Law on Covenants Against Competition Shifts
Toward Greater Enforceability by Franchisors
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ost franchise agree-
ments include a cov-
enant obligating the

franchisee not to operate or have
an interest in another business
similar to the franchised business.
These covenants usually prohibit
competition during the franchise
term and for a period following
the expiration or termination of
the franchise agreement. They
generally prevent the franchisee
from competing at or within a
specified radius of the franchise
location or of other units operat-
ing under the franchise system’s
licensed marks.

Unlike most contractual pro-
visions, covenants against com-
petition historically have been
subject to a standard of “reason-
ableness” imposed by state pub-
lic policy because they have the
potential to restrain trade and to
deprive a person of the ability to
earn a living in his or her chosen
field. At the same time, courts have long recognized that
employers, buyers of businesses, and others may have legiti-
mate interests in preventing employees, sellers of businesses,
and independent contractors from engaging in competition
that unfairly trades on benefits such as confidential informa-
tion and goodwill that are shared, developed, or transferred
ancillary to contractual relationships.

The enforceability of covenants against competition in
franchise agreements is primarily a matter of state common
law,' although some states have enacted statutes that gov-
ern the validity or enforceability of such covenants. Over the
past thirty years,” many courts have broadened their view of
the legitimate interests of a franchisor that are protected by
franchisees’ agreements not to compete and have expand-
ed enforcement of such covenants accordingly. In some
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important instances, state statutes have directed or acceler-
ated that process.

This article briefly summarizes the differing historical
enforcement of covenants against competition in employ-
ment agreements, agreements for the sale of a business, and
franchise agreements; discusses the evolution toward more
liberal enforcement of those covenants in franchise agree-
ments; surveys recent cases addressing in-term covenants
not to compete in franchise agreements, which raise policy
considerations different from those raised by post-termi-
nation covenants; and analyzes Georgia’s recent statute
designed to make it significantly easier to enforce covenants
against competition under Georgia law.

Common Law Enforcement of Covenants
Against Competition

Historical Enforcement of Covenants

Although restrictions on trade are disfavored, courts will
enforce covenants against competition when they are neces-
sary to protect a legitimate interest of the covenantee. Courts
have enforced such covenants by sellers in agreements for the
sale of a business for hundreds of years,? because they pro-
tect a buyer’s investment in the business’s goodwill and trade
secrets, and therefore promote the transfer of property.

Courts have also enforced restrictive covenants in employ-
ment agreements, although less freely, because they recog-
nize an employer’s interest in retaining the customers served
by its employees and in protecting confidential business
information to which employees may have had access dur-
ing their employment.* These interests justify restricting an
employee’s right to engage in a competing business for some
period after the employment relationship ends, because the
employer cannot maximize the employee’s usefulness unless
it can freely transfer confidential information and customer
contacts to the employee, but the employer will be reluctant
to do so unless it is able to prevent the employee from later
using that information to compete against it.’

Traditionally, courts have subjected covenants not to com-
pete in employment agreements to stricter scrutiny than that
applied to covenants in agreements for the sale of a business.®
A seller of a business receives consideration for the sale and
thus is less likely to be rendered destitute by a covenant not
to compete with the buyer. Moreover, a large part of what the
seller is selling is the goodwill of the business, which could be
quickly eroded if the seller were not prohibited from estab-
lishing a new business offering the same products or services
to the same customers. Therefore, courts have been inclined to
defer to the parties’ judgment as to the appropriate scope of
the prohibition on competition by a seller.

Employees, on the other hand, usually have less bargaining
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power in negotiating the scope of a non-competition agree-
ment. They depend on their paychecks to support themselves
and their families. Moreover, a former employee’s ability
to use trade secrets and customer contacts acquired during
employment to compete with a former employer is necessarily
circumscribed by the information the employee learned and
the customers with whom the employee had contact. Thus,
courts have tended to strictly scrutinize whether employee
non-competition agreements are reasonably limited in time,
geographic territory, and substantive scope.

Enforceability of Covenants Against Competition in
Franchise Agreements

Like other covenants against competition, those in fran-
chise agreements are subject to a standard of reasonableness
because they have the potential to restrain trade or inter-
fere with a franchisee’s ability to find future employment.
Nonetheless, most states will enforce a franchisee’s covenant
against competition to the extent the franchisor shows that
legitimate interests support restricting the franchisee’s abil-
ity to compete.

Most states consider similar elements in analyzing the
enforceability of a franchisee’s covenant not to compete. To
be enforceable, the covenant must be ancillary to an other-
wise lawful contract and must further the lawful goals of
the contract.” In addition, the covenant must be necessary
to protect a legitimate business interest of the franchisor;
reasonable in scope with respect to the territory, time, and
activities restrained; and not offensive to public policy.® The
difference in the enforceability of these covenants in differ-
ent states is generally a function of how narrowly the courts
of a particular state interpret these general requirements
and how strictly they scrutinize the parties’ arguments that
the requirements have been met.

A Move Toward Greater Enforcement of
Franchise Covenants

In the early years of modern franchising, courts, with some
exceptions, tended to analogize covenants against competi-
tion in franchise agreements to covenants in employment
agreements.” As a result, those covenants had to be narrowly
drawn to survive judicial scrutiny. In recent years, however,
courts increasingly have analogized covenants in franchise
agreements to covenants in agreements for the sale of a busi-
ness or have created a test for enforceability that is specific
and favorable to franchising. This has increased the likeli-
hood that a franchisee’s covenant not to compete will be
found reasonable and, therefore, enforceable.

Courts Adopting the Sale of Business Analogy

In Wilkinson v. Manpower, Inc., one of the earliest cases to
analogize a covenant against competition given by a franchi-
see to a covenant given by the seller of a business, the Fifth
Circuit simply found “no apparent rationale for distinguish-
ing a franchise from the sale of a business.”!? Thus, although
the Wilkinson decision provided a precedent, it gave little
reasoning for other courts to consider.

Eight years later, another court likened a covenant given
by a franchisee to one given by the seller of a business. In
that case, McCart v. H&R Block, Inc.,"" the Indiana Court
of Appeals set out a substantive analysis for determining the
enforceability of the franchisee’s obligation not to compete:

Block has a valuable property right in its service mark. The
value is reflected by customers’ name recognition and resul-
tant use of the service offered under the Block name. [The
franchisee] was willing to pay for that customer affiliation as
would a buyer of a business. In return, Block gave [the fran-
chisee] the right to use that service mark and benefit from
the customers it drew as long as the contract terms were met.
By including the covenant not to compete in the agreement,
Block preserved the value of that property right to itself
alone after the termination of the agreement.'

Nearly a decade later, in another seminal decision, Jiffy
Lube International, Inc. v. Weiss Brothers, Inc.,"> a federal
district court in New Jersey provided a similar rationale
for treating covenants in franchise agreements like those in
the sale of a business. Without citing either Wilkinson or
McCart, the court reasoned that a franchisee has more bar-
gaining power than an employee and that the primary pur-
pose of the franchise relationship is the purchase of a license
conveying to the franchisee the right to use the franchisor’s
trademark to “trade upon and exploit the franchisor’s good
will.”!* The court stated:

One can view a franchise agreement, in part, as a convey-
ance of the franchisor’s good will to the franchisee for the
length of the franchise. When the franchise terminates, the
good will is, metaphysically, reconveyed to the franchisor. A
restrictive covenant, reasonably crafted, is necessary to pro-
tect the good will after that reconveyance.'s

Relying on these precedents, a number of recent decisions
involving covenants contained in franchise agreements have
adopted the sale of a business analogy. For example, a fed-
eral district court in Wisconsin found that a statute govern-
ing the enforceability of restrictive covenants in employment
agreements did not apply to franchise agreements because
the franchisee was not an assistant, servant, or agent of the
employer.'® In doing so, the court relied on the Wilkinson
decision likening covenants in franchise agreements to cov-
enants in agreements for the sale of a business.!”

Other courts have focused on the transfer of goodwill to
analogize covenants against competition in franchise agree-
ments to those in agreements for the sale of a business.'®
For example, in H&R Block Tax Services, Inc. v. Circle A
Enterprises, Inc., the Nebraska Supreme Court analogized
a restrictive covenant in a franchise agreement to one in the
sale of a business because the main purpose of the agree-
ment was to “trade on the reputation and goodwill of [H&R
Block’s] service mark and thereby acquire customers.”! The
court adopted that analogy even though it also noted that
the franchisor retained significant control over its franchi-
sees, an interest sometimes considered in analyzing restric-
tive covenants in employment agreements.”’ Following the
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approach taken in McCart and Jiffy Lube, the court rec-
ognized a franchisor’s legitimate interest in protecting the
customer affiliation and goodwill that are temporarily trans-
ferred to the franchisee under a franchise agreement and
held that a covenant against competition was an appropriate
means of achieving that protection.?!

Finally, some courts have relied on prior cases applying the
sale of a business analogy and have added other reasoning.?? In
Boulanger v. Dunkin’ Donuts, Inc., the Supreme Judicial Court
of Massachusetts cited both Wilkinson and Jiffy Lube for the
proposition that covenants against competition in franchise
agreements are similar to those in the sale of a business.” The
court then added its own reasoning. First, the court found that
the franchisee was not an employee of the franchisor, relying
on the franchisee’s independent contractor classification in the
franchise agreement and the fact that the franchisee paid a fee
for the franchise and entered into the franchise agreement and
ancillary restrictive covenant “with his eyes wide open.”** Next,
after noting that the franchisee received confidential informa-
tion and the right to use the franchisor’s trademarks, the court
found that protection of the confidential information and the
goodwill connected with the trademarks constituted legitimate
business interests.” Thus, the court concluded it should analyze
this covenant against competition as it would analyze a cov-
enant given by the seller of a business.?

Courts Recognizing Franchising-Specific Interests
While some courts have moved toward analogizing cov-
enants against competition given by a franchisee to those
given by the seller of a business, others have maintained that
neither the employment nor the sale of a business analogy
is a good fit for the franchise relationship. One of the earli-
est examples is a 1965 decision in which the Fifth Circuit
addressed a covenant not to compete in a Budget Rent-A-
Car franchise agreement. Both parties and the trial judge
tried to fit the covenant into either the sale of a business or
the employment model, but the Fifth Circuit concluded that
“realistically, it does not fit in either.”?

Since then, other courts have noted the uniqueness of the
franchise relationship and have recognized that the franchise
itself constitutes a legitimate and protectable business inter-
est.?® This view led a Tennessee court to fashion a test for the
enforcement of covenants specific to franchises.” In Servpro
Industries, Inc. v. Pizzillo, the court recognized that the fran-
chisor had a peculiar interest in protecting the value of the
product it sold—its franchises.* In focusing on this interest,
the court found that the restrictive covenant prevented the
former franchisee from soliciting the franchisor’s customers
in the formerly franchised territory, which in turn made it
easier for the franchisor to refranchise the territory.?!

Some states directly apply a reasonableness test to cov-
enants in franchise agreements rather than invoking an anal-
ogy to either an employment covenant or a covenant given in
connection with the sale of a business. In doing so, they are
able to consider franchise-specific interests, including some
of those noted above. For example, New York courts have
recognized that post-termination covenants in franchise

agreements should be enforced when they are reasonably
related to the protection of the franchisor’s system and its
ability to refranchise the territory formerly granted to the
franchisee.’> One federal court in New York observed that
“[t]here is a recognized danger that former franchisees will
use the knowledge that they have gained from the franchisor
to serve its former customers, and that continued operation
under a different name may confuse customers and thereby
damage the good will of the franchisor.”*

Similarly, courts applying Illinois law liken franchise agree-
ments to licensor-licensee relationships when evaluating the
enforceability of covenants not to compete entered into by
a franchisee.®* As a result, those courts also apply a reason-
ableness test.’ For example, in In re KBAR, Inc., the court
recognized the franchisor’s interest in protecting its confiden-
tial information, limiting the franchisee’s use of training and
knowledge gained as a franchisee, allowing time for the public
to disassociate the franchisee from the franchisor, and refran-
chising the area formerly served by the franchisee.?

Some cases have recognized franchise-specific interests
even when ostensibly applying a traditional framework. In
Economou v. Physician’s Weight Loss Centers of America,
the court appeared to analyze the restrictive covenant in the
franchise agreement like a covenant in an employment agree-
ment, yet still stressed the franchisor’s legitimate interest in
protecting the goodwill generated by its system.>” There, the
court noted that “the franchisee has gained knowledge and
experience from the franchisor, and to allow the franchisee
to use this knowledge and experience to serve former or
potential customers of the franchisor would work a hard-
ship and prejudice to the latter.”

In Baskin-Robbins Inc. v. Golde, a federal district court
in North Carolina relied on the reasoning of Economou and
emphasized the franchisor’s interest in protecting the value
of the training franchisees received from their franchisor.”
The court also noted the franchisor’s interest in protecting
its goodwill and preventing consumer confusion.*’ Finally,
the court recognized the value other franchisees place on
preventing former franchisees from unfairly competing with
them and observed that protecting current franchisees from
such unfair competition would strengthen the franchise sys-
tem, serving the franchisor’s legitimate business interests.*!

Several other decisions have given weight to franchise-
specific factors while applying the sale of a business frame-
work.®? For example, the court in Jiffy Lube noted the
importance to the franchisor of uniformity in the enforce-
ment of franchise agreements, so that franchisees would not
get the message that they could “defraud with impunity.”+
The court in Boulanger noted that the restrictive covenant
was designed in part to protect the very franchise system
from which the franchisee benefited.** The Boulanger court
also observed that, in entering into the franchise agreement,
the franchisee received a long-term contract of association
and protection from competition by former franchisees.*’
Thus, it held: “The system is reasonable because it binds all
other franchisees and is part of what the defendant sells.”

In summary, whether by applying the sale of a business
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analogy, acknowledging interests unique to franchisors, or
both, courts increasingly are recognizing the need for more
liberal enforcement of covenants against competition in fran-
chise agreements.’ The transfer of goodwill is an important
aspect of a franchise agreement, and a franchisor owns and
ultimately regains possession of the trademarks and business
system on which the goodwill is based. Thus, franchisors have
a legitimate interest in ensuring that former franchisees will
not be able to trade on goodwill developed under the franchi-
sor’s marks once the relationship ends. Moreover, other fran-
chisees depend on the franchisor’s enforcement of covenants
not to compete. For those reasons, it is likely that the com-
mon law trend toward more liberal enforcement of covenants
against competition in franchise agreements will continue.

Developments in the Enforcement of
In-Term Covenants Against Competition

In both the franchise and non-franchise contexts courts have
long drawn a distinction between in-term covenants not to
compete (those that operate during the term of an agreement)
and post-term covenants not to compete (which operate after
the termination or expiration of an agreement). Traditionally,
courts have subjected post-term covenants to stricter scrutiny
than in-term covenants for numerous policy reasons. Chief
among those reasons, as discussed above, is a public policy
concern that post-term covenants against competition could
constitute an unreasonable restraint of trade or interfere with
a person’s ability to make a living in his or her chosen field.
As a result, courts have required post-term covenants to be
narrowly tailored so that they limit competition only to the
extent necessary to protect the legitimate business interests of
the former employer, buyer of a business, or franchisor. On
the other hand, courts typically have been less concerned with
in-term covenants, especially those in franchise agreements,*
because they are of limited duration, they protect the franchi-
see’s loyalty to the franchisor and deter potential conflicts of
interest, and they do not generally injure the public or inhibit
the franchisee’s ability to make a living.*

In the context of franchise agreements, courts have noted
that in-term covenants not to compete are necessarily lim-
ited in duration—by definition they can last no longer than
the term of the franchise agreement—and thus they do not
raise the same concerns about “reasonable duration” as
post-term covenants.”® In addition, in some cases, the fran-
chisee has the option of ending the franchise agreement (and
in-term restrictions) at any time by terminating the agree-
ment.’! Moreover, courts have noted that striking an in-term
covenant alters the parties’ bargain by allowing a franchisee
to continue to benefit from most provisions of the franchise
agreement without having to comply with other obligations
of the agreement, specifically the in-term covenant.*

Both in-term and post-term covenants against competition
must be “reasonable” to be enforceable, but courts generally
have applied less scrutiny in evaluating the reasonableness of
in-term covenants. Courts have held that in-term covenants
in franchise agreements are generally reasonable and valid
because they have a “just and honest purpose” and are “not

injurious to the public.”* Courts also have explained that
these in-term covenants are not unreasonable restraints of
trade because the franchisor has a legitimate interest in pro-
tecting its business and the interests of its other franchisees
against competition from a franchisee who is also operating a
competing business.* Finally, some courts have supported the
reasonableness of in-term covenants by noting that they help
ensure a franchisee’s loyalty to the franchise system during
the term of the franchise agreement.>

Recent decisions have continued to find in-term cov-
enants not to compete in franchise agreements to be rea-
sonable and enforceable. But courts in at least two states,
California and Georgia, have taken a stricter approach to
in-term covenants, applying the degree of scrutiny tradition-
ally reserved for post-term covenants.

Recent Decisions Upholding the Enforceability of
In-Term Covenants

In Anytime Fitness, Inc. v. Family Fitness of Royal, LLC, the
Minnesota federal district court entered a temporary restrain-
ing order against a franchisee for violating its in-term cov-
enant against competition.’ The franchisee had covenanted
not to own or operate any other fitness center in a defined
“protected territory” during the term of the franchise agree-
ment. The franchisee later asked the franchisor for a written
statement confirming that it “cannot and will not attempt
to enforce its noncompetition clause.” After the franchisor
refused, the franchisee changed the name of one gym facility
and began operating a competing gym while still maintaining
three franchised gyms. In granting the franchisor’s request for
a temporary restraining order, the court explained the public
policy reasons for enforcing in-term covenants and noted that
courts uphold non-compete agreements during the term of
a franchise agreement “when the need of the franchisor to
protect and maintain its trademark, trade name and goodwill
outweighs the franchisee’s right to operate its business.”*” The
court relied on both California and Minnesota law in holding
that in-term covenants should be upheld when they are lim-
ited in scope.”® The in-term covenant at issue was enforceable,
the court held, because Anytime Fitness had business inter-
ests to protect, and the covenant was limited geographically
to a single county.®

In Keating v. Baskin-Robbins, a federal district court in
North Carolina upheld an in-term covenant against com-
petition given by a Baskin-Robbins franchisee.®® When the
franchisee began selling another brand of ice cream at the
store, Baskin-Robbins brought several claims, including
breach of contract, and the franchisees claimed that the in-
term covenant was invalid. The court rejected the franchi-
see’s argument, noting that “it is beyond cavil that an ice
cream franchise may reasonably require a franchisee not to
operate a competing ice cream store during the term of its
franchise agreement.”%!

While some courts have distinguished their analysis
between in-term and post-term covenants, other courts have
considered the “reasonableness” of the covenants together.
In Bonus of America, Inc. v. Angel Falls Services, a federal
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court in Minnesota granted a preliminary injunction to stop
a franchisee from operating a competing cleaning and main-
tenance business in violation of the franchise agreement’s
in-term covenant not to compete.®> The covenant prohib-
ited the franchisee from owning or operating any competi-
tive business within fifty miles of the franchisor during the
twenty-five-year term of the agreement and for two years
post-term. The franchisor introduced evidence that the fran-
chisees were operating a competing business and employing
many of the same employees there. Without parsing the
in-term and post-term portions in its opinion, the court
applied Texas law to determine the enforceability of the
covenant not to compete. The court held that the covenants
were enforceable because they were limited in time, area, and
scope of activity; were ancillary to the franchise agreement;
and were designed to protect confidential information.®

Courts Finding In-Term Covenants Unreasonable

In Comedy Club, Inc. v. Improv West Associates, the Ninth
Circuit modified an in-term non-competition provision of
a licensing/franchise agreement.* Improv West, the founder
of Improv Comedy Club, granted Comedy Club, Inc. (CCI)
a twenty-year nationwide license to use the Improv marks
in connection with the opening of new comedy clubs. In
exchange, CCI agreed to open and develop four comedy
clubs a year for the first three years of the agreement. The
license agreement contained a provision preventing CCI
from opening any other comedy club or any other club,
bar, or restaurant anywhere in the United States.® After
CCI failed to open the required number of clubs set forth
in the development plan, Improv West sought to revoke the
licensing agreement. In response, CCI sought a declaration
that the covenant not to compete was void under California
Business and Professions Code (CBPC) § 16600.

The Ninth Circuit, reviewing an arbitrator’s decision
upholding the covenant, held that under California law even
in-term covenants cannot prevent a party from engaging in
its business or trade in a substantial section of the market.%
The court found that because the covenant prevented CCI
from operating another club for fourteen years anywhere
in the entire United States, it “foreclose[d] competition in a
substantial share” and was thus invalid.

But the covenant was only partially invalidated.’ Cit-
ing differences between franchising and employment, the
court concluded that in a franchise context it would not be
proper to void the entire in-term covenant.® Without any
reference to the factual record, and without setting forth
any clear judicial standards for doing so, the court modi-
fied the covenant by narrowing the geographic restriction
from the entire United States to those counties where CCI
already operated licensed comedy clubs.” The court stated
that the franchisor’s interest in protecting and maintaining
its trademarks, trade names, and goodwill outweighed the
franchisee’s right to operate its business in those counties,
but it did not explain why counties constituted a reasonable
unit of geographic restriction for comedy clubs, which are
rarely located in the same county.™

A recent decision by the Georgia Supreme Court, Atlanta
Bread Company International, Inc. v. Lupton-Smith, also
struck down an in-term non-compete provision. Georgia
law at the time did not allow courts to modify an overbroad
covenant, however, and thus the entire in-term provision was
held invalid.” The covenant in Lupton-Smith prohibited the
franchisee during the term of the agreement from “directly
or indirectly engag[ing] in, or acquir[ing] any financial or
beneficial interest in . . . any bakery/deli business whose
method of operation is similar to that employed by store
units within the [franchise] System.””* After the franchisee
opened a coffee shop and lounge that the franchisor alleged
amounted to a bakery/deli with a similar method of opera-
tion, the franchisor terminated the franchisee for violating
the in-term covenant.

Both the trial court and the Georgia Court of Appeals
acknowledged that “the threat of a restrictive covenant
regarding conduct during the term of a franchise agreement
is not as great as a covenant regarding conduct following
termination of the franchise agreement.”” But the courts
concluded that the in-term covenant should be evaluated
under the same reasonableness standards as a post-termi-
nation covenant not to compete. The franchisor’s covenant
was unenforceable, the Georgia Court of Appeals held,
because it failed to include a territorial limitation, failed to
specify with particularity the nature and kind of business
that would be competitive with the franchisor’s business,
and contained an overly broad activity limitation.™

The Georgia Supreme Court granted certiorari to deter-
mine whether the reasonableness standard applicable to
post-termination restrictive covenants also applied to in-
term restrictive covenants, and it answered that question
in the affirmative. The court first declined to consider the
clause a “loyalty provision” rather than a restrictive cov-
enant, concluding that it was a “partial restraint of trade
designed to lessen competition.”” Then, without discussing
the policy reasons that might support applying a different
standard of reasonableness to evaluate in-term and post-
term covenants, the court concluded that “there is no dis-
tinction to be made as to the level of scrutiny applied to
a non-competition clause in a franchise or distributorship
agreement based on its status as being active during the term
of the agreement, and this Court declines to adopt a lesser
standard of scrutiny.”’® The court then followed Georgia’s
traditional refusal to modify or “blue pencil” overly broad
restrictive covenants to render them enforceable and instead
held that the in-term covenant was unreasonable and thus
unenforceable, because it lacked any territorial limitation.”

Luckily for Georgia-based franchisors, the Atlanta Bread
opinion has been effectively reversed by a new Georgia stat-
ute addressing restrictive covenants.

Georgia’s New Statute Makes it Easier to
Enforce Restrictive Covenants

Georgia has long been recognized as a state that made it
difficult to enforce restrictive covenants in employment and
franchise agreements. On May 11, 2011, however, Georgia’s
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governor signed into law a new state statute that reverses
this long-held legal bias against enforcement of restrictive
covenants and will make it easier to enforce such covenants
under Georgia law.”® The new statute was authorized by a
state constitutional amendment passed by Georgia voters
in November 2010.” It applies to all restrictive covenants
entered into after May 11, 2011.%

The new statute represents a comprehensive rewrite of
Georgia’s restrictive covenant law. It applies to employment
relationships, contracts for the sale of a business, and certain
other types of commercial agreements, including franchise
and distribution agreements.®!

Under the new law, post-term covenants not to compete
still must be reasonable in “time, geographic area, and scope
of prohibited activities.”s? But the statute provides for certain
presumptions as to the reasonableness of such restrictions:

* A time restraint of two years or less after termination
is presumed reasonable for employees, and a restraint
of three years or less after termination is presumed
reasonable for franchise and distribution agreements.%3

* A geographic restriction is presumed reasonable if it
covers “the areas in which the employer does business
at any time during the parties’ relationship, even if not
known at the time of entry into the restrictive cove-
nant,” as long as the total distance encompassed by
the covenant also is reasonable, or the agreement lists
particular competitors as prohibited employers for a
limited period of time after termination, or both.%

* A restriction regarding the scope of prohibited activi-
ties will be presumed valid if “[t]he scope of compe-
tition restricted is measured by the business of the
employer or other person or entity in whose favor the
restrictive covenant is given.”® Any description of
prohibited activities that “provides fair notice of the
maximum reasonable scope of the restraint” is suffi-
cient, even if the description is generalized or could be
stated more narrowly to exclude extraneous matters.%

A good faith estimate of the business activities or geo-
graphic areas that may be applicable at the time of termi-
nation is sufficient, with the covenant being construed at
termination to cover only so much of the estimate as relates to
activities actually conducted by the franchisor or employer.¥’

For in-term covenants not to compete, the statute applies
the same presumptions of reasonableness for geographic
territory and scope of prohibited activities as those in the
post-termination non-compete clause.®® But it provides for
potentially broader enforcement of in-term covenants, rec-
ognizing the different policy issues underlying in-term and
post-term covenants. The statute states that an in-term cov-
enant not to compete “shall not be considered unreasonable
because it lacks any specific limitation upon scope of activ-
ity, duration or geographic area so long as it promotes or
protects the purpose or subject matter of the agreement or
relationship or deters any potential conflict of interest.”®

Thus, the statute potentially permits a franchisor to

enforce an in-term non-compete clause with a broad, or even
unlimited, geographic area and a broad scope of prohibited
activity (perhaps limited at least by the scope of the business
of the franchise system), as long as the franchisor can show
that such a restriction promotes or protects the purpose and
subject matter of the agreement and deters the franchisee
from conflicts of interest. Franchisors may be able to make
such a showing, for example, by citing the breadth of the
franchisor’s disclosure of information to the franchisees
about the system’s business methods and operations and the
franchisor’s interest in keeping franchisees focused on run-
ning their franchised businesses, and not competing busi-
nesses, during the term of their franchise agreements.

Although the new statute provides that “[a]ny restrictive
covenant not in compliance with the provisions of this arti-
cle is unlawful and is void and unenforceable,”® it also pro-
vides—in perhaps the most significant change of Georgia
law—that a court may modify, or blue pencil, overly broad
restrictive covenants to render them reasonable under the
circumstances for which they were made.®! Courts are not
required to “blue pencil” covenants held to be overly broad,
but they have the discretion to do so. The standards for exer-
cising such discretion no doubt will be developed over time
through the courts’ decisions.

Georgia’s new statute also permits non-solicitation
clauses prohibiting franchisees or employees from soliciting
a franchisor’s or employer’s customers, including “actively
seeking prospective customers” with whom the franchisees
had material contact during their franchise relationship for
purposes of providing products or services competitive with
those provided by the franchisor’s business.”

The new statute also removes prior limits on the time
after termination during which a franchisor or employer
could prohibit disclosure or use of confidential information.
Non-disclosure provisions now can be enforced for as long
as the information remains confidential or a trade secret.”

Finally, the new statute requires a franchisor or employer
seeking enforcement of a restrictive covenant to “plead and
prove the existence of one or more legitimate business inter-
ests justifying the restrictive covenant.”* A “legitimate busi-
ness interest” is defined to include, without limitation, trade
secrets, valuable confidential information, relationships with
prospective or existing customers or vendors, and goodwill
associated with a business.”” If the franchisor or employer
shows by prima facie evidence that its restraint complies
with the provisions of the new statute, then the franchisee
or employee has the burden of establishing that the restraint
does not comply with such requirements or that the cove-
nant is unreasonable.”

Franchisors drafting covenants against competition under
Georgia law should consider the following practical pointers:

» State in the franchise agreement itself the legitimate
business interests that justify the agreement’s restric-
tive covenants. Such reasons may include protecting
the franchisor’s trade secrets and confidential infor-
mation; protecting the goodwill of the franchise and
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franchise system; and, if applicable, protecting rela-
tionships with prospective and existing customers.

* Draft post-termination non-compete clauses to fall
within the statutory presumptions of reasonableness
for restrictions on time, territory, and scope of activities.

* Make sure that any broad in-term non-compete clause
is accompanied by a description of how the restriction
promotes or protects the purpose of the agreement or
the franchise relationship and deters potential con-
flicts of interest on the part of franchisees.

* Do not be too greedy in drafting non-compete claus-
es. Remember that although the new statute permits
courts to modify an overbroad covenant, it does not
require them to do so. Judges may be reluctant to
modify covenants if they conclude the franchisor did
not even try to be reasonable in limiting the scope of
the covenants.

Georgia’s new statute will make it easier for franchisors
and distributors (as well as employers) to enforce covenants
not to compete and other restrictive covenants under Geor-
gia law. But the verdict is still out on how far and how fast
the courts will go in changing their interpretation of these
provisions. Given the strict scrutiny that Georgia judges
have applied for decades when reviewing non-compete and
other restrictive covenants and the discretion that the new
statute gives them, franchisors are still advised to exercise
caution when drafting such provisions in franchise agree-
ments governed by Georgia law.

Conclusion

Recent case law and statutory developments have favored the
enforceability of covenants against competition in franchise
agreements. This trend seems likely to continue in the future.
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