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False Claims Act:
2012 Year-in-Review— Part 11

JENNIFER M.O'CONNOR, ROBIN L.BAKER, CHRISTOPHER E.BABBITT,
DAVID W.OGDEN, AND JONATHAN G.CEDARBAUM

This is the second part of a two-part article, “False Claims Act 2012 Year-in-

Review.” Here, the article analyzes the most important federal FCA decisions

of 2012. Then it covers state and local developments. Finally, all of the infor-

mation is synthesized to identify some key trends in the FCA arena and offer
some practical recommendations for 2013.

FEDERAL CASE LAW DEVELOPMENTS

First Circuit—Retaliation: Burden-Shifting and Settlement Agree-
ment as Protected Activity

Harrington v. Aggregate Industries Northeast Region, Inc., 668 F.3d 25 (1st Cir.
2012)

The First Circuit held that the McDonnell Douglas burden-shifting
framework, developed for Title VII claims applies to claims, brought under
the FCA’s anti-retaliation provision. This is the first published opinion by a
federal appellate court to adopt the McDonnell Douglas framework in this
context. The framework previously had been applied only in an unpublished
Sixth Circuit opinion’ and several district court opinions.

The Harrington court also held that an employee’s execution of a settle-
ment agreement as a relator in a prior gui tam action constitutes protected
activity that falls within the scope of the FCA’s anti-retaliation provision.

About the Case

The relator filed a qui tam action against his employer, Aggregate In-
dustries, Inc., alleging that it provided substandard concrete materials for

341

Published by A.S.Pratt in the April 2013 issue of the Financial Fraud Law Report.
Copyright © 2013 THOMPSON MEDIA GROUP LLC. 1-800-572-2797.




FINANCIAL FRAUD LAW REPORT

use on the “Big Dig” project in Boston. After the United States intervened,
the case settled and the relator received a portion of the settlement proceeds.
Several days after he signed the settlement agreement, the relator was fired by
Aggregate Industries because of his refusal to take a drug test. Following his
termination, the relator sued under the FCA’s anti-retaliation provision, 31
U.S.C. § 3730(h). After discovery, the district court granted summary judg-
ment in favor of Aggregate Industries, holding that the relator had failed to
present evidence of a causal connection between the settlement of the gui tam
action and his termination.

The First Circuit reversed, holding that the relator had presented suffi-
cient evidence of retaliation to survive summary judgment. In so holding, the
court of appeals ruled that, since the relator did not present direct evidence
of retaliation, it was appropriate to analyze the sufficiency of the evidence
by applying the burden-shifting framework set forth by the Supreme Court
in McDonnell Douglas Corp. v. Green.”” Under this framework, a relator first
must set forth a prima facie case of retaliation. The burden then shifts to the
defendant to articulate a legitimate, non-retaliatory reason for the adverse
employment action. If the defendant produces evidence of a legitimate reason
for the action, the relator then assumes the further burden of proving that
the proffered reason is a pretext to mask retaliation. Using this framework,
the court held that the relator had presented sufficient evidence to create an
issue of fact as to whether the proffered reason for termination—the relator’s
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refusal to take a drug test—was pretextual.

The First Circuit also rejected Aggregate Industries” argument that the
relator’s execution of a settlement agreement was not protected by the FCA’s
anti-retaliation provision. Aggregate Industries noted that the anti-retaliation
provision only protects lawful acts done “in furtherance of” an FCA action,
31 U.S.C. § 3730(h)(1), and argued that the execution of a settlement agree-
ment is not activity “in furtherance of” an FCA action, but rather is conduct
that ends an FCA action. The First Circuit rejected this construction of the
statute, holding that the “execution of the settlement agreement was surely
conduct in furtherance of [the prior gui tam] action.””®

Implications for Future False Claims Act Cases

The First Circuit’s decision in Harrington helps clarify the burdens of proof
and production borne by relators and defendants in claims of retaliation. Fur-
thermore, the Harrington decision holds that the execution of settlement agree-
ments constitutes protected conduct under the FCA. Thus, an employer may
continue to face the risk of a retaliation suit if an adverse employment action is
taken against a relator after a settlement agreement has been signed.

Second Circuit—(1) Materiality, Damages for Non-Conforming Goods
and Services; (2) Off-Label Marketing and First Amendment

U.S. exrel. Feldman v.van Gorp, 697 F.3d 78 (2d Cir.2012)

The Second Circuit held that the test for determining the materiality
of a misrepresentation is an objective one that does not require proof that a
government official subjectively found a misrepresentation to be material.

The court of appeals also held that where the recipient of a government
grant uses the funds in a manner other than as represented to the govern-
ment, a court may calculate FCA damages as the full amount of the grant
payments made by the government after material false statements were made
,without offsetting the value of goods or services the government received.

About the Case
A relator filed a gui tam action against Cornell University Medical Col-
lege and a Cornell professor, alleging that Cornell’s initial application and
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several renewal applications under the T32 grant program, administered by
the National Institutes of Health (the “NIH”), contained material misrepre-
sentations about the training program funded by the grant. The jury found
the defendants liable for fraud in relation to three renewal applications.

The Second Circuit affirmed. The court of appeals ruled that the jury had
sufficient evidence to conclude that the allegedly false statements were material
to the government’s decision to fund Cornell’s fellowship program. The court
held that “the test for materiality is an objective one. It does not require evi-
dence that a program officer relied upon the specific falschoods proven to have
been false...in order for them to be material. The fact-finder must determine
only whether the proven falsehoods have a natural tendency to influence, or be
capable of influencing, the payment or receipt of money or property.””

As to damages, the Second Circuit held that the district court did not
err in calculating damages as the total amount paid by the government:
“[Wlhere the government has provided funds for a specified good or service
only to have [a] defendant substitute a non-conforming good or service, a
court may...calculate damages to be the full amount of the grant payments
made by the government after the material false statements were made.””®
The court held that this method of calculation is appropriate where the gov-
ernment receives no tangible benefit from the non-conforming goods or ser-
vices. Such is the case where grant funds are used in a manner other than as
represented to the government, because the government receives something
qualitatively different than what was bargained for and “entirely [loses] its op-
portunity to award the grant money to a recipient who would have used the
money as the government intended.””

Implications for Future False Claims Act Cases

Feldman holds that the materiality of a misrepresentation should be
judged against an objective standard and that the absence of a government
decision-maker’s subjective reliance on the misstatement is not dispositive.
The Second Circuit’s athrmance of damages equal to the entire amount paid
by the government is difficult to square with the traditional FCA and contract
damages calculation of the amount the government paid minus the value it
received. The government is more frequently arguing that it received no value
at all, and the Feldman court is the latest to accept this argument.®
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United States v. Caronia, 703 F.3d 149,2012 WL 5992141 (2d Cir.2012)

In a decision with potentially important implications for the pharmaceuti-
cal industry and for government regulation of commercial speech more gener-
ally, a divided Second Circuit panel vacated the conviction of a pharmaceutical
sales representative for conspiracy to introduce a misbranded drug into inter-
state commerce in violation of the Food, Drug and Cosmetics Act (“FDCA”),
on the ground that his conviction rested solely on speech promoting an FDA-
approved prescription drug for off-label uses. While not an FCA decision, it
clearly has ramifications for FCA cases alleging off-label marketing,

About the Case

Under the FDCA, drugs must be approved by the FDA for specific uses
before they can be sold in interstate commerce.®! Once approved for any use,
they may be prescribed by physicians for unapproved, or “off-label,” uses as
well.# The FDCA prohibits introducing drugs into interstate commerce that
are “misbranded,” which means, among other things, lacking directions for
the drug’s use that would enable a layperson to use the drug safely and for
its intended uses.® In recent years, the government has reached major settle-
ments with pharmaceutical companies based, in part, on allegations of oft-
label promotion.

According to the Second Circuit, the evidence showed that Caronia pro-
moted a particular drug’s use for unapproved indications and unapproved
populations.** The jury convicted him of conspiring to introduce a mis-
branded drug into interstate commerce. The district court rejected his con-
tention that his conviction was inconsistent with the First Amendment.

The Second Circuit threw out Caronia’s conviction. Applying the principle
of constitutional avoidance, the majority (Judges Chin and Raggi) interpreted
the FDCA as not criminalizing a pharmaceutical sales representative’s truthful,
non-misleading speech promoting an approved drug’s off-label use because a
contrary reading would raise serious questions about the FDCA’s consistency
with the First Amendment. Invoking Sorrell v. IMS Health, Inc.,*> the majority
applied heightened scrutiny to the government’s reading of the FDCA because
it imposed speech restrictions that were both content-based, distinguishing
speech about FDA-approved uses of drugs from speech about off-label uses,
and speaker-based, targeting one category of speakers, namely, pharmaceutical
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manufacturers, while allowing others to speak freely.*® The majority also con-
cluded that a criminal prohibition of off-label promotion by pharmaceutical
sales representatives could not be justified, even under the “less rigorous inter-
mediate” four-part test for commercial speech established in Central Hudson
Gas & Electric Corp. v. Public Service Commission of N.Y.¥’ The majority as-
sumed, though without deciding, that speech promoting off-label uses could be
used as evidence of the drug’s intended uses and, thus, as part of the evidence
demonstrating that a defendant contributed to misbranding by selling a drug
intended for an unapproved use for which there were no adequate directions
on the label.®® The majority left unclear where the dividing line lies between
such a prosecution theory and the theory presented and rejected in Caronia.
It concluded “simply that the government cannot prosecute pharmaceutical
manufacturers and their representatives under the FDCA for speech promoting
the lawful, off-label use of an FDA-approved drug.”®

Implications for Future False Claims Act Cases

The exact breadth of Caronia’s implications are uncertain because it left
open the possibility that speech promoting off-label uses could still be used
to support a misbranding charge, as evidence of a drug’s intended use for
purposes not approved by the FDA. However, at a minimum, the decision es-
tablishes that truthful, non-misleading speech by sales representatives, stand-
ing alone, is not enough to support a misdemeanor misbranding prosecution
in one important region of the country. The decision paves the way for First
Amendment challenges to off-label marketing allegations in FCA cases, as
well as other types of federal regulation of commercial speech.

Fourth Circuit—(1) Whether a State-Affiliated Entity Is a“Person”;
(2) Application of the Excessive Fines Clause to FCA Civil Penalties

Oberg v. Kentucky Higher Education Student Loan Corp., 681 F.3d 575 (4th Cir.
2012)

The Fourth Circuit held that the arm-of-the-state analysis used in the
Eleventh Amendment context provides the appropriate legal framework for
determining whether a state-affiliated entity is a “person” subject to the FCA.
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About the Case

The relator alleged that appellees—four corporate entities created by their
respective states—defrauded the U.S. Department of Education by inflating
the number of loan portfolios eligible for federal student-loan interest subsidies.
The district court dismissed the claims against all four appellees based on state
statutory provisions which, in its view, demonstrated each entity’s status as a
“state agency” and, thus, not a “person” subject to FCA liability.”

The Fourth Circuit vacated and remanded, stating that “the critical in-
quiry is whether appellees are truly subject to sufficient state control to render
them a part of the state, and not a ‘person,” for FCA purposes.”™"' The court
explained that, while the FCA requires statutory interpretation, there is a
“virtual coincidence of scope” between the FCA inquiry and the Eleventh
Amendment inquiry.”> The Fourth Circuit held that its own four-factor Elev-
enth Amendment test would apply, and remanded the case for the district
court to apply that analysis to each of the appellees.”

Implications for Future False Claims Act Cases

The Fourth Circuit joined the Fifth, Ninth, and Tenth Circuits in hold-
ing that the test for determining personhood under the FCA is the same
as the test for applying Eleventh Amendment sovereign immunity to state-
affiliated entities.” In so holding, the Fourth Circuit endorsed a fact-sensitive
inquiry to determine whether a state-affiliated entity is a proper defendant

under the FCA.

United States ex rel. Bunk v. Birkart Globistics, GmbH & Co., et al., 2012 WL
488256 (E.D.Va. Feb.14,2012)

The district court held that the court could not impose any civil penalty
in an FCA case, despite a jury finding of liability, because the statutory mini-
mum penalty violated the Eighth Amendment’s Excessive Fines Clause. The
case is currently pending on appeal before the Fourth Circuit.

About the Case
The relator alleged that the defendants had violated the FCA by engaging
in bid-rigging on contracts to transport military household goods. While the
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relator initially alleged damages, he did not seek to prove damages at trial.
The jury found the defendants liable for submitting 9,136 false invoices.

In the district court’s view, FCA precedent required treating each invoice
as a separate false claim and imposing a civil penalty within the statutory
range of $5,500 to $11,000 for each invoice. Since the defendants had sub-
mitted 9,136 invoices, the court found that it was obligated to assess a total
civil penalty of at least $50,248,000.

The court then considered whether a $50 million civil penalty would vi-
olate the Eighth Amendment’s Excessive Fines Clause. The court determined
that, in this case, the government did not suffer any economic harm, and the
number of invoices alone was not reflective of the defendants’ culpability.
Given these considerations, the court held that the $50 million civil pen-
alty would be “grossly disproportionate” to any harm suffered by the govern-
ment.”

In post-trial briefing, the relator and the United States argued that the
penalty could be reduced to $24 million by counting only a portion of the in-
voices. The court, however, rejected this argument, both because, in its view,
the $24 million figure would “not result from any principled application of
the FCA,” and because a $24 million civil penalty would still be constitution-
ally excessive.”

Finally, the court considered whether it had the discretion to impose a
constitutionally permissible penalty, but it concluded that it lacked the dis-
cretion to do so. In the court’s view, the FCA “does not grant the court au-
thority to impose a total penalty below the amount derived” from the statute
itself.”

The plaintiffs appealed to the Fourth Circuit and the appeal is pending.
The Pharmaceutical Research and Manufacturers of America (“PhRMA”)%
submitted an amicus brief in support of defendants-appellees in order to em-
phasize that courts, through proper application of Eighth Amendment prin-
ciples, should prevent the imposition of penalties that irrationally exceed the
harm actually suffered by the government.

Implications for Future False Claims Act Cases

The Bunk decision is the latest contribution to the growing debate on
whether and, if so, how, the Excessive Fines Clause applies to civil penalties
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under the FCA. The Bunk decision is particularly noteworthy in its rejection
of the notion that an otherwise constitutionally excessive fine may be brought
within constitutional bounds by reducing the number of false claims. The
Bunk decision is one example of cases in which courts are increasingly trou-
bled by the imposition of penalties that are grossly disproportionate to actual
harm to the government.

Fifth Circuit—Government Employees as Relators and as Original
Sources

Little v. Shell Exploration & Production Co., 690 F.3d 282 (5th Cir.2012)

The Fifth Circuit held that a federal government employee can sue un-
der the gui tam provisions of the FCA. However, the court also ruled that a
federal employee will not qualify as an original source of publicly disclosed
information if the employee’s position involves auditing or investigating the
misconduct at issue.

About the Case

Two auditors employed by the U.S. Interior Department’s Minerals Man-
agement Service (“MMS”) brought an FCA action alleging that Shell took un-
authorized deductions for expenses to gather and store oil. The district court
granted summary judgment in favor of Shell, finding both that: (1) the relators
were not permitted to sue under the FCA because they were federal employees;
and (2) the suit was barred by the FCA’s public-disclosure bar.

The Fifth Circuit reversed and remanded. The Fifth Circuit joined the
Tenth and Eleventh Circuits in holding that a federal employee may bring a
qui tam action under the FCA.” The court found that nothing in the FCA’s
text suggests that Congress intended to exclude federal employees from the
definition of a “person” in the provision authorizing qui tam actions, 31
U.S.C. § 3730(b)(1). The court contrasted § 3730(b)(1)’s unqualified lan-
guage with the express bar on certain kinds of actions by military personnel
in 31 U.S.C. § 3730(e).

Having found that the relators were permitted to sue under the FCA, the
Fifth Circuit remanded for the district court to determine whether the action

was barred by the FCA’s public-disclosure bar, 31 U.S.C. § 3730(e)(4). The
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Fifth Circuit ruled that, if the qui ram action was found to be based upon
publicly disclosed information, the relators could not, as a matter of law,
overcome the public-disclosure bar by demonstrating that they were original
sources of that information. In order to qualify as an original source, a relator
must have direct and independent knowledge of the allegations underlying
the complaint and must have voluntarily provided the information to the
government. The Fifth Circuit joined the Ninth Circuit in holding that “the
fact that a relator ‘was employed specifically to disclose fraud is sufficient to

render his disclosures nonvoluntary.”'*

Implications for Future False Claims Act Cases

The Little decision increases the number of circuits in which federal em-
ployees may bring gui tam actions under the FCA. This raises the possibility
that information voluntarily disclosed to the government by the subject of an
investigation may be used by government employees as the basis of qui tam
actions.

Sixth Circuit—(1) FERA Retroactivity; (2) Doctrine of Primary Jurisdic-
tion, Davis-Bacon Act; (3) Scienter and Corporate Structure

Sanders v. Allison Engine Company, Inc., Nos.10-3818, 10-3821,2012 WL
5373532 (6th Cir.Nov.2,2012) (unpub.)

In an unpublished opinion, the Sixth Circuit joined the Second and Sev-
enth Circuits in holding that the term “claim” in the retroactivity provision of
the Fraud Enforcement and Recovery Act of 2009 (“FERA”) refers to a civil
action or case, not a demand for payment. The Sixth Circuit also held that ret-
roactive application of FERA's amendment to the FCA’s presentment require-
ment does not violate the Ex Post Facto Clause of the U.S. Constitution.

About the Case

In Allison Engine Co. v. United States ex rel. Sanders,'’" the Supreme Court
held that FCA liability under 31 U.S.C. § 3729(a)(2) requires intent to pres-
ent a false claim to the government. In response to the Supreme Court’s deci-
sion, Congress included in FERA an amendment of § 3729 removing refer-
ence to presentment to the government. Congress provided that the changes
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to the presentment requirement “shall take effect as if enacted on June 7,
2008, and apply to all claims under the False Claims Act...that are pending
on or after that date.””* After FERA’s enactment, the Allison Engine defen-
dants filed a motion seeking to prohibit application of the amended § 3729.
The district court granted the motion, finding that “claim” in the retroactiv-
ity provision means a demand for payment and that no claim in that sense
was pending on June 7, 2008. The court held that a contrary reading would
violate the Constitution’s Ex Post Facto Clause.

The Sixth Circuit reversed. It concluded that Congress intended “claim”
in the retroactivity provision to mean a civil action or case. The court rea-
soned that a demand for payment is never made “under the FCA,” as the
retroactivity provision puts it; rather, “the FCA (and its liability standards)
only apply after an allegedly fraudulent request for payment is made and a
civil action pursuant to the FCA is filed.”'*

Having determined that FERA mandates application of the § 3729
amendment to all cases pending on June 7, 2008, the court analyzed whether
such retroactive application would violate the Ex Post Facto Clause, which
prohibits, among other things, punishing an act that was not punishable
when committed. The court explained that the Ex Post Facto clause generally
does not apply to civil sanctions such as those available under the FCA, unless
there is clear proof that the statute “is so punitive either in purpose or effect as
to negate” the classification of the statute as civil.'"™ While the court acknowl-
edged that certain factors weigh in favor of finding the FCA to be punitive
in purpose and effect, such factors were insufficient to overcome Congress’s
denomination of the FCA as a civil remedial scheme.

Implications for Future False Claims Act Cases

The federal courts of appeals remain fairly evenly split as to the meaning
of the word “claim” in FERA’s retroactivity provision, with the Second, Sixth,
and Seventh Circuits finding the word to mean a civil case or action'” and
the Ninth and Eleventh Circuits finding the word to mean a demand for pay-

ment.'%°

US ex rel. Wall v. Circle C Construction, 697 F.3d 345 (6th Cir.2012)

The Sixth Circuit held that the doctrine of primary jurisdiction did not
bar an FCA suit alleging Davis-Bacon Act violations.
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About the Case

The district court granted summary judgment against a government
contractor for submitting payroll certifications that falsely attested that a
sub-contractor’s employees were paid the prevailing wages required by the
Davis-Bacon Act. The district court rejected the defendant’s argument that
FCA liability for Davis-Bacon Act violations was prohibited by the doctrine
of primary jurisdiction, which generally requires courts to refer a matter to an
appropriate regulatory agency “whenever enforcement of the claim requires
the resolution of issues which, under a regulatory scheme, have been placed
within the special competence of an administrative body.””'"”

The Sixth Circuit affirmed the lower court’s decision, finding that the
doctrine of primary jurisdiction did not bar an FCA suit alleging Davis-Ba-
con Act violations where: (1) the government was not aware of the conduct at
issue until after the relator filed his complaint, and thus the government did
not deliberately bypass administrative procedures; (2) determining whether
the defendant acted with the requisite intent to defraud the government did
not require technical, agency-specific expertise; and (3) the regulations at is-
sue explicitly provide that the falsification of payroll certifications may sub-
ject the contractor to FCA liability. The court held that while issues related to
the classification of employees may be complex enough to require the exper-
tise of the Department of Labor, no such expertise is needed when the only
issue is whether a defendant misrepresented the amount of money paid to
employees.

Implications for Future False Claims Act Cases

The Wall case indicates that the while the doctrine of primary jurisdic-
tion may provide a defense to some FCA claims, it is not a shield in every case
in which a regulatory agency has some enforcement responsibility.

U.S. ex rel. Williams v. Renal Care Group, Inc., 696 F.3d 518,521 (6th Cir.2012)

The Sixth Circuit held that the creation of a subsidiary for the sole pur-
pose of taking advantage of loopholes in certain Medicare regulations did not
occasion FCA liability, where the defendant had determined in good faith
that its conduct was permitted by the applicable regulations.
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About the Case

Relators brought an action against Renal Care Group, Inc. (“RCG?), its
subsidiary, Renal Care Group Supply Company (“RCGSC”), and the enti-
ties’ successor. The United States ultimately intervened. At its core, the com-
plaint alleged that RCG created RCGSC as a sham entity for the sole purpose
of taking advantage of loopholes in Medicare regulations in order to increase
reimbursement revenue. The district court granted summary judgment in
favor of the United States, finding, among other things, that the defendants
acted with reckless disregard of Medicare regulations.

The Sixth Circuit reversed and entered summary judgment in favor of
the defendants. In a strongly worded opinion, the court held that the United
States had failed to provide evidence that the defendants knowingly presented
false claims to the government.

First, as to falsity, the court held that it was unclear whether there was
anything improper about creating a subsidiary that was eligible to take advan-
tage of higher Medicare reimbursements. The court cautioned that a business
should not “be punished solely for seeking to maximize profits.”'% The court
rejected the government’s argument that RCG’s subsidiary was an alter-ego
of RCG, observing that “[t]he corporate form need not be disregarded when
its adoption was meant to ‘secure its advantages and where no violence to the
legislative purpose is done by treating the corporate entity as a separate legal
person.”'” The court concluded that the United States had failed to identify
any legislative purpose violated by the creation of RCGSC.

Second, the court held that, even if the regulations ultimately prohibited
using a wholly owned subsidiary to take advantage of higher Medicare pay-
ments, the United States had not shown that the defendants had acted with
the requisite knowledge of their claims’ falsity. The United States alleged that
“the regulations were clear that wholly-owned subsidiaries were ineligible” to
take advantage of the higher Medicare payments and that RCG acted with
“reckless disregard” of those regulations by having its subsidiary seek such
payments.''* However, the Sixth Circuit held that the evidence indicated that
RCG consistently sought clarification of the regulations from counsel and the
government, followed industry practice in trying to sort through ambiguous
regulatory language, and was forthright with the government about RCGSC'’s
structure. The court found that to “deem such behavior ‘reckless disregard’
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of controlling statutes and regulations imposes a burden on government con-
tractors far higher than what Congress intended when it passed” the FCA.'"

Implications for Future False Claims Act Cases

The approach taken in Renal Care Group sets an important precedent,
indicating that businesses should not incur FCA liability merely for using a
particular corporate structure to maximize profits from government-admin-
istered programs, at least where the governing regulations are ambiguous.
Renal Care Group also demonstrates the importance of taking and document-
ing proactive measures to ensure compliance with government regulations.
Should a company later be subject to suit under the FCA, those efforts may
be useful in demonstrating lack of scienter.

Seventh Circuit—FCA Retaliation Claim; Corporate Knowledge
Halasa v.ITT Educ. Servs., Inc., 690 F.3d 844 (7th Cir.2012)

The Seventh Circuit held that an employee’s FCA retaliation claim failed
because the employee did not present any evidence that his protected conduct
was connected to his employer’s termination decision. In reaching this holding,
the court articulated a view of the doctrine of corporate constructive knowledge
with potential implications outside the limited context of FCA retaliation suits.

About the Case

The relator filed a lawsuit against his former employer, ITT Educational
Services, Inc., alleging that he was fired in violation of the FCA, 31 U.S.C.
§ 3730(h), “after identifying and reporting several irregularities in the way
ITT was handling its federally subsidized loans and grants for students.”"'?
The employer moved for summary judgment on various grounds, including
that the employee failed to present evidence that he was fired because he en-
gaged in protected conduct under the FCA, an essential element of an FCA
retaliation claim.

The district court agreed with the employer, granting its motion for sum-
mary judgment, and the Seventh Circuit affirmed. As the Seventh Circuit stat-
ed, to survive a motion for summary judgment on an FCA retaliation claim,
an employee must point to evidence showing (1) that he engaged in protected
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conduct; and (2) that he was fired ““because of”” that conduct.!"® The Seventh
Circuit assumed, without deciding, that the employee’s evidence was sufficient
to permit a finding that he engaged in “efforts to stop” potential FCA viola-
tions, a type of protected conduct under the 2009 amendment to the FCA."*
The Seventh Circuit concluded, however, that the employee’s retaliation claim
failed because he presented no evidence to show that his protected conduct
was connected to his employer’s termination decision. Specifically, there was no
evidence in the record that the four executives involved in the decision to fire
the employee had any knowledge of his protected FCA conduct.

The employee’s failure to present such evidence was fatal because “it is
the decisionmakers’ knowledge that is crucial.”'"® The court of appeals rejected
the employee’s request that it “impute to [the employer] (and its agents) any
knowledge that [a lower-level supervisor] gained when [the employee] reported
potential violations.”""® That argument, the court noted, “seriously misunder-
stands the way liability rules work in the corporate setting,” and would ulti-
mately “defeat the specific statutory requirement that an employee’s termina-
tion be ‘because of” her protected conduct.”""” The court made clear that, apart
from narrow exceptions not at issue (like the “cat’s paw” theory of liability),
“companies are not liable under the False Claims Act for every scrap of informa-
tion that someone in or outside the chain of responsibility might have.”''®

Implications for Future False Claims Act Cases

The Seventh Circuit’s decision in Halasa rejected an argument that could
have resulted in a significant expansion of FCA retaliation liability in the cor-
porate setting and reaffirmed the general rule that a firing official’s knowledge
of protected FCA conduct is crucial to establishing liability.

Eighth Circuit—No FCA Liability Based on Reasonable Application of
GAAP

U.S.exrel. Raynor v. National Rural Utilities Co-op. Finance, Corp., et al., 690
F.3d 951 (8th Cir.2012)

The Eighth Circuit held that a defendant does not make a false claim for
purposes of the FCA when he or she complies with a reasonable interpreta-
tion of Generally Accepted Accounting Principles (“GAAP”).
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About the Case

The relator filed a gui tam action alleging that the National Rural Utili-
ties Co-op. Finance Corp. (“National Rural”) and a number of its officers
conspired to receive federal funds in violation of the FCA. One of the relator’s
allegations was that National Rural should not have received federal funding
because the financial statements it submitted to obtain these funds did not
comply with GAAP.

The district court granted the defendants’ motion to dismiss, holding
that the relator’s allegations failed to meet the heightened pleading require-
ments of Rule 9(b), and further, that the relator did not allege a false claim
because he did not allege that the defendants’ accounting practices failed to
comply with any reasonable application of GAAP. On appeal, the Eighth
Circuit adopted and expanded on this reasoning.

With regard to the relator’s accounting-fraud allegations, the court em-
phasized that GAAP are merely a set of generalized principles, rather than
hard-and-fast rules. The court explained that because GAAP permits a range
of acceptable methods, a relator that fails to allege facts showing that the
defendant’s accounting methods were beyond the scope of any reasonable
application of GAAP fails to state a claim under the FCA. Further, the court
noted that even if the relator had alleged violations of GAAP, these violations
“alone [would] not demonstrate knowing fraud.”""

Implications for Future False Claims Act Cases
This decision provides strong support for defendants faced with FCA
claims predicated on alleged GAAP non-compliance.

Ninth Circuit—(1) FCA Liability for Cost Estimates in Bids for Govern-
ment Contracts, Government Knowledge Defense; (2) Public-Disclo-
sure Bar:What Constitutes Public Disclosure

United States ex rel. Hooper v. Lockheed Martin Corp., 688 F.3d 1037 (9th Cir.
2012)

The Ninth Circuit held that making false estimates or fraudulently un-
derbidding on a government contract can result in FCA liability.
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About the Case

The government solicited bids for work on a particular program on a
cost-reimbursement-plus-fee basis. The contract was awarded on the basis of
“best value,” which took factors other than cost into account. After a com-
petitive bid process, the government selected Lockheed Martin’s amended
proposal, which the contractor had reduced from its initial proposal to pres-
ent its best and final offer. In its acceptance memorandum, the government
noted that although the defendant’s final proposal was unrealistically low, it
thought that the proposal offered the best overall value, even knowing that
there were risks of cost growth beyond the estimate.

In his gui tam complaint, the relator, a Lockheed Martin engineer, made
several allegations of fraud under the FCA, including that Lockheed Martin
knowingly underbid the contract, utilized freeware that did not convey intel-
lectual property rights, and employed improper testing procedures. In sup-
port of these claims, the relator offered evidence purportedly showing that
the defendant had manipulated its bid by artificially deflating expected costs,
knowing that costs would exceed the estimates. The relator also alleged that
he was involuntarily terminated after investigating the alleged fraud, which
he argued violated the retaliation provisions of the FCA. The case was initial-
ly filed in federal court in Maryland, but it was later transferred to California
based on forum non conveniens. The transferee district court granted summary
judgment in favor of the defendant on all claims.

In addressing the FCA claim based on the allegedly false estimates, the
Ninth Circuit adopted a potentially broad fraudulent-inducement theory.
Rejecting the defendant’s argument that bids are inherently subjective, the
court held that knowingly submitting false estimates can be a source of FCA
liability. The court relied heavily upon the Supreme Court’s decision in Uniz-
ed States ex rel. Marcus v. Hess,'*® in which the Court held that contractors
were liable under the FCA for obtaining contracts through collusive bidding
based on fraudulent inducement. The court also looked to decisions from
the First and Fourth Circuits, which had held that false estimates, even when
based on opinions, can be the basis for FCA liability.

Applying this law to the facts, the Ninth Circuit held the evidence of-
fered by the relator was sufficient to create a disputed issue of material fact as
to whether the defendant’s bid was knowingly or recklessly based on a false
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estimate of costs. In particular, the court found persuasive evidence indicat-
ing that the defendant had instructed employees to decrease costs in the bid
without regard to the actual expected costs of performing the work. Thus, the
court reversed the district court and remanded this FCA claim for trial.'*!

Addressing the other alleged FCA violations, the court held that the evi-
dence supporting the claims of fraudulent use of freeware and defective testing
procedures was insufficient to survive summary judgment because the govern-
ment had knowledge of and had approved the conduct.'” Although careful to
note that the government-knowledge defense is not an automatic bar to FCA
claims, the court held that the government’s knowledge of the conduct here
showed that the defendant did not knowingly submit a false claim.

Finally, the court also held that the longer statute of limitations from
Maryland, the transferor jurisdiction, would apply to the relator’s FCA re-
taliation claim.'® In Van Dusen v. Barrack, the Supreme Court instructed in
diversity cases after a transfer pursuant to 28 U.S.C. § 1404(a) for forum non
conveniens, the transferee district court should apply the same substantive law
that the transferor district court would have applied had the case not been
moved.'? The application of Van Dusen to federal causes of action that direct
courts to adopt the most closely analogous state statute of limitations, such as
the FCA, is an issue over which circuits have diverged. In this case, the Ninth
Circuit joined the Fifth, Seventh, and Tenth Circuits in holding that where a
federal cause of action is transferred for forum non conveniens, the transferee
district court must apply the statute of limitations that would have applied in
the transferor district.'” Thus, here, Maryland’s longer statute of limitations
applied, and the court reversed the district court’s dismissal of this claim.

Implications for Future False Claims Act Cases

Understanding the implications of this case is important for any company
that regularly bids on government contracts. The decision is the most recent in
a growing line of cases recognizing the broad scope of fraudulent-inducement
claims. Although building on existing case law, Hooper is a powerful reminder
that contractors should be mindful of potential FCA exposure when submit-
ting estimates of prospective costs in bidding for government contracts.

This decision does not, however, present all bad news for defendants. The
case reinforces the vitality of the government knowledge defense by holding
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that full disclosure and approval of planned conduct within the scope of a
contract should normally defeat an FCA claim. Thus, in this regard, the case
provides a blueprint for companies who are proactively trying to avoid pro-
tracted FCA litigation.

Berg v.Honeywell Int’l Inc., No.11-35001,2012 U.S. App. LEXIS 25897 (9th Cir.
Dec.19,2012) (unpub.)

In an unpublished decision, the Ninth Circuit held that the FCA’s pub-
lic-disclosure bar did not bar the filing of a gui tam action where the factual
basis of the suit was published in a government report that had not been
disclosed to the public.

About the Case

The relators filed a gui tam action alleging that Honeywell International
Inc. intentionally miscalculated energy baselines to obtain additional pay-
ments under the energy-savings incentives in its 1997 Energy Savings Perfor-
mance Contract (“ESPC”) with the U.S. Army for the installation of certain
systems on military bases.'”® In 2003, the United States Army Audit Agency
(“AAA”) issued internal reports concluding that Honeywell overstated the
baseline energy costs in the contract. In 2005, the Government Account-
ability Office (“GAO”) published a similar report, which generally discussed
problems in ESPCs, concluding that many contractors were inaccurately cal-
culating baseline costs. The district court applied the FCA’s public-disclosure
bar in effect at the time (i.e., prior to the 2010 amendments) and dismissed
the action, reasoning that it did not have subject matter jurisdiction because
the AAA and GAO reports were publicly disclosed prior to the filing of the
relators’ suit and contained the same information as alleged in the complaint.

The Ninth Circuit reversed, holding that publication of the AAA and
GAQO reports did not constitute a public disclosure.'”” As to the AAA reports,
although they were available to the public and could have been obtained
through a Freedom of Information Act (“FOIA”) request, no member of the
public actually requested the reports prior to the filing of the suit. The court
relied upon its previous decision in United States ex rel. Schumer v. Hughes Air-
craft Co., stating that ““[i]n the FOIA context, information cannot be deemed
disclosed until a member of the public requests the information and receives
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it from the government.... Only then is the information aczually, rather than
theoretically or potentially, available to the public.””'*® This approach is in line
with other courts, as several other circuits have also held that information
that is potentially available to the public, but not actually disclosed, does not
constitute a public disclosure.'”

The Ninth Circuit also held that the AAA reports were not publicly dis-
closed when the government provided them to EMP2, a private company
hired to audit ESPC contracts. The court again relied on Schumer, which
distinguished a public disclosure from “‘the release of information within a
private sphere.””'* The court held that because EMP2 was acting on behalf of
the government and had “an incentive to keep confidential the information
learned during the audit,” the disclosure of the AAA reports to EMP2 was not
a public disclosure.'!

The court held that the GAO report was not a public disclosure because
it did not specifically name contractors or locations, but contained only gen-
eralized information on conduct similar to that alleged in the suit. Therefore,
it did not contain sufficient information to allow the government to pursue

an investigation against the defendants.'”?

Implications for Future False Claims Act Cases

The Honeywell decision is only the most recent appellate case to touch
upon one of the most hotly contested areas of FCA law: the relationship
between FOIA requests and the public-disclosure bar of the FCA. This deci-
sion is relatively narrow, however, and it closely follows previous Ninth Cir-
cuit decisions setting out the distinction between information that is actually
available versus potentially available to the public.

Tenth Circuit—Retaliatory Discharge
McBride v. Peak Wellness Ctr., Inc., 688 F.3d 698 (10th Cir.2012)

In order to establish a retaliatory discharge claim, a whistleblower must
show that clear notice of an intention to bring or assist in an FCA action was
provided to the employer prior to the alleged retaliatory act.
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About the Case

A business manager brought a retaliatory discharge claim against her for-
mer employer alleging, among other things, that she was discharged because
she was considering bringing an FCA suit based on potential regulatory vio-
lations. The business manager’s job responsibilities included monitoring the
use of federal funds and coordinating periodic audits.

In affirming summary judgment for the employer, the Tenth Circuit held
that “in order to overcome the presumption that they are merely acting in ac-
cordance with their employment obligations,” an employee must show that
the employer was on notice that the former employee was either (1) taking
action in furtherance of an FCA lawsuit, or (2) assisting in an FCA action
brought by the government.'*

Implications for Future False Claims Act Cases

The Tenth Circuit’s decision strengthens a company’s ability to defend a
retaliatory discharge claim by a putative whistleblower: an employer must be
on notice of a threat to bring or assist in an FCA action prior to the supposed
retaliatory act.

D.C. Circuit—(1) Public-Disclosure Bar; (2) Fairness Hearings Before
Settlement

United States ex rel. Davis v. District of Columbia, 679 F.3d 832 (D.C. Cir.2012)

Under the statutory language prior to the 2010 FCA amendments, the
DC Circuit held that the public-disclosure bar does not prevent a relator
from bringing suit where the allegations were contained in a public audi-
tor report if the relator is an “original source,” with direct and independent
knowledge of the allegations.

About the Case

The relator alleged that the DC school system failed to maintain sup-
porting documentation for a Medicaid reimbursement claim. The relator had
direct knowledge of the lack of documentation because his firm was involved
with the claims process. Before the relator filed his complaint, a government
audit report disclosed the lack of documentation. The district court conclud-
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ed that because the information was publicly disclosed before the lawsuit was
filed, the relator could not proceed with his action as an “original source” and
dismissed the action.

Reversing that decision, the DC Circuit held that to qualify as an “origi-
nal source” relators are not required to provide the information to the govern-
ment before a public disclosure; they are, however, required to provide the
information prior to filing the lawsuit.'* Relying on the Supreme Court’s
statements in Rockwell International Corp. v. United States'> that an “original
source” must provide information to the government on which the relator’
allegations are based, the DC Circuit concluded that even though the com-
plaint’s allegations were publicly disclosed in the audit report, the relator had
provided the government his direct and independent knowledge before filing
suit and was therefore an “original source” able to pursue an FCA action.

Notably, the DC Circuit also held that damages were inappropriate be-
cause there was no allegation that the government received less value than it
paid.'* The relator alleged neither that the school system failed to provide
any of the claimed services nor that it exaggerated costs—only that the school
system failed to maintain documentation. The court noted, however, that
statutory penalties would be appropriate if a violation was proven on remand.

Implications for Future False Claims Act Cases

Because this case was decided under statutory language that pre-dated the
2010 amendments, its precedential value will be reduced over time. Never-
theless, it shows the court’s willingness to expand the “original source” excep-
tion and allow a case to proceed where the allegations were publicly disclosed
and where there are no damages.

United States ex rel. Schweizer v.Océ N.V.,677 F.3d 1228 (D.C.Cir.2012)

The United States cannot settle an FCA action over a relator’s objection
without a judicial finding, made after a hearing, that the proposed settlement
is fair, adequate, and reasonable.

About the Case
Although the government initially declined to intervene, it subsequently
moved to dismiss the case as part of a negotiated settlement with the de-
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fendant. The district court dismissed the case over the relator’s objection.
The DC Circuit rejected relator’s argument that the government was not
allowed to dismiss an action after it had initially declined to intervene. The
court held, however, that 31 U.S.C. § 3730(c)(2)(B) required that the district
court hold a fairness hearing and could not approve dismissal without find-
ings that “the proposed settlement is fair, adequate and reasonable under all
the circumstances.”"” In requiring a fairness hearing, the DC Circuit rejected
the government’s argument that it had an unfettered right to dismiss an FCA
action without any court oversight.

Implications for Future False Claims Act Cases

This decision will complicate defendants’ efforts to settle FCA actions
with the government over relators’ objections, thereby strengthening the
hands of relators in settlement dynamics.

STATE AND LOCAL DEVELOPMENTS
Legislative Developments

There was a lot of state and local FCA legislative activity in 2012 and
we expect it to continue into 2013. Enduring a prolonged economic down-
turn, state and local governments undoubtedly hope to emulate the federal
government’s FCA successes. States are also incentivized by the 2005 federal
Deficit Reduction Act (“DRA”), which encourages states to fight Medicaid
fraud by allowing a state, if it has enacted an FCA that is at least as effective as
the federal FCA, to keep 10 percent of what would otherwise be the federal
share of Medicaid funds the state recovers.”® A number of states passed or
improved their FCAs in the years immediately following the DRA, but the
2009 and 2010 amendments strengthening the federal FCA rendered many
state FCAs DRA-non-compliant and the states were given until March 31 or
August 13, 2013, to bring their FCAs back into alignment."”” Accordingly,
several states amended their FCAs during 2012, as described below. (Unless
otherwise noted below, the federal government has not yet decided whether

the newly amended FCAs satisfy the DRA.)

*  California: On September 28, 2012, the governor signed an amend-
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ment strengthening Californias FCA. The amendment expands the
“original source” exception to the public-disclosure bar, allowing a per-
son who “has knowledge that is independent of, and materially adds to,
the publicly disclosed allegations or transactions” to satisfy the original-
source exception, even if the person’s information was not the basis
for the investigation that led to the public disclosure. The amendment
permits an individual who “planned and initiated” the FCA violation
to recover a portion of the proceeds from the judgment. The amend-
ment also allows an employee to seek reinstatement, special and puni-
tive damages, and back pay if they experience retaliation for filing an
FCA matter. Finally, the amendment increased the civil penalties for
FCA violations.'®

District of Columbia: In November, the District of Columbia amended its
Medicaid-only FCA to conform to the federal amendments.'*!

Georgia: In April, Georgia substantially expanded the scope of its FCA.
Previously, Georgia’s FCA covered only false claims submitted under the
state’s Medicaid program. However, the amended FCA applies to all in-
dustries that conduct business with the state. Georgia also adopted the
federal amendments to the FCA, including the expanded definition of
the original-source exception to the public-disclosure bar and protections
for individuals who face retaliation from their employer for initiating an
FCA claim.'*

Hawaii: In July, Hawaii adopted the federal amendments to its FCA.'®

Massachusetts: In July, the Massachusetts legislature also adopted the fed-
eral amendments to its FCA.'%

Rhode Island: In June, Rhode Island expanded its FCA to allow mu-
nicipalities, in addition to the Attorney General, to bring FCA actions
through their city or town solicitors or duly appointed legal counsel.'®’

Tennessee: In April, Tennessee modified its Medicaid-only FCA, attempt-
ing to reflect the scope of the federal amendments.'*® On November 20,
however, the federal government issued a determination that Tennessee’s
amended FCA does not conform to the federal requirements. In order to
remain eligible for the 10 percent incentive under the DRA, Tennessee
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must further revise its FCA by August 31, 2013.'%
*  Washington: In March, Washington modified its Medicaid-only FCA to

track the federal amendments.’® On November 20, the federal govern-
ment confirmed that Washington’s amendments conform to the DRA
and Washington remains eligible for the 10 percent incentive.'®’

*  Other states that do not currently have FCAs have proposed such legisla-
tion, including Arizona, Kentucky, and Maine."*

*  New York City: This year, New York City saved and amended its FCA,
remaining one of only a few metropolitan areas that have their own FCAs
(others include Chicago, Philadelphia, and Allegheny County, Pennsyl-
vania). Enacted in 2005, the New York City FCA (“NYC FCA”) expired
on June 1, 2012."" On June 20, the mayor signed into law a permanent
NYC FCA that is more closely aligned with the federal FCA and the
New York State FCA (“NYS FCA”).">* The new NYC FCA is generally
similar to the federal and NYS FCAs (minus the NYS FCA’s tax-fraud
provision, which is discussed below), although the NYC FCA does not
allow a whistleblower to sue without the permission of the city’s chief
lawyer.”® The NYC FCA now has a public-disclosure bar comparable
to the federal and NYS FCAs, exempting claims by “an original source
of the information” and allowing the city’s chief lawyer to waive the bar
“in his or her absolute discretion,”"** and the NYC FCA’s whistleblower
awards now conform to the federal and NYS FCAs." New York City
also simultaneously enacted two other laws that could bolster the NYC
FCA's effectiveness: the first extends whistleblower protections to officers
and employees of city contractors and subcontractors, and the second
requires city contractors and subcontractors to post information about
whistleblower protections.'

Noteworthy Settlements

o Texas Settlement with Janssen Pharmaceuticals: In January, Johnson &
Johnson subsidiary Janssen Pharmaceuticals agreed to pay $158 million
to resolve Medicaid fraud claims in Texas. The complaint stemmed from

a whistleblower lawsuit filed in 2004. It alleged that the Texas Medicaid
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program excessively reimbursed pharmacies that dispensed Risperdal, an
antipsychotic medication, to Medicaid patients because Johnson & John-
son overstated Risperdal’s efficacy.’”

Multistate Settlement with Johnson & Johnson: In August, Johnson &
Johnson reached a $181 million settlement with 36 other states and the
District of Columbia stemming from allegations that it improperly mar-
keted and advertised Risperdal and Invega, another antipsychotic drug."®

Multistate Settlement with McKesson Corporation: In July, McKesson Cor-
poration agreed to pay 30 states over $151 million in a Medicaid fraud
settlement under state FCAs. McKesson allegedly reported inflated pric-
ing information for over 1,400 prescription drugs. These prescription
drugs include Adderall, Prozac, and Ritalin. New York received $64 mil-
lion, the largest individual state portion of the settlement.'”

California and Federal Settlement with Senior Care Action Network: On
August 23, the Senior Care Action Network (“SCAN”) reached a $323
million settlement with California and the federal government over ex-
cess payments to Medicare and Medi-Cal, California’s Medicaid pro-
gram. The settlement resolves state and federal FCA claims, including
those brought by a former employee of SCAN. The complaint alleged
that SCAN failed to prove contractually required information to the
California Department of Health Services, which prevented the depart-
ment from revising capitation rates for SCAN. California will receive
$190.47 million of the settlement, while the federal government will re-
ceive $133.2 million.'®

New York Settlement with Compass Group USA: On September 19, New
York State reached an $18 million NYS FCA settlement with food ser-
vices provider Compass Group USA, Inc., for improperly overcharging
39 New York schools and school districts. Compass received discounts
from its food vendors but did not pass on those savings to New YorK’s
schools, as required by law. As part of the settlement, Compass adopted
a code of conduct requiring it to work diligently to comply, ahead of
the statutory time tables, with the enhanced nutritional standards of the
Healthy, Hunger-Free Kids Act passed by the U.S. Congress on Janu-
ary 25, 2012.16!
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Noteworthy Judgments and Complaints

Arkansas Judgment against Johnson & Johnson: In April, an Arkansas judge
ordered Johnson & Johnson to pay more than $1.2 billion based on the
marketing of Risperdal after a jury found that Johnson & Johnson mini-
mized and concealed the dangers associated with the antipsychotic drug.
Roughly $1.19 billion was a penalty for nearly 240,000 violations of
Arkansas’s Medicaid FCA. Johnson & Johnson has appealed the judg-
ment.'”? The Arkansas attorney general recently asked for $181 million
in attorneys’ fees and expenses for the law firm that represented Arkansas

in the case.'®

Louisiana Verdict against Johnson & Johnson Affirmed: In August, a Loui-
siana appeals court upheld a 2010 verdict against Johnson & Johnson
for $258 million under the state’s Medicaid-only FCA. That verdict also
stemmed from the marketing and advertising of Risperdal, as well as In-

vega.'t

Hlinois and Minnesota Qui Tam Suits Filed against MetLife and Prudential:
Whistleblower suits filed in Illinois and Minnesota claimed that MetLife
and Prudential failed to turn over unclaimed life insurance benefits to the
state. The suits were filed on behalf of the states by Total Assets Recovery
Services, an investigative company based in Michigan. They allege that
MetLife and Prudential failed to comply with state requirements to no-
tify state agencies when life insurance benefits went unclaimed.'®®

New Yorks Aggressive Use of Its FCA's Tax Provision:

— In 2010, the 2007 NYS FCA was expanded, by an amendment
sponsored by NY Attorney General Eric Schneiderman (who was
then a state senator), to encompass false filings relating to New York
State and local taxes where the net income or sales of the defendant
is at least $1 million for any taxable year and the damages sought
exceed $350,000. This provision is apparently unique among the
federal, state, and local FCAs, although the IRS does have a whistle-
blower program.'” On April 19, 2012—after more than a year of
preparatory activity demonstrating his commitment to enforcing the
NYS FCA’s tax provision and working with whistleblowers'®*—the
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AG publicly invoked the NYS FCA'’s tax provision for the first time,
suing Sprint Nextel Corp. for over $300 million based on alleged
underpayment of sales taxes. The AG’s complaint, which superseded
a whistleblower’s gui tam complaint, alleges that Sprint Nextel, in an
attempt to gain an unfair advantage over its competitors, was and
is under-collecting sales taxes on flat-rate access charges for wireless
calling plans and thus underpaying such taxes to the New York State
and local governments.'® Sprint Nextel moved to dismiss the com-
plaint, arguing among other things that retroactive application of
the NYS FCA violates the Ex Post Facto Clause of the U.S. Constitu-
tion."”’ The motion is pending.

— A second, and more sweeping, use of the NYS FCA’s tax provision
came to light in September 2012, when the media reported that AG
Schneiderman had served subpoenas in July on at least a dozen pri-
vate equity firms as part of a NYS FCA investigation into the pro-
priety of what one article described as “a widely used tax strategy
that saved these firms hundreds of millions of dollars.”"”" According
to media reports, the AG is looking into whether the firms (1) con-
verted into fund assets the fees they collect for managing investors’
money, resulting in the fees being taxed at the much lower rate for
capital gains, rather than the rate for ordinary income, (2) deferred
payouts of the converted fees in ways that improperly reduced their
tax liabilities, and (3) treated management fees as a return of invested
capital not subject to taxation.””> The AG’s “probe of tax practices at
private-equity firms is based on information from a whistleblower,

according to a person familiar with the matter.””?

— A prominent whistleblowers™ attorney has said that he and others
already have large tax cases, and he predicted that the NYS FCA’s tax
provision and AG Schneiderman’s “aggressive” enforcement efforts
(combined with gridlock under the IRS whistleblower program) will
make New York an important forum.'”

Retroactive Application of New Mexico FCA Held Unconstitutional: A New
Mexico intermediate appellate court held on December 26 that retroac-
tive application of that state’s FCA, the Fraud Against Taxpayers Act,'”



FALSE CLAIMS ACT: 2012 YEAR-IN-REVIEW - PART Il

violates the federal and state £x Post Facto Clauses. The decision contains
a fairly extensive discussion of the issue.'”®

TRENDS IN 2012 AND TIPS FOR 2013

Increasing Whistleblower Awards, Activity, and Protections

In announcing record FCA recoveries in the 2012 fiscal year, the DOJ
highlighted the particularly significant—and increasing—role that whistle-
blowers have played in litigation under the statute. Relators brought a record-
setting 647 federal qui tam suits last year. Of the record $4.9 billion recovered
to the U.S. Treasury in FY 2012, $3.3 billion stemmed from whistleblower
suits.'”” “Since 1986, whistleblowers have been awarded nearly $4 billion,
with $439 million in awards in fiscal year 2012”;'7® and in FY 2012, the
SEC received more than 3,000 whistleblower tips as part of the Dodd-Frank
Whistleblower Program which, like the FCA, can enrich whistleblowers up
to 30 percent of any amount collected.'”” Congress’s enactment of additional
federal legislative protections for government-employee whistleblowers, states’
amendment of their FCAs to conform to the more whistleblower-friendly
provisions of the federal statute, as well as notable whistleblower develop-
ments in the courts, suggest that this upward trend in whistleblower activity
is likely to continue.

Notable Recoveries

This significant year for whistleblowers saw one set of gui tam plaintiffs
associated with settlements that surpassed the billion-dollar mark, signifi-
cant new activity by relators in the mortgage-services sector, and a non-FCA
whistleblower become a multi-millionaire for reporting fraud in which he
participated and for which he served prison time. This year’s most significant
whistleblower recoveries include the following:

e InJuly, GlaxoSmithKline agreed to pay $2 billion to resolve civil liability
under the FCA. Of that amount, four whistleblowers who brought two
qui tam lawsuits will receive a 15 to 25 percent share of about $1.017 bil-
lion, and whistleblowers who brought two other gui tam suits will receive
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a share of about $250 million.'°

e Abbott Laboratories, Inc. agreed in May to pay $800 million to resolve
FCA claims related to off-label marketing. Whistleblowers will receive
$84 million from the federal share of this settlement amount.'$!

* In February’s $25 billion settlement with the five largest mortgage-service
providers, $220 million went to settle FCA gui ram lawsuits, including
$46.5 million for the relators. In announcing the settlement, the Attor-
ney General touted a new website through which additional whistleblow-
ers in the mortgage-servicing arena are invited to come forward.'®

*  Despite serving forty months in federal prison for his role in the underly-
ing fraud, former UBS banker Bradley Birkenfeld obtained a $104 mil-
lion award from the IRS’s non-FCA whistleblower program in September
for reporting tax evasion at the bank.'®

Legislative Protection for Whistleblowers

As described above, President Obama signed the Whistleblower Protec-
tion Enhancement Act of 2012 into law on November 27, broadening exist-
ing protections for federal workers who disclose evidence of fraud.

Whistleblower-Friendly Developments in the Courts

Courts reviewing whistleblower suits in 2012 eased whistleblowers’ abil-
ity to litigate their claims and further opened the door for federal employee
whistleblowers. The D.C. Circuit announced a significant procedural victory
for whistleblowers in United States ex rel. Schweizer v. Océ N.V.,'®* curtailing
the power of the government and the defendant to settle a case over the rela-
tor’s objection. In such circumstances, the government must now convince
the court “after a hearing, that the proposed settlement is fair, adequate, and
reasonable under all the circumstances.”'® It handed whistleblowers another
win in United States ex rel. Davis v. District of Columbia,"®® holding that a
relator can qualify as an original source as long as the relator provides infor-
mation to the government prior to filing suit, even if there has already been
some public disclosure of relevant information. Further expanding the popu-
lation of potential relators, in Little v. Shell Exploration & Production Co.,"s’
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the Fifth Circuit joined the Tenth and Eleventh Circuits in holding that a
government employee can sue under the FCA’s qui tam provisions.

Other Key Developments and Trends in 2012

Ongoing DOJ Involvement After Declining To Intervene. Under pressure
from courts to make intervention decisions with regard to qui tams more
quickly, the DOJ is increasingly seeking to keep its options open even
after declining to intervene."® When declining intervention, the DOJ
now regularly states that it is not intervening “ar this time,” suggesting it
could decide to intervene later. It has also filed statements of interest in
connection with motions to dismiss that ask courts to dismiss the case
without prejudice to the United States. Accordingly, companies must be
prepared for ongoing DOJ investigations and interest even after a formal
declination.

Focus on the Pharmaceutical Industry. As in the last several years, the DOJ
continues to focus on the pharmaceutical industry.

—  As described above, 2012 saw a large number of significant settle-
ments with pharmaceutical companies. The federal exclusion regime,
pursuant to which the government can exclude pharmaceutical and
other companies from federal healthcare programs, fuels these huge
settlements, imposing tremendous, unsustainable costs on healthcare
manufacturers and the U.S. economy. Such enforcement almost in-
variably avoids the courts, and therefore companies and individu-
als lack clear rules for compliance, while those who can risk testing
the government’s case are often quite successful, demonstrating the
weakness of the government’s cases. Magnifying the enormous lever-
age afforded by the threat of exclusion is the fact that numerous phar-
maceutical and medical device companies sell a significant portion of
their products to beneficiaries of federal healthcare programs—and
exclusion therefore could be a death blow for a company. At the same
time, exclusion is a sub-optimal outcome even for the government,
because it would have the effect of depriving program participants of
access to valuable medications and devices.'®

—  The Department of Health and Human Services has indicated that it
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intends to increase scrutiny of the pharmaceutical industry in 2013,
including by auditing several companies regarding their drug pricing
policies."” Such audits could translate into additional FCA cases in
the future, including those that focus on Medicare fraud or off-label
marketing.

Use of Debarments and Suspensions of Government Contractors. Agencies
have come under increasing pressure to use debarment and suspension as
an additional way of punishing government contractors. Suspension or
disbarment can be devastating to those companies that conduct signifi-
cant government business, and can be imposed on those who violate the
FCA or who merely fail to disclose “credible evidence” of a violation of
the FCA."" Congress has been pushing agencies to make more aggressive
use of suspension and disbarment, including by requesting that GAO
investigate the Defense Department’s processes for identifying compa-
nies subject to disbarment or suspension.”* In the current environment,
it is more important than ever for companies to be alert to disclosure
obligations and evaluate the risk of debarment along with other possible
outcomes of fraud allegations.

Continued Expansion of the Implied-Certification Theory of FCA Liability.
Last year’s Year in Review noted an expansion of the implied-certifica-
tion theory of FCA liability, with the First and Third circuits joining six
others that had previously embraced the theory. That trend continued
in 2012, with qui tam relators and the DO]J pursuing cases based on
implied certification. Recent assertions of the false-certification theory
demonstrate a willingness by the DO]J to pursue the FCA’s treble dam-
ages and penalties over what often appear to be mere differences in the
interpretation of contractual terms or regulatory requirements. The DOJ
settled or intervened in false-certification cases in a variety of sectors
throughout the year, and examples are discussed throughout this Year in
Review, including the Flagstar Bancorp settlement, the complaint against
Wells Fargo Bank, the settlement with Gunnison Energy Corporation,
and the intervention in the suit against American Commercial College
Inc. The D.C. District Court in particular has been accepting of these
cases,'”” and rulings favorable to the government promise heightened risk
for contractors operating in contractual or regulatory gray areas.
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Push for Broader Settlements. As the DOJ has become more aggressive in
pursuing implied-certification theories of FCA liability, companies ne-
gotiating settlements with the DOJ have sought greater protection from
potential FCA claims. The most noteworthy example of this trend is the
national mortgage settlement described above, which included a broad
settlement of FCA claims based on certain covered conduct. Such settle-
ments are likely to be tested in the coming years.

Tips for 2013

Arbitration of Retaliation Claims. Many relators bring qui tam suits that
include claims that they were illegally retaliated against in connection
with their whistleblowing, in violation of the FCA. Such retaliation
claims can proceed even if the underlying suit proves meritless. These
claims may be subject to arbitration under certain circumstances, how-
ever, based on the terms of the employee’s contract. United States ex rel.
Hepburn v. Northrop Grumman Systems Corp.,"*

recent example of a court enforcing an arbitration clause. Companies

discussed above, is one

should review their employment agreements to ensure that retaliation-
based claims are subject to arbitration, thereby speeding resolution and
reducing the costs associated with litigating qui rams.

FCA Compliance Programs. With heightened FCA enforcement activity by
the DOJ, increased awareness in the relators” bar of sizeable recent settle-
ments, and continued fallout from the financial crisis, companies who do
business with the government are increasingly asking what they can do to
reduce or mitigate their potential FCA exposure. While any company that
does business with the government faces potential FCA liability, companies
may find it is a good time to review their FCA compliance programs and
consider implementing additional measures to limit risk.

—  Basic Steps. Any company can implement these relatively low-cost
methods to reduce or mitigate potential FCA exposure: (1) hold reg-
ular, companywide fraud prevention training, which can be stand-
alone or added to existing training programs; (2) maintain an inter-
nal whistleblower hotline, including a system to investigate issues
and to protect whistleblowers from retaliation; (3) issue regular re-
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minders of company email use policies to prevent casual and careless
statements that could be misinterpreted or taken out of context; and
(4) Deliberately handle employee separations by conducting detailed
exit interviews for high-risk employees and carefully crafting sever-
ance packages.

Maintain Positive Employee Relations. Good morale and company
loyalty may be the best means to prevent disaffected employees from
filing qui tam complaints that lead to frivolous but expensive litiga-
tion. Employee benefits, such as employee assistance programs to
provide aid for dealing with personal issues, may mitigate incentives
to bring frivolous suits.

Risk-Based Strategies. In addition to the basic steps, companies fac-
ing moderate potential FCA liability may consider incorporating
risk-based FCA strategies in their operations. For example, acting
deliberately when dealing with ambiguous laws, regulations, and
government contracts; seeking expert opinions as necessary; and
maintaining meticulous records of the company’s decision-making
process. Formal risk assessments should also consider the potential
FCA implications of decisions made in uncertain regulatory regimes.

An Advanced Program. Companies with a high risk of FCA liability,
such as pharmaceutical companies, financial institutions, and those
in other heavily regulated industries, are increasingly considering tar-
geted, intensive efforts for high-risk lines of business (generally those
involving government programs, government-guaranteed products,
or government contracts). Employees in these high-risk lines of busi-
ness may receive specific, recurring anti-fraud training. These lines
of business may also be subject to heightened oversight by compa-
nies’ legal and compliance departments. Finally, organizations within
these companies may be tasked with a systematic, periodic review of
risks based on trends in FCA enforcement and/or audits of particular
business activities.

Any or all of these steps can help to create an effective compliance pro-
gram and legal strategy that will help prevent FCA allegations, limit po-
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tential damages if a suit is filed, and serve as a positive equitable factor in
the eyes of the DOJ or a court.

CONCLUSION

FCA activity promises to continue unabated into 2013.
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