Considering the
Consideration
Approach to
Classifying Georgia
ek Lt Contracts In Partial
Restraint of Trade

In Rakesiraw v. Lanier,! decided in 1898, the Georgia Supreme Court complained
about the law governing contracts made in restraint of trade:

We cannot, within reasonable limits, undertake to reconcile conflicting opinions

in treating of contracts in restraint of trade, nor cite the authorities which bear
upon the different constituent elements which render such contracts valid, or the
want of which make them void, for the reason that the first are irreconcilable, and

the latter nharmonious.2

If only they could see us now. Over a century later, Georgia law governing
covenants in partial restraint of trade (including non-competition, non-disclosure,
non-solicitation, and non-piracy covenants—collectively referred to herein as
“Covenants”)? is an ever-chang-

ing labyrinth from which few

agreements escape.? Even a
sophisticated commercial agree-
ment, negotiated at arm’s length

by parties represented by coun-
sel, may be deemed by a court fo
be “analogous” to an employ-
ment contract and thereby sub-
jected to the strictest of scrutiny.

But the stage has perhaps
been set for a modest but impor-

tant change. Two recent deci-
sions of the Georgia Court of
Appeals have discarded the tra-
ditional “type of contract”
method of categorizing
Covenants for review, relying
instead on an analysis based on
the relative bargaining power of
the parties and the existence of
consideration for the Covenant.
This article suggests that the
:iéén_saideration” prong of this
new test should be jettisoned,
]
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and that “bargaining power”
should be the sole criterion for
determining which level of scruti-
ny a court uses to analyze a
Covenant. ’

THE TRADITIONAL
CLASSIFICATIONS
OF AGREEMENTS-
CONTAINING
COVENANTS

Under current Georgia law, the
threshold task for a court consider-
ing the enforceability of a Covenant
is to examine the nafure of the
agreement containing the Covenant.
Based on the type of contract, the
court then determines whether the
Covenant receives sirict, mid-level
or Tow-level judicial scrutiny.®
Traditionally, Covenants ancillary to
employment contracts receive strict
scrutiny, those ancillary tc profes-
sional partmership agreements
receive mid-level scrutiny, and
those ancillary to the sale of a busi-
ness receive lower serutiny.®

Significant distinctions exist
among the levels of scrutiny that
dramatically affect the survival of
the Covenant at issue. Although
Covenants of all types are theoret-
ically evaluated under a “rule of
reason,”” a Covenant subject to
strict review is subject to numer-
ous sub-rules defining reasonable-
ness, and the viclation of any cne
of these sub-rules will toll the
death knell for the Covenant (and
possibly others associated with it).
Perhaps most importantly, a
Covenant receiving strict review
cannot be “blue-penciled” and
will fail for even the most minor
transgression, whereas a Covenant
receiving low-level review can be
judicially modified to make it
enforceable, if necessary.®

Traditionally, Covenants ancillary to employ-

ment contracts receive strict scrutiny, those

ancillary to professional partnership agree-

ments receive mid-level scrutiny, and those

ancillary to the sale of a business receive

lower scrutiny.

Although strict scrutiny is typi-
cally and nominally associated
with employment coniracts, as a
practical matter it is the default cat-
egory; if the contract is not a pro-
fessional partnership agreement or
a contract for the sale of a business,
it will be deemed “analogous” to
an employment contract and thus
subject to strict scrutiny? Indeed,
Richard P. Rita Persomnel Services
International, Inc. v. Kotl0—the case
in which the Georgia Supreme
Court adopted the “no blue-pencil”
rule on the basis of the “in terrorem
effect on employees ... and on com-
petitors who fear legal complica-
tions if they employ a covenan-
tor"—involved a franchise agree-
ment, not an employment contract.

Consequently, even commercial
transactions between sophisticated
parties bargaining at arm’s length
have been deemed to be analogous
to employment contracts and have
fallen prey to the strict scrutiny rules.
For example, in Amstell, Inc. v. Bunge
Corp., I a non-competition covenant
contained within an agreement
between two corporations regarding
the distribution of a product was
considered under strict scrutiny /no-
blue-pencil principles, because the
covenant was “ancillary to an inde-
pendent contractor manufacturing
and distributorship, which is treated
as an employment rather than a sales
contract.”12 In some cases, the court
has even engaged in a two-step anal-

ogy to arrive at strict scrutiny, hold-
ing that an agreement was like a
franchise agreement and therefore
like an employment agreement.13

A GLIMMER OF
REFORM

There are indications that the
Georgia Court of Appeals is seeking
a new paradigm. Decided in 2001,
Swariz Investments, LLC ©». Vion
Pharmaceuticals, Inc 14 involved an
agreement by Swartz fo raise financ-
ing for Vion. Vion agreed to a “non-
circumvention provision” prohibit-
ing it for a period of five years from
contacting or negotiating with
named investors regarding an
investment in Vion or another com-
pany without Swartz’s permission.
The covenant called for the pay-
ment of a commission to Swartz if
invesiments were obtained in viola-
tion of the covenant.15

Finding that the provision was a
covenant in partial restraint of
trade, the Swartz court proceeded
to determine the proper category of
scrutiny. After identifying the tra-
ditional categories, the court made
an extraordinary statement:

Of course, not every contract
falls directly into one of these
three categories. Nor do we
believe that the fype of contract
should automatically determine the
applicable level of scrutiny.16

Examining the purposes under-
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In Swartz and West Coast Cambridge, the Court of Appeals took a

step in the

right direction

contract”approach to analyzing Covenants.

lying the varying levels of scrutiny,
the court then found that the analy-
sis is governed by the “relative bar-
gaining power of the parties” and
“whether there is independent con-
sideration for the restrictive
covenant itself.”17 The court ruled
that the two corporations had
equal bargaining power (the par-
ties were sophisticated corpora-
tions and advised by counsel), but
that there was “no consideration
for the covenant at issue,” and
therefore applied strict scrutiny.18
Thus, the absence of independent
consideration for the covenant was
sufficient to trigger strict scrutiny,
despite the parties’ equal bargain-
ing power.1?

In 2003, the Court of Appeals fol-
lowed the Swartz approach in West
Coast Cambridge, Inc. v. Rice20 in
which the court considered a non-
competition provision in a convo-
luted agreement involving a physi-
cian, a corporation and a partner-
ship. Citing Swarlz, the court noted,
“Recently, we found that the leve]
of scrutiny is not directly tied to the
type of contract under considera-
tion.”2l After applying the Swartz
bargaining power/consideration
analysis, the court announced that
it was “unpersuaded” that the
physician lacked bargaining power
and concluded that he had received
“significant monetary considera-
tion” as a passive investor?? Based
on these findings, the court held
that the transaction at issue was
comparable to the sale of a business
and applied low-level scrutiny.??

Swartz and West Coast Cambridge
are certainly not unique in their use
of consideration and/or bargaining

power as a rationale to justify the
level of scrutiny applicable to a
Covenant.?? Covenants in contracts
for the sale of a business have been
distinguished from those in employ-
ment contracts, in part, on the
grounds that the seller of a business
receives consideration for the
Covenant in the form of the good
will portion of the purchase price,
while the terminated employee sup-
posedly receives no additional remu-
neration for post-termination restric-
tions.2> Additionally, Covenants in
professional partnership agreements
have been scrutinized less closely
than those in employment agree-
ments on the basis that each of the
partners in the partnership is recip-
rocally bound by the Covenant, thus
demonstrating a common considera-
tion flowing to all.?6
In White v. Fletcher/Mayo/Associates,
Inc.?” the Georgia Supreme Court
focused on relative bargaining power
as the primary factor in determining
the appropriate level of scrutiny for
analyzing covenants. The issue in
White was how to freat non-competi-
tion covenants that were simultane-
ously ancillary to both an employ-
ment coniract and the sale of a busi-
ness. The court could not determine
whether the consideration for the
covenants flowed from the profit
from the sale or from White’s contin-
ued employment, so it turned its
attention to the parties’ relative bar-
gaining power:
[Wle hold today that where a
judge is asked to determine the
enforceability of a noncompeti-
tion covenant which the buyer
of a ngiﬂeSS_"gbﬁﬁt’éﬁdsi"‘w'as
given ancﬂlarytothecovenan—

by eschewing

the “type of

tor’s relinquishment of his
interest in the business to the
buyer, and not solely in return
for the covenantor’s continued
employment, the judge must
determine the covenantor’s sta-
tus. If it appears that his bar-
gaining capacity was not signif-
icantly greater than that of a
mere employee, then the
covenant should be treated like
a covenant ancillary to an
employment contract....28
Likewise, in Watson v. Waffle
House, Inc.?® which involved a
non-competition covenant con-
tained in a lease, the Georgia
Supreme Court identified bargain-
ing power as the determining fac-
tor in analyzing the covenant. In
ruling that the covenant should
receive strict scrutiny, the court
posited that the lease arrangement
was most closely analogous to an
employment agreement becatuse of
the imbalance of bargaining power
between the parties.?) The Waison
court did not even consider
whether there was independent
consideration for the covenant.
The Supreme Court clearly indi-
cated in White and Watson that bar-
gaining power is the primary factor
in the determination or rationale for
the appropriate level of scrutiny.?!
But should it be the sole criterion?

BARGAINING

POWER AS THE

SOLE DISPOSITIVE
CRITERION

In  Swartz and West Coast
Cambridge, the Court of Appeals took
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a step in the right direction by
eschewing the “type of contract”
approach to analyzing Covenants.
As evidenced by the Supreme
Court’s focus on bargaining power
in White and Watsorn, however, per-
haps the “consideration” prong of
the analysis should be abandoned,
leaving only an examination of the
balance of bargaining power
between the contracting parties as
determinative of the level of scrutiny.

The idea, expressed in Swarfz
and adopted in West Coast
Cambridge, that an analysis of the
ultimate legality of a covenant in
restraint of trade may depend on
the existence of “independent con-
sideration” for the promise has no
mooring in the law.32 Only slight
consideration is required to sup-
port a valid contract, and a
Covenant ancillary to a valid agree-
ment is supported by the same con-
sideration that necessarily must
exist in the underlying agree-
ment33 As a practical matter,
unless separate, “independent”
consideration is identified in the
contract itself, it is impossible for a
court to truly parcel out and accu-
rately weigh the consideration of
an agreement to find out what por-
tion is associated with the
Covenant, much less to determine
whether that part is “substantial.”
As stated in Rakestraw v. Lanier,
“The exact value of consideration
the court ought not, and, in the
nature of things cannot undertake
to measure.”? For example, who
knows if the investment company
in Swartz would have created a dif-
ferent financial arrangement, or not
done the deal at all, without the
client’s promise not to circumvent
their efforts? And it is no answer to
say that consideration is presumed
from the nature of the contract (for
example, in a contract for the sale

of a business), for then the analysis
is circular (i.e., consideration, not
the type of contract, is dispositive,
but consideration is determined by
the type of contract).

Finally, using the absence of
identifiable “independent consid-
eration” as a criterion for determin-
ing the level of scrutiny is poor pol-
icy, for it frustrates reasonable com-
mercial expectations of parties who
engage in true arm’s-length negoti-
ations to arrive at a mutually agree-

windfall for one party, perhaps a
disaster for the other, and certainly
a frustration of their confractual
intent.3® Adoption of the bargain-
ing power approach would change
a largely unpredictable commer-
cial environment to one in which
the parties to a negotiated agree-
ment could be assured that if their
contract were found to be unrea-
sonable because it tripped one of
Georgia’s technical rules, or sim-
ply because a court considered it

Adopting bargaining power as the sole criterion

for determining the level of scrutiny would effect

a small but important reform in Georgia law.

able contract.® This can be seen in
Swartz, where two sophisticated
corporations with equal bargaining
power negotiated for a contract in
an invesiment transaction with
enormous financial consequences,
only to have a significant part of it
die under a strict scrutiny analysis
merely because there was no dis-
cernable “independent considera-
tion” for the Covenant.

Adopting bargaining power as
the sole criterion for determining
the level of scrutiny would effect a
small but important reform in
Georgia law. Primarily, where the
contract is in fact the preduct of
true bargaining by parties on equal
footing—and thus not an adhesion
contract—the parties’ contractual
expectations would not be frustrat-
ed by the unforgiving technicali~
ties of strict scrutiny. Under cur-
rent Georgia law, if two sophisti-
cated parties freely negotiate a
business agreement containing a
Covenant that is subject to strict
scrutiny, the Covenant will fail
utterly if a court finds it to be
unreasonable even in one minor
detail, probably resulting in a

unreasonable in some respect, it
could be judicially modified and
the parties” general contractual
intention enforced.

Under a pure bargaining power
approach, even some employment
contracts may be subject to low-
level scrutiny. And why not? If a
public company enters into an
agreement with its new CEO that is
the product of negotiation, where
both sides are represented by coun-
sel, that contract should not be sub-
ject to the same strict serutiny
applied to the typical adhesion
employment contract.?7

There also would be no use for
the mysterious “mid-level” scruti-
ny. This concept was the product of
the “type of contract” approach,
where a professional partnership
did not seem analogous to either an
employment contract or a sale of
business. Thus, its raison d'étre
would vanish under a method of
analysis focusing only on bargain-
ing power3® Any characteristics
unique to professionals or pariner-
ships would simply be accounted
for by the court in its basic “reason-
ableness” analysis.
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Determining the level of scruti-
ny solely based on bargaining
power is also perfectly consistent
with the policy underlying the
“no-blue-pencil” doctrine. The
doctrine was adopted to intimi-
date or punish employers who
might be tempted to fashion oner-
ous Covenants, knowing that the
few Covenants that made it to
court would simply be pared
down and enforced.?¥ But this
rationale obviously does not apply
where the parties have relatively
equal bargaining power and thus
negotiate the terms of the restric-
tion in a commercial agreement.
Moreover, even where blue-pen-
ciling is allowed, Georgia law
establishes that the court strictly
limits the covenant to what has
‘been shown by clear and convinc-
iﬁg evidence to be mnecessary,
instead of what is merely reason-
able, thus imposing a brake on a
party’s overreaching.40

Adopting bargaining power as
the sole criterion for classifying
covenants would result in more
agreements being analyzed under
low-level scrutiny, but it would not
involve any disruption in the basic
principles of current law. Indeed,
as shown above, the “bargaining
power” analysis was largely the
approach adopted by the Supreme
Court in White. As the Court of
Appeals has already held in
Swartz, the mere type of contract
would no longer be determinative
of the level of scrutiny. The courts
could reasonably adopt a rebut-
table presumption that employ-
ment contracts are not the product
of bargaining, and the opposite
presumption for contracts for the
sale of a business and contracts
between persons entering into
business associations. Such rebut-
table presumptions would recog-
nize that employment coniracts
typically

involve parties of

unequal bargaining power, where-
as contracts for the sale of business
and agreements among persons
forming a business association are
usually made by parties having
relatively bargaining
power40 Agreements not plainly
falling into these categories, how-
ever, would no longer be “analo-

equal

gized” based on a resemblance
derived from an analysis of consid-
eration or other factors.

Adoption of a bargaining power
test would not mean that parties
are free to craft a Covenant
beyond judicial review—once the
appropriate level of scrufiny is
determined, the customary rules
of “reasonableness,” informed by
public policy, would apply in
assessing the enforceability of the
Covenant. Under this model, the
nature of the consideration reflect-
ed in the agreement would, at
best, merely be evidence of the
parties’ bargaining power.
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CONCLUSION

The recent decisions of the Court
of Appeals in essence go halfway
towards a small but potentially
meaningful reform in Georgia’s
Covenant law. Determining the
level of scrutiny under which
Covenants are analyzed by exam-
ining only the parties” bargaining
power would cure some complica-
tions and uncertainties in current
law, as well as strike an appropriate
balance between the freedom of
parties to freely negotiate their con-
tracts and the public policy against
covenants unreasonably restrain-
ing trade. &

John K. Larkins Jr. is a partner in
the Atlanta firm of Chilivis, Cochran,
Larkins & Bever LLP. He is a graduate
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(404) 527-8779 or toll free (800) 334-6865 ext. 779
or email; mocktrial@gabarorg .
for online sign-up go to:
www.gabar.org/mtjoin.asp

» Cutside Counsel Search » Direclory of Legal Vendors
* My FindLaw - Personalize FindLaw
* Industry-Specific Legal Research

= And much, much more!

» Legal News and Commentary
* Real-Time SEC Filings
* Litigation Watch and Docket Alerts

FindLaw.

www.findlaw.com
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