikely that a person would alienate his talents for a period of time
after terminating his employment. Third, because of this unlikelihood, the existence--and the reasonableness--of the
conveyance of those talents after employment has concluded must be proved by the party alleging it, i.c., the former
employer, (thus, Hill places the burden of proving reasonableness on the employer.) And fourth, the existence and
reasonableness of such a bargain must be proved by evidence which is clear and convincing. The clear and convincing
standard for the risk of non-persuasion is, of course, substantially higher than the normal standard for the risk of
non-persuasion in several cases, to wit: by preponderance of the evidence. [FN63 I

Finally, Justice Kilgarlin introduces into Texas covenant not to compete jurisprudence a novel concept of a
revolutionary rule. The concept is that of a common calling. The rule is that no covenant not o compete is enforceable
if the occupation of the person governed by the covenant is a common calling. After observing that an individual who
is skilled in auto trim repair is engaged in a common calling, he wrote as follows:

The longevity of the reasonableness approach has been its flexibility. 'The changing in conditions of Tife modify from
time to time the reasons for determining whether the public interest requires that a restrictive stipulation shall be deemed
void as against public policy.' In 1982, the Utah Supreme Court refused to enforce a hearing aid distributor's
non-competition agreement against a former salesman, setting forth the standard which we adopt today: '[c]lovenants not
to compete which are primarily designed to limit competition or restrain the right to engage in a common calling are not
enforceable.' [FN64]

*#28 This holding too is remarkable for its sweep and novelty. The concept of a common calling was unknown in Texas
employment jurisprudence. [FN63]

b. Dissenting Opinion

Justice Gonzalez filed a dissenting opinion in which both Chief Justice Hill and Justice Campbell joined. Justice
Gonzalez rejected the Common Calling Rule and concisely articulated a distinct and hard-hitting summary of the law
of Phase 1. He also objected io creating covenant not to compete law for post employment covenants not to compete in
a case arising out of a franchise agreement in which the franchisee paid considerable up-front money.

Another theme Justice Gonzalez addressed in his dissenting opinion was procedural. Texas Rule of Civil Procedure
683 requires that a trial date be included in temporary injunctions. The trial court's temporary injunction in Hill did not
do that. Justice Gonzalez observed that the supreme court had held that the requirement of Rule 683 was mandatory,
thereiore the supreme court should review on that ground.

In his concurring opinion, Justice Robertson whole-heartily endorsed the view of Justice Gonzalez, but he argued that
the Court should not have written on the merits. He himself refrained entirely from addressing the merits and indicated
that his procedural view should not be taken as indicating agreement with either the majority or the dissent. Subsequently,
in other cases, Justice Robertson joined the Phase I majority.

c. Observation
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This opinion is susceptible to criticism on a number of levels. First, Justice Kilgarlin's argument against franchiser
goodwill involves a howling logical fallacy. He concludes that Mobile Auto Trim has no legitimate business interest on
the grounds that someone else owns some kind of goodwilt, His conclusion simply does not follow from his premise.
The conclusion would follow only from the premise that Mobile Auto Trim had no protectible goodwill. The mere fact
that Hill also has protectible interest in some kind of goodwill does not entail--or even probablistically imply--that
Mobile Auto Trim has no protectible business interest.

Second, the very same passage is remarkable in that it develops the generative, but extraordinarily vague, concept of
employee goodwill. Apparently, employees have a property interest in their personal magnetism and customer know-how.
According to Justice Kilgarlin, it is this property interest which is treated unfairly by most covenants not to compete.

Third, Justice Kilgarlin's theory of franchisee/employee good will is marked by a very crude and discredited labor
theory of value. The mere fact that somebody labors over something does not imply that they have a property interest
in it,

*29 Fourth, the importation of the clear and convineing standard for the risk of non-persuasion from criminal,
constitutional, and fraud contexts into garden-variety commercial disputes was an extremely bad idea.

Fifth, Justice Kilgarlin's attempt to lay down the Common Calling Rule as a bright-line rule for determining the
unenforceability of some covenants is not a very good idea in an area of the faw where traditions of rule flexibility, value
balancing, and fact intensive judicial scrutiny seem to have worked well. [FN66]

Sixth, the concept of a common calling is without clear roots in the law of non-competition, it is itself ambiguous. This
linguistic embarrassment arises out of the term "common” which has at least three applicable meanings. First, the term
"common" means lowly. If this is the meaning Justice Kilgarlin intended, then a common calling will be a lowly
occupation. Second, the word "common” means broad or wide. IT Justice Kilgarlin intended this second sense of
“common," then a common calling will be one in which a large number of people are engaged. Third, the term "common”
can mean that which is shared by a number of things. In this third sense of "common", a commeon calling might be one
in which the skills one needs for it (if any) are shared by a number of different occupations. If Justice Kilgarlin intends
this third sense of the term "common", then he would intend occupations for which there is no differential training. The
trouble is that each of these definitions comports with some of what is said in Hill (and--indeed—in later cases), but each
sense of the term has different implications.

The best thing that can be said about the majority opinion in Hill is the serviceability of the letter of the Kilgarlin
Criteria. They would have rendered an unpredictable area of the law highly predictable.

2. Bergman v. Norris of Houston

The second case to reach the Supreme Court of Texas during Phase II was Bergman v. Norris of Houston. [FN67
Norris of Houston is a chain of hair styling salons with six locations in Houston and 65 employees. The manager at each
of the locations does the hiring, firing, and operates the particular salons. Before the defendants worked at one of Norris'
six establishments, three of the four defendants were hair stylists only, whereas the fourth was a hair stylist and the
manager of the unit. Three of the four stylists had worked elsewhere before coming to Nortis, and most of the customers
have come to Norris with these stylists. There was little new walk-in-business and there was no advertising to obtain new
customers. Stylists obtained new customers through referrals and personal solicitations.

The four stylists left Norris because of a dispute over a benefits program. Apparently, after their resignations they sent
notices to over 1300 of their customers. When they left, they also took the manicurist, so that there was no one left in
the Norris store. Approximately two weeks after their resignation, the four stylists went to work in a competing hair salon
located three miles from the Norris branch where they had all worked.

*30 Bergman came before the supreme court on an appeal from a permanent injunction entered upon a jury verdict.
The trial court enjoined all four former employees of Norris from competing against their ex-employer for three years
within a 15-mile radius of the Norris establishment at which they worked. The court of appeals affirmed in an
unpublished opinion. [FN68]
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4. Majority Opinion

Justice Kilgartin held that barbering is a common calling, whether it is called barbering or hair styling. In applying the
common calling rule, he refused to distinguish between the departing hair stylists. Because each of the beauticians was
involved in a common calling and because there was no "imparting of specialized knowledge or information,” he held
that each of the covenants not to compete was completely unenforceable. [FN69] The managerial status of one of the
defendants made no difference whatsoever. Justice Kilgarlin did all this in a single paragraph.

b. Dissenting Opinion

Justice Gonzalez divided the case into two separate situations: the first involved the covenants notto compete governing
the non-managerial hair dressers, the second involved the stylist who was also a manager. He concurred with the majority
view relating to the three non-managers, but dissented from the part of the opinion relating to the manager. He pointed
out that she had not worked at other hair styling salons before coming to Norris and that she was "the manager of the
salon with authority to hire and fire". [FN70] Justice Gonzalez thought it significant that she "attended monthly meetings
in which the managers collectively formulated business policy...." [EN71] Under these circumstances, Justice Gonzalez
thought that Norris had a legitimate business interest which should be protected by injunction. Chief Justice Hill agreed.

¢. Observation

Bergman made it clear that the Common Calling Rule of Hill was a blunt mstrument, to be freely wielded. It is not clear
why Justice Campbell, who dissented in Hill, joined the majority. Nor s it clear why Justice Gonzalez did not refer to
his dissenting opinion in Hill. Nevertheless, it seems fair to observe that the Commeon Calling Rule gained ascendancy
on the Supreme Court of Texas when it decided Bergman,

3. Martin v. Credit Protection (Martin-#1)

Another case that the Supreme Court of Texas decided in Phase I was Martin v. Credit Protection Ass'n. [FN72
Justice Culver delivered a unanimous opinion for the Court in 1988, and the case was published in the Texas Supreme
Court Jowrnal. Justice Culver's opinion was not *31 published in the Southwestern Reporter, however. A motion for
rehearing was filed, and it remained pending for nearly two years. In September, 1990, Justice Culver's opinion of July
13, 1988, was withdrawn, and a new opinion written by Justice Hightower was substituted, and published in the National
Reporter System. For convenience, we will refer to the initial opinion of Justice Culver as Martin- #1, and the opinion
of Justice Hightower as Martin-#2. Martin-#1 is Phase 11, whereas Martin-#2 is part of Phase [11B.

Credit Protection was a collection service for cable systems, and Martin worked as its director of marketing from 1980
through 1983, when he became vice president. In 1983, Martin executed an employment agreement containing a covenant
not o compete. Martin quit Credit Protection in 1985 and started his own collection service; he solicited the cusiomers
of Credit Protection. The trial court enjoined Martin from contacting, soliciting, or selling to former customers of Credit
Protection with whom he had dealt for a period of three years.

Martin-#1 involved the appeal from a final injunction rendered by the trial court, without a jury, enjoining Martin from
selling cable systems, soliciting, or contacting the customers of Credit Protection with which Martin had worked. The
permanent injunction was to last for three years. The court of appeals held that an employer has a "sufficient interest"
in retaining customers to support a covenant not to compete. [FN73

a. Opinion of the Court
Justice Culver repeated the four-fold test of reasonableness which Justice Kilgarlin laid down in Hill. She went on to

say that the court in Hill held that: "[T]here are only two instances when covenants not to compete will be upheld: (1)
covenants mcident to the sale of a business; and (2) post- employment covenants to prevent utilizing special training or
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knowledge." [EFN74] It was this rule--and not the Kilgarlin Criteria--which Justice Culver actually applied.

The trial court had found that Credit Protection had no trade secrets, but it also found that Credit Protection had a
sufficiently important interest in its customer information to justify reasonable restrictions. The supreme court ruled
otherwise, stating: ""Customer information' is neither special training nor knowledge. Martin was and is a salesman, a
‘common calling’ occupation. We will not restrain the right of any individual to engage in a common calling." [FN73]
Thus, Justice Culver established with a vengeance the Common Calling Rule first suggested in Hill. Not only was it a
bright-line rule for invalidating covenants not to compete, but certain broad occupations were--as a matter of
law-~common callings. According to Martin, all salesmen are engaged in a common calling.

*32 b. Observaiion

This notion is absurdly simple-minded. Sales personnel who are also Ph.D. engineers selling rocket gnidance systems,
computer hardware, sophisticated software, or submarines, can hardly be said to be involved in a common calling,
whatever that phrase means. Moreover, the claim that no customer information could possibly constitute specialized
knowledge represents profound ignorance of the realities of sales enterprises. Sometimes Jjust knowing who the buyers
are is arcane knowledge; knowledge of personal facts about these buyers (which is certainly not information which is
readily available) is helpful in making sales; and a large amount of relatively ordinary knowledge can, in the aggregate,
constitute specialized knowiedge. We submit that it is this kind of knowledge and technical training with information
systems which should become at least part of the actual foundation for future enforcement of covenants not to compete.

4. DeSantis v. Wackenhut Corporation {DeSantis-#1)

The final supreme court case of Phase I was the first version of DeSantis v. Wackenhut Corp. [EN76] As with Martin,
there are two versions of DeSantis. Chief Justice Phillips wrote the first opinion for a unanimous court. The opinion of
Chief Justice Phillips, which was published only in the Texas Supreme Court Journal, should be called DeSantis-#1. On
June 6, 1990, the court withdrew the opinion of Chief Justice Phillips, and Justice Hecht wrote a new opinion for the
seven-justice majority. His opinion shall be called DeSantis-#2, and it commences Phase TIIB. {Two justices dissented
in DeSantis-#2.)

Wackenhut supplied security guards to various businesses. DeSantis joined Wackenhut as an area manager in Houston
in 1981, after already having had a substantial employment history in the security business. DeSantis remained with
Wackenhut in Houston until 1984, when he resigned under a threat of termination. DeSantis then invested in a company
that marketed security electronics and formed a new company that provided security consulting services and security
guards to a limited clientele. DeSantis sent out letters announcing his new ventures to as many as 30 companies, half of
which were Wackenhut clients. To the Wackenhut clients, DeSantis addressed postscripts in which he disclaimed any
intent to interfere with their existing contracts with Wackenhut. Some Wackenhut customers nevertheless became
customers of DeSantis' new ventures, and Wackenhut sued both DeSantis and his new venture.

Following a jury trial, the trial court enjoined DeSantis from competing with Wackerthut for two years in 13 counties
around Houston, and from disclosing customer lists or divulging confidential information. {The original contract
prohibited DeSantis from competing in a 40-county area, including those surrounding Harris county.) The court also
issued a similar permanent injunction against DeSantis' new venture, and epjoined it from employing DeSantis for two
years. The trial court granted summary judgment to Wackenhut on DeSantis' claim for wrongful mjunction and for
alleged violations of state antitrust law. The court of appeals affirmed, applying Florida law. [EN77

*33 a. Majority Opinion
The Texas Supreme Court's majority opinion took up three distinct matters. It considered the enforeeability of each

clause of the contract allocating Florida law; it considered the substantive law of Texas conceming covenants not to
compete; and it considered the interface between Texas covenant not to compete law and Texas antitrust law.
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i. Choice of Law: Texas Policy on Covenants Not to Compete

DeSantis' contract with Wackenhut chose Florida law to govern issues of interpretation or enforcement. The court held
that an express contractual choice of law provision is unenforceable when law of the chosen state is contrary to a
fundamental policy of the forum state. [FN78] Accordingly, the court adopted § 187 of the Restatement (Second) of
Conflict of Laws. Under § 187, a policy is fundamental if it is substantial. Chief Justice Phillips accordingly held that
Judicially-developed legal principles governing covenants not to compete are substantial and therefore fundamental.

He noted that the laws of Florida and Texas with respect to covenants not to compete are "substantially dissimilar” since
"Texas law places multiple restrictions on the enforceability of covenants not to compete". [FN79] Chief Justice Phillips
specifically cited the Common Calling Rule as one difference and implied that the Kilgarlin Criteria differed from Florida
law. He also implied that Texas law governing temporary injunctions is different from the law of Florida. On this basis,
Chief Justice Phillips held that the choice of law clause in the Wackenhut-DeSantis contract was not enforceable and that
Texas law would apply.

The court found that DeSantis was not engaged in & common calling, and, that it therefore had to assess the
reasonableness of the contract. The Chief Justice articulated further policies Justifying a stringent position in opposition
fo covenants not to compete: |

The freedom to move from one job to another, ofien in pursuit of increased opportunity, benefits both the state and
the individual. Moreover, the nature of the employment market often places the prospective employee in a weak
bargaining position with respect to his employer when seeking employment. [FN§0

Thus, the social policy favoring the economic mobility of labor, and the differential in bargaining power between
employers and employees, combine to make agreements not to compete suspect.

#34 ii. Reasonableness

The court found the covenant not to compete unreasonable. However, the technicalities of the court's reasoning were
unusual. The court ostensibly found the contract unreasonable because the Jury failed to find that Wackenhut would
suffer irreparable harm as the result DeSantis' breach of the contract. The trial court disregarded the jury finding on the
basis that Florida law presumes irreparable harm when a covenant not to compete is breached. The Supreme Court of
Texas held, however, that irreparable harm is not presumed in Texas, and concluded that the jury's failure to find
irreparable harm was "essentially equivalent to a failure to find that the contract was necessary o protect Wackenhut."

The court also struck down the covenant not to compete on the grounds that it was not supported by consideration. Chief
Justice Phillips interpreted Hill as holding that special training or knowledge transmitted to the employee by the employer
were necessary if there was to be consideration for a covenant not to compete. This construction of Hill represents either
a logical fallacy or a surreptitious extension of the law. The more traditional conception of consideration is that it is
related not to reasonableness, but to contract formation. In any case, the DeSantis court held that the covenant was
unsupported by consideration, and hence, unreasonable, This continues the odd view of consideration that characterized
Phase 11 jurisprudence.

ii. Counterclaims

DesSantis counterclaimed against Wackenhut on a variety of theories, including fraud, tortious inference, wrongful
injunction, and violations of the Texas Free Enterprise and Antitrust Act. IEN8B1{ The supreme court affirmed the trial
court's directed verdict for Wackenhut on the fraud claim. It also observed that DeSantis suffered no actual damages as
aresult of wrongful injunction, or as a result of violations of the Antitrust Law. One of DeSantis' co-defendants, however,
had received a jury award, and the Supreme Court upheld it under the Texas Free Enterprise and Antitrust Act. [FN§2
The court held that to the extent that a covenant not to compete is not reasonable, it is in restraint of trade and actionable
under § 15.21(a)(1), which is part of the Texas Antitrust Act and which provides in part as follows:

Any person..., whose business or property has been injured by reason of any conduct declared unlawful in Subsection
{a), (b}, or (c) of Section 15.05 of this Act may sue any person...and shall recover actual damages sustained, interest on
actual damages for the period beginning on the date of service of such person's pleading setting forth a claim under the
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antitrust laws and ending on the date of judgment..., and the cost of suit, including a reasonable attorney's fee; provided,
however, that if the trier of fact finds that the unlawful conduct was willful or flagrant, i shall increase the recovery to
threefold the damages sustained and the cost of suit, including a reasonable attorney’s fee; provided that interest on actual
damages as specified above may not be recovered when recovered damages are increased threefold.

*35 Thus, Texas antitrust law provides actual damages, attorneys' fees and treble damages for antiirust violations, Section
15.05(a) declares that: "Every contract, corbination or conspiracy inrestraint of trade or commmerce is unlawful.” [FNg3]
The Texas Supreme Court upheld an award of damages for that co-defendant based upon the existence of a covenant not
to compete upon the grounds that the covenant not to compete violated the Texas Antitrust Act.

b. Observations

The reasoning in DeSantis-#1 was perplexing. Phase I1 opinions, like those of Phase 1, stated that the reasonableness
of a covenant not to compete was a question of law for the court, and not a question of fact for the jury. [FN84] But,
based on one of the criterion laid down in Hill, Chief Justice Phillips invalidated the covenant not to compete in
DeSantis-#1 on the grounds that the jury (impiiedly) failed to find that the contract was reasonable. Moreover, the
treatment of antitrust law in DeSantis-#1 seemed simplistic and naive. Usually, antitrust violations are regulated by arule
of reason, except for per se violations. Furthermore, antitrust violations require a showing of injury to competition, as
well as injury to a person. [FN85] None of these themes are discussed in the DeSantis-#1 opinion.

5. Action in the Courts of Appeals

At least nine cases involving covenants not to compete were in the courts of appeals during Phase I1. Generally, these
cases establish three points. First, the courts of appeals were confused about the concept of a common calling, [FN86]
Second, the courts of appeals recognized the revolutionary implications of Hill, [FN87] but--and this is the third
point--they tried to maintain *36 continuity with the past. [FNS8] Legal historians might even speculate that the courts
of appeals were trying to resist the Supreme Court's innovations of Phase IT. [ENZ9 (The events of Phase III proved this
resistance, if that is what it was, was consistent with the flow of Texas Jurisprudence.) Thus, two years after its entry, Hill
had not yet brought about the kind of changes Justice Kilgarlin clearly intended.

6. Summary and Reflection

In summary, there were six main themes of Phase IL First, post employment covenants not to compete were viewed with
profound suspicion, Second, they were enforceable only if they were reasonably related to the legitimate protectible
interests of the covenantee. Third, legitimate and protectible interests seem to presuppose the existence of trade secrets.
Fourth, the court paid lip service to the proposition that the main factors involved in judging reasonableness were the
length of the covenant, the size of the area covered by the covenant, and the nature of *37 the activities prohibited; but
none of the four supreme court cases turned on these issues. Fifth, the court paid lip service to the proposition that an
injunction might be available to enforce an unreasonable covenant to the extent that it was reasonable, but the courts
seem more concerned with finding covenants absolutely unreasonable and, hence, totally unenforceable. These actions
encourage carefully fashioned, limited injunctions. Sixth, covenants not to compete governing those engaged in common
callings were totally unenforceable. Sales, barbering, hair styling, and the management of a hair styling salon were
common callings; whereas, the management of a security guard agency was not.

Phase Il represented a judicial assault on the use of covenants not to compete. [FNO0] This attack is probably unwise
from an overall policy point of view since it ignores the econormic implications of the unenforceability of covenants not
to compete. Indeed, the economic literature on covenants not to compete is insubstantial, Justice Kilgarlin decorated Hill
with citations to one economic analysis, [FN91] and one legal analysis of economic thinking. [FN927 But there is no
real economic analysis in the opinion.

The beginning of an economic analysis of covenant not to compete law is this question: if covenants not to compete

are unenforceable, what behaviors will businesses substitute for covenants not to compete? There is hardly any theoretical
or empirical work that answers this question. Nevertheless, some options seem obvious, In general, businesses will
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engage in "loyalty enhancing behavior." Predictably, businesses will try increasing wages, determining "loyalty
attributes," and then hiring people who have those attributes. No doubt there will be many other resourceful substitute
behaviors. Any substitute behavior will have economic consequences when done in the aggregate. Substituting higher
wages for a covenant not to compete would drive up the price of labor and reduce profits. This will change the flow of
invesiment. Other unfavorable consequences result from companies' loyalty enbancing behaviors. Employees with
increased sense of loyalty may bring with them other less desirable characteristics. For example, businesses might end
up with people who are less likely to go into business for themselves, have less of an entrepreneurial spirit, because they
are more risk averse, because they are Jess aggressive, less dynamic, or they have some other characteristics that makes
them less economically mobile.

Firm conclusions about the economic consequences of the systematic unenforceability of some types of covenants not
to compete cannot be stated with certainty. That there will be some consequences is a certainty, however. One has the
impression that the courts do not really believe this. Further, one has the impression that the courts believe that it can
transform employment law without affecting the structure of labor markets. They cannot! The imprint they leave will not
be immediate, and it will be both subtle and incremental. Nevertheless, it will *38 be real. If the courts are to alter the
fundamental structure of employment law, partly on the grounds of what is in the public interest, they should attend to
econoniic consequences,

C. Phase III: The Age of Legislation, 1989-Present

Phase III began in 1989 and continues today. It should be called the Age of Legislation. This is true because before
Phase III began, the Texas Legislature played virtnally no role in covenant not to compete jurisprudence in Texas.
Presently, Phase HI can be divided into four sub-phases. In the first one, Phase IIA, the legislature passed an initial
comprehensive statute. In Phase IIB, the Supreme Court of Texas reacted to that statute. Unquestionably, the supreme
court implicitly recognized the authority of the legislature, at least at first, and then it departed from legislative intent.
This led to Phase ITIC in which the Jegislature amended its original statute and thereby signaled to the court that it meant
business. Phase I1ID consists of the supreme court's reaction to the statute. Will the legislature triumph? Of course, it
should, if democratic theory means anything. However, although it appears that the supreme court has officially
recognized the legislature's supremacy, the supreme court may resort to complex interpretations of the statute in order
to enact its own agenda (most probably the agenda of Phase 7).

1. Phase IIIA: The Legislature's First Attempt

Phase II came to an abrupt end on August 28, 1989, when Senate Bill 946 took effect. That Bill amended Chapter 15
of the Business and Commerce Code by adding Subchapter E, entitled "COVENANTS NOT TO COMPETE." Senate
Bill 946 passed the Senate twice, once 30-0 and the second time 31-0. [FN93] Subchapter E consisted of two sections,
§ 15.50 and § 15.51. These statutory provisos were facially the fundamental starting point for analyzing covenant not
to compete cases in Texas.

4. Section 15.50: Substance

Section 15.50 is entitled "CRITERIA FOR ENFORCEABILITY OF COVENANTS NOT TO COMPETE," and it
states as follows:
Notwithstanding Section 15.05 of this code, a covenant not to compete is enforceable to the extent that it:
(1) is ancillary to an otherwise enforceable agreement...; and
(2) contains reasonable limitations as to time, geographic area, and scope of activity to be restrained that do not impose
a greater restraint than is necessary to protect the goodwill or other business interest of the promisee.

Section 15.05 of the Business & Commerce Code is a section of the Texas Free Enterprise and Antitrust Act of 1983.
The Act is entitled "Unlawful Practices,” and in subsections (a)-(i), it specifies the substantive antitrust law of the state
of Texas. Many sections of the Act parallel the *39 federal Sherman Act and other antitrust acts. In particular, Section
15.05(a), in part, makes unlawful every contract which is in restraint of trade. [FIN94]
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b. Section 15.50: Meaning

What does all this mean? It means that the legislature has overruled important strands in the supreme court's thinking
in Phase I1. The most striking feature of § 15.50 is the entire absence of any use of the phrase "common calling." There
is not even any implicit reference to common callings. Instead, § 15.50 treats all covenants not to compete alike. [FN95
This suggests a return to Phase I thinking. :

1t is also important that the concept of activity has been expressly joined with geographic area and temporal duration
as particular considerations regarding reasonableness. The reasonableness standard, as known from Phase I, however,
has been changed considerably. It is no longer a perfectly general standard under which all sorts of considerations might
theoretically be applicable, but under which area, time, and activity are usually prominent. Now, the entire concept of
reasonableness is exhausted by reference to time, geographic area, and scope of activity. In most cases, this revision in
the reasonableness standard will not bring about any practical change in legal reasoning or legal practice. Nevertheless,
this is a substantial, but subtle, theoretical shift,

Further, the test of reasonableness in § 15.50(2) does not explicitly refer to any hardships the non-compete covenant
might impose upon the covenantor. The test of reasonableness under §15.50(2) is the amount of restraint "necessary to
protect the goodwill or other business interests of the promisee. " Apparently, acourtapplying § 15.50(2) is to look solely
to the needs of the promisee’s business in determining reasonableness; possible hardship to the promisor is not part of
the substantive law of reasonableness for judging covenants not to compete. Section 15.50 is *40 hence incongruent with
Hill since the Kilgarlin Criteria require this balancing. The test is congruent with the reasonableness test in Weatherford
Oil Tool, although not with the reasonableness test in Leck. iFNGS6]

Finally, § 15.50 raises a number of questions about the refationship between covenant not to compete law and the Texas
Antiirust Act. It is clear from § 15.50 that to the extent the covenant not to compete 1s reasonable, it is not in violation
of the Texas Antifrust Act. If a covenant not to compete is unreasonable, does it violate the Texas Antitrust Act? The
difficult question arises with respect to a covenant that is reasonable to some extent, and, hence, to some extent
enforceable, but unreasonable to some extent, and, hence, unenforceable to some extent. Does such a covenant violate
the Texas Antitrust Act? If so, does it violate it only to the extent that it is unreasonable? How would damages be
calculated? What would be the impact of the grant of a partial injunction?

¢. Section 15.51

Section 15.51 is entitled "PROCEDURES AND REMEDIES IN ACTIONS TO ENFORCE COVENANTS NOT TO
COMPETE" and consists of three subsections. Section 15.51(a) states: "Except as provided in Subsection (¢) of this
section, a court may award the promisee under a covenant not to compete damages, injunctive relief, or both damages
and injunctive relief for a breach by the promisor of the covenant.” Section 15.51(a) permits a court to award both
damages and an injunction. This does not represent a change in either law or practice, but it does resolve a question that
has bothered many Jawyers over the years. How can a court award both damages and an injunction, when an injunction
presupposes that the applicant for the injunction has an injury not really compensable at law? Section 15.50(a) does not
provide a doctrinal solution to that puzzle, but it does make clear where the law stands. For similar reasons, the inclusion
ofaliquidated damage clause in a contract of employment that is triggered by the violation of a covenant not to compete
should not preclude the award of an injunction. [FN97

Section 15.51(b) states: :

If the primary purpose of the agreement to which the covenant is ancillary is to obligate the promisor to render
personal services, the promisee has the burden of establishing that the covenant meets the criteria specified by
Subdivision (2) of Section 15.50 of this code. If the agreement has a different primary purpose, the promisor has the
burden of establishing that the covenant does not meet those criteria. For the purposes of this subsection, the "burden of
establishing' a fact means the burden of persuading the triers of fact that the existence of the fact is more probable than
its non-existence.

The key concept in § 15.51(b) is the concept of personal services. Agreements obligating a person to render personal

services are treated one way, whereas all other agreements are treated *41 differently. We hypothesize that all personal
service confracts are contracts in which services are sold and the seller is an actual person. It is not part of our definition
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that the personal services are sold by the person who agrees not to compete to the promisor. If we made that assumption,
franchise agreements like the one in Hill could not be personal service contracts. We do not think they should be ruled
out as a matter of definition.

Obviously, personal service contracts include employment contracts, but they also inchude contracis for the hire of an
Independent contractor, and various other kinds of agreements in which services are purchased: client/lawyer,
patient/physician, analysand/analyst, and so forth. [FN9g | Arguably, the concept of a personal service agreement would
cover a franchise agreement such as the one at issue in Hill. It is not clear, however, that it would cover a settlement
agreement, such as the one at issue in Justin Belt. [FN99]

After introducing the concept of personal service agreements, § 15.51(b) specifies that the burden of proving
reasonableness of a covenant not to compete is on the promisee when the agreement is one for personal service.
Otherwise, it is on the promisor. This requires the former employer to bear the burden of demonstrating the
reasonableness of the covenant not to compete in an employment situation. This proviso resolves the split of authority
which arose during Phase I over who bore the burden of proving reascnableness.

Section 15.51(b) then goes on to specify what the standard is and who bears the risk of non-persuasion. The standard
is by a preponderance of the evidence. This proviso overrules the standard for the risk of non-persuasion in proving
reasonableness specified in Hill which was by clear and convincing evidence.

It is not clear, under § 15.51(b), who is to decide reasonableness. During both Phase T and Phase 11, the courts said that
reasonableness was a question of faw and, hence, for the court to decide. Section 15.51 (b), however, explicitly aliocates
the burden of establishing reasonableness and then defines "the 'burden of establishing' a fact” in terms of persuading
the "triers of fact" with respect to the existence of a type of "fact" (emphasis added). This language suggests that
reasonableness is a matter of fact and thus for the jury and not for the court to decide, {FN106] This conclusion is
bolstered by the fact that the language of § 15.51(b) refers to "triers of fact," which suggests that the legislatare had a
Jury in mind, rather than a single judge. Nevertheless, if the legislature intended such a radical change in the law, one
would expect it to make its intention clear.

Section 15.51(c) states as follows:

If the covenant meets the criteria specified by Subdivision (1 of Section 15.50 of this code but does not meet the
criteria specified by Subdivision (2) of Section 15.50, the court, at the request of the promisee, shall reform the covenant
to the extent necessary to cause the covenant to meet the criteria specified by *42 Subdivision (2) of Section 15.50 and
enforce the covenant as reformed, except that the court may not award the promisee damages for abreach of the covenant
before its reformation and the relief granted to the promisee shall be limited to injunctive relief. If the primary purpose
of the agreement to which the covenant is ancillary is to obligate the promisor to render personal services, the promisor
establishes that the promisee knew at the time of the execution of the agreement that the covenant did not meet the
criteria specified by Subdivision (2) of Section 15.50 and the promisee sought to enforce the covenant to a greater extent
than was necessary to protect the goodwill or other business interest ofthe promisee, the court may award the promisor
the costs, including reasonable attorney's fees, actually and reasonably incurred by the promisor in defending the action
to enforce the covenant,

In general, § 15.50(c) continues the Texas tradition of enforcing by njunction unreasonable covenants not to compete,
up to the point to which they are reasonable. At the same time, § 15.51(c) makes an important change in that tradition
and several Jess significant changes.

The most important change in § 15.51(c) is the mandate that the court shall reform an unreasonable covenant to the
extent necessary to make it reasonable. During Phase I, "reformation” was discretionary, and during Phase II, the
supreme court made it clear that the court need not enforce a covenant which was unreasonable as written. Section
15.51(c}, through its use of the word "shall,” seems to make it mandatory that a court enforce by injunction a facially
unreasonable covenant not to compete up to the point that it is reasonable. This is an important change.

Section 15.51(c) continues the Texas tradition of not awarding damages on the basis of unreasonable covenants. It
departs from that tradition in that damages are now recoverable for the breach of a "reformed® covenant not to compete,
if that breach occurs afier the order of reformation has been entered. One puzzle arises in this context. Will judicial
reformation of a contract for the purpose of entering a temporary (or preliminary) injunction provide a foundation for
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damages occurring between the time of the entry of the temporary injunction and the time of the trial on the merits? If
not, how could there ever be damages for the breach of an unreasonable covenant not to compete. After all, the contract
will not be reformed until there is a final judgment. Yet the statute clearly creates the possibility of some kind of damage
TEecOVery on an unreasonable covenant.

It is important to note that the legal theory of partially enforcing facially unreasonable covenants has also changed.
Under the law of Phase I, the doctrinal foundation for partial enforcement lay in the discretionary capacities ofthe equity
court. [FN101{ From a doctrinal point of view, the contract was not reformed, it was simply enforced up to the point
which equity regarded as reasonable. The legal theory presupposed in § 15.51(c) is the law of reformation. [FN102] *43
Under § 15.51(c), the court actually reforms substantive provisions of an already formed contract, and then enforces it--
reirospectively by injunction, and prospectively by damages and injunction. [FN1031 Under § 15.51 (c), the covenantee
bears the burden of pleading reformation.

Finally, § 15.51(c) permits a court to award a promisor costs of court, imcluding attorney's fees for defending an action
to enforce a covenant not to compete when:
L the covenant is ancillary to a contract to render personal services {e.g., an employment contract);
ii. the promisor establishes that the promisee knew, at the time of the execution of the agreement, that the covenant
was unreasonable; and
iii. the promisee sought to enforce the covenant to a greater extent than was necessary to protect the goodwill or other
business interests of the promisee (i.e., to an extent greater than was reasonable).

This part of § 15.51(c) is entirely new in Texas law, and it will dramatically change covenant not to compete drafting

- and litigation practice. Its meaning is not entirely clear. Can the employer have a reasenable injunction if § 15.51(c) is
satisfied? Or does § 15.51(c) impliedly forbid injunctions by allocating attorney's fees? One reasonable reading of §
15.51(c) is that the promisee- employer would get his injunction, but the promisor-employee would get his attorney's fees.
This is certainly an unusual result. Nevertheless, while paradoxical, it may be fair. If the employer had utilized a contract
which was not subject to reformation, the employee might not have been tempted to become a competitor.

In either case, § 15.51(c) provides employers with a significant incentive to draft reasonable covenants. The same
section provides employers with an incentive to seek no greater an injunction than they absolutely need to protect their
businesses. Moreover, § 15.51(c) provides new avenues of discovery for departing employees. It now becomes important
for them to demonstrate that their former employer had the knowledge that at the time the employment contract was
executed the covenant not to compete was unreasonable. In an equal and opposite manner, it becomes important for
cmployers to demonstrate that they had no knowledge that the agreement not to compete was unreasonable, but--
indeed--believed that it was reasonable.

Obviously, the potential allocation of attorneys' fees to departing employees under § 15.51(c) increases the exposure
of the former employer seeking to litigate a covenant, and so transforms the settlement dimensions of covenant not to
compete cases. In turn, the impact of § 15.51(c) upon settlement should influence the way in which discovery is
conducted. Most *44 covenants not to compete are drafted by tawyers in consultation with their employer clients.
Counsel for departing employees should seek to explore the role of attorneys in the drafting of the covenant and In
advising the employer about the covenant. Of course, all of these activities are protected by the attorney-client privilege.
Nevertheless, some inquiry should be made, because the employer may wish to waive the privilege. Even if the employer
maintains the privilege, the departing employee may gain some important information. For example, the departing
employee could inquire whether a lawyer was involved in drafting the covenant. The answer to that question may not
be privileged. Next, the former employee could inquire as to the identity of the lawyer who drafted the contract. That
information may not be privileged. Finally, the departing employee could inquire as to whether the business was satisfied
with the performance of the lawyer who drafted the contracts. This line of questioning would be especially helpful if the
lawyer who drafted the covenant were an attorney of some stature and reputation, or was a member of or associated with
a locally prestigious law firm. If the employee gets the right answers to the three avenues of inquiry just articulated, he
could then present a legal expert who would testify that any lawyer worth his salt would advise the business client that
the covenant in question was extraordinarily broad. The trier of fact would then be invited to draw the inference that since
the convenantee had a good lawyer, it was probably advised as to the legal status of the coniract, and hence probably
knew that it was invalid. Thus, § 15.51(c) creates exquisite discovery and testimonial possibilities.
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d. Other Provisions

Senate Bill 946 contains three sections. Section one sets forth the contents of the new Subchapter E in Chapter 15 of
the Business & Commerce Code, as quoted above. Section three contains the usual procedural language suspending the
constitutional requirement that the Bill be read on three separate days. This is routine fanguage, and will prabably have
no effect on judicial constructions of the statute. [FN104] Section Two of Senate Bill 946 is a different matter, however.
That section provides as follows: "This Act applies to a covenant entered into before, on, or after the effective date of
this Act." Section Two of the Senate Bill means that the statute applies refroactively to every covenant not to compeie,
and it would appear that the statute applies to all non-compete covenant Litigation, whenever it was filed. A literal
application of Section Two would require that the holdings in DeSantis-#1 and Martin-#1 be reviewed in the light of the
1989 statute. Phase B courts side-stepped this requirement of the statute by restoring a version of Phase I
Jjurisprudence.

2. Phase IIIB: The Supreme Court Reacts, 1990-1993

Phase 1B burst upon the scene in 1990. On June 6, 1990, the court handed down DeSantis-#2. [EN] G517 On the same
date, the court aiso handed down Martin-#2, although a new motion for rehearing was not overruled until September 12,
1990. [EN106] Also, on June 6, the court #45 delivered its opinion in Juliette Fowler Homes, Inc. v. Welch Assocs., and
as with Martin- #2, the motion for rehearing was denied on September 12, 1990. [EN107} These three cases overthrow
the innovations of Phase I, without actually, explicitly overruling any cases, although they theoretically rely upon
commeon law, and not the 1989 statute. The doctrines and nuances ofthese cases are significant, so they will be discussed
at length.

a. DeSantis-#2

Justice Hecht wrote the majority opinion in DeSantis-#2, as stated previously, The issues in DeSantis-#2, were the same
as in DeSantis-#1: (a) whether the contractual choice of law clause was enforceable, (b) whether the non-competition
agreement was enforceable, and (c) whether, assuming the agreement is unenforceable, damages for its attempt at
enforcement are recoverable under the Texas Antitrust Act, on the part of the law of wrongful injunction, fraud, tortious
interference, or malicious prosecution.

1. Choice of Law

Justice Hecht's discussion of choice of law principles is comprehensive and sophisticated. According to Justice Hecht,
one of the most basic policies of the contract law is "the protection of the Justified expectations of the parties.” [FIN108]
Execution of this policy is a function of the certainty with which contracting paities can predict how the law will interpret
it and enforce their agreement. Obviously, if the parties cannot predict which law will apply to their agreement, the
certainty of their predictions is reduced. In contracts which are performed in several jurisdictions, there may be
substantial uncertainty as to which jurisdictions law will govern reconstruction and enforcement of a contract. The law
permits parties to agree by contract upon which law will provide. Under the rubric of "party antonomy," there is judicial
respect for contractual choices of faw, because such choices advance the policy of protecting the justified expectations
of contracting parties. According to Justice Hecht, however, contracting parties do nothave unfimited freedomto allocate
appiicable law, for they may not "require that their contract be governed by the law of a jurisdiction which has no relation
whatever (o them or their agreement. And they cannot by agreement thwart or offend the public policy of the state law
of which ought otherwise to apply.” [FN109] ‘

Justice Hecht calls this principle "limited party autonomy;" he says that it has deep roots in two centuries of American
Jjurisprudence; and observes that it is the modem rule for regulating choice of law problems in the contract area.

Justice Hecht indicates the rule of limited party autonomy is best formutated in & 187 of the Restatement (Second) of
Conflicts [FN110] and he applies § 187(2) to the case.

Section 187(2) states as follows:

Copr. © West 2003 No Claim to Orig, U.S. Govt. Works



Page 23

*46 The law of the state chosen by the parties to govern their contractual rights and duties will be applied, even if the
particular issue is one which the parties could not have resolved by a explicit provision in their agreement directed to
that issue, unless either:

(a) the chosen state has no substantial relationship to the parties ot the transaction and there is no other reasonable basis
Tor the parties’ choice, or

(b) application of the law of the chosen state would be contrary to a fundamental policy of a state which has a materially
greater interest than the chosen state in the determination of the particular issue and which, under the rule of § 188 [of
the RESTATEMENT], would be the state of the applicable faw in the absence of an effective choice of law by the
parties.

The "particular issue" referred to in § 187(2) is whether the covenant not to compete is enforceable, and that "particular
issue” is not one which the parties could have resolved by an explicit agreement, since enforceability of a covenant not
to compete is always a matter for the courts, and never simply a matter to be resolved by contractual agreement.
Nevertheless, tnder § 187(2), the choice of law provision is still binding, unless (a) the chosen state has no substantial
relation to the transaction, or (b) the chosen law is contrary to the fundamental policy of the state which would otherwise

apply.

DeSantis and Wackenhut Corp. had chosen Florida law. The home offices of Wackenhut were in Florida, so the
condition of §187({2)(a) is met. Therefore, choice of law provision is enforceable, unless the law of Florida is contrary
to "a fundamental policy" of the state which has a greater material interest in the transaction. Justice Hecht, therefore,
considers two questions: whether Texas has a greater interest in the DeSantis-Wackenhut contract than does Florida, and
whether Texas has a "fundamental policy” which would be violated by applying the law of Florida,

Justice Hecht finds that Texas does, indeed, have a greater interest in the transaction, since the gist of the
DeSantis-Wackenhut agreement was the performance of personal services in Texas. This makes the pivotal issue of
whether a Texas resident can leave one Texas job to start a competing Texas business. Obviously, according to Justice
Hecht, this makes Texas intimately and directly interested in the transaction, whereas Florida's direct interest is less
intimate. Florida is merely interested in whether to protect a national business headquartered in that state. Justice Hecht
has some hesitancy about balancing such diverse interests, but he thinks--on balance--that there is little doubt that Texas
has the greater material interest,

The controlling issue then becomes whether applying Florida law to the DeSantis-Wackenhut contract would be
contrary to a fundamental policy of the state of Texas. DeSantis-#1 arrived at the same fulerum point. DeSantis-#1
resolved the issue on the basis of the Commeon Calling Rule adopted in Hill; Chief Justice Phillips' opinion also implied
that the Kilgarlin Criterta articulated in Hill and controlling during Phase i1 also differed substantially from Florida law.
Since one of the goals in Phase I1IB decisions is to wipe out the Common Calling Rule, it is obvious that Justice Hecht
was not going to rely upon the rule. In addition, since one of the *47 purposes of Phase IIB is to restore the
Jurisprudence of Phase I, Justice Hecht is unlikely to rely upon Kilgarlin Criteria.

Applying § 187, and comment g thereto, Justice Hecht observes that the focus on determining whether a fundamental
policy is offended is:
on whether the law in question is a part of state policy so fundamental that the courts of the state will refuse to enforce
an agreement contrary to that law, despite the parties' original intentions, and even though the agreement would be
enforceable in another state connected with the transaction. [FN111 |

Obviously, this language does not constitute a definition of the phrase "fundamental policy," but says Justice Hecht,
whether a non-competition agreement is enforceable is well within fundamental policies of state of Texas, however they
are defined. The reason is quite simple, and it derives from central themes of Phase I Jjurisprudence: covenants not to
compete are in restraint of trade and will not be enforced unless they are reasonable, because unreasonable restraints of
trade, including unreasonable covenants not to compete, contravene public policy. In setting forth a fundamental policy
of Texas regarding covenants not to compete, Justice Flecht goes out of his way to emphasize, and thereby resurrect,
Phase I jurisprudence. He explicitly relies upon Frankiewicz and Weatherford Oil Tool, as well as an even older court
of appeals case. He also tries to demonstrate the orthodoxy of this view by citing sections from the RESTATEMENT
(SECOND) OF CONTRACTS, and sections from WILLISTON ON CONTRACTS.

Justice Hecht also presents three additional arguments in support of the proposition that the reasonableness of
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non-competition agreements constitutes a part of the fundamental public policy of the state. First, he suggests that
protection of contracting parties from superior bargaining power is part of the fundamental public policy of the state, and
he suggests in the absence of stringent and enforceable Texas rules on the subject, employers would be encouraged to
utilize their superior bargaining power and imvoke the most favorable state law against their Texas employees. Second,
Justice Hecht points out that in the absence of & fundamental public policy, the appearance of infairness could not be
avoided:

An employee of one out-of-state employer might take a competing job and escape enforcement of a covenant not to
compete because of the law of another state, while a neighbor suffered enforcement of an identical covenant because of
the law of a third state. The resulting distuption of orderly employer-employee relations, as well as competition in the
market place, would be unacceptable, [FN112}

Obviously, the real problem here is the appearance of unfairness and resulting public ontrage--not a disruption of the
employer-employee relation (since individual relations would be undisturbed) and not because of the impact on
competition {since the differentials would be relatively slight).

*48 Third, Justice Hecht points out that virtually every court which has considered this matter has also ruled that
enforceability of covenants not to compete is a matter of fundamental public policy. Justice Hecht "string cites" a number
of cases and they contain many more reasons why enforceability of covenarnts not to compete is a matter of fundamental

public policy. [FN113]

On the basis of the foregoing reasons, DeSantis-#2 selects Texas law as the governing law. Thus, at the bottom line,
DeSantis-#2 does not differ from DeSantis-#1. The derivation of the holding, however, is strikingly different, and it
undermines the force of the Common Calling Rule, as well as the Kilgarlin Criteria.

ii. Enforceability

DeSantis-#2 also resembles DeSantis-#1 in that both cases found the covenant to be unreasonable. The logic of the
decision in DeSantis-#2 was not remarkably different from DeSantis-#1. Their sirnilarity turns on the fact that
DeSantis-#1 had found that DeSantis was not involved in a common calling. Hence, DeSantis- #1 analyzed the
reasonableness of the restrictive covenant, at least ostensibly, in terms of Phase I jurisprudence. Similarly, the reasoning
of DeSantis-#2 utilizes Phase [ jurisprudence. Nevertheless, DeSantis-#2 is harshly critical of Common Calling Rule and
it goes out of its way to resurrect Phase | jurisprudence. In passing, and purely in dicta, DeSantis-#2 discusses the 1989
statute.

According to the majority in DeSantis-#2, the "fundamental common law principles which govern the enforceability
of covenants not to compete in Texas are relatively well established.” [FN114] Because covenants not to compete are
i restraint of trade, they are unenforceable on grounds of public policy, unless they are reasonable. Justice Hecht cites
both Frankiewicz and Weatherford Oil Tool on behalf of this proposition.

Obviously, this "restatement"” of Phase [ Jurisprudence is in the spirit of Phase I just as it is impliediy critical of Phase
II. Nevertheless, it represents something of a tightening of Phase 1 principles. This point may be discerned by reflecting
upon the tone and texture of the rhetoric of Weatherford Oil Tool as opposed to the tone and texture of the rhetoric in
DeSantis-#2. To be precise, what Weatherford Qil Tool says is this: "An agreement on the part of an employee not to
compete with his employer afier termination of the employment is in restraint of trade and will not be enforced in
accordance with its terms unless the same are reasonable.” What DeSantis-#2 says, in contrast, is this; "An agreement
not to compete is in restraint of trade and therefore unenforceable on the ground of public policy unless it is reasonable.”
As amatter of strict logic, these principles are the same. As a matter of tonality, the formulation in DeSantis-#2 seems
more severe. In any case, the majority opinion in DeSantis-#2 continues to resurrect principles of Phase I by setting forth
the rule that a covenant not to compete is not reasonable unless it meets each of three criteria:

1. the covenant must be ancillary to an otherwise valid transaction (such as the sale of a business) or relationship (such
as employment);

*49 2. the restraint created by the covenant not to compete must not be greater than necessary to protect the employer's
legitimate protectible interest (such as business goodwill, trade secrets, and other confidential or proprietary
information--including customer information); and

3. employer's need for protection must not be outweighed by either the hardship to the restricted employee or any
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mjury likely to the public. In other words, the benefits to the employer must be balanced against burdens, both to the
restricted employee and to the public.

In applying the third criterion, courts must be sensitive to a particularly important balancing problem. On the one hand,
employers should be encouraged to share confidential, critical information with their employees, but they may not be
permitted to take "unfair advantage of the disparity of bargaining power" between themselves and their employees or
to "too severely impair the [[[departing] employee's personal freedom and economic mobility." {FN115

Justice Hecht, on behalf of the DeSantis-#2 majority, goes out of his way to connect these three criteria to Phase [ cases.
He derives the first criterion from Justin Belt; he derives the second criterion from Henshaw [FN] 167 and Weatherford
Oil Tool; and he derives the third criterion from the same two sources, All of the criteria are linked to appropriate
sections of the RESTATEMENT (SECOND) OF CONTRACTS and he also discusses some intermediary appellate court
cases.

After deriving and authenticating the three criteria, Justice Hecht mentions the fact that these same criteria appeared
in Hill. In the same paragraph, Justice Hechtnotes that Hill, as well as the Bergman decision, added the Common Calling
Rule, and therefore, did not apply the three criteria directly. Justice Hecht then immediately criticizes the Common
Calling Rule on the grounds that it is confusing, ill defined, unpopular with the Tower courts, given to anomalous
applications, and controversial.

Justice Hecht does not completely throw out the idea that the nature of the departing employee's job might sometimes
be a factor in the determination of the reasonableness of the covenant. However, he states explicitly that whether
someone’s job is a common calling is not the primary focus of Inquiry, and he makes it crystal clear that the Common
Calling Rule is no more. States he:

In deciding whether an ancillary agreement not to compete s reasonable, the court should focus on the need to protect
the legitirnate interest of the promisee [-employer] and the hardship of such protection on the promisor | [ [-departing
employee] and the public. The nature of the promisor's Jjob-- whether it is a common calling--may sometimes factor into
the determination of reasonableness, but it is not the primary focus of inquiry. The results in Hill and Bergman would
*50 have been the same irrespective of whether the promisors in those cases have been engaged in common callings,

[EN1E7]

Thus the precise holdings in Hill and Bergman are not overruled, because the precise holdings pertained to the
reasonableness of various covenants. What the court has done in DeSantis-#2 is to disavow the reasoning in Hill and
Bergman without overruling the holdings., Why? Why didn't Justice Hecht overrule Hill and Bergman? One can only
speculate. Perhaps he was trying to suggest that those two cases reached the right result for the wrong reasons. Perhaps
the Supreme Court thought it was unnecessary to overrule them. All lawyers after 1990 could be expected to know of
the legislature's action, and so all lawyers would be on notice to be suspicious of various things that are said in Hill and
Bergman. Perhaps the Supreme Court thought that overruling these cases would create more confusion that it would
clarity.

DeSantis-#2 dealt similarly with the Common Calling Rule. The DeSantis-#2 majority notes that the legislature has
“rejected common calling as a test for the reasonableness of non-competition agreements.” This rejection, presumably,
resulted from the fact that the 1989 covenant not to coinpete statute was passed after Hill and does not utilize the phrase
"common calling" and makes no oblique reference to it. ‘

In any case, the majority in DeSantis states explicitly that the court does not--and therefore, impliedly, will not--apply
the Common Calling Rule, and the court announces that it will utilize the three principles set forth in the case, which
amount to a spirit of Phase 1 jurisprudence. When the court applies the three principles to the facts of the
DeSantis-Wackenhut dispute, it finds that Wackenhut failed to show it needed protection for any genuirely confidential
information. The court wrote that the defendant had:

failed to show that its customers could not readily be identified by someone outside its employ, that such knowledge
carried some competitive advantage, or that its' needs could not be ascertained simply by inquiry addressed to those
customers themselves. Also, [the plaintiff-employer] failed to show that its pricing policies and bidding strategies were
uniquely developed, or that information about its prices and bids could not, again, be obtained from customers

themselves. [FN118§
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This analysis of the employer's needs, represents a decisive tightening of the spirit of Phase I jurisprudence. The court
has now suggested a number of terribly important propositions, none of which had clear judicial support during Phase
L. First, the court seems to be holding that a covenant not to compete is not enforceable to protect the identity of
customers, when their identity could readily be discovered by someone outside the employ of the covenantee. Second
the covenant not to compete will not lie to protect the identity of employer's customers, unless it can be established that
knowledge of the customer's identity has some competitive advantage. Third, the covenant not to compete will not lie
to protect an employer's knowledge of his *51 customer's buying patterns (i.e., needs) if the customer's buying patterns
could be determined by means of an inquiry addressed to the customers themselves. Fourth, covenant not fo compete
will not lie to protect the employer's prices, markups, pricing patterns, such as discounts, and bidding or negotiating
strategies, unless the employer can demonstrate that this information cannot be obtained from the customers themselves,

Each of these rules is of tremendous significance. They are not unequivocally supported by Phase I jurisprudence, as
stated. They make the enforceability of covenants not to compete substantially more difficult than during Phase I, and
they have substantial implications for litigation strategy.

1il. Observations and Evaluation

The majority in DeSantis-#2 was surely right to do away with the Common Calling Rule, the Kilgarlin Criteria, and the
bold—ifill conceived--"bright line"-type opposition to the use of covenants not to compete, at [east in the sales area. The
court was surely correct to adopt an approach utilizing flexible common law principles, principles which are connected
to economic realities, and principles which will match well subsequently with the 1989 Statute. Nevertheless, the
structure of DeSantis-#2 creates problems. The case involved three levels. At its center is the maxim that covenants not
to compete are in restraint of trade and will not be enforced unless reasonable according to the three principles which
DeSantis-#2 takes over from Phase . Even more narrowly focused, there are several specifications of the three principles,
from which the holding was immediately derived. Each of these specifications is as problematic as it is generative.

The first specification restricts the use of covenants not to compete to protect the identity of customers, when their
identity could "readily” be determined by an outsider. The force of this rule is contained in the single word "readily.”
What is ready determination? How much time wil} the ready determination take? How much time would a non-ready
determination take? How much money is involved in a ready identification? How much is invoived in an identification
which is not ready? Some unreported decision refused to enforce a covenant to protect the identity of customers, because
an outsider could simply follow a salesman around and determine the identity of the customers. The court analogized
this process toreverse engineering, which is a permitted device for discovering secrets aboutmechanisms. [FN115] What
the court did not appreciate was that it takes a great deal of time to follow somebody around, particularly if their route
1s one that takes several weeks to complete. Moreover, such observations are extremely expensive, and constitute a
capital outlay, which can be circumvented if the covenant not to compete is abrogated.

The second specification prevents the use of covenants not to compete to protect a customer identity unless that
information conveys a special competitive advantage. This specification is most obscure, because it is almost always to
the advantage of a company to know *52 which few, out of all of the available vendees there are, regularly buy from it,
Knowledge of market niche, and a partial knowledge of market structure, 1s almost always a competitive advantage. Yet
the court's specification makes it clear that this type of competitive advantage is insufficient,

The third specification bars the use of covenants not to compete to protect the forsaken employer's knowledge of his
customer's buying pattern, unless it can be shown that such information is not available upon request from the customer.
Of course, such paiterns are--at Jeast theoretically—always available from customers. As a practical matter, they are
usnally not available. Customers do not wish to talk about such things. They find it odd and disconcerting to be asked
such things by strangers, and there is a psychology to vendees depending upon a supplier, in addition to the simply
theoretical. Knowledge of customer habits has economic value.

Finally, the last specification utilized in DeSantis-#2 pertains to pricing policies. Many suppliers do not disclose their
price book to their customers. The reason for this is that they are frequently many different prices or pricing columns in
a price book, and a supplier has no interest in his customers knowing what all the discounts are. Furthermore, the
percentage of the markup is seldom something the supplier wishes to disclose to his customer, but it is something that
salesmen frequently know. Hence, one might suppose that covenants not to compete could easily be used to protect
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pricing information. This was not the result in DeSantis-#2, however, and the tone of the court's thetoric suggests it will
not be easy to make this case.

iv. Conclusion

DeSantis-#2 leaves many questions unanswered. Employers secking to enforce covenants not to compete would be well
advised to utilize expert witnesses with business and economic expertise to explain the need for covenants not to compete
in quite precise and factually-based terms. Contrariwise, employees seckin g o circumvent such covenants would be well
advised to develop in detail the public, and quasi-public, nature of the information which the employer is seeking to
protect. Clearly, that information will need to be articulated in detail in discovery. Interrogatories are a useful device in
this regard.

v. Concurring Opinions

Justice Mauzy wrote a concurring opinion for himself and Justice Spears. He defended Hill and Bergman and remarked
that "the Court takes pains to avoid overruling” them. Technically, Justice Mauzy is correct that those decisions were
not overruled. However, as a practical matter, the Common Calling Rule has been overruled.

Nevertheless, Justice Mauzy is staunch in his defense of the Common Calling Rule. He even goes so far as to suggest
that the 1989 Statute does not reject that Rule by implication, and--apparently devoid of any sense of irony--JTustice
Mauzy defends the Common Calling Rule on the grounds that it reflects "the genius of the common law [insofar as] it
evolves slowly in the light of reason and experience,"

b. Martin-#2

Martin-#1 was a Phase Il case. The majority invalidated a covenant not to compete covering a salesman on the grounds
that all salesmen were engaged in a common calling. *53 Martin-#2 completely repudiates that reasoning, although it
comes to the same decision. The reasoning in Martin-#2 represents a further tightening of Phase 1 Jurisprudence, but it
does so incrementally, and not by the introduction of a brand new concept, such as the Common Calling Rule.

The gist of Martin involved a covenant not to compete imposed on a salesman in the third year of what turned out to
be a five-year tenure period. The court held that the imposition of such a covenant not to compete was unenforceable
in the absence of special consideration for that covenant. Mere continuation of employment under a contract at will did
not constitute such special consideration.

Things would be different, according to Martin-#2, if the covenant not to compete had been formed at the same time
as the initial employment had been formed. If there is an exchange of consideration for the whole agreement, that
exchange of consideration will support a covenant not to compete. However, the court goes on to hold, that employment
at-will will never, just by itself, support a covenant not to compete. The reason for this is not that there is a lack of
consideration. Rather, the reason derives from the fundamental principle of covenant not to compete law. The principle
is that a covenant not to compete must be ancillary to a valid contract, This means that it must be ancillary to an
otherwise enforceable contract. According to the court, and an employment-at-will relationship is "not binding upon
either the employee or empioyer, and is, therefore, not an enforceable agreement." The court summarized its view this
way:

Since an employment-at-will relationship is not binding upon either the employee or the employer and either may
terminate the relationship atany time, continuation of an employment-at-will relationship does not constitute independent
valuable consideration to support [a] covenant [not to compete]. [FN120]

This doctrine contains a number of problems, which will be discussed in the section below, Phase ITIB, subsection e,
"Travel Masters."

Nevertheless, provision of trade secrets, special training, esoteric and valuable knowledge, perhaps other things, may
constitute consideration which will support a covenant not to compete.
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1. Observations and Evaluation

The doctrinal underpinning of Martin-#2 is novel with respect to Phase I jurisprudence. In Phase 1, the continuation
of a contract at will was sufficient consideration to support a covenant not to compete.

Moreover, the reasoning in Martin-#2 is imprecise. First, the phrase "valid contract,” which is the phrase used in the
fundamental principles of covenant not to compete law, does not equate to "enforceable contract."” The phrase "valid
contract" equates to "contract which is not void." And second, contracts of employment-at-will are enforceable. A failure
to pay for services rendered pursuant to an employment contract at will creates a right to money damages. Morcover,
a contract at will may not be terminated for some bad reasons. Public policy bars *54 termination for some--although
not many--reasons. Third, by using the phrase "employment-at-will relationship” rather than "employment-at- will
contract,” the court is attempting to suggest that employment relations which are "at-will” are not really contractual at
all. This involves a misapprehension of contract law, and a dangerous view for employment law generally. For example,
if employment-at-will is non-contractual, then the terminated worker may not recover attorneys' fees for a suit he may
be authorized to bring.

Martin-#2 is not all bad, however. The court realistically recognizes that many of the declarations contained in
employment contracts are bogus. It is not at all uncommeon, in a written contract of employment, for the contract fo state
that the customer information has a value, that the pricing policies are secret, that the employer has many trade secrets,
and so on and so forth. It is somewhat less common, but by no means unheard of, to have employees notarize the contract
and swear that all factual representations contained in the confract are true. The assertions in the contract and the
notarized signature of the employee, become issues in the litigation, and some employers even argue that the employee
is estopped to deny the value of the customer information, pricing policies, alleged trade secrets, and the like. The
Martin- #2 court brands these kinds of assertions as "self-serving," ignores them, and impliedly suggests that other courts
do likewise.

c¢. Juliette Fowler Homes

This case was only in part about covenants not to compete. Juliette Fowler Homes was an affiliate charity of the
Diseiples of Christ Church, and it was run by the National Benevolent Association. The home retained an outfit named
Welch Associates, Inc., a professional fund-raiser, to raise money for it. Welch Associates hired the John W. Butler
Companies, Inc., to assist. John Butler was the president and perhaps the only employee ofhis company. Something went
wrong, and Fowler fired Welch Associates. Subsequently, Butler Companies terminated its contract with Welch
Associates. Later still, and the court does not make the dates of these various events clear, John Butler went to work for
National Benevolent Association. John Butler Companies had a covenant not to compete with Welch Associates which
prescribed that the company "will not enter into any form of contract for services, directly or indirectly, with any client
of Welch Associates, Inc., past or present, including...any agencies of the National Benevolent Association..., without
the expressed written consent of Welch Associates, Inc.” [EN121] Welch sued Fowler for breach of contract and tortious
interference and sued John Butler and Butler Companies breach of contract (the covenant not to compete) and tortious
interference. There was no issue concerning the remedy of injunction. Damages were the only issue. Along with the issue
of damages, the Court was asked to consider whether a third party could tortiously interfere with the covenant not to
compete which had to be reformed in order to be enforced.

The Court articulated the three criteria from DeSantis-#2, and traced them back to Frankiewicz. Thus, the Court
continues to resurrect Phase 1 jurisprudence. The Court found that the contract was unreasonable. It did not review all
of the criteria. It looked only to one of them, and held that since the Butler Companies was:

*55 prohibited from entering into any form of contract for services or employment in any capacity or position, directly
or indirectly, with any past or present client of Welch wherever they may be located[, the] prohibition is absolute,
unequivocal and unreasonable, [FN122

On this basts, the court held that the covenant not to compete was unreasonable and the court refused either to award
damages or to find tortious interference.

Oddly, the court sidesteps the issue as to the identity of the covenantor. The promisor in the covenant not to compete
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was the John W. Butler Companies, Inc. On the other hand, it was John Butler himself who appears to have become an
employee for National Benevolent Association. If this interpretation of the facts is correct, then, arguably, Welch
Associates had no suit against John Butler, since he was not the promisor. Of course, if John Butler Companies was
nothing but an alter-ego of John Butler, the contract would probably be enforceable. But there is no suggestion in the
supreme court's opinion that anything of the sort is true.

The Texas Supreme Court acknowledges the existence of the 1989 statute. Basically, the court sidesteps it. The court
says it does not need to consider whether the statute has retroactive application, because its decision is consistent with
the statute, although it does not rest on the statute. Thus, the court assumes that Phase 1 Jjurisprudence is intact, even
though the statute has been passed. One would think, prima facie that ifa legislature passes a comprehensive statute, then
previous common law has been preempted. The Supreme Court implicitly recognizes that the statute was designed to
restore Phase I, so it believes it may rely upon Phase I cases without reference to the statute.

d. Peat Marwick

Several months after the trilogy of DeSantis-#2, Martin-#2, and Fowler were decided with finality, the Supreme Court
returned again to the issue of covenants not to compete in Peat Marwick. [FN123] In this case, there was not an actual
prohibition on competition, Rather, there was a liquidated damage provision governing the liability of a departing partner
in an accounting firm for clients of the accounting firm the departing partrer took with him. There was a peculiar factual
background. A local accounting firm entered into a merger agreement with an international accounting firm, that had a
small local office. Haass, who was the youngest partner in the local firm was opposed to the merger, but was, at the same
time, its linchpin. Eventually, Haass was persuaded to go along with the merger based upon representations as to how
the resutting firm would be managed.

Almost immediately, there wete managerial problems, and Haass became dissatisfied. Approximately a year after the
merger, several former employees of the merging firm restgned and formed a new accounting firm. A number of Haass's
accounting clients left the merged firm and went to Haass's new firm,

The case was tried to a jury. Haass prevailed on the grounds that the liquidated damage clanse was in restraint of trade
and was penalty. (Haass also recovered on his counter claims and *56 on his claim for attorney's fees, but that is
irrelevanthere.) The accounting firm from which Haass departed received a take nothing judgment, and it appealed. The
court of appeals held that one provision of the contract, which awarded the accounting firm its costs of acquiring a client,
was in restraint of trade and was hence unenforceable. At the same time, the court of appeals held that the "client
reimbursement provision" was reasonable and enforceable. That provision provided that if a departing partner served
any client of the firm, then the partner would be liable to the firm for any of that client's unpaid fees and expenses. The
term "client” was defined very broadly. The court of appeals also affirmed the trial court's judgment that Haass should
recover on his counter claims and should recover attorney's fees.

Haass's former accounting firm took the view that a contractual damage provision such as the one at issue was not a
covenant against competition and was not therefore governed by covenant not to compete law. The supreme court
rejected this view. It pointed out that many courts around the country have addressed this precise issue. Most of these
courts, said the supreme court, have "analyzed such provisions as restraints on trade sufficiently similar to covenants not
to compete to be governed by the same general reasonableness principles in order to be enforceable." [FN124] Even if
they are not restraints of trade, many courts have held that liquidated damage clauses must be reasonable. Although the
court does not say so, this proposition is a consequence of the general law of contractually formutated, in effect,
liquidated damage provisions. JEN125] According to the court, the criteria for judging the reasonableness of
contractually specified damage clauses is quite similar to the criteria for reasonableness in covenants not to compete:

The reasonableness tests adopted by courts declining to treat such damages provisions as restraints on trade may
generally be described as whether the restriction is greater than necessary to protect the business and good will of the
employer, the economic hardship which the covenant imposes on the departing party, and whether the restriction
adversely affects the interests of the public. We regard these reasonableness tests as essentially indistinguishable from
the ones applied in covenants in restraint of trade. [FN126

The supreme court goes on to say that there are two other reasons why contractually specified damage formulae should
be judged by the reasonableness standards appropriate for covenants not to compete. First, the damage provision,
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practically speaking, functions as a deterrent to competition, and it should be treated accordin gly. Second, previous Texas
Supreme Court cases *57 have treated contractually specified damage formulae as functionally equivalent to covenants
not to compete and therefore subject to the same law. [EN127

The supreme court thereupon reformulated the classic Phase [ and Phase I1IB case-created Jurispradence of covenants
not to compete. In particular, it expressly relied on DeSantis, Justin Belt, Henshaw, Frankiewicz, and Weatherford Oil
2. It was as if Phase IT had never happened. [FN128]

The supreme court formulated the reasonableness test in a particularly specific way, given the cases. A covenant (or,
by analogy, a damage provision) must not be greater that is required to protect the covenantee's legitimate business
interests; it must not impose undue hardship on Haass: and it must not create the possibility of "potential damage" to the
public. [FN129] Obviously, this is straightforward Phase I jurisprudence.

The supreme court was critical of the specified damage provision in the merger agreement for several reasons. F irst,
it made Haass liable for clients with whom he had never worked. Second, it made him liable for clients which came to
his former accounting firm after he left and then left them for him. The court found that these provisions were too
Draconian. Since it was dealing with a damage provision, it would not reform the contract, and so the contract failed on
the grounds of unreasonableness as the result of its own terms. The accounting firm did not have a fundamental business
interest in being protected against Haass when it came to clients with whom he had no contact and no rapport as a result
of his relationship with that accounting firm. Although it is not quite part of the holding, the supreme court gives a strong
indication that one problem with the agreement governing Haass is that it was not tied to clients with whom he had
worked:

Inhibiting departing partners from engaging accounting services for clients who were acquired after the partner left,
or with whom the accountant had no contact while associate with the firm, does not further and is not reasonably
necessary to protect that interest {i.e., the interest a business has in protecting itself from a former partner or employee
establishing rappoit with a client and then upon termination taking part of the client base with him]. We hold that the
provision is overbroad and unreasonable. [EN130

The court again declines to base its decision upon the statute. The court recognizes Haass's former accounting firm's
suggestion that the statute has sweeping retroactive effect. Nevertheless, the court points out, the legislature would not
permit the accounting firm to recover *58 damages in this situation. The legislation authorized the supreme court to
reform covenants which were overbroad for the purpose of issuing an injunction. It did not, however, authorize the
issuance of reformation for the purpose of awarding damages. In the context of setting forth this argument, the supreme
court drops an important hint. It characterizes an argument of the forsaken accounting firm as concluding that;

the purpose of the act was to return Texas generally to the common- law as it existed prior to Hill v. Mobil Auto Trim.
Texas common-law prior to Hill clearly provides that when the suit was at law for damages, the restrictive provision had
to stand or fall as written and would not be reformed to make it reasonable. [FN131 i

There are two extremely important features of the court's remarks. First, the court characterizes the argument given by
the forsaken accounting firm as correct. In other words, the court has authorized the view that the main function of the
statute is to resurrect Phase 1. This language can be used, therefore, in almost any context to authenticate the citation of
a Phase I case. In addition, the court reminds the reader that they have determined that the result in the Hill case would
have been the same under Phase ] jurisprudence, [FN132] This is important because the court had aiready said the same
thing in DeSantis. By repeating it now, the court leaves no doubt about its intentions. It does not, of course, authorize
the use of the Kilgarlin Criteria or the Common Calling Rule. Rather, it simply says that the result would have been the
same. In other words, Phase II jurisprudence is discredited, while the reputation of the deciding court is preserved.

There was controversy on the various courts as to whether a contractually specified damage provision should be treated
tike a covenant not to compete. Justices Gonzalez and Cornyn dissented on precisely this point. There is another problem
which is even more perplexing. Texas jurisprudence has always drawn a distinction between covenants not to compete
in the employment context, and covenants not to compete in the context of a sale of business. The latter are much more
enforceable than the former. But what is a merger agreement if not the sale of a business? It is difficult to see why this
case came to be cast as an employment covenant not to compete. There was, after all, a sale, and--at least arguably--the
covenant regarding damages should have been analyzed in terms of that kind of agreement.
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e. Travel Masters

Approximately three months after it decided the Haass case, the supreme court returned again to decide another
covenant not to compete case, Travel Masters. [FN133] Donna Goldsmith worked for Star Tours as a travel agent. She
executed a covenant not to compete covering two years, and the covenant prohibited her from doing business with
customers of her employer, should she leave that employment. She was also prohibited from disclosing the names and
addresses of such customers to anyone else. Donna and her parents incorporated Travel Masters, *£9 in competition with
Star Tours, and Donna eventually left Star for Travel Masters. Star Tours lost a whopping percentage of its business. It
sued Goldsmith on the covenant not to compete and eventually sued Star Tours and Donna’s father for tortious
interference. Goldsmith received a directed verdict on the basis of the proposition that the covenant not to compete was
unenforceable. The tortious interference claim, however, went to trial and was submitted to the jury. It found that Donna's
father and Travel Masters had wrongfully and maliciously induced a breach of the covenant not to compete and awarded
both actual and exemplary damages. The court of appeals reversed and remanded the covenant not to compete case upon
the grounds that the covenant was enforceable as a matter of law, At the same time, it affirmed the judgment against
Travel Masters and Goldsmith's father.

In contrast, the Texas Supreme Court found that the covenant not to compete was unenforceable as a matter of law,
precisely because it was not ancillary to an otherwise enforceable employment agreement. The holding in Martin was
that when a contract not to compete is formed after the employment relation is formed, the contract not to compete must
be supported by independent consideration. Now the issue was whether a covenant not to compete which is part of an
employment-at-will contract is ancillary to an otherwise enforceable employment agreement. The court answered that
an employment-at-will agreement is not enforceable by anybody, and hence could not be the type of contract to which
a covenant not to compete must be ancillary:

An employment-at-will relationship, althongh valid, is not an otherwise enforceable agreement. Because
employment-at-will is not binding upon either the employee or the employer and is not an otherwise enforceable
agreement, we conclude that a covenant not to compete executed either at the inception of or during an
employment-at-will relationship cannot be ancillary to an otherwise enforceable agreement and is not enforceable as a
matter of law. [FN134]

Since the covenant not to compete was not valid, there could be no tortious interference with it. This proposition was
already decided in the Juliette Fowler Homes case.

The supreme court's analysis of at-will-employment contracts is wrong. The supreme court says that they are not
enforceable. But they are enforceable. If A has gone to work for B pursuant to an at-will contract, and the employment
lasts slightly less than one pay period, whereupon A either resigns or is fired, B owes him wages. This is as a result of
the contractual relationship. If A sues B for wages, what is A doing except seeking to enforce a contract. Of course, A
may not require B to employ him on into the future, and A may not recover lost wages if he is discharged abruptly. It
does not follow from this proposition, however, that an at-will contract is not enforceable at all.

*60 The supreme court would have been better advised, had it been writing on a blank slate, to say that
employment-at-will contracts cannot be enforced as to the length of employment. It should have said that this type of
enforceability makes it inappropriate for them to serve as the ancillary agreerment for a covenant not to compete. What
is to prevent an employer from hiring someone, getting his signature on a covenant not to compete, and then discharge
him. If the employee were an excellent salesperson, this might be called preemptive employment.

This gambit is not really very successful, because there are things which prevent employers from engaging in
preemptive employment practices. For one thing, if the departing employee can demonstrate inequitable conduct on the
part of his employer, the employer will not be able to obtain an Injunction. [FN135] For another thing, the employment
covenani not to compete must be reasonable with respect to the very employee it governs. If the departing employee was
preemptively hired in the first place, it will be extremely difficult to demonstrate that any covenantnof to compete would
be necessary in protecting a legitimate business interest.

The fairest statement of the court's interest in the Martin and Travel Master decisions is that the supreme court was still
desirous of getting rid of covenants not to compete. Employers are loath to utilize employment contracts which are not
contracts at will. Preventing contracts at will from being the predicate for a covenant not to compete is a long stride in
the direction of abolishing them.
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3. Phase ITIC: Legislative Reaction, 1993

The legislature regarded the decisions in Martin and Travel Masters as an attempt to do an end-run around the 1989
statute. As a result, in 1993, the legislature amended the 1989 act and made several things clear. First, it provides that
no criteria for reasonableness other than that to be found in the statute are to be utilized. At least one commentator has
thought that this language preempted common law. It does not quite do that. Comunon law may be used for the purpose
of construing the statute, especially since the legjstative intent is to restore Phase L. [FN136] The real purpose of the
statule s to eltminate any reference to any comt-constructed criteria of reasonableness which are not to be found in the
statute. Second, the legislature mandated that the *61 provisions ofthe act were to apply to at- will-employment. [FN137]
Third, the fegislature eliminated the requirement of independent and valuable consideration for covenants mot to compete
executed after the original employment agreement. Finally, and fourth, the legislature added language to make
enforceable a covenant not to compete which is ancillary to an employment agreement which is otherwise enforceable
"at the time the agreement is made." [FN138

Sponsors of the legislation expressly attacked Supreme Court decisions. They expressly indicated that the purpose of
the 1993 amendmenis was to make clear the original legistative intent and put a stop to the Supreme Court's trimming
back on the legislation.

4. Phase IIID; The Supreme Court Complies?

The first, and so far only, supreme court case considering an employment related covenant not to compete to be decided
after the 1993 amendments is Light v. Centel Cellular Company of Texas. This case was decided twice. [FN139]

a. Light

In 1985, Light was hired by the predecessor of Centel to sell pagers. Thereafter her employer received a license to sell
cellular mobile communication products in that market area. In order to sell not only pagers but ceilular mobile
equipment, Light was required to execute what the court described as "an 'agreement’ which included a covenant not to
compete." The essence of the covenant not to compete was that Light would not compete against her employer in upper
cast Texas for one year after leaving the company. At all times Light was an employee-at-will. Light resigned in May
1988, and Centel, the successor-in-interest to her employer declined voluntarily to release Light from the covenant, g0
Light sued. Among other things, she sought a declaratory judgment holding that the covenant not to compete was
unenforceable. In the first opinion (unpublished), the court found that because the employment-at- will relationship is
not an "otherwise enforceable agreement" and the only employment agreement between the parties was the covenant not
to compete itself, the covenant could not be enforced because it could not be ancillary to an otherwise enforceable
agreement. The court stated that it was *62 following Martin and Travel Masters in so finding and did not need to discuss
the statute (Tex. Bus. & Com, Code §15.50 and 15.51) becanse the outcome under the statute would be the same under
the statute. The cowrt took a different approach in its second opinion.

In its second, reported opinion, the supreme court goes to great lengths to set forth provisions of the statute which might
be applicable. Although the covenant was executed before the statute was enacted, the court states that the
constitutionality of retroactive application is not an issue, because the issue had not been preserved.

The court focuses on the requirement that a covenant not to compete must be "ancillary to or part of an otherwise
enforceable agreement at the time the agreement is made[.]" In this case, the court held, the requirement of being-
ancillary-to is simply not met. A covenant not to compete can be ancillary to an agreement, only if there is some
consideration for the promise not to compete. This consideration for the promise not to corpete, or any other promise,
cannot be dependent upon a period of continued employment. Such a promise would be illusory because it fails to bind
the promisor who always retains the option of discontinuing employment in lieu of performance. According to the court,
when an illusory promise is all that supports "a purported bilateral contract, there is no contract. In short, we hold that
‘otherwise enforceable agreements' can emanate from at-will employment so long as the consideration for any promise
is not illusory." The supreme court expressly points out that its decision in Light is consistent with its decision in Travel
Masters.
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