CHOICE-OF-LAW PROVISIONSAND THE ROLE OF BUSINESS
RELATIONSHIPSTO OTHER JURISDICTIONSWITH RESPECT TO
DETRIMENTAL-ACTIVITY CLAUSESIN EXECUTIVE
COMPENSATION PLANS

By Allen Bywaters Landon*
Exxon Mobil Corp. v. Drennen, 452 S.W.3d 319 (Tex. 2014).

In Exxon Mobil Corp. v. Drennan, the Supreme Court of Texas reversed the court of
appeals’ judgment in favor of a former executiveilldm Drennan, Ill, (“Drennan”) and
rendered a judgment for Exxon Mobil (“Exxor?")rhe dispute between the parties arose from
an executive compensation plan, which included atraotual choice-of-law provision
designating that New York law would apply as wedl a provision for forfeiture of the
executive’s bonus awards in the event he engagetetrimental activity.2 The Court
concluded that Exxon’s basis for choosing New Ylawk, the goal of uniformity, was logical
and reasonabléboth Texas and New York bear some relationshiphto parties and the
transactior, the forfeiture provision was not a covenant notampete’ and that, under Texas
law, application of New York law would not contranee Texas policﬁ; thus, the Court was
bound to enforce the contractual choice-of-law miom and apply New York La®.New
York permits enforcement of similar detrimentaligity provisions to employment contracts,
so the provision would be enforced without regardvhether Texas law would permit suth.

l. Background.

Mr. Drennen was an employee of Exxon for approxétyathirty one years spanning from
1976 to 2007° Drennen’s work throughout his career with Exxorsvea a geologist and his
final title before retirement was Exploration Viéxesident of the Americé§.During his
employment with Exxon, Drennen signed incentive pensation programs in 1993 and 2003,
and these programs awarded bonuses, restrictell sfions, and earnings bonus urits.
Both parties executed the incentive program agre&sna Texad® Each of the program
agreements included choice-of-law provisions inidlica New York law would apply, and
termination provisions enabling Exxon to “terminatatstanding incentive awards if the
employee (1) engaged in a detrimental activity(rleft” Exxon by resignation or abnormal
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form of terminationt* The programs further defined detrimental actiwityl 993 as “activity
that is determined in individual cases by the adstiative authority to be detrimental to the
interest of the Corporation of any affiliate,” aimd2003 as “acceptance . . . of duties to a third
party under circumstances that create a materiaflico of interest” including when the
recipient becomes employed by an entity that “retd, deals with, or competes with” Exxon
or its affiliates™

After receiving an unfavorable annual performaredaw in the midst of a new C.E.O.’s
push to promote younger vice presidents, Drenremmésl from his supervisor, Tim Cejka, that
“so long as he did not go to work for one of thehest four “majors” (Shell, BP,
ChevronTexaco, or ConocoPhilips), he would [noelbss unvested options]” should Drennen
leave Exxort? The next year, after already receiving 16,700 eshaf unrestricted stock and
cashing out $4 million in pension funds, $1.8 roifliin 401(k) funds, and $3 million in stock
options throughout his employment to that pointemren retired from Exxon with 57,200
shares still held within their restriction peringespite being warned by Cejka that if he took
a position with Hess Corporation he would likelgdoall his remaining incentives, Drennen
began working at Hess as Senior Vice PresidenGfobal Exploration and New Ventures in
July 2007*® Soon after, Cejka notified Drennen of cancellatafnhis remaining incentive
awards due to the fact Hess is a direct compatit@xxon, constituting a material conflict of
interest or “detrimental activity” under both int¢ize plans:’

Drennen sued to recover the stock Exxon claimefdtieited, seeking judgment that:

(1) the detrimental-activity provisions in the Imti#e Programs were being utilized
as covenants not to compete; (2) the covenantgonobmpete are unenforceable
because they are not limited as to time, geogragigia, or scope of activity; and (3)
therefore, ExxonMobil’'s cancellation of the redieit shares and bonus units was an
impermissible attempt to recover monetary damagesrf alleged breach of an
unenforceable covenant not to compz&e.

Drennen also claimed breach of oral contract reéggrthe earlier conversation with Cjeka that
Drennen could retain awards as long as he did ndt for one of the four majors, asserted the
written program agreements had been modified b/ dhal statement, and raised an estoppel
or waiver argument based on the assertion by 6j]elihe jury found for Exxon on all claims,
so Drennen moved for judgment notwithstanding thegict (“JNOV”), which was denied by
the trial court?

Following denial of the JNOV, Drennen appealed argurexas public policy prohibits
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enforcement of detrimental-activity provisions hesma they constitute void covenants not to
competez.3 The 14th District Court of Appeals reversed andeoed the trial court to render a
declaratory judgment for Drennen, holding that theiture provisions were unreasonable
covenants not to compete and thus unenforceableruhexas law as a matter of public
policy.24 Because applying New York law would lead to a fteagainst Texas public policy,
the Court of Appeals found the choice-of-law pramisunenforceable; therefore, Texas law
applied and the detrimental-activity provisions svanenforceabl®

. Texas Supreme Court Analysis.

After Exxon appealed to the Supreme Court of Teghs, Court applied an analysis
modeled after the Restatement (Second) Conflidtas¥s*® which involved considering the
enforceability of the choice-of-law provisions bgvestigating whether New York had a
sufficiently close relationship to the parties dhd contract to make the choice of New York
law reasonablé’ whether Texas or New York had the more significalationship to the
parties and the contratt,which state had a materially greater interesthim matte’ and
whether the application of New York law would bentrary to a fundamental policy of
Texas™ This analysis was similarly used in 1990 by theu€dn Desantis v. Wackenhut
Corp.31 After noting that Texas law recognizes that partian agree to be governed by the law
of another stat& the Court indicated that parties’ choice of sualw Imust have some
“sufficiently close” relation to the parties andeith agreement to render the choice
reasonabl&® The Court also indicated that the other potemgakon to void a choice-of-law
provision would be if application of that law isnteary to fundamental policy of a state with a
materially greater interest than the state chd$en.

Drennen worked in Houston when each of the incerprogram agreements were signed,

Drennen, 452 S.W.3d at 323.
Id.
Id. at 323-24.
The law of the state chosen by the parties t@gotheir contractual rights and duties will be laggh even
if the particular issue is one which the partiesldaot have resolved by an explicit provision it agreement
directed to that issue, unless either
(a) the chosen state has no substantial relatiprishihe parties or the transaction and there isther reasonable
basis for the parties' choice,
or
(b) application of the law of the chosen state \obé contrary to a fundamental policy of a statécwthas a
materially greater interest than the chosen statied determination of the particular issue andctvhinder the rule of
§ 188, would be the state of applicable law inahsence of an effective choice of law by the paurtie
RESTATEMENT (SECOND) CONFLICT OFLAWS § 187(2)(1971).
2" Drennen, 452 S.W.3d at 324-25 (Tex. 2014).
Id. at 325-26.
Id. at 326-27.
Id. at 327-30.
Id. at 324.See also DeSantis v. Wackenhut Corp., 793 S.W.2d 670, §éX.(1990).
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but during his time working for Exxon he also spmee years working in New York Ci?)?.
Exxon is headquartered in Texas, but their outs@ensel is a firm in New York City and the
shares in question are traded on the New York SEoahange (“NYSE”) in New York City°
Exxon claimed choosing New York law was reasonaniehe basis of assuring uniformity,
certainty, and predictability in the applicationitsf incentive programs; because such awards
are provided to numerous employees in multiple gdathroughout the United States and the
world, there is a good likelihood for those empleydo relocate throughout their care¥rs.
Additionally, the stock which is the subject of thmeentives is listed on the NYSE New
York law regarding employee stock incentive progsaim well-developed and predictable,
“making it a routine choice of law for parties tmck-related transactions and agreeme?ﬁs."
Considering the above facts and arguments as vgellha low likelihood parties would
designate such a provision without reason, the tGmncluded that the choice of New York
law was enforceabl®.

The nextDeSantis consideration the Court applied was whether, abaseneffective
choice-of-law, there is a state with a more sigaifit relationship to the parties and the
transaction than New Yok To make this determination, the Court factored Itation of
the execution of the agreement, the locations efgrties, the location of negotiations, and
the place of performanéé.The agreements were both executed in Texas, letiep are
located in Texas, and the negotiations as wellafopnance of the contract took place in
Houston and Irving, Texé‘g.Comparativer, Drennen did work for three yeardNiew York
and Exxon has a presence in New Y&Fkrhe Court indicated that the parties and the
transaction bear relations to both states, but afiesidering the interests the Court concluded
that Texas has a more significant relations‘,'ﬁip.

The Court then analyzed whether Texas has a miategraater interest in determining the
enforceability of detrimental activity provisionsecause if it does not have a greater interest
then it is immaterial whether New York law applioat is contrary to fundamental Texas
poIicy.46 In DeSantis, the Court held that Texas clearly had a matgrigikeater interest in
whether the agreement should be enforced, beches#dintiff was an employee in Texas, the
defendant was a national employer doing busines¥exas, the plaintiff formed a new
business in Texas in violation of a non-competevigion, and Texas was concerned with how
non-compete agreements affected consumers of seriricTexad! Exxon argued that Texas
has no materially greater interest than New Yorlkrifiorceability, because the choice-of-law
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provision was made for uniformity and predictabiﬁ? That argument failed, because despite
there being interests in protecting justifiable esations of entities doing business in multiple
states, those external interests do not outweigtags"® Additionally, theDeSantis employer
was Floridian, but the Court concluded Texas hadaterially greater interest, so in this case
where both parties were Texas residents the Caditated it must favor Texas over New
York for such interest®

The last step in the Court’s analysis was to determvhether fundamental policy of
Texas would disfavor applying New York lalWithout defining “fundamental policy,” the
Court indicated that it would be necessary to “daiee whether the provisions at issue in the
[iincentive [p]rograms are covenants not to competdexas generally defines covenants not
to compete as obligations that limit former empks/envork mobility or restrict solicitation of
former customers, which are trade restraints gagby the Covenants Not to Compete Act.
The incentive program agreements did not limit phefessional mobility of Drenneper se,
so the Court indicated the agreements in quesitbnat “fit the mold.®*

A narrow but important difference was present. tompetition provisions protect the
investment of an employer in an employee, whildefiture provisions conditioned on loyalty
reward that loyalty but do not restrict employetufa employmen?? Furthermore, a former
employer can file suit for breach of contract tdoece a non-competition clause, but a former
employer does not have to take any legal actioreurdforfeiture provision, because the
employer owns the profit-sharing plgfh]'he detrimental activity provisions in the incemsti
programs were deemed different from non-competitimovisions in key Texas non-
competition cases, such a3eSantis®’ Drennen agreed that he would receive bonus
compensation for his hard work in the form of stootit that he would refrain from soliciting
clients or employees or not compete with Exxontcaad;lethetr?8 This agreement between
Drennen and Exxon carried a condition of continl@yhlty, which empowered Exxon to
withhold restricted shares of bonus compensatitineifemployee chose to compete during the
restricted phase perié’a.lnstead of contracting that Drennen not compdte, ihcentive
program agreements only force the employee to eéhbesveen accepting his retirement plan
benefits he contributed nothing to or choose to ppete with the former employg?.The Court
therefore held that forfeiture clauses such asetlppesent in the Exxon incentive plans are not
covenants not to compete.
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The Court next turned its focus to public policyaronflict of laws by indicating that the
policy concerns over uniformity of law in tH2eSantis case time have changed over the past
few decade& Since Texas hosts many large corporations, itdigpuolicy has shifted to
value the ability of a company to maintain unifotreatment of its employment contracts
regardless of where the employees re§fdeuch policy “prevents the disruption of orderly
employer-employee relations . . . and avoids disonpto competition in the marketplac%“.”
Given the scope and size of Exxon, the Court caleduthat even if application of Texas or
New York law were to reach different results oncgogability, it was not likely to constitute a
determination contrary to fundamental Texas poifcfFurthermore, Texas will not refrain
from applying a chosen law simply on the basis that result would be different from an
application of state law or otherwise applicablw.'fg The Court indicated it was bound to
enforce the parties’ choice-of-law provisions, hessaenforcement of New York law would
not contravene Texas fundamental public poficy.

After concluding its analysis of enforceability dfioice-of-law provisions and forfeiture
provisions such as those found in the Exxon agre&néhe Court considered the application
of New York law to the facts of the case at h§hé very similar case t@&xxon, Morris v.
Schroeder Capital Management International, was reviewed® When a provision leaves the
receipt of incentive rewards up to a choice of apleyee, whether he chooses to not compete
and receive the benefits or compete and declindehefits, it is not an unreasonable restraint
upon his ability to earn a living or his Iiberjtgl.Drennen agreed to the detrimental activity
provisions in exchange for the compensation progoanefits, and the provisions did not bar
him from working elsewheré& The detrimental activity provisions of the incemrtiprograms
gave Drennen the choice to preserve his rightead¢maining 57,200 shares by complying or
risk forfeiture of his rights by choosing to exaeeihis right to compete with Exxdf.

The Court indicated that if Exxon had terminate@iren’s employment without cause,
then enforcement of the detrimental activity prauvis would not be reasonabfelf Drennen
voluntarily left or was terminated for cause, th#re covenants would be enforceable
regardless of reasonability and cholé®rennen was told his performance was inadequate to
continue his current position with Exxon, but thempany would find another position for
him.” Drennen then retired, “made an informed choicefoideit his outstanding awards by
accepting employment with a competing company ratien retaining his awards by avoiding
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competition, and under New York law Exxon lawfullgrminated Drennen’s outstanding
awards upon breadf.

1. Conclusion.

The Court reversed the court of appeals’ judgmedtapplied New York law to reach its
judgment for Exxori/ Its rationale was that uniformity is a logical isafor Exxon’s choice of
New York law as well as a valid goal the Restatanm{@econd) of Conflict of Laws §187
recognize<®






