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Brief Primer on
Non—Compete Agreements

“Upset at you for breaching the non-compete? Of course not.”




Non~Compete Agreements

» A restrictive covenant designed to prevent workers from competing with a
prior employer, directly or indirectly, for a specific period while employed
and/or after the employment has ended

» Typically requires the employee to enter into a non-competition
agreement before beginning work

« Common prohibitions:
»Working for a competitor
> Starting a company that competes with the former employer

»Developing competing products



Non~Compete Agreemcnts

Generally, in order to be considered valid, a non-competition agreement must:
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Be supported by Protect Be reasonable/in
consideration at a legitimate scope, geography,
the time it is signed business interest and duration

of the employer



Legitimate Business Interest

» Regardless of how well a non-compete agreement is
written, courts will not enforce it unless the employer can
identify a legitimate business interest that the restrictive
covenant seeks to protect.

» Case law has expanded upon the meaning of legitimate
business interest, but this also varies by jurisdiction.

» Typically, courts will apply a totality of the circumstances
review to determine whether the employer has identified a
protected business interest.



Protected, Legitimate Business Interest

Courts have identified the following as potential legitimate business

interests:

Trade secrets
Intellectual property
Customer lists

Goodwill with customers

Knowledge of business
practices

Methods

Profit margins
Costs

Other information (that is
confidential, proprietary, and
increases in value from not being
known by a competitor)

Training and education



Reasonable in Scope, Geography, and Duration

- Key consideration: Are the non-compete provisions “overbroad:?”
» Inquiry is generally based on the totality of the circumstances.

» Non-compete agreements must be limited with respect to duration and scope
in a manner that is not greater/broader than necessary to defend the
protectable business interest of the employer.

Time: 1 to 2 years is presumptively reasonable in many jurisdictions;
potentially 5 years if it involves the sale of a business.

Geography: Is it feasible?

Scope/Unduly Harsh: Is it unreasonably necessary to protect the employer’s
legitimate business interest?




Exemptions

» Some professions may be Justification:

statutorily exempt from non-

compete laws depending on Public health, public policy,

jurisdiction. and ensuring the free flow of

information and ideas
»Common exempt motivate the prohibition or

industries/professions limitation of non-compete
include lawyers, agreements for these
psychologists, physicians, occupations.

social workers, veterinarians,
and broadcasters.



State and Federal Trend Against
Non-Compete Agreements




Validity and Enforceability of
Non-Compete Agreements Vary by State

» Most courts disfavor non-compete agreements

» Restraint on trade interferes with competition and impairs
the availability of services and the ability of workers to
follow personal interests

» Courts will still scrutinize non-compete agreements closely

- It’s important to have a reasonable non-compete
agreement that is narrowly tailored




Validity and Enforceability of
Non-Compete Agreements Vary by State

- In the past several years, various states have contemplated and/or passed
legislation limiting the applicability and enforceability of non-compete
agreements

» E.g., California, North Dakota, Oklahoma, and Minnesota (all unlawful)

» More than 10 states and Washington, DC have enacted new legislation
regarding non-compete laws since 2018 with severe restrictions

> Especially with the reversal of the FTC rule, we expect the state trend to
continue with additional state lawmakers passing legislation will create
additional hurdles for employers who are seeking to protect their interests
through non-compete agreements



2021 Executive Order

» July 2021 Executive Order instructed federal agencies to
implement actions intended to increase competition,
including:

»Directing the Federal Trade Commission (“FTC”) to
exercise its rulemaking authority to “curtail the unfair
use of non-compete clauses and other clauses or
agreements that may unfairly limit worker mobility”



May 2023 NLRB Memorandum

» Took the position that the proffer, maintenance, and
enforcement non-compete provisions in employment
contracts and severance agreements violated the Section 7
of the National Labor Relations Act except in limited
circumstances



The FTC’s Final Rule

on Non~Compet€ Agreements




The FTC’s Final Non-Compete Rule

» On April 23, 2024, by a vote of 3-2, the FTC approved and
released its Final Rule banning non-compete agreements.

» Determined that non-compete agreements constitute an

unfair method of competition and thus violate Section 5 of
the FTC Act

» “Non-compete clauses” include any contract term that
restricts a worker from joining a competitor or starting a
competing business after their employment ends



The FTC’s Final Non-Compete Rule

Prohibited employers from:
» Entering into or attempting to enter into a non-compete clause
» Enforcing or attempting to enforce a non-compete clause

» Representing that a worker is subject to a non-compete clause

Applied to all workers, including employees, independent contractors, and volunteers

Superseded all state laws that conflict with the rule

> States issuing a non-compete or otherwise failing to comply with the Rule is a violation of
Section 5 of the Act, although Section 5 remedies are limited.

Final Rule contained limited exceptions for bona fide sale of business non-competes and for
non-competes entered into with “senior executives” prior to the effective date of the Final Rule



Legal Chaﬂenges
to the FTC’s Rule




Legal Challenges to the Final Rule

» On the day after the Final Rule was released, the Chamber of Commerce,
Texas Association of Business, and Longview Chamber of Commerce
jointly filed a lawsuit in the Eastern District of Texas challenging the
validity of the rule and seeking declaratory and injunctive relief — in
particular an order to vacate and set aside the Final Rule in its entirety

»This challenge was no surprise after the Chamber promised it would
sue the FTC to block the rule

» A similar case (Ryan LLC v. FTC) was actually filed first, in the Northern
District of Texas, and the Chamber eventually ended up as an intervenor
plaintiff in that lawsuit.



Legal Challenges to the Final Rule

» The core of the lawsuits was the assertion that the FTC does not have
the statutory authority to define what constitutes unlawful methods
of competition to this extent

» The plaintiffs argue among other things, that the sweeping nature of
the Final Rule, which applies broadly across all levels of employment
— represents an overreach of the FTC’s powers as it lacks the
authority to prohibit unfair methods of competition through
rulemaking and that as a result of this Final Rule, “millions of
workers and businesses will instantly lose bargained-for contractual
protections.”




Legal Challenges to the Final Rule

« Ryan and the Chamber of Commerce alleged that:

» The FTC lacks the authority to issue regulations that prohibit “unfair methods of
competition”

» Non-compete clauses are not categorically unlawful and require a fact-based inquiry

» The Final Rule’s retroactive effect makes it unlawtful

» The Commission’s actions are arbitrary and capricious pursuant to the Administrative
Procedure Act, 5 U.S.C. § 706

» The Chamber of Commerce argues that the FTC’s complete ban on non-competes leaves
businesses unable to protect their investments in research and development and will
subject them to significant legal costs to safeguard their proprietary information

« The lawsuit alleges that workers will suffer from decreased training opportunities and
bargaining power in negotiating salaries

» Further, startups and small businesses may face threats from larger companies that are
capable of targeting their workforce and, as a result, obtain access to confidential
Iinrormation



What happened and what to do

now?’
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Court Vacates FTC’s Non-Compete Rule

» On August 20, 2024, the USDC for the Northern District of Texas granted summary
judgment for Ryan LLC, effectively vacating the Federal Trade Commission’s (FTC)
Non-Compete Rule.

» The court ruled that the FTC exceeded its authority and that the rule was arbitrary
and violated the Administrative Procedure Act.

» The FTC's arguments for its authority were inadequate and the rule's cancellation
curtails the FTC's attempts to expand its regulatory power beyond traditional
consumer protection areas.

 As a result, employers can disregard the Non-Compete Rule and continue
enforcing existing agreements without modification.

« The FTC expressed disappointment and is considering an appeal, although such
efforts may be unlikely to succeed given the current judicial landscape.



Next Steps tor Employers

» Efforts to comply with the requirements of the Non-Compete Rule and its notice
requirements should cease immediately; proceed as if the Non-Compete Rule
never existed!

» Accordingly, employers should not notify workers that existing non-compete
clauses will no longer be enforced, as would have been required under the Non-
Compete Rule.

- Employers also should not modify existing non-competes in an effort to comply
with the now invalidated Non-Compete Rule.

- Itis imperative that company representatives know - and follow - the relevant and
applicable state laws and monitor any new legal developments that could impact
the validity of your company’s non-compete agreements or other restrictive
covenants.



Recommendations Moving Forward in States
with New Non-Compete Restrictions

« When examining existing agreements in states where non-competes are being challenged,
employers should evaluate whether their commercial interests may be safeguarded by other
agreements or provisions covering nondisclosure and confidentiality of employer
information, non-interference and non-solicitation of customers and employees and whether
such agreements comply with applicable state law.

- Employers should review the policies and procedures in place to protect confidential
information and company trade secrets, and audit such policies to confirm:

» Only necessary employees and/or independent contractors retain such information
» That it is properly secured

> It is also recommended that any employee manual be included in a policy review to the

extent it contains a non-compete policy and, if so, whether amendments are required to
comply with applicable state laws.



Consider Alternatives

» Alternatives to Non-Compete Agreements (if necessary):
»Non-Disclosure Agreements
»Non-Solicitation Agreements

»Protect proprietary information by seeking protection
from and enforcing intellectual property laws

»Providing Garden Leave



Hiring Employees with Non-

Compete Agreements




Hiring Employees with Restrictive Covenants

KEY = Take reasonable steps to protect your business from interfering with competitors’
restrictive covenants.

+ Interview Stage

» When considering a new hire, ask during the interview whether the individual is subject to any
employment agreement

» Obtain copies of the employment agreement pre-hire
» Inform the applicant that Company insists on full compliance with employment agreements

» Company does not want applicant to disclose or use any of the competitor’s confidential or
proprietary data

« Hire Stage

» In an offer letter, confirm that Company expects employees to comply with former employer’s
agreements



Hiring Employees with Restrictive Covenants

 Post-Hire Stage

»Review restrictive covenants with employees to ensure everyone
understands how to comply

»Have new employees create a comprehensive customer list that

t

e emp.
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oyee serviced while at former employer or about whom
oyee has confidential information

 Update list regularly

» Create ethical wall between business that employee serviced at
former employer

»Avoid allegations of flipping
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