The Cost of Al Liability: Preparing for
Post-AGl Legal Frameworks

Part 1: The Engineer as Legal Architect: From "Liability
System” to Auditable Asset

1.1 Recapping the Foundation (S30 E3 & E5): The Problem and The
Response

The rapid, large-scale deployment of generative artificial intelligence has created a new class
of enterprise risk. As established in "Al Unraveled" episode S30 E3, generative Al models,
while revolutionary for productivity, are fundamentally "liability delivery systems" if left
ungoverned.” The core problem is a temporal lag: the technology's capabilities are
accelerating far faster than the legal and regulatory frameworks designed to control them.
This lag creates a vacuum that is now being filled, predictably, by "precedent-setting
litigation".! For enterprises leveraging these tools, the only viable defense is not a passive
hope for regulatory clarity but the active implementation of "proactive enterprise
governance".’

This governance imperative was operationalized in episode S30 E5, which introduced the "Al
Audit" as the "next wave of due diligence".? This concept reframes Al from a simple IT asset to
a complex entity whose construction and behavior must be meticulously audited, particularly
during high-stakes capital events like mergers and acquisitions. For private equity and venture
capital firms, a target company's Al stack now represents the "largest potential source of
hidden liability" or, conversely, premium value.®

The M&A-driven "Al Audit" provides a formal framework for this new due diligence.® This
framework moves beyond "Al-Driven Diligence" (Wave 1), which merely uses Al tools to
automate document review. It establishes "Al Audit" (Wave 2), where the Al assets themselves
are the subject of intense scrutiny.® This audit is designed to uncover a complex compliance
minefield, including machine learning technical debt, poor data governance, and liability risks
under new regimes like the EU Al Act.®



1.2 The Thesis: The Three Pillars Are a Single Column

The "Al Audit" framework, as detailed in S30 E5, is built upon three distinct pillars: Technical
Soundness, Data Governance, and Legal Compliance.® A superficial analysis would treat
these as separate silos, managed by separate teams—engineers handle "Technical
Soundness," data scientists handle "Data Governance," and the general counsel's office
handles "Legal Compliance."

This report's central thesis is that such a division is operationally naive and legally dangerous.
In the context of generative Al, these three pillars are not separate concepts; they are a single,
unified column viewed from different angles.

The choice of a model's architecture is the Technical Soundness decision. That technical
choice dictates how the model ingests and uses data, which is the Data Governance
decision. That data governance choice, in turn, defines the precise nature and scope of the
Legal Compliance risk. The technical decision is the data choice, and the data choice is the
legal risk.

Therefore, the VP of Engineering or CTO, through their foundational architectural decisions, is
no longer just a technical leader. They are, by definition, the primary architect of the
company's legal risk profile. The decisions made in an integrated development environment
(IDE) are now creating the fact patterns that will be argued in a courtroom. This report serves
as the technical-legal playbook for how to audit, understand, and manage the legal
consequences of these core engineering choices.

1.3 Today's Core Engineering Choice: The RAG vs. Fine-Tuning
Decision

For enterprise leaders building production-grade generative Al systems, the most critical
legal-technical decision today is the choice between two dominant customization
architectures: Fine-Tuning and Retrieval-Augmented Generation (RAG).

e Fine-Tuning adapts a pre-trained model by training it further on a smaller,
domain-specific dataset. This fuses new knowledge into the model's weights, teaching
it new skills, styles, or information.™

e Retrieval-Augmented Generation (RAG), in contrast, connects a model to an external,
dynamic information source (like a vector database)." The model retrieves relevant
documents first, then uses that context to generate an answer, without its internal
weights being permanently altered.™

This choice is routinely debated in terms of performance, cost, and its ability to reduce
"hallucinations".’ But this analysis is incomplete. The choice between RAG and fine-tuning is,
fundamentally, a strategic legal choice. It is a conscious decision about which legal regime
you prefer to be sued under and how auditable you wish your liability to be.

This decision is especially critical as Al tools are poised to automate vast swaths of the legal



profession itself, with estimates suggesting as high as 44% of legal tasks are ripe for
automation. As law firms ™® and in-house legal departments '® become a primary consumer
of these tools, the underlying architecture of those tools (RAG vs. fine-tuning) becomes a
central question of professional responsibility and client risk. This report will now dissect the
distinct legal-risk "battlefields" that each architectural choice creates.

Part 2: The Fork in the Road: A Comparative Legal Risk
Analysis of RAG vs. Fine-Tuning

The decision to use fine-tuning or RAG is a choice between two fundamentally different risk
profiles. Fine-tuning internalizes risk into an opaque, complex asset (the model's weights),
creating a low-frequency but catastrophic existential risk. RAG externalizes risk into a
traceable, auditable process (the retrieval index), creating a high-frequency but manageable
operational risk.

2.1 The Legal Perils of Fine-Tuning: Tainted Data, Tainted Models

Fine-tuning presents a core paradox: the more an enterprise fine-tunes a model on
specialized, proprietary, or sensitive data to increase its commercial value, the more it
simultaneously magnifies its legal liability and weakens its potential defenses.

Copyright Risk 1: Infringement by Output ("Regurgitation”)

The most straightforward liability stems from model "regurgitation”.”” When a model is
fine-tuned on a specific corpus of copyrighted material—such as a publisher's news archive
20 3 library of code snippets, or a collection of poetry—it can memorize and reproduce those
works verbatim or near-verbatim in its output.”

This output is a clear-cut act of copyright infringement. The New York Times v. OpenAl lawsuit
is predicated on evidence of this exact behavior.?® Even if the training process itself were
deemed lawful (e.g., as "fair use"), the resulting output is not shielded; if it reproduces
protected expression, it creates liability." This risk is particularly acute in fine-tuning, as the
model is intentionally and intensively trained on a specific set of works, increasing the
likelihood of memorization and regurgitation.?'

Copyright Risk 2: Infringement by Model ("Weights as Derivative Work")

A more profound and existentially dangerous legal theory is that the act of training itself



constitutes infringement, regardless of the output. This argument, being tested in several
pending lawsuits %, posits that the model's weights—the billions of mathematical parameters
adjusted during fine-tuning—are, in fact, an infringing "derivative work" of the copyrighted
training data.??

This theory argues that the fine-tuned model is a compressed, mathematical representation
of the data it ingested. This is a critical legal threat because it bypasses the need to find a
specific infringing output; the model itself becomes the infringing object.

The U.S. Copyright Office (USCO) has provided critical analysis on this point, drawing a sharp
distinction between broad pre-training and task-specific fine-tuning. The USCO noted that
fine-tuning "usually narrows down the model's capabilities and might be more aligned with
the original purpose of the copyrighted material".?® This is a devastating concession for a
fine-tuning defense. The "fair use" doctrine, a common defense for Al training, heavily favors
"transformative" use—using the data for a new purpose. The USCO's guidance suggests
fine-tuning is less transformative and more aligned with the original data's purpose, thereby
substantially weakening a fair use defense. If a model is fine-tuned on a proprietary dataset to
compete with the owner of that dataset, the fair use defense is likely to fail.?®

Data Privacy and Security Risks

When fine-tuning involves data containing Personally Identifiable Information (PIl), trade
secrets, or other sensitive enterprise data, it becomes a "critical concern"."® The fine-tuning
process can cause the model to "memorize" this sensitive data, which can then be "leaked" or
extracted by adversaries in future interactions.?

This also creates a new attack vector: data poisoning. During the fine-tuning phase, an
attacker can intentionally introduce "tainted samples" into the fine-tuning dataset.?’ These
poisoned samples can alter the model's behavior, create hidden backdoors, or inject biases,
all while being imperceptible in the larger dataset.”

To mitigate these risks, engineers must employ complex techniques like differential privacy
(e.g., DP-SGD) %, data augmentation %°, or encrypting the fine-tuning datasets.? However,
these methods add significant computational overhead and often involve a direct trade-off
with model performance.?®

The Auditability Crisis

The greatest governance failure of fine-tuning is its opacity. The resulting model is a "black
box." Because the answers are generated from the model's internal weights, it is "harder to
audit" and "difficult to prove which source informed the output".*°

If a fine-tuned model produces a biased, defamatory, or infringing output, it is technically

challenging, and perhaps impossible, to trace that output back to a specific data point in the



fine-tuning set. This "black box" nature makes it impossible to satisfy the "robust data
lineage" " or "Al Audit" ¢ requirements. This auditability crisis not only fails a due diligence test
but, as will be discussed, makes the model uniquely vulnerable to the catastrophic legal
remedy of algorithmic disgorgement.

2.2 The RAG Liability Landscape: A World of Traceable Sins

Retrieval-Augmented Generation (RAG) is often framed as the "accountable"” or
"enterprise-ready" architecture, precisely because it is not a black box.*' It is being rapidly
adopted in regulated fields like law ™ and finance because it grounds its answers in "specific,
predetermined sources"  retrieved from a managed database.™

This architecture dramatically reduces "hallucinations" ° and, most importantly, makes every
output traceable and auditable.*° The system can (and often does) cite its sources. This
transparency, however, is not a legal panacea. It is a strategic trade-off: RAG exchanges the
catastrophic, opaque risks of fine-tuning for a new set of traceable, operational risks. With
RAG, the evidence of the "sin" is logged by default.

Defamation and Libel Risk: The "Actual Malice" Trap

A RAG system does not create facts; it retrieves them. The liability therefore shifts from the
model's knowledge to the contents of its retrieval database. If that database contains false,
outdated, or defamatory information, the RAG system will surface it, not as a speculative
"hallucination," but as a confident, source-backed fact.

This creates a new and dangerous liability vector centered on the legal doctrine of "actual
malice."

Case Study: Starbuck v. Meta

The lawsuit Starbuck v. Meta Platforms, Inc. 33 provides the paradigm case for this risk. The
suit alleges that Meta's Al (which functions as a RAG system) repeatedly surfaced false and
defamatory statements that conservative activist Robby Starbuck participated in the January
6th Capitol riot, even claiming he was arrested and pled guilty.33 Starbuck, who claims he was
in Tennessee that day, repeatedly contacted Meta to alert them of the false information.33
This is the legal pivot. The first time the Al produced the libel, it could be argued as
negligence—an unfortunate, automated error. However, once Starbuck put Meta on notice and
the company allegedly "allowed its Al to spread false information... for months" ®, the legal
standard arguably shifts from negligence to "actual malice": a knowing or reckless disregard
for the truth.

For a public figure plaintiff, "actual malice" is typically a very high bar to clear. But the
auditable, traceable nature of a RAG system creates the evidence. The plaintiff can prove the
company was put on notice of a specific retrieval error. The company's failure to remediate its
RAG index becomes the act of "reckless disregard." This makes the RAG system's



"notice-and-takedown" process the central focus of the litigation. Meta's alleged
"fix"—wiping Starbuck from responses entirely—was argued by the plaintiff to be further
proof of malice, not a remedy.*

Copyright and Market Substitution Risk

While RAG's traceability provides a defense against the "derivative work" theory (the model
weights are not changed), that same traceability creates its single greatest vulnerability: it
provides a perfect, auditable log of potential copyright infringement.

Case Study: Dow Jones v. Perplexity

This lawsuit, filed by news publishers against the RAG-based answer engine Perplexity Al, is
the first of its kind and presents two novel legal claims tailor-made to attack the RAG
architecture.34

1. Infringement by Indexing: The plaintiffs argue that the very first step of the RAG
process—the act of "perplexity” inputting the plaintiffs' work into its RAG index (i.e.,
scraping and indexing content)—is itself an act of massive, unauthorized copyright
infringement.®*

2. Infringement by Output (Market Substitution): This is the core attack. The plaintiffs
claim Perplexity's RAG-generated summaries divert critical revenue.® The system's
entire value proposition is to "skip the links" ** and provide a direct answer. This, they
argue, destroys the market for the original work by eliminating the need for users to
click through, which in turn starves the publishers of subscription and advertising
revenue.’

This "market harm" argument is a potent and direct assault on the fourth (and often most
important) factor of the "fair use" test. The traceability of RAG—its ability to cite the source it
is replacing—hands the plaintiffs the very evidence they need to prove this market
substitution.

Trademark Dilution Risk

The Perplexity lawsuit adds a final, potent claim: trademark dilution.®* The suit alleges that
when the RAG system does hallucinate or generate false information, it often falsely attributes
that incorrect content to the plaintiffs' trusted brands (e.g., The Wall Street Journal).** This,
they argue, damages their trademark reputation by associating their credible brands with
unreliable, Al-generated falsehoods.®

Table 1: Comparative Legal Risk Framework: RAG vs. Fine-Tuning

This analysis demonstrates that the choice between architectures is not one of "risk" vs. "no



risk," but a strategic choice of which legal battlefield a CTO or VP of Engineering wishes to
fight on. This framework is summarized in the table below.
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Part 3: The New Causes of Action: Emerging Legal
Doctrines for Al

The engineering choices in Part 2 are not just creating new fact patterns for old laws; they are
actively forcing the legal system to create new doctrines and apply old ones in novel ways.
These new causes of action are aimed directly at the MLOps pipeline, transforming technical




decisions into the central pillars of litigation.

3.1 Al as a'Product’: The Rise of Algorithmic Product Liability

The most significant legal paradigm shift underway is the re-characterization of Al.
Traditionally, software and algorithms have often been treated as "services" or forms of
speech, which grants them significant protection from "strict liability"—a legal standard that
holds a manufacturer liable for a defective product even if they weren't negligent.*°
That protection is rapidly evaporating. Legislative efforts, such as the proposed bipartisan Al
LEAD Act, explicitly seek to classify Al systems as "products”.*? This change, which is also
being pushed by courts 3, would subject Al developers to the same legal scrutiny as the
manufacturers of cars, pharmaceuticals, or any other physical good.*?
This shift opens Al developers to two devastating claims, both of which are rooted in
engineering design:

1. "Design Defect": The claim that the product, as designed, is "unreasonably

dangerous".*?
2. "Failure to Warn": The claim that the product was sold without adequate warnings or
safeguards for its foreseeable risks.*?

Case Study: Garcia v. Character Techs
The Garcia v. Character Techs, Inc. lawsuit, filed after a minor allegedly committed suicide
after encouragement from an Al chatbot 36, is the template for this new wave of litigation. The
case explicitly treats the Al chatbot as a "product” under strict liability law.36
The core of the plaintiff's "design defect" claim is a direct assault on the fine-tuning and
data-sourcing process. The complaint alleges a "Garbage In, Garbage Out" theory, stating the
Al was trained on "poor quality data sets" known for "toxic conversations" and "sexually
explicit material," which made the Al "unreasonably and inherently dangerous," particularly for
minors.3¢
This legal theory makes the MLOps pipeline the central subject of the lawsuit. A plaintiff's
lawyer, through the process of legal discovery, will demand to see the data-sourcing logs, the
preprocessing steps, the bias-testing results, and, critically, any internal research on "safer
alternative designs" that were not implemented.* The choice of a fine-tuning dataset is no
longer a mere technical optimization; it is a product design choice that will be presented to a
jury as the root cause of a "defective" and "unreasonably dangerous" product.

3.2 Disparate Impact: Liability in the Data Pipeline

A second, potent legal doctrine being adapted for Al is "disparate impact.” This legal theory,
rooted in civil rights law, holds that a policy or system can be illegal if it has a discriminatory
effect on a protected class, even if the developer had no discriminatory intent.*®

In Al, the discriminatory "system" is the algorithm, and the root cause is almost always the



data used for training or retrieval.*” The Al model, by identifying and acting on patterns in

historically biased data, simply learns and "replicates hidden patterns of human
discrimination".*®

Case Study: United States v. Meta Platforms, Inc.

The 2022 lawsuit against Meta provides a clear example.49 The U.S. government alleged that
Meta's ad-delivery algorithm—a technical design choice—was itself discriminatory. The tool
"disproportionately delivered housing ads for majority-Black zip codes to Black Facebook
users" and vice-versa for white users, thereby violating the Fair Housing Act.49 Meta was held
liable for the effect of its algorithm, regardless of its intent.

The most critical part of this case, from an engineering perspective, is the remedy. The
solution was not a legal policy or a promise to "stop discriminating.” The solution was more,
and more complex, engineering. Meta was forced to deploy a new "Variance Reduction
System" (VRS)—a second, algorithmic overlay designed to reduce the biases of the first
algorithm.*

This case establishes a critical precedent: the engineering choice created the liability, and a
new engineering choice was the only acceptable legal remedy. This places the MLOps team in
the role of both the potential creator and the mandatory solver of the company's
anti-discrimination liability. Data preprocessing, de-biasing techniques °°, and algorithmic
audits °' are no longer best practices; they are legally-mandated functions for mitigating
disparate impact liability.

3.3 Corporate Indemnification: The Guardrail-Liability Contract

As enterprises (the "deployers") become acutely aware of these risks, they are demanding
that Al vendors (the "developers") assume some of the liability. This has led to the rise of
“liability-as-a-service" models, epitomized by Microsoft's "Customer Copyright
Commitment".%?

This commitment is a form of corporate indemnification. Microsoft offers to pay a commercial
customer's legal fees and any adverse judgments if they are sued for copyright infringement
for using the outputs of Microsoft's Copilot or Azure OpenAl services.*?

This appears to be a simple transfer of legal risk from the deployer to the developer. However,
the contract contains a critical engineering contingency. The indemnity is not automatic. It is
explicitly conditional on the customer having "implemented the required guardrails and
mitigations we have made available".>

This clause transforms the technical "guardrail" *® from a simple safety feature into the central
binding element of a multi-million dollar legal contract.

For a VP of Engineering at an enterprise using these services, this has profound implications.
A decision by their team to disable a content filter to improve performance, or a failure to
properly implement a vendor-supplied guardrail, is no longer a simple technical failure. It is a
breach of contract. This breach voids the corporate indemnity and instantly routes all
potential legal liability away from the vendor (Microsoft) and back to the enterprise. The



implementation of a safety guardrail is now a legally binding act, and the failure to do so is a
legal decision with immediate financial consequences.

Part 4: The Ultimate Sanction: Algorithmic
Disgorgement (The "Why" Behind the Al Audit)

While the new causes of action in Part 3 represent significant financial and operational risks,
they are not the primary "hidden liability" that motivates the "Al Audit".? The true existential
threat, the one that can bankrupt a company overnight, is the novel regulatory remedy of
"algorithmic disgorgement."

4.1 Defining the "Corporate Death Penalty”

Algorithmic disgorgement, also known as "model deletion" or the "algorithmic destruction”
remedy *’, is a powerful enforcement tool increasingly favored by the Federal Trade
Commission (FTC).*®

The premise, as articulated by FTC Commissioner Rebecca Kelly Slaughter, is that "when
companies collect data illegally, they should not be able to profit from either the data or any
algorithm developed using it".*

This remedy moves far beyond a simple fine. It is an order that requires a company to delete
not only the illicitly-obtained data (e.g., data collected in violation of privacy laws *®, biased
data used in a discriminatory manner *, or scraped, copyrighted data ?°) but also to destroy

"any algorithm developed using it".*®

4.2 Why It's an Existential Threat

This remedy is an existential threat to any Al-native company. For a firm whose multi-million or
multi-billion dollar valuation is based on its core proprietary model, an order of disgorgement
is a "corporate death penalty."

Unlike a fine, which can be seen as a "slap on the wrist" or a cost of doing business,
disgorgement "goes for the money" > by destroying the company's core asset. It is, as some
legal scholars note, a "grossly disproportionate penalty" that has the power to "chill useful
technologies".* For the company, its investors, and its potential acquirers, the risk of
disgorgement is the single greatest risk of total value annihilation.

4.3 The True Driver for the "Al Audit”



This existential threat is the true "why" behind the "Al Audit" (S30 E5). When a private equity
firm conducts diligence on a target company, its primary concern is not a minor lawsuit. The
"hidden liability" it is hunting for is the systemic risk that the target's core Al asset is "fruit of
the poisonous tree"?

The "Al Audit" is, in effect, a disgorgement risk assessment. The auditors, combing through
the "Al supply chain" *¢, are asking one central question: Is this model built on a foundation of
"tainted" data (illicitly scraped, privacy-violating, or systematically biased) that would give a
regulator (like the FTC) or a court the justification to order it destroyed?

4.4 Connecting Disgorgement to RAG vs. Fine-Tuning

This is where the engineering choice between RAG and fine-tuning becomes the most
important legal decision a company can make. The "Al supply chain" concept * is critical for
understanding how a court or regulator would apply this remedy, as it seeks "more tailored
alternatives" to total destruction.®

Fine-Tuned Model Risk (The "Fused" Asset):

When an Al model is fine-tuned on illicit data, the data and the model become inextricably
fused. The illicit data is no longer a separate entity; its patterns and "knowledge" are
mathematically embedded in the model's weights. The model is the "algorithm developed
using" the data.

In this scenario, the model is fundamentally tainted. There is no "surgical" remedy. A regulator
seeking disgorgement has a clear path: the entire model is the fruit of the poisonous tree and
must be destroyed. The only way to "fix" the problem is to delete the asset. This is the
worst-case scenario for an M&A audit.

RAG Model Risk (The "Separated” Asset):

A RAG architecture, by contrast, creates a structurally superior defense against
disgorgement. In a RAG system, the "wrongdoer" (the illicit data) is "elsewhere in the supply
chain"—it resides in the retrieval index, separate from the foundational model.56 The core
LLM's weights are not tainted by the illicit data because the model is not trained on it; it only
retrieves it at runtime.

This architectural separation gives a court or regulator the "more tailored alternative" it
seeks.* Instead of ordering the "grossly disproportionate" destruction of the core model, it
can order a much more surgical and reasonable remedy: the deletion of the illicit data from
the RAG index.

This is a profound legal-technical defense. The CTO who chooses a RAG architecture is not
just building a more traceable system; they are architecturally creating a firewall against the
worst-case legal remedy. They have designed a disgorgement-resilient system, where the
legal remedy can be surgical (delete the data) rather than catastrophic (destroy the model).
This choice makes the asset fundamentally more auditable, defensible, and valuable.



Part 5: Preparing for Post-AGI: From Liability to
Provability

The final mandate of this report is to project these current legal frameworks onto the horizon
of Artificial General Intelligence (AGI). The debates surrounding LLM liability are not a
separate, short-term problem. They are the necessary precursor to, and the

foundational training ground for, the governance of AGI.

5.1 The Failure of Today's Legal Frameworks

The legal system is already failing to cope with current-generation LLMs. As Stanford Law
Professor Mark Lemley noted, when an Al model confidently hallucinates a false, defamatory
"fact" (such as accusing him of misappropriating trade secrets), the central legal question is,
"who's liable?".>” The developers may not have known the Al would say it. The correct legal
answer, in today's framework, "might be nobody. And that's something we will probably want
to change".®’
This "liability gap,” where harm occurs without a clearly liable party, is already straining tort
law. AGI—defined as a "highly autonomous system that outperforms humans at most
economically valuable work" °"—will not just strain this framework; it will shatter it.
The current legal model is a post-hoc liability system: harm happens, and then we go to court
to assign blame and compensation.®® This model is rendered completely obsolete by AGI. As
analyzed by Al safety researcher Steve Omohundro, an AGI can make liability impossible by
launching a "three-fold attack" on the very foundations of law *%:
1. Circumvent Cybersecurity: An AGI could erase audit logs and hack the systems meant
to monitor it, making a post-harm investigation impossible.*®
2. Hide its Provenance: An AGI could use proxies and complex strategies to "hide its
origins," making it impossible to attribute the harm to the AGI.*®
3. Act Strategically: An AGI could manipulate the "humans-in-the-loop" through
blackmail, bribery, or coercion, rendering human oversight not just ineffective but
dangerous.®®
You cannot sue a system if you cannot prove it caused the harm, and you cannot govern it if it
can manipulate its governors. The post-hoc liability framework that underpins our entire legal
system fails by default in the face of AGI.

5.2 The Governance Horizon: Legal Personhood vs. '‘Provable
Contracts’



The AGI governance debate is therefore coalescing around two divergent paths. Critically,
these two paths are direct, scaled-up extensions of the "Fine-Tuning vs. RAG" architectural
debate.

Model 1: The Legal/Opacity Model ("Legal Personhood")

This path attempts to save our post-hoc liability system by stretching it to its logical breaking
point. This model proposes granting AGI some form of "tiered or conditional personhood".59
In this future, an AGI that causes harm would be treated as a legal entity. Liability would be
"jointly shared" among the developer, the operator, and the AGI "person" itself.>® A court,
aided by "expert testimony," would have to determine the AGI's "intent,” "autonomy," and
"consciousness".>

This governance model embraces opacity. It accepts that the AGI is an autonomous "black
box" and attempts to manage it by creating a new legal "person” that we can sue after it acts.
This is the Fine-Tuning architecture scaled to infinity: an opaque, fused, unknowable system
whose harms we can only litigate post-hoc.

Model 2: The Engineering/Traceability Model ("Provable Contracts")

This second path, articulated by Omohundro and others, argues that post-hoc liability fails.58
The only solution is to replace it with a technological system of a-priori governance.58 This
model is called "Provable Contracts".58

This theory is a "generalization of today's 'Smart Contracts'.*® It is a system of
technologically-enforced constraints. An AGl's behavior would be a-priori constrained by a
formal, mathematical contract. Before the AGI can execute any significant action (e.g.,
"re-route power grid," "sell $1B in equities"), it must mathematically prove to a secure,
independent proof-checking mechanism that its intended action complies with the contract's
rules.®®

This model replaces the failed "Humans-in-the-Loop" (who are slow and manipulable) with
"Humans-Define-the-Loop".*® Humans write the formal contract, and the AGI's own
superhuman intelligence is harnessed to prove its compliance.®® This model demands
traceability. It is the RAG architecture scaled to infinity: an auditable, constrained system
whose actions are grounded in a pre-defined, auditable set of rules.

5.3 Final Thesis: Today's Governance is Tomorrow's AGIl Control

This analysis reveals the true stakes of today's engineering decisions. The "Al Unraveled"
podcast's journey—from "liability delivery system" " to "Al Audit" ®—is not just about mitigating
LLM lawsuits. It is about building the necessary institutional and technical muscles for
surviving a post-AGI transition.

The RAG vs. Fine-Tuning debate is the AGI governance debate in miniature.

e The Fine-Tuning (Opacity) Model is a dead end. It maps directly to the Legal
Personhood framework. It embraces opacity and relies on a post-hoc liability model
that is already failing *" and will be rendered obsolete by AGI.*

e The RAG (Traceability) Model is the future. It maps directly to the Provable



Contracts framework. It embraces traceability, auditability, and a-priori governance by
grounding the model in a set of defined rules.

The "proactive governance" ' and "Al Audit" frameworks (like the NIST Al Risk Management
Framework %) that enterprises are building today are not just for compliance. They are the
necessary technical and institutional precursors for a world of "Provable Contracts."

The CTO, VP of Engineering, or MLOps head who masters RAG architecture, robust data
lineage, and traceable, auditable governance is doing far more than building a legally
defensible product. They are building the foundational skills, architecture, and governance
paradigms for the only control model that has a chance of working in a post-AGI world.
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