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UNAUTHORIZED BONDS:
THE _CASE OF THE RUNAWAY AGENT

I. INTRODUCTION

Sureties are periocdically wvictimized by the issuance of

unauthorized construction bonds.! Under one possible scenario, an
agent in good standing issues bonds without securing prior approval'
from the underwriters and without notifving the company of the
existence of the bonds aftet.the fact, Under another scenario, an
individual whose agency has been revoked by the co&pany retaing thé
necegsary materials to issue faaially valid bonds and ;ssues!bonda
in the company's name sub rosa. Under either scenario,the agent
pockets the premiums. |

Unauthorized construction bonds are made possible because
cmmpaniés provide their agents with the necessary instrumentalitieé
to issue facially valid bonds -- blank bond forms, power of
attorney forms, and corporate seals --— but do not disclose to

principals ahd obligees that the agent's authority is conditioned

t See Herbert Constructlion Co, v. Continental Insurance
Lo., 931 F.2d 989 {24 Cir. 1991); Manufacturers Casualty Insurance
Co. v, Martin-Lebreton Insurance Agency, 242 F.2d 951 {(5th Cir.
1957); 284 S.E.2d 47 Auto Rental & Leasing Inc, v. Blizzard, 139
Ga. App. 533 (1981); Independence Indemnity Co., v. Industrial
Realty Co., 46 Ga. App. 637, 168 S.E. 122 (1933).




on the securing of prior consent frém-an ﬁnderwriter.

In most.cases, a suraty becomes aware of a person issuing
fraudulent bonds after an cbligee dr'g material furnisher files a.
claim. In the course of the investigation by the surety or
criminal authorities; the surety will often learn of 6ther
fraudulent bonds i#sued by the agent on which claims have not yet
been filed. Assuming that the principals aré not parties to the
frauds, the law must allocate financial responsibility for any pre-
existing or future claims made on a fraudulent bond among three
innocent. parties; the surety, the principal, and the obligee.

There are three possgible theories under which a suiaty can be
held liable for bonds issued by its agent. Flrst, the aqeﬁt may be
"explicitly authorized” to issue the bonds. 1In the context of a
purported unauthorized bond, the question wduld be whether the
surety had explicitly authorized its agent to issue bonds without
securing prior approval from an underwriter.

Second, the agent may be deémed to have actuyal authority to
issue the bonds, despite acting contrary to verbal instructibns, by
virtue of the doctrine of "agency by custom™ Under this doctrine,

authority can be c¢reated by conduct of the principal which the

? See, e.q., Lewls v, Travelers Insurance Co., 51 N.J. 244,
239 A.2d 4,8 (1968); Thetford v, Hartford Fire Ingurance Co., 27

Tenn. App. 600, 183 S.W. 24 314 (1944).
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agent reasonably concludes evidences an intent by the principal to
expand the scope of the agency. ' The agent has authority to act
in accordance with what he reasonably believes is the principal's
intention even though his acts are contrary to the principal's
actual intent.* |

IAB an example of agency by custaﬁ, a company may become aware
that an agent who ls required to secure prior underwriting apprcvai
has repeatedly issued bonds unilaterally and then notified the
surety after the fact. If the company knowingly allows this
behavior to continue and later argues that a bond issued by the
agent is invalid due io a lack df authority, say because the agent
never reported the particular ﬁond and retained the premium, a
court may find that, by a course of conduct, the agent was
impliedly authorized to issue the bond without prior underwriting
approval. In that event, the company would be as responsible for
the bonds ag if ité agency agreement had explicitly authorized the
agent. to issue bonds without first sécuring prior approval.

Third, a company may face significant exposure due to
unavthorized bdnds despite having taken no action to empower its

agents to issue bonds sua sponte. The doctrine of apparent

Restatement of Agenay Second, 8§26 at p. 100.

Id,. at §44, p. 135.



authority may render the company responsible for the bonds in the
event that thé coﬁpany held the agent out to the principal or the
obligee as being authorized to issue '_t.he bonds and the principal or
‘obligee reasonably relied on this representation.” It is the
doctrine of apparent authority, rather th-an‘ that of impiied
agthority, that creates t.he greater impediment for a surety seeking
to free itself from liability for an unauthorized bond.

This paper will' evaluate the g}roblém of anauthorized bonds
from three pergpectives. ;ﬁ‘irst; it will consider the consequences
of the apparent authority doctrine in the context of litigation
againgt a surety which has refused to honor an unauthorized bond.
Second, it will.adc}ress the options available to a surety upon
inltially becoming aware of unauthor_ized bonds. ‘Third, it will
consider certain prophylactic measures that a surety may adopt to

minimize the likelihood of being victimized by unauthorized bonds.

IX. WHETHER A RUNAWAY AGENT IS APPARENTLY AUTHORIZED

- The test for apparent authority is in two parts. First, the
principal must hold an agent out to a third party as being
authorized to represent the principal Iin regard. to an issue.

Second, a third party must act in reasonable reliance on the

: See Restatement of Agency Second, §8 at pp. 30-36.
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principal’s representations.’

There is a split of authority regarding whether the apparent
authority doctrine sounds in contract or tort. Under one view, a
contract is formed betwéen the third party énd the principal at the
time that the third party accepts a contract offer from the.agent
in reasonable reliance on the principal's representations regarding
the agent's autharity.7 Under the other view,_apparent authority
igs a specles of estoppel; the.yrzncipal being obligated to the
third party for whatever detriment it suffered as‘a result of iis
reliance on the principal’s representatians'regarding the agent’'s
authority.® ‘ |

- The question of whether.ﬁppaxent authority sounds in contract
or tort 1is no£ merely an academlc guestion. If the apparent
agthority creates a contract as of the time that a third party
accepts an offer.from_an agent, there would be no requirement that
the third part suffer detriment as & results of the principéz's

representations and the measure of the third part?'s recovery in a

. Restatement of Agency Second, §8, at p. 30 and §27 at p.
Gat ) - ’

Restatement of Agency Second §8 at p. 30.

* 3 Am. Jur. 24 Agency, §80 at p. 587.
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suit against the yrincipal would be the value of the contract.’
If appérent authority is a species of estoppél, the third party has
no cause of action against the principél'unless it auffefs a loss
by virtue of its reliance on the prinéip&l’a.reprasentatioﬁs.mln
this event, the amount of its recovery against the principal would
be limited to the amount of its loss.

In the context of an aﬁautnnrized bond, either a principal or
an obligee may be in ihe posture to assert a claiﬁ of apparent
anthority. The surety's representation of aanthority to each of
these paxﬁies will be in the form of having c¢loaked the runaway
agent with blank bond forms, power of attorney forms and corporate
seal; with the agent then. conveying these representations by
issuing a facially valid bond.

The courts have held that the act of an insurance ¢ompany or
surety:company in entrusting an agent with all of the attributes
necessary to issue valid bonds or insurance policies is gufficient
to satisfy the "holding out" requirement of the apparent authority

doctrine. Therefore, to the ektent that the runaway agent

# Restatement of Agency Second, §8 at p. 32-33.

10 1d.

1 See Pacific Mutual Life Insurance Co. v. Barton, 50 F.2d
363, 365-66 (5th Cir. 1930), cert denied, 284 U.S. 647 (1931);
Fireman's Fund Indemnity Cc. v. Boyle General Tire Co., 381 8.W. 24
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‘remains an agent in good'standing as of the tizﬁe' of issuing
unauthorized bonds, it is unlikely that a surety will be able to
succéssfully arque that it did not hold out its agent to the
obligee or the princip&l as having authority to issue the bonds.
A surety may have more success in arguing that it did not hold out
‘its agent as having the necessary authority where the agent's power
of attorney status has been revoked prior to the issuance of the
particﬁlar bonds, In any event, the surety's chance of defeating
"a claim of apparent authority is much more likely to depend on its
ability to demnnétrate that the pzinnipal's”or obzigéé's reliance
on the unauthofizecz ' bonds. was not .reasonab}.e under the
circumstances. |

The decision in Herbert Construction Co. v. Continental

Insurance Companyn provides a paradigm of the implications of the
apparent authority doctrine for unauthorized bond litigation. The

runaway agent in Herbert had at one time been authorized to execute

937, 938-39 (Tex. Cilv. App. 1964); North River Insurance Co. V.
Sanguinetti, 38 Ariz. 221, 298 P. 922, 923 (1531).

. The case law also guggests that entrusting the agent with
sSomething less than all of the materials necessary to issue a
facially valid bond may not be a sufficient holding out, onto
itself. See Herbert Constructicn CO. v. Continental Insurance Co.,
931 ¥.247989, 994 (2d. Cir, 1991).

¥ 931 F.2d 989 (2d. Cir. 1951).
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bor_xds in the name of the surety subject to priox unciemrit:ing
a;ﬁprovai. Seven yeare prior to the issuance of thé unautno_rized
bonds at issue, the surety discovered that the agén_t had issued a
bid bond in an amount exceeding that fox: which he had authotity for
‘the particular project. As a aonsel:;uenc:e, the surety revoked the
agent's power of attorney to issue bonds, but left intact his
ability to solicit bonding t:lients;_ Officials from the surety
physically removed from the_ agez;t"s office whatever power aof
att.oi:ney fpms they cfmld identify, two corporate seals, and some
financial statements from the surety. They did not remove blank
bond forms and they did not advise the agent's clienté of his
changed relationship with the surety. |

Seven years after losing his power of attorney status, the
agent. issued unauthorized bonds to a general contractor/obligee
guaranteeing the performance of a subcontractor. The agent had
regained possession of one of the power of attorney forms in his
name, scon after the surety's visit to his office, when a bid bond
was returned to his office by a client after the bid had been
rejected. The agent &eleted the date on the form and made several
copies. In 6r.de:t: to iss.ue the unauthorized bonds, he attached a
doct&z:ed power of attorney form and a two year old financial

statement from the surety and stamped the bonds using the corporate



seal of another company.

The surety became aware of the fraud after the subcontractor
was terminated and the general éontractqr- ﬁade claim on the
_perfermanae bhond. The surety alsc became aware of other
unauthorized bonds issued by the agent. The surety refused to
haﬁor the unauthorized bonds at issue in Herbert,. in the course of
~litigation brought by the contractor, the parties filed cross
motions for summary Jjudgment. The trial court granted summary
judgment in favor of the contractor but the éppeals court reversed
the summary judgment and remanded the case for a trial on the
merits before a jury. ‘

Though the appeals court's decision did not resolve the
controversy, it does provide an excellent bluepkint of the kinds of
issues and evidence that are likely to be central to “unauthorized
bond litigation™. 1In the context of Herbert, these lssues can be

broken down as follows.

A. Whether Continental had.dispelled the agent's authority?

The éourt noted initially that the jury in Hexrbert would need
to decide whether, in light of the removal of the agent's ?ower of
éttorney, the surety had ceased to hold out thé agent as having

authority to issue bonds as of the time that the bonds had been



issued to the contractor.” The contractor argued that the surety
had continued to represent the agent's authaority as a matter of
law; relying on the Restatement of Agency Second which states that
a principal whd _terminates an agency relations_hip but who 1is
unsuccessful in aeauxin@ the réturn-af all of the indicia of the
agent's authority bears the risk of ény subsequent deception of
third parties.” However, the court was concerned that there might
be minimal causal cannecﬁion between the surety's conduct and the
manner by which the agent had reclaimed a power of attorney form.
The court therefore held that tﬁe case should be remanded to a jury
to determine whether the surety "was responsible®" for the agent
having been able to hold himself out as being empowered to ilssue
bonds.'® In particular, the jury was to consider whether the
agent's designs could have been frustrated had the surety taken
additional actiéns to prevent fraud, such as numbering and dating
each of its power-of attorney forms or requiring the use of
original rather than facsimile forms. The court cautioned that the
surety's fa;lure to remove blank bond forms from the agent was not

- gufficient to impose liability as a matter of law since, standing

¥ 931 F.2d at 993-94.
" Restatement of Agency Second, §130 at p. 328.
931 F.2d at 994.

10



alone, these forms were not sufficient to allow an agent to issue
facially valid bonds.® |

The standard applied by the court in Hefbeit appears to sound -
in negligence; freeing a surety which has 'revqked an agent‘é
authority from liabllity for the subssquent acts of the agent so
long as the surety has taken reascnable steps to dispel any p_rior.
representations regarding the agent's authority. if this‘is é
proper reading of Herbert, the court’'s decision is inconsistent
with traditional ‘Tapparent authority” princi.pals. Apparent
authority is not a négligence standard. So long as & principal has
held out an agent as having authority and a third part reasonably
relies on this representation, the doctrine shifts responsibility
for the agent's misconduct to the principal even if the principal
has acted with due care and in a manner entirely qonsistent with
st&ndard business practiaes.”

Irrespective whether the holding in Herbert is doctrinally
consistent, a surety emmeshed in litigation regarding the
enforceability of unauthorized bonds should cite Herbert for the

broadest possible proposition; that it can only be held accountable

for unauthorized bonds if it in fact acted in a negligent fashion.

18 1d.

17

Restateméent of Agency Second, §8 at pp. 32-33.
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B. Whether the'oblié@g reasdﬁably relied?

The court in Herbert ruled that the guestion of whether tﬁe
cbligee reasonably relied on the unauthorized bonds was algso a
matter to be resolved by the jury. | :

The court rejected the ndtion that either an obligee or a
principal on a bond has an obligation as a matter of law to inquire
~of the surety as to the scope of the agent's authority.'® Though
there is some older precedent that appears to stand for that
proposition, the court correctly pointed out that the effect of

requiring all third parties to make such inquiries would be to

9

negate the‘épparant authority doctrine.' The court further noted

that to the extent that some cases reference such a requirement,
the rafarence was no meore than an alternative meéns of stating that
reliance on the agent's authority based on the principal's prior
reéresentations was not reasonable under the circumstances,”

As demonstrated by the analysis in Herbert, the task of
ascertaining the reasonableness of an obligee's reliance on what is

in fact an unauthorized bond requires consideration of at least

*  g31 FP.2d at 995.

18 1d.
i 14d.
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three factors; the facial agpearanée of the bond, the circumstances
surrounding the execution and tender of the bond, and the standard
practices in the construction field. The Herbert court stated tha£
a jury could consider the facts that the financial statement
attached to the bond was two years old and that the corporate seal
was from-a different insurance company. The jury could consider
whether it was significant that the subcontractor had tendered the
bond five months after its contract with the céntractor had been
executed. Thé jury could also consider whether or not obligees
routinely consult sureties at the outset of construction projects
to confirm the validity of tendered bonds.

In most cases, the primary defense avallable to a surety
victimized by an unauvthorized bond is that the principal's or
obligee's reliance on the bond was unreasonable under the
circumstances. While the'strength of sucﬁ a defengse will vary from
case to case depending upon the particular factg, it is not
- unreasonable to speculate that neither judges nor juries are likely
to look favcrﬁbly upon an "insurance company"” which holds its
agents out as having aut_hoi'ity to issue bonds and then attempts to
escape what appears ta_be.é bonded obligation to the detriment of
a gbvernmeht entity or a locally based contractor or materials

furnisher.
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III. THE INITIAL RESPONSE TO UHAUTHORIZ%&ONDg = PRE;LITIGA’I'ION

The source of a surety's initial knaﬁledge regarding a runaway
agent 1is often through a claim on an unreported bdnd. Through
communications with.tha'prin¢ipal on the bond, the surety-may
become aware of other unauthorized bonds issued to_ the same

principal. It is alseo likely that once the scheme has been

~uncovered, the runaway agent will disclose the existence of

unauvthorized beonds issued to athér clients.
To the extent that a claim has been made on an unauthorized
bond, the surety is faced with the limited alternative of either

paving the claim or renouncing the bond. If the surety declares

-the Dbond to be void, litigation will almost inevitably be

instituted either.by the principal, the obligee, or a payﬁent bond
claimant. Unless the payment bond claimant reviewed the bond prio;
to contracting with the principal or was aw#re of other
representations made by the surety reqgarding the agent's authority,
its claim of apparent authority is unlikely to succeed. - As
discussed above, the principal or the obligee have a reasonable
iikelihood of validatinglthe bonded obligatien so long as either
can prove that its reliance on the bond was reasonable.

If the surety finds itself enmeshed in litigation regarding an

| unauthorized bend, it should serjously consider joining the runaway

14



1agent and his/her agency as third parﬁy defendants. An agent who
_exceedé the scope of his authority is liable to its principal for
breach of fiduciary duty and is responsible for ali consequential
damages incurred by the principal.? The agency which employs the
agent may also be responsible for these damages under respondeat
superior principles. If either the agent or the agency has errors
and omissions coverage that may arguably be apposita, the inclusion
cf these parties will create an additional “pocket" for puipqses
éither of settlement or for shifting the {financial ohus of an
unfavorable verdict,

. If there are political factors which weigh against a surety
bringing suit against its ageht or agency, these parties may also
be jointed in "unauthorized bond" litigation by the principal on
the bond. An agent which enters into a contract on behalf of its
?rincipal'impliedly warrants his/her authority to act on behalf of

the principal.” If the agent in fact lacks the necessary

H Manufacturers Casualty Insanrance Co. V. Martin-Lebreton

Insurance Agency, 242 F.2d 951 (5th Cir. 1957); Benner v. Farm
Bureau Mutual Insurance Co., 96 Id. 311, 528 pP.2d 143 (1974)

= Restatement of Agency Second §329 at P- 81. See Fogarty
State of Hawaii, Haw. App. 616, 705 P. 2d 72 (1885); Husky
Endustries! Inc, v. Craig Industries, 618 S.W. 2d 458 (Mo. App.
1981); Progressive Casualty Iinsurance Co. v, Blythe, 350 So. 2d
1062 {Ala. Civ. App. 1977); Robinson v. Pattee, 222 S.W. 2d 786
(Mo, sup, Ct. 1949).
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authority, sfhé is liable, as if an original party to'the-cantract,
for breach of a warranty of authority.” If the warranty of
anthority is breached by an'agent,'hiSIher-agency shoqld also be
liable under respondeat superior principles.“_'

_ The surety's options are somewhat broader in regard to
unauthorized bonds which are not yet the subject of claims. In
regard to these bonds, the surety may cénsider nbtifying each
principal and obliéee that it considers the bonds to be invalid.®
To the extent that the obligee is a government entity for which
suretyship is mandatory, the obligee may exert significant preésure
on the princi?al to secure new bonds. To the extent that the
principal is eligible for bonding and its only hesitancy to secure
new bonds is the cost of the additional premiﬁm, it may be
financiélly' advantagecus for the obligee and the pre-existing
suretf_to share the addit;onal cost with the principal, Moreovsf,

to the extent that the principal_on an unauthorized bond is on

2 14.

* An agent's liability to a contractor based on unauthorized
bonds would terminate if the surety was deemed bound by the bonds
based on the doctrine of apparent aunthority. See Berner v. Farnm
Bureay Mutual Insurance Co., supra, 528 P.2d at 195.

#* fThe decision regarding the surety’s posture should be made
after a complete investigation and should be informed by the case
law regarding bad faith.

i6



noticé regarding the agent's lack of autﬁcrity? iz eligible for a
new bond, but ahoa$es not to purchase one, the surety may be able
to defend against a subsequent c¢laim on the unauthorized bond on
the grounds that the priﬁcipal's and obligee's reliance on the
original bonds had cagsed to be reasonable as of the time of notice
regarding the agent's lack of authority. |

IV. PROPHYLACTIC MEASURES |

" There are.a number of measures which a suréty could adopt to
- elther obviate or significantly reduce the likelihocod of a runaway
agent issuing unauthorized bondé or which would significantly
improve a surety's litigation postﬁra in the event thaﬁ such bonds
were issued. Examples are set out below. In each instance, the
question for the surety is whether the disadvéntages of the
prcphyiactic measure, generally inconveniencé, outweigh the
ad&antages of minimizing exposure to unauthorized bonds.

A, Restricting or eliminating dissemination of power of
attorney forms and corporate geals

An agent's ability to issue unauthorized bonds stems from the
surety’s decision to accord the agent all of the tools necessary to
issue facially valid bonds while failing to disclose to third
parties that the agent is in fact not authofized to issue bonds
without securihg-prior apﬁroval from the dompany's underwriters.
The resulting lack of symmetfy between authority and capacity could

17



be eliminated either by granting the agent full authority to issue

bonds up to a given amount sua sponte or by having the
underwriters retain the corporate seal and the power of attorney
form and release individual forms only'aftex a particular bond has

been approved.

B. Requiring the use of numbered, dated and original power
of attorney forms

The numbering of power of'&tﬁbrney forms would allow a surety
to better account for all such forms issued to an agent in the
event that the agent's authority is revoked. .A surety could also
conduct periodic inventories of an agent's power of attorney form
to ascertain whether all missing forms had been attached to bonds
which had been reportgd to the company.

The requirement of original forms would limit the mischief
making capacity-af an agent who had retained forms after his/hexr
power of attorney had been revoked. In order to fully realize the
advantages of these tactics, the power of attorney form would need
~to state that any documents in facsimile form were without validity
and should not be relied upon-by either obligee or principal.

¢. Imposing a duty of ingquiry on both principals and
obligees

Though the surety in Herbert was unable to convince the court

to impose a duty of inqﬁiry as a matter of law, the same resultb
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could be obtained as a matter of contract. Power of attorney forms
and bond forms could disclaim-the operative effect of any bond
unless the principal and obligee had first contacted the surety to
confirm the ?alidiﬁy of the bond. In this fashion, sureties could
‘in effect change the standard practice in the construction industry
" and make it unreasonable for an obligee or principal to accept a
bond based solely on its facial validiﬁy or the say so of -an
agent.”® 1In thé event that an unauthorized bond i‘naor_poratéd such
a disclaimer and the obligee had failedlto seek confirmation from
the surety, the surety could defeat the 6511933'3 claim of. apparent
a_uthority based on the argument that the obligee's'reliance on the
bonds had not been reasonable.
v. CONCLUSION

| By virtue of the apparent authority doctirine, there is a
considerable risk that a surety will be compelled to honor the
unauthorized bonds 1ssﬁed by one of its agehts or former agents.
In light of this risk and the re_su}.ting' ‘financial exposure,

sureties should continually re-evaluate the costs and benefits of

* The Surety Association of America has issued a
bublication entitled "The Bond Authenticity Program ~ Obligee's
Guide", which encourages obligees to validate each tendered bond
With the purported surety. See Styers, Guarding Against Fraudulent
Bonds, as set out in Shaping the Future of Public Construction and

Suretyship (ABA Publication).
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be eliminated either by granting the agent full authority to issue

bonds up to a given amount sua -sponte or by having the
underwriters retaln the corporate seal and the power of attorney

form and release lndividual forms only after a particular bond has

heen approved. .

B. Requiring the use of numbered, dated and original power

of attorney forms

The numbering of power Qf &tﬁérney forms would allow a surety
to better account for all such forms iIssued to an agent in the
event that the agent's authority is revoked. ‘A surety could also
conduct peribdic inventories of'an agent's power of attoernevy form
to ascertain whether all missing forms had been attached to bonds
which had been reported to the company.

The reguirement of original forms would limit the mischief
making capacity'of an agent who had retained forms after his/her
power of attorney had been revoked. In order to fully realize the
advantages of these tactics, the power of attorney form would need
to state that any documents in facsimile form were without validity
and should not be relied upan'by either oﬁligee or principal.

C. Impeosing a dﬁtv of incquiry on both principals and
obligees '

Though the surety in Herbert was unable to convince the court

to impose a duty of inquiry as a matter of law, the same result
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