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During the unusual low-unemploy-
ment phase a couple of years ago,
many employers learned to fill their

staff and executive requirements by recruit-
ing—some might say stealing—employ-
ees from their competitors. Despite today’s
higher unemployment, it’s still a good strat-
egy to hire people away from a
firm in the same business sector
because you get a fully trained
employee while your rival is left
with the problem of finding some-
one new.

The ethics of this practice can
be debated, but obviously it’s un-
desirable to be on the wrong end
of it, and there is actually an
easy solution to the problem. To
prevent employees from jumping
ship, a company merely needs to
require them, as a condition of
employment, to sign a noncom-
pete agreement. Although such an agree-
ment is generally and most advantageously
obtained at the beginning of an employ-
ment relationship, it can be obtained at
any time as a condition of continuing
employment.

Such an agreement specifies that an
employee will not work for a competing
firm within a specified geographical area
for a specified period of time. For exam-
ple, an employee might sign an agreement
that says she won’t leave her current
employer for a job with a competitor firm
within 50 miles for 2 years after leaving
the company. 

The Rules
Under state law (which governs the appli-
cability of noncompete agreements), an
employer must take certain steps to obtain
a bona fide noncompete agreement. In
most states, a noncompete agreement is
enforceable if three conditions exist: 
• It is part of an employment relationship, 
• the employee is compensated for sign-

ing the agreement, and 

• the duration of the noncompete agree-
ment, and the geographical boundaries
that it pertains to, are “reasonable”.
The first requirement, namely, that a

noncompete agreement be part of an
employment relationship is, of course, a
slam dunk. You wouldn’t ask a nonem-

ployee to sign one. 
The second requirement, that the

employee be compensated for signing the
noncompete agreement, must be reflect-
ed in the compensation package that the
employee receives. Under most state
laws, an employer’s agreement to hire an
employee is considered adequate consid-
eration “to support a noncompete agree-
ment.” However, most states require more
than that if an agreement was not signed
when the employee was hired. If a noncom-
pete agreement was not signed by an
employee when he or she was hired, the
employer must give the employee a pay
raise or a promotion, or some benefit in
exchange for a noncompete agreement
request later on, for the noncompete agree-
ment to be valid. 

The third requirement, that a noncom-
pete agreement cover a reasonable period
of time and be limited to a reasonable
geographic area, is the most difficult
requirement for employers to meet. There
is no specific guidance offered by various
state laws that define a “reasonable peri-

od of time” or a “reasonable geographic
territory”. The reasonableness of a noncom-
pete agreement is usually determined on
a case-by-case basis. 

A number of factors go into the deci-
sion as to whether the agreement is consid-
ered reasonable. The principal factor is the
restrictions, in time and territory, that
are required to protect the employer’s legit-
imate business interests. In other words,
if an employer says that an employee

cannot ever work for a competi-
tor, or that the employee cannot
work for any U.S. company, that
is not reasonable because the
employer does not need such a
restrictive agreement. On the other
hand, if the employer says the
employee cannot work for any
competitor within a 50- or 100-
mile radius for a period of 2 years,
most states would consider that
reasonable. However, in every
instance, the nature of the employ-
er’s business is considered in deter-
mining what is reasonable. With

some businesses, a longer period of time
might be considered more reasonable than
for other businesses. 

Other factors that also need to be
considered include the
• position that the employee holds,
• amount of training that the employer

provided the employee,
• degree of access to customers that the

employee has,
• access the employee has to confiden-

tial business information,
• length of time that the employee

worked for the employer,
• geographic area in which the employ-

er does business, and 
• geographic area in which the employ-

ee works.

Guidelines
As a general rule, a noncompete agreement
for one year or less is considered reason-
able without any further examination.
Agreements in excess of one year and up
to five years can be found reasonable,
depending on the circumstances. The courts
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generally find that noncompete agreements
for longer than five years are unreasonable.

With respect to the geographic area
within which a noncompete agreement
applies, the courts have found that the
area in which the employee performed serv-
ices is reasonable. The courts generally find
worldwide or nationwide requirements
unreasonable. Geographic boundaries
anywhere in between are generally evalu-
ated on a case-by-case basis, but usually,
if there is a requirement that extends
beyond the geographic area within which
the employee performed services, the courts
will find that unreasonable.

Confidentiality Agreements
A confidentiality agreement between a
company and its employees can be used
to protect proprietary commercial infor-
mation. In reality, such agreements are of
limited value in preventing harm caused
by former employees going to work for a
competitor. It is difficult for an employer
to detect—much less prove in court—that
an employee violated a confidentiality
agreement. A former employee who goes
to work for a competitor will not reveal
to his former employer that he is using the
trade secrets he took with him.

In addition, even if an employer is
able to prove that a former employee violat-
ed a confidentiality agreement, the only
thing a court would do would be to issue
an order requiring the employee to return
all confidential information and not use
it in the future. Meanwhile, considerable
harm may have been done. Confidentiality
agreements do not provide much protection. 

On the other hand, noncompete agree-
ments give employers a good deal of protec-
tion. An employee who has entered into
a noncompete agreement will not be
anxious to seek employment with a compet-
ing firm. The employee knows that she has
to abide by the noncompete agreement
or she will be liable for the consequences.
An employee can be sued for violating a
noncompete agreement, and the employ-
er can collect damages. A noncompete
agreement will also deter a competing firm
from recruiting or hiring an employee who
has signed a noncompete agreement. No
employer wants to open itself up to the
expense of litigation that comes from hiring
someone who has signed a noncompete
agreement. Usually, when someone is being
interviewed for a job, the employer will ask
the applicant whether he signed a noncom-
pete agreement. If the employee says

yes, the prospective employer will think
twice before hiring such an employee. So
even if a noncompete agreement does
not deter an employee from seeking
employment with a competitor, it is like-
ly to deter a competitor from trying to hire
employees from competing companies.

Costs
The benefits of a noncompete agreement
come at little or no expense to the employ-
er, who simply draws up the agreement
and asks the employee to sign it. In
doing so, the employer can reap substan-
tial benefits while paying little for this
insurance. 

Noncompete agreements also provide
employers with the means to stop unfair
competition through court proceedings.
The courts will enforce noncompete agree-
ments if the agreement satisfies the three-
pronged test set out above. Typically, a
court will enforce a noncompete agreement
by issuing an injunction, barring the
employee from continuing to work for a
competitor. So even if the existence of a
noncompete agreement does not have
the desired effect of deterring an employ-
ee from applying for a job with a competi-
tor, the agreement provides a mechanism
to stop unfair competition.

Confidential business information,
customer relationships, and customer good-
will are important assets for any compa-
ny. As with other business assets, a compa-
ny should ensure against their loss or
damage. A noncompete agreement will
do that. If employers do not take advan-
tage of this inexpensive insurance, they
are making a big mistake.

Milton Zall is a freelance writer based in
Silver Spring, MD. He is a certified internal
auditor and a registered investment advis-
er. Send your comments or questions
about this article to tcaw@acs.org or to the
Editorial Office address on page 3. ◆
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