Definition and  Types of Agency Relationships
Definition of Agency
Agency is defined as a fiduciary relationship (one of trust and confidence) between two persons in which they mutually agree that one person (the agent) will act on behalf of the other (the principal) and be subject to the latter’s control and consent. For example, a corporate officer who enters into contracts that legally bind the corporation is representing the corporation as an agent.
agency 
A fiduciary relationship between two persons in which one (the agent) acts on behalf of, and is subject to the control of, the other (the principal).
Provided they are able to understand the instructions of a principal, most people have the capacity to act as agents. For example, a minor can be employed by a principal to act as an agent in making an offer of employment to a third person. The minor’s lack of capacity to enter a contract is immaterial here, because the contract is between the principal and the third party. (The minor’s lack of contractual capacity, however, means that any agreement between the minor and the principal may be voided by the minor before he or she reaches majority age or shortly thereafter.)
Types of Agency Relationships
Agency law is concerned with three types of relationships: principal–agent, employer–employee, and employer–independent contractor. These relationships are summarized in Table 15-1.
Principal–Agent
 The principal–agent relationship (Exhibit 15-1) is a relationship in which the principal (usually an employer) hires an agent (employee) and gives the agent either expressed (express) or actual authority to act on the principal’s behalf. Expressed authority arises from specific statements made by the principal to the agent. Actual authority includes expressed authority and implied authority—that authority customarily given to an agent in an industry, a trade, or a profession. The principal–agent relationship is the most basic type of agency relationship. It is, in fact, the foundation of the next two types of agency relationships we are about to discuss: that between employer and employee and that between principal (employer) and independent contractor.
principal–agent relationship 
Relationship in which the principal gives the agent expressed or actual authority to act on the former’s behalf.
expressed authority 
Authority that arises from specific statements made by the principal (employer) to the agent (employee).
actual authority 
Includes expressed authority as well as implied authority, or that authority customarily given to an agent in an industry, a trade, or a profession.
Employer–Employee
 The employer–employee relationship evolved out of the traditional master–servant relationship, in which a master employed a servant to perform services and the servant’s conduct was subject to the master’s physical control. Under the doctrine of respondeat superior, the master was responsible for servants’ acts that were within the scope of their employment. In the postindustrialized version of this arrangement, the employer–employee relationship, the employee is subject to the control of the employer and, in 
Table 15-1  Types of Agency Relationships
	Principal–agent
	Agent is hired by the principal to act on the principal’s behalf subject to the latter’s control and consent.

	Employer–employee
	Employer controls the employee’s physical conduct and determines the details of performance.

	Employer–independent
	Employer does not control the details of performance or conduct of the independent contractor.
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Exhibit 15-1 Principal–Agency Relationship
accordance with expressed or implied authority, may enter into contractual relationships on behalf of the employer. In general, any agent who works for pay is considered an employee, and any employee, unless specifically limited, who deals with a third party is given agent status. The employer–employee relationship is particularly important because it is the only agency relationship that is subject to workers’ compensation, Social Security, and unemployment compensation laws (as well as numerous other state and federal laws). It is also important to distinguish the employer–employee relationship from an employer–independent contractor relationship, which normally is not subject to these statutes; this is an important distinction in the legal environment of business.
respondeat superior 
Legal doctrine imposing liability on a principal for torts committed by an agent who is employed by the principal and subject to the principal’s control.
employer–employee relationship 
Relationship in which an agent (employee) who works for pay and is subject to the control of the principal (employer) may enter into contractual relationships on the latter’s behalf.
employer–independent contractor relationship 
Relationship in which the agent (independent contractor) is hired by the principal (employer) to do a specific job but is not controlled with respect to physical conduct or details of work performance.
Employer–Independent Contractor
 Independent contractors are hired by the principal (employer) to do a specific job but are not controlled with respect to their physical conduct or the details of their work performance. In this type of agency relationship, the employer is normally not required to make payments into workers’ compensation pools or to withhold Social Security amounts and is not usually liable for torts committed by the independent contractor. (Torts, you will recall, are wrongful acts, other than breaches of contract, for which damages may be obtained.) For example, the employer of a taxi driver who is an independent contractor and owns his or her own cab is not liable, in most instances, for damages when the driver injures another person in an accident.
When called on to distinguish between an employee and an independent contractor, courts scrutinize the degree of control the employer has over the agent. Courts also consider factors such as (1) whether the hired persons had a distinct occupation or profession, (2) whether they supplied their own tools and equipment, (3) whether they were employed only for a specific time period, (4) whether they were paid hourly or on completion of a job, and (5) what degree of skill was required to do the job.
To escape paying unemployment insurance taxes as well as medical benefits, many employers in recent years have classified their workers as independent contractors or part-time workers. A common strategy in the highly competitive business environment of the 1990s was to “downsize” by cutting back on the number of employees in a corporation through early retirement plans and layoffs and then to “restructure” by rehiring these people as “consultants” (independent contractors) to accomplish the same work they did as employees. This is essentially a cost-cutting measure. The “consultants” draw a per diem or lump sum instead of a salary for the job they are hired to perform, and the company saves on health care, unemployment compensation, and Social Security benefits. In turn, the independent contractors are free to work for others besides their old employer, perhaps while receiving a pension from the employer. The case that follows indicates the close scrutiny courts are giving to employers’ classification of workers as independent contractors.
Linking Law and Business Finance
In finance, you have examined agency relationships and, particularly, costs associated with such relationships. For example, if both parties to a relationship are utility maximizers, there is reason to believe that the agent will not act in the best interest of the principal. The principal can limit divergences from its interest by establishing appropriate incentives for the agent and by monitoring costs of agents. In addition, in some situations, it pays the agent to expend resources (bonding costs) to make sure that the principal is not harmed.
1. The sum of agency costs includes:
2. monitoring expenditures by the principal;
3. bonding expenditures by the agent; and
4. residual loss.
Source: M. Jensen and W. H. Meckling, “Agency Costs and the Theory of the Firm.” Journal of Financial Economics 3 (1976): 79, 81.
In the following case, the court had to determine the status of an auto service company and its tow truck driver who assaulted the passenger of a vehicle the company had been hired to tow. Is the driver an employee or an independent contractor?
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Superior Court of New Jersey Appellate Division 2013 WL 1296271 (2013)
Background and Facts AAA North Jersey, Inc., contracted with Five Star Auto Service to perform towing and auto repair services for AAA. Terence Pershad, the driver of a tow truck for Five Star, responded to a call to AAA for assistance by the driver of a car involved in an accident in Hoboken, New Jersey. Pershad got into a fight with Nicholas Coker, a passenger in the car, and assaulted Coker with a knife. Coker filed a suit in a New Jersey state court against Pershad, Five Star, and AAA. The court determined that Pershad was Five Star’s employee and that Five Star was an independent contractor, not AAA’s employee. Thus, AAA was “not responsible for the alleged negligence of its independent contractor, defendant Five Star, in hiring Mr. Pershad.” Five Star entered into a settlement with Coker. Coker appealed the ruling in AAA’s favor.
The important difference between an employee and an independent contractor is that one who hires an independent contractor has no right of control over the manner in which the work is to be done.
Plaintiff [Coker] argues that AAA controlled the means and method of the work performed by Five Star. Factors [that] determine whether a principle maintains the right of control over an individual or a corporation claimed to be an independent contractor [include]:
a. the extent of control which, by the agreement, the master may exercise over the details of the work;
b. whether the one employed is engaged in a distinct occupation or business;
c. the kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision;
d. the skill required in a particular occupation;
e. whether the employer or the workman supplies the tools;
f. the length of time for which the person is employed.
Applying these factors to the facts of this case, it is clear that AAA did not control the manner and means of Five Star’s work. The Agreement specifically stated that Five Star was an independent contractor. Five Star purchased its own trucks and any other necessary equipment. AAA assigned jobs to Five Star, and Five Star completed the work without any further supervision by AAA. Five Star chose the employees to send on towing calls and the trucks and equipment the employees would use.
Five Star was also in business for itself and performed auto repair services for principals and customers other than AAA. Five Star hired and fired its own employees.
Plaintiff also argues that Five Star should be considered to be controlled by AAA because “providing towing and other roadside assistance is arguably the focus of the regular business of AAA.” [But] AAA is an automobile club that provides a wide variety of services to its members. It contracts with numerous service providers, such as gas stations, motels, and other businesses, to provide these services. Thus, AAA is not solely in the towing business.
AAA had used Five Star to provide towing services for approximately eight years, and there is nothing in the record to demonstrate that it lacked the skill needed to provide these services.
A state intermediate appellate court affirmed the lower court’s ruling. AAA could not be held liable for the actions of Five Star, its independent contractor, because “AAA did not control the manner and means of Five Star’s work.”*
* Coker v. Pershad, Superior Court of New Jersey, Appellate Division 2013 WL 1296271 (2013).
Critical Thinking About The Law 
When courts establish legal tests, they describe conditions that must be met for the test to be passed. In Case 15-1, the plaintiff hoped he could meet the standards of the common-law test attached to an agency relationship.
To meet this test, a large range of facts had to be present. If the facts all fell into place in a particular way, the plaintiff would prevail.
1. Identify specific facts from Case 15-1 that might permit the plaintiff to prevail.
Clue: Go to the location in the decision where the court goes step-by-step through the test and pick out a few instances in which one part of the test was met because of a particular set of circumstances.
2. What “facts,” had they existed, would have allowed the plaintiff to win this case?
Clue: Read the court’s statement of the necessary conditions for establishing an agency. Then imagine some “facts” that would satisfy those conditions.
“Temps”: Employees or Independent Contractors?
In 1990, the Internal Revenue Service found that Microsoft Corporation had hundreds of workers who were actually employees of the company, as opposed to independent contractors, based on the control that Microsoft exercised over them. Instead of contesting the IRS ruling, which required the company to pay back payroll taxes, Microsoft required most of its former independent contractors to become associated with employment agencies and work for Microsoft as “temps.” If they didn’t, they were laid off. Those workers who didn’t sign up with an agency sued Microsoft, claiming that they were employees of the company and were entitled to participate in the stock option plan. Microsoft argued that each of the workers had signed an independent contractor agreement and, thus, were not eligible for benefits. At the Ninth Circuit Court of Appeals level, the court held that the “temps” were “common-law employees” under agency law. Furthermore, the court stated that being employees of a temporary employment agency did not prevent the workers from being common-law employees of Microsoft at the same time.
Source: Vizcaino v. Microsoft, 173 F.3d 713 (9th Cir. 1999).
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