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Gentlemen and Scholars.

If ever there were a gentleman in the legal community it's
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Allen Roberts, whose feature article written together with his partner Stuart Gerson
appears on our pages. Allen is well known in the legal community and in the com-
munity of those who support humane treatment of animals. He is well known, too,
in the New York social world, where parties at his Park Avenue address are highly
prized among New YorK’s silk stocking district’s residents. This article should prove
sharp and incisive reading...
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By Allen B. Roberts and Stuart M. Gerson C O V E R

S
H

Corporate compliance programs function on
the basic premise that individuals possessing crit-
ical information will disclose that information to
the organization so that it can assess it and, if
called for, undertake corrective activity to avert
or minimize risk. When such individuals come
uergesges forward, they can perform a valuable service as

“whistleblowers,” sharing information internally

— for the good of the organization. Less altruisti-
cally, and increasingly because of expanding fed-
eral and state laws which encourage them to
undertake lawsuits, some whistleblowers may be
motivated not by corporate well-being, but op-
portunistically by self-interest and financial gain.

Stuart M. Gerson
continued on page 34
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Much has been published in the
general and financial press about
policy choices of Congress and the
executive branch that give businesses
in virtually every industry reason to
reevaluate the potential for liability
under whistleblower regimes.
Underwriting risk as a companion to
corporate liability arising from
whistleblower disclosures merits
similar front-burner attention. Such
risk might exist as something embed-
ded in an existing insurance policy
or as a new opportunity by way of
rate adjustment or an innovative
product offering.

Congressional and
Executive Action Define
Whistleblower Risk in
Ways that Affect
Coverage

In the period between 2009 and 2010,
Congress acted to override administrative
and judicial decisions that were considered
mainstream, but unfriendly to whistleblow-
er entitlements and protections. In that
same period, the Obama administration
has affected policy by its appointments to
key positions within agencies having inter-
pretive and enforcement authority. Now,
newly empowered and energized adminis-
trative agencies are utilizing the framework
of existing legislation (some of it recent
enactments) to pursue and reinterpret cor-
porate liability and whistleblower entitle-
ments. As a consequence of those game-
changers, liabilities might exist for
organizations and their D&O and EPLI car-
riers that are not necessarily evident on the
face of policy coverage terms, statutory ref-
erences and definitions.

In this article, we examine the changed
architecture and mechanics of whistle-
blower bounty awards and protections that
impact how risk needs to be perceived -
and then assumed, managed, controlled,
or transferred.

Laying the Ground - Laws
Deliver Awards and
Protections to Whistleblowers
Fundamentally different purposes are
served within the structure of whistleblow-
ing legislation. Some statutes create eco-
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Some statutes create
economic incentives
for informants who
provide tips and then
participate by leading

or cooperating in activity
that results in recovery

of government funds
or the imposition

of monetary sanctions.
|

nomic incentives for informants who pro-
vide tips and then participate by leading
or cooperating in activity that results in
recovery of government funds or the
imposition of monetary sanctions. As a
separate and distinct feature, some whistle-
blower legislation prohibits adverse
employment action or other reprisals
against those who engage in statutorily-
defined protected activity; those protec-
tions can be a companion to monetary
awards or they might exist independently.

The federal False Claims Act (FCA)
has, since the Civil War, been the historic
cornerstone of federal-level whistleblow-
ing. Its focus is on direct or indirect
providers of goods and services to the gov-
ernment or its beneficiaries - now virtually
every program that touches federal dollars
- and it is accompanied by recently-
expanded whistleblower protection against
retaliation. FCA whistleblowers, known
as qui tam relators, may bring claims in
the name of the United States and, if they
or the government, which can intervene,
prevail, these relators reap enormous
awards - 15 percent to 30 percent of any
monetary recovery. The Dodd-Frank Wall
Street Reform and Consumer Protection
Act (Dodd-Frank) takes a slightly different
tack on economic incentives; it creates
bounty awards whereby a monetary award
- of not less than 10 percent and not more
than 30 percent — may be granted to one
or more whistleblowers who voluntarily

provide original information or
analysis leading to the successful
enforcement of a judicial or admin-
istrative action brought by the
Securities and  Exchange
Commission (SEC), the
Commodity Futures Trading
Commission (CFTC) or certain reg-
ulatory and enforcement authorities
that results in monetary sanctions
exceeding $1 million. The award to
a successful FCA informant is root-
ed in payments made by the gov-
ernment on a false or fraudulent
claim, with the recovery in which
the whistleblower may share poten-
tially increased by a multiple of
three as a sanction; the reward to a
Dodd-Frank tipster is a portion of
the sanction the government impos-
es as a penalty or deterrent for
unlawful activity. Thus, under both
regimes, the whistleblower recovers a por-
tion of “sanctions;” but the basis of the FCA
recovery is the federal government’s enti-
tlement to restitution.

An array of federal and state laws pro-
tects whistleblowers against discharge or
other adverse employment actions, but
there is little uniformity among them.
Substantive protections, prerequisites to
claiming protection, the available forum,
burdens of proof to establish a claim or
defend against one, and remedial schemes
all vary depending upon the particular
statute invoked. Even as a single legislative
enactment, Dodd-Frank inconsistently
varies the definition and application of
identical terms and the controlling statutes
of limitations of the whistleblower protec-
tions it establishes.

Changes Brought in the
Legislative Arena

The widely publicized “Health Reform”
law and the “Wall Street Reform” law serve
as logical starting points for examining
new legislation - not merely for their
reported and understood significance, but
notably for the widespread and erroneous
belief that these laws concern only the tar-
geted health and financial services indus-
tries. In reality, any risk manager reading
the Patient Protection and Affordable Care
Act (PPACA) or Dodd-Frank simply as
someone else’s problem should carefully
re-examine those statutes for both the



sweep of their entirely new coverage
and their material substantive and
procedural revision of established
law. PPACA amends whistleblower
provisions of the FCA in ways not
restricted to health care, while Dodd-
Frank amends whistleblower provi-
sions of the FCA, the Sarbanes-Oxley
Act, the Securities Exchange Act of
1934, and the Commodity Exchange
Act, in ways that affect businesses
having nothing to do with financial
services.

Landmark Health Reform
Legislation Is Not Just
about Patient Protection

PPACA provided additional tools
for the whistleblower by amending the
FCA, and did so on the heels of
amendments made the previous year
through the enactment of the Fraud
Enforcement and Recovery Act of
2009 (FERA). FERAs most-signifi-
cant expansion of the law was in its
reversal of a Supreme Court decision
that had limited actionable claims to
those paid directly by the federal govern-
ment. Now, an actionable claim may be
premised upon any payment that includes
federal funds, no matter who makes it. The
reach of the law now clearly touches indirect
providers of goods and services, including
subcontractors.

PPACA expands the FCA still further,
extending liability to one who not only
“knowingly makes, uses, or causes to be
made or used, a false record or statement
material to an obligation to pay or transmit
money or property to the Government”
but to one who “knowingly and improp-
erly avoids or decreases an obligation to
pay or transmit money or property to the
Government” Thus, if the government
pays too much, but the recipient fails to
return it (notionally, within 60 days after
the payment is “identified”), the recipient
is subject to FCA liability.

PPACA did not merely expand the
field of actionable claims; it amended the
FCAs public disclosure bar and original
source exception, making it significantly
harder to disqualify a relator from pro-
ceeding where the government declines to
intervene in an FCA action. Before
PPACA, a court lacked jurisdiction over
an FCA matter that had been based on the

Most certainly,

governmental bounties
have the appeal of luring

those who possess
critical information

valuable to the business

to report their

information to enforce-
ment agencies, instead
of directing that informa-
tion through established

internal channels.

public disclosure of allegations in a “crim-
inal, civil, or administrative hearing, in a
congressional, administrative, or
Government Accounting Office report,
hearing, audit, or investigation, or from
the news media,” unless the person bring-
ing the action was the Attorney General
or was the “original source” of the infor-
mation. However, PPACA removed the
jurisdiction bar to a relator’s proceeding
with a matter that had been publicly dis-
closed where the government opposes its
application. Moreover, while previously
an “original source” had to possess “direct
and independent knowledge” of the infor-
mation, PPACA relaxes that requirement
and allows one with knowledge that “is
independent of and materially adds to the
publicly disclosed allegations or transac-
tions” to satisfy the standard.

These amendments also make it easier
for a claim to be brought. They leave to
the government’s discretion whether a
case, based on publicly disclosed allega-
tions and not brought by an original
source, may proceed. They also narrow
the potential public sources subject to
preclusion and expand the definition of
who can qualify as an original source. The
end result of these changes: greater oppor-
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tunity for potential relators and
more risk areas for businesses.

Landmark Wall Street
Reform Is Not Just about
Financial Services

Any company that could poten-
tially be investigated and sanctioned
by the SEC or CFTC is exposed to
the bounty awards of Dodd-Frank.
Said differently, the rich bounty
awards available since Dodd-Frank
was enacted incentivize whistle-
blowers to create significant risk by
reporting to enforcement authori-
ties corporate activity that could
lead to SEC or CFTC sanctions, and
to do so outside of internal report-
ing channels. The potentially enor-
mous payments to reward whistle-
blowers are subject to criticism for
their distortion of priorities, expect-
ed by many to drive individuals
away from established corporate
compliance channels in the quest of
personal gain. Dodd-Frank repre-
sents a conspicuous congressional
policy choice to circumvent internal
reporting — even if mandated by corporate
compliance programs - in favor of tips to
the SEC and CFTC.

At a time when it could have become a
partner of well-intentioned businesses by
reinforcing corporate compliance programs
and providing a thoughtful set of positive
and negative incentives, Congress elected
instead to position the federal government
as a competitor. And in its role as a com-
petitor to internal corporate compliance
programs, the government has a lopsided
advantage, holding a purse that no business
can compete with - or should want to.
Most certainly, governmental bounties have
the appeal of luring those who possess crit-
ical information valuable to the business to
report their information to enforcement
agencies, instead of directing that informa-
tion through established internal channels.
Against that force, businesses are left to
identify other non-economic bases on
which to appeal to loyalty and sense of obli-
gation as incentives for individuals to come
forward with vital information essential to
the operation of an effective corporate
compliance program.

continued on page 36
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The problem for businesses is com-
pounded further by the potentially fertile
areas that whistleblowers may target.
Securities fraud and insider trading may
be the most obvious items subject to SEC
sanctions that could induce tipsters to seek
bounty awards. But a powerful contender
is the Foreign Corrupt Practices Act
(FCPA). The FCPA contains two types of
provisions: (i) anti-bribery provisions,
which prohibit corrupt payments to for-
eign officials, political parties, or political
candidates to assist in obtaining or retain-
ing business or securing an improper
advantage, and (ii) accounting provisions,
which impose certain record-keeping and
internal control obligations on companies
whose securities are registered in the U.S.
or that are required to file reports with the
SEC. The FCPA is jointly enforced by the
Department of Justice (DOJ) and the SEC.
The DOJ has primary responsibility for
enforcing the anti-bribery provisions,
while the SEC acts as the civil enforcement
authority that enforces the accounting pro-
visions.

Changes Brought by Newly
Empowered Administrative
Agencies

Like other major legislative reforms,
SOX was enacted responsive to an extreme
situation, in this instance to address share-
holder and securities frauds. Outrage
resulting from corporate scandal sur-
rounding the Enron collapse yielded a law
of general applicability to publicly traded
and registered companies. For nearly a
decade, covered businesses have adapted
to SOX, with guidance from legal and
accounting professionals, as rule-making
and interpretive decisions of enforcement
agencies established the contours of obli-
gations and risks.

In the whistleblower arena, recent
administrative interpretations of SOX pro-
tections have moved the needle significantly
beyond shareholder and securities frauds,
the inspiration and predicate for SOX
whistleblower protections. With the change
of administrations in 2009, the Department
of Labor has a newly constituted
Administrative Review Board (ARB) that
has redefined keystone terms of whistle-
blower protection, overturning established
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precedent. This change has created new
risks for business that set their compliance
activities on the basis of those precedents
and for insurers underwriting those risks.

In breakthrough decisions applauded
by advocacy groups, the ARB has reinter-
preted — and reinvented - SOX whistleblow-
er protections to reach far beyond core,
threshold concerns for the “innocent
investor” The swing started in February
2011with an ARB opinion holding that a
Lockheed Martin Director of
Communications engaged in activity pro-
tected by SOX when she reported (1) con-
cerns that a vice president to whom she
reported had developed paramours through
Lockheed’s Pen Pal Program, which was
created to facilitate communications
between Lockheed employees and U.S. sol-
diers serving overseas, and (2) her belief
that costs associated with the vice president’s
travel and expensive hotels to rendezvous
for intimate relations with soldiers, limou-
sines and purchase of sex toys — not quan-
tified in the decision - were charged to the
federal government under an existing con-
tract for the Pen Pal Program. The vice
president had used the mail to send letters
soliciting prospective paramours, and her
billing of items to the U.S. government as
part of the Pen Pal Program occurred by
mail or wire. The ARB affirmed a decision
of an administrative law judge, finding that
the employee engaged in protected activity
for reporting misconduct related to mail
fraud and wire fraud. The ARB made it
clear that it did not consider itself con-
strained to interpret SOX protections in the
context of post-Enron concerns for the
innocent investor.

Leveraging from its Lockheed expan-
sion of SOX, the ARB laid out its new for-
mulation of SOX whistleblower protections
a few months later in a decision going to
core business activity - substantially
beyond shareholder fraud and protection
of innocent investors. Parexel
International is a publicly-traded company
that tests drugs for drug manufacturers
and others. As SOX complainants, a man-
ager having responsibility to ensure that
data adhered to the Food and Drug
Administration’s “Good Clinical Practice”
standards and a nurse responsible for
reporting accurate clinical data claimed
that they suffered unlawful reprisals for
their internal reports that time points were

not recorded accurately, resulting in false
clinical data. Although no shareholder
fraud was alleged, the false data was alleged
to have been communicated through the
U.S. mails and by wire communications
such as the Internet. Addressing the pro-
tected activity, the ARB showed how
expansively it intends interpreting SOX
whistleblower protections, ruling that:

o fraud against shareholders ranks as
only one of six categories of violations
enumerated in SOX Section 806: mail
fraud, wire, radio and television fraud,
bank fraud, securities fraud, any rule
or regulation of the SEC, or any pro-
vision of federal law relating to fraud
against shareholders;

ea complaint of shareholder or
investor fraud is not required to
establish SOX-protected activity; and

« requiring a complainant to prove or
approximate the specific elements of
a securities law violation would con-
tradict SOX’s requirement that an
employee have only a reasonable
belief of a violation of the enumerat-
ed statutes.

The Parexel opinion also establishes
that a SOX whistleblower can assert a suc-
cessful claim to statutory protection even
without alleging - much less proving -
materiality or shareholder reliance or loss.

Together Lockheed and Parexel re-set
the bar of administrative construction of
SOX whistleblower protections. There is
no assurance that their holdings will be
upheld if subject to review by an appellate
court, but administrative interpretations
of statutes receive a fair measure of defer-
ence on judicial review. Moreover, during
the term of the current administration, it
should be anticipated that those ground-
breaking decisions will be followed, and
possibly expanded further, by the ARB.
This portends significantly more whistle-
blower claims by employees who observe
and report incidents of compliance breach-
es and later suffer adverse employment
actions that they claim are linked to their
whistleblowing. It also makes it far more
likely that the administrative arena will be
the whistleblowers” forum of choice and
that whistleblowers’ attorneys will be reluc-
tant to exercise the option of taking their
cases into federal courts for de novo trials

continued on page 38
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where outcomes may be less favor-
able.

Conclusion

At bottom, whistleblowing really
is not about risk from external
sources or events — it has to do with
organizational misconduct that could
create liability. That makes it unique-
ly applicable to risk management
processes designed to detect miscon-
duct, correct it and prevent repeti-
tions of it. Potential windfalls await
informants and tipsters bent on shar-
ing in FCA recoveries and Dodd-
Frank bounty awards. By incentiviz-
ing individuals with knowledge of a
compliance breach to go outside an organ-
ization to an enforcement agency, those
awards threaten the viability of otherwise
effective corporate compliance programs.

From both the legislative arena and the
administrative forum, the challenge to risk
managers and underwriters is teed up.
Compliance programs reliant upon valu-
able information that could avert risk may
be undermined by legislative schemes and
administrative action that actually divert
information from the place where risk can
be best addressed most effectively and
immediately - at its source within organi-
zations.

Because government action has mate-
rially changed the compliance environ-
ment, insiders having information critical
to organizational interests may be less reli-
able as a resource. As a counterweight,
businesses need to adopt measures assur-
ing that they receive in an appropriate and
timely manner information necessary to
sound and lawful operations and func-
tions. Risk managers concerned with the
effectiveness of corporate compliance pro-
grams should be active participants in that
process. For their part, insurance under-
writers may need to re-evaluate not only
underlying risk, but also risk avoidance
mechanisms newly impacted by legislative
and administrative action that may deprive
policy holders of access to information
essential to the management of certain
insured risks or confer whistleblower status
for newly created or newly interpreted pro-
tected activity. [/A]
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The Parexel opinion
also establishes that a

SOX whistleblower can
assert a successful claim
to statutory protection
even without alleging -

much less proving -
materiality or share-

holder reliance or loss.
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Mr. Gerson's fraud case experience
is extensive in both private and public
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behalf of companies and their offi-
cers and directors.

His experience in these matters in-

clude:

e Recently obtaining an important
affirmance from the U.S. Court of
Appeals for the Third Circuit in a
complex antitrust matter involving
an alleged price-fixing conspiracy
in the bond industry

® Representing the broker of the
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General of the United States at the
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son's commentaries have been pub-
lished in law journals and in
newspapers, including The Wall Street
Journal, and The Los Angeles Times.

For full biographies of these distin-
guished lawyers, go to http://www.
ebglaw.com/bios.aspx? SortBy=Last






