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Courts Are Taking a Closer Look at Non-Compete
And Non-Solicitation Agreements

In two recent decisions, the California Court of Appeal has refused to enforce
contractual covenants-not-to-compete (often referred to as “non-competes”). The cases
are important because they may signal a trend against the enforcement of non-
solicitation agreements and non-competes. Companies using these provisions in their
contracts may not get what they bargained for if a court ultimately strikes out portions of
the bargained-for agreement -- or refuses to enforce the whole agreement. Moreover, if
an employee refuses to sign an agreement containing an “illegal” non-compete and is

then terminated, that employee may be able to assert a claim for wrongful termination.

The first case, Edwards v. Arthur Anderson LLP (06 C.D.O.S. 8268, August 30,
2006), arose in the context of a termination agreement between Anderson and
Edwards, one of its Certified Public Accountants (“CPA”). The second case, Strategix,
Ltd. v. Infocrossing West, Inc. (06 C.D.O.S. 8520, September 11, 2006), arose in the
context of a sale-of-assets transaction.

Edwards

The Edwards case involved documents and a fact setting common among public
accounting firms. When hired as a CPA, Edwards was required to sign a non-compete,




which would prevent him from working for or soliciting certain types of Anderson clients
for a limited time after his termination. When Anderson went out of business, its Los
Angeles tax practice, of which Edwards was a part, was sold to HSBC. As a condition
of hire with HSBC, Edwards was required to obtain a release of his obligations to
Anderson under the non-compete. Anderson prepared a broad release form that
included many provisions most favorable to Anderson. When Edwards refused to sign
the release, HSBC withdrew his employment offer. Edwards sued Anderson for
intentional interference with contract and other claims, based on the argument that the
non-compete was invalid under California law, specifically Business & Professions Code
section 16600, which states:
“‘Except as provided in this chapter, every contract by which anyone is

restrained from engaging in a lawful profession, trade, or business of any
kind is to that extent void.”

Anderson, however, argued the non-compete fell within the so-called “narrow
restraint” exception to section 16600, which has been articulated by federal courts
within California, and has been relied upon by many employers. Indeed, the Anderson
clause did not attempt to prevent Edwards from practicing his trade as an accountant; it
merely prevented him from performing services of the type he had provided while at
Anderson for clients on whose account he had worked during 18 months before his
termination, and that he could not provide services to any client of Anderson’s Los

Angeles office for one year after termination.

The court sided with Edwards, holding that both clauses were invalid despite the
time and scope limitations. The court rejected the “narrow restraint” exception and
struck down these non-competes even though the restraints were narrow and left a

substantial part of the market open to Edwards.

The court held that a non-compete is enforceable only if it clearly falls under one
of the following exceptions:
Trade secret protections, which can legally restrict an employee’s ability to
use confidential information or trade secrets that meet the legal definition;

Dissolution of a partnership, which can legally define a geographic area
within which one of the partners cannot conduct a similar business; and



Sale of a business, which can legally restrict a seller’s ability to compete
with the buyer in the geographic location where the seller had carried on
its business.

Strategix

In Strategix, the court considered the sale-of-business exception set forth above.
Here, the non-compete wrongly barred the seller of a business from competing to obtain
the buyer's employees and customers. The court held that, in the sale-of-business
context, the permissible scope of the non-compete is limited to the former employees
and customers of the seller, and cannot be so broad as to sweep in competition for the
buyer’s employees and customers.

The facts can be simplified as follows: Strategix agreed to sell its goodwill and
substantially all of its assets to Infocrossing. The parties executed two contracts in
connection with the sale: an asset purchase agreement and a consulting services
agreement. The consulting agreement contained two non-solicitation covenants. One
prohibited the seller from soliciting the buyer's employees for one year after the
termination of the consulting relationship. The other prohibited the buyer from soliciting
the buyer’s customers for the same period. The seller rescinded the purchase and
consulting agreements, and wound up suing the buyer for breaching the consulting
agreement. The buyer then sued the seller and its principal, for breaching the non-
solicitation agreements, and sought a permanent injunction against further solicitation of
the buyer’s customers.

The court found that the non-solicitation covenants were subject to section 16600
because they limited the sellers’ ability to compete. The court then reviewed the sale-
of-business exception in section 16601, which provides that:

“‘Any person who sells the goodwill of a business . .. may agree with the

buyer to refrain from carrying on a similar business within a specified

geographic area in which the business so sold . . . has been carried on, so
long as the buyer . . . carries on a like business therein.”

Section 16601’s exception serves an important commercial purpose by
protecting the value of the business acquired by the buyer. Consider that, if the seller
was able to turn around and solicit the customers and employees just sold, it would be

able to deprive the buyer of the full value of the purchase. Such agreements are valid



to the extent they protect the assets of the business sold. But, as was the case here,
non-solicitation covenants that prevent the seller from soliciting the employees and
customers of the buyer, including those who were not ex-employees and customers of
the sold business, improperly extend their reach beyond the business being sold.
Rather than simply ensuring that the buyer receives the full value of the purchased
business, such covenants would compromise the seller's fundamental right to compete

in the marketplace.

According to the court, “the key to any understanding of section 16601 lies in
recognizing that a competitive restraint created under it can extend only as far as the
operations of the business that was sold. A non-solicitation clause cannot be enforced
beyond that nexus.”

Realizing it was in a losing battle, Infocrossing then asked the court to modify
and limit the preliminary injunction to address only the seller’'s former customers and
employees. But the court refused to edit, or “blue pencil,” the parties’ consulting
agreement for the purpose of converting an illegal contract into a proper, narrowly-
drawn contract. Because the parties did not agree to use appropriately-limited non-
solicitation clauses, Infocrossing was left with nothing to enforce against Strategix in the

way of a non-compete.
Conclusion

The lesson of these cases is to narrowly tailor non-competes and non-solicitation
agreements to fit within the trade secret and statutory exceptions to section 16600.
These cases are still subject to review, and potential reversal or de-publishing by the
California Supreme Court, but in the meantime they represent California law on these

important issues for employers and businesses.
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