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INTRODUCTION

The administration of a fidelity claim often involves a significant investigation, the
analysis of voluminous records and testimony, prolonged negotiation with the insured
and potential litigation. Once the claim has been resolved, the fidelity insurer must
make a decision concerning subrogation and the potential recovery of the loss from the
principal or third parties. Fidelity bonds, perhaps more than any other type of insurance
product, are underwritten with the assumption that a significant percentage of the loss
will be recovered or reduced through salvage. The insurer’s right to pursue salvage
opportunities is principally based upon subrogation. On payment of a claim under a
fidelity bond or financial institution bond, the insurer is subrogated to the insured’s right
of action against the dishonest employee or those who facilitated or participated in the
fraud or who benefitted from it.  Opportunities for salvage should never be
underestimated or disregarded by the fidelity insurer or its counsel.

THE PRINCIPAL

During the investigation and administration of the claim, the fidelity insurer will
undoubtedly obtain substantial information concerning the principal, his or her assets
and potential to repay the loss. The fidelity insurer will also have an opportunity to learn
how the misappropriated funds were spent, if at all. People steal for different reasons.
Some employees may misappropriate funds from their employer to finance drug or
gambling habits. In such instances, the likelihood that the fidelity insurer will obtain
some immediate meaningful recovery of its loss are slim as the funds have been spent.
Others may steal to better themselves or finance a lifestyle that they could not otherwise
afford. Vacation homes, undeveloped real property and other valuable tangible assets
may be available and can be reached by the fidelity insurer through a successful
subrogation action.

By the time the claim has been paid, the fidelity insurer should have carefully
analyzed the insured’s employee files and obtained an understanding of who the
principal is and on what he/she used the misappropriated funds. We have found that
the insured is often willing to assist the fidelity insurer in its investigation of the principal.
There are also a number of other readily available resources to assist the fidelity insurer
in determining whether to pursue subrogation against the principal:

1. If the whereabouts of the principal are unknown, the fidelity insurer
can retain a private investigator. We have found that a good private
investigator can locate most individuals with as little information as a
Social Security number or last known physical address.

2. Once the principal is located, asset trace firms can provide the
fidelity insurer with a summary of the assets, bank accounts, property

' A excellent source of information concerning fidelity claims, including salvage options and
subrogation, is Handling Fidelity Bond Claims (Michael Keely and Sean Duffy eds., 2005).
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records and other useful financial information. Companies such as CDB
Infotek, Lexis/Nexis, Westlaw, CIADATA and Diamond Skip Search
provide this service on a fee basis.

3. A number of states, such as Alabama, have made land and
property records available on-line. If the principal resides in a state in
which such records are available, the fidelity insurer will potentially be able
gain valuable information concerning the assets of the principal at no cost.

4. In recent years, both state and federal court records have also
been made available on-line. These records can yield valuable
information, such as: (1) domestic relations cases may provide a snapshot
of the principal’'s assets at the time of separation or divorce, as well as
potential child support obligations; (2) lawsuits against the principal can
highlight his or her impaired financial status and ability to voluntarily
reimburse the fidelity insurer; and (3) lawsuits among business partners of
the principal can disclose other activities in which he or she may have
been involved and assist the fidelity insurer in identifying potential
additional targets for salvage.

JUDGMENT

Regardless of the principal’s ability to immediately repay the loss, it has been our
experience that the fidelity insurer should, at a minimum, always obtain a judgment
against the principal. Unlike most debts, liability incurred as a result of fraud is not
dischargeable in bankruptcy. 11 U.S.C. §523 specifically excepts various categories of
debts from the discharge granted by the Bankruptcy Code. From the perspective of the
fidelity insurer or commercial surety, the most significant exception is set forth in 11
U.S.C. §523(a)(4), which provides, in part:

A discharge . . . under this title does not discharge an individual
debtor from any debt — for fraud or defalcation while acting in a
fiduciary capacity, embezzlement or larceny.

In order for a debt to fall within the scope of 11 U.S.C. §523(a)(4), the debtor must have
been acting as a fiduciary and the actions giving rise to the indebtedness must
constitute a defalcation or a fraud. Fraud under § 523(a)(4) is the same fraud as that
required under § 523(a)(2)(A) of the Bankruptcy Code. McDaniel v. Border, 181 B.R.
883 (Bankr. S.D.Tx. 1994). The debtor must: (1) misappropriate funds (2) know that she
was misappropriating funds (3) do so intentionally, and (4) cause a loss to the other
party. /d.

The fidelity insurer has nothing to lose by pursuing a judgment against its

principal, irrespective of his or her present inability to repay the loss. These judgments
are often taken by consent or default at little cost to the fidelity insurer. The judgment
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cannot be discharged in bankruptcy and will facilitate the recovery of the loss in the
future.

ENFORCEMENT

Once a judgment has been entered and the time for appeal expired, the fidelity
insurer should immediately record the judgment in every jurisdiction in which the
principal owns real property. This action will create a lien in favor of the fidelity insurer
against all real property owned by the principal in the jurisdiction. The procedure for
recording a judgment varies, but is substantially the same in almost every state. Most
states have adopted some version of the Uniform Enforcement of Foreign Judgments
Act, 13 U.L.A. 261 (1986). The Act requires states and territories which have adopted
the Act to give effect to the judgments of other states and territories, if an exemplified
copy of the foreign judgment is registered with the clerk of a court of competent
jurisdiction. The Full Faith and Credit Clause of the United States Constitution requires
that states honor the judgments of other states, so normally the domestication of a
judgment from another state is a procedural formality, even in the absence of the
expedited Act procedure.

The enforcement of judgments entered in foreign federal district courts is
controlled by 28 U.S.C. § 1963 (2004). Title 28 of the United States Code, section 1963
states in pertinent part:

A judgment in an action for the recovery of money or property entered in
any...district court...may be registered by filing a certified copy of the
judgment in any other district...when the judgment has become final by
appeal or expiration of the time for appeal or when ordered by the court
that entered the judgment for good cause shown.... A judgment so
registered shall have the same effect as a judgment of the district court of
the district where registered and may be enforced in a like manner.

28 U.S.C. § 1963 (2004). Under this statute, a judgment entered in a United States
district court may be registered in any other federal district court by filing a certified copy
of the judgment with the court where it is sought to be domesticated. A judgment so
filed has the same effect as if the judgment had been rendered by the district court
where filed. See Leasco Response, Inc. v. Wright, 99 F.3d 381 (11" Cir.1996); Juneau
Spruce Corp. v. Intl Longshoremen's & Warehousemen's Union, 128 F.Supp. 697
(D.Hawaii 1955). For example, after the foreign, federal judgment has been effectively
domesticated in an Alabama located federal court by registration, the judgment holder
may utilize the provisions of Ala. Code § 6-9-210 (1993). This allows the holder of any
judgment entered in any court of the United States located in Alabama to record a
certificate of judgment issued by the clerk of the Alabama located federal court in the
Probate Office of any county in Alabama. Ala.Code § 6-9-210 (1993) (stating that “[t]he
owner of any judgment entered in any court ... of the United States held in [Alabama]
may file in the office of the judge of probate ... a certificate of the clerk or register of the
court by which the judgment was entered....”).
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The recording of a judgment is often the easiest and most cost effective salvage
technique available to the fidelity insurer. Over the years, we have had countless
judgment debtors who were forced to pay long standing judgments when they were
attempting to sell their home or purchase real property.

GARNISHMENT

Another readily available and cost-effective procedure available to the fidelity
insurer is garnishment. Garnishment is a legal process which allows a judgment
creditor to reach and access the assets of a judgment debtor that are in the possession
or control of third-parties. Wage garnishment, the most common type of garnishment, is
the process of deducting money from an employee's monetary compensation (including
salary) as a result of a court order. In the United States, such payments are limited by
federal law to twenty-five (25) percent of the disposable income that the employee
earns. Garnishments can be taken for any type of debt, including child support, taxes,
unpaid judicial fines and any other type of money judgment. When served on an
employer, garnishments are taken as part of the payroll process. When processing
payroll, however, sometimes there is not enough money in the employee's net pay to
satisfy all of the garnishments. In such cases, the garnishments will be paid in order of
priority. For example, in a case with federal tax, local tax, and credit card garnishments,
the first garnishment taken would be the federal tax garnishments, then the local tax
garnishments, and finally, garnishments for the credit card.

North Carolina, Pennsylvania, South Carolina and Texas do not allow wage
garnishment at all except for debts related to taxes, child support, federally guaranteed
student loans, and court-ordered fines or restitution for a crime the debtor committed.
Several other states observe maximum thresholds that are lower than the twenty-five
(25) percent maximum provided by federal law. Some states prohibit garnishment
altogether in certain circumstances. For example, in Florida the wages of a person who
provides more than half the support for a child or other dependent are exempt from
garnishment altogether (though this exemption is subject to waiver).

The specific process for the issuance of writs of garnishment varies from
jurisdiction to jurisdiction. Indeed, in Alabama we have found that the process for the
issuance of writs of garnishment is often different between neighboring counties. When
issuing a garnishment or otherwise attempting to recover a loss, it is critically important
that the fidelity insurer and its counsel fully comply with all legal requisites to avoid
being subject to liability for unlawful collection acts.

EXEMPTIONS TO GARNISHMENT

Certain assets, or percentages of assets, are exempt from garnishment. Each
state establishes its own system of exemptions to the process of garnishment. Certain
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exemptions are likewise available under federal law. The following is a summary of the
federal and state exemptions which are available to a judgment debtor in Alabama.

Pursuant to 15 U.S.C. § 1673, seventy-five (75) percent of the debtor's
disposable income or thirty times the weekly federal minimum wage, whichever is
greater, is exempt from garnishment. The federal wage garnishment exemption applies
to any judgment.? Therefore, if the debtor makes less than thirty (30) times the weekly
federal minimum wage, his/her wages are exempt from garnishment. Ala. Code § 6-10-
7 exempts twenty-five (25) percent of a debtor’s total earnings from garnishment, if the
debtor is a “laborer or employee for personal services,” but this section is preempted by
federal statute. However, the statute may apply to preclude an additional wage
garnishment where an income withholding order for child support which garnishes more
than twenty-five (25) percent of the debtor's wages is in effect. Knight v. Knight, 658
So. 2d 478 (Ala. Civ. App. 1994); State Comptroller v. First Ala. Bank, 642 So. 2d 1349
(Ala. Civ. App. 1993).

While the federal wage exemption applies to any judgment, the personal property
exemption found at Ala. Code § 6-10-6 applies only to contractual debts. Brown Shoe
Co. v. Shaefer, 242 Ala. 310, 6 So. 2d 405 (1942). However, the personal property
exemption extends to tort judgments when the debtor is in bankruptcy. In re Cooley, 72
B.R. 54 (Bankr. N.D. Ala. 1987); In re Lowery, 57 B.R. 104 (Bankr. M.D. Ala. 1985).
The personal property exemption does not apply to judgments for child support or
alimony. Calgary v. Calgary, 572 So. 2d 480 (Ala. Civ. App. 1990).

Wages, including future wages, are considered to be personal property for
exemption purposes. Ex parte Baldwin County Eastern Shore Hospital Board, 560 So.
2d 1049 (Ala. 1990). For wage garnishments on debts incurred after April 12, 1988, the
debtor in Alabama is limited to claiming $1,000.00 of wages exempt under Ala. Const.
Article X, Sec. 204. The wage exemption works in the following way: If the debtor’s
wages are garnished, where the debtor's disposable income per pay period plus the
market value of the debtor’s interest in personal property are less than $1,000.00, all of
the debtor's wages and personal property were exempt from garnishment under Ala.
Const. Article X, Sec. 204. Roberts v. Caraway Methodist Medical Center, 591 So. 2d
870 (Ala. Civ. App. 1992). However, where the debtor’s disposable income per pay
period plus the market value of the debtor’s interest in personal property are greater
than $1,000.00, the debtor is not entitled to claim his/her wages exempt from
garnishment under Ala. Const. Article X, Sec. 204.° Sink v. Advanced Collection
Services, 607 So. 2d 246 (Ala. Civ. App. 1993).

For garnishments on property other than wages (i.e. bank accounts), the
exemption works in the following way: If the market value of the debtor’s interest in
personal property, including the amount garnished, is less than $3,000.00, then the

% This exemption does not apply to income withholding orders for support.

% Of course, seventy-five percent of the debtor’s wages will still be exempt under the federal
statute.
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whole of the debtor’s property is exempt from garnishment. If the market value of the
debtor’s interest in personal property, not including the amount garnished, is greater
than $3,000.00, then the garnished property is not exempt. If the market value of the
debtor’s interest in personal property, not including the amount garnished, is less than
$3,000.00, but the amount garnished makes the total market value of the debtor’s
property over $3,000.00, then the debtor should be allowed to exempt that portion of the
garnished funds which are necessary to increase the market value of the other personal
property to $3,000.00. Ala. Code § 6-10-6 appears to give the debtor the ability to
select $3,000.00 of his/her property to claim exempt, which would allow the debtor to
exempt the garnished funds and substitute another item of personal property. As a
practical matter, courts do not want to become involved in presiding over such
substitutions, therefore the garnishment is usually allowed if the debtor’s other property
is in excess of $3,000.00.

The debtor may waive his or her right to claim a homestead exemption under
Alabama law in writing, by a separate instrument, signed by the debtor and attested by
one witness. If the debtor is married, the waiver is not valid without the voluntary
signature and assent of the debtor's spouse and acknowledgment before a notary or
other officer authorized to take oaths. Ala. Code §§ 6-10-120, 6-10-122. Ala. Code § 6-
10-123 requires that the existence of a waiver of exemptions and its extent must be
averred in the complaint, declared in the judgment, and endorsed on the execution or
other process, in order to be enforced. However, the debtor may not waive his/her
exemption of the following property:

(1)  Cooking utensils, cooking stoves, table, tableware,
chairs, bed and bed clothing in actual use by the
family;

(2)  Wearing apparel;

(3) A vehicle used by and essential to the debtor’s
business;

(4) Tools used personally by and essential to the debtor’s
business;

(5)  The library of the debtor.

Ala. Code § 6-10-126. Any attempt to execute on such property is void. An exception
is made to the property in (3) and (4) which is subject to a contractual security interest.
Ala. Code § 6-10-126(b).

Additionally, it is a violation of the FTC Credit Practices Rule for finance
companies, credit unions, retailers, and certain other creditors to obtain a waiver of
personal property or homestead exemptions, except as to property subject to a
contractual security interest. 16 C.F.R. § 444.2(a)(2). Banks and savings and loan
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associations not otherwise covered by the FTC Credit Practices Rule are subject to the
same restrictions under the Federal Reserve Board Rule, 12 C.F.R. Part 227, and the
Federal Home Loan Bank Board Rule, 12 C.F.R. Part 535.

The homestead exemption is different in every jurisdiction. In Florida, the
exemption is one hundred (100) percent. Under Alabama law, and specifically Ala.
Code § 6-10-2, a debtor’s interest or equity in his or her homestead is exempt up to
$5,000.00 for an individual or $10,000.00 for a married couple jointly owning the
property. Homestead is defined as the home or house where a family resides. Sims v.
Cox, 611 So. 2d 339 (Ala. 1992). To qualify for a homestead exemption, “one must be
a ‘resident’ and must, in fact, occupy a ‘home’ in the state of Alabama.” Sims, 611
So.2d at 340 (citing First Alabama Bank of Dothan v. Renfro, 452 So. 2d 464 (Ala.
1984)). There must be “actual occupancy or the intent to actually occupy prevented
only by unavoidable circumstances such as the need for repairs.” In re Quinlan, 12
B.R. 824, 828 (Bankr. M.D. Ala. 1981). A temporary absence from the residence is
sufficient as long as the debtor intends to return. Gowens v. Goss, 561 So. 2d 519, 522
(Ala. 1990).

The homestead exemption does not prevent the attachment of liens of laborers
or materialmen for work and labor done or for materials furnished, or of a vendor for
unpaid purchase money, or affect any deed or mortgage, or lien on the homestead
which was lawfully created. Ala. Code § 6-10-4. For example, a debtor cannot claim a
$5,000.00 homestead exemption in a mortgage foreclosure proceeding. Martin v. First
Nat’'l Bank, 279 Ala. 303, 184 So. 2d 815 (1966). A mobile home or similar dwelling is
deemed to be a homestead if it is the principal place of residence of the debtor. Ala.
Code § 6-10-2. When the mobile home is attached to real property owned by the
debtor, both are protected by the homestead exemption. Gardner v. Roberts, 55 So.
2d 638 (Ala. Civ. App. 1990).

The homestead exemption in Alabama is not applicable to judgments based on
torts or liabilities in the nature of torts. Smith v. Alabama ex rel. Littrell, 176 B.R. 221
(Bankr. N.D. Ala. 1995). As with the personal property exemption, the homestead
exemption extends to tort judgments when the debtor is in bankruptcy. In re Cooley, 72
B.R. 54 (N.D. Ala. 1987); In re Lawery, 104 (M.D. Ala. 1985). Support obligations are
not considered contractual debts, so the homestead exemption would not apply to a
judgment for support. See Calgary v. Calgary 572 So. 2d 480 (Ala. Civ. App. 1990)

There are other exemptions. Exempt funds which have been commingled with
non-exempt funds lose any exempt status, regardless of the source of the exemption.
Cintronelle-Mobile Gathering, Inc. v. Watkins, 934 F.2d 1180 (11th Cir. 1991). The
following is a non-exhaustive list of some of the types of benefits exempt from
garnishment for most debts:*

* Some of these benefits may be garnished for child support debts in certain circumstances.
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Social Security 42 U.S.C. §407(a)

Supplemental Security Income (SSI) 42 U.S.C. § 383(d)(1)
Veteran’s benefits 38 U.S.C. § 3101
Public assistance payments Ala. Code § 38-4-8
Worker's compensation Ala. Code § 25-4-6(b)
Unemployment compensation Ala. Code § 25-4-140
Teacher’s retirement system benefits Ala. Code § 16-25-23
State employee’s retirement benefits Ala. Code § 36-27-28
Peace officer’s retirement/disability Ala. Code § 36-21-77
Veteran’s pensions 38 U.S.C. § 562
Death benefits for public safety officer 42 U.S.C. § 3796
Injury/death payments from war risk 42 U.S.C. § 8130
hazards

Railroad retirement 42 U.S.C. § 228(L)
Railroad unemployment insurance 42 U.S.C. § 352(E)
Federal Civil Service disability/death 42 U.S.C. § 8130
benefits

Military Survivor Benefit Plan annuities 10 U.S.C. § 1450(1)
Wages of seamen 46 .S.C. § 1119(a)
ERISA benefits 46 U.S.C. § 1056(d)-see

26 C.F.R. § 1.401a-130
Wages of state employees (only exempt  Ala. Code §6-6-482
For tort or other ex delicto obligations)

RESTITUTION AND THE CRIMINAL PROCESS

Fidelity claims often involve conduct which violates federal or state criminal
statutes. It is not uncommon for the principal to be subject to criminal prosecution
during or after the resolution of the insured’s claim. Both the federal government and
various states have statutes that can provide the fidelity insurer a mechanism for
obtaining court-ordered restitution. The federal statutes typically provide that a criminal
restitution order may be enforced in the same manner as a civil judgment. See 19
U.S.C. §3596 (“An order of restitution may be enforced by the United States or a victim
named in the order to receive restitution in the same manner as a judgment in a civil
action.”). In the federal system, restitution can have a tremendous impact on the
sentencing guidelines that are applied by the trial court. As such, there is a tremendous
incentive for the principal to surrender his assets to minimize his or her sentence.

If criminal charges are asserted against the principal, the fidelity insurer should
notify the prosecutor’s office concerning any payments that may have been made to
resolve a claim against the fidelity bond. Our experience has been that the prosecutor’'s
office, both federal and state, is willing to include the fidelity insurer as part of any
restitution order that is entered.
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CONCLUSION

Notwithstanding the best efforts of claim professionals and attorneys, losses
under fidelity bonds will continue to occur. Salvage opportunities should never be
underestimated or disregarded during the administration of a claim. Used carefully, the
tools of recovery provided by law can, and often will, lead to the partial or complete
recovery of a loss. Happy hunting.
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