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WILLARD PACKAGING COMPANY, INC. V. JAVIER

NO. 2097, SEPTEMBER TERM, 2004

CONTRACTS - LI QUI DATED DAMAGES

Javier, and other enployees of WIIlard Packagi ng Conpany,
Inc., were required to sign a contract of enploynent
cont ai ni ng a non-conpete cl ause and a provision for |iquidated
damages in the event of breach. Javier breached the agreenent
by becom ng enployed by a conpetitor within the restricted
time and di stance paranmeters.

Wllard brought suit for breach of <contract and sought
“liqui dated” damages as provided in the contract. The trial
court, sitting without a jury, ruled that Javier breached the
contract and awarded damages of $1.00, finding that the
i qui dated damages cl ause was a penalty.

Wllard had arrived at $50,000 as |iquidated damages by (1)

recalling its experience (and expense) of litigating an
earlier, simlar breach; and (2) by copying from the
empl oynment contract of a “friendly conpetitor.” Because

Wllard failed to neet its burden of proving that the
| i qui dated damage clause bore a rational relationship to
actual, anticipated damage in the event of breach, the trial

court determned the clause to be a penalty. If there is
doubt whet her such a provision is a penalty, or provides for
reasonabl e | i qui dat ed danages, the contract will be construed

as a penalty.

Where the parties are of unequal bargai ning power, and the
evidence reveals that the parties are not equal |y
sophi sticated, the party attenpting to enforce the |iqui dated
damages provision cannot nmerely rely on the contract, but nust
show a rational relationship to anticipated actual damage
flowing fromthe breach.

Because Wl lard offered insufficient proof of actual danmage,
and because the contract provision bore no rational
relationship to expected |loss froma breach, we shall affirm
the judgment of the trial court.
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Appel lant, WIllard Packaging Conpany (“WIllard”), and
appel | ee, Denetrio Javier, fornerly enjoyed an am cabl e enpl oyer -
enpl oyee relationship. After Javier left WIlard s enploynent,
Wllard filed a breach of contract action in the Grcuit Court for
Mont gomery County seeking to recover |iquidated damages based upon
the terns of an enploynent contract.

After a bench trial, the circuit court awarded appell ant
nom nal damages of one dollar, rejecting appellant’s argunent that
it was entitled to |iquidated damages of $50,000 pursuant to the
terms of an enpl oynent contract. Disaffected with its Pyrrhic
victory, appellant has noted this appeal, raising a single issue:?

Whether the «circuit court erred in
failing to uphold the entire contract, duty of
confidentiality and covenant not to conpete,
where the court found that the contract was
valid, that the Appellee had breached the
nonconpetition clause of the agreenent, but
rejected the agreed upon I|iquidated damage
clause and awarded a nominal sum of one
($1.00) dollar.

For the reasons di scussed, we shall affirmthe circuit court’s
j udgment .

FACTUAL BACKGROUND

Wllard is a Miryland corporation that manufactures and
di stri butes packagi ng material s, including corrugat ed boxes, bubbl e

wrap, tape, and foam packagi ng throughout Virginia, Mryland, the

District of Colunbia, and Del aware. In March 1998, Dana Sal kel d,

! Appel |l ee has noted one issue on cross-appeal, which we address, without

deci ding, infra.



one of the owners of Wllard, and also its president, hired Javier
to be an outside salesman for the conmpany. This position entailed
pursui ng established | eads, as well as cold calling, to generate
sales to businesses needing corrugated boxes or packaging
mat eri al s. Javi er began as a sal aried enpl oyee and renmi ned as
such for approximately two and one half years. Utimtely, Javier
began to be conpensated by comm ssion, resulting in a decrease in
his earnings, precipitating his departure from WIllard and
subsequent enploynment with a WIllard conpetitor.
Duty of Confidentiality and Covenant Not to Compete

On June 19, 1998, shortly after being hired by Wl lard, Javier
was called to a sales neeting held by its owners. At this neeting,
whi ch was al so attended by senior staff, and other personnel, the
sales staff, including Javier, was presented with a docunent
entitled “Duty of Confidentiality and Covenant Not to Conpete”
(“contract”). As its title inplies, the contract included a
restrictive covenant prohibiting Javier from working for a
conpeting business within a 75-mle radius of Wllard s principal
pl ace of business for one year after leaving WIllard s enploy,
subject to a |iquidated damages provision of $50,000 in the event

of a breach.?

2 The contract provided, in pertinent part, for the following:
I agree that for the one-year period inmediately

following my term nation of enployment for any reason
from W I I|ard Packagi ng Company, | will:
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(1) Not conmpete, directly or indirectly, either
as an officer, agent, director, enployee,
partner, sal esperson or representative, or
in any other capacity, in the business of
selling packaging or paper products, or
other related products within a 75 mle
radius of the headquarters of WIllard

Packagi ng Company in Gai t her sbur g,
Maryl and. The term conpete in this
agreement shall include, but not be limted

to, sel ling, consul ting, br okeri ng, or
assisting in the sale, consultation, or
br okerage of such products.

* * *

(3) Not conpete with W Il ard Packagi ng COrpany
[ sic] or engage, either directly or
indirectly, in the sale or solicitation for
sal e, of packaging or paper products or
other related products sold by WIllard
Packagi ng Conpany with any customers of
Wl ard Packaging Company, whether as a
result of my solicitation or otherwi se. The
term “customer” in this agreement shall
mean any person or entity who has ever had
an account with Wl ard Packagi ng Conpany,
up to and including the date of nny
term nation. Al so, | shal | not be an
officer, agent, director, enmpl oyee,
partner, salesperson, or owner for or of
any entity which conpetes with customers,
as herein defined, with WIllard Packagi ng
Company.

| agree that (a) the above Covenants Not To Conpete do
not preclude me from engaging in gainful enployment or
from making a living, and (b) such covenants not to
compete are reasonable in duration, area, extent and in
all other regards.

I understand that if | breach this Covenant Not To
Compete, the injury to Wl Il ard Packagi ng Company will be
irreparable and substantial. I also realize that

litigation is expensive and time consum ng. Therefore,
I agree to pay unto Willard Packaging Company the sum of
$50,000.00 as and for liquidated damages, and not as a
penalty, in the event that I breach any of the above
Covenants Not To Compete. | agree that such a sumis a
fair and reasonable sumto pay in the event of such a
breach and 1is not unreasonable, harsh or unduly
burdensone given the nature of such a breach

The obligation to pay such |iquidated damages does not

preclude W Il ard Packagi ng Conmpany’s other rights it may
have against me for such a breach, including as an
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Before those present at the neeting signed the contract,
Sal keld read it out loud and inforned the enployees that if they
did not sign their futures at Wllard “would not be very bright.”
Wthout nuch objection, Javier and the others then signed the
contract and, as consideration, each signator received $50 i n cash.
At trial, Javier testified that he did not read the contract before
signing it, and that he had never subsequently read the restrictive
covenant giving rise to this litigation

Termination

On April 11, 2003, Javier voluntarily termnated his
enpl oynent with Wllard. Before Javier left, Sal keld conducted an
exit interview with him during which Salkeld discussed the
provi sions of the restrictive covenant. Approximately six nonths
after leaving Wllard, after working for other enployers and for a
ti me receiving unenpl oynent i nsurance, Javier took a position with
Atl as Al exandria Packaging, LLC (“Atlas”), located in Northern
Virginia. Atlas also manufactures and distributes packaging
materials, and was a maj or conpetitor of Wllard in the District of
Col unbi a area market. In m d-Cctober 2003, Sal kel d becane awar e of
Javier’s enploynent after placing a call to himat Atlas’s offices.

W shall set forth additional facts necessary for resol ution of the

exampl e only, the right to seek injunctive relief, which
other rights the conpany specifically reserves.

(Emphasi s added) .



i ssues bel ow
Procedural History

On Oct ober 23, 2003, Wllard filed a conplaint inthe circuit
court, seeking injunctive relief and damages due to Javier’s
all eged breach of the restrictive covenant. The circuit court
deni ed appellant’s request for injunctive relief on Cctober 24,
2004, and the remaining clainms for breach of contract and danmages
cane on for a bench trial on Novenber 9, 2004.

At the conclusion of appellant’s case, Javier noved for
judgnent, pursuant to Md. Rule 2-519, claimng that appellant had
failed to prove that the $50,000 |iqui dated damages anmount in the
restrictive covenant was supported by a reasonabl e expectati on of
damages.® Thus, the issue before the circuit court was refined to

the propriety of the |iquidated damages provi sion of the contract.

> Md. Rule 2-519 provi des, in pertinent part:

(a) Generally. A party may move for judgnment on any or
all of the issues in any action at the close of all the
evidence offered by an opposing party, and in a jury
trial at the close of the evidence. The noving party
shall state with particularity all reasons why the
mot i on shoul d be granted. No objection to the notion for
judgment shall be necessary. A party does not waive the
right to make a notion by introducing evidence during
the presentation of an opposing party's case.

(b) Disposition. When a defendant noves for judgnment at
the cl ose of the evidence offered by the plaintiff in an
action tried by the court, the court my proceed, as a
trier of fact, to determne the facts and to render
judgment against the plaintiff or may decline to render
judgment until the close of all the evidence. When a
mot i on for j udgnment is made under any ot her
circunstances, the court shall consider all evidence and
inferences in the light most favorable to the party
agai nst whom the notion is made.
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The court, in a ruling fromthe bench, granted appellee s notion
for judgnment, considering all inferences in the 1light nost
favorable to appellant. The court ruled that Javier, by taking
enpl oynent with Atlas within one year and within the 75-mle
restriction, was in breach of the restrictive covenant. As to
darmages, the court ruled that the |iquidated danage clause in the
contract was not based upon a reasonabl e expectation of damages,
hence it was a penalty, and that Wllard had failed to prove any
ot her actual damages. The court awarded nom nal damages of one
dol | ar.
Inits ruling, the court noted:

The law, generally is, as it applies to this
case with respect to |iquidated danages, that
a contract can contain a provision fixing the
anount to be paid in the event of a breach, if
the amount so fixed is, in fact, conpensation
for damages and such an agreenent is usually
up-hel d [sic] when entered into in good faith
by the parties, where the danages are
uncertain in nature or anount or are difficult
to ascertain and the anmount agreed upon i s not
ext ravagant and IS not unr easonabl y
di sproportionate to the damages that would
actually result froma breach of contract.

CGenerally, an order for a provision for
liquidated damages of a stated anount on
breach of the contract to be considered as a
val i d |'i qui dat ed danage cl ause, it is required
that the danages to be anticipated are
uncertain in anount or difficult to be proved,
as | just said, and that the parties intended
to liquidate them in advance and the anount
stated is a reasonable one and is not
di sproportionate to the presuned |oss or
injuries. In other words, it has to be in
reasonabl e expectation of the damages that
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wer e expected to be suffered in the event of a
breach of contract. This case, at this point,
the Court, of course, is required to review
the evidence produced by the plaintiff in
l'i ght of the nost favorable to the
plaintiff.[?]

In this case, a contract has been proven.
A contract entitled “A Duty of Confidentiality
and Covenant Not to Conpete.” This contract,
t he | anguage of the contract, essentially, was
borrowed, if you wll, from a friendly
conpetitor of the plaintiffs, and it was,
essentially, word for word, the contract used
by Cantwel | C eary, agai n, a friendly
conpetitor and it is identical enough so that
the liquidated damages clause anount of
$50, 000 was the sane as was used by Cantwell
C eary. It was, this Court determ nes,
reasonabl e and [ sic] certain aspects,
certainly with respect to the covenant not to

conpet e. It was reasonable as to tinme and
space, wth respect to the non-conpete
provi si on. It is plaintiff’s burden, as I

have quoted the law, to prove that the
| i qui dated damage clause bears a reasonable
rel ati onship to the damages |i kely or expected
to be incurred.

Thi s Court det er m nes, based on
plaintiff’s case, alone, unrebutted at this
point, that the plaintiff has proven no
damages in this case. The business about the
W hel mcase,[®] that is a conpletely separate
case, it was not the sane agreenent, it would
only involve speculation for this Court to be
able to relate that case to this case. | have
no i dea what happened in that case and what
the damages were, what the expenses were.
Certainly, litigation expenses to enforce that

Y of course, pursuant to Md. Rule 2-519(b), the court, at that juncture,
is required to consider the evidence in the |light most favorable to the party
agai nst whomthe motion i s made, here appellant. W presune that the trial court
m sspoke.

> The wilhelm case refers to earlier litigation between W Illard and a
former enmpl oyee who apparently also violated a covenant not to conpete.
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agreenent could not be considered by this
Court as danmges.

The contract was breached in that the
defendant did go to work for a conpetitor
within one year after he left, and that was
Atlas Alexandria. The plaintiff also posits
t hat damages have been incurred because when
an enployee in a salaried position, as
def endant was, for the first couple of years,
he is not earning noney for the conpany. And
then, when he is switched to a comm ssion
enpl oyee, he even earns less, | believe, the
amount goes roughly from $35,000, plus car
expenses, to about twenty-two or so thousand,
pl us six thousand for car expenses. But that
comes wth the territory, that has no
relationship to the breach. Wile he is
working for the plaintiff, whether or not he
is earning noney for the conpany has no
beari ng on damages incurred by the plaintiff
when and if the defendant, as he did in this
case, leaves within the one year. So those
losses, if you wll, that the plaintiff
experiences are so irrespective of this
agreement and this breach of contract and
those facts arose prior to and irrespective of
thi s agreenent.

So both theories that the plaintiff
posits with respect to any damages suffered
what soever are not supported by the evidence.
Therefore, there is no evidence before this
Court whatsoever that this |iquidated damage
cl ause bears a reasonabl e expectation to the
damages that the plaintiff expected to |ose.
It is an arbitrary figure. It was taken from
the Cantwell Cleary contract in the opinion of
this Court. Based on the plaintiff’s evidence
and the Court’s taking the evidence in a |ight
nost favorable to the plaintiff, the $50,000
is not a valid |Iiquidated damages cl ause, but
rather constitutes a penalty and I wll grant
the notion [for judgnment].

Thus, al t hough appel |l ee’ s notion for judgnent was granted, and

the court found that the |iquidated damages provision constituted
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a penalty, the court did, in fact, award damages due to a breach of

contract.®

Thereafter the parties’ noted their tinmely appeals.

Standard of Review

Maryl and Rul e 8-131(c) provides that,

when an action has been tried without a jury,
the appellate court will review the case on
both the |law and the evidence. It will not
set aside the judgnent of the trial court on
the evidence unless clearly erroneous, and
will give due regard to the opportunity of the
trial court to judge the credibility of the
Wi t nesses.

Further, “[w]hen reviewing a trial court’s construction or

interpretation of a witten contract, we do so as a matter of |aw”

Nationwide Ins. Cos. v. Rhodes, 127 M. App. 231, 235 (1999).

“[ T] he determ nation of whether a particular clause in a contract

is to be construed as providing for I|iquidated damages,

or as a

penal ty, depends on the facts and circunstances in each case and i s

ordinarily a question of law for the court.” Traylor v.

6

At

trial the followi ng exchange took place:

THE COURT: AlIl right, if it helps, without trying the
rest of the case, | understand your [appellant’s
counsel’s] point. If there is a breach there have to be
some damages. Wth the concurrence of the [appellee],
will award $1 damages

APPELLEE’ S COUNSEL: | am not going to upset the apple
cart on that, but, just one thing, just for counsel
Maryl and | aw states that if the Court determ nes that —

THE COURT: | am not re-writing the contract, | find a
breach -

APPELLEE’ S COUNSEL: Ri ght

THE COURT: And | will award $1 damages, with the
concurrence of the [appellee].

-0-

Grafton,



273 M. 649, 667 (1975) (citing H.J. McGrath Co. v. Wisner, 189 M.
260, 264 (1947)). W noted in James v. General Motors Corp., (4 M.
App. 479, 484-85 (1988):

[When ruling on a notion for a judgment the
trial judge nust consider the evidence,
including the inferences reasonably and
|l ogically drawn therefrom in the Iight nost
favorable to the party agai nst whomthe notion
is made. |If there is any evidence, no natter
how slight, legally sufficient to generate a
jury question, the notion nust be denied. On
t he ot her hand, where the evidence is not such
as to generate a jury question, i.e., permts
but one concl usion, the question is one of |aw
and the notion nust be granted. An appellate
court reviewing the propriety of the grant or
denial of a notion for judgnment by a trial
j udge must conduct the sane anal ysis.

(Internal citations omtted); see also Wilbur v. State, 126 M.
App. 518, 528 (1999).
DISCUSSION

Whether the circuit court erred in failing to
uphold the entire contract, duty of
confidentiality and covenant not to compete,
where the court found that the contract was
valid, that the Appellee had breached the
noncompetition clause of the agreement, but
rejected the agreed upon liquidated damage
clause and awarded a nominal sum of one
($1.00) dollar.

Appel l ant has argued that the |anguage of the restrictive
covenant was cl ear and unanbi guous, and that the trial court erred

in not assessing damages based on the |iqui dated danage cl ause of
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the contract.” W agree with the trial court’s finding that the
I i qui dat ed damage cl ause was not based on a reasonabl e expectation
of danage and was a penalty, thus leading to its award of nom nal
damages. 8

Under the principles of freedom of contract, parties have a
broad right to construct the terns of contracts they enter into as
they wish, providing the contract is neither illegal nor contrary
to public policy. In nost cases, courts will not inquire into any
i nherent disparity in the utility of a given exchange between
parties, but solely into its voluntariness. See 24 WIliston on
Contracts, 8 65:1, p. 213 (4th ed. 2002)(“WIliston”); see also
Goetz and Scott, Liquidated Damages, Penalties and the Just
Compensation Principle: Some Notes on an Enforcement Model and a
Theory of Efficient Breach, 77 Colum L. Rev. 554, n. 12 (1977). In
nost contract cases, the |aw of conpensatory damages applies,
provi di ng a standard neasure of conpensation limted to the anount
of injury incurred under a breach of the contract. See Note
Liquidated Damages as Prima Facie Evidence, 51 Ind. L.J. 189
(1975); see also Restatenent 8 346 cnt. ¢ (“The central objective
behind the system of contract renedies is conpensatory, not

punitive.”); Ray v. Eurice, 201 Md. 115 (1952); Hol nmes, The Path of

7 Appel | ant has not appealed the trial court’s denial of injunctive relief.

¥ The Rest at ement (Second) of Contracts (“Restatement”) 8§ 346(2) (1979)
provi des for award of nom nal damages in cases where the "amount of | oss is not
proved under the rules" stated in the provisions of the Restatenent.
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the Law, 10 Harv. L. Rev. 457, 462 (1896)(“The duty to keep a
contract at comon | aw neans a prediction that you nust pay danages
if you do not keep it - and nothing else.”) Liquidated damages
provi si ons, however, allow private parties to reform that fixed
concept of injury providing relief in excess, or in lieu, of
conpensatory damages. “[T]he fundanental purpose of a valid
| i qui dat ed danmages provision is to provide a reasonabl e neasure of
conpensation in the event of a breach where, at the tine the
provision is agreed to the danmages are indetermnable or will be
otherwise difficult to prove.” WIlIliston, supra, 8 65:3, p. 250;
see also Note, supra, 51 Ind. Law at 192-193 (coll ecting argunents
for treating |iquidated danages as an exception to conpensation).

In determning the validity of |iquidated danmages provi sions,
courts conduct a nore searching inquiry into the propriety and
reasonabl eness of the agreenent itself, under the auspices of the
so-called penalty doctrine, than would be conducted in any nore

typi cal contract case.® See Goetz and Scott, supra, at 555; see

’For a useful discussion of the hi story of the construction of |iquidated
damages provi sions see Goetz & Scott, supra, at 593-94. Despite its | ong history,
the devel opment of the |aw concerning |iquidated damages itself has routinely
been characterized by courts and observers as checkered at best. See Mount Airy
Milling & Grain Co. v. Runkles, 118 Md. 371, 376 (1912)(“It is conceded that this
question [validity of Iiquidated danage provisions] is very frequently one of the
most difficult and perplexing inquiries encountered in the construction of
written agreenments.”); Goetz & Scott, supra, at 554, n. 3. In fact, in a sem nal
article on the subject, the followi ng passage, eloquently describing such
problems, is quoted: “The abl est judges have decl ared that they felt thensel ves
embarrassed i n ascertaining the principle on which the decisions [distinguishing
l'i qui dat ed damages frompenalties] . . . were founded.” Clarkson, Mller & Miuris,
Liquidated Damages v. Penalties: Sense or Nonsense, 1978 Ws. L. Rev. 351
(1978) (quoting Cotheal v. Talmage, 9 N.Y. 551, 553 (1854)); see also W liston,
supra, 8§ 65:9, p. 270 (“The distinction between a penalty and |iqui dated damages
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also Clarkson et al., supra, 1978 Ws. L. Rev. at 357. Under the
penalty doctrine, a |liquidated damges provision fixing an
unreasonably | arge |i qui dat ed damages anount is void as a penalty.
See Restatenment 8§ 356 (“Danmages for breach by either party may be
liquidated . . . but only at an anount that is reasonable in the
light of the anticipated or actual loss[.]”) This reasonabl eness
test “strikes a balance between . . . two conpeting sets of
principl es [upholding and disallowng stipulated danages
provi sions] by ensuring that the court respects the parties’
bargai n but prevents abuse.” Wwassenaar v. Panos, 111 Ws. 2d 518,
529 (Ws. 1983). Two recognized bases for unreasonabl eness
characterize |iquidated danages provisions as unreasonable, or
penal ties, when the sum for danages is so disproportionate with
provabl e damages “as to require the inference that the agreenent
must have been effected by fraud, oppression or m stake” or, when

an “objectionable in terrorem agreenent [is used] to secure

is not an easy one to draw in practice but courts are required to draw it.”).
Further, E. Allen Farnsworth, a Reporter for the Restatement (Second) of
Contracts, has 10 as follows, obliquely criticizing the differential treatment
of mpst stipul ated damages provi sions

Wth the devel opment of a doctrine of unconscionability
capable of coping with abusive stipulated damage
provi sions in the same way as ot her abusive provisions,
it has beconme increasingly difficult to justify the
peculiar historical distinction between |iquidated
damages and penalties. Today the trend favors freedom of
contract through the enforcement of stipulated damage
provi sions as long as they do not clearly disregard the
principle of conpensation

E. Allen Farnsworth, Farnsworth On Contracts § 12.18, at pp. 303-04 (3d ed. 2004)
(footnote omtted).
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performance” in place of the usual conception of just

conpensation.'® See Goetz & Scott, supra, at 560-61; see also

""The outline of the law as stated in WIliston, supra, 8§ 65:1, pp. 215-31
compl ements our recitation

It is generally agreed that a |iquidated damages
provi sion does not violate public policy when, at the
time the parties enter into the contract containing the
clause, the circunmstances are such that the actual
damages likely to flowfroma subsequent breach would be
difficult for the parties to estimte or for the
nonbreachi ng party to prove, and the sum agreed upon is
designed merely to conpensate the nonbreacher for the
other party's failure to perform On the other hand, a
i qui dated damages provision will be held to violate
public policy, and hence will not be enforced, when it
is intended to punish, or has the effect of punishing

a party for breaching the contract, or when there is a
| arge disparity between the ampunt payable under the
provi sion and the actual damages |likely to be caused by
a breach, so that it in effect seeks to coerce
performance of the underlying agreement by penalizing
non- performance and making a breach prohibitively and
unreasonably costly. In such cases the clause, rather
than establishing damages that approximate or are
proportional to the harm likely to flow from a
particul ar breach, actually constitutes a penalty, and

since penal clauses are generally unenforceable,
provi sions having this effect are declared invalid; and
this is generally true even where the provision is
negotiated in good faith, at arms length and between
parties of equal bargaining power.

These rules are designed to allow the parties the
greatest freedom of contract while at the sanme tinme
preventing them from overstepping that freedom by
including illegitimte penal provisions. As the drafters
of the Restatement (Second) of Contracts point out, and
as the cases make clear, "[t]he central objective behind
the system of contract remedies is conpensatory, not
punitive. Punishment of a prom sor for having broken his
prom se has no justification on either econom ¢ or ot her
grounds and a term providing such a penalty is
unenforceable on grounds of public policy."

Thus, because the purpose of contract remedies is to
provide compensation for the harm caused by a breach

and because a |liquidated damages cl ause is designed to
substitute a sum agreed upon by the parties for any
actual damages suffered as a result of a breach, it,
too, must be calculated to conmpensate, rather than to
puni sh a breach. As a result, the law of most
jurisdictions requires that a |iquidated damages
provision, in order to be enforceable, constitute the
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Waasnaar, supra, 111 Ws. 2d at 529.
In Traylor, supra, 273 M. at 661-62, the Court of Appeals

outlined Maryland | aw pertaining to |liquidated danages cl auses as

fol | ows:
We have defined “liquidated danage” as a
“‘specific sum of nmoney . . . expressly
stipulated by the parties to a . . . contract

as the anpbunt of damages to be recovered by
either party for a breach of the agreenent by

the other.’”

[Qur decisions . . . have held that a
liquidated damage clause is wthin the
substantive | aw of contracts, and - if not a
“penalty” - is an enforceabl e provision as a

sum agreed upon by the parties to be paid in
the event of a breach, enforceable as any
other provision or valid promse in the
contract.

The nonencl ature used by the parties,
al t hough a ci rcumnst ance, i's not
determ native i n passi ng upon whet her or not

parties' best "estimate of potential damages in the
event of a contractual breach where damages are likely
to be uncertain and not easily proven." Moreover, since
a valid |liquidated damages <clause is intended to
substitute the sum agreed upon for any actual damages
that may be suffered as a result of a breach, one
"purpose of a liquidated damages provisionis to obviate
the need for the nonbreaching party to prove actual
damages." Thus, where the |iquidated damages cl ause
represents a reasonable attenpt by the parties to agree
in advance wupon a sum that will conpensate the
nonbreacher for any harm caused by the breach, in lieu
of the conpensatory contract damages to which the
nonbreacher woul d ot herwi se be entitled, the cl ause will
be upheld. By parity of reasoning, because the goal of
contract remedies is compensation, not punishment, if
the purpose or effect of a provision stipulating damages
is to punish the nonperformance of a party's obligations
under the agreement, or to coerce or secure performance
of the agreenment through the assessnment of an
unr easonable sum payable upon nonperformance, the
provision will be not be upheld.

(Enmphasi s added).
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t he paynent of the designated sumis in fact
a penalty. The decisive elenment is the
intention of the parties - whether they
intended that the sum be a penalty or an
agr eed-upon anount as damages in case of a
breach and this is to be gleaned from the
subj ect matter, the | anguage of the contract
and the circunstances surrounding its
executi on.

If the sum agreed upon is a reasonable
forecast of the just and fair conpensation
for the harmthat would result by a breach
of the contract and the resultant injury is
difficult to estimate accurately or actua
damages could not be easily ascertained,
such a clause has been held enforceable as
I i qui dat ed damages .

Wher e, however, the anmount agreed upon
and inserted in the agreenent is shown to be
grossly excessive and out of all proportion
to the damages that m ght reasonably have
been expected to result from such breach of
the contract, the anount specified renoves
it fromthe anmbit of “liquidated damages.”
(I'nternal citations omtted); see also WIlliston 8§ 65:9, p. 266-27;
8 Maryl and Law Encycl opedi a, Damages 8§ 51, p. 104-05 (2001)(“In
determining the scope of a provision in a contract for |iquidated
damages, it will be interpreted according to the rules applicable
to contacts generally.” (citing John Cowan, Inc. v. Meyer, 125 M.
450 (1915)).
As noted, the validity of a stipul ated damages provision is a
question of law for the court.' A legal conclusion regarding the

validity of a stipulated damages provision, however, is dependent

" Note use the term “stipul ated damages” for proposed cl auses and

“liquidated damages” for clauses that meet the |egal requirenents.

-16-



on factual determinations of the trial judge “including such
matters as the existence and extent of the anticipated and actua
injury to the nonbreaching party.” wassenaar v. Panos, 111 WSs. 2d
518, 525 (Ws. 1983).1%
Burden of Proof
An initial inquiry is determ ning which party shoul dered the
burden of proof.*® W find no definitive Maryland law on this

subj ect. Expressing skepticismconcerning the traditional comon

law treatnent of |I|iquidated damage clauses, this Court very
recently stated in dicta that, in light of the principles of
freedom of contract, “[t]he burden of proving that a particular

damage stipulation is not enforceable is ‘on the party seeking to
invalidate it.” Smelkinson Sysco v. Harrell, 162 Md. App. 437, 447
(2005)(citing Mattavidi Assocs. Ltd. P’ship v. NationsBank of Va.,

100 Md. App. 71, 92, cert. denied, 336 Md. 277). W also note that

2 The massenaar court included the foll owi ng passage which we find to be
a persuasive explanation of this conmplicated subject:

Whet her the facts fulfill the | egal standard, here
reasonabl eness , is a determnation of law, id., and
ordinarily the appellate court need not defer to the
trial court’s determ nation of a question of |aw.
Nevert hel ess, because the trial court’s |ega
conclusion, that is, whether the clause is reasonable,
is so intertwined with the factual finding supporting
that conclusion, the appellate court should give

wei ght to the trial court’s decision, although the
trial court’s decision is not controlling.

111 Ws. 2d at 525 (internal citations omtted).

BWwe discuss the burden of proof in an effort to be instructive in future
litigation. Appellant did not, at trial, and does not before this Court, argue
that the burden should have been placed upon appellee as the party opposing
enforcement of the |iquidated damages provision
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our citation to Mattavidi i s not conclusive of Maryland |law, for
that case was decided under Virginia |aw. See Mattavidi Assocs.
Ltd. P’ship, supra, 100 Md. App. at 91-92.

As we wi || devel op further bel ow, Mattavidi i nvol ved a di spute
between two comrercially sophisticated parties about construction
of their agreement fixing the amount of a |ate charge. See id. at
93 (“When two commerci ally sophisticated parties freely enter into
an agreenent containing a late charge clause . . . it seens
entirely appropriate that the burden of proof should be on the
party who later clains that the clause is invalid.”)

It is significant, as the Smelkson Sysco Court noted early on
inits opinion, that it was not dealing with a |iqui dated damages
provi si on. Nonet hel ess, the Court discussed the effect of a
reasonabl eness inquiry.! See Smelkson Sysco, supra, 162 M. App
at 451.

Not discussed in either Mattividi or Smelkinson Sysco i S Mount
Airy Milling & Grain Co., supra, 118 Md. 371, wherein the Court of
Appeal s indicated that the burden was on the party seeking to
sustain a |iquidated damages penalty to show it was i ncorporated

intelligently to fix a nmeasure of damages. The Court noted that

“ “|t is debatable whether a stipul ated damages cl ause such as the one

before us is subject to the “reasonabl eness” or “penalty” standard that applies
to a |liquidated damages cl ause, or, instead, whether it is measured against a
more deferent standard, such as wunconscionability, that applies to other
contractual terms. That question need not be answered to resolve this appeal
however. Assum ng arguendo that this provision may not be enforced unless it is
reasonabl e, we nevertheless conclude that it satisfies that test.” Smelkinson
Sysco, 162 Md. App. at 451. (Footnotes omtted)
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“speaki ng of a sumof noney in gross for the nonperformance of an
agreenent ‘[I]t will not, as of course, be considered as |i qui dated
damages, and it will be incunbent on the party who clains it as
such that they were so considered by the considered by the
contracting parties.’” Mount Airy Milling & Grain Co., supra, 118
Ml. at 377 (quoting Tayloe v. Sandiford, 7 \WWeaton 13, 5 L. Ed. 384
(1823)). 15,16

The circunstances of the case sub judice mlitate against a
strict application of the assignment of the burden of proof
outlined in Mattavidi and subsequently in Smelkson Sysco, because
we believe those cases to be inapposite. Courts of other
jurisdictions are sufficiently divided on the issue of burden of
proof in stipul ated danage cases as to not prove instructive. See,
e.g. Mattavidi Assocs. 1td. P’ship, supra, 100 M. App. at 92
(coll ecting various instances of divergent case law). The ngjority

pl aces the burden of proof on the party challenging a stipul ated

15Further, “if there is a doubt whether a contract provides for
l'i qui dat ed danmages or a penalty, the provision will be construed as a
penalty.” Goldman v. Conn. Gen. Life Ins. Co., 251 Md. 575, 581 (1967).

' The Court of Appeal s recently noted generally of contract |aw that,

when the party seeking to enforce a contract files the
initial conplaint, shoulders the burden of proving the
contract is valid and generates a prima facie case to
the end, the defending party (the party seeking to
invalidate the contract) bears the burden of production
as to the defenses of fraud, durress, coercion, m stake,
undue i nfluence, or inconpetence.

Cannon v. Cannon, 384 Md. 537, 555 (2005). This passage provides further support

for our viewthat prima facie validity must be shown in order for a non-breaching
party to sustain a stipul ated damages provision
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danmages provision, while others place the burden on the party
seeking its ratification. See, e.g., WIlliston, supra, 8 65: 30,
355-58 (outlining various reasons courts put forth placing the
burden of proof on the non-breaching party); Note, supra, 51 Ind.
L.J. at 205 (arguing that |iquidated danages cl auses shoul d serve
as prima facie evidence subject to rebuttal by the defendant, who
nmust prove that the clause is inconsistent with actual danages).

Those courts that place the burden on the party chall enging
the provision argue that doing so conports with the protections
af forded the non-breaching party by designating stipul ated danmage
provisions in the first place. See, e.g., S. Brooke Purll, Inc. V.
vailes, 850 A.2d 1135, 1138 (D.C. 2004)(recently clarifying
District of Colunbia | aw on the subject of the allocation of the
burden of proof); Wwassenaar, supra, 111 Ws. 2d at 526 (“Placing
t he burden of proof on the challenger is consistent wth giving the
nonbreaching party the advantage inherent in stipulated damages
clauses of elimnating the need to prove damages, and with the
general principle that the law assunmed that bargains are
enforceable and that the party asking the court to intervene to
inval i date the bargai n shoul d denonstrate the justice of his or her
position.”)

Those courts that place the burden on the party seeking
enforcenent of a liquidated danages clause do soO, inter alia,

because the party seeking enforcenent has the “nost inmediate
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access to the evidence on the issue of both (a) the difficulty of
advance estimation of damages and (b) the reasonabl eness of the
forecast.” Pacheco v. Scoblionko, 532 A 2d 1036, 1039 ( Me. 1987).
A gray area al so exists in which even courts that place the burden
of proof on the breaching party do so only when it appears that the
stipulated damages clause at issue is not patently out of
proportion with expected |o0ss. See Little v. Rohauer, 707 P.2d
1015, 1017 (Colo. C. App. 1985)(noting that “the burden of proving
that a |iquidated danmages clause constitutes a penalty is on the
party so asserting, unless it patently appears from contract itself
that the liquidated damages agreed upon are out of proportion to
any possible loss.”)

From our review of those cases, we can conclude that the
bargai ning position of the parties contributes to the prima facie
determination of the validity of a particular stipulated danages
provision. One basis for deem ng a stipul ated damages provi sion
unreasonable is if damages are so excessive as to denonstrate an
i nference of unfairness in bargaining. Drawing upon the cases,
articles, and treatises, we conclude that a non-breaching party
cannot sinply survive the | egal test of reasonabl eness, regardl ess
of the assignnent of the burden of proof, where, as in the case sub
judice, the court is not dealing with a freely negoti ated danages
provi si on made between two parties of equal sophistication. Thus,

the ultimate question of the assignnent of the burden of proof, in
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cases where gross inequality of bargai ning power exists, ought to
be resol ved i n favor of the non-proponent of the provision, because
the stipulated damage nmay prove unreasonable a. priori.!”  See
District Cablevision Limited P’ship v. Bassin, 828 A 2d 714, 723-24
(DC 2003) (“[Where there is a disparity of bargaini ng power and one
party unilaterally inposes a |iquidated damages provision in an
adhesive contract, the skepticism (bordering, it has been
suggested, on outright hostility) shown by the common law to
i qui dated danages is at its height.”)
Reasonableness

“The reasonabl eness of the amount fixed as |iqui dated damages
is to be deternmined fromthe standpoint of the parties at the tine
the contract was nmade.” Traylor, supra, 273 Ml. at 66 (citing
Hammaker v. Schleigh, 157 Md. 652, 667 (1929)). “Further, one of

the elenments of a valid |iquidated damages provision is that the

17 Paralleling this reasoning, Goetz and Scott proposed a nore |iberal

enforcement standard, doing away with the penalty doctrine itself in light of the
presence of idiosyncratic (non-provable) value in |iquidated damage provisions.
See Goetz and Scott, supra, at 588 (“The underlying prem se of the enforcement
hypot hesis is that, in the absence of bargaining unfairness, a stipul ated damage
clause reflects equival ent value.”) Inmportantly, for our purposes, in order to
determ ne the propriety of |iquidated damage provisions, the authors retained a
caveat that an evaluation of the process of bargaining remained as the major
tenet underpinning the enforcement of |iquidated damages provisions. See Goetz
and Scott, supra, at 593 (“[I]t is clear that party sophistication will often be
a relevant issue in determning the fairness of a stipulated damages provision

Many contracting parties may not be capable of calculating the risks necessary
to bargain for the in terrorem clause at an equivalent price.” Further under
their theory of enforcement, “[a]s part of his burden of proof, the prom see
woul d be required to denonstrate that the parties had sufficient commercia

sophi stication and access to information to allocate fairly the identified
risks.”)
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anti ci pated danages be ‘in their nature uncertain and i ncapabl e of
exact ascertainnent’” United Cable Television of Balt. Ltd. P’ship
v. Burch, 354 M. 658, 674 (1999)(quoting Anne Arundel County v.
Norair Eng’g Corp., 275 Md. 480, 492 (1975)). In Holloway v. Faw,
Casson & Co., 78 M. App. 205, 240 (1989)(quoting Massachusetts
Indemnity and Life Ins. Co. v. Dresser, 269 M. 364, 368-69
(1973)), we set forth the followng three-part test outlining the
essential features of a valid |iquidated damages cl ause:

(1) The clause “nust provide ‘in clear and
unanbi guous terns’ for ‘a certain sum”

(2) “[T]he Iiquidated damages nust reasonably

be compensation for the damages anticipated

by the breach”

(3) “[L]iquidated danage cl auses are by their

nat ure mandatory binding agreements before the

fact which may not be altered to correspond to

actual damages determined after the fact.”
(Internal citations omtted), see also Dresser, supra, 269 M. at
368-69; Sysco v. Harrell, 162 M. App. 437 (2005); WIIliston
supra, 8 65:3, p. 248-253.

The specific context of a covenant not to conpete presents a
factual scenario in which stipulated damage provisions are
general |y enforceabl e, given that quantifying the anount of danages
in such cases nmay be an el usive prospect. See Miller, supra, 1978
Wsc. L. Rev. at 377 (finding that “if parties lack the incentive

or opportunity to engage in breach-inducing activities [|iquidated

damages cl auses should be enforced] . . . [because] if breach
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requires a positive step rather than nmere nonperfornmance,

such as

in the case of a breach of a covenant not to conpete, the

nonbr eacher usually cannot covertly induce breach.”).

W Iliston,

However . . . stipulated damages provisions
for breaches of covenants not to conpete are
in general analyzed by application of the
princi pl es under which enforceability of such
provisions is generally determned, as a
result of which provisions applicable to
situations in which the potential damages are
not uncertain or difficult to estimate,
provisions intended to punish rather than
conpensate, and provisions the enforcenent of
whi ch results in the awardi ng of danmages whi ch
are disproportionate to the reasonably
estimted or actual danages suffered by the
party seeking to invoke the provision are
unenf or ceabl e.

supra, 8 65:25, 336-37 (footnotes omtted).

Courts are nuch nore willing to regard a stipul ated damages

provi sion as reasonabl e where ordinary principles of conpensation

cannot easily be applied and wll not afford certain

relief,

because the damages which can be foreseen to result froma breach

are not easily quantifiable at the time of the contract. WIIiston,

supra, 8 65:14, 209. Further,

williston,

The act ual

[t]he Restatenent (Second) of Contracts
provi des, and the decided cases recognize,
that where the difficulty and uncertainty are
substantial, the parties are allowed equally
substantial latitude in fixing on a stipul ated
anount, while where the difficulties and
uncertainty are of a |esser nmagnitude, the
parties’ freedomis simlarly circunscribed.

supra, 8 65:14, 290 (citing Restatenent § 356).
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than wuncertainty alone, however, constitutes the crux of the
anal ysis.'® See Clarkson, et. al, supra, 1978 Ws. L. Rev. at 353
(“whatever the judges prescribe as the applicable criteria,
scrutiny of the results reveals that intent and certainty are
| ar gel y superfl uous to understanding the |iqui dat ed damages/ penal ty
distinction.”); see also WIlliston, supra, 8 65:16, p. 294 (“under
the decisions of the nobst authoritative courts, the prinmary
guestion seens to be whether the parties honestly endeavored to fix
a sumequi val ent in value to the harmcaused by the breach. . . .”)

Appellant put forth three bases in arguing for the
reasonabl eness of the |liquidated damages provision at issue.
First, appellant alleged that, in an earlier case, the cost of
litigating a breached non-conpete provision against a forner
enpl oyee was approxi mately $50, 000. Second, appellant all eged that
$50, 000 was a reasonabl e esti mate of the expense incurred in hiring
and training a salesman |like Javier. Lastly, and we think
particularly telling, appellant conceded that the covenant had been

taken from enploynent contracts wutilized by a “friendly

" Under either an ex ante or ex post conception of the reasonabl eness of
damages, the stipul ated damage clause in the case sub judice bears no rel ation
to damages resulting fromJavier’s breach. One article noted that, in particular,
an ex-post evaluation of the correspondence between actual damges and a
i qui dat ed damages amount woul d constitute, in effect, a means of nonitoring the
efficiency of sti pul at ed damage agreements in order to di sal | ow
di sproportionately |arge damage amounts. See Jason Scott Johnston, Strategic
Bargaining and the Economic Theory of Contract Default Rules, 100 Yale L.J. 615,
646 (1990). But see WIIliston, supra, 65:1, p. ___ (stating broadly that “[i]t
can even be argued that a penalty clause is unlikely to overconmpensate the
prom see if an ex ante (before the fact) perspective is enployed, because the
prom sor would not agree to such a clause unless it was necessary to compensate
the prom see for an expected | o0ss.”)
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conpetitor,” the Cantwell-Ceary Conpany, because it was a
per suasi ve val uati on of appellant’s damages. *°

Eval uating each of appellant’s three stated bases for the
I i qui dat ed damages cl ause, we cannot find that, at the tine the
covenant was signed, there was an indication that the |iquidated

damages anmount was reasonabl e conpensation for anticipated | oss in

YwWillard's president and corporate designee, Salkeld, testified in a
deposition, and at trial, that the non-compete clause, including the |iquidated
damage amount, was taken from the Cantwell-Cleary contract. On direct
exam nation, Salkeld testified:

[ APPELLANT' S COUNSEL]: Okay. How did [the contract]
come to WIlard Packagi ng? Who prepared it for you?

A. Um we got it from one of our conpetitors.
Q Vhat was the conpetitor’s name?

A. Cantwell Cleary [] Conpany.

Q Cantwell Cleary is a box manufacturer?

A. It’s a distributor of packaging supplies and a
competitor of WIlard Packaging.

Q Was your father friends with the owner of Cantwell

Cleary - - [?]
A. Yes.
Q. — - over the years? You obtained a copy of this.

Did you change any of the |anguage in the contract?

A. A little bit, here and there. Made it nore
applicable to a manufacturer. Inserted WIllard
Packagi ng wherever Cantwell Cleary was.

Q  Okay.

[ THE COURT]: WAs the figure $50,000 in the document that
you used to construct this docunent?

A. Yes.
[ THE COURT]: So, the figure was copied as well?

A. That is correct.
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the event of a breach by an enpl oyee. See Holloway v. Faw, Casson
& Co., 319 M. 324, 355-56 (1990)(upholding a fee equivalent
mul tiplier formul a-based | i qui dat ed damages provi si on predi cated on
denonstrably protected interests). No reasonable nethod was
enpl oyed what soever in affixing the amount of stipul ated danages in
the case sub judice. At the tinme of the formation of this contact,
and after its breach by Javier, neither anticipated nor actual
damages were taken into account. Javier was not provided wth
trade secrets, customer lists, a prescribed route, or any other
information that an enployer mght consider to be a protected
interest. The stipul ated damages cl ause at issue was nerely neant
to penalize and punish Javier for taking a job with a conpetitor of
Wl lard, rather than to conpensate Wllard for any | oss, especially

in light of the concession by Wllard s officer that appell ee was

not possessed of any particular skill or talent, which, if
practiced for a conpetitor, would likely result in danage to
W | ard.

It is clear from the facts that the clause itself was an
agreenent based upon inequalities of bargaining power. The | ack of
true arns-length dealing between WIlard and the enployees,

i ncl udi ng appel l ee, mlitates agai nst a finding of reasonabl eness. ?°

20 Judge Thieme, in Sysco v. Harrell, supra, noted: “When parties are
sophi sticated and externalities are absent, courts do not review the parties’
contractual choices for reasonabl eness.” 1d. at 451, n.5. Conversely, then, if
one of the parties is not sophisticated, the court should conduct a
reasonabl eness review. cf. Goetz & Scott, supra, Colum L. Rev. 593-94 (“[I]t is
clear that party sophistication will often be a relevant issue in determ ning the
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Moreover, Wl ard presented no evi dence of actual damages resulting
fromJavier’s breach and resulting enpl oynent with Atlas.? W are
led to the conclusion that the stipulated danages clause in the
restrictive covenant violates the conpensatory nature of contract
damages. Thus, the stipul ated danmages provi sion i s unreasonabl e and
unenforceable as a penalty.

In the final analysis, WIllard has attenpted to rely on the
four corners of the agreenent as support for the |iquidated damage
anount . We, however, agree with the trial court that, absent a
rational relationship to antici pated actual danmage, the |iqui dated
damage anmount was a de facto unenforceable penalty. See Fowler v.
Printers II, Inc., 89 Ml. App. 448, 479 (1991)(“if ‘the record sets
forth no basis on which damages could have been assessed,’ they
cannot be recovered in a contract action.” (citing Yarnick v. King,
259 Md. 241, 250 (1970))); see also Lee Oldsmobile, Inc. v. Kaiden,

32 Md. App. 556, 563 (1976)(rejecting a |liquidated damages cl ause

fairness of a stipul ated damages provision.” Further, “[t]he current penalty rule
does not pronote end results which are any ‘fairer’ than an enforcement rule. The
behavi or which requires regulation is unfairness in bargaining.”) On the facts
before us, we find appellant to be a sophisticated party and appellee to be an
unsophi sticated party. Therefore, the court’s reasonableness review was
appropriate.

2L e recognize that requiring proof of actual damages in all cases

invol ving |iquidated damages cl auses woul d aneliorate the fundanmental purpose of
l'iqui dated danmages cl auses. \When a |iquidated damages provision appears by its
nature to be a penalty, however, inquiry into the existence of actual damages is
appropriate. See Traylor, supra, 273 Md. at 670-71 (upholding the trial court’s
restriction of evidence of actual damages in a case construing the impact of a
i qui dat ed damages cl ause because t he anount desi gnated as |i qui dated damages did
not appear to be a penalty and constituted prerequi sites necessary for an
enforceabl e contract); see also Habif, Arogetti & Wynne, 231 Ga. App. 289, 299
(Ga. Ct. App. 1998); Note, supra, 51 Ind. L.J. at 194 (arguing for the relevance
of actual damages).
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because actual damages were capable of estimation at the tine
contract at issue was signed).
THE CROSS APPEAL

In his cross-appeal, Javier alleged that the trial court erred
in finding a breach of the contract. Appellee concedes that his
cross-appeal is contingent, to preserve his right to pursue a
conpl ete defense should this Court reverse the trial court’s
damages ruling. At oral argunent before this Court, appellee
commtted that, should we affirm the cross-appeal wll be
abandoned. Hence, we need not resolve the issue raised therein.??

JUDGMENT OF THE CIRCUIT COURT FOR
MONTGOMERY COUNTY AFFIRMED;

COSTS ASSESSED TO APPELLANT.

2 e observe, in passing, that it is unclear whether the restrictive

covenant itself is enforceable. “[A]ln enmployer has a legitimte interest and so
can enforce ‘restrictive covenants’ only against those ‘enployees who provide
uni que services, or to prevent the future m suse of trade secrets, routes, or
lists of clients, or solicitation of customers.’” Fowler, supra, 89 M. App. at
459 (quoting Becker v. Bailey, 268 Md. 93, 97 (1973)). Appellant alleged that its
uni que service and di stribution structures provided the predicate for enforcement
of the restrictive covenant. Yet, when asked whether W Il ard was | ooking for any
uni que set of talents or skills before hiring Javier, Salkeld adm tted he was not
seeking unique skills or attributes but “a |likeable person the customers would
like.”
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