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Government Contractors Beware: The ‘Secret
Handshake’ Theory of False Claims Act Liability?

By Glenn V. Whitaker, Esq., and Victor A. Walton Jr., Esq.

Regulations are an inescapable part of business today, and
no one knows this better than those who do business with
the government. A recent decision from the U.S. Court of
Appeals for the 9th Circuit, however, substantially raises the
stakes of compliance. The rationale of this opinion, United
States ex rel. Hendow v. University of Phoenix," could subject
government contractors to False Claims Act liability — and
the treble damages and substantial fines that come with it
— based on any knowing violation of any regulation.

This is a startling development, even to those of us who
have watched the increased use of the FCA over the past
20 years. But it is a development that contractors should
consider, especially given the U.S. Supreme Court’s deci-
sion to let Hendow stand, without review, in April 2007.

The Hendow case is part of an overall trend marking the
growth of the FCA. In fiscal year 2006, for example, the
U.S. government recovered more than $2 billion in settle-
ments and judgments associated with the statute, which
allows private parties, called “qui tam relators,” to bring
suit on behalf of the government.? Since 1986, when
Congress substantially amended the FCA, the Department
of Justice has recovered more than $20 billion.?

Despite the frequent use of the statute, the FCA has
always had limits. As the Supreme Court explained long
ago, “the False Claims Act was not designed to reach
every kind of fraud practiced on the government.”*
Nevertheless, the doctrine of false certification, as applied
through the Hendow decision, threatens to reach even
more kinds of fraud than previously was thought.

In Hendow the 9th Circuit, whose district courts have
handled almost one-fifth of all FCA cases in the past two
decades,’ considered an FCA action brought against the
University of Phoenix.®

The university, a private, for-profit entity, participates in
the Title IV program of the Higher Education Act in order
for its students to receive federal loans.” Mary Hendow
and Julie Albertson, two former enrollment counselors at
the university, alleged that it violated the FCA by violating
a portion of the Higher Education Act, which prohibits any
participating school from paying incentive compensation
to recruiters.®

The issue before the 9th Circuit was whether the relators
had stated a claim under the FCA. Several years earlier
the U.S. District Court of the Eastern District of California
had dismissed the complaint, with prejudice, based on its
assessment that the relators had failed to allege that the
university had submitted a false or fraudulent claim for
payment, as required by the FCA.°

The 9th Circuit reversed, based on its conclusion that the
relators’ allegations stated a claim for FCA liability based
on the doctrine of “false certification.”™ In interpreting
— and expanding — this sometimes controversial doc-
trine, the court used a rationale that should be troubling
to anyone who does business with the government.

The Doctrine of False Certification

Even before the 9th Circuit’s decision, the false-certifica-
tion doctrine stood on the boundaries of FCA liability.
Typically, allegations under the FCA involve claims that
are “false or fraudulent” in a factual sense."” A contrac-
tor submits a claim for work that was never performed;

a provider inflates the cost of a product that was never
purchased. In these kinds of cases, the claim made to the
government for payment is false. If the contractor sub-
mits an invoice for work that was never performed and
costs that were never incurred, that invoice is, as a matter
of fact, untrue.
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In Hendow, though, the relators did not allege that the
claims for payment were, in and of themselves, false.
After all, the claims for payment at issue in the case were
student loan applications, submitted by students and the
university, for Pell grants, Stafford loans and other federal
loans.'? There was no allegation that the applications
were untrue because, for example, students lied on their
applications or the university inflated the cost of tuition.

Instead, the relators relied on a theory of false certification.
Under this doctrine, the FCA violation does not depend on
the contents of the invoice, but on the act of submitting
the invoice. In submitting the invoice, the claimant “certi-
fies” that it has complied with the legal, regulatory and
contractual requirements for receiving payment.

This certification may be express or implied.”> An express
certification occurs when a claimant states that it has
complied with the relevant requirements for receiving
payment.” An implied certification occurs when the act
of submitting the invoice can be understood, from the
context, as a statement of compliance.” Regardless of the
form of the certification, though, a “false claim” occurs
when a certification of compliance is false, if the claimant
was not in compliance, as well as material, since the gov-
ernment would not have paid the claimant had it known
of this noncompliance.'®

In short, the “false certification” theory of FCA liability can
be understood to require two elements: that a certification
occurred and that the certification was a prerequisite of
payment.

These twin requirements are important to limiting the
scope of the false-certification doctrine. Given the slip-
pery nature of “certification” and the ubiquity of govern-
ment payments, it is a doctrine with the potential to reach
any violation of any regulation by any government con-
tractor. Indeed, it is a common refrain in FCA decisions,
including Hendow, that a mere violation of a regulation
or a statute does not constitute an FCA violation." In par-
ticular, courts have pressed false-certification cases on the
element of materiality: whether the false statement of
compliance caused the government to provide the benefit
and incur the loss.™®

The Hendow Approach to False Certification

Where was the “false claim” — or even the “false cer-
tification” — in the Hendow case? The relators did not
say the student loan applications submitted to the gov-
ernment were inaccurate. They did not allege that the
university lied about providing incentive compensation to
recruiters. Based on the decision from the 9th Circuit, the
“false claim” occurred because of the university’s “false

certification” of compliance with the Higher Education
Act. To receive federal funds, the university was required
by statute and regulation to sign a “program participation
agreement.” This agreement, as well as the relevant
statute and regulations, conditioned the university’'s eligi-
bility to participate in the Higher Education Act program
on compliance with a variety of regulations.?°

The 9th Circuit reasoned that, when the university signed
the participation agreement, it certified that it was not
providing such incentive compensation, and the govern-
ment would have denied federal funding to the university
had it known of such noncompliance.?!

This application of the false-certification doctrine is sig-
nificant in two ways. First, it may expand the form of
“certification” actionable under the FCA. One limiting
principle of the false-certification doctrine is that FCA liabil-
ity attaches not because of the activity of noncompliance,
but because of the certification of compliance.??

Nevertheless, the 9th Circuit rejected the notion that “the
word ‘certification’ has some paramount and talismanic
significance.”? Noting that the judicially created doctrine
was not based on any statutory definition of “certifica-
tion,” the court reasoned that “certification” cast a broad
net: “So long as the statement in question is knowingly
false when made, it matters not whether it is a certification,
assertion, statement or secret handshake.”?*

Second, the Hendow decision also appears to push the
boundaries of the element of materiality. A central ques-
tion in any FCA case, materiality is a particularly important
question in the false-certification context: Would the
certification have influenced the government’s decision

to pay a claim? In other words, if the government had
known of the noncompliance, would it have denied the
particular payment?

In answering this question, several circuit courts have dis-
tinguished between a condition of payment, i.e., compli-

ance is a prerequisite to a government’s decision to pay a

particular claim, and a condition of eligibility, i.e., compli-
ance is necessary for an entity to participate in a program
but is not connected to a particular claim.?

The 9th Circuit, however, rejected this as “a distinction
without a difference,” based on “grammatical haggling ...
unmoored in the law.”?¢ It further found that as long as

“a false statement is integral to a causal chain leading to
payment, it is irrelevant how the federal bureaucracy has
apportioned the statements among layers of paperwork.”?
By this reasoning, every threshold condition of eligibility
might constitute a condition of payment actionable under
the FCA.
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The potential reach of this decision was not lost on the
9th Circuit. In discussing the requirement that a false
certification be knowingly made, it acknowledged that
its ruling could reach the knowing violation of any “one
of hundreds of boilerplate requirements,” no matter
how minor or technical.?® These requirements include,
for example, that a university submit a report regarding
student-athletes by July 1 of each year, a requirement
that appears on the same list as the ban on incentive
compensation.®

A typical defense contractor or health care provider must
comply with thousands of such regulations, all of which
may now raise the possibility of FCA liability. It is unclear
whether private parties can enforce these regulations
through the FCA, as opposed to the administrative agency
often charged to enforce these regulations through cer-
tain administrative procedures. To these concerns, the
9th Circuit offered little comfort, since “fraud is fraud,
regardless of how ‘small.’”3°

The potential reach of the decision was also not lost on
the government’s business partners. In 2007 organizations
as diverse as the American Health Care Association, the
National Defense Industrial Association and the Career
College Association submitted briefs in support of the
university’s writ of certiorari to the Supreme Court.3' On
April 23, however, the court declined to grant review.?

Potential Implications

The Hendow decision continues to be a troubling prec-
edent. Despite its potential reach, though, it is possible
the Hendow decision can be limited based on its facts and
the principles of the FCA.

First, Hendow can be limited based on its facts. Indeed,
some of the district courts interpreting the decision have
still granted motions to dismiss based on the distinction
between conditions of payment and conditions of partici-
pation.?* Last May a federal court in Hawaii refused to
extend Hendow to an FCA claim made in the health care
context. As in Hendow, the relators in United States ex
rel. Woodruff v. Hawaii Pacific Health alleged that certain
medical providers signed certain Medicare participation
agreements and, despite their representations of regu-
latory compliance, used improper codes in submitting
reimbursements.3

The court rejected the argument that Hendow had cre-
ated "a sweeping new rule that all conditions of partici-
pation give rise to liability under the FCA,” and it found
the 9th Circuit’s reasoning inapplicable to the Medicare
context.®*® Since the relators could not allege that regula-
tory compliance was a condition of payment, the court

reasoned, they failed to state a claim based on false
certification.3®

More fundamentally, the Hendow decision can be lim-
ited based on the principles of the FCA. The dispute in
Hendow arose upon a motion to dismiss pursuant to
Federal Rule of Civil Procedure 12(b)(6), when the plain-
tiffs need only allege, but not prove, their claims. As
the 9th Circuit acknowledged, the need to prove the ele-
ments of an FCA violation remain; plaintiffs must prove
(1) a false statement or fraudulent course of conduct,

(2) made with scienter,(3) that was material, (4) causing
the government to pay out money.>”

In a case like Hendow, for example, it may be possible to
produce documentary evidence showing that the govern-
ment knew of the activities and decided to pay anyway
— evidence that would be relevant to show that the reqg-
uisite scienter was lacking, that the claim was not “false”
or that the claim was not material to the government's
decision to pay.® In short, while Hendow may encourage
relators to bring claims, it does not guarantee that they
will prevail on them.

Regardless of the potential arguments to limit the scope
of Hendow, it remains as a significant precedent. One
might reasonably ask, What ever happened after the
Hendow decision? Despite the fact that the University of
Phoenix paid $9.8 million to settle the related administra-
tive action with the U.S. Department of Education while
the Hendow case was on appeal, the lower court ruled
that the relators could continue with their case,*® and the
judge set a trial date for September 2009.%° You can bet
that government contractors across the country will be
watching this litigation closely in the years to come.
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