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ONE STEP FORWARD AND TWO STEPS BACK:
NORTH CAROLINA RESTRICTIVE COVENANTS IN
THE WAKE OF BEVERAGE SYSTEMS I AND 11

STEVEN HEMRIC¥

I. INTRODUCTION

Restrictive covenants increasingly pervade the world of

employment,’ and while the law does not favor such
covenants,” courts recognize the importance of restrictive
covenants in protecting businesses.” North Carolina has a well-
developed body of restrictive covenant case law, but the North
Carolina Supreme Court has been reluctant to weigh in on
restrictive covenant issues in recent years.* On March 18, 2016,
however, the North Carolina Supreme Court broke its silence in
Beverage Systems of the Carolinas, L.L.C. v. Associated Beverage Repair
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1. Steve Parrish, Unexpected Outcomes that Can Come from Non-Compete Agreements,
FORBES (July 29, 2014, 10:34 AM), http://www.forbes.com/sites/steveparrish/2014/07/2
9/unexpected-outcomes-that-can-come-from-non-compete-agreements.

2. N.C. GEN. STAT. § 75-4 (2015); Farr Assocs., Inc. v. Baskin, 138 N.C. App. 276,
279-80, 530 S.E.2d 878, 881 (2000). Critics of restrictive covenants are also gaining more
support with even the White House becoming involved in the restrictive covenant
conversation. See Non-Compete Agreements: Analysis of the Usage, Potential Issues, and State
Responses, WHITE HOUSE, https://obamawhitchouse.archives.gov/sites/default/files/non-
competes_report _final2.pdf (last visited Sept. 12, 2017); Gregory Korte, White House
Launches Crackdown on Non-Compete Clauses, USA TODAY (Oct. 25, 2016, 4:38 PM),
http://www.usatoday.com/story/news/politics/2016/10/25 /white-house-launches-
crackdown-non-compete-clauses/92730536.

3. Farr Assocs., Inc., 138 N.C. App. at 279, 530 S.E.2d at 881 (stating that one of the
clements of an enforceable restrictive covenant is that it be “designed to protect a
legitimate business interest of the employer”).

4. SeeBeverage Sys. of the Carolinas, L.L.C. v. Associated Beverage Repair (Beverage
Sys. II), 368 N.C. 693, 784 S.E.2d 457 (2016); United Labs., Inc. v. Kuykendall, 322 N.C.
643, 370 S.E.2d 375 (1988).
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(Beverage Sys. II).° In breaking that silence, the North Carolina
Supreme Court solidified its strict position on the “blue penciling”
doctrine® in the restrictive covenant context’ and set back the
recent progress made by the North Carolina Court of Appeals in
the state’s restrictive covenant law.

In order to understand the North Carolina Supreme
Court’s error in Beverage Sys. II, it is first important to understand
the background of restrictive covenants in North Carolina and the
various approaches taken by other jurisdictions to the blue
penciling rule. North Carolina courts require businesses to show
five elements to enforce restrictive covenants in the employee-
employer context,® and each of those elements has its own body of
case law, with some lines of cases still developing. One such line of
cases is the body of case law surrounding the reasonableness of the
geographic and temporal scope of restrictive covenants and North
Carolina’s application of the blue penciling doctrine to those
restrictions, and the Beverage Systems case represents the newest
development in that law.’

After examining the background of restrictive covenants
and the various approaches to the blue penciling doctrine, an
analysis of North Carolina’s application of the strict severability
blue penciling rule makes apparent that the rule is not the
optimal way to accomplish the goals of restrictive covenant law."
This examination provides context for the North Carolina Court
of Appeals’ and supreme court’s consideration of the blue
penciling doctrine in the Beverage Systems case, and for why the
opinions may be seen as “one step forward and two steps back” for
North Carolina law.

5. Beverage Sys. II, 368 N.C. 693, 784 S.E.2d 457.

6. See infra Part 11l (defining and discussing blue penciling in the restrictive
covenant context).

7. Beverage Sys. II, 368 N.C. at 699-700, 784 S.E.2d at 461-62.

8. Whittaker Gen. Med. Corp. v. Daniel, 324 N.C. 523, 525, 379 S.E.2d 824, 826
(1989).

9. Beverage Sys. II, 368 N.C. 693, 784 S.E.2d 457.

10.  See infra Part 111.B.
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I1. AN OVERVIEW OF NORTH CAROLINA RESTRICTIVE
COVENANT LAw

Restrictive covenants come in two main flavors that protect
businesses in different ways: (1) covenants not to compete, which
prohibit individuals from engaging in competing business
activities for a specific time period in a discrete geographic area,
and (2) non-solicitation agreements, which prohibit individuals
from actively pursuing customer, vendor, or employee bases.'
North Carolina has five requirements for enforcement of both
types of restrictive covenants: (1) the covenant must be in writing;
(2) the covenant must be part of a contract for employment;'? (3)
the covenant must be supported by valid consideration; (4) the
covenant must be reasonable as to time and territory; and (5) the
covenant must not violate public policy.”® Courts sometimes state
the fifth element as being that the covenant be “designed to
protect a legitimate business interest of the employer”'*; however,
protection of legitimate business interests is actually the umbrella
under which restrictive covenants live."” The courts’ listing of
protection of a legitimate business interest as the fifth element is
an unfortunate misstatement of the law resulting from an
inaccurate citation of law by the North Carolina Court of
Appeals.'® Each element contains its own unique nuances and
body of case law.

11. Kenneth P. Carlson, Jr., The Road to Redemption: Saving North Carolina Noncompete
Law from Itself, 12 WAKE FOREST |. BUS. & INTELL. PROP. L. 199, 201-02 (2012).

12. This element only applies in the employee-employer context on which this
comment will focus, but restrictive covenants are also enforced in the business-to-business
context, as seen in the Beverage Systems cases. See Beverage Sys. II, 368 N.C. 693, 695, 784
S.E.2d 457, 459 (2016); Beverage Sys. of the Carolinas, L.L.C. v. Associated Beverage
Repair (Beverage Sys. 1), 235 N.C. App. 438, 440, 762 S.E.2d 316, 318-19 (2014).

18.  Whittaker, 324 N.C. at 525, 379 S.E.2d at 826.

14.  See, e.g., Farr Assocs., Inc. v. Baskin, 138 N.C. App. 276, 279, 530 S.E.2d 878, 881
(2000).

15.  Carlson, supranote 11, at 207- 08.

16.  Id. at 208 (citing Young v. Mastrom, Inc., 99 N.C. App. 120, 122-23, 392 S.E.2d
446, 448 (1990)) (discussing the misstatement of law in Young v. Mastrom, Inc. by the court
of appeals).
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A. The Agreement Must Be in Writing and Part of a
Contract for Employment

The first two elements, that the covenant be in writing and
part of a contract for employment, are simple on their faces. The
restrictive covenant must be written and part of the overall
employment relationship of the parties.17 North Carolina’s law,
however, reveals three important observations that must be
made.'®

First, the writing requirement may not be as strict as once
thought when the restrictive covenant is not a stand-alone contract
but is rather one part of a larger employment agreement." The
North Carolina Business Court recently held that employment
contracts with the same terms and conditions may be implied-in-
fact when an employee remains in his or her position after the
term of a written employment contract ends.?” Therefore, it is
conceivable that a restrictive covenant, which was in writing and
signed by the employee as part of a larger employment agreement
and has expired by its own terms, may be enforceable against an
employee if the employee remains with the employer performing
the same duties. The terms and conditions that survive are those
“provisions and restrictions forming essential parts of the original
contract, even [if some are] collateral to the employment itself.”?!
Therefore, when a restrictive covenant is included within a larger
employment agreement, employers may be protected by an
“implied” restrictive covenant even if the original writing has
expired, depending on whether the employer can show that the

17. Id. at 208- 09.

18.  Id. (discussing two of the important observations).

19.  See Talisman Software Sys. & Servs., Inc. v. Atkins, No. 14-CVS-5834, 2015 WL
7356336, at *5-7 (N.C. Super. Ct. Nov. 18, 2015) (precluding an unjust enrichment claim
on the basis that an actual employment contract existed). The argument presented in the
following sentences of this comment raises an interesting question about the
enforceability of “lapsed” restrictive covenants not yet approached by the North Carolina
appellate courts and a further, more detailed resolution of which is beyond the scope of
this comment.

20. Id. at *6 (explaining that “upon the expiration of a contract of employment for a
definite term, the employee continues to render the same services as he rendered during
the term of the contract without expressly entering into any new agreement, it will be
presumed that he is serving under a new contract having the same terms and conditions
as the original one and provisions and restrictions forming essential parts of the original
contract, even though collateral to the employment itself, continue in force.” (quoting
George v. LeBeau, 455 F.3d 92, 94 (2d Cir. 2006))).

21. Id. at *6 (emphasis added) (quoting George, 455 F.3d at 94).
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restrictive covenant was an “essential part” of the original
agreement.

The second crucial observation is that a restrictive covenant
may stand alone or be part of a larger employment agreement.?
Therefore, employers are able to selectively choose when they wish
to have restrictive covenants included in larger employment
agreements and when they would prefer to have stand-alone
restrictive covenant contracts.” This consideration becomes most
relevant when considering possible litigation because including
the restrictive covenant in a larger employment agreement opens
the employer to potential counterclaims for breach of the same
contract.** Not only could the counterclaims cause the employer
to incur liability, but their mere presence may sway the opinions of
jurors away from the employer at trial.*®

Lastly, only the party subject to the terms of the restrictive
covenant needs to sign the writing.*® Therefore, in the employer-
employee setting, only the employee must sign the agreement.”” A
consideration one may make, however, is that signing the
agreement may appear favorably to a judge or jury because it
connotes a mutuality of the obligations even if the covenant is a
stand-alone agreement imposing no obligations on the
employer.®®
restrictive covenants despite not being required to do so.

Therefore, some employers may sign stand-alone

B. The Covenant Must Be Supported By Adequate
Consideration

The third element, that the covenant be supported by
consideration, is also relatively simple and comes directly from

N.C. GEN S -



