A Trend Toward Enforceability

exas statute provides that every “contract, combination, or
conspiracy in restraint of trade or commerce is unlawful.”"
Although a covenant not to compete by its nature is a restraint
on trade, Section 15.50(a) of the Texas Business & Commerce
Code provides that such covenants are enforceable if they satis-
fy the narrow criteria dictated in the statute.” Since Section
15.50(a)’s enactment in 1989, employers across Texas have
relied on those criteria as a guide for drafting covenants not to
compete in at-will employment relationships.
A 1994 decision by the Texas Supreme Court in Light v. Cen-
tel Cellular Company of Texas® was initially perceived as having
“blueprinted” contractual language that
would satisfy Section 15.50(a)’s require-
ments." Even after Light was decided,

-

however, the proper interpretation of
Section 15.50(a)’s criteria contin-
ued to elude employers, as multi-
ple courts denied requests to
enforce covenants not to compete
against former at-will employ-
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ees.” This was particularly troubling to employers who had pro-
vided their at-will employees with confidential information in
reliance on such covenants, and yet were unable to enforce them
when their employees took job positions with competitors.

The Texas Supreme Court’s 2006 and 2009 decisions in Alex
Sheshunoff Management Services, L.P v. Johnson® and Mann
Frankfort Stein & Lipp Advisors, Inc. v. Fielding’ have now abro-
gated several of those decisions, clarifying Section 15.50(a)’s
criteria in a manner that would cause earlier rulings to be decid-
ed differently today. Consistent with the Texas Legislature’s
original intention that Section 15.50 expand the enforceability
of covenants not to compete,’ the Court’s reinterpretation of
Section 15.50(a) in Sheshunoff and Mann Frankfort should
guide employers who wish to craft enforceable covenants for at-
will employees.

-
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Exclusive Criteria for Enforcement
Of a Covenant Not to Compete

Prior to 1989, the enforceability of a covenant not to com-
pete was governed by common law alone.” In reaction to
Supreme Court decisions that restricted the enforceability of
covenants, however, the Texas Legislature in 1989 enacted new
criteria for enforcing such covenants under the Covenants Not
to Compete Act." In 1993, the Legislature modified the crite-
ria and added a section that provides that the Act preempts all
common law criteria, procedures, and remedies relating to
enforcement of non-compete covenants.'

The Act was also given retroactive effect, applying to non-
compete covenants both before and after the effective date
unless the enforceability of a particular covenant had already
been adjudicated prior to Sept. 1, 1993."” Legislative history
indicates that the amendments further clarify that non-
compete covenants are ‘applicable to at-will employment
situations.”"

The referenced “exclusive” criteria for enforceability of a
covenant not to compete are set out in Section 15.50(a), which
partially reads:

[A] covenant not to compete is enforceable if it is ancillary

to or part of an otherwise enforceable agreement at the time

. 4
the agreement is made ... .'

The Texas Supreme Court has stated that Section 15.50(a)’s
“core inquiry” should be whether the covenant contains rea-
sonable “limitations as to time, geographical area, and scope of
activity to be restrained.”” Following the Light decision, how-
ever, many courts became focused on interpreting the first two

requirements in Section 15.50(a).

Two Initial Inquiries

Section 15.50(a) requires two initial inquiries as to forma-
tion of the covenant not to compete: 1) is there an otherwise
enforceable agreement and 2) to which the covenant was ancil-
lary or a part at the time the otherwise enforceable agreement
was made."

Requirements for an “otherwise enforceable agreement”

A covenant not to compete, like any other contract, must be
supported by an exchange of valuable consideration.” In most
situations, this entails a bargained-for exchange of promises
that consist of either a benefit to the promisor or a detriment to
the promisee."

In the context of at-will employment, however, long-stand-
ing Texas law holds that an employee may quit or be fired at
any time, with or without cause.” Therefore, as Light and sub-
sequent decisions explain, any bargained-for promises that
depend on the at-will employee having an additional period of
employment would fail to bind the promisor and are illusory:
Either party could escape having to perform its so-called
“promise” by terminating the employment relationship prior to
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when performance is due.” Light cited a “promise of a raise to
an at-will employee” as an example of such a non-binding
promise.”

If such illusory promises are all that support a purported
bilateral contract, then there is no contract.” Absent being sal-
vaged as a unilateral contract, it fails for want of consideration.

The fact that the employment is at will, however, does not
preclude an at-will employee from forming other contracts with
his or her employer, so long as their exchange of promises is not
premised on the employee having a continuing period of
employment.” For example, if the parties exchange promises
that would bind each of them even if employment were termi-
nated, that would supply the exchange of valuable considera-
tion needed to support the contract.

In Light, the employer required Debbie Light, an employee
of two years, to execute an agreement as a condition to keeping
her job. The parties’ written agreement included a covenant not
to compete and expressly stated that Light's employment was
terminable “at the will” of either Light or the company.*

Any “promises” that presupposed Light would continue in
her employment — such as her employer’s promises to give her
“a salary and commission for sales” and an employee-benefits
package — were illusory because the employer could fire
Light before its performance was due. The Court noted, how-
ever, that the employers promise to train Light in exchange
for her reciprocal promises to give 14 days’ notice of termina-
tion and to provide an inventory upon termination satisfied
the “otherwise enforceable agreement” requirement of Section
15.50(a).”

Dicta in footnote six of Light described an additional
method of creating an “otherwise enforceable agreement.” The
Light Court noted that a conditioned promise by one party,
and the other party’s performance of the condition, can form a
binding unilateral contract. A non-illusory promise can serve as
an offer, which the other party can accept by performance.”
Formation of the unilateral contract is complete by the
performance that was called for by the promisor, instead of
by making a reciprocal binding promise as in a bilateral
contract.”

Until such performance occurs, the promisor is still free to
revoke the offer.” Once the offer is “accepted” through return
performance, the exchange of valuable consideration results in
a fully formed contract, and the promisor becomes bound.”

In summary, an otherwise enforceable agreement “ ‘can
emanate from at-will employment so long as the consideration
for any promise is not illusory.” ” Such consideration can
take a couple of forms. First, the parties can exchange promis-
es, each being both a promisor and a promisee, forming a
bilateral contract. Second, one party’s promise can serve as an
offer, which the other party is deemed to have accepted
through its subsequent performance, forming a unilateral
contract.’'
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Requirements for the covenant to be “ancillary to or part
of” an otherwise enforceable agreement
Section 15.50(a) dictates that the covenant not to compete
be “ancillary to or part of” that otherwise enforceable agree-
ment at the time the agreement was made.
To fulfill this requirement, the Court lists two conditions:
1) The “consideration given by the employer” in the other-
wise enforceable agreement “must give rise to the employ-
er’s interest in restraining the employee from competing”;
and
2) The covenant not to compete “must be designed to
enforce the employee’s consideration or return promise”
in the otherwise enforceable agreement.”

Unless both conditions are satisfied, the covenant will not be
ancillary to an otherwise enforceable agreement, and thus
would fail as a “naked restraint of trade.””

As to the first condition, the Light Court stated the agree-
ment “must give rise to an ‘interest worthy of protection’ ” by
a covenant not to compete, and cited business goodwill and
confidential or proprietary information as examples of such
worthy interests.” By comparison, Chief Justice Wallace B. Jef-
ferson notes that an agreement between two strangers in which
the covenant is supported only by a payment of money would
not satisfy the statutory requirement.”

The covenant in Light failed under the second condition —
Light did not reciprocally promise that she would not disclose
confidential information shown to her.”” Lacking such a con-
nection, the covenant was not “ancillary to or a part of” the
otherwise enforceable agreement between the parties and was
therefore unenforceable.”

Sheshunoff’s Departure From Light

Prior to Sheshunoff; one riddle for both courts and employ-
ers was determining which of two phrases in Section 15.50(a)
the Legislature intended to be modified by the clause “at the
time the agreement is made.” The statute could be parsed in
either of two ways:”

1) The statute requires that the agreement must be enforce-
able at the same time the parties enter into it: “[A]
covenant not to compete is enforceable if it is ancillary to
or part of an otherwise enforceable agreement at the time the
agreement is made;” or

2) The statute requires only that the covenant be ancillary to
the agreement at the same time the parties enter into it:
“[A] covenant not to compete is enforceable if it is ancil-
lary to or part of an otherwise enforceable agreement ar the
time the agreement is made.”

The Light Court chose the first interpretation, meaning the
statute would require a contract had to be immediately enforce-
able at the same time the parties entered into it. Under that
interpretation, a unilateral contract could not satisfy Section
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15.50(a), because it does not come into existence until the
promisee “accepts” through subsequent performance.” Multi-
ple courts followed Light's dicta, and declined to enforce non-
compete covenants even when an employer shared confidential
information in return for a promise to maintain confidentiality.”

The Sheshunoff Decision Corrected
Light's Misreading of the Statute

The Sheshunoff Court agreed with Light’s recitation of “basic
contract law” regarding formation of a unilateral contract, but
in an important departure, held such a contract could satisfy
the Act. The parties in Sheshunoff tracked Light's example of a
unilateral contract to which the non-compete covenant would
be ancillary or a part; under Ligh?s dicta, the covenant would
be unenforceable.” Sheshunoff, however, found that the second
interpretation was the correct reading of the statute: The non-
compete covenant need only be ancillary to or a part of the par-
ties’ agreement when the agreement was made, even if that
agreement did not become enforceable until the illusory prom-
ise was subsequently performed.”

The Sheshunoff Court outlined several reasons for its partial
turnaround of Light. Because Section 15.50(a)’s wording does
not lend itself to precise textual analysis, the Sheshunoff Court
traced the several iterations of the statute from the original bill
through the passage of the 1993 amendments to glean legisla-
tive intent.” The sequence of changes show that the 1993
amendments’ inclusion of “at the time the agreement was
made” was intended simply to “maintain the rule ... that a
covenant could be signed after the date that employment began
so long as the new agreement was supported by independent
consideration,” and did not require the agreement be enforce-
able the instant it is made.” Moreover, a contrary interpreta-
tion would narrow enforcement of covenants, despite the
history behind the 1993 amendments showing an intent to
expand the enforceability of non-compete covenants, partly in
reaction to prior decisions that had restricted enforcement.

The Sheshunoff Court also noted a pragmatic reason. In a
typical at-will employment arrangement, the employer’s prom-
ise to provide confidential information is generally always
prospective and would evaporate if employment were terminat-
ed.” Therefore, if Light's dicta were correct, most non-compete
covenants would be unenforceable despite the Legislature’s
intent to expand enforceability in 1993,” because neither past
nor future consideration would satisfy Section 15.50(a).

Time Limit for “Acceptance” Through Performance?

Prior to Sheshunoff, some courts tried to finesse the issue of
future performance, stating that confidential information “pro-
vided close to the time that the agreement was made” could be
sufficiently contemporaneous with the contract to make the
consideration non-illusory.*

However, even if an employer quickly performed its promise
to provide confidential information to an at-will employee, the
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promise itself would still have been illusory at the time it
was made: The employer could just as quickly have terminated
the at-will employee and avoided performance. Sheshunoff cut
through such concerns, concluding that there is “no sound rea-
son why a unilateral contract made enforceable by performance
should fail under the Act.””

In a concurrence by Chief Justice Jefferson, three justices
agreed that the statute does not require an instantaneous
exchange of consideration, but that “the employer’s exchange of
consideration must occur within a reasonable time after the
agreement is made” — an approach similar to the interpreta-
tion some courts of appeals had adopted.” Although Sheshunoff
did not present the issue, the Chief Justice voiced the concern
that the majority would permit an employer to enforce a non-
compete covenant “months or even years after the employee
signed it” so long as it eventually performed.” He noted that,
absent a fixed time for performance, the law implies parties will
perform within a reasonable time. If the employer fails to pro-
vide confidential information within a reasonable time, he
argued that such performance ceases to be part of the same
“transaction” that created the unilateral contract, is no longer
the performance the employee had bargained for when it made
its offer, and no longer can be considered a valid inducement
for the employee to have entered into the agreement.”

Although the majority in Sheshunoff’ did not explicitly
require performance of the unilateral contract within a “reason-
able” time, its responses to the Chief Justice’s comments suggest
that it would decline to enforce a covenant if an employer
unduly delays providing confidential information to its at-will
employee. Although the majority found it unlikely that a com-
pany would rush to disclose valuable trade secrets to a depart-
ing employee, it stated that in such a case a court could 1)
determine that the employer’s belated performance was “‘unrea-
sonable’ and unnecessary to protect the employer’s business
interests,” thereby defeating Section 15.50(a)’s requirement
that a covenant be “ancillary to or a part of” an enforceable
agreement, or 2) “conclude that the employer’s unclean hands
renders it ineligible for injunctive relief” under Section 15.51,
the primary exclusive remedy permitted by the Act.”

In short, although the majority in Sheshunoff did not adopt
an explicit requirement that performance occur within a rea-
sonable time, as the Chief Justice would require, the remedies
the majority outlined under the Act suggest that an employer
faces a de facto deadline under either scenario. Although a uni-
lateral contract can salvage the “otherwise enforceable agree-
ment” requirement, the employer likely needs to perform (e.g.,
provide confidential information) within a reasonable time to
ensure that its non-compete covenant satisfies the ancillary
requirement.

Further Clarification Under Mann Frankfort
The Texas Supreme Court expanded on its Sheshunoff deci-
sion in Mann Frankfort. In Sheshunoff; the employment agree-
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ment contained an express promise by the employer to provide
training and access to confidential information (which the
employer subsequently provided), and the at-will employee’s
reciprocal promise to maintain the confidentiality of that
information.

Unlike Sheshunoff, however, the employer in Mann Frankfort
did not expressly promise to provide its employee with access to
confidential information. The Court held, however, that the
“nature of the work” for which the employee was hired would
reasonably require Mann Frankfort to provide him confidential
information to accomplish his contemplated job duties.
Under those circumstances, the Court determined that Mann
Frankfort impliedly promised to provide confidential informa-
tion to the employee, stating:

We hold that if the nature of the employment for which the
employee is hired will reasonably require the employer to
provide confidential information to the employee for the
employee to accomplish the contemplated job duties, then
the employer impliedly promises to provide confidential
information and the covenant is enforceable so long as the
other requirements of the Covenant Not to Compete Act are
satisfied.”

Mann Frankfort was an accounting firm. Brendan Fielding
was a CPA and senior manager in accounting firm Mann
Frankfort’s tax department. To complete his job responsibilities
of completing tax returns and other accounting duties for
clients, Fielding would necessarily obtain from Mann Frankfort
the identities and confidential financial information of its
clients. The Court could reasonably infer that the firm prom-
ised to provide confidential information to Fielding despite the
absence of an express recitation to that effect.

Similarly, Fielding could not act on his own express promise
not to disclose confidential information unless he obtained
access to such information: Fielding’s promise “meant nothing
without a correlative commitment by Mann Frankfort” to pro-
1. The Court stated that if a party
“makes an express promise that cannot reasonably be per-

vide Fielding that material

formed absent some type of performance by the other party,
courts may imply a return promise so the dealings of the par-
ties can be construed to mean something rather than nothing

at all.””

Mann Frankfort performed its implied promise. Since
the other requirements of Section 15.50(a) were satisfied, the
Court found as a matter of law that the non-compete covenant

was enforceable.

The Vanegas Court’s Further Clarification

The Court’s decision in Vanegas v. American Energy Servic-
es,” though it did not involve a covenant not to compete nor
analyze Section 15.50(a) in any detail, discussed both Light and
Sheshunoff at length. It relied on unilateral contract principles
in reaching its result and explained Lighr’s reference to a “non-
illusory promise” as applied to unilateral contracts.
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The lower court in Vanegas held that an alleged unilateral
contract failed because it was not supported by at least one
non-illusory promise. Focusing on Lights statement in foot-
note six that a “non-illusory promise” can serve as an offer for
a unilateral contract, the lower court concluded that an //usory
promise would not.” The Supreme Court, however, disagreed
with how the court applied the quoted language explaining
that Light and Sheshunoff actually had dealt with unsuccessful
attempts to form a bilateral contract, and that footnote six
addressed how a contract could still be formed under unilater-
al contract principles.

Vanegas explained it is irrelevant whether the promise that
serves as the “offer” was illusory when it was made; “[a]lmost all
unilateral contracts begin as illusory promises.” What matters is
whether “the promise became enforceable by the time of the
breach” through the other party’s performance.”” This echoes
Sheshunoff’s statement that “the typical arrangement” involves
an offer to maintain confidentiality, which becomes enforce-
able only if the employer accepts by providing confidential
information or training.* As Vanegas explained, that arrange-
ment begins as an attempted but ineffective bilateral contract.
The offer can salvage the ineffective bilateral contract once the
other party accepts the offer through its performance, trans-
forming it into a binding unilateral contract.”

Conclusion

As noted by the American Law Institute, the trend in Texas
following Sheshunoff and Mann Frankfort is toward enforceabil-
ity. Lights description of the requirements for Section
15.50(a)’s two initial inquiries — 1) whether there is an “oth-
erwise enforceable agreement” and 2) to which the covenant
was ancillary or a part at the time the otherwise enforceable
agreement was made” — continue to govern, but with
Sheshunoff’s and Mann Frankforts clarifications. Sheshunoff,
departing from Light's footnote six, clarifies that the non-com-
pete covenant need only be ancillary to or a part of the agree-
ment at the time it was made, even if the agreement becomes
enforceable only later as a unilateral contract.

Mann Frankfort states that if the nature of the work for
which the employee is hired will reasonably require the
employer to provide the confidential information to the
employee to accomplish the contemplated job duties, the
employer impliedly promises to provide confidential informa-
tion even in the absence of an express recitation to that effect.
Provided the other requirements of the Act are satisfied, the
non-compete covenant would then be enforceable. The opin-
ion leaves open that other types of implied promises might be
found in satisfaction of Section 15.50(a) requirements,
depending on the specific facts.

The trio of Light, Sheshunoff, and Mann Frankfort, read
together, show a trend toward enforceability of non-compete
clauses that is true to the legislative intent behind the
Covenants Not to Compete Act and the 1993 amendments.
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