
A
client walks into your office,

throws an employment agree-

ment on your desk and asks,

“Is the covenant not to com-

pete in there enforceable?”

After fixing the damage to your desktop

“filing system” caused by the flight of the

agreement, you skim to the non-compete

section and identify what is referred to as a

“step-down provision.” The non-compete

provides alternative time and area restric-

tions. But which one applies?

You are aware that a covenant not to

compete must be reasonably limited as to

time and territory.1 You also recall that

Arizona courts have repeatedly approved use

of the blue-pencil rule, whereby a court is

empowered to cross out overbroad, unrea-

sonable provisions in an agreement, while

keeping in place less onerous, enforceable

provisions.

Whether you are representing the

employee or employer, the client’s next

question is obvious: “Which provisions are

enforceable?” The client also asks, “Is there

any way a court will find the entire covenant

void?”

The answers are not obvious, and you

finally give the response learned on the first

day of law school: “It depends.”

A covenant not to compete is generally

enforceable as long as it is no broader than

necessary to protect an employer’s legiti-

mate business interests.2 The burden is on

the employer to prove the extent of its pro-

tectible interests. If an employer cannot do

so, the entire covenant will be deemed unen-

forceable.

Employers continue to use non-competi-

tion clauses regularly. In an effort to take

advantage of Arizona’s adoption of the blue-

pencil rule, Arizona employers frequently

include step-down provisions within their

non-competition clauses. By including

grammatically separate restraints, the

employer attempts to guarantee at least
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some protection. There is no definitive test

to determine which provisions are enforce-

able. Indeed, for a number of reasons, a

court could actually find the entire non-

compete void.3

This article discusses the use of step-

down provisions within non-competition

agreements in the employer/employee

context. Although no Arizona court has

ruled directly on the enforceability of step-

down provisions, previous decisions in

Arizona and other jurisdictions provide

some guidance.

What Do “Step-Down
Provisions” Look Like?

A hypothetical step-down provision might

provide:

1. NONCOMPETITION. For the

TIME PERIOD set forth in para-

graph 2, Employee shall not, directly

or indirectly, own, manage, operate,

participate in or finance any business

venture that competes with the

Company within the AREA, set forth

in paragraph 3.

2. TIME PERIOD. TIME PERIOD for

purposes of paragraph 1 shall mean

the period beginning as of the date of

Employee’s employment with the

Company and ending on the date of

death of the employee; provided, how-

ever, that if a court determines that

such period is unenforceable, TIME

PERIOD shall end five (5) years after

the date of termination; provided,

however, that if a court determines

that such period is unenforceable,

TIME PERIOD shall end six (6)

months after the date of termination.4

3. AREA. AREA for purposes of para-

graph 1 shall mean: the planet Earth

provided; however, if a court deter-

mines such a geographic scope is

unenforceable, AREA shall mean the

United States; provided however, if a

court determines such a geographic

scope is unenforceable, AREA shall

mean the City of Tucson.5

4. In the event any provision of the

Agreement is deemed unenforceable,

it shall be severed and the balance of

the Agreement shall be enforced.

The Blue-Pencil Rule
Arizona courts have analyzed a variety of

non-compete agreements to determine

enforceability. Most recently, the Arizona

Supreme Court in Valley Medical

Specialists v. Farber 6 and the Arizona

Court of Appeals in Varsity Gold, Inc. v.

Porzio 7 ruled, inter alia, that Arizona

courts could not rewrite unenforceable

restrictive covenants to make them reason-

able. In both decisions, however, it was

acknowledged that Arizona courts could

“blue-pencil,” or cross out, restrictive

covenants, eliminating grammatically sev-

erable, unreasonable provisions, thereby

preserving the valid portions of the agree-

ment.

In Farber, the Arizona Supreme Court

addressed the enforceability of a non-com-

pete clause in the context of medical spe-

cialists. The clause at issue prohibited the

departing physician from practicing medi-

cine within a five-mile radius of any of

three specific clinic locations for a period

of three years.8 The contract also had a

clause that allowed a court, if necessary, to

reform and amend the non-compete pro-

vision to make it enforceable.9

The Court held the non-competition

provision unenforceable because both the

geographic scope and duration provisions

were unreasonable.10 The Court further

held the appellate court erred by employ-

ing the contracts’ reformation clause11 to

rewrite the non-compete provision “in an

attempt to make it enforceable.”12 The

Court explained that under Arizona law,

courts may blue-pencil a restrictive

covenant by eliminating grammatically sev-

erable, unreasonable provisions, but they

are prohibited from adding or rewriting

provisions.13

In Varsity Gold, the non-competition

clause prohibited the employee from

“competing with Varsity in ‘the state of

Pennsylvania or any contiguous state.’”14

The agreement also contained a provision

permitting the court to “reform the geo-

graphic and time restrictions if it finds

them to be unreasonable and unenforce-

able.”15 The trial court found the non-

competition provision unenforceable, and

amended the geographic scope to the

south Pittsburgh area for the duration of

one year.16 The trial court ruled the Farber

decision allowed it to reform the restrictive

covenant as long as it was not “significant-

ly different from that created by the par-

ties.” The Arizona Court of Appeals reject-

ed this reasoning.17

Relying on Farber, the Varsity Gold

Court stated that any judicial reformation

of a restrictive covenant beyond implemen-

tation of the blue-pencil rule “is a ‘signifi-

cant’ modification of that provision that

cannot be tolerated.”18 The court further

held, “Although we will tolerate ignoring

severable portions of a covenant to make it

more reasonable, we will not permit courts

to add terms or rewrite provisions.”19

Step-Down and the
“In Terrorem” Effect

As noted previously, under both Farber

and Varsity Gold, Arizona courts may elim-

inate grammatically severable, unreason-

able terms in a non-compete provision, but

they may not add contractual provisions or

rewrite them.20 It is still not entirely clear,

however, whether step-down provisions

currently being used by some employers

(and drafted by some attorneys) were with-

in the Farber and Varsity Gold Courts’

contemplation.
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In Varsity Gold, the court stated that

the in terrorem effect on departing

employees provides one reason unreason-

able terms could not be reformed and

enforced:

By simply authorizing a court to

rewrite unreasonable restrictions, an

employer may relieve itself of craft-

ing a reasonable restriction with the

added benefit that the parting

employees may adhere to an oner-

ous covenant. … [E]ven unenforce-

able covenants have an in terrorem

effect on departing employees.

Realizing this reality …  employers

may create ominous covenants,

knowing that if the provisions are

contested, courts will modify the

agreement to make it enforceable.21

Similarly, the Farber Court acknowl-

edged that allowing courts the latitude to

“blue-pencil” non-compete agreements

creates inherent public policy risks.

Even the blue-pencil rule has its

critics. For every agreement that

makes its way to court, many more

do not. Thus, the words of the

covenant have an in terrorem effect

on departing employees. Employers

may therefore create ominous

covenants, knowing that if the

words are challenged, the courts

will modify the agreement to make

it enforceable.22

In light of the language in Varsity Gold and

Farber, there appears to be very little dif-

ference between using the blue-pencil rule

on step-down provisions or a reformation

provision to the entire covenant as it

relates to the “in terrorem” effect on

departing employees. As demonstrated in

the hypothetical step-down provision

above, employers still could draft onerous

restrictions on employees. If an employee

has the temerity to resist, the step-down

provision attempts to “insure” that some

limited restriction will survive.23

Thus, the employer would essentially

be in the very advantageous “Heads, I

win—Tails, you lose” position. This is

exactly the situation the courts in Farber

and Varsity Gold, at least in part, sought to

avoid. At minimum, this problem raises

significant public policy considerations.

Lesser Alternatives and
Unenforceable Restraints

A restrictive covenant can be no broader

than the employer’s legitimately protected

interests.24 As a general rule, any restraint

greater than is necessary to protect the

employer’s legitimate interests is unreason-

able 25:

Whatever restraint is larger than the

necessary protection of the party can

be of no benefit to either; it can only

be oppressive, and, if oppressive, it is,

in the eye of the law, unreasonable and

void, on the ground of public policy,

as being injurious to the interests of

the public.26

The purpose of a step-down provision

is to ensure the survival of at least some

minimum restraint on the employee. Use

of alternative restraints of staggered scope

raises issues of contract formation, inter-

pretation and enforcement. If the least

restrictive time and area provisions will suf-

ficiently protect the employer’s legitimate

interests, the broader provision (or the

entire covenant) may be deemed oppres-

sive and therefore unenforceable.

Contract Formation Problems

A binding contract requires a meeting of

the minds and mutual assent as to all mate-

rial terms.27 It is debatable whether there

can be a meeting of the minds when alter-

native time and area provisions in the

agreement expressly require determination

by a court.28

A contract also must be definite and

certain so that the liability of the parties

may be exactly fixed.29 A contract does not

exist if the obligation is so indefinite and

uncertain as to its terms and requirements

that it is impossible to state with certainty

the obligations involved.30 If one or more

terms of the claimed contract are uncertain

or left for later resolution, then whether

the parties intended to be bound is uncer-

tain.31

For example, a contract to pay

$50,000, or $500, or $5 (as determined by

the court to be reasonable) should usually

be too indefinite to enforce.32 Therefore, a

contract providing for a range of perform-

ances to be eventually determined by a

court, such as the alternatives provided for

in a step-down provision, arguably verges

on failure to agree. The Georgia Court of

Appeals refused to apply the blue-pencil

rule and held a covenant not to compete

unenforceable because the extent of the

restriction was not determinable until the

time of termination.33

A court cannot impose a contract on

the parties34 or make a contract the parties

never intended.35 Unlike some other states,

Arizona does not allow a court to modify

the contract and enforce “reasonable”

terms not agreed upon by the parties.36

Whether a contract with alternative

restrictive covenants can form the basis of

a valid contract is debatable. Often the

employee is not in as strong a negotiating

position as the employer. Did a meeting of

the minds or mutual assent to alternative

time and area restrictions in a step-down

provision exist?

Perhaps there is no “golden rule” for

these situations, and courts will have to

review each covenant on a case-by-case

basis.

Contract Interpretation Problems

The rules of contract interpretation seek to

determine the intent of the parties.37 When

a step-down provision is used, the employ-

er may intend to enforce the broadest

terms. The employee may expect no

enforcement, or make use of only the nar-

rowest restraint. Deletion of portions of

the agreement to create an “intermediate”

reasonable restraint may not approximate

either party’s intent. “By some occult

process, the courts that have adopted this

[blue-pencil] rule have convinced them-

selves that enforcement without the aid of

a blue-pencil would be making a new con-

tract for the parties while enforcement in
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the wake of a blue-pencil is not.”38

An employer will argue step-down pro-

visions do not call for the court to modify

or otherwise add terms to an agreement.

Rather, the parties specifically agreed to

the alternatives set forth in the step-down

provision and, if disputed, agreed to be

bound by a court’s ultimate determination

regarding the scope of a particular restric-

tion’s reasonableness.39 A court should

consider such an argument, however, only

if the employer can show the employment

agreement, as a whole, was drafted in good

faith.40

A court must also consider whether the

employer’s interests justify the restraint.

Where only a limited restraint is justified,

inclusion of broad restraints is oppressive

and can be viewed as lacking good faith.

The Blue-Pencil Rule in Other States

The potential for overreaching by the

employer has caused courts in other states

to abandon the blue-pencil rule.

Under Georgia law, invalidity of one

non-competition covenant invalidates all

non-competition covenants; otherwise,

“employers can fashion truly ominous

covenants with confidence they will be

pared down and enforced. … This smacks

of having one(’s) employee’s cake and eat-

ing it too.”41 The Alaska Supreme Court

rejected mechanical application of the

blue-pencil rule42 and allowed reformation

of a covenant drafted in good faith.43 A

New York court refused to use the blue-

pencil rule to enforce an employment

covenant that “overreaches.”44

The Restatement (Second) of Contracts

rejects the blue-pencil rule as “contrary to

the weight of authority.”45 An overbroad

contract term, if obtained in good faith in

accord with reasonable standards of fair

dealing, can be modified and enforced.46

Arizona courts have already recognized “a

covenant executed other than in good faith

would be subject to attack on that basis

alone.”47 While some step-down provisions

may be enforced if drafted and agreed

upon in good faith, a strategy of guaranty-

ing a “win” with a lesser restraint48 while

deterring employees from exercising their

rights would be suspect conduct under the

good faith standard.49

Any type of restrictive covenant intend-

ed to coerce employees is arguably anti-

thetical to fair business practices. Indeed,

knowingly asserting an overbroad and

unenforceable restrictive covenant should

be deemed fundamentally dishonest and

unfair.50 A nonnegotiable step-down provi-

sion as a standard contract term might not

be supported by the required good faith.

Other Defenses to Contract

Enforcement

1. Unconscionability

Step-down provisions also raise questions

about unconscionability.51

The concept of unconscionability was

meant to counteract two generic forms of

abuse. First, procedural unconscionability

addresses deficiencies in the contract for-

mation process, such as deception or a

refusal to bargain over contract terms. The

imposed-upon party must have meaningful

choice about whether and how to enter

into the transaction.52 Second, substantive

unconcsionability addresses contract terms

themselves. Terms that are unreasonably

favorable to the more powerful party

impair the integrity of the bargaining

process or otherwise contravene the public

interest or public policy; those terms will

not be enforced. Where enforcement

would be unconscionable, the court may

deem the contract voidable for unilateral

mistake.53

Procedurally, the contract must con-

spicuously call attention to disadvanta-

geous terms.54 Substantively, the contract

cannot be unjust or oppressive.55 An

unconscionable term is one a reasonable

man would not make and an “honest and

fair man would not accept.”56

Step-down provisions seem to raise

both procedural and substantive uncon-

scionability issues. Procedurally, employees

could argue that they had no meaningful

choice about whether to enter into the

step-down provision. Substantively, alter-

native terms restricting an employee’s

future ability to compete in the market-

place raise questions about an employee’s

reasonable expectations and the potential

harshness of the terms.57

2. The Implied Covenant of

Fair Dealing

Under Arizona law, every contract has an

implied covenant of good faith and fair

dealing.58 That covenant prohibits “a party

from doing anything to prevent other par-

ties to the contract from receiving the ben-

efits and entitlements of the agreement.”59

A breach of the obligation of good faith

and fair dealing arises if a party:

1. Exercises its discretion “in a way

inconsistent with [the other]

party’s reasonable expectations”

or

2. Acts “in ways not expressly

excluded by the contract’s terms

but which nevertheless bear

adversely on the [other] party’s

reasonably expected benefits of

the bargain.”60

Does an employer’s inclusion of a step-

down non-compete provision amount to a

breach of its obligation of good faith and

fair dealing? A contract that recites an

employee’s blanket disqualification from

future employment by all competitors

clearly risks unenforceability by invocation

of the emerging good-faith case law.61

Is the same true of partial restrictions,

the full scope of which is to be determined

by a court? What about the employee who

does not challenge the most restrictive

prohibitions? Simply put, can good faith

and step-down provisions coexist, or are

they mutually exclusive?

Conclusion
It is debatable whether the step-down pro-

visions in non-competition provisions are

valid. The in terrorem effect that step-

down provisions have on departing

employees creates an argument for impos-

ing a good-faith test for use of the blue-

pencil rule. The employer’s offer of lesser

alternatives may be a type of admission that

the broader restrictions are not needed to

protect the employer’s legitimate interests,

and therefore, per se oppressive and

invalid. Although Arizona courts generally

attempt to preserve valid contracts, the use

of step-down provisions also raises certain

fundamental contract issues regarding,
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among other things, formation, interpreta-

tion and good faith.

Until the issue of step-down provisions

is determined by an Arizona court, parties

should, first and foremost, eschew stan-

dard-form employment agreements. There

is no “one-size-fits-all” solution.

Employers also should consider whether

their interests can be protected by some

other type of restrictive covenant, such as

non-solicitation or non-disclosure provi-

sions. Whatever alternative is chosen, both

parties, particularly employers, should con-

sider throughfully tailoring all restrictive

covenants in a manner that specifically

addresses the specific situation.
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