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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

SHANDS JACKSONVILLE MEDICAL
CENTER, et al.,

Plaintiff s,

ConsolidatedCivil CaseNos. 14-263, 14-50:.
14-536, 14-607, 1876, 141477

V.
SYLVIA M. BURWELL, Secretary, United
States Department of Health and Human
Services,

Defendant.
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MEMORANDUM OPINION

Under theMedicare systenparticipatinghospitas are paidor services provided to
Medicareeligible patients.Medicare Part A provides compensation for services provided on an
inpatient basis, while Medicare Part B provides compensation for outpaticeserin general,
hospitalsare paid more foinpatientstays

Prior to 2013, Medicare guidance stated thatasgenerally appropriat®r hospitals to
admit a Medicare beneficiary as iapatient if thepatientwas expected tstayfor 24 hours or
more. But the guidance also stresgbdtlength of stay was not the only relevant factor in the
“complex medicaJudgment” whether to admit a Medicare beneficiary for inpatient care.
Becausehis openended approach generat@icertainty among providers and, at times,
discouragedhospitals from treating Medicare beneficiaries as inpatientday 2013the
Department of Health and Human Services (“HHS” or “Departmemtposed a new standard

for inpatient admissian Thisnew standard-the “2-midnight benchmark”—authorized
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inpatient admission if the patient’s stay veapectedo spamat least two midnightsSee

Medicare Prograntiospital Inpatient Prospective Payment Systems for Acute Care Hospitals
and LongTerm Care Hospital Prospective Payment System and Proposed Fisca0Y4a
Rates,78 Fed. Reg. 27486, 27645, 27648 (May 10, 20d®)posed rulg). To redwce
uncertainty,the proposed rule then provided that “Medicare’s external review contractois woul
presume that hospital inpatient admissions are reasonable and necessaryimatesnafho”
satisfy the 2midnight benchmarkld. at 27645.

The Secretargf HHS predictedthatin fiscal year 2014he new2-midnight benchmark
and the related presumption would result in “a net shift of 40,000 encounters” from outpatient
status to inpatient statusd, at 27649, at an estimated cost of $220 miltathe Medicare
program.d. She proposed wifsetthis cost bymaking adjustments that wouléfext an across
the-board reduction inompensatioffior inpatient servicesld. at 27650, 27651Thefinal
rule—including the 2nidnight benchmark, relateablicies and the reduction in compensation
for inpatient services—was published in August 20%8eMedicare Program; Hospital
Inpatient Prospective Payment 8as For Acute Care Hospitals..Payment Policies Related
to Patient Statys8 Fed. Reg. 50496, 50965ug. 19, 2013) (final rule)¢odified as amended at
42 C.F.R. § 412.3(d)(1).

Plaintiffs in theseconsolidated actionshallengeonly one aspect of the final ruléhe
reduction in compensation for inpatient servic€sey argugamong other thingshatthis
reduction is invalidor three independent reason4) it exceedthe Secretarg general
“exceptions and adjustments” authority under the Medicares@ett2 U.S.C.

8 1395ww(d)(5)(I§i); (2) it was promulgated withow@dequateotice ora meningful



opportunityto commentin violation ofthe Administrative Procedure Aand (3)it is arbitrary
and capricious.

This matter is presently before the Court on Plaintiffs’ motions for sumpmagynent,
Dkts. 15, 16, 17, 18, 1@nd the Secretarymotion to dismisandfor summary judgment, Dkt.
23. For the reasons given beldihe Secretary’s motiois DENIED. ThePlaintiffs’ motions
for partial summary judgment a@RANTED in part andDENIED in part and this mattes

REMANDED to the Secretarfor furtherproceedings.

I. BACKGROUND

The Medicare Act, 42 U.S.C. 88 138bseq. provides medical care for the elderly and
disabled. As relevant here, Medic&art A reimburses hospitals for inpatieet\sces on a
prospective basisee42 U.S.C88 1395t seq. while Medicare Part B pays for services not
covered by Part A, including hospital outpatient services and visits to the deet$2, U.S.C.
88 1395j, 139Kt); see generally Cape Cod Hosp. v. Sebeb@9 F.3d 203, 205-07 (D.C. Cir.
2011). The amount of compensation that a hospital receives from the Medicare pragnasi|,
as the cost to the Medicare beneficiary, varies in part depending on whetheretadrgrwas
admitted to the hospital as outpatient or an inpatient.

Underthe Medicare Inpatient Prospective Payment Syst#iPS”), hospitalsare
prospectivelycompensatetbr inpatient serviceat a fixed rate thas not based othe actual
cost oftheservices providedSeeMethodist Hosp. of. Sacramento v. Shal8@&F.3d 1225,
1226-27 (D.C. Cir. 1994) (explaining that Congress enacted the prospective paymentsystem
promote efficiency and discourage the provision of unnecessary ser@oes);Samaritan
Hosp. v. Shalala508 U.S. 402, 405-06, 406 n.3 (1993 e ratesised to calculate these

paymentsare set annually by the Secretancording tdhe Medicare Act’s “complexstatutory



and regulatoryegime’” Methodist Hosp.38 F.3d at 1226 (quotingood Samaritan508 U.S.
at 404).

Oneimportant element ithe statutoryscheme is théstandardized amourityhich isset
each yeaby theCenter for Medicare and Medicaid Services (“CM%9ting on behalf of the
Secretary See42 U.S.C8 1395ww(d}3). Roughly speaking, treandardizeédmount
representshe aveageperpatient operating costs across all hospitde42 C.F.R. § 412.64,
modified to account for various economic and ofaetors Most hospitals are compensated for
Medicare inpatient services according to the “federal rate,” which is “a formuleakest [the]
standardized base amount and multiplies it by a weight associateiih a diagnosiselated
group” Adirondack Med. Ctr. v. SebelifsAdirondack), 740 F.3d 692, 694 (D.C. Cir. 2014);
seealso Methodist Hosp38 F.3dat 1227, 42 U.S.C. § 1395ww(d)(3)(D). A “diagnosstated
group” (“DRG”) is “a category of inpatient treatment&dirondack 740 F.3d at 694 n,%ee42
U.S.C. 8§ 1395ww(d)(4P7). Eachgroupis assigne@ weightreflectingthe relative amount of
resources expeled with respect to discharges in that grogge id.§ 1395ww(d)(4)B). “The
upshot of applying ®RG weighting factor is that a hospital will be paid more for patients
diagnosed with a heart condition requiring surgery than for those diagnosed with adspraine
ankle.” Adirondack Med. Ctr. v. Sebeliu®d F. Supp. 3d 25, 30 (D.D.C. 2014) (quotation marks
and citatioromitted). A 2007rule refinedthe DRG system by implementifigledicare severity
diagnosis related group§'MS-DRGs’), whichareintended to better account for severity of
iliness in Medicare payment§&eegenerallyMedicare Program; Changasthe Hospital
Inpatient Prospective Payment Systems and Fiscal Year 2008 Ratesd. Reg. 47130 (Aug.

22, 2007) (final rule).



A minority of hospitals, including thog@oviding treatment tanderserved communities,
are compensatduhsed in part on “hospitabecific rates.”SeeAdirondack 740 F.3d at 694-95;
42 U.S.C. 881395ww(d)(5)(D) & (G). These“hospitalspecific ratesare calculatedsinga
hospitalspecific base amount that reflebistorical pefpatient operating costs at thparticula
hospital. SeeAdirondack 740 F.3d at 695. he Secretary alssetsa “Puerto Ricespecific raté
which iscalculated using a Puerto Rispecific base amountee42 C.F.R. § 412.212; 42
U.S.C. § 1395ww(d)(9)(A).

The Medicare Act does not define the term “inpatient” or spedifgninpatient
admission is appropriate.h& Secretaryhowever, has issued both formal and informal guidance
on the subject. ef regulationspecifythatcertainprocedures should be provided on an
inpatient basis See42 C.F.R. § 419.22(n)She has alsssuedguidance explaining thabpents
should be admitted on an inpatient basis evitgrethe admittingphysiciandetermines that
certain criteriaaresatisfied Prior to 2013the Secretarpdvised physicians tause a 2sour
period as a benchmarkihd to “ordefinpatientjadmission for patients who are expected to need
hospital care for 24 hours or moreSeeAR 1451 (Medicare Benefit Policy ManuaGMS Pub.
100-02, Ch. 1, § 10 (2003)X-he guidanceacknowledgd that the admitting physician’s decision
involves“complex medical judgmentidnd should not be made solely on the expected length of
hospitalizationsee id, butcautionedhata hospital stayexpected to lasbnly a few hours (less
than 24)” did nojustify inpatientadmissioneven if it wasexpected to ban overnight staySee
id. (explaining that patients with known diagnoses admitted for less than 24 hours should be
admitted asdutpatientsfor coverge purposes regardless of: . . . whethey thenainedn the
hospital past midnighk (emphasis in original)see also/8 Fed. Regat 27645, 27648

(describingthe Secretary’rior policy oninpatient admissions



The Secretarpecameconcerned, however, that there weystemic problems with
inpatient admissions under the 24-hour benchmark. In 2@d2bservedn increase in the
number ofMedicare beneficiariewho werekept as outpatients for long periods of observation.
SeeHospital Outpatient Prospective and Ambulatory Surgical Centean&a Systemand
Quality Reporting Program37 Fed. Reg. 45061, 45155 (July 30, 2012) (proposed rule).
Admissions for long periods of outpatient observati@ay have “significant financial
implications for Medicare beneficiaries,” because the patienpayuoents, deductibles, and
eligibility for certainposthospitalization services witlepend in part owhether the patient was
admitted as ampatient oranoutpatient. Id. at 45156" The Secretarfad “heard from various
stakeholdershathospitals appear to be responding to the financial risk of admitting Medicare
beneficiaries for inpatient stays that may later be denied upon contradgoy,rby electing to
treat beneficiaries as outpatients receiving observation services, oftender period of time,
rather than admit them.ld.; seealso AR 3509-3510 (public comment asubsequent
rulemakingdescribing ongoingoncers that inpatient claims would be deniédp 2012review
of Medicareclaimsfounda high rate of payment denials assodatéth short inpatient stays.
See78 Fed. Reg. at 27647-27649 (describing findings oS#wetary’'SComprehensive Error
Rate Testing contractor)n 2013, he Secretarpbserved tha¥ledicarecontractors had
“recovered more than $1.6 billion in improper payments because of inappropridieiagne

patient status. Id. at 27649.

1 Seealso“Find out if you're an inpatient or an outpatierit-affects what you payivailable
at https://www.medicargov/whatmedicarecovers/par@/inpatientor-outpatient.html (last
visited Sept. 17, 2015).

2 Citations are to # administrative record (“AR”).



Against this backdrophe Secretargolicited public commentsn “[p]otential policy
changes . . to improve clarity and consensus among providers, Medicare, andtattettolders
regarding the relationship between admission decisindsappropriate Medicare paymesuich
as when a Medicare beneficiary is appropriately admitted to the hospital gaa@nnhand the
cost to hospitals assated with making this decian.” 77 Fed. Reg. at 45155. Sisked
whether “alternative approachisdefining inpatient status” could provide clarity,
“consider[ing] opportutties for inappropriately takingdvantage of the Medicare system that
time-based . . criteria for patienstatus may create.ld. at45157. The Secretaryeceived over
three hundred publicomments on thissue. 78 Fed. Reg. at 27648e alsdViedicare and
Medicaid Programs: Hospital Outpatient Prospective Payment and Ambulatgige® Center
Payment Sstems and Quality Reporting Programs, 77 Fed. Reg. 68210, 68430-68431 (Nov. 15,
2012)(summarizing comments)

In May 2013,the Secretarproposed a new rule “to clarify our longstanding policy on
how Medicare reviewontractors review inpatient hospital admissions for payment under
Medicare Part A [and] issue revised guidance to physiciank@spitals regarding when a
hospital inpatient admission should be ordered.” 78 Fed. Reg. at 27647. She dbserved
“there[had] been considerable kation in the interpretatidnof her prior inpatient admissions
guidanceandthe 24hour benbmark see78 Fed. Reg. at 27648ndthat“[t}he majority of
improper payments under Medicare Part A for sktay- inpatient hospitalaims have been due
to inappropriate patient status (that is, the services furnished were reasomhbécessary, but
should have been furnished on a hospital outpatient, rathehdisarnal inpatient, bagis id. at
27647. "I npatient hospital shostay claim errors are frequently related to minor surgical

procedures or diagnostic tests. In such situations, the beneficiary islyyptraitted as a



hospital inpatient after the procedure is completed on an outpatient basis, monitongghoes
an inpatient, and discharged from the hospital in the morning. Medicare review avsatract
typically find that while the underlying services provided were reasonable agskaeg, the
inpatient hospitalization following the proceduwas not.”Id. at 27647.

To address thesssuesthe Secretarproposed aewinpatient admissions polidyased
ona “2-midnight benchmark See id.at27645-27649. Under the 2-midnight benchmark, “in
addition to services desigted .. . as inpatient only, surgical procedures, diagnostic tests, and
other treatmentvould be generally appropriate for inpatient hospital payment under Medicare
Part Awhen the physician expects the patient to require a stay that crosses atrehsgRts
and admits the patient to the hospital based on that expectaibat’'27648. “Conversely,
when a patient enters a hospital” for care not specified as inpatient ortlyeastdy is expected
to last “a limited period of time that does not cross 2 midnights, theeesmvould be generally
inappropriate for payment under Medicare Part Al”

To provide increased predictabilithe Secretary also proposad2-midnight
presumption” to be applidoly Medicare reviewersSeeid. at27645-27649.1t provided that
reviewers‘'would presumehatinpatient hospital admissions are reasonable and necessary for
beneficiaries whose hospital stay “cross[ed] 2 ‘midnights,” unless the hospital was found to be
“abusing this 2-midnight presumptidnld. at 27645; 27648-2764%F.0r shorterstays reviewers
would considewhether the attending physiciamo authorized the inpatient admission

reasonably expected tpatient’s stay to last at least two midnigh8eeid. The 2midnight



benchmarkand the 2-midnight presumption were included in the final rule published in August
2013. See78 Fed. Reg. at 50966pdified as amended 4R C.F.R. § 412.3(d)(D).

This action does not challenge theniinightbenchmarkthe 2-midnight presumption,
or the other aspects of the final rtitbat relateo the Secretary’smpatient admissionguidance.
Rather Plaintiffs challenge a differerdspect of thénal rule: anacrossthe-board reductiom
payments to hospitals farpatientservices This reductionwaspremised on the Secretary’s
expectatiorthat in fiscal year 2014he new rulevouldresult in“a net shift of 40,000
encounters” from outpatient to inpatient status. 78 Fed. Reg. at 27649.

As explained in the notice of proposed rulemaking,

Our actuaries have estimated tbat proposed policy . . . would increase IPPS

expenditures by approximately $220 million. These additional expenditures result

from an expected net increase in hospital inpatient encounters due to some
encounters spanning more than 2 midnights moving to the IPPS from the

[Outpatient Prospective PaymensgEm(“OPPS”), and some encounters of less

than 2 midnights moving from the IPPS to the OPPS. Specifically, our actuaries

examined FY 2009 through FY 2011 Medicare claims data for extended hospital
outpatient encounters and shorter stay hospital inpatient encounters and @stimate
that approximately 400,000 encounters would shift from outpatient to inpatient

and approximately 360,000 encounters would shift from inpatient to outpatient,

causing a net shift of 40,000 encounters.
78 Fed. Reg. at 27649 he predicted’net shift of 40,000 encounteisrepresent[edjan increase
of approximately 1.2 percent in the number of shorter stay hospital inpatient encbuldters
Becaise hospitalaretypically paid morefor inpatient stayshe Secretargstimated that this

“net shift of 40,000 encounters” wouttbstthe Medicare programnadditional $220 million

over the course of the fiscal yedd. at 27649-27650.

3 The 2midnightpolicy was originally codifiecat 42 C.F.R. 812.3(e)(1). The regulation was
subsequently amended in other respeasiMedicare and Medicaid Programs: Hospital
Outpatient Prospective Payment and Ambulatory Surgical Center Paymtarh§y9 Fed.

Reg. 66770, 67030 (Nov. 10, 2014) (effective Jan. 1, 2015), and as a result, the provision now
appears a42 C.F.R. $12.3(d)(3.



The Secretary reasoned that #uelitionalcostof the newrule should be offset by an
acrossthe-board reductioo paymentgor inpatientservices Thus, she proposed tise her
“exceptions and adjustments authority” untter Medicare Actsee42 U.S.C.

§ 1395ww(l)(5)()(i), “to offset the estimated $220 million in additional expendituresby
adopting 0.2 percent reductions‘tbe operating IPPStandardized amount, the hospgakcific
rates, and the Puertod®ispecific standardized amountld. at 27651.Likewise, she proposed
to invokeher “broadauthority” under 8 1395ww(g) to reduttbe national capital Federal rate
and PuertdRico specific capital ratejy 0.2 percent. 78 Fed. Reg. at 27651.

“Commenters generally did not support the proposed -0.2% payment adjustment.” 78
Fed. Reg. at 50953The comments raised twaincipal concernsf relevancehere. First, they
guestioned whether ti#ecretarypossessethe statutory authority tonakethe proposedcross
the-board reductiondd.; seeAR 4411 (“it is questionable whether CMS has the authority to
reduce the standardized amount by 0.2 pergeR 4998 (“these reductions are an
inappropriate use of CMS'’s special exceptions and adjustments auth@&Ry4R65 (same)
AR 5672 (noting thathis authority “has been used exceedingly sparinglyd its use “in this
context, . . seems unprecedentepSge alsAR 4528, 4497, 4713, 5473. Second, they
guestioned the underlying basis for the reductions, specifically, the Sesretadiction tha
the new policy wouladausea net increase in inpatient cases at a @o$220 million in 2014.

With respect to the latter concethe @mmenters raised a number of different
objections. As noted in the final rule, they argued tiatSecretary’analysis wasunsupported
and insufficiently explained to allow for meaningful comment.” 78 Fed. Reg. at S589538R
5010 (“CMS has not been transparent in identifying the criteria used by the actoadentify

the patient status shifts that wowdcur.”); AR 5312 (“we are very concerned that CMS has not

10



released any data or even its methodology for determining that a -0.2% payrstmenj is
warranted”); AR 4654-4655; 4411. Some commentskedfor additional informationsee AR
4883-4884, 5672, while otheastemptedo replicate the Secretary’s analysighout success,
seeAR 4653-4655see alsAR 4411 (observing thdtt has not been possible to replicates
[Secretary'$finding[s]”), AR 5235(similar). The @mmenters also criticized the prediction
resulting from that analysis. They argued that “CMS has profoundly undertestitha volume
of [outpatient] encounters” that would result from the two-midnight seleAR 4654; predicted
thatthere wouldnstead be a net increaseoatpatient encounterseeid., see alsAR 5010; and
arguedthatMedicare reimbursement twspitals would decreasegnificantlyif inpatient rates
were cutseeAR 4306.

Thenotice of final rulemaking did not engage with thesenmentsn deail. The
Secretary expressed her view timalight of the “widespread impact” of the new 2-midnight
policy, the proposeddjustmentsverean appropriate use berstatutoryexceptions and
adjustmentswuthority. See78 Fed. Reg. at 5095%Fhe explained that “while we generally agree
with commenters that it is not necessary to routinely estimate utilization shifts te ensu
appropriate IPPS payments, this is a unique situation. Policy clarificatichsas this do not
usually result in utilization shifts of sufficient magnitude and breadth to signtficimpact the
IPPS.” Id. at 50953-50954The Secretary did not receive any comments “that specifically
addressed [hegroposal to make the -0.2 percent adjustment to the national ¢aguitial rate
and Puerto Ricapecific capital rate.’ld. at 50746.

With respect tahe methodology used to predict the net shift and its twesiSecretary
acknowledged that “there is a certain degree of uncertainty surroundicgsirgstimatg but

maintained that “our actuaries have determined that the methodology, data, anpt@ssim

11



used are reasonable for the purpose of estimating the overall impact cbposqat policy.”ld.
at50953. She further statetthat“we specifically discussed the thedology used antthe
components of the estimatand “[ijn addition to the opportunity to comment on the estimate,
any component of the estimate, or the methodology, conemdmd an opportunity to provide
alternative estimates for us to consided’

In addition, the Secretargvealedwo aspects dfier methodologythatwere not
disclosedn the notice of proposed rulemaking. Fistte explained thathenestimatinghe
number of cases expected to shift from outpatient to inpatient status under the neerrule
actuaries excluded “[c]laims not containing observation or a major procedure”:

In determining the estimate of the number of encounters that would shift from
outpatient to inpatient, our actuaries examioetpatient claims for observation

or a major procedureClaims not containing observation or a major procedure

wereexcluded. . . .

Id. (emphasis added)Second, when calculating the number of cases expected to shift in the
opposite direction, her actuariescludeddifferentclaims. In particular, they examinedaims
involving surgicalMS-DRGs,and excluded claims involvingedicalMS-DRGs
In determining the estimate of the number of encounters that would shift from
inpatient to outpatiengur actuaries examined inpatient claims containing a
surgical MSBRG. Claims containing medical MBRGs were excluded. .
Id. (emphasis added).

On thesamedaythat the final rule was publishethe CMS Office of the Actuarigsued
a memorandurentitled “Estimated Financial Effects of Two Midnight Policy,” which
“summarizs [its] financial estimate for clarifying inpatient vs. outpatient hospital services whe
all stays which span two midnights will be presumed to be inpatierR’2@462048. The

menorandumexplainsthat “[s]everal assumptions were made to estimate the finamgact of

this policy changé. AR 2047 (describing these “key assumptignfNotably, whencalculating
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the number of cases expected to shift from outpatiegnpetient status'stays. . .not for
observation care or for a major procedure were excluded because it was abstiitinede cases
would beunaffected by the policy changed., and when calculatinthe cases expected to shift
from inpatient tooutpatientstatts, claims containing a medical M3BRG were excluded
“because it was assumed that those cases would be unaffected by the poliey’ shand The
memorandum did naxplain howeverwhy the actuarieassumed thaheexcludedcases
“would be unaffectedby the policy changg.Id.

The notice of final rulemakingonfirmedthat“after consideration of the comments we
received . . we are finalizing a redtion to the standardized amount, the hospital specific rates,
and the Puerto Rico-specific standardized amofirQ.2 percent to offset the additional $220
million in expenditues,” 78 Fed. Reg. at 5095dee also idat 50746, andimilarly “finalizing
the proposed 0.@ercentreduction . . to the national capital Federal rate and Puerto-Rico
specific capital rate,id. at 50756.

After the final rule was published, the Plaintiff hospitals timely challeniged.2
percentreduction “to the . .standadized amount, the hospitapecific rates, and the Puerto
Rico-specific standardizeamount (collectively, “the 0.2 percent reduction”)/8 Fed. Reg. at
50746. The Provider Reimbursement Review Board gratitedtiffs’ requess for expedited
judicial reviewpursuant to 42 U.S.C. § 139500(f)(AR 1-7. Plaintiffsthenfiled these actions
against the Secretary in her official capaqiyrsuant to th&dministrative Procedure Act

(“APA”) and the Medicare Act SeeCaseNo. 14¢€v-263, Dkt. 1; Case No. 1é+503, Dkt. 1;
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Case No. 14v-536, Dkt. 1; Case No. 1é+607, Dkt. 1; Case No. 1é+976, Dkt. 1, Case No.
14-cv-1477, Dkt. 1%

The Court consolidated the actions and set a schedule for dispositive brigfielday
23, 2014, Minute Order; July 23, 2014, Minute Order; Aug. 13, 2014, Scheduling Order; Sept. 9,
2014, MinuteOrder. Plaintiffs moved for summary judgmerseeDkts. 15, 16, 17, 18, 19, and
the Secretary crognovedfor summary judgmengnd—with respect to the St. Helena Plaintiffs
only—movedto dismss for failure to state a clairsge Dkt. 23.

On August 3, 2015, the Court heddal argumenbn the parties’ cross-motionsét the
oral argumentthe Court raised the issue of appropriate remedy should it cortbhtdbe
Secretary promulgated tl0e2 percenteductionin violation of the APA, and it invited the
parties to submit supplemental briefs on that isStree parties filedupplementabriefs see
Dkts. 42, 43, andeplies seeDkts. 44, 45, 47 The Secretary moved for leave to file a suyep

Dkt. 49, which the Court grantesgeSept. 21, 2015, Minute Order.

II. DISCUSSION
Plaintiffs’ motions for summary judgment presémiee principahrguments. First, they
argue thathe Medicare Act does not authoritee Secretary to make acrossthe-board 0.2
percentreductionto compensation fanpatientservices Second, they argue ththe Secretary
failed tocomply with the procedural requirements of A, 5 U.S.C. 8 706(2)(A), in
promulgating the 0.2 percent reductibecause she failed to disclose criticdbrmation about

her methodology, and thus deprived Plaintiffs of a meaningful opportianicpmmentshe

4 Theseactiors wereoriginally brought against Secretary Kathleen SebelRistsuant to
Federal Rule of Civil Procedure 25(d), however, Secretary Burwell is autathatubstituted
for Secretary Sebelius.
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failed to offer meaningful sponses to substantial commeiatsc she failed to offer a reasoned
basis for her final ruleThird, they argue thahe 0.2 percent reductiois arbitrary and
capriciousand that it is ineffective because it merely appeared in the preamble to the final
regulation The Courstarts with Plaintiffs’ challenge to the Secretary’s statutory authority
A. The Secretary’s“Exceptions And Adjustments” Authority

The Medicarenpatient prospective payment system is govehned complex statutory
scheme.Seed42 U.S.C. § 1395ww(d). Among other things, 8 1395w(@(dnstructs the
Secretaryhow to set the standardized amotlat isused to calculate inpatient prospective
payments for most hospital§ection1395ww(d)(5) authorizes her to make additional payments,
exceptionsandadjustmentsmost of which relate tatypicalcircumstances or particuleypes of
hospitals. For examplethe Secretary is authorized “provide for an additional paymenfin
“outlier” payment) wherthe duration o& patient stay exceeds that typical patientswith that
diagnosis groupSee42 U.S.C. 8§ 1395ww(d)(B)). She is als@uthorized to make additional
payments to hospitals serving “a significantly disproportionate number ahlmwne patients,”
seeid. 8 1395ww(d)(5)(F)(ifl), andto teaching hospitalseeid. 8 1395ww(d)(5)B). And she
is authorized tanake“exceptions and adjustment®) payments tortiral referral hospitals,see
id. 8 1395ww(d)(5(C)(i); and tomake“adjustments . . to take into account the uneju
circumstaces of hospitals located inaska and Hawaii,5eeid. 8 1395ww(d)(5)H).

The provision at issui@ this case8 1395ww(d)(5)(1)(i), is a catckall provisionthatthe
Court of Appealdas described as a “breagectrum grant of authority.Adirondack 740 F.3d
at 694. The provisiostates:

The Secretarghall provide by regulation for such other exceptions and

adjustments to such payment amounts under this subsection as the Secretary
deems appropriate.
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42 U.S.C. § 1395ww(d)(H)(i). According to theSecretarythis “exceptions and adjustments”
provision unambiguously authorizes heeffect anacrossthe-board 0.2 percent reduction to the
standardized amount, the hospggkcific rates, anthe Puerto Ricgpecific rate In the
Secretary’s viewif Congress did not intend to include such adjesttain
8 1395ww(d)(5{l)(ii)’s “broadspectrum grant of authoritysee740 F.3d at 694t would have
included express language to that effeeeDkt. 35 at 11 (*nothing in the statute precludes the
Secretaryrfom making an across-thmard adjustmeiit

Plaintiffs, for their part, argue that this provision does not authorize the Secretaakéo
an acrosshe-board reduction by adjirsg the standardized amountheyconcede that
8 1395ww(d)(5)(1)(i) does not expressly exclude adjustments to the standardizeot dnut
arguethatthe Secretary errs by readind. 895ww(d)(5)(I)(i) in isolation.SeeDkt. 17-1 at 20-
26; Dkt. 15 at 34-35; Dkt. 18-1 at 22-2Theypoint out that other provisions in 8 1395ww(d)(5)
only authorize the Secretaryadjust reimbursement ratesuniquecircumstances do avoid
disproportionately affectingertainkinds of hospitals. Thus, they argue, basies of statutory
interpretation compel the conclusion that glemeralexceptions and adjustments provision does
not conferthe sweeping authorityat the Secretanpvoked here Plaintiffs further argue that to
the extent the statutory language is ambiguous, the Secretary’s broad tatiernpre
irreconcilable with the rest of the Medicare Act’s inpatient payment scheme sbatanables
her to override the mandatgppymentsetting framework established inl895ww(d)(3). For
these reasons, they argue that the Act, read as a whole, unambiguousigtdaé®rize the
challenged 0.percentreduction.

In reviewing the Secretary’s interpretation of the Medicare Act, the @ulaws the

two-step frameworlset forthin Chevron U.S.A., Inc. v. Nat'l Res. Defense Countd7 U.S.
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837, 842-45 (1984 %ee, e.g.Cape Cod Hosp. v. Sebelj@30 F.3d 203 (D.C. Cir. 2011), and
first asks “whether Congress has directly spoketh®precise question at issu€levron 467
U.S. at 842 If so, the Court must “give effect to the unambiguously expressed intent of
Congress.”’ld. at 843. If the statute i$silent or ambiguousvith respect to the specific isslie
the Court next asKsvhether the agency’s answerliased on a permissible construction of the
statute.” Id.

1. Whether The “ExceptionsAnd Adjustments” Provision Is Ambiguous

“In evaluating the firsChevroninquiry, [courts] use ‘traditional tools of statutory
construction’ to determine whether Congress has unambiguously expresseshits 8g¢rono
Labs., Inc. v. Shalaldl58 F.3d 1313, 1319 (D.C. Cir. 1998) (quotigevron 467 U.S. at 843
n.9). To this end, the Court looks to the statute as a witealegnizing that “[tlhe meanirgor
ambiguity—of certain words or phrases may only become evident when placed in context.”
FDA v. Brovn & Williamson Tobacco Corp529 U.S. 120, 132 (2000ee alsoCnty. of Los
Angeles v. ShalaJd 92 F.3d 1005, 1014 (D.C. Cir. 1999UnderChevronstep one, [courts]
consider not only the language of the particular provision under scrutiny, but alswthers
and context of the statutoscheme of which it is a part.{quotation marks omitted

The plain language of trgeneral exceptions andjastments provisiors sweeping. As
long as she acts by regulation, the Secretary is authorized to make “such o¢péioasz and
adjustments to [the] payment amounts under this subseasi¢ghe] deems appropriated2
U.S.C. 81395ww(d)(5)(I)(i) Given its plain meaning, this languageludes adjustments to the
standardized amount: the standardized amount is a “payment amount[ ] under thigsosiibsect
id., and it is evident that the word “adjustments” can describe modifications tondarstaed

amount, because Congress uses it that way elsevshed® U.S.C. 88 1395ww(d)(8)(ii),
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1395ww(d)(3)(A) (vi). Although Congress spoke with particularity in definihg scope obther
adjustmentswuthorized by § 1395ww(d), including other adjustmémthe standardized
amountseeid. 88 1395ww(d)(5)1)(ii), 1395ww(d)(3)(A)(vi), theonly limit contained in the
general exceptions and adjustments provision is that the exception or adjustrsielné m
“appropriate.” Theplain language of this provision thus supports the Secretary’s contention that
she has the authority to make the adjustments at issue here.

Notwithstanding this broad languagégiRtiffs contend that the Secretayauthority is
more limited. In particularhieyseek to turn the contrast between the broad language of
8 1395ww(d)(5)(1)(i) and the more specific provisions elsewhere in the stathirtéat/or,
arguingthat limits on the Secretary’s general exceptions and adjustanghtsrity car—and
should—beinferred from the vergetail contained in these othamovisions. In support of this
contention, they first rely othe ejusdem generisanon, which positdhat “where general words
follow specific words, the general words are construed to embrace only objatas isimatue
to those objects enumerated by the preceding specific woBadsiient Kiln Recycling Coalition
v. EPA 493 F.3d 207, 221 (D.C. Cir. 2007) (quotation marks and alterations omitieel).
contendthatejusdem generis applicable here becau§ghe provision for ‘other exceptions
and adjustments’ in (d)(5)(I) follows a list of specific exceptions and adfdstmat are
enumerated in (d)(5),” and “[a]ll of these exceptionadjustments relate to particular categories
of hospitals or unique cases.” Dkt. 17-1 at 22. For this reasonaiheg, the “adjustments”
authorized by 8 1395ww(d)(8)(i) must be similarly limited

It is difficult to reconcile Plaintiffs’ characterization of the general exceptand
adjustments authority as the final item on a list of specific terms withctiv@lhodgepodge of

provisionsgatheredunder the umbrella of § 1395uay(5). Section 1395ww(d)(5) occupies
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almost seven pages of the U.S. Code. It contains dozens of subparadfrdplats with subjects
big and small. Nt alltheprovisions in 8 1395wyd)(5) relate to uniqueircumstancesr
special types of hospitalg 1395ww(d)(5)(E)i), for exampleauthorizes an “adjustmeraf
general applicability Other provisions do not speak to “adjustments” but, rather, authorize
“additional payment[s]. See42 U.S.C. 8§ 1395ww(d)(8))(i)). The “[c]anons of construction,”
moreover, are merehafds in the process of statutory construction, nothing more, nothing less.”
EaglePicherindus. v. United States EPAS9 F.2d 922, 927 n.6 (D.Cir. 1985). Here, the
ejusdem generisanonrevealdittle, if anything,about congressional intent, and it certainly does
not provide sufficient clarity téoreclose the Secretary’s interpretatairChevronstep one.See
Chevron 467 U.S. at 842-43.

Second, and more persuasively, Plaintiffs rely on the canon against surplusagey But the
still fail to show that Congress unambiguoufslgeclosed the Secretary’s interpretatid@eeid.
In particular, they argue that the Secretary’s construction of the firstectdg 1395ww(d)(5)(l)
renders the second clause meaningléstdedby Congress in 1994eePub. L. No. 103-432,
tit. 1, 8 109,the secondalauseexpresslyconferson the Secretarthe authority, when making
adjustments for “transfer casefy’adjust the standardized amoutatsichieve budget neutrality

(i) In making adjustments under clause (i) for transfer cases (agddiynthe

Secretary) in a fiscal year, not taking in account the effect of subparagjatie(

Secretary may make adjustments to each of the average standardized amounts

determined under paragraph (3) to assure that the aggregate payments made under

this subsection for such fiscal year are not greater or lessethtbse that would
have otherwise been made in such fiscal year.

® Section1395ww(d)(5)(E) provides that “(i) The Secretary shall estimate the amount of
reimbursement maderfgervicedesribed in [§ 1395¢a)(14) with respect to which payment
was made . . and . . . is no longer being made. (ii) The Secretary shall provide for an
adjustment to the payment for subsection (d) hospitals in each fiscal yeappoogsiately to
reflect the net amount described in clause (ig&ction 1395y(a)(14) bars Medicare repayment
for certain nonphysiciaservices'which are furnished to an individual who is a patient of a
hospital or critical access hospital [another] entity.”
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42 U.S.C. § 1395ww(d)(5)(I)(ii) Plaintiffs argue thathis clause would be superfluous, and the
amendmenaddingit unnecessaryf the first clausalreadyauthorizedadjustmert to the
standardized amounts to achieve budget neutrdlitygy urge a narrow construction thfe first
clauseto avoid this anomalous result.

Although theparties do not cite to any legislative histtimgt sheds light on Congress’s
intent in enacting the secdrclause o8 1395ww(d)(5)(1), the circumstances surroundime
amendmenare consistent with-but do not compel-Rlaintiffs’ reading Because &ospital
discharge triggers eligibility for payments under the prospectiveeatysystem, the Medicare
programwas required to decide how to handle cases where a patient is transferred from one
facility to anothebefore the patient’s final discharg8eeMedicare Program; Changes to the
Hospital Inpatient Prospective Payment Systems and Fiscal Year 199498dkesl. Reg.

30222, 30244 (May 26, 1993) (proposed yula 1992 and 1993, the Prospective Payment
Assessment Commission (“ProPAGSsued two reports to Congress that included
recommendations regarding transfer caseeid. at 30223, 30245As relevat here, ProPAC
recommended that the Secretary changeftagper diem methodology” then in use, at

30245, and further “recommended that Congress provide authority to the Secretaryrweimple
a graduated per diem in a budget neutral maniter,In September 1993, the Secretary “noted”
the ProPAC recommendation and stated that “we intend to seek that authority” fromsSongre
Medicare Program; Changes to the Hospital Inpatient Prospective P&§ysesns and Fiscal
Year 1994 Rate$8 Fed. Reg. 46270, 46308 (Sept. 1, 1993) (final rule). Then, in 1994, the
Secretary declinetto change th&ransfer payment methodology absent an offsetting savings
provision,” and noted that Congress had yet to act on the ProPAC recommen8agon.

Medicare Progam; Changes to the Hospital Inpatient Prospective Payment Systems ahd Fisca
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Year 1995 Rate$9 Fed. Reg. 45330, 45366 (Sept. 1, 1994). Subsegueatigress enacted
8§ 1395ww(d)(5)(1)(ii). SeePub. L. No. 103-432, tit. I, § 109 (Oct. 31, 1994)n light of this
authority,”the Secretarthenacted, explaininghatthe amendmeriauthorizedher] to make
adjustments to the prospective payment system standardized amaihatisesipustments to the
payment policy for transfer cases do not affect aggregate payimé&aeMedicare Program;
Changes to the Hospital Inpatient Prospective Payment Systems and/Eamcaf96 Rates, 60
Fed. Reg. 45778, 45805 (Sept. 1, 1995) (final rule).

This history shows that the Secretary was not prepared to adbahge in the
methodology for calculating transfer payments, along with adjustments iratitasdized
amount to achieve budget neutrality, without specific congressional authorizBtibonowhere
along the way did the Secretaypressly disavow the thority that she now asserts under the
first clause o8 1395ww(d)(5)(l), nor did Congresieclare that the specific authority was
required. In dealing with a massive program, where modest changes can affect hundreds of
millions of dollars of federal expenditures, and where the success of the pragnarart annual
appropriationsit is not surprising that the Secretavguld conclude that it was prudenevenif
not legally required-to obtain the express approval of Congress before acting. The fagit¢hat
did so with respect to transfer payments, and the fact that Congress provided expozgg,a
could mean that the general authority already providéde first clause o 1395wwd)(5)(1)
wasinsufficient—or it might not. As the Court of Apgls has recognized, “Congress .
sometimes drafts provisions that appear duplicative of others simply, in Macbetd's, vto
make assurance double sureShook v. Distof Columbia Fin. Responsibility & Mgmit.

Assistance Authl132 F.3d 775, 782 (D.C. Cir. 1998). And just as Congress might seek “to
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clarify what might be doubtful,id. at 782 the Secretary might seek comfort that a consequential
administrative decision will not prompt a congressional backlash or criticism.

The Court of Appeals’ analysis of § 1395ww(d)(5)jlin Adirondack Med. Ctrv.
Sebelius740 F.3d 692 (D.C. Cir. 2014% instructive Adirondackalsoinvolved a challenge to
the Secretaris use ofherexceptions and adjustments authority.that case, the Secretanade
revisions to th®RG classificationsystemand sought ways to offset the corresponditgeases
in aggregate payment§&ee740 F.3cat 694-96 see also, e.gMedicare Program; Changes to
the Hospital Inpatient Prospective Payment Systems and Fisaa20@h Rates, 65 FeReg
47054, 47103Aug. 1, 2000). Congrespressly grantelder the authorityat make the needed
offsetby “adjust[ing] the average standardized amstinSeePub.L. No. 106-554, 8301(e)(1)
(Dec. 21, 200Q)codifiedat 42 U.S.C. 8.395ww(d)(3)(A)(vi). But reducingonly the
standardized amounts would not have reduced payments to hospitals reimbursed based on
hospitalspecific rates SeeAdirondack 740 F.3d at 6986. Resolving thdthe fiscal pain”
resulting from theehangedo the DRG classificatiogystem*should be sharedjd. at 694, the
Secretarysedhergeneraldjustmehauthority under § 1395ww(d)(5)(i) alsoto reduce the
hospitalspecific rates, thereby achieviag acrosgheboard reductionld. at 694-96.

Hospitalsreimbursedoursuant to the hospitapecific rate sued, arguing that the
Secretary exceeded her authority und@B85ww(d)(5)(I)(i). They first argued that, under the
expressio uniusanon theexpress grant adtatutoryauthority tooffset “the effect of .. . coding
or classification changeshrough adjustments to tiseéandardized amountsl. at 695 (quoting
42 U.S.C. 81395ww(d)(3)(A)(vi)) impliedly precludedhe use of th&ecretary’s general
(d)(5)(1)(i) authority to adjusthe hospitalspecific ratefor the sameurposesee id.at 697. The

Court of Appealslisagreed The Court held thathe once-obscure grant of authority in
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8 1395ww(d)(5)(I§i)” is ambiguous, and thusdeferredto the Secrary’s interpretation Id. at
696-99, 701. In reaching this conclusion, the Court of Appeals recognized that, as here, the
plaintiffs’ constrainednterpretatiorof § 1395ww(d)(5)(Iji) “may be a rasonable reading of the
statute’ Id. at 697. But the Court also recognized thatasonable” constructioof a statute,
standing alone, is not enough to thwart an agen@pavronstep one.ld. Even more

importantly for present purposes, the Court also held that the applicationesfptiessiainius
canon “offers too thin a reed to support the conclusion that Cenigassclearly resolved an
issue’ Id. (quotation markemitted. Itis, in the words of an earlier opinion from the Court of
Appeals, a “feeble helper in an administrative setting, where Congressusneckto have feto
reasonable agency discretion questions that it has not directlyegsold. (quotingCheney

R.R. Co. v. ICC902 F.2d 66, 68-69 (D.Cir. 1990). “And when counteniked,” as here, “by a
broad grant of authority contained within the same statutory scheme, the canon is a poor
indicator of Congress’ intent.id.

Adirondackgoes on, moreover, to offer guidance directly responsitiee Plaintiffs’
surplusage argument. As Plaintiffs do here Algondackplaintiffs argued that the Secretary’s
broad construction of 8 1395ww(d)(5){))rendered other “parts of the statutory scheme .
meaningless excesslt. at699. Again, the Court of Appeals rejected the plaintiffs’ contention,
concluding that “[t]he surplusage canon is neither inviolable nor insurmountespetially
“when agency authority is at stakdd. at699. This conclusion, moreover, is particularly true
whensome surplusage will remaunder eitheof the competing interpretatienlid. at699.
Because Congress may simply have intended “to clanfgt once, but twice-what the
Secretary was permitted to do,” the Court of Agls, “[a]t the very least, . remain[ed]

unconvinced the statutory scheme [was] unambiguous in evincing Congress’ itdeat.700.
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A similar conclusiorfollows here. The Court of Appeals has not only held that
8 1395ww(d)(5)(I)(i) is ambiguous, it has approved the same kind odl lma@structiorthat the
Secretary defends here, and it has rejected argumentsittinat identical—are
indistinguishable from those Plaintiffs now make. In short, the plain langfiage o
8 1395ww(d)(5)(Ifi) grants the Secretary broad discretion to make excepimhadjustments
as she “deemappropriate.” Although various canons of interpretation may support a
constrained reading of this authority, Plaintiffs offer no construction of thegowavihat would
avoid all redundancy in the statute, and the Coutfppieak has held that, in this context, the
canons offer little basis for rejectintige presumption that Congress has left the administrative
agency with discretion to read the provision more broaldlyat 697-99.As in Adirondack the
Court, accordingly, concludes that the language is “[a]t the very leabifjaaus for purposes
of Chevronstep one.ld. at 700.

TheCourtalsoconcludes that thecantlegislative history cited by the partiess
equivocal. As originally enactedn 1983, thegeneralexceptions and adjustments provision
stated

The Secretary shall provide by regulatfon such other exceptions and

adjustments to such payment amounts under this subsection as the Secretary

deems appropriate (including exceptions and adjustments that may be appropriate

with respect to hospitals involved extensively in treatment for esehreh on

cancey.

Pub. L.No. 98-21it. VI, 8 601, 97 Stat. 15@riginally cdified as 42 U.S.C.
8 1395ww(d)(5)(C)(iii)). The accompanying conference repaxplainsthatthe conference
agreement followed the House bill, which authorized “such exceptions and adjustsnéinés a

Secretary] deems appropriate (including those that may be appropriatespéictrto public and

teaching hospitals and hospitals involved extensively in treatment for, aadcresa, cancer),”
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but omitted the requirement with respect to public and teaching hospitals,” H.R. Rep. No. 98-
47, 195 (Conf. Rep.)The conference report stathst “[tlhe conferees wish to make it clear
that this authority permits the Secret&ryprovide for such exceptions and adjustments as may
be appropriate with respect to hospitals experiencing special problems bedeselatation
in a particular census divisionld. Thereportthusindicates that theonferees expected the
Secretay to useherauthority to address paymafisparitiesaffectingcertainkinds of hospitad,
e.g., cancer hospitalsgeid.; butit does noindicatethat the conferees intendedrestrict her
authority tothatcircumstance

Theparentheticatelating tocancer hospitals was delet@dl 989, whercancer hospitals
were removedrom the prospective payment systeBeePub. L.No. 101-239tit. VI, § 6004,
103 Stat. 2159. Ae Secretary argudisat this amendmeihiad, if anything, a broadenirgfect,
butbecause thamendment did not reflelggislative attentiorio the scope of thBecretary’s
adjustments authorityt, does notut either way

Congresdas als@addedprovisionsexpressly authorizingdjugments tathe standardexd
amaunts. For example, adiscussed above, in 1984 Congress prouide&ecretaryith
authority to adjust the standardized amountsfsettransferrelated costssee
8 1395ww(d)(5)(I)(ii), aad in 2000, Congress providdte Secretaryith authority toadjust the
standardize@mounts to offsathanges to the DR@8assificationsystem see
8 1395ww(d)(3)(A)(vi). Buthelegislative and administrative materials cited by the padoes
notexplainwhy the Secretargoncluded thashe needed express legislative authority to make
these offsetsnor is it clearthat Congress enacted these provisions on the understandinigethat
Secretary’s general adjustment authority did not authorize her to adjusdritiarsized

amounts.Plaintiffs are correct thahe Secretary hgseviously used her authority under
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8 1395ww(d)(5)(I)(i)only for targeted adjustmentS§ee, e.g.Medicare Program; Changes to the
Hospital Inpatient Prospective Payment Systems and Fiscal Year 2005aRafesl. Reg.

48916, 49106-49108 (Aug. 11, 2004) (adjusting wage index assignments in light of “unique and
temporary” circumstances adversely affecting small community hospifdig)y cite no case
however, holdinghat a“broadspectrum grant of authorityatrophiesmerelybecause igoes
unused.SeeAdirondack 740 F.3d at 694, 695-96.

Accordingly, as the Court of Appeals heldAadirondack see740 F.3d at 700-01hé
Court concludes that tlgeeneralexceptions and adjustments provision is ambiguatisrespect
to whether it provides a broad grant of authority untethizced the more specific provisions of
8 1395ww(d)(5)andthus proceeds tGhevrors second &p. Seed.; see, e.g.Regions Hosp. v.
Shalalg 522 U.S. 448, 460 (1998) (“Because the Hospital's construction is not an inevitable one,
we turn to the Secretaig/position, examining its reasonableness as an interpretatiom o
governing legislation.”).

Finally, theSt. Helena and BakersfieRlaintiffs separately contentthatthe Secretary
exceeded her statutory authomuiyder 42 U.S.C. 8§ 1395wg) when sheeduced the national
capital Federal rate and Puerto Rspecific capital rate by 0.2 percer@eeDkt. 18-1 at 29-30;
Dkt. 15 at 34-35see alsa/8 Fed. Reg. at 27651, 50746. Section 1395ww(qg), like
8 1395ww(d)(5)(I)(i) authorizes certain “exceptions” and “adjustment[s],” but the two
provisions are not identical. The St. Helena Plaintiffs’ opening brief does noirewphathe
text of§ 1395wwg) compels their readingeeDkt. 18-1 at 29-30, and the Bakersfield
Plaintiffs’ opening brief does not analyze the text of § 139&)at all,seeDkt. 15 at 34-35.

The Secretary’s briefing also fails to grapple with this quest@seDkt. 23-1 at n.5, Dkt. 35 at

18-19. The Court thus concludes that this issue is not sufficiently bteefetmit resolution at
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this time Accordingly, to the extent Plaintiffs raise an independent challenge tethet&y’s
reduction of the capital rates, the parties’ motions are denied without prejudice.
2. Whether The Secretary’s Interpretatiols Reasonable
At Chevrons second step the question for the reviewing asusthether the agency’s
interpretation isareasonabl®ne. The court, accordingly, will “uphold the Secretayydgment
as long as it is a permissible construction of the statute, even if it differdhtrarthe court
would have interpreted the statute in the absence of an agency regul&edelius v. Auburn
Reg’l Med. Ctr, 133 S. Ct. 817, 826-27 (2013). “[G]iven the tremendous complexity of the
Medicare statute,” moreover, courts “accord particular deference to the Sesretary’
interpretation” of the statute’s detailed provisio®@nty. of Los Angele492 F.3d at 1014.
According toPlaintiffs, however, tht usual deference is unwarranted here, because the Secretary
haspurportedly abandoned theore limited interpretation of... 8 1395ww(d)(5)(l)'that she
espoused in prior rulemakings. Dkt. 17-1 ats®2g alsdkt. 27 at 10-13. The Court disagrees.
An agency is “not estopped frochanging” its interpretation of a statutéood
Samaritan Hosp. v. Shalagl&08 U.S. 402, 417 (1993%ee alsd”erez v. Mortgage Bankers
Ass’n 135 S. Ct. 1199, 1207-09 (2015). When it does so, however, the reviewing court should
consider that change in position as “a factor in assessing the weight that” tbgagew
position is due.Good Samaritan Hosp508 U.S. at 417. At times, the change may require that
the court accord theewinterpretation tonsiderably less deference than a consistently held

agency view.” Thomas Jefferson Unj\s12 U.S. 504, 515 (1994) (quotation maakslcitation

® Shouldthe partieseek to revisithis issue, they should address whethah a challengs
properly before the CourtSee78 Fed. Reg. at 50746 (final rustating that the Secretary “did
not receive any comments that specifically addressefighgposal to makéne-0.2 percent
adjustment to the national capital Federal rate and Puerto Rico specific cagitduratg the
rulemaking).
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omitted. But, this proviso is not absolute, and its application turns on “the facts of individual
cases.”Good Samaritan Hosp508 U.S. at 417.

Here, the ©urt concludes that the prior occasions when the Secretary declined to rely on
her general adjustment and exception authority vérete she, insteadiaited for specific
congressional authorization to act, do not undercut her current claim to deferengeinbest
the casesn which theyrely, Plaintiffs have not identified any priactionsin whichthe
Secretaryexpressly interpreteor applied§ 1395wv(d)(5)(I) in amannerthat conflicts withher
current reading It is true as discussed abowbat she hapreviously declined to rely on that
provision where, under her current reading, she might have invokBdtithe fact thathe
Secretary, at antime,“expressed doubts about [her] ability to” madgustmentsvithout
specificlegislativeauthority to do so does not mean that a later, expansive construction of her
generaladjustmentuthority is not entitled to deferencAdirondack 740 F.3d at 698. hat is
particularly true in this context, sintiee Secretary never expressly construed
8 1395ww(d)(5)(I)(i)in a manner inconsistent with her current reading.

Plaintiffs invokeDillmon v. Nat'l Transp. Safety Bdb88 F.3d 1085, 1089-90 (D.C. Cir.
2009), where the Court of Appeals held that an agency empsinits changednterpretation in
order“to ensure [thdtthe agency’s ‘prior policies and standards are being deliberately changed,
not casually ignored.”seeDkt. 17-1 at 27. And they assert, corredihgtan agency may not
“depart from a prior policysub silentig or simply disregard rules that are still on the botks.’
Dillmon, 588 F.3d at 1089 (quotirgCC v. Fox TV Stations, In&56 U.S. 502, 515 (2009)).
Here,howeverit is far from clear that the Secretgmeviouslyarticulated golicy or
interpretation from which she now departs. There certainly was no reasoned explaihabw

the Secretary construedl895ww(d)(5)(1)(i) or why she rekthe statute in that manner. Indeed,
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the Secretary made no mention whatsoever8%ww(d)(5)(1)(i)in the administrative actions
on which Plaintiffs rely. Those actions, accordingly, hardly represent thetygstablished
administrative policy thatequiressomejustification to discard See, e.gDillmon, 588 at 1089-
90; King Broad. Co. v. FC(C860 F.2d 465, 470 (D.C. Cir. 1988¢fusingto deferto an
interpretation thatould not be reconciledith the agency’rior interpretatiorof the same
provision);Northpoint Tech., Ltd. v. FC@12 F.3d 145, 152-56 (D.C. Cir. 2005) (refusing to
defer to an interpretation that couldt @ reconciled with “prior [agencylolicy and practice”)
Plaintiffs further argue that, even if entitled to deference, the Secreteay’sf her
adjustment authority to adofatn acrosghe-board reduction” cannot be reconcieth the
overall statutory schemeSee, e.g.Dkt. 17-1 at 30. They arguleat “the Secretary has made no
attempt to explain how h system wide payment reduction seraag statutory purposes,
rendering her interpretation unreasonabliel” (emphasis added). This contention, however,
merely repeats the arguments already reject€thavronstep one—and, for that matter, already
rgected inAdirondack 740 F.3d at 7Q0lt is true that the Secretary’s reading of
8 1395ww(d)(5)()(i) invites overlap with other portions of § 1395ww(d)(5). But a gener
exception or waiver authorityy its nature, will always-or will frequently—overlap with more
specific authorities. At least in the contex®8at395ww(d)(5), the Court of Appeals has already
opined that such “superfluity” is not unreasonable. 740 F.3d at 69%f78@irondack Med.
Ctr. v. Burwel| 782 F.3d 707, 710 (D.C. Cir. 2015) (per curiam) (concluding that an
“adjust[ment to] the hospitapecific rates” was not arbitrary and capricious because “the
Secretary reasonably chose to achieve budget neutrality pursuant to a metbpoetus the
cost of budget netdlity fairly between . . hospitals”). And, even ihe overall structure of the

Medicare Act and 8395ww(d)(5)might be readmplicitly to limit this broad grant of authority,
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the Secretary’s decision to give tepansive languagd 8 1395ww(d)(5)(J(i) its plain
meaningcannotbe described dsinreasonable.”

Plaintiffs alsoargue thathe 0.2 percentduction effectivelynegategppayment foithe
additionalinpatients that hospitals are expected to treat and that this violatdedieare Act
Sege.g, Dkt. 17-1at23-24. In this respect)dntiffs argue that this caseuslike Adirondack
which involved the Secretary’s effort &oldressn “artificial” increase in payments to hospitals.
740 F.3d at 700The Secretary correcthgesponds that nothing in the final rule departs from the
perdischarge structure of the payment schemeoviders are paid for each patient treated and
discharged, and providers who treat additional inpatients are reimbursed purshampatient
prospective paymerstystem. SeeDkt. 23-1 at 25-27. It is, of course, possible that the 0.2
percentreduction does deny providers reimbursement in the aggrfegaie additional
inpatient stays.But, Plaintiffs point to no evidence in the record supportinigaticreased
provider costs, andi) any event, to the extent those additional costs exist, they are shagsl acr
the inpatient prospectiveagment systemAs a result, the 0 2ercentreduction does not differ
in applicationfrom thenumerous other adjusents madé¢o the standardized ratd he
Secretary’s use of her geneealceptions and adjustments authority in this manner may be
unusual, but it is not unreasonable.

Finally, Plaintiffs argue with some fortleatany interpretation of the Act that grarttse
Secretarynfettered adjustment authority wowdnflict with the overallstatutoryscheme.The
Court agrees that the “exceptions and adjustments” provision dogwadhe Secretargarte
blancheto override the rest of thct. The Court is nopersuadeghoweverthatthe reduction
at issue in this casaisesthat concern Cf. Marshall Cnty. Health Care Auth. v. Shala®88

F.2d 1221, 1224 (D.C. Cir. 1993) (holding tHalhe Secretary may” invoke her exceptions and
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adjustments authority to “vary the definition” of “urban areas” under the prospeetyment
systemeven though it was possible to “hypothesize forms of regulatory amendments that coul
be thought unreasonable in light of the statute”)Arnmgeninc. v. Smithfor example, th&€ourt
of Appeals held that an “adjtment .. . involving only the payment amount for a single drug| ]
does not work ‘basic and fundamental changes in the scheme’édSerageated in the Medicare
Act.” 357 F.3d 103, 118 (D.C. Cir. 2004) (quotiMgC| Teleomm. Corp. v. Am. Tel. & Tel. Co.
512 U.S. 218, 225 (1994)). The CooftAppeals reasoned thdhe statutory requirement that
the Secretary ‘shall’ develop certain aspects of the payment system igedualithe
Secretary’s authority to Gust[ |’ those payment amountsld. (modifications inoriginal)
(quoting 42 U.S.C. 88 139%)(2)(E), 139%(t)(12)(A)). It cautionedhat “a more substantial
departure from the default amounts would, at some point, violate the Secretar\asiablig
make such paymen#nd cease to be an adjustnidritbut concluded that it had “no occasion”
to draw that line.ld. (emphasis added).

The same is true herd&lothing in this case requires the Cdliotengage in line drawing
to determine when ‘adjustments’ cease being ‘adjustmemsritjen 357 F.3d at 117. he
challenged 0.2 percergduction, which is smaller than the 2.9 pereedtiction upheld in
Adirondack see740 F.3d at 700, does mqesent a fundamentebnflict with the Act’sinpatient
prospectivgpayment schemek-or present purposestlitereforesufficesto concludehat tre
Secretary’s interpretatioof the exceptions and adjustments provissoa reasonablene.

B. APA Challenges To e 0.2PercentReduction

Plaintiffs further argue that, even if the Secretary hadteitory authority to make the

acrossthe-board 0.2 percent reduction, the process she employed was riddled with procedural

and otheeerrors. As already discussed, the Secresymatedhat thenew 2midnight rule
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would result in a net shift of 40,000 cases to inpatient status in fiscal year 2014, taif&2@6
million. On ths basissheadjusted the standardized amount, the hosgtetific rates, and the
Puerto Ricespecific standardizedmount downward by 0.2 percent, effecting an adfoss-
board 0.2 percent reduction to compensation for inpatient sensee3.8 Fed. Reg. at 50746.
Plaintiffs contendthatthe notice of proposed rulemaking omitted important information about
the Secretary’s methodologhereby depriving them of a meagful opportunity to comment.
Theyfurtherarguethatthe Secretary failed forovide a reasoned response to the relevant
comments that thyewere able to makandthat the final rule fails to provide a sufficient
explanation for the agency’s actiérPlaintiffs alsoargue that the 0.2 percent reduction is
arbitrary and capriciouand,that itviolates the Medicare Actiequirement that an adjustment
be promulgated as a “regulation.”

Pursuant to the Medicare Act, 42 U.S.C. § 139500(f)(1), this Court reviews the
Secretary’s actionnder thdamiliar provisions of thé&PA, 5 U.S.C. § 706(2)(A)The APA in
turn, requires an agency to “examine the relevant data and articulate a satisfactorgtexplan

for its action including a rational connection between the facts found and the choicé made

” The Medicare Act includes sevebaidget neutrality provisionsee, e.g.42 U.S.C.
§81395ww(d)(8)(D), 1395ww(d)(4)(C)(iij)1395(t)(2)(E), and the Court of Appeals has held
that the Secretary has “wide discretion” to invoke her exceptions and adjustotbotiyg see
Adirondack Med. Ctr.782 F.3d at 709-11The Secretary concedes that none of the Act’s
budget neutrality provisions required her to offset the added costs of the 2-midtegbae

Dkt. 43 at 18-19, but argues that the offset was appropriate in light of Corggassal
preferencdor budgetneutral Medicareule changes and in the interests of sound nemnagt of
the public fisc. In their supplemental brigidaintiffs argue that the rate reduction is arbitrary
becauséno statutory authority exists here fioue budget neutrality SeeDkt. 44 at 3-4. But to
the extent Plaintiffs raised a similargument in their opening briefs, it was in relation to the
interpretation ofthe Secretary’s adjustmeatithority under 8 1395wd)(5)(I)(i), not Plaintifs’
substantive APA challengsege e.g, Dkt. 17-1 at 23-24, 27-29. Accordingly, this argument is
not properly presentedsee e.g, New York v. EPAM13 F.3d 3, 20 (D.C. Cir. 2005) (argument
not raised in opening briés waived).
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Dist. Hosp. Partners, L.P. v. Burwglf86 F.3d 46, 56-57 (D.C. Cir. 2015) (quotivigtor

Vehicle Mfrs. Assi v. State Farm Mut. Auto. Ins. Cd63 U.S. 29, 43 (1983gmphasis

omitted) The agency must also provide the public with a meaningful opportunity to comment
on a proposed rule and must offer reasoned responses to significant comdg@nnecticut
Light & Power Co. v. Nuclear Reg. Com®@i/3 F.2d525, 528, 530 (D.C. Cir. 1982Here, all
agree that the basis for the challen§etipercent reductiowas the predicteshift of 40,000

stays to inpatient status fiscal year 2014at anestimated costf $220million. The actuarial
basis forthis prediction, and the extent to whittke Secretaryas required to disclose and
explain the underlying assumptions, hewe aresubjet to substantial dispute.

As explainedbelow, the Couragreeswith Plaintiffsthat the Secretamid notprovide
sufficient notice of the actuarial assumptions and methodalogymploye@nd that disclosure
of this information was essential tommunicée the basis for the proposed adjustments and to
permitmeaningful public comment. The Court further concludes that this error was not
harmless.Finally, in light of these conclusions, the Cadetermineghat it need noteach
Plaintiffs’ remainingchallenges.

1. Opportunity For MeaningfulNotice And Comment

“The APA sets forth several steps an agency must take when engaged irkindenta
must publish a general notice of proposed rulemaking in the Federal Registan give
opportunity for interested persons to participate in the rulemaking through siaonobgrritten
data, views, or arguments; and issue publication of a concise general statetimemntiiefs basis
and purpose.”Sugr Cane Growers Cap. of Fla.v. Veneman289 F.3d 89, 95 (D.C. Cir. 2002).
“[T]he opportunity for interested parties to participate in a meaningfuliw#ye discussion and

final formulation of rules” is a “particularly important component” of this prec€onnecticut
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Light & Power, 673 F.2dat528. “The purpose of the comment period is to allow interested
members of theublic to communicate information, concerns, and criticisms to the agency
during the rule-making process. If the notice of proposed rule-making failswio@mran

accurate picture of the reasoning that has led the agency to the proposed rusée dptzmses

will not be able to comnmé meaningfully upon the agency’s proposals. As a result, the agency
may operate with a or&ded or mistaken picture of the issues at stake in amaleng.” Id. at

530.

Giventhe APA’s requirementhatan agency “examine the relevant data and articulate a
satisfactory explanation for its actidrseeDist. Hosp. Partners/86 F.3dat 56-57 (quotation
marks, citation, and emphasisitted),“it is especially importanfor the agency to identify and
make available technical studi@sd data that it has employeatior to the comment periodee
Connecticut Light & Power673 F.2d at 530. “[A]n agency cannot rest a rule on data that, in
critical degree, is known only to the agencyime Warner Entm’'t Co., L.P. vd€, 240 F.3d
1126, 1140 (D.C. Cir. 2001) (quotation marks, citation, and alteratiortted). Rather, “[the
most critical factual material that is used to support the agency’s position on reust have
been made public in the proceeding and exposed to refutatiOmiierOperator Indep.

Drivers v. FMCSA494 F.3d 188, 199 (D.C. Cir. 2007) (quotisgs’'nof Data Processing Serv.
Orgs. v. Bd. of Gvernors of the Fed. Reserve $Sy45 F.2d 677, 684 (D.C. Cir. 1984))
(emphasis omittedyeealso Am. Radio Relay League, Inc. v. FGe4 F.3d 227, 237 (D.C. Cir.
2008);Wisconsin Power & Light Co. v. FERB63 F.3d 453, 463 (D.C. Cir. 2004).

The “critical factual material” thahe agency must disclose and “expose] ] to refutation”
includes the models and methodology used by an agency to support its Seo@wner

Operator IndepDrivers, 494 F.3d at 199, 201n DwnerOperator Independent Driverthe

34



Court of Appealsnvalidated a final rule becautiee agencyadfailed to disclose “the model
andmethodology” it usedto deternine the benefits and costs|tie] regulatory options. 494
F.3d at 201. As the Court of Appeals explained, “because the output of that model was central to
[the agency’s] decision to adopt the [final] [rule . . tlig¢ model and its methodology were
unquestionably among the most critical factual material that was used to suppoptiog’s
position.” 494 F.3d at 201 (quotatiamarks, citation and alterations omitteshe alsaSmall
Refiner Lead Phase-Down Task Forc&RA 705 F.2d 506, 535 (D.C. Cir. 198®%)here an
agency chooses to use a predictive matleinustexplain the assumptions and methodology
used in preparing the model and, if the methodology is challenged, must provide a complete
analytic defense)’(quotation marks and citation omitted).

Borrowing a metaphor from the Court of Appeals, Plaintiffs contend that thet&scr
engaged in a game of “hunt the pearytfailing to disclose critical aspects of her nathlogy
until afterthe comment periodSeeDkt. 16 at 24 (quoting€onnecticut Light & Powei673 F.2d
at 530) see alsdkt. 19-1 at 26, Dkt. 18-1 at 33n particularthey contend that sHailed to
reveal key assumptions applied by the HHS actuariesncluding that the change from the 24-
hour rule to the 2-midnight rule would actualhgreasehe number of inpatient stays, and that it
would do so by 40,000 staysfiscal year2014. Most significantly, accordirg Plaintiffs, see
Dkt. 16 at 24Dkt. 19-1 at 19; Dkt. 18-1 at 31-33, it was not until the final rule was announced
that the Secretg disclosed that (1) in estimating the number of “encounters” that would likely
shift from outpatient to inpatient status, the actuaries examined onlatmtpclaims for
observation or a major procedure,” and (2) in estimating the number of “encourkielstdi
shift from inpatient to outpatient status, the actuaries examined only “claimsaopia

surgical MSDRG.” 78 Fed. Re@at50,953. Plaintiffs contend that these methodological steps
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were both unjustifiable and consequential. The decision to consideswgigalMS-DRGs
when estimating the number cdises predicteih moveto outpatient status, and thus the
exclusion ofmedicalMS-DRGs, elminated hundreds of thousands of cases that could
potentially shift from inpatient to outpatierftom the Secretary’s analysis. Dkt. 16 at 31.
According to Plaintiffs, approximately “half of the roughly 1.5 million shorystavolve
medical MSDRGs,”and “five medical MSDRGs alone .. represenhearly 160,000 short stay
cases. Id. at 30. Many of the excluded staysoreoverwere shortand thus likely to be
classified as outpatient stays under the new rule. “The medic@)RMS for chest painor
example, has an average length of stay of 1.8 days.” Dkt. 19-1 Bidiftiffs argue that
because these assumptions were not revealed prior to the close of the notice aewt pamaod,
“hospitals and ther stakeholdersincluding Plaintiffs—could rot meaningfully critique the
actuaries’ estimates or attempt to reproduce or assess the reliabilityS$ @ults.” Dkt. 16
at 23 see alsdkt. 19-1 at 19.

The Courtagrees that the Secretary’s failure to disclose the cragsalmptions relied
upon by theHHS actuaries deprived Plaintiffs and other members of the public of a meaningful
opportunity to comment on the proposed 0.2 percent reduction. The undisclosed information
was central to the analysis that led to the Semgrstaonclusion that 40,000 discharges would
shift to inpatient status in 2014, and, without that information, commenters had no basis to
understand or to critique the Secretary’s conclusion.

In the final rule, the Secretary asserted thattoposed ruléspecifically discussed the
methodology used artle components of the estimét&8 Fed. Reg. at 50953.hat is
incorrect. heproposed rulstatedonly thatthe Secretargnalyzed’FY 2009 through FY 2011

Medicare claims data for extended hospitdpatient encounters and shorter stay hospital
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inpatient encounters.” 78 Fed. Rag27649. That was far from sufficient to permit meaningful
comment on the actuarial predictions or to put the public on notice of the basis for the proposed
adjustments. Where an agency disregards a significant portion of the informatiorchntwhi
claims to have based its analysis, the APA requioesedisclosure and explanatioi©f. Dist

Hosp. Partners786 F.3dat 5657 (“If an agency fails to examine the relevant datait has

failed to comply with the APA.”).

Even accepting the fact that she did not disclose the key assumptions applied by the
actuaries, the Secretargntendghatthe proposed rule satisfied APA standards because
interested parties had access to all of the information that, in herthisywpeeded. In
particular,the notice of proposed rulemaking identifibeé data set the Secretarsed in her
analysis—FY 2009 through FY 2011 Medicare claims data for extended hospital outpatient
encounters and shorter stay hospital inpatient encounters,” 78 Fedt Ré§49—andthis data
set wagubilicly available,seeDkt. 23-1 at 38-39. Thushe arguesnterested partiesould
perform their own analyses tife same datand, to the extent they obtained differssgults,
submit comments to that effec¥eg e.g, AR 4653-4655.

The Secretary is correct that an ageisayot invariably required tdiscloseinformation
on which it relies,at least as long as tipeblic already has that informatiorn Connecticut
Light & Power, 673 F.2d at 53Zpr examplethe Court of Appeals concluded tlzahotice of
proposed rulemaking passed muster—although only barely so—even thtailgid to disclose
information upon which the agency relied. This was because the undisafasathtion
included studies thahad already been sulbjeo widespread public commerahd because the
commenters were awaref‘problems that had recurred in plant after plant and of refhats

had been publicly filed Id. at 531-32. Given that the “rulaaking process took place against a
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background of five years during which the Commission explored safety propoagisiblic
forum and exposed the important technical studies to adversarial comment,” thefCourt
Appeals held that, althouglit Would have been better practice for fagency]to have
identified these technical materials specifically innloéice of proposed ruleraking,” “the
techni@al background of the rules was sufficiently identified to allow for meanirgimment
during the rulemaking process.’ld.

The circumstances hereoweverarevery different. Plaintiffs are not arguing théte
Secretaryneeded to disclogbe publicly available Medicare claims datae actuaries used in
theiranalysis They ae arguinghatshewas requiredo disclosevhatthe actuarieslid with that
data It is that deficiency that precluded meaningful public comment, and, uni&ennecticut
Light & Power, the Secretary offers no reason to believe that commenters had any idea what the
actuaries did. Indeed, at least one commenter endeavaidibut success-te recreate the
Secretary’s conclusionsSeeAR 4653-4655see alscAR 4411 (observinghat “it hasnot been
possible to replicatthe [Secretary’$finding[s]” ), AR 5235 (similar). Under these
circumstances, public access to the underlying data does not save the rule.

Nor does public awareness regarding the longstanding agencgroaboutinpatient
admissionalter this result The Secretary, for exampleoints to discussion containedtire
proposed ruléself, the Secretary’2012 request for comment on inpatient admissionsaand
2013 report by thelHS Office of Inspector Generalddressing “Hospitals’ Use of Observation

Stays and Short Inpatient Stays Although the public may have been aware of the various

8 The Secretary concedes that the Inspector General report was not publidrefteutitie
comment period had already clossdeDkt. 35 at 23 n.6, but argues that it represents “further
evidence of her very public study of the systemic nature of the issue of hogpatant
determinations,id. (quotation marks omitted).
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considerations that prompted the Secretary to proposerthérizghtrule, the basis for thatule
is not the question. The question is whetherpublic was aware tfie methodologthe HHS
actuariesusal to predict the effects of thpolicy. And that is where the Setary’s argument
falls short.

At oral argumentcounsel for th&ecretaryarguel for the first timethat itshould have
been‘self-evident” thatthe medical MEDRG casesvould be uaffected by the new rulend,
accordingly, could be exclude&eeDkt. 40 at38-41. AQven the ample evidence that interested
parties did not findhatassumptiorselfevident,see AR 4653-4655; 4883-4884; 4411; 5010;
5235; 5672, the Court is not persuadétiis is not a case where a “decision of less than ideal
clarity” may be upheld because “the agency’s path may reasonably be disc&tatd.Farm
Mut. Auto. Ins. Ce463 U.Sat 43 To the contrary, there is no hint of thself-evident”
rationalein theadministrativerecord—or elsewhere.

The Secretary also argues thiite APAdoes not impose . the obligation to explain
every element of her actuaries’ analysis,” down to “every last detail and allagranu
considerations of the actuaries’ calculations.” Dkt. 35 at 22-23 (¢timgbs v. Classic Coal
Corp,, 931 F.2d 96, 99-100 (D.C. Cir. 1991 Maybe so, buthte APA does require the
disclosure of assumptions critical to the agency’s decision, in orfilitate meaningful
comment and allow a “genuine interchange” of vie®8seConnecticut Light & Power673 F.2d
at 530. Here, neither Plairffs nor other members of the public ever had an opportunity to offer
meaningful comments on the Secrgmproposal, and thus the 0.2 percent reduction that the

Secretary proposed, and ultimately adopted, fails to pass muster under the APA.
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2. Harmless Error

The Secretary further argues that any flaw in the notice and comment process was
“harmless” and that, accordingly, the rule should be sustained under the prejmarial-
doctrine. The Secretary is correct tttee APA“instructsreviewing cours totake ‘due account
... of the rule oprejudicial error.” PDK Labs. Inc. v. DEA362 F.3d 786, 799 (D.C. Cir. 2004)
(quoting 5 U.S.C. § 706)As a general mattehowever, the Court of Appeals has “not been
hospitable to government claims of harmless error in cases” inva@viaigure of notice and
comment. Allina Hedth Servs. v. Sebeliyg46 F.3d 1102, 1109 (D.C. Cir. 201Nlerely
“technical failureswith respect to notice and commeaenaybe harmlesseeSugar Cane
Growers 289 F.3d at 96, nited StateJelecom Ass'v. FCCG 400 F.3d 29, 40-4(D.C. Cir.
2005) (holdinghat even ithe mislabeling o& published notice violated the APA, that violation
was harmlessyyhile “an utter failure to comply with notice and comment cannot be considered
harmless if there is any uncertainty at all as to the effect of that faiugdr Cane Groweys
289 F.3dat 96. Here, he question is whether Plaintiffs have “show[n] that an opportunity to
comment regarding an agency’s important information created ‘enough ungédsitd its
possible effect on the agency’s dispositioAllina Hedth Servs. 746 F.3d at 1110 (quoting
Chamber of Commerce v. SE2I3 F.3d 890, 904-06 (D.C. Cir. 2006)). There is no doubt that
they have made this showing.

Althoughthis case does natvolve an “utter failureto provide noticeand an
opportunity for commengeeSugar Cane Growey289 F.3dat 96, it does involve aignificant
defect The 0.2 percent reduction was the product of the Secretary’s conclusion that the 2-
midnight rule would result in an increase of 40,000 inpatient stdgsl the actuarial

assumptionsvere disclosedhoweverthe Secretary’s thought process was a black-enxd
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even then, her analysis was not fully explained. Séeretaryonce againnsiststhat her
“alleged failure to disclose additional details about her actuaries’ estirhdi@siot preclude
thesubmissio of comments” on thosestimates. Dkt. 23 at 46. But there is a vast difference
between announcing a couaslon and articulating the reasons for that conclusion. One can
disagree with a conclusion, but, absent some insight into hogottokision was reached, it is
not possible to explain wheamd whythe agencyvent wrong.

To the extent the Secretary argues thatunelisclosed assumptionsadeno difference
to the outcome, the Court also disagreBise assumptions the HHS actuaries apbplie
substantially curtailed the universe of hospital stays dueefary considered and likely affected
the outcome of the Secretary’s analysis. The validity of those assumptaesyver, is far from
selfevident. Against this background, the Court cammooclude that the Secretary’s failure to
provide the public with the opportunity to offer meaningful comment on the assumptions and
metodology used to derive the 0.2 peraesttuction was harmless.

To be clearthis is not to say that the Court has daded that the Secretary’s
assumptions and methodology were unreasonaltéentifs contendthatthe predicted increase
in inpatient cases “defies reason” and “common selnseduset will be harder to satistye
new2-midnight benchmark than the old 24-hour benchm&eeDkt. 29 at 18Dkt. 15 at 32
Dkt. 17-1 at35-36. That likely overstates their cas@hey ignore the fact, for example, that the
increasegredictabilitysuppliedoy the 2midnight presumption mighéad toanincreasan
inpatient stays. The reasonableness oBthaetary’sassumptions and methodology, however,
is a question that should be considdredd, if at all,on remand. For present purposes, it is
sufficient to conclude that the Secretary’sufeal to provide an opportunity for meaningful

comment treatedenough uncertainty as to its possible effect on the agency’s disposition,”
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Allina Health Servs.746 F.3cat 1110(quotation marks omittgdto preclude reliance on the
prejudiciaterror doctrire. As inOwnerOperatorindependent Drivers494 F.3d at 202, the
Court has “no difficulty in concluding that the agency’s failure to disclose theoahaibgy of
[its] model in time for comment was prejudicial.”

3. Remaining APA (allenges

A number ofPlaintiffs’ other APAstylechallengesreclosely relatedo the Secretary’s
failure to provide an opportunity for meaningful commentenactuarial assumptions.
Plaintiffs argue, among other things, that after the Secretary unjustiéatilyded cegin claims
in estimating the outpatiet-inpatient and inpatiert-outpatient shift, shalso made
inappropriate comparisons estimatedased on different types of claims, faikdgrapple with
the uncertainties) her analysis, ankdnproperly calcudted the cost of the net increase in
inpatient casesBecause commenters were not able to raise all these concerns in response to the
deficient notice of proposed rulemaking, however, no administrative record watesetped
for the Court to review. Thus, the Court concluthegthese argumenthould beaddressedf
at all, afterfurther proceeding at the administrative level aad opportunity for additional
comment

Plaintiffs alsocontendhat the Secretary failed to provide meaningful respotostse
substantial commentkey did make and that her final conclusions are not accompanied by a
reasoned explanatiaf hermethodology. In additiortheyargue that the 0.2 percent reduction
is invalid because it was announced in the preamble to the ruleptimda separate
“regulation.” In light of the Court’s conclusion that the Secretary failed to praddgquate
notice of the underlyingasis forthe proposed reductioand thereby depriveithe public of a

meaningful opportunity to comment on that proposas, itlnecessary to reach thesaditional
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grounds The Secretary’s decision and accompanying explanation may obamngeand, and
she will have an opportunity to address whatever comments are made, to whplaver
decision she reaches, and to decide whether to include any adjustment in the body of a
regulation

C. The Appropriate Remedy

There remains the question of appropriate remedy. Where a rule is adopted “without
observance gbrocedureequired by law,” the APA directs that the court shall “hold unlawful
and set asidelje] agency action.” 5 U.S.C. 8§ 706(2). Courts in this Circuit, however, have long
recognized that “when equity demands, an unlawfully promulgated regutatidoe left in place
while the agency provides the proper procedural remédiertilizer Institute v. EPA935 F.2d
1303, 1312 (D.C. Cir. 19913pe, e.g EME Homer City Generation, L.P. EPA No. 11-1302,
2015 WL 4528137, at *9 (D.C. Cir. July 28, 2015).

Although acknowledging this general rule, Plaintiffs contend that it has no applicati
here, since the Court of Appeals has repeatedly held that “[flailure to providstheed notice
and to invite public comment . . . is a fundamental flaw that ‘normally’ requires vadahe
rule.” Heartland Reg’l Med. Ctr. v. Sebeljus66 F.3d 193, 199 (D.C. Cir. 2009@)tihg Sugar
Cane Growers289 F.3d at 97). That proposition, however, is not absolute. The Court of
Appeals has, atrhes, remanded without vacatur despite a faito provide adequate notice or
opportunity for commentSeeAm Radio Relay League, In&24 F.3d at 242 (remanding for the

agency to “afford a reasonable opportunity for public comment on the unredacted studies on

® Exceptions to this equitable doctrine do exist. 42 U.S1398hh(a)(4)for examplestates
that if “a final regulation . . is not a logical outgrowth of . a .. . notice .. . [it] shall not take
effect,” and he Court of Appeals has suggestedinta that this provision requires vacatiBee
Allina Health Servs.746 F.3cat1111 n.5. This provision, however, is not applicable here.
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which it relied in promulgating theikle, make the studies part of the rulemaking record, and
provide a reasoned explanation of its choicAf)). Med. Ass’'n v. Renb7 F.3d 1129, 1138
n.4 (D.C. Cir. 1995) (“Because the inadequately explained rules are imposing anatemedi
monetary burdeon feepayers, we assume that the agency will act with due haste to provide the
requisite opportunity for meaningful comment and explanation.”).

In the absence of@er serule, the Court mugstirn to the standardrticulated by the
Court of Appeals iAllied-Signal, Inc. v. U.S. Nuclear Regulatory Commiss888 F.2d 146
(D.C. Cir. 1993)s¢ee, e.g.Heartland Reg’l Med. Ctr.566 F.3d at 197-9%Bugar Cane Groweys
289 F.3d at 97 Although Plaintiffsquestion whether thallied-Signaltestshould apply to
rulemaking caseseeDkt. 42 at 9 & n.2, the Court of Appeals has repeatedly applied that test in
suchcasessee, e.g.Sugar Cane Growey289 F.3d at 97-9&hamber of Commercd43 F.3d
at908. The inquiry will, of course, vary with context, the starting point is the same. The
Court, accordingly, must weigh (1) “the seriousness of the order’s defiggacié thus the
extentof doubt whether the agency chose correctly) and” (2) “the disruptive conses|oéace
interim change that may itédéde changed.”Allied-Signal 988 F.2d at 150-51 (quotation marks
and citation omitted).

1. The Final Rule’s Deficiencies

The firstAllied-Signalfactor is “the seriousness of thelg's] deficiencies (and thus the
extent of doubt whether the agency chose correct§38 F.2d at 150-51. As the Court of
Appeals has explained, “[t]here is a fine line between agency reasoning Hwatigppled as to
be unlawful’ and action that is pmtially lawful but insufficiently or inappropriately explained.”
Radio-Television News Directors Ass'hi84 F.3d 872, 888 (D.C. Cir. 1999) (quotideckosky

v. SEC 23 F.3d 452, 464 (D.C. Cir. 1994parat@pinion of Silberman, J.)). “In the former
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circumstance, the court’s practice is to vacate the agency’s order, whiel@eththe court
frequently remands for further explanation (including discussion of relevaotdastd
precedents) while withholding judgment on the lawfulness of the agency’s propased ack
As Plaintiffs stress, “the court typically vacates when an agemtirely fails to provide notice
and comment.”Daimler Trucks North America LLC v. EPA37 F.3d 95, 103 (D.C. Cir. 2013)
(quotingShell Oil Co. v. EPA950 F.2d 741, 752 (D.C. Cir. 1991alteration omitted) That is
presumably because, et an agency has completelyhgsed the notice and comment
procedure, there is substantial basis to “doubt whether the agency chose coikieitly,”
Signal 988 F.2d at 150-5hnd the agency’s decision lacks the legitimacy that comes with
following the APAmandated procedures foreatingbindinglegal obligations

The flaws present here do not rise to that levelihmyt arenonetheless substantialhis
is not a casehere the agency simply failed to provide sufficient detail in its explanatiatsfo
actionor failed to address a discrete commedee, e.glLa. Fed. Land Bank Ass’n v. Farm
Credit Admin, 336 F.3d 1075, 1085 (D.C. Cir. 200Rather, the Secretary omitted “critical
material on which it relie[d],” and thus “deprive[d] commenters of a right undeAR#g ‘to
participate in rulemaking Allina Health Servs.746 F.3cat 1110. In this respect, the case is
similar toOwnerOperator Independent Driversvhere the Court of Appeals vacated a rule on
the ground that the agency failed “to disclose the methodology of the . . . model” ontwhich i
relied “in time for comment,494 F.3d at 202At the same time, th€ourt is not convincethat
the Secretary would be unable to “justify” her decision on renseed-Heartland566 F.3d at
197—mnor is the Court convinced that she would be able to dBudhe Court’'suncertainty on
that pointmerelyhighlights the magnitude of the procedwralation. The Court is unable to

evaluate whether the Setag/’s decision was reasonable because her omission prevented the
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public from offering meaningful comment3.The Plaintiffs never had the opportunity to
explain where, in their view, she went wrong, and, thus, the Secretary never had to provide a
reasoned justification dfer position.

With respect to the firsdllied-Signalfactor, all that the Court can conde is that the
flaw in the notice and comment process was substantial anitlithpossible that the procedural
error affected the Secretary’s firddcision to adopt the 0.2 percent reduction. To the extent the
Secretary bears the burden of demonsigathat the “normal remedy” of vacatur does not apply,
Allina HealthServs, 746 F.3d at 1110, slmas failed tshow that the flaw in the rule was not
serious.

Plaintiffs further argue that the deficiencies in the rule are exacerbated by tienaoldi
other errors that they have alleged, including the failure of the Secretagpond to significant
commentr to offer an adequate explanation for the final rule containing the 0.2 percent
reduction. Given the Court’s conclusion that the failure to provide a meaningful opportunity for
public comment was “serious” for purposes of Atleed-Signaltest, it is not clear that these
additional alleged errors add significantly to the Court’s conclusions. Indeed,@g$am
present purposes that Plairgitire correct about these additional flaws, their prestres not
fundamentally change the seriousness of the deficiencies in the rule. Théwaything, an

unsurprising outgrowth of theeSretary’s failure to treat the actuarial methodology agieat

10 The Secretary concedes that on remand, she will have to provide a fuller éaplahher
analysis and respond to the challenges that are raessdkt. 43 at 10, and argues that she will
be able to provide an explanation justifying both her methodology and her conclusions. As
support, she cites her notice of proposed rulemaking for FY 201€citing 80 Fed. Reg.
39200, 39369 (July 8, 2015)). The rationale stated in the FY 2016 notice is no basis for
affirmance in the present case and plays no role in the Court’s decision.
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component of her decision. It is that failure that was at the core of the probkrarthe
Court concludes that th&dilure is—however manifest-a serious one.

2. Disruptive Consequences

Thatdoes not end the inquiry. The Court must also cen$ilde disruptive
consequences” of vacating the 0.2 percent reducgoaigar Cane Grower289 F.3d at 97
(quotingAllied-Signal 988 F.2d at 151). The Court of Appeals’ decisioH&artland Regional
Medical Centeiis particularly instructive. Ad, for the reasons given in thatcaon the
Secretary fares betten this factor.

In Heartland a district courhad concluded in a pri@ctionthat the Secretary*sural
local rule” was invalid, but did not expressly addnebkether the ensuing reman@swvith or
withoutvacatur 566 F.3d at 196-97. In light of intervening events, the Court of Appeals was
called upon to characterize the remand in retrosgegf. F.3d at 197 Applying Allied-Signal
the Court first concluded that the administrative error identified in the earsiertailure to
respond to reasonable alternativaould be cured on reman&ee idat 19798. Turningto the
second factor, the Court of Appeals noted that vacékaly would have required HHS to make
payments to [certa] hosptals for [the relevant] years . until the agency repromulgated the
same rule and gave an adequate reason for rejecting the alterndtive$.198. This posea
significant consequencen light of the presumption against retroactive rulemalksagBowen v.
Georgetown Univ. Hosp488 U.S. 204, 207, 215 (1988¢jectingthe Secretary’s attempt to
promulgate a retroactive rule that would allow her to recoup payments madeanseso
vacatur ofa rule),“vacatur .. . would have raised substantial doubt about HHS’s ability to

recoup payments it made for years prior to teitesnent of that requiremeng66 F.3d at 198.
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That “substantial doubt” was sufficient, in the view of the Court of Appeals, to conclude tha
vacatur would have had “disruptive consequences” uillied-Signal 1d.

The consequences of remand in the present agtiomot rise to the level of the
“scrambled egg” at issue Bugar-Cane Grower289 F.3d at 97, where “crops were plowed
under” and there was no “way to restore the status quo @htélhe consequencese,
however, very similar to the disruptive consequences relied ugéeartland 566 F.3d at 198.
As inHeartland it is unclear whether the presumption against retroactive rulemaking would
apply. Plaintiffs say it wouldseeDkt. 42 at 9, 14while the Secretary disputes thegeDkt. 43
at 2022. But even the Secretary expresses substantial doubt thatrule were vacatedhe
would attempt to reinstate the reduction for fiscal year 28fdrticularly in light of the same
“reliance” interests that animate the presumption against retroactive rulenrakingmstances
where it appliesseeDkt. 43 at 21.

Plaintiffs attempt to turn the presumption against retroactive rulemaking to thair fa
arguing that the inability of the Secretary to reissue the rule means that theeelittle
“disruption” on remand-there is no risk, in Plaintiffs’ view, that hospitals will receive
additional payments that they might someday be required to redaebkt. 42 at 9. In the
abstract, that contention might have some appeal. But it is directly at oddeenburt of
Appeals’ decision itHeartland which concluded that a “substantial doubt about HHS’s ability
to recoup payments” favored remand without vacatur. 566 F.3d asd®alsAllied-Signal
988 F.2d at 151 (observingat“the consequencdsf vacatur] may be quite disruptive” because
“the Commission would need to refund . ee$ collected... [and]it evidentlywould be unable

to reover those fees undaraterenacted rule”).

48



Plaintiffs alsoarguethat the potential costs to the Medicare progaduproviding further
reimbursement to providers do not counsel against vacaaeDkt. 42 at 15.They citeln re
Medicare Reimbursemehitigation, 414 F.3d 7 (D.C. Cir. 2005), in which the Court of Appeals
observed that “[h]aving to pay a sum one owes can hardly amount to an equitable reason for not
requiring payment,id. at 13. Thatlanguage, however, was addressed to a very different
situation; it involved th&ecretary’s refusal to reopen past proceedingswouldhave allowed
the plaintiff hospitals to recoveertainfunds. Seeid. Counsel for the Secretary had “rightly
conceded at oral argument” that the Secrdtan/‘a clearstatutory dutyd pay [plaintiff]
hospitals [those] funds.Td. But the Secretaryanetheless opposed reopenihg proceedings,
citing “the extraordinary sums at stakdd. Here,in contrast, the Secretary has not conceded
that the hospitals have a rightadditional inpatient compensation fescal year2014, but rather
maintains that the 0ercentreduction is justified and that it would bentrary tothe public
interest topay hospitals at there-reductionlevel.

The Court accordingly concludes that the secoAdied-Signalfactorsupports remand

without vacatur.

Having concluded that the firailied-Signalfactor favorsPlaintiffs, while the second
favorsthe Secretary, the Court must weigh these competing considerations. Thenges no r
requiringeitherthe proponent or opponent of vacatur to prevail on both facBas, e.gNorth
Carolina v. EPA550 F.3d 1176, 1178 (D.C. Cir. 2008) (remanding witivagatur despite
serious flaws in rule, where vacatur would be disruptivex Television Stations, Inc. v. FCC
280 F.3d 1027, 1048-49 (D.C. Cir. 2002) (remanding without vacatur even though “the

disruptive consequences of vacatur might not be greati¢nded in other respects Byx
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Television Stations, Inc. v. FC293 F.3d 537, 540 (D.C. Cir. 2002).S. Telecom Ass’'n v. FEBI
276 F.3d 620, 626-27 (D.C. Cir. 2002¢rhanding several ruldsit vacating only one in light of
the first Allied-Signalfactor). Rather resolution of the question turns on the Court’s assessment
of the overall equities and practicality of the alternativesking the parties at their word, the
Courtassumeshata remand with vacatur would, in effecictate a substantive outcome based
on a procedural error, and thus concludes that the disruptive consequences would be
considerable.Although the deficiencies in the rule are serious, the Court is not convinced that
they are so grave that the Secretaiyuth be precluded from taking corrective steps with respect
to the 2014 inpatient prospective payment system. In additiergecretary has indicated her
willingness to abide by a timetable aiodexpedite proceedings on remar@keDkt. 43 at 10-
11. Fthe Secretary fails toomply with that timetable, her failureay counsel in favor of
vacatur of the rule at a future tim8imilarly, to the extent the Secretary fails on remand to give
meaningful consideration to significant comments, vacatur may be appropridteunea
proceeding.The Court concludes for now, however, that the Secretary should be given this
opportunity.

Accordingly, the Court concludes that the remand should be without vacatur. The parties
are directed t@onfer ando propose to the Court no later tHaaotober 1 2015,a timetable for

repromulgation of the proposed rule and an opportunity for further comment.

V. CONCLUSION
For the reasons given abovtee Secretary’s motiofor summary judgment IBENIED.
ThePlainiffs’ motions for partial summary judgment @&ANTED in part andDENIED in

part and this matter REMANDED to the Secretary fdiurtherproceedings The parties are
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ORDERED to confer angbropose, no later than October 1, 2015, a timetable for adnaitivgt
proceedings on remand.
An appropriate Ordewill issue after the parties have submitted a proposed timetable

/s/ Randolph D. Moss
RANDOLPH D. MOSS
United States Districiudge

Date: Septembel, 2015
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