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INTRODUCTION

After working for nearly 15 years as a grocery store
manager for Food Fair Stores, Inc., Carl Greeley vol-
untarily resigned from Food Fair to become a retail
counselor at a competing grocery store. During his
employment with Food Fair, Greeley participated in
Food Fair’s noncontributory bonus and retirement
plan, which Food Fair funded solely through its prof-
its. The plan provided that Greeley would be eligible
for a distribution from his retirement account upon the
earlier of his death or attainment of age 65, but fur-
ther stipulated that Greeley would not be entitled to
any distribution if he competed with the company.
Notwithstanding the clear terms of the plan, shortly
after Greeley resigned from Food Fair to accept a po-
sition with its competitor, he filed a claim with Food

* The author gratefully thanks Tony Miodonka, Esq. and Lind-
sey E. Mongeon, Esq., attorneys at Finn Dixon & Herling LLP,
for their contributions towards this article. © Susan Powell 2009.

Fair for $8,514.10 allegedly owed to him under the
plan. Food Fair promptly informed Greeley that, by
choosing to work for a competitor, he had forfeited
his benefits under the plan. After all, the plan was
clearly a binding contract which relieved Food Fair of
its obligation to pay Greeley if Greeley chose to work
for a competitor.

Or was it?

Not according to the Court of Appeals of Maryland,
where Greeley sued Food Fair for $8,514.10 — and
won.! The court held that, although the plan’s
forfeiture-for-competition provision did not restrain
Greeley’s right to future employment, the non-
competition agreement in the plan was nonetheless
subject to the standard of ‘“‘reasonableness’ generally
applied to traditional non-competition agreements.
According to the court, regardless of the mechanism
employed (that is, an injunction prohibiting future
employment or a forfeiture of an employee plan ben-
efit), “the employee is subject to an economic loss
should he breach the restrictive covenant.” * Relying
on this reasoning, the court analyzed the forfeiture
provision in Food Fair’s plan as though it were a tra-
ditional non-competition covenant, and ultimately
held that its restrictions were unreasonable and, thus,
unenforceable. Therefore, Greeley could keep the
$8,514.10 plan benefit and compete with Food Fair.

' Food Fair Stores, Inc. v. Greeley, 264 Md. 105, 285 A.2d 632
(1972). (Note: This case and many other cases cited in this article
pre-date the Employee Retirement Income Security Act of 1974
(ERISA), 29 USC §§1001 et seq., which generally requires mini-
mum vesting schedules in tax-qualified retirement plans.)

21d., at 117.
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NON-COMPETITION COVENANTS:
THE TRADITIONAL ANALYSIS
(STANDARD OF REASONABLENESS)

A covenant not to compete (or a ‘“‘non-compete’),
whether standing alone or, as is more often the case,
embedded within a broader employment agreement,
represents the employee’s promise not to engage in
competition with his or her employer according to the
terms and limits set forth in the agreement. Such a
promise, if upheld by a court, is generally enforced by
way of an injunction preventing the individual em-
ployee from engaging in the competitive activity.
However, because an injunction (or threat thereof)
limits an individual’s opportunity to be gainfully em-
ployed, courts often do not enforce non-competes to
the full extent provided in the contract. In some cases,
a court will simply refuse to enforce the non-compete
altogether. In many other cases, the court will reduce
the scope of a non-compete that it considers unreason-
able (e.g., reducing a worldwide, lifetime non-
compete to one that covers a particular location for a
limited period of time).? Finally, in certain states,
courts will refuse to grant an injunction due to state
statutes that render non-compete provisions void as a
matter of law.

Courts across the country have developed numer-
ous rules and exceptions when determining whether a
particular non-compete is enforceable. The primary
considerations in the traditional non-compete analysis
generally include: (1) the length of time that the re-
striction is in effect (i.e., how long the employee must
refrain from competition); (2) the size of the geo-
graphic area to which the restriction applies (i.e.,
whether the restraint on competition applies locally,
regionally, nationally or internationally); and (3) the
nature of the restricted activities. The reasonableness
inquiry into individual non-compete covenants calls
for a highly fact-sensitive legal analysis. This often
makes it difficult to predict whether a court — even
one with well-developed and firmly established juris-
prudence in this area — will enforce a particular non-
compete under a given set of circumstances.

ALTERNATIVE APPROACH:
FORFEITURE FOR COMPETITION
AGREEMENT (“CLAWBACK?”)

Employers seeking to protect their competitive ad-
vantage and avoid the unpredictable nature of seeking

3 Alabama: Ala. Code §8-1-1 (1975) (discussed below); Cali-
fornia: Cal. Bus. & Prof. Code §16600 (West 2009); Montana:
Mont. Code Ann. §28-2-703 (2007); North Dakota: N.D. Cent.
Code §9-08-06 (2009); Oklahoma: Okla. Stat. Tit. 15, §217
(2009).

injunctive relief are increasingly drafting forfeiture-
for-competition provisions, or ‘“‘clawbacks,” instead
of traditional non-competes. The employers hope that
the courts will not subject these provisions to the
higher scrutiny applied in the traditional non-compete
analysis. Unlike traditional non-competes, which
flatly prohibit a former employee from accepting cer-
tain employment opportunities, forfeiture-for-
competition provisions, like the one in Greeley, give
employees a choice between either receiving and re-
taining certain benefits (often of significant value) or
engaging in competitive activities, and may be an al-
ternate method of influencing employees to not com-
pete.* In many cases, an employer will require a
former employee to forfeit deferred compensation or
income realized from a stock option exercise if the
employee competes or otherwise acts contrary to the
employer’s interests. As demonstrated by Greeley,
this approach is often unsuccessful.

CASES IN WHICH THE COURT
DETERMINED THAT FORFEITURE-
FOR-COMPETITION PROVISIONS
ARE A RESTRAINT OF TRADE AND
SUBJECT TO A TRADITIONAL
NON-COMPETE ANALYSIS

As illustrated in Greeley, forfeiture-for-competition
provisions do not provide employers with a panacea
to the problem of unpredictable non-compete enforce-
ability. In fact, many courts across the country view
forfeiture provisions as nothing more than an indirect
restraint of trade that must be subjected to the tradi-
tional reasonableness analysis originally developed to
test the ability to obtain injunctive relief.

In Greeley, the court expressed its view that
forfeiture-for-competition provisions, due to the value
of benefits employees may forfeit if they were to com-
pete, do not really offer employees a choice and,
therefore, prohibit competition. In other words, such
forfeiture provisions act as an effective restraint of
trade and, thus, violate public policy to the extent that
they are “‘unreasonable.” Courts adhering to this view
assert that forfeiture-for-competition provisions may
be enforced only in accordance with the traditional
non-compete analysis.

The Greeley approach was confirmed almost 20
years later in a somewhat different context. In Hollo-

*Many employees are subject to both traditional non-
competition agreements, pursuant to which an employer may de-
mand injunctive relief, and a clawback. Employers should con-
sider whether a clawback may be viewed as a form of liquidated
damages, thereby eliminating the need or ability to obtain injunc-
tive relief.
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way v. Faw, Casson & Co.,> the court was faced with
a forfeiture-for-competition provision contained in a
professional partnership agreement. The agreement
provided that:

[a]ny partner withdrawing from the partner-
ship voluntarily or involuntarily hereby cov-
enants and agrees that he or she will not en-
gage in the general practice of public accoun-
tancy . . . either individually or with any other
person, firm or corporation, either directly or
indirectly, at any place within a forty mile ra-
dius of any of our offices for a period of five
years from the date of such withdrawal. If
within these limits the partner engages in the
general practice of public accountancy . .. he
or she agrees to pay Faw, Casson & Co.
[“FC’] or its successor, 100% of the prior
year’s fee for any clients that were Faw, Cas-
son & Co.’s who engage the services of the
withdrawing partner during the five year pe-
riod.°

The plaintiff, Robert E. Holloway, withdrew from
FC and joined a competing firm, taking with him at
least 171 of his former partnership’s clients.’

Understandably, FC sought to enforce its rights un-
der the partnership agreement and recoup some of its
more than $95,000 in alleged damages. In addition to
withholding money owed to Holloway under a post-
termination deferred compensation plan, FC sought
damages as provided by the forfeiture provision in the
partnership agreement. Although the court noted that
FC never attempted to enjoin Holloway from compet-
ing, and had disclaimed that such a remedy was avail-
able under the partnership agreement, it nevertheless
concluded, in conformity with the holding of Greeley,
that ““[t]he [forfeiture-for-competition] covenants in
[the partnership agreement] are sufficiently similar to
covenants not to compete to invoke, in general, the
analysis applied under the law bearing on covenants
not to compete.”

Fortunately for FC, the court determined that the
non-competition covenant was reasonable. Interest-
ingly, the court considered the following in its reason-
ableness analysis: Holloway was not, in fact, re-
strained in any way from competing with FC, with the
exception of working for clients that FC was servic-
ing at the time of Holloway’s departure. The court
noted that: “If that occurs, then the Agreement says
that Holloway is obliged, in effect, to purchase the ac-

5319 Md. 324, 572 A.2d 510 (1990).
S Id., at 327-28.
7Id., at 327.

count from his former firm.” ® This fact — which is
really the essence of a forfeiture provision and the
reason many courts treat such provisions differently
from traditional non-competes — was pivotal in the
court’s conclusion:

The covenant in the Agreement, as limited by
the fee equivalent remedy, ties the restriction
closely to FC’s interest in its client base, in-
hibits Holloway’s practice of accountancy
only with respect to that client base, and gives
the general public, outside of that client base,
the benefit of unfettered competition. The rea-
sonableness of the provision is further rein-
forced by its ready analogy to the purchase of
an accounting practice, or of part of an ac-
counting practice.’

In Pollard v. Autotote, Lid.,'° the Third Circuit, ap-
plying Delaware law, held that the legal standard ap-
plied to traditional non-competes is appropriate for
forfeiture-for-competition provisions as well. Pollard
was an employee and participant in Autotote’s incen-
tive plan providing for deferred compensation. The
plan stated that if Pollard went to work for a competi-
tor, he would forfeit his rights to the deferred portion
of his plan. Autotote terminated Pollard’s employ-
ment, and he eventually went to work for a competi-
tor of Autotote. Autotote refused to pay Pollard the
deferred portion of his compensation plan because
Pollard was working for a competitor. The court, sid-
ing with Pollard, explained its reasoning: *“... a cov-
enant not to compete and a forfeiture-for-competition
clause each restricts an employee’s ability to accept
alternate employment. ...” '' Thus, by considering
the term ‘‘restrict” in a broad sense, the court con-
cluded that, merely by providing a strong contractual
incentive for Pollard not to compete, Autotote had
acted to restrict trade and was, therefore, subject to
the heightened scrutiny of the traditional non-compete
analysis.

In Deming v. Nationwide Mutual Insurance Co.,'?
the Supreme Court of Connecticut held that a
forfeiture-for-competition provision involving “‘sub-
stantial sums of money”” was a restraint against com-
petition to which the traditional non-compete analysis
applied, even though it had not applied the traditional
non-compete analysis to a similar covenant in a prior

8 1d.

% Id., at 343-44.

10852 F.2d 67 (3d Cir. 1988).
" d, at 71.

12279 Conn. 745, 762 (2006).
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case.'? In Deming, an insurance company’s deferred
compensation plan required its sales employees to for-
feit hundreds of thousands of dollars in commissions
and deferred compensation that had been earned over
the course of their entire careers in exchange for their
choice to compete. The court, while declaring that
“the fact of the amount of the forfeiture should not
determine the category of the condition, but, rather,
should become a relevant consideration as to the rea-
sonableness of that condition,” '* nevertheless con-
cluded that ““[t]he total prohibition against competi-
tion, enforced by a forfeiture of accrued benefits, sub-
jecting the employee to an economic loss undoubtedly
is designed to deter competition.” '> Although per-
haps influenced by the amount of money to be for-
feited under the forfeiture clause, the court was cer-
tainly not ambiguous in articulating the basis for its
approach:

Permitting a forfeiture clause that is not sub-
ject to a reasonableness assessment is essen-
tially no different than enforcing a covenant
not to compete, which, not properly circum-
scribed, is the classic example of a direct re-
straint. We would be unduly formalistic if we
were to invalidate a covenant not to compete
that was in direct restraint of trade, but ap-
prove a forfeiture provision that indirectly ac-
complished the same result.'®

The high courts in several other states have also
concluded that forfeiture-for-competition provisions
must withstand the test of reasonableness. For in-
stance, in Lavey v. Edwards,"” the Supreme Court of
Oregon faced a forfeiture-for-competition provision
embedded in a non-contributory ‘‘profit-sharing re-
tirement plan.” '® The forfeiture provision at issue
was unconstrained by any temporal or geographic
limitations, and the defendant employer argued that
“regardless of the validity or invalidity of such non-
competition clauses in employment contracts, provi-
sions for the forfeiture of benefits under noncontribu-
tory profit-sharing pension plans when an employee
accepts employment by a competitor are valid even
though such clauses are without limitation as to time
or territory.” '°

The court recognized the line of authority cited by
the defendant in support of this argument, noting:

'3 Schoonmaker Il v. Cummings and Lockwood of Connecticut,
252 Conn. 416 (2000).

14279 Conn. 745, 762, n.17.

B Id., at 767.

6 1d., at 768.

'7264 Or. 331, 505 P.2d 342 (1973).
8 Id., at 332.

Y I1d., at 334.

Most of these cases adopt the view that such
a provision is not a prohibition on the em-
ployee engaging in competitive work, but is
“merely”” a denial of his right to participate in
the pension plan if he does so engage and that
the employee has a “‘choice” under which he
may decide whether or not to engage in com-
petitive work, which he is “free” to do even
though, as a result, he may risk losing the
benefits of a pension plan to which he has
contributed nothing.*®

Rejecting this reasoning, the Oregon court was per-
suaded by critics of this approach, asserting that:

even under noncontributory pensions plans,
benefit payments are no longer regarded as
‘“gratuities,” but as a contractual right to de-
ferred compensation, and that these decisions
ignore the inhibitory effect of such a forfei-
ture clause upon an employee in making the
decision whether to accept a new job, in that
ordinarily the new employment will not com-
pensate him for the loss of the pension, which
may represent a substantial portion of what he
must depend upon when he retires and which
he cannot risk by competing.?’

The court ultimately remanded the case, instructing
the trial court to subject the contested forfeiture pro-
vision to a traditional reasonableness analysis.**

Two years after Lavey was published, the Supreme
Court of Washington followed the Oregon court’s lead
in Sheppard v. Blackstock Lumber Co., Inc.>> In Shep-
pard, the court was faced with a “Forfeiture for Det-
rimental Activities” provision in the employer’s
profit-sharing retirement plan. The plaintiff, a former
employee of Blackstock, was advised by letter of the
potential consequences of his competitive activities,
and subsequently brought an action seeking to restrain
Blackstock from enforcing the forfeiture provision.
The trial court granted summary judgment for the em-
ployer, and Sheppard appealed, ‘“‘contending that the
forfeiture provision is unenforceable as an impermis-
sible restraint of trade.” **

The court agreed that the forfeiture provision
amounted to a restraint of trade, notwithstanding the
options available to the former employee:

The forfeiture clause is indeed an inhibitive
influence on an employee’s decision whether

20 1d., at 336-37.

21 Id., at 337.

>2 Id., at 339-40.

23 85 Wash.2d 929, 540 P.2d 1373 (1975).
24 Id., at 930.
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to accept a new job. ... However, we do not
consider such clauses void and invalid per se,
but agree with the Lavey court that validity of
such clauses should be determined as is the
validity of a noncompetition clause in an em-
ployment contract — by a test of reasonable-
ness.” 2

The matter was remanded ‘‘for the purpose of de-
termining to what extent, if any, the forfeiture provi-
sion provides a reasonable restraint and to what extent
it may be enforceable.” °

The Massachusetts Supreme Court followed suit in
1979 with its decision in Cheney v. Automatic Sprin-
kler Corp. of America.>’ The litigants in Cheney were
parties to an employment contract that included a
forfeiture-for-competition provision that was tied to
certain deferred payments that the employee forfeited
if he joined a competitor.”® Despite noting that “the
majority view in this country seems to be that a
forfeiture-for-competition clause in an employment
agreement is enforceable without regard to the reason-
ableness of the restraint on the former employee,” *°
the court nonetheless rejected the ““suggestion that an
employee in a case such as this has made an agree-
ment to which he must be held in all instances.” *°

The Massachusetts court indicated that one of the
driving factors in its conclusion was its view of the
relative status of the contracting parties:

Agreements of the character involved here of-
ten are not arrived at by bargaining between
equals. The employer normally presents the
terms on a ‘“‘take it or leave it” basis. This is
particularly true where, as here, an annual
agreement is presented to an employee whose
options are to sign or to terminate his employ-
ment.*!

This approach was more recently reaffirmed with-
out comment in Securitas Security Services USA, Inc.
v. Jenkins.>*

25 1d., at 932.

26 14., at 934.

27377 Mass. 141, 385 N.E.2d 961 (1979).
28 14, at 142-43.

2914, at 145.

3014, at 147.

3.

3216 Mass. L. Rptr. 486, 2003 WL 21781385 *12 (Mass. Su-
per. 2003) (““The non-competition aspects of [the employee’s]
Agreement with [plaintiff-employer] appears to this Court to be a
forfeiture-for-competition clause. As such it does not absolutely
proscribe competition by [the employee]. It merely makes it eco-

Courts in California and North Dakota, two of the
states that generally invalidate non-competes by
law,>® have applied their statutes to forfeiture-for-
competition provisions. In Muggill v. Reuben H. Don-
nelley Corp.,** the California Supreme Court was
faced with the issue of whether a contract that termi-
nated certain retirement benefits if a former employee
engaged in competition with his former employer was
valid under its statute, which provides that “every
contract by which anyone is restrained from engaging
in a lawful profession, trade, or business of any kind
is to that extent void.” ** The court concluded that the
provision was unenforceable. “This [statute] invali-
dates provisions in employment contracts prohibiting
an employee from working for a competitor after
completion of his employment or imposing a penalty
if he does so.” *® Under a functionally identical stat-
ute, the Supreme Court of North Dakota reached the
same conclusion:

The contract restrains Werlinger [the
employee] from competing with MSI [the
employer] by requiring that he “‘purchase the
freedom” to compete with MSI by forfeiting
money that MSI would otherwise pay to him.
The contract restrains Werlinger from com-
peting with MSI by “imposing a penalty if he
does so”’ in the form of a forfeiture of money
otherwise due him if he should elect to com-
pete with MSIL.?’

FORFEITURE-FOR-COMPETITION
PROVISIONS DISTINGUISHED:
NO PROHIBITION, NO RESTRAINT

Not all courts disregard the distinction between
standard non-compete covenants and incentive-driven
forfeiture provisions. Indeed, there is a strong current
of authority supporting the proposition that such pro-
visions are perfectly legitimate and may be enforced
if valid under existing contract law principles.

In general, courts adhering to the contract approach
focus on the fact that forfeiture-for-competition provi-
sions involve choice. That is, the employee has the
choice of competing and forfeiting benefits or retain-

nomically costly for him to do so. Of course, Massachusetts courts
must apply the same test of reasonableness to a forfeiture-for-
competition clause as to a non-competition clause.” (citing
Cheney, above)).

33 California: Cal. Bus. & Prof. Code §16600 (West 2009);
North Dakota: N.D. Cent. Code §9-08-06 (2009).

3462 Cal.2d 239, 398 P.2d 147, 42 Cal. Rptr. 107 (1965).

35 Cal. Bus. & Prof. Code §16600 (West 2009).

3¢ Muggill, 62 Cal.2d at 242 (emphasis added).

37 Werlinger v. Mutual Service Casualty Ins. Co., 496 N.W.2d
26, 30 (N.D. 1993) (emphasis added; internal citations omitted).
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ing benefits and forfeiting the right to compete. Thus,
forfeiture-for-competition provisions are enforceable
without regard to the traditional non-compete analysis
because they offer employees the choice to compete.
In other words, and perhaps stated more accurately,
there is no restraint on trade because there is no direct
restraint of the employee’s ability to ply his or her
trade in the manner he or she sees fit. Presumably, em-
ployees acting rationally engage in a measured cost-
benefit analysis, weighing the benefit of competitive
employment against the cost of forfeiture. The prod-
uct of this analysis, whatever it may be, is the result
of a bargained-for exchange, and the court has no li-
cense to interfere absent some applicable principle of
contract law.

Courts in North Carolina, for example, have evalu-
ated forfeiture-for-competition provisions under gen-
eral contract principles, and have enforced them to the
extent they are part of an otherwise valid contract.
One illustrative case is FEastern Carolina Internal
Medicine, PA. v. Faidas,® a case concerning a liqui-
dated damages provision in the defendant’s employ-
ment contract that became payable in the event that
the defendant, a physician employed by the plaintiff,
engaged in the practice of medicine within certain de-
fined geographic limits after leaving the plaintiff’s
employ. This case provides an interesting contrast
with the factually similar Holloway case, discussed
above.

The ““cost-sharing” provision at issue in Faidas
provided that, should the defendant violate the non-
compete clause in the contract, she would be required
to “share” the plaintiff’s cost of recruiting and subse-
quently replacing her, as well as the estimated loss of
revenue associated with her departure to a competitive
provider. The cost-share amount, which essentially
operated as a liquidated damages provision, was cal-
culated as follows:

The Total Operating Expense of Employer for
the fiscal year of Employer immediately pre-
ceding the date of termination of employment
as reflected on the fiscal year-end financial
statements of Employer shall be divided by
the number of full-time equivalent physician-
employees of Employer during such fiscal
year, and . . . [t]he quotient then shall be mul-
tiplied by twenty-five percent (25%) with the
product being the Cost Share amount.””

In this way, the employment agreement sought to
quantify the cost of losing a physician to a competitor

38 149 N.C. App. 940, 564 S.E.2d 53 (2002).
39 Id., at 943-44.

and tie that cost to a liquidated damages provision that
would provide an incentive for its employee not to
compete.

The defendant argued that the cost-sharing provi-
sion was ‘“‘void as an unreasonable restraint of her
trade and against public policy.” *° The court dis-
agreed, concluding that:

[t]he Contract does not prohibit defendant
from engaging in the practice of her profes-
sion, but only provides that if she does so
within the described three county area, she
will pay a certain sum for making this choice.
Accordingly, we hold that the “Cost Sharing™
provision is not a covenant not to compete
and we do not subject it to the strict scrutiny
as to reasonableness and public policy re-
quired with a covenant not to compete.

The majority in Faidas, unlike Judge Wynn in dis-
sent, was not impressed by the fact that, unlike in
prior cases, the defendant employee was required to
pay money to the employer upon breaching the non-
compete covenant, rather than merely having funds
that would otherwise be due to the employee
withheld. The majority of the court was persuaded
that the rationale underlying its past refusal to treat
forfeiture-for-competition provisions like traditional
non-competes — employee choice — remained intact
regardless of the mechanics of the penalty for exercis-
ing the choice to compete (short of injunction, pre-
sumably).*?

Several federal cases have adopted this approach.
See, e.g., Rochester Corp. v. Rochester:*

The strong weight of authority holds that for-
feitures for engaging in subsequent competi-
tive employment, included in pension retire-
ment plans, are valid, even though unre-
stricted in time or geography. The reasoning
behind this conclusion is that the forfeiture,
unlike the restraint included in the employ-
ment contract, is not a prohibition on the em-
ployee’s engaging in competitive work but is
merely a denial of the right to participate in
the retirement plan if he does so engage.

101d., at 944.

U Id., at 945; see also Newman v. Raleigh Internal Medicine
Associates, 88 N.C. App. 95, S.E.2d 623 (1987); Hudson v. North
Carolina Farm Bureau Mut. Ins. Co., 23 N.C. App. 501, 209
S.E.2d 416 (1974), cert. denied, 286 N.C. 414, 211 S.E.2d 217
(1975). Note: It does not appear that the North Carolina Supreme
Court has yet had occasion to consider this issue, but its denial of
certification in Hudson may be viewed as an indication of its ap-
proval of the appellate court’s approach.

42 Faidas, 149 N.C. App. at 945.

*3450 F.2d 118, 122-23 (4th Cir. 1971).

Tax Management Compensation Planning Journal
6 © 2010 Tax Management Inc., a subsidiary of The Bureau of National Affairs, Inc.
ISSN 0747-8607



See also Johnson v. MPR Associates, Inc.** (same
analysis with respect to a stock transfer agreement). In
Fraser v. Nationwide Mutual Ins. Co.,* the Federal
District Court for the Eastern District of Pennsylvania
articulated a persuasive line of reasoning based on its
perception of the rationality of the various parties to a
transaction of this sort, when each has the freedom to
act in its best interest. The court explained:

Nationwide did not impede Fraser from work-
ing for another company by threat of injunc-
tion — rather, Fraser was simply faced with
the decision of whether or not to disqualify
himself from a monetary benefit. In all likeli-
hood, Fraser made that decision as any ratio-
nal actor would — by weighing the benefits
and losses attributable to each option.*®

Thus, the court enforced the forfeiture provision as
it would any other freely negotiated contractual provi-
sion.

In Lucente v. IBM,*” the Second Circuit analyzed a
forfeiture-for-competition  provision under New
York’s “employee choice doctrine,” which allows re-
strictive covenants to be enforced without regard to
the traditional non-compete analysis when an em-
ployee is given a choice between competing and los-
ing certain benefits or not competing and receiving or
keeping certain benefits. Lucente, an IBM executive,
retired from IBM after 30 years, and two years later
went to work for an alleged competitor. The forfeiture
provisions in his stock option agreements stated, with-
out regard to geographic region or time frame, that his
stock options would be cancelled if he worked for a
competitor after his employment with IBM. Although
the court did not set forth the exact criteria of the em-
ployee choice doctrine, it noted that the employer
must be able to prove that it was willing to continue
to employ the relevant employee, and that the doctrine
does not apply if the employee was involuntarily ter-
minated. In this particular instance, the court re-
manded the case for a determination as to whether Lu-
cente’s termination was involuntary.

A fairly acute example of the theory that a restraint-
on-trade argument can be completely defeated by
choice comes from the state of Alabama. An Alabama
statute, Ala. Code §8-1-1 (1975), declares: “Every
contract by which anyone is restrained from exercis-
ing a lawful profession, trade, or business of any kind

44894 F. Supp. 255, 257 (E.D. Va. 1994).
45334 F. Supp.2d 755 (E.D. Pa. 2004).
46 Id., at 760.

47310 F.3d 243, 254 (2d Cir. 2002).

otherwise than is provided by this section is to that
extent void.” *®* Despite the strength and seeming
clarity of this statement, Alabama courts have con-
cluded that forfeiture-for-competition provisions do
not fall within the statute’s purview. In Southern Farm
Bureau Life Insurance Company v. Mitchell,* the
court upheld a contractual provision whereby the em-
ployee forfeited his right to receive renewal commis-
sions if he began working for another insurance com-
pany in the state of Alabama. The court pointed out
that the parties were not ‘“‘dealing with an anti-
competitive agreement prohibited by section §-1-1 but
rather with a forfeiture clause.” °® According to the
court,

the rationale for upholding forfeiture clauses
in competitive situations has been the fact that
such contracts are supported by sound busi-
ness practice. The contract involved in the in-
stant appeal did not in any way prevent
Mitchell from engaging in the business of
selling insurance. The record before us indi-
cates that Mitchell did, in fact, work for other
companies after he left Southern Farm Bu-
reau.’’

In an earlier case, Courington v. Birmingham Trust
National Bank,>* the Supreme Court of Alabama
stated that the predecessor statute to §8-1-1 “was in-
applicable to the forfeiture provision because it did
not ‘“‘restrain” the employee from “‘exercising a law-
ful profession.” The court explained:

the situation before us . . . clearly does not in-
volve a restriction upon the employee’s entry
into a competitive endeavor. Here, the former
employer [sic] is not prevented from earning
a living. .. . If the participating employee
wishes to leave his employment, he is free to
do so, and if he leaves for another position, he
loses none of his accrued benefits, unless by
electing to enter a competitive enterprise he
makes the choice to lose that portion contrib-
uted by his former employer who must con-
tinue to offset the effect of his competition
with it in order to continue the Plan for the
benefit of those who remain.”?

“*# There are two narrow exceptions in the statute to this restric-
tion that are not relevant to this discussion.

49435 So.2d 745 (Ala. Civ. App. 1983).
50 1d., at 748.

SUd.

52347 So.2d 377 (Ala. 1977).

33 1d., at 383.
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WHERE DO WE GO FROM HERE?

As illustrated by the case law discussed above,
there is no uniform test or bright-line rule with respect
to the enforceability of forfeiture-for-competition pro-
visions. Additionally, as the Deming case particularly
indicates, the specific facts and circumstances sur-
rounding a forfeiture-for-competition provision (e.g.,
the amount of money subject to forfeiture) may play
a role in whether a court chooses to subject that par-
ticular provision to the traditional non-compete analy-
sis. Another factor to consider is that, although non-
competes are often written with a particular jurisdic-
tion in mind, there is no guarantee that the law of such
jurisdiction will apply — i.e., employees relocate. Al-
though the employee may have begun employment in
a state that does not apply a traditional non-compete
analysis to a clawback, when an employee is compet-
ing in a new employer’s state, the courts will often ap-
ply the law of the new state to determine whether the
non-compete is enforceable.

These factors are particularly troublesome because
forfeiture-for-competition provisions are not often
drafted with the same considerations and limitations
in mind as traditional non-competes. Thus, to the ex-
tent that the court finds the forfeiture provision unrea-
sonable, it may not be able or willing to salvage the
provision by modifying or striking the overbroad re-
striction and enforcing the ‘“‘reasonable’ remainder.

One avenue for relief may be through the use of a
so-called ““top hat” deferred compensation plan that is
governed by ERISA. An ERISA top hat plan, by defi-
nition, provides retirement benefits to a select grou
of management and highly compensated employees.”*
Unlike the rules that apply to ERISA tax-qualified re-
tirement plans, retirement benefits under a top hat
plan, even if “vested” under a service-based or other
schedule, can be forfeited. Additionally, and most im-
portaslgtly for this analysis, ERISA preempts state
law.

3429 USC §1051(2).

5329 USC §1144. Employers may also consider the use of a
severance plan governed by ERISA. See Tracz v. Pfizer, Inc., 2004
WL 1445961 (E.D. Pa. 6/25/04) (contract claims relating to sev-
erance plan were preempted by ERISA).

Many courts have concluded that ERISA pre-
empted state common law rules regarding forfeiture-
for-competition agreements contained in an ERISA re-
tirement plan. For example, in Lindsay v. Cottingham
& Butler Ins. Services, Inc.,’® the Supreme Court of
Iowa held that “ERISA’s failure to protect top hat
plans from the forfeiture provisions contained in those
plans allows a top hat plan to include enforceable
noncompete forfeiture provisions even if these provi-
sions are not enforceable under state law.” >’ See also
Clark v. Lauren Young Tire Center Profit Sharing
Trust,>® in which the Ninth Circuit, considering a for-
feiture provision under Oregon law, similarly held that
“ERISA preempts state law with respect to non-
competition forfeiture clauses’; and Scala v. CC In-
dustries,”® in which the court determined that ERISA
governed, state law did not apply, and that the plan
benefits were properly forfeited pursuant to the terms
of the plan.

Of course, a top hat plan will not work in many
situations. Although many employers seek the return
of bonuses and stock options, top hat plans only apply
to deferred compensation benefits, and the plan can
only cover a select group of high-level employees.
Also, whether a plan qualifies as a top hat plan under
ERISA is heavily litigated, which adds an additional
level of risk to this approach.

In light of the uncertainty inherent in non-compete
cases, and that, for business reasons, top hat plans will
not provide the solution in many instances, forfeiture-
for-competition provisions should be evaluated and
drafted carefully and should not be viewed by em-
ployers as a simple solution to the uncertainty of the
traditional non-compete analysis.

56763 N.W.2d 568 (Iowa 2009).

7.

58 816 F.2d 480, 481 (9th Cir. 1987).
591995 WL 522880 (E.D.N.Y. 8/18/95).
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