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MOTI ON FOR LEAVE TO FI LE BRI EF

Taxpayers Agai nst Fraud Education Fund (“TAF") noves
for leave to file a brief as amcus curiae in support of
t he appel | ees, Al abama Departnent of Conservation and
Nat ural Resources (“DCNR’'), et al. The proposed brief is

bound together with, and follows, this notion.

Am cus TAF is a nonprofit public interest organization
| ocated in Washington, D.C. TAF is dedicated to educating
the | egal conmunity, the public, legislators, and others
about the various state and federal renedies for conbating
fraud agai nst the governnment, wth the goal of preserving
effective anti-fraud neasures that ultimtely serve to
protect taxpayers. The organization publishes educati onal
materials and participates in litigation as a qui tam
rel ator under state and federal False Cains Acts, and has
filed numerous briefs as amcus curiae in the state and

federal Suprenme Courts and in the federal Courts of Appeal.

Based upon TAF' s interest and experience, it intends to
address in its brief the limted issue of whether the

exi stence of an audit process vitiates the DCNR s ability



to place reasonabl e reliance upon fal se and fraudul ent

statenents nade to it by Exxon

An am cus brief on the issue of audits and reliance is
desirabl e because that issue has ramfications far beyond
the particular facts of this case and woul d pose an
especial threat to Al abanma taxpayers and ot her taxpayers
were such a rule to gain traction in the | aw generally.
Under such a proposed rule, taxpayers would be forced to
bear the cost either of fraud that renmai ned undi scovered in
the audit process and/or the cost of expanding audits to an
absurd | evel of thoroughness in order to mnimze (though

never elimnate) the occurrence of undetected frauds.

Due to TAF s extensive and broad-rangi ng experience in
litigating issues relating to fraud in governnent
contracting, amicus is in a position to offer insight and
perspective into the role of audit processes in governnent
contracts, the utility (or lack thereof) of such processes
in discovering intentional fraud, and the devastati ng
consequences that would arise from Exxon’s suggested rul e

that the presence of audit processes elimnates any



reasonabl e reliance on fal se or fraudul ent statenents nmade
by those who woul d deal with the governnment. \Wile the
parties thenselves may touch upon this topic in general,
the breadth of issues they nust address will necessarily
preclude a thorough discussion of this inportant question
of law. But given the potential ramfications of such a
rule on a plethora of future cases, it would serve the
Court well not to dive into such hazardous waters w thout a
nore detail ed consideration of the consequences. Am cus
ains to provide such additional assistance as it can to the
Court on this issue and thus add val ue above and beyond

that provided by the party briefs al one.

For the foregoing reasons, this Court should grant

TAF' s notion for leave to file a brief as am cus curi ae.
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STATEMENT OF THE CASE

This brief will narrowy address issues relating to the
reasonabl e reliance by the Departnent of Conservation and
Nat ural Resources (“DCNR’) on Exxon's fal se statenents and
om ssions notw thstanding their intention to subsequently
audit Exxon’s paynents. The relevant facts and hol di ngs of
the district court are set forth in its description of the
cl ear and convincing evidence that it found in support of
the jury's verdict on DCNR s fraud claim Post-Judgnent
Order (“PJO), March 29, 2004, at 20-38.

Havi ng seen and heard all of the evidence at trial and
recei ved extensive briefing, the trial court concluded that
Exxon “understood the plain | anguage of the | eases
correctly and consistently with the understandi ng of DCNR,”
and yet made a decision to underreport and underpay t hat
“was at once underhanded and chillingly rational, for it
was predi cated upon Exxon’s cal cul ation that defrauding the
State was a no-|lose proposition fromwhich Exxon stood to
realize huge profits.” PJO at 20-21 (citations

omtted). The ugly rationality of that schenme turned on



t he same Catch-22 that Exxon woul d now have this Court
enshrine into the |aw

On the one hand, the “anticipated risk of detection was
m ni scul e because Exxon knew it woul d depend upon the
limted capabilities of what the Condray package tellingly
termed the State’s ‘inexperienced regulatory staff and
processes.’” . . . [Exxon] knew that DCNR was grossly
understaffed, that it was already overextended auditing
Shel |, and that the vagaries, conplexities, and del ays
associ ated with the audit process likely would effectively
frustrate any revel ati on of Exxon’'s underpaynents for nmany
years to cone.” PJO at 22 (citations omtted).

On the other hand, the “downsi de associated with any
detection of its underpaynment was non-exi stent from Exxon’s
perspective: it was certain that the very nost it would
have to pay the State would be what it already owed, the
anount of its underpaynent.” PJO at 22. Essentially
counting on the State's inability to recover punitive
damages for fraud, Exxon deened it “far nore |ikely that
the State would be willing to settle for a fraction of

that; and, even if the State sued and won, Exxon knew t hat



its return on the nonies it wthheld would in any event
substantially exceed the 12% sinple interest penalty it
mght ultimately have to pay.” PJO at 22 (citations
omtted).

| ndeed, throughout the early stages of the contract and
even well into the litigation in this case, Exxon's
fraudul ent plan continued to be inplenented effectively.
Even after Exxon’s (dishonest) construction of the | ease
was reveal ed, Exxon was able to hide the fraudul ent intent
behi nd that construction and continued to suppress fromits
royalty reports “its free use of plant fuel while
mai ntai ning internal accounting codes reflecting that very
i nformati on, which Exxon knew the State wanted and expected
to see in the reports. . . . After the State managed to
extract Exxon’s confession that it was taking sone
| nper m ssi bl e deductions, Exxon continued to suppress the
speci fic nature and extent of those deductions even while
the State wenched that information from Exxon through
force of lawin this case.” PJO 28-29 (citations
omtted). Notw thstandi ng even an unexpectedly vigorous

audit by the State, Exxon’s schene successfully continued



to evade full discovery, and “many of the specific,

egregi ous deductions renai ned suppressed until the
deposition of Bremmer in COctober 2000 pursuant to the first
trial; and an even nore egregious set of deductions

remai ned suppressed until Exxon’s disclosures in Septenber
2003 on the eve of the second trial.” Id.

Exxon’s no-1ose schene threatened to derail not because
of any lack of trust reflected by the expected routine
audit procedures, but only because “the State, by nere
happenst ance, [nade] the unprecedented decision to bring in
an experienced and wel |l -equi pped group of external auditors
to oversee its oil and gas leases.” PJO at 22. What Exxon
deened a “negligible” risk — and what it would have this
Court elimnate as arisk inits entirety — was the
prospect of discovery of, and punitive danages for, its
fraudul ent schene. That risk, however, becane nore than
negligi bl e when the State proved “sufficiently vigilant in
pursui ng and investigating Exxon’s underpaynent as to
slowy and arduously west from Exxon — from 1996 t hrough
the present, the better part of a decade — the docunents

and evidence that lay bare not only the nature and extent



of Exxon’s underpaynents, but al so expose the conscious,
fraudul ent design behi nd those underpaynents.” PJO 22-23
(citations omtted). The jury's verdict and the trial
court’s order thus turned that mnimal risk into a
substantive reality, thwarting Exxon’s schene and deterring
future such schenmes, subject only to this Court’s rejection
or confirmation of Exxon’s initial fraud-inducing

ri sk/reward assessnent.

STATEMENT OF THE | SSUES

This brief will address the first issue raised by Exxon
on appeal: “Under Hunt and this Court’s other precedents,
was the evidence legally insufficient to support a fraud

verdict, and therefore to allow any punitive danmages?”

In particular, amcus wll Iimt itself to addressing
the subsidiary issue of whether the intent to perform and
t he actual perfornmance of a back-end audit precludes the
DCNR from reasonably relying on Exxon's fraudul ent
statenments and omi ssions regarding its royalty cal cul ati ons

and paynents?



SUMVARY OF ARGUMENT

The existence of routine audit procedures, such as are
present in this case and in essentially all governnent
contracts, are not a substitute for, and do not obviate,
reliance on the fundanental duties and prem ses of
integrity and honesty inposed by the |law of fraud. Rather,
audits are necessarily inperfect backstops that pronote,
but do not guarantee, such integrity and should be seen as
a conplenment to, not a replacenent for, reliance on the
honesty of representations made in the course of conmercia
dealings. Routine back-end audits anchor a systemthat can
nost succinctly be described, in the words of President
Reagan, as “trust, but verify.” Indeed, conbined with the
prospect of punitive damages for fraud, they provide nuch
of the justification for the “trust” conponent of that
systemin the first place, creating an incentive for
honesty and hence a reasonabl e basis for reliance on

representations made by parties to a governnent contract.

Such a systemfor pronoting trust and integrity through

routine audits and the deterrence of punitive danages woul d



be turned on its head by Exxon’s exaggerated extension of
this Court’s decision in Hunt Petrol eum Corp. v. State, 901
So.2d 1 (Ala. 2004). Exxon's proposition that the right or
Intent to audit renders it inpossible to establish
reliance, and hence fraud, would elimnate any possibility
of trust and gut the integrity-producing deterrence val ue
of audits and punitive damages for fraud. |[|ndeed, Exxon's
approach would (and did) affirmatively encourage fraud by
creating a no-lose situation where the upside of undetected
fraud is trenmendous and the downsi de of detection through
audit is little different than if the party had acted
honestly fromthe outset. Precisely as happened in this
case, parties would have the overwhel m ng incentive to
engage in even further fraud ainmed at frustrating the audit
process, knowing full well that if they were successfu

they could keep their ill-gotten gains and if they failed
they could sinply point to the successful audit as evidence
of no reliance, thus precluding any significant penalty

beyond payi ng what was properly due in any event.



Because virtually all substantial contracts, with the
State of Al abama and with all other governnents, involve a
right to audit, taxpayers would cease to be the
beneficiaries of mutually favorable contracts and i nstead
becone the guarantors of the integrity of those with whom
the governnent deals. Audits would cease to be sinply
prudent high-1level reviews of transactions conducted with
the perfectly reasonabl e assunption of integrity, and
I nstead be converted into the sol e assurance of honest
dealings with the governnent, with the risk of contractor
di shonesty resting alnost entirely and inevitably on the
governnent. Such an approach woul d guarantee that Al abama
t axpayers paid the price in cases where audits failed to
reveal a fraud agai nst the governnent, and woul d waste
t renendous resources as audits were forced to becone the
primary nmeans of assuring honest performance and hence to
beconme conprehensive forensic inquiries rather than spot-
checks pronoting an ot herw se generally sel f-supporting

system of comrercial integrity.



Were Exxon’s position accepted by this Court and
ot hers, both comon-|aw and statutory checks on fraud woul d
be severely underm ned. |Indeed, if applied in the context
of the False Clains Act (“FCA’) applicable to dealings
with the federal governnent, Exxon’s approach would
effectively gut the civil elenents of that act by making it
i npossi ble for the federal governnent to establish the
common-| aw el enents of fraud (incorporated into the FCA,
see United States ex rel. A+ Honecare, Inc. v. Medshares
Mynt. Group, Inc., 400 F.3d 428, 443 (6'" Cir. 2005)) for
even the nost egregiously false clains. Such a consequence
woul d be intolerable to governnents and to taxpayers and
hence, not surprisingly, Exxon cannot cite a single other
authority that has even entertained its approach regarding
the availability of audits vitiating reliance. Because the
results of Exxon’ s approach would |ikew se be intolerable
for Alabama and its taxpayers, this Court should reject
Exxon’s invitation to abolish the possibility of trust and

reli ance whenever an audit is invol ved.



ARGUMENT

NEl THER THE RI GHT NOR THE | NTENT TO AUDI T DEFEATS RELI ANCE

Relying on statenents in this Court’s earlier decision
in Hunt Petroleum Corp. v. State, 901 So.2d 1 (Al a. 2004),
Exxon woul d now have this Court rule that DCNR did not
reasonably rely on Exxon’'s fal se statenents and om ssi ons
because it intended to verify Exxon's paynents through a
back-end audit of the |eases. Exxon Br. at 55 (intent to
audit shows that “the State never sinply ‘trusted Exxon
to pay and report the correct anounts w thout

verification”).

That position is both an exaggeration of this Court’s
Hunt opinion and is dangerously wong in any event. Such a
view — that the intent to audit a party’ s perfornmance of
Its duties precludes any reasonable reliance on that
party’s representations regardi ng such performance — woul d
effectively declare open season for fraudul ent schenes
agai nst the governnent or against any party that naintai ned

such audit rights. Indeed, it would create a perverse and

10



overwhel m ng incentive for parties to attenpt to defraud

t hose who could audit because it woul d guarantee what Exxon
had | ong counted on — a no-lose situation where, if the
fraud was di scovered, the only downsi de woul d be to pay
what was owed at the outset. But if — through the
“vagaries, conplexities, and del ays associated with the

audit process,” PJO at 22 — the fraud were not discovered

it would be trenendously profitable.

Preci sely because of the perverse incentives that would
be created by the rule Exxon seeks, no court has adopted
it. Indeed, were such a theory generally incorporated into
the law of fraud, it would destroy any senbl ance of trust
and fair-dealing between governnments and those it deals
with, it would ensure that every transacti on becane an
adversarial relationship and a gane of “gotcha” with only
t he governnent as potential loser, and it would rel egate
t axpayers in Al abama and throughout the country to the
per mnent status of prospective victins and patsies to be
defrauded wth i npunity because, given the possibility of

an audit, they would only have thensel ves to blanme. That

11



t akes the notion of caveat enptor to new and absurd heights
that surely could not have been intended by this Court in
Hunt and that, in any event, should not be the law in

Al abama or anywhere el se.

In Hunt, this Court reviewed a fraud verdi ct based on
Hunt’s filing royalty reports using net rather than gross
proceeds for gas produced under the sane | eases at issue
here. 901 So.2d at 3. In ruling against the State, this
Court observed, inter alia, that the “fact that the State
al ways planned to audit Hunt indicates that the State did

not sinply ‘assunme’ that the royalty reports were

correct.” 1d. at 7. Rather, this Court observed that the
State “*was unwilling to accept the statenent[s] of [Hunt]
w thout verification.”” I1d. This Court did not rest its

deci sion on that observation, however, but instead went on
to di scuss whether the State had acted or failed to act to
Its detrinment based on Hunt’'s m srepresentations, and
ultimately grounded its decision in the absence of adequate
evi dence of such detrinental change in position. |Id. at 7-

9. This Court’s discussion of whether the intent to audit

12



itself can negate reliance is thus quite reasonably vi ewed
as dicta.?!

Exxon woul d have this Court expand and enshrine its
dicta in Hunt into a newrule that declares the intent to

audit to be per se proof of a lack of any trust and hence

' Amicus wll leave to others a discussion of the
particulars of how the State acted or failed to act in
reliance on Exxon’s nyriad false statenents, and will limt
itself to the legal issue of whether the intention to audit
defeats reliance in and of itself. Am cus notes, however

that the nere failure of the State to termnate the |ease
with Exxon or to take other drastic and disruptive neasures

when it later found out, in bits and pieces, about Exxon’s
false statements, does not show that it did not rely on
those statenents at the tine they were nade. There is a

considerable difference between the course of action
available to a party to renedy a candid disagreenent about
a contract or about various facts ex ante, and the prudent
course of action for that party nuch later when it finds
out about fraudulent representations. \Were a party knows
that there is an actual dispute regarding an substanti al
under paynent, as opposed to nerely a potential dispute that
may or may not arise in audit, it has other options. At a
mninmum it can begin negotiations and bring a contract suit
earlier where the disagreenent is transparent. But where
the disagreenment is concealed, and then further nuddied
through continuing msrepresentations that distort the
scope of the disagreenent and its consequences, resolution
even through litigation is delayed and the State renains
deprived of its rightful funds for a |onger period of tine
even assumng an eventually successful [|awsuit. | ndeed,
such a series of events seens to have occurred here, wth
Exxon letting out just enough of a mx of revelations and
new fal sehoods to keep the State negotiating, alnost to the
poi nt of having the statute of |imtations run.

13



t he absence of reliance. That approach is neither required
by Hunt nor sensible on its own nerits.

First, this Court’s Hunt opinion discussed only a fraud
I n connection with the decision to calculate royalties
based on net rather than gross proceeds, and contai ned no
di scussion of any further m srepresentations or oni ssions
designed to conceal that initial fraud or to underm ne the
application of a gross-proceeds cal cul ati on once the
di spute over the interpretation of the | ease cane to |ight.
Whet her or not an audit would be expected to reveal
contract interpretation issues, nothing in Hunt suggested
that where a party’' s false statenents are desi gned and
expected to thwart an audit (and in fact thwarted the audit
and even trial discovery procedures) a party is precluded
fromrelying on false statenents when it had no realistic
prospect of discovering the truth.

Here, of course, there is a nore far-reaching and
vari ed set of m srepresentations at issue, many of which
seened designed to thwart the audit process and sone of
whi ch successfully thwarted even the court-backed di scovery

process until the eve of the second trial. Statenent of

14



the Case, supra, at 3-4; PJO at 24 (“Exxon made a
fraudul ent decision to msrepresent and continually
suppress the fact that it was underpaying the royalties it
owed, with the hope and expectation that its breach would
pass undetected and thus unredressed by the State. To
Exxon’s way of thinking, . . . [the State] would |ikely be
unable to identify the full extent of Exxon’s underpaynent,
if it indeed identified it at all.”) (enphasis in
original).

Second, even if the intent to audit denonstrates an
unwi | i ngness naively to assune perfect accuracy in the
royalty reports, there is still a great expanse of
reasonabl e reliance that exists between such a naive
assunption and a | ess naive, yet perfectly reasonabl e,
trust that the reports will not be intentionally deceiving
and designed to thwart subsequent verification. See
RESTATEMENT ( SECOND) TORTS 8 547(2) (1977) (“The fact that the
reci pient of a fraudulent m srepresentation is relying upon
his own investigation does not relieve the maker from
liability if he by false statenments or otherw se

intentionally prevents the investigation from being

15



effective.” ); see also Myers v. Mody, 67 So.2d 891, 892-
93 (Ala. 1953) (“The nere circunstance that Myers nmade an
I nvestigation of the machinery and equi pnment does not
necessarily show that he relied on his own judgnent rather
t han upon the representation clained to have been nade by”
defendant.); Cf. United States v. Yeager, 331 F.3d 1216,
1222 (11" Cir. 2003) (“the comon |aw definition of fraud
does not require [the victin] to undertake rigorous

I nvestigation to pierce the facade presented by the
defendant.”) (citing RESTATEMENT( SECOND) OF TORTS 88 540, 541
(1977)).

Third, Exxon’s exaggerated interpretation of Hunt is
probl ematic for the further reason that it inputes to
audits the power of producing perfect know edge and
di scovering any fraud, no matter how hardy or pernicious.
That, of course, is not at all what audits are designed or
reasonably expected to do. As recounted by the Suprene
Judi cial Court of Massachusetts:

“There are certain |imtations inherent in the
audi ti ng process. For exanple, the Anerican
Institute of Certified Public Accountants (Al CPA)
Codi fication of Statenents on Auditing Standards
provides in part that:

16



‘Because of the characteristics of
irregularities, particularly those involving
forgery and collusion, a properly designed and
executed audit may not detect a materi al
irregularity. For exanple, generally accepted
audi ting standards do not require that an

audi tor authenticate docunents, nor is the
auditor trained to do so. Also, audit
procedures that are effective for detecting a
m sstatenent that is unintentional may be

i neffective for a msstatenent that is

i ntentional and is conceal ed through col | usion
bet ween client personnel and third parties or
anong nmanagenent or enpl oyees or the client.’
(Footnotes omtted.)”

War eham Educ. Ass’'n v. Labor Relations Commin, 713 N. E. 2d
363, 366 (Mass. 1999) (enphasis added) (quoting Matter of
War eham Educ. Ass'n, Bridgewater Educ. Ass'n, Fairhaven
Educ. Ass'n, 24 ML.C 23, 26-27 (1997)), cert. denied, 528
U.S. 1062 (1999).

Rat her than substitutes for reliance, audits provide a
backstop, not a certainty of discovering the truth, and
provi de sone neasure of deterrence that actually makes it
nore reasonable to rely on the contracting party’s
statenments, on the assunption that they would be risk-
averse regarding the potential of being caught in alie.

Cf. Yeager, 331 F.3d at 1222 (fraud victims “efforts to

nmoni tor [performance of contract] served as a predicate for

17



reasonabl e reliance on the m srepresentations”; “On-site
audits and requests for corrected and conplete information
by [the victimconpany] were defl ected by active
deception”). The entire prem se behind routine audit
procedures is, as President Ragan said in a slightly
different context: “Trust, but verify.” |In fact, the
availability of some verification is precisely what nakes
It both reasonable and possible to trust in (i.e., rely
upon) another party’ s statenents in the first place.

Were the audit procedure converted into a conprehensive
obligation to check every datum and every claim wth the
ri sk of fal sehoods shifted to the victimrather than the
perpetrator, then indeed there would be no basis for trust
at all, and audits would not be designed to verify, but
rather to do the initial heavy lifting royalty cal cul ati ons
in the first place given that nothing the other party said
woul d be believable. That, of course, is not what audits
are, is not what they were intended or expected to be
regarding the gas | eases, but is surely what they would

beconme under Exxon’s attenpted expansi on of Hunt.

18



This case is a perfect exanple of how routine audit
procedures are neither expected to nor capable of revealing
an active and nmulti-faceted fraud. As the trial court
expl ai ned, Exxon based its entire schene on the judgnent
that the State’'s audit process would be conducted with
““inexperienced regulatory staff and processes,’” that
DCNR woul d be “grossly understaffed” and “overextended,”
and that the “vagaries, conplexities, and del ays
associated with the audit process” would frustrate
detection of its fraud. PJO at 22. And even after DCNR
unexpectedly brought in outside auditors, Exxon continued
successfully to hide much significant information regarding
the scope of its fraud until the eve of the second trial -

after the audit and court assisted discovery. Id. at 28-

29.% That even full-bl own discovery backed by the force of

> Exxon woul d convert audits by the state into a component
of its own performance obligations under the contract,
rather than what they are — a subsequent admnistrative
nmeasure to resolve ordinary performance and calcul ation
| ssues, not a renedy (nmuch less the sole renedy) for fraud
by Exxon. By Exxon’s reasoning, the availability of
optional arbitration proceedings, or even a lawsuit would
obviate reliance on any fraud, because the counterparty
obviously does not sinply “trust” that performance will be
conpl ete and accurate. Yet the fact that a party sues for

19



the courts could not readily unearth all of Exxon's fraud
denonstrates how unrealistic it is to assunme that audits
can or do take the place of reliance on a party’'s basic
honesty and integrity.

Fourth, the extremty of Exxon's position regarding
audits can be seen fromits inability to cite any other
court that has adopted such a position as its mnmeasure of
the | ack of reasonable reliance. Virtually all substantia
governnment contracts have sone audit procedures, whether at
the state or federal level. See, e.g., Kennard v. Constock
Resources, Inc., 363 F.3d 1039, 1040, 1048 (10th Cr. 2004)
(Fal se dains Act case involving Indian tribe oil and gas

| eases, the royalties on which are collected, audited, and

a subsequently discovered fraud, and asserts a continuing
|l egal right to receive the proper performance due, has
never negated reliance on fraudulent acts and om ssions
regardi ng perfornmance. Rel i ance nust be neasured prior to
the use of renedial neasures; otherwi se fraud would never
be actionable so long as the victim preserved its |egal
remedies to receive what was properly due. Were that the
case no party could possibly fully rely until after the
statute of limtations had run, and then there could never
be an action for fraud or punitive damages, only an action
for restitution. Subsequent renedi al nmeasures, whether in
the formof an audit, arbitration, or a lawsuit, are only a
conpl enent to honest per f or mance, not a substitute
therefor, and cannot negate either the right to rely or the
fact of reliance on the initial performnce.
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di sbursed by the federal government; service within

Departnment of Interior “is required to collect paynents

and to have ‘a conprehensive ... accounting and auditing
system ... to accurately determne oil and gas
royalties.””) (citation omtted), cert. denied, -- US. --

, 2005 WL 1499772 (2005); Seldowitz v. Ofice of Inspector
General, U S. Dept. of State, 95 Fed. Appx. 465, 465-66,
2004 W. 193130 (4'"™ Cir. 2004) (unpub.) (discussing
potential civil FCA claimbased on false statenents in
travel vouchers discovered by State Departnent audit
procedures); UMC El ectronics Co. v. United States, 249 F.3d
1337, 1338 (Fed. Gr. 2001) (FCA claimagainst mlitary
contractor arising in part froman audit by the Defense
Contract Audit Agency). Yet no court to amcus’s

knowl edge, and none cited by Exxon, has ever held that the
presence of such routine procedures evinced such a | ack of
trust that there could be no reliance on statenents nade by
the parties subject to audit. |ndeed, were such an
approach applied broadly, it would severely hanper the

ability to police and deter fraud in public contracts.
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For exanple, the federal False Clains Act (“FCA"), 31
U S . C 88 3729, et seq., which uses the terns “fal se or
fraudulent” to nodify “clains” subject to the Act, has
been held “to incorporate the well-settled neani ng of
common-|law fraud.” A+ Honecare, 400 F.3d at 443. Courts
t hus have construed the FCA to contain a materiality
requi rement that also includes a reliance conponent. See,
e.g., Costner v. URS Consultants, Inc., 153 F.3d 667, 677
(8" Cir. 1998) (observing that “a ‘claim under the FCA is
a ‘demand for noney’ that induces the governnent to
di sburse funds or ‘otherw se suffer imrediate financi al
detriment’”) (citation omtted); id. (“only those actions
by the cl ai mant whi ch have the purpose and effect of
causing the United States to pay out noney it is not
obligated to pay . . . are properly considered ‘clains’
Wi thin the neaning of the FCA"); A+ Honecare, 400 F.3d at
443-44 (The “FCA requires that the fal se statenent be used
“to get a false or fraudulent claimpaid.” 31 US.C 8§
3729(a)(2).”; “[T]he common-|law definitions of the terns
‘false’ and ‘fraudul ent’ are consistent with including

materiality as an elenent of the FCA."); Mkes v. Straus,
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274 F.3d 687, 697 (2d Gr. 2001) ( “it would be anomal ous
to find liability when the all eged nonconpliance woul d not
have influenced the governnent’s decision to pay”); United
States ex rel. Watson v. Connecticut General Life Ins. Co.,
2003 W. 303142, at *10 (E.D. Pa. 2003) (“Liability under
the FCA for a false or fraudulent certification of
conpliance . . . exists only if certification of such
conpl i ance influenced the governnent’s paynent
decision.”), aff’'d, 87 Fed. Appx. 257, 2004 W. 234970 (3"
Gir. 2004).

Under Exxon’s theory, however, virtually no fraud
agai nst the federal governnent woul d be actionable or
eligible for the FCA s trebl e danages renedy because
federal audit procedures would negate any reliance on such
fraud and hence nmake it inpossible to recover danages for a
fraudul ent claim(as opposed to sone parallel contractua
remedy) .

Such an approach is not part of the common-law of fraud
and it is not part of the FCA. In A+ Honecare, for
exanpl e, the Medicare rei nbursenent clains at issue were,

just as here, subject to audit and all paynent requests are
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subject to verification by fiscal internediaries for

Medi care. 400 F.3d at 447. |In fact, the auditor in At
Homecare actually rejected the fraudul ent expenses cl ai ned
by the Medi care provider and the defendants sought to avoid
liability by claimng that they expected the audit to
determ ne the correct anmount of their Medicare paynent and
that the governnent coul d seek reinbursenent of any
overpaynents. |d. at 447, 455-56. The Sixth Grcuit
correctly rejected those argunents, noting that “the
responsibility is on [defendants] to calculate [the proper
claimfor paynent], not on [the auditor] to determine it
for them A party cannot file a know ngly fal se claimon
the assunption that the fiscal internmediary will correctly
calculate the value in the review process.” |d. at 447.
The absurd result of such an approach — the sane as
suggested by Exxon here — would be to “shift the burden of
cost calculation fromthe provider to the fiscal

I nternmedi ary and encourage the filing of false clains,
which is directly at odds with the stated goal of the

FCA.” 1d.
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Furthernore, the Sixth Crcuit correctly and squarely
rejected the claim such as Exxon makes here, that the
governnent did not rely on the fraud to its detrinent where
the auditor had in fact discovered the fraud and could
sinply have submtted a demand for rei nbursenent. |nstead,

113

the court recognized that the audit procedures exist “as
an adm ni strative mechanismto nmake ‘necessary adjustnents
due to previously nmade overpaynents or underpaynents’ not
as a renedial nmechanismfor fraud.” 400 F.3d at 456
(citation omtted). Whereas the defendants in that case
had asked the court to conclude that “the renedy for
fraudul ent clainms made on Medicare cost reports would be
limted to the disall owance of those clains by the
[auditor] and the sinple repaynent of those clains,” the
court instead found that a viable action for fraud provi ded
a necessary supplenent to sinple audit and rei nbursenent:

The damages provision in the FCA reflects

Congress’s view “that sone liability beyond the

anount of the fraud is usually necessary to

conpensate the Governnent conpletely for the

costs, delays and i nconveni ences occasi oned by

fraudulent clains.” 1d. at 130, 123 S.C. 1239

(quotation omtted). Mdreover, the treble damages

provi sion ensures not only full conpensation, but
al so the fundanental integrity of all those who
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seek to do business with the Governnent. See

M dwest Specialities, 142 F.3d at 302 (noting the
purpose of the FCAis to effect “the maxi mthat
[mMen nmust turn square corners when they deal with
t he Governnent”).

ld. Notw thstanding the existence of an audit that
actual ly discovered the fraud, and the availability of an
ordi nary rei nbursenent mechanism the court upheld both the
award of conpensatory danmages for fraud in the full anount
of the false claimsubmtted and the award of treble

damages based on that anmount. 1d. at 433.

Exxon’ s suggested approach has been squarely rejected
in state court as well. In Reis v. Peabody Coal Co., 997
SSW2d 49 (Mb. C. App. 1999), the court considered a case
very much like this one, but involving royalties on coal
| eases. There too, the defendant argued that “plaintiffs
had no right to rely because of their contractual audit
rights.” Id. at 66. The court, however, held that even
assum ng a broad reading of the audit clause, that did
“not require a holding that the jury could not find
reliance.” Id. at 67. The court concluded that “we do not

find that the audit clause precludes a finding of reliance
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but rather presented an issue for the jury.” Id.

What ever degree of doubt — or, nore likely, ordinary
prudence — was suggested by the presence of an audit
clause, that sinply was not sufficient to defeat reliance.
Nei t her trust nor reliance need be absolute; nerely
reasonabl e.

Applied generally, Exxon’s approach would gut the FCA,
gut the comon-law of fraud, and afford a |icense to
attenpt to defraud the governnent; precisely the opposite
of both the common |aw s and the FCA's purposes. Wre such
an approach w dely adopted, taxpayers woul d becone the
perpetual victins of fraud, with their only protection
being the fanciful power of audits to discover all
attenpted frauds and with [ittle punishnent or deterrence
even then. Because such an approach woul d be absurd, it
has quite correctly never been endorsed by the courts.

For the sane reasons that Exxon’s bold position has
never been adopted el sewhere, it should not be adopted by
this Court. The innocent taxpayers of Al abama, no |ess
than other state and federal taxpayers, should not be

forced to bear the full risk of fraud by conpani es such as
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Exxon (or alternatively to abandon audit procedures
entirely and adopt a childlike faith that everything wll
work out by itself). Rather, Al abama and its taxpayers
should be allowed to “trust, but verify,” rely on the basic
Integrity of statenents nmade by parties contracting

with the governnent, and if and when a party nonet hel ess
violates that trust they should be allowed to bring a claim
for fraud and punitive damages. The risk of fraud should
be placed squarely on the shoul ders of the wongdoer, with
t he deterrence that cones fromthe conbination of audits
and punitive damages serving to renove the incentive for

fraud at the outset.

CONCLUSI ON

For the above-stated reasons, this Court should affirm

the judgnment of the circuit court.
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