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l. Introduction: History and Proliferation of False Claims Actions

A Evolution of the False Claims Act

The federal False Claims Act was enacted in 1863 to stop war supplies procurement fraud
during the Civil War.* The original Act provided for a civil forfeiture of $2,000 for every
violation plus double the damages suffered by the government. In addition to authorizing the
federal government to pursue violators, the Act permitted private citizens to bring civil actions in
the name of the government in return for a share of any recovery—the so-called qui tam
provision. Despite its incentives, the Federal False Claims Act received only sporadic use until
Congress’ amendment of the Act in 1986 expanded whistleblowers’ shares of recovery and
protected them from retaliation by an employer.? As a result, federal False Claims complaints
increased from 33 in 1987 to 533 in 1997.% Between 1986 and 1993, the federal government
recovered a whopping $1.45 billion under the Act. Of this, approximately $400 million, almost
one-third, was recovered from suits initiated by private qui tam plaintiffs.*

The success of the 1986 Amendment to the Federal False Claims Act has spawned
numerous “Baby” False Claims Acts among states. Commencing with California in 1987, the
following nine states plus the District of Columbia have enacted False Claims Acts to address
fraud against state and local government agencies: California, Delaware, Florida, Hawalii,
Illinois, Massachusetts, Montana, Oklahoma, Tennessee, and Virginia.> These “Baby” False
Claims Acts are largely modeled after the federal False Claims Act, although some differ in
various respects from their federal counterpart. Thus, much of the growing case law interpreting
the federal Act can be used as a precedent in state False Claims actions. Additionally, there is

pending false claims act legislation in the following 15 states: Alabama, Alaska, Colorado,



Connecticut, Kansas, Maryland, Mississippi, Missouri, Montana, New Jersey, New York,
Oklahoma, Pennsylvania, Texas, and Washington.®

Although the largest Federal False Claims recoveries historically have come in the Health
Care and Aerospace Industries, the increased use of the federal Act since 1986 and the recent
emergence of state “Baby” False Claims Acts is fueling a proliferation of False Claims actions
by both the federal and state/local governments arising out of construction projects.

B. The California Experience

As explained above, California was the first state to enact a False Claims Act, in 1987.7
The California Act largely mirrors the federal Act, expanding its coverage slightly in certain
areas. Beginning with the new millennium, a number of California local government agencies
began aggressively using the Act via complaints and counterclaims against prime and
subcontractors on public works.

For example, in 2001, a jury awarded $30 million in damages and penalties against prime
contractor, Tutor-Saliba-Perini, JV (“Tutor”), for violating California’s False Claims Act and
unfair competition laws. This judgment in favor of the Los Angeles County Metropolitan
Transportation Authority (“MTA”) was increased to over $60 million by awarding $31 million in
attorneys’ fees to MTA as the prevailing plaintiff under the False Claims Act.® The MTA’s false
claims counterclaim had been filed in response to Tutor’s $16 million construction claim for
extra work concerning the project.® Although this judgment was reversed by the court of appeals
on January 25, 2005, due to procedural infirmities by the trial court against Tutor, it
demonstrates the potentially devastating impact of the False Claims Act to contractors.

In 2001, Dillingham filed a $5 million construction claim against City and County of San

Francisco, which then filed a counterclaim against Dillingham alleging False Claims Act



violations. San Francisco claimed that several of the minority business subcontractors
Dillingham listed in its bid on a SF Airport project were not legitimate minority contractors and,
thus, every Dillingham progress payment application was a false claim. Dillingham’s response
was, in part, that it listed these subcontractors because they had been certified by San Francisco’s
Human Relations Department as legitimate MBE’s. Although San Francisco ultimately
dismissed its counterclaim, the substantial expense of defending against this counterclaim and
another false claims action by County of Los Angeles contributed to Dillingham’s bankruptcy
filing in early 2003.%

In 2002, San Francisco sued Tutor alleging False Claims Act and Civil RICO violations
in connection with nearly $1 Billion of SF Airport construction contracts. The allegations
included similar MBE/WBE subcontractor allegations to those claimed against Dillingham on
the separate SF Airport contract, above. These claims against Tutor are pending as are
California False Claims Act claims by a number of other local agencies against contractors
throughout California.

These examples demonstrate an alarming trend for contractors--as more local public
agencies become educated about the California False Claims Act, their use of the Act in
litigation both affirmatively and in response to contractor claims, is exploding.

1. Basic Elements of A Civil False Claims Action

A Elements

The federal False Claims Act imposes civil liability on any individual or entity (including
local government entities) who (1) knowingly presents or causes to be presented, to the federal
government, (2) a false claim for payment, or a false record or statement to get a false claim

paid."* The Act also makes it illegal to conspire to defraud the government by getting a false



claim allowed or paid. This latter basis of liability is not insubstantial. It can be used to add
individual defendants who are involved in submitting a claim, in addition to their contractor
companies.

The Act covers false claims or statements made directly to the federal government on a
federal public works project. It also covers other projects, whether administered by a private
entity or state or local government, which are using federal funding for a portion of the project.”
Thus, state or local public works projects receiving partial federal funding from agencies such as
the Department of Transportation or Department of Education can form the basis of federal
and/or state False Claims actions.

1. Scienter

“Knowingly”, under the Act, means made with actual knowledge that the claim is false,
or with a deliberate or reckless disregard of the truth or falsity of the information.”® Proof of
defendant’s specific intent to defraud is not required.™

2. “Claims” Covered

The statute broadly defines a covered “claim”:

...any request or demand, whether made under a contract or
otherwise, for money or property which is made to a contractor,
grantee, or other recipients of the United States....”

The most obvious examples of false claims covered by the Act are false invoices,
progress payment applications, change order requests, and requests for equitable adjustment.*

A false-claims action may not be based upon a contract dispute involving professional
judgment (i.e., engineering or construction management). See U.S. ex rel. Alva Bettis v.
Odebrecht Contractors of California, 297 F. Supp. 2d 272 (2004) (no basis for imposing FCA

liability based upon faulty or mistaken engineering judgments). In Odebrecht, a qui tam plaintiff



sued a contractor under the federal False Claim Act, alleging that the contractor's differing site
condition claim violated the Act because the contractor intentionally underestimated the amount
of unsuitable material it expected to encounter at bid time and overestimated the actual amount
encountered in submitting its claim. In response, the court noted, “the debate over [the
contractor's] entitlement to additional money for differing site conditions is nothing more than a
contract dispute between the parties...” which is not actionable within the meaning of the FCA."

Similarly, disputes over statutory interpretation cannot form the basis of a false claim
action. In U.S. ex. rel. Siewick v. Jamieson Science and Engineering, Inc., the court further
explained why simple contract disputes do not rise to the level of an FCA violation:

Disputes arise between the government and its contractors every
day. Contractors do not win every penny they claim. On Siewick's
theory, any contracting party that misunderstands its legal
entitlements and therefore fails to recover on an invoice in full
would be liable under the False Claims Act—except in instances
where it was unaware of the facts that led to its failure to recover in
full. This is not a prescription for fair or efficient contracting.*®

At least one court has stated that a representation of legal opinion, as opposed to a
statement of a fact, is not liable under the federal Act.”

Since the False Claims Act involves proof of a variant of fraud, claimants must plead the
circumstances constituting the fraud with particularity pursuant to Federal Rule of Civil
Procedure Rule 9(b).?

3. False Records or Statements Supporting False Claims

The second basis for liability under the Act—making a false record or statement to get a

false claim paid—substantially expands the scope of conduct for which the contractor may be

liable. For example, whereas a bid has been held by at least one court to be an offer, not a

“claim” under the Act,* a false statement in a bid which results in the public agency awarding a



contract to a contractor could be determined to be a “false statement to get a false claim paid”
and thus trigger liability.?? Similarly, while a representation as to percentage of completion of
work, alone, would not be a false claim, when it is submitted in support of a request for payment,
such as a progress payment application, it may become a false statement in support of a claim for
payment and trigger liability under the Act. Consequently, a contractor who “front-end loaded”
its progress for payment applications has been held liable under the Act.?

4. Materiality and Justifiable Reliance

Although not expressly mentioned in the Act, most courts have held that the false claim
or statement must be material. In other words, the False Claims Act plaintiff must prove that the
false component or nature of the claim was material to the claimant’s right of entitlement—that
due to the false component or false nature of the claim, the government could and would
reasonably refuse to pay the claim.* If the government paid the claim, it must also allege
justifiable reliance and the specific damage caused by the submission of the claim.? If the
government did not pay the claim, but the false claim or statement nevertheless was material in
nature, then defendant still can be liable for civil penalties under the Act for each false claim or
statement. As explained below, these penalties can add up to a substantial amount.

A corollary to the above elements of materiality and reasonable reliance is that in most
circuits the Government’s knowledge of the truth of the representation at the time it was made
defeats the false claims action.?® Stated in different terms, a claim cannot be false under the Act
if the government knows and approves of the inaccurate particulars of the claim before that claim
is presented to the government by the defendant contractor.”

There is some disagreement (and, perhaps, confusion) among the federal circuits as to

whether the government must prove that the false claim or statement caused actual injury.?



However, it seems clear that a false claim action by the government may recover civil penalties
as long as the false claim or statement was material in nature even if plaintiff government does
not prove that it suffered damage as a result of the fraud.”

5. Measure of Damage

As a general rule, the measure of the government’s damages would be the amount it paid
out by reason of the false statements over and above what it would have paid if the claims had
been truthful.® For example, if the false claim were an overcharge, the damage would be the
amount the government would have paid had the claims been truthful. In cases in which the
fraud consists of a defective product, the proper measure of damage generally is the cost to repair
or replace the product.®* However, as explained below, in the case of fraud in the inducement to
contract, some courts have found that the recoverable damages equal the entire value of the
contract. Most courts, however, will be reluctant to allow the government to recover the full
amount of the contract where it has received something of value under the contract from
defendant.

I11.  Civil Remedies Under the False Claims Act

The federal False Claims Act provides for Civil and Criminal remedies for violations of
the Act. Criminal remedies include imprisonment for up to five years, restitution of amounts
lost, and a fine of up to $11,000 per false claim.*

Civil remedies available to the government for violations of the Act include treble
damages and penalties of not less than $5,500 or more than $11,000 per false claim and false
statement/record.*®* Courts have almost uniformly held that imposition of these penalties is
mandatory under the Act.** The remedies available under the Act are cumulative. Thus, the

contractor may be, and often is, held liable for both damages and penalties. As demonstrated in



the MTA v. Tutor-Saliba-Perini case, the exposure to penalties, alone, can run into the millions
of dollars due to the stacking of false statement penalties.

Incidental injury to a contractor from an adverse False Claims judgment can be even
worse than the substantial monetary punishment. For example, violators of the False Claims Act
often will be subject to debarment or other disqualification from bidding public works projects
by federal and/or state and local governments. This can have a devastating effect on contractors
who are dependent on public works programs for their financial viability.

IV.  Current Issues Involving False Claims Actions

A False Statements Inducing a Contract

False statements by a contractor which are material to the government’s decision to enter
into a contract with the contractor violate the Act and may expose the contractor to substantial
damages. Much of the information completed by the contractor in its bid submission arguably is
material to the government agency’s decision to award the prime construction contract. Classic
examples of false statements in bid submittals are statements of qualifications, licenses and other
experience requirements of the bid documents. However, other bidding and contracting
requirements that can be problematic are MBE/WBE subcontractor listings, and insurance and
bonding coverage. Thus, failure to meet contract insurance and bonding coverage requirements
such as adding the owner and its consultants as additional insureds or obtaining a payment bond
in the proper amount from a surety properly admitted in your state may form the basis for a False
Claims Act complaint.

The consequences of committing fraud inducing a government entity to enter into a
contract can be particularly harsh under the Act. Several courts have held that a contractor’s

false statement inducing the government to enter a contract can, in appropriate circumstances,



expose the contractor to liability for the entire value of the contract. These courts reason that
each claim for payment following fraud inducing a contract would not have been paid absent the
initial fraud and, thus, each request for payment constitutes a false claim.* For example, in
Island Park,* village officials notified specially selected homeowners how to apply for
subsidized HUD homes so that their applications would be received before any applications that
might have been received by black homeowners.*” The court determined that “the number of
assertable False Claims Act claims is measured by the number of fraudulent acts committed by
the defendant,” and that “a separate claim for liability under the False Claims Act exists with
respect to each monthly mortgage subsidy claim submitted.”® As such, the defendants were
found liable for each mortgage subsidy claim that the mortgagees submitted as a result of the
village’s conduct.*

Despite these cases, it appears likely that most courts would credit the contractor for the
value of its performance under the contract created for the owner and, thus, limit a contractor’s
liability for damages to the government’s extra costs to satisfactorily complete the project.
However, even these courts may impose monetary penalties against the contractor for each false
claim and statement made to the owner. If every progress payment application following fraud
in the inducement is viewed as a false claim, the resulting penalty exposure can be substantial.

B. Implied False Certifications

There is a split of authority as to whether a claim submitted for payment is a false claim
when the claim, itself, is not facially false, but the work for which payment is sought violates a
contract obligation, federal statute or regulation. Courts finding that such claims violate the Act
reason that such claims “impliedly certify” compliance with all material contract terms or

statute/regulations even though they may not expressly certify them.



Given the morass of express contractual and code requirements involved in construction
contracts, implied false certifications raise tremendous potential exposure for contractors under
the False Claims Act. Every progress payment application involving work that does not meet a
specification or applicable building code requirement is transformed into a potential false claim.

Cases holding that a violation of a contract obligation, statute or regulation can serve as
the basis for liability under the Act even in the absence of a facially false claim are based on the
expansive view that the False Claims Act was intended to cover both false claims and situations
where a claimant engages in conduct contrary to their agreement with the purpose of inducing
payment by the government.

A number of courts that recognize this “implied certification” basis of liability under the
Act nevertheless limit its application in the case of violations of statute or regulation to situations
in which the government’s payment is expressly conditioned (e.g., in the contract) upon
certification of compliance with the second statute or regulation.*

Cases rejecting implied certification as a basis for liability under the Act reason that to
hold otherwise would potentially permit liability for every document or request for payment
submitted to the government, regardless of whether the submitting party was aware of its
noncompliance.*

C. Minority Business Enterprise Subcontractor Issues

False Claims actions alleging contractor fraud concerning compliance with MBE/WBE
bidding requirements has been a growing basis for government complaints against both prime
and subcontractors. Typically, these claims allege that one or more MBE subcontractors listed in
a prime contractor’s bid to meet minimum minority subcontracting requirements were, in fact,

not true minority firms, but “fronts” secretly owned and operated by white males in order to
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subvert the local minority hiring regulations. The local government agency often sues both the
alleged MBE “front” subcontractor and the prime contractor who included the subcontractor in
its bid, as defendants to the false claims action.

The MBE/WBE False Claims cases raise a number of controversial legal issues, several
of which are currently pending resolution in the California courts. First, to the extent the local
MBE/WBE regulation is unconstitutional (California, for example, passed a state constitutional
amendment in 1997 which prohibits such affirmative action regulations), can the government
sustain its burden of proof that the alleged misrepresentation was material if it concerned the
contractor’s compliance with an unconstitutional regulation or ordinance?

Public entities contend that two doctrines preclude contractors from arguing the
unconstitutionality of a statute as a defense to a false claims action. First, they argue the doctrine
of Constitutional Estoppel, often citing Fahey v. Mallonee (1947) 332 U.S. 245. However, the
Supreme Court's later opinion in Kadrmas v. Dickinson Public Schools (1988) 487 U.S. 450, 456
discusses serious limitations to the applicability of the Constitutional Estoppel Doctrine in
Fahey. As Justice Sandra Day O'Connor explained in Kadrmas:

Fahey was a shareholders’ derivative suit in which a savings and
loan association created under an Act of Congress sought to
challenge the constitutionality of that same Act. This Court
refused to consider the challenge, saying: ‘It would be difficult to
imagine a more appropriate situation in which to apply the doctrine
that one who utilizes an Act to gain advantages of corporate
existence is estopped from questioning the validity of its vital
conditions.’®

Thus, the doctrine of constitutional estoppel is limited to where the party challenging a
statute has benefited in its very corporate existence by virtue of the statute. Since most

contractors do not owe their very corporate existence to a MBE/WBE Ordinance, the Doctrine of

Constitutional Estoppel is inapplicable to this situation.
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Second, some public entities have argued that the United States Supreme Court's holding
in Dennis v. United States, 384 U.S. 855 (1966) precludes a contractor from defending itself
against claims of its fraud by attacking the very statute it fraudulently sought to exploit. The
petitioners in Dennis had been indicted for criminally conspiring to obtain NLRB services for
their union by filing false “non-Communist” affidavits. They sought to set aside their criminal
convictions on the grounds that the law prohibiting Communist Party membership was
unconstitutional. The Supreme Court refused to hear the challenge because petitioners had been
charged with “an effort to circumvent the law and not to challenge it.”*

However, the Ninth Circuit in Goland v. United States (9th Cir. 1990) 903 F.2d 1247
held that the rule set forth in Dennis is confined to criminal cases and does not apply in civil
actions.” Goland further called into question whether the Dennis doctrine even remains good
law.*

Contractors further argue that the Dennis rule is inapplicable where the invalidity of the
underlying law defeats an element of the charged offense.*” Justifiable reliance is an element of
fraud, e.g., BP Alaska Exploration, Inc. v. Superior Court (1988) 199 Cal. App. 3d 1240, 1264
(“An indispensable element of fraud is a right to rely on the misrepresentation alleged.”)
(emphasis added). Thus, Contractors argue that the public entity cannot meet its burden to prove
it had the legal right to rely on representations relating to compliance with a void Ordinance.

Contractors also maintain that, under established case law, unconstitutional statutes must
be treated as though they never existed and, thus, how can one be sued for falsely representing its
compliance with a regulation or statutory requirement that legally could never have been

imposed?* Logic would appear to dictate that the government cannot prove that the false claim
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or statement was material, or that it reasonably relied on same, when the misrepresentation itself
concerned compliance with a requirement that was unconstitutional.

The MBE/WBE cases also raise questions about the scientor requirement under the False
Claims Act. As explained further below, several federal cases indicate that a prime contractor is
not obligated to independently evaluate a subcontractor’s claim before passing it through, but
must have a good faith belief in the truth of the claim. Presumably, a prime contractor has some
duty to obtain information about a subcontractor prior to including it in its bid. The extent of
that duty remains to be defined by the courts. The extent of the contractors’ duty in the case of
MBE/WBE’s is further complicated by the fact that these minority action programs often require
that contractors select the MBE/WBE contractors from a list pre-approved (“certified”) by the
public agency. If the public agency investigated and certified the subject MBE/WBE
subcontractor, how can the prime contractor be found to have been in reckless disregard of the
fact that the subcontractor was in fact a “front”? Again, many of these issues are pending
decision by courts in California.

D. The Prime Contractor’s Subcontractor Pass-Through Dilemma

Subcontractors on construction projects generally are required to submit their contract
claims to the prime contractor which then, in turn, submits (“passes-through”) to the project
owner the portions of the claims for which the owner may be responsible. This standard
construction contract protocol creates several issues concerning the False Claims Act. First, it is
clear under the Act that the subcontractor may be liable to the government for a false claim or
statement under the Act even though the subcontractor did not submit its claim directly to the

government.®
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However, the prime contractor’s potential liability for submitting the subcontractor’s
false claim and/or statement is a bit less defined under the Act. Is the prime contractor obligated
to independently investigate and/or evaluate the claim? At least one court has held that a prime
contractor’s good faith belief that the subcontractor’s claim was truthful is sufficient to protect
the prime contractor from liability under the Act.>* The author is aware of no decision requiring
a prime contractor to independently investigate each of its subcontractor’s pass-through claims
for its truthfulness. However, if the prime contractor has reason to believe that a portion of its
subcontractor’s claim is not truthful, it should investigate this and, if it finds it to be false, refuse
to pass-through that portion of the claim.

E. “Counting’ the Penalties (the Excessive Fines Issue)

The False Claims Act contemplates that multiple monetary penalties may be awarded in a
single case. Where multiple false claims for payment are submitted to the government at one
time, the courts generally have interpreted the Act to require one penalty per false claim.
However, a significant issue exists as to how many penalties may be awarded, or “stacked,”
related to a single false claim where numerous false statements support it. In other words, a
single false statement submitted in support of a false claim may be repeated in various letters and
invoices 20 times on a project. Does this entitle the government to recover 21 penalties related
to a single false claim (and one repeated false statement)?

The Sixth Circuit recently answered this question, holding that when one false claim is
repeated in multiple cost reports the defendant can be penalized for each cost report.>® In the
case before it, the Sixth Circuit upheld a civil penalty of $100,000 where each of 20 cost reports

submitted by the defendants included a false implied certification that the defendants would
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comply with Medicare regulations.®® As such, the defendant was penalized $5,000 for each of its
20 false cost reports.

On the other hand, the Court of Claims has held, at least under the circumstances of the
case before it, that false records “do not equate to separate penalties when the records and the
claim support the same false demand for money.”* There, even though the contractor provided
the government with multiple government delivery forms for each defective howitzer delivered,
the court held that the number of penalties would likely be one for each howitzer with a
government form that was submitted after the contractor became aware that its subcontractor was
not performing its required inspections.> This approach was used rather than penalizing the
contractor for each and every delivery form that it provided the government, which would have
been multiple times the number of howitzers actually delivered. Furthermore, even though the
contractor had submitted false records in support of its false claims, the court did not find that
these records warranted separate penalties because they supported the same false claim as the
delivery forms.*® A similar approach hesitating to assess multiple penalties for false statements
in support of false claims has been taken by a number of other courts.”’

Court decisions assessing multiple monetary penalties against a defendant for false
statements relating to a single false claim may be subject to Constitutional challenge under the
Excessive Fines Clause of the Eighth Amendment to the United States Constitution. The Eighth
Amendment provides that “[no] excessive fines [shall] be imposed....”

In 2001, the Ninth Circuit ruled that civil sanctions and treble damages awarded under
the False Claims Act are subject to the Eighth Amendment's requirements because they are
punitive in nature.® “A fine is unconstitutionally excessive if (1) the payment to the government

constitutes punishment for an offense, and (2) the payment is grossly disproportionate to the
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gravity of the defendant's offense.”® In United States ex rel. Smith v. Gilbert Realty Co., 840
F.Supp. 71 (E. D. Mich. 1993), a civil penalty of $290,000 was imposed where the False Claims
Act violations resulted in actual damages of $1,630. The court held the civil penalty to be
constitutionally excessive, however, and reduced it to $35,000.

V. Strategies For Limiting False Claims Exposure:

A Suggested Contract Landuage

It is often impossible for a contractor to modify the prime contract terms during
negotiations with a public entity. However, a prime contractor can often insert language into its
progress payment applications, change order requests and claims that can help limit its exposure
under the False Claims Act. For example, the contractor should attempt to add language to its
payment applications that its representations as to the progress of its work are estimates and
opinions made to the best of its ability, that owner’s representative will make its own
independent assessment of the progress without regard for contractor’s progress estimate, and
that contractor thus cannot guarantee the accuracy of its estimate.

Contractor on public works projects also should attempt to add language to their payment
applications, change order requests and claims that contractor makes no representations other
than those expressly stated in the document and therefore does not impliedly represent or certify
compliance with other contract terms, regulations or statutes in addition to those expressly
mentioned in the payment application, change order request, etc.

Prime contractors should modify their subcontracts and material supplier contracts in
several respects to protect themselves from subcontractor/supplier pass-through false claims
exposure. First, subcontracts should contain an express warranty by the subcontractor that, if it

claims status as a DBE/MBE/WBE, it shall take all steps and provide all documentation
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necessary to assure that subcontractor is in compliance with the owner’s DBE/MBE/WBE
requirements. Subcontractor also must be responsible to see that all of its subcontractors or
material suppliers who are listed as a DBE/MBE/WBE meet all such requirements.

Subcontracts should also include in their indemnity provisions a clause indemnifying the
prime contractor against any False Claims Act liability caused by its subcontractors. The
subcontract’s indemnity clause might include a clause similar to the following to effectuate this:

Subcontractor shall defend, indemnify and hold harmless
Contractor, its officers, partners and representatives, from and
against any fines, penalties, assessments or damages imposed or
incurred on account of the violation of any law, rule, order,
regulation, ordinance or statute caused by, or contributed to,
arising out of, or in any way connected with the action, inaction,
statements and/or claims of Subcontractor and/or any lower tier
subcontractor or supplier.
Although many states preclude indemnification against one’s own intentional fraud, indemnity
clauses such as the above may protect the contractor from unintentional “reckless disregard”
liability under the False Claims Act.

Subcontracts also should include a clause whereby the subcontractor warrants that
subcontractor shall, prior to submittal to prime contractor, thoroughly analyze all payment
applications, change order requests, claims and statements in support thereof and by its
submission of same certifies that all information therein is true and accurate.

Prime contractors also should include in their subcontracts language by which it reserves
its right to review, obtain copies of, and audit any and all of subcontractor’s financial

information and documents concerning the project and any associated jobsite or home office

overhead expenses.
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B. Internal Performance Claim Controls and Audits

Contractors performing public works projects should establish internal procedures to
review every request for payment and to audit large payment requests and claims prior to
submittal. Such reviews and audits can be asserted in defense of allegations that the contractor
submitted the false claim in “reckless disregard” of the truth. Contractors also should have cost
tracking mechanisms in place to allow them to accurately track their actual costs of discrete
tasks, including extra work tasks, so they can prove their actual costs caused by specific impacts.

C. Use of Mediation, Settlement and Litigation Privileges During Claim Negotiation

Use of the mediation, settlement and/or litigation privilege to avoid False Claims Act
liability is extremely limited. Since nearly all construction contracts contain strict time deadlines
for submitting change order requests or other claims for additional compensation, such requests
virtually always are required to be submitted before a mediation can be arranged which would
trigger protection of the submission under the mediation privilege. However, if an early
mediation can be arranged, the broad coverage of a standard mediation privilege (preventing
from discovery, disclosure or admission into evidence any written document or oral
communication made for the purpose of the mediation) may be used to limit false claims
exposure by providing a forum for exchanging documents and negotiating claims under the cloak
of privilege protection from a later false claims action.®

The settlement privilege is much narrower and will not protect against false claims
actions. The standard settlement privilege only makes the settlement communication
inadmissible to prove a party’s liability as to the underlying dispute. It is admissible if used for
another purpose—i.e., proving that the communication, itself, constitutes a tort or actionable

false claim.®
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Likewise, a defendant cannot immunize itself from false claims exposure simply by
arguing that its claim or supporting statement was made in anticipation of a legal action and,
therefore, covered by the litigation privilege.®> Some states, such as California, have gone so far
as to specifically make the settlement privilege inapplicable to claims under the state’s “Baby”
False Claims Act.®®

D. Legislative changes

Efforts are underway on behalf of contractors in California to modify the “Baby” False
Claims Act to limit potential exploitation of the Act. For example, contractors are proposing
legislation that would require a special early evidentiary hearing by the court to determine
whether a false claims action has sufficient merit to allow it to proceed to trial. In particular,
contractors are concerned about public agency misuse of the Act as a litigation strategy to deter
legitimate contractor claims, rather than its intended use to discourage false claims.

California’s statute allows defendants prevailing under a false claims action to recover
their attorneys’ fees but only if the court finds the claim to be “clearly frivolous...or brought
solely for the purposes of harassment.”® Contractors are likely to push for a more reciprocal
“prevailing parties” attorneys’ fees recovery clause in the statutes to level the false claims
playing field and discourage unsupported false claims actions by public agencies. It is also likely
that we will see further judicial, and perhaps legislative, efforts to clarify and limit the multiplier

effect of penalties for statements in support of false claims.
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! A congressional committee formed to investigate war fraud found “*an astounding

amount of fraudulent activities...” For sugar it [government] often got sand; for coffee, rye; for
leather, something no better than brown paper; for sound horses and mules, spavined beasts and
dying donkeys; and for serviceable muskets and pistols, the experimental failures of sanguine
inventors, or the refuse of shops and foreign armories.” Fred Albert Shannon, The Organization
and Administration of the Union Army, 1861-65, pp. 55-56, 58 (P. Smith 1965) (quoting R.
Tomes, Fortunes of War, 29 Harper’s Monthly, 228 (July 1864).

2 Amendments to the Act in 1943, and subsequent court decisions giving a restrictive
interpretation of the amended Act, together with increases in the magnitude of fraud against the
Government, caused considerable pressure on Congress in the 1980’s to take action. A three
volume report by the General Accounting Office in 1981 concluded that there was extensive
fraud being practiced against the Government due to the expanded number and variety of Federal
programs. General Accounting Office, A Fraud in Government Programs: How Extensive Is It?
How Can it Be Controlled, pp. 1-15 (1981).

3 John T. Boese, Civil False Claims and Qui Tam Actions, p. 1-4 2003-1 Supp. (Aspen
Law & Business 2003).

4 U.S. Senate., 103 Congress, First Session S. 841, The False Claims Amendments Act of
1993: Hearing Before the Subcommittee on Courts and Administrative Practice of the Committee
on the Judiciary, September 9, 1993 (U.S. G.P.0O. 1994).

> States with False Claims Acts include: California (Cal. Gov’t Code §8§ 12650-12655
(2004)); Delaware (6 Del. Code Ann. 88 1201 et seq. (2004)); District of Columbia (D.C. Code
Ann. 88 2-308.14 et seq.(2004)); Florida (Fla. Stat. Ann. 88 68.081-68.09 (2004); Hawaii (Hi.
Rev. Stat. Ann. 88 46-171 et seq. and Hi. Rev. Stat. 8§ 661-21 et seq. ); lllinois (740 Ill. Comp.
Stat. Ann. 88 175/1 et seq.); Massachusetts (Mass. Gen. Laws. Ann. Ch. 12, 88 5 et seq.(2004));
Montana (Mont. Code Ann. 8§ 17-8-231, 45-7-210); Nevada (Nev. Rev. Stat. 88 357.010, et seq.
(2004)); Oklahoma (Okla. Stat. tit. 21, § 358); Tennessee (Tenn. Code Ann. §§ 4-18-101 et seq.
(2004)); and Virginia (Va. Code Ann. §§ 8.01-216.1 et seq. (2004)).

In addition, the following states have false claims laws limited to health care contracts:
Arkansas (Ark. Code. Ann. § 20-77-911), Louisiana (La. Rev. State. Ann. §8 46:437.2A-440.3),
Michigan (Mich. Comp. Laws Ann. § 400.601), New Mexico (N.M. Stat. Ann. 88 27-14-1 to 27-
14-15), North Carolina (N.C. Gen. Stat. 88 108A-70.10 to 108-70.16), Texas (Tex. Hum. Res.
Code Ann. 88 36.0001-36.117), Utah (Utah Code Ann. §8§ 26-20-1 to 26-20-13), and
Washington (Wash. Rev. Code 8§88 48.80.010 (2000)). See Aaron P. Silberman, False Claims
Laws: What Every Public Contract Manager Needs to Know, Presented to the National Contract
Management Association (NCMA) World Congress in Orlando, Florida on April 27, 2004,
available at http://www.rjop.com/aps-falseclaimacts.pdf.

6 The states where legislation has been introduced to adopt false claims statutes, or to

amend existing false claims statutes are: Alabama (S.B. 24, 2001 Reg. Sess.), Alaska (S.B. 117
and H.B. 145, 22d Legis., 1st Sess.), Colorado (H.B. 1094, 62d Gen. Assem., 2d Reg. Sess.,
2000), Connecticut (H.B. 5758, 2002 Reg. Sess.), Kansas (S.B. 535, 79th Legis., 2002 Reg.

-20-



Sess., 2001), Maryland (S.B. 317, 416th Gen. Assem., 2002 Reg. Sess.), Mississippi (H.B. 44
and 45, 2002 Reg. Sess.), Missouri (S.B. 732, 90th Gen. Assem., 2d Reg. Sess., 2000), Montana
(Mt. D. 1089, 58th Reg. Sess., 2002), New Jersey (A.B. 2102, 211th Legis., 2004), New York
(A.B. 6266 and 9150, S.B. 1605 and 5217), Oklahoma (H.B. 2237 and S.B. 1437, 48th Legis., 2d
Sess., 2001), Pennsylvania (H.B. 1285, 185th Gen. Assem., 2001-02 Reg. Sess., 2001), Texas
(H.B. 400, 78th Legis., Reg. Sess., 2003), and Washington (S.B. 5435, 57th Legis., 1st Reg.
Sess., 2001). See Aaron P. Silberman, False Claims Laws: What Every Public Contract
Manager Needs to Know, Presented to the National Contract Management Association (NCMA)
World Congress in Orlando, Florida on April 27, 2004, available at http://www.rjop.com/aps-
falseclaimacts.pdf.

! Cal. Gov’t Code § 12650 et seq.
8 The work for the MTA was performed by a partnership of Tutor-Saliba Corp. and Perini
Corp. (Patrick Hoge, Contractor Loses Big Suit in L.A., S.F. Chron., August 3, 2001); see also
Paul Rosta, Judge’s Ruling Hits Tutor-Saliba, Engineering News-Record, July 16, 2001 at 12.

’ Matea Gold, MTA Suit Goes to Jury for Damages, L.A. Times, July 20, 2001.
10 Carolyn Said, Construction Giant Files Bankruptcy, Plans to Move, S.F. Chron.,
February 6, 2003; Dean Calbreath, Construction Firm Involved in Ballpark Files for Bankruptcy,
S.D. Union-Tribune, January 31, 2003; Jeffrey L. Rabin, Firm Accepts 20-year Ban on County
Work, L.A. Times, April 19, 2000.Carolyn Said, Construction giant files bankruptcy, plans to
move, San Francisco Chronicle, February 6, 2003.
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Consolidated Industries, Inc., 720 F.Supp. 919, 922-923 (N.D. Ala. 1989) (civil penalty is
available for knowing submission of a claim, but plaintiff must show actual damages to obtain
treble damages); United States v. Rapoport, 514 F.Supp. 519, 523-524 (S.D.N.Y. 1981)
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