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Introduction

The use of non-competes in the employment context has long been the subject of
controversy in the United States. On the one hand, there are many states in which non-
competes are liberally enforced against employees. On the other, there are some states
that have historically been hostile to non-competes in the employment context. Of course,
there are also a fair number of states that fall somewhere in the middle. In most states,
except the ones most hostile to non-competes, the law typically allows for the enforcement
of non-competes as long as they are reasonable, requiring courts to balance the interests
of employers, employees, and society as a whole in making a reasonableness

determination.

This approach typically provides the courts with wide discretion in determining on
a case-by-case basis whether a non-compete should be enforced, allowing increased
flexibility in the law. However, some scholars have argued that this reasonableness test
for enforceability, which has been adopted in the majority of states, leads to inconsistency
in enforcement as a consequence of such wide discretionz, as well as the misallocation of
scarce human resources, reduced economic growth, innovation, and even employee

performance.3

Further, some scholars have argued that a legal regime in which non-competes are
strictly enforced is inconsistent with the current state of the economy and the new realities
of the employment model in the United States, including the shift from employers
promising long-term job stability in exchange for employee loyalty to an industrial model

comprised of job instability and increased employee mobility.4



The purpose of this article is to examine non-competes from a historical
perspective, providing insight as to why non-compete law has developed in the United
States in the way it has. The article will also examine the uses of non-competes in the

employment context and whether they are effective in achieving their purported goals.

Historical Perspective

The laws relating to the use of non-competes in the employment context are rooted
heavily in English common law beginning in the seventeenth century guild system.5 An
oft-cited hornbook, Clark on Contracts, states that a contract in unreasonable restraint of
trade is contrary to public policy and void.¢ The rationale for the historical hostility

toward non-competes in the employment context is set forth in this treatise:

The unreasonableness of contracts in restraint of trade and business is very
apparent from several obvious considerations: (1) Such contracts injure the parties
making them, because they diminish their means of procuring livelihoods and a
competency for their families[;] (2) They tend to deprive the public of the services
of men in the employments and capacities in which they may be most useful to the
community as well as to themselves[;] (3) They discourage industry and enterprise,
and diminish the products of ingenuity and skill[;] (4) They prevent competition
and enhance prices[; and] (5) They expose the public to all the evils of monopoly.”
Courts have also been suspicious of non-competes in the employment context because
they are often considered to be the result of unequal bargaining power and constitute

contracts of adhesion.8

Despite this historical hostility to non-competes, many states enforce them where
they are deemed to be reasonable.9 In making a reasonableness determination, courts
typically consider the nature and extent of the trade or business and the situation of the

parties.1© Specifically, the courts will normally consider



whether the restraint is such only as to afford a fair protection to the interests of
the party in favor of whom it is given, and not so large as to interfere with the
interests of the public. Whatever restraint is larger than the necessary protection
of the party can be of no benefit to either. It can only be oppressive, and, if
oppressive, it is, in the eye of the law, unreasonable. Whatever is injurious to the
interests of the public is void on the ground of public policy.1

This type of determination requires the courts to balance the interests of employers,
employees, and the public in enforcing a non-compete in the employment context, while

acknowledging that such agreements are generally heavily scrutinized.12

In October of 2016, then President Obama issued a call to action on “unnecessary”
non-compete agreements. This call to action called upon Congress to pass federal
legislation to eliminate non-compete agreements for workers under a certain salary
threshold and set forth best practices for states that choose to enforce non-competes. 13
This call to action was issued in response to a report released by the U.S. Department of
Treasury’s Office of Economic Policy a few months earlier. In the report, the Treasury
Department found that employers use non-competes to protect trade secrets, to reduce
labor turnover, to impose costs on competing firms, and to improve employer leverage in
future negotiations with workers, but that these benefits come at the expense of workers
and the broader economy.4 Although the call to action received support from elected
officials in a few states, as well as from prominent social scientists who study non-
competes, it is unlikely the current administration will continue to support non-compete

reform.15

Current State of Non-Compete Laws in the United States
As Norman D. Bishara illustrates in his work, “Fifty Ways to Leave Your Employer:
Relative Enforcement of Covenants Not To Compete, Trends, and Implications for

Employee Mobility Policy,” non-compete laws across the nation fall on a spectrum and
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there are numerous subtleties in the laws of each jurisdiction.® Nevertheless, the states
generally align into two different camps: (1) those laws which provide that non-competes
are per se invalid'7; and (2) those laws which provide that non-competes may be enforced

if they are reasonable.

California is probably the most well-known state that outlaws non-competes in the
employment context. Under California Business and Professions Code Section 16600,
with certain exceptions8, “every contract by which anyone is restrained from engaging in
a lawful profession, trade, or business of any kind is to that extent void.”9 Conversely,
Massachusetts is considered to be a more typical example of non-compete laws seen
throughout the country. Under Massachusetts law, “[a] covenant not to compete is
enforceable only if it is necessary to protect a legitimate business interest, reasonably
limited in time and space, and consonant with the public interest.” While non-compete
laws are varied, the use of non-competes by employers also varies depending on the non-
compete laws of the particular jurisdictions in which the employer conducts business, e.g.,
whether non-competes are generally enforceable in those jurisdictions.20
The Use of Non-Competes from the Perspective of Employees and
Employers

The primary argument for the use of non-competes in the employment context by
employers is that they are necessary to prevent unfair competition through an employee’s
misappropriation of “business assets,” including confidential information, trade secrets,
or other key competitive knowledge as a result of employee training or merely being
learned through employment.2* However, some scholars have noted that employers now
want employees to take an “entrepreneurial approach to their jobs... [seeking] employees

to exercise creativity on behalf of the [employer]... and [to] behave like owners” in order
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to allow the employer to remain competitive in this increasingly fast-paced, knowledge-
centered industrial economy, all without making promises of job security or loyalty that

were prevalent in the United States in the mid-twentieth century.22

As a result of this shift toward entrepreneurial innovation by employees in the
workplace, some contend that the question should be posed as to who actually owns the
employee’s human capital. Some scholars have concluded that “the goal of today’s
management is to engender commitment without loyalty,” which may be an unfair result
for employees.23 In addition to this issue, there may be other countervailing arguments
against the use of non-competes by employers including that the restrictions non-
competes may place on employee mobility and job marketability are overbroad and

unreasonable, particularly if, as some scholars argue, job security is a thing of the past.24

Do Non-Competes Negatively Impact Economic Development?

Proponents of non-competes argue that businesses are less likely to open offices or
locate in jurisdictions where courts frequently strike down non-competes and that this
stems from concerns about their ability to restrict their employees from leaving and
joining competitors. This theory is certainly supported by anecdotal evidence, but it is
difficult to find any empirical evidence supporting it. On the other hand, some studies
suggest that strict enforcement of non-competes may not be in the best interest of all
businesses or overall economic development.25

One researcher at New York University in 1999 suggested that California’s ban on
non-competes is a “causal antecedent” for Silicon Valley’s rise and thriving high-tech
industry.2¢ Since that time, researchers at MIT and Harvard Business School have also
concluded that states that enforce non-competes tend to experience lower venture capital
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investment than states that proscribe enforcement27, and that the strict enforcement of
non-competes drives away some of the “best and brightest.”28

For example, researchers at the Harvard Business School studying Michigan’s
inadvertent shift toward strict enforcement of non-competes in the 1980's have concluded
that there is a much greater risk of emigration by highly cited inventors, i.e., those with
more than the median number of citations per patent prior to the policy reversal, than
similarly situated inventors in states that do not enforce non-competes.29 The researchers
concluded that given the higher opportunity costs of highly cited and specialized
inventors, such inventors may be more likely to be motivated to emigrate and seek
employment in less restrictive regions. They may also be more attractive to out-of-state
employers than lower-value workers and would be more likely to be recruited.s° As a
result, the researchers concluded that “workers with higher levels of human capital may
be at once more eager and more able to emigrate while lower-value workers are kept at
their jobs — and thus in the region — by non-compete agreements.”s:

Similarly, another study found that while tougher enforcement of non-competes
promotes executive stability, increased enforceability also results in reduced executive
compensation.32 Thus, one could argue that highly accomplished executives may be more
likely to locate in states with that do not favor enforcement of non-competes as they may
believe they can maximize their compensation in those states. This same study found that
stricter enforcement of non-competes reduces research and development spending and
capital expenditures per employee.33 At a minimum, these studies make it important to
reexamine this historical rationale for non-compete enforcement.

In countries such as China, India, and Brazil, where long-term economic

development is dependent upon both domestic innovation and foreign R&D investments,
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enforcement of non-competes can be a double-edged sword. Enforcement of non-
competes may be beneficial in attracting foreign R&D investments; however they may be

a factor in stifling domestic innovation by limiting employee mobility.34

What Impact Do Non-Competes Have on Innovation?

Proponents of non-competes have also traditionally argued that they give
businesses an incentive to engage in expensive research and development activities,
which lead to innovations in products and services, thereby making businesses more
competitive.35 Without such protections, they say, employers will be less likely to spend
money on research and development because employees could more easily walk away

from the business and take their knowledge to a competing business.

Nevertheless, researchers studying the rise of Silicon Valley in the high-tech
industry during the 1980's and the lower growth of the high-tech industry in
Massachusetts have concluded that the enforcement of employee non-competes may
actually reduce technological advancement, innovation, and economic growth for
businesses due to the lack of the information spillover created by employee mobility.36
Further, one scholar from the University of Denver has concluded that the use of non-
competes as protection for intellectual property rights such as trade secrets may inhibit
downstream innovation because former employees may be sufficiently afraid of becoming
“enmeshed in litigation” as a result of using such information to engage in competitive
activities, such as creating a competing enterprise.3” These studies appear then to show
that enforcement of non-competes has the potential to stifle the innovation of former

employees.



What Impact Do Non-Competes Have on Employee Performance?

A newer argument against the strict enforcement of non-competes in the
employment context is that such enforcement stifles employee performance. In a recent
joint study, researchers from the University of California at San Diego and the University
of San Diego found that subjects in simulated non-compete conditions showed
significantly less motivation in their jobs and got worse results on effort-based tests. They
conclude that restrictions on an employee’s future employment not only dim the
employee’s later employment prospects, but also “decrease their perceived ownership of
their jobs, sapping their desire to exert themselves and develop their skills.”38 The
researchers noted that “although information leakage and job-hopping by talented
employees may provide competitors with undue know-how, expertise, and technologies,
constraining mobility may negatively affect employee performance [, because an]
employee who knows their market opportunities are significantly reduced due to an
enforceable non[-]compete restriction will be less driven to perform well and to invest in

his own human capital.”39

While it is unclear whether all employees are less motivated to perform when
subject to enforceable non-competes, when the vast majority of employment contracts are
at-will and a decline in performance may lead to termination, it is possible that the strict

enforcement of non-competes may have a negative impact on employee performance.

Are Non-Competes Necessary to Protect Trade Secrets?

As indicated above, non-competes may be used to protect against employees
exiting a company and taking and using or disclosing trade secrets learned during their

employment in their future employment or in creating a competing business. In fact,



“[w]here courts have enforced covenants not to compete against ‘common’ employees, it
has typically been to protect an employer’s investment in training, development of
customer goodwill, or to protect trade secrets or confidential information.”4° Typically,
protecting trade secrets against future disclosure by a former employee has been one of
the more common rationales for enforcing covenants not to compete. But, courts are
often reluctant to enforce a covenant not to compete where the employee does not have
access to trade secrets or other confidential or proprietary information, as the covenant

may constitute an unlawful restraint of trade.4

When former employees will be or have been exposed to trade secrets in the course
of their employment, employers may seek to protect against the disclosure of such trade
secrets in subsequent employment by requiring the employees to sign a non-compete
agreement which restricts the employees’ ability to work for a competing company or start
a competing business. While the Uniform Trade Secrets Act and similar state trade
secrets statutes provide injunctive relief for actual or threatened misappropriation of
trade secrets, as well as potential damages for actual misappropriation, this type of
protection may be insufficient for employers as the damage may already be done by the
time they are able to obtain an injunction and damages may not be enough to compensate
the employer for the unauthorized disclosure of its trade secrets.42 As a result, some
employers use non-competes as additional protection against the disclosure of their trade
secrets by former employees as a prophylactic measure to avoid the potential for
misappropriation from happening in the first instance and from the employer having to

respond to the misappropriation after the harm has already been done.43
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Researchers from the University of St. Thomas reject such arguments, arguing that
there are a number of other legal mechanisms by which employers can achieve the same
results, i.e., avoid misappropriation of trade secrets by former employees, which would
also allow former employees to have greater job mobility.44 Further, these scholars argue
that non-competes used for the purpose of prohibiting the misappropriation of trade
secrets or to prevent unfair competition are ineffective for their intended purpose for the

following reasons:

(1) Non-competes when used as a prophylactic measure to protect against
potential trade secret misappropriation are necessarily overbroad with a near
impossibility of being able to tailor a trade secret non-compete to only prohibit employees

from using or disclosing trade secrets;

(2) Non-competes used in this manner also come with the serious risk of over-
deterrence, which is compounded by the in terrorem effect of simply having a non-
compete, as employees may not understand the nuances of the non-compete and its
enforceability and as a result may decide against engaging in competitive activity solely

to avoid potential litigation;

(3) Relatedly, with the mere existence of a non-compete, prospective employers
may be unwilling to hire employees subject to such non-competes to avoid litigation based

on alleged tortious interference with contracts or unfair competition; and

(4) Employers have an incentive to draft overbroad non-competes because they are
drafting for potential future disclosure of trade secrets and it is difficult to guess what

types of harmful competitive activity in which an employee may engage, as well as because
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many states will allow the modification and reform of an overbroad non-compete and will

not invalidate the entire agreement.45

Based on the arguments among scholars, in formulating policy on this issue, the
question should at least be asked as to whether non-competes are necessary to prevent
the misappropriation of trade secrets by former employees or whether such agreements
are more restrictive on employees’ job mobility than is necessary, given the existence of
legal alternatives to non-competes. With regard to this question, one scholar from the
University of Denver has concluded that non-competes do not work well to protect
intellectual property assets such as trade secrets because they are simultaneously too
narrow and too blunt an instrument: too narrow because they fail to protect the trade
secrets (and other intellectual property) from the world, just from the employee and a
competing business; too blunt because they are directed at people rather than the
intangible intellectual property itself, unlike other forms of intellectual property.4¢ This
scholar similarly asserts that non-competes may be used to protect information that could
not ordinarily be protected by trade secret law, copyright law, or patent law, which would
interfere with “the effort in the [intellectual property] regimes to work toward a balance

[between protection and the public domain.]”47

In sum, based on the studies suggesting the availability of other legal mechanisms
such as nondisclosure agreements, confidentiality agreements, and the Uniform Trade
Secrets Act, as well as the purported inability of non-competes to adequately protect trade
secrets without overreaching to cover non-protectable information and without overly

restricting job mobility, policy-makers should consider whether non-competes are the
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most appropriate way in which to protect an employer’s trade secrets from former

employees’ improper use or disclosure.

Conclusion

The question of whether non-competes should be enforceable in the employment
context, particularly to protect the improper use and disclosure of trade secrets by former
employees, appears to have no clear answer: employers have a legitimate interest in
protecting their business assets from unfair competition by former employees and their
new employers, employees have a legitimate interest in having the ability to change jobs
and not be chained to a specific job as a result of knowing information they may
potentially use in a new position, particularly where employer-employee contracts have
fundamentally changed and job stability is no longer a guarantee; and the public has a
legitimate interest in a competitive marketplace. In comparing these competing interests
and attempting to balance them, researchers have begun to conclude that despite the
reasons for justifying the strict enforcement of non-competes, there may be many reasons
why such enforcement may not be beneficial for employees, employers, businesses, and
the economy as a whole, e.g., strict enforcement may reduce regional economic growth,

innovation, and perhaps even employee performance and motivation.

When considering the use of non-competes to protect against the improper use
and disclosure of trade secrets by former employees engaging in competitive activities, a
number of researchers have determined that while it is understandable for employers to
use non-competes as a preventative measure to avoid potential misappropriation, the
non-compete is actually an ineffective tool for achieving such goals in comparison to the

alternative legal mechanisms that may be used to achieve the same results. These
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scholars have concluded that nondisclosure agreements and confidentiality agreements
which may be closely tailored to identify the specific information that is to be prohibited
from use or disclosure, rather than identifying the individual who cannot use or disclose

“trade secrets” to a competitor may be a better option.
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