VIA CHRISTI REGIONAL MEDICAL CENTER, INC. v. SEBELIUS Doc. 43

UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

VIA CHRISTI REGIONAL MEDICAL
CENTER, INC.,

Plaintiff,
V.

Civil Action No. 09-2060 (CKK)

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

Defendant.

MEMORANDUM OPINION
(January 28, 2015)

Plaintiff, Via Christi RegionaMedical Center, Inc. (“Via Qfsti”), brings this action
against Defendant Sylvia Matthews Burwell (“Seargt), in her official capacity as Secretary
of Health and Human Servick$p review the final decision of the Administrator for the Centers
for Medicare and Medicaid Services (“CMMS”)rdeéng Plaintiff, as sucasor-in-interest to St.
Francis Regional Medical Centereimbursement under the Medie program of the Social
Security Act, 42 U.S.C. 88 1398 seq. for an alleged loss that Paiff incurred as part of the
consolidation that res@t in Via Christi’'s formation. Sgifically, Plaintiff seeks an order
reversing and setting aside the final decisiorthef CMMS Administrator, and declaring that
Plaintiff is entitled to $59,176,291 such other amount of Medieareimbursement determined

to be due for the loss that St. Francis Regidfediical Center incurredn its consolidationSee

! Pursuant to Fed. R. Civ. P. 25(d), SylWtthews Burwell has been automatically
substituted for Kathleen Sebelius, whorae garties’ pleadings name as Defendant.
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Compl. at 20, ECF No. [1]. Presently befdree Court are the parties’ cross-motions for
summary judgment. Upon consideration of the pleadirigs,relevant legal authorities, and the
record as a whole, the Court GRANTS Defamick [25] Motion forSummary Judgment and
DENIES Plaintiff's [23] Motion for Summarndudgment. Accordingly, judgment shall be
entered for Defendant.
|. BACKGROUND

A. Regulatory Framework

Title XVIII of the SocialSecurity Act (“Medicare program”), 42 U.S.C. 88 135seq.
provides a system of federally funded health insceafor aged and disabled persons. Relevant
to the instant action, the statute permits prawdaf Medicare services to be reimbursed for

“reasonable costs” of supplyirsuch services. 42 U.S.C. 8§ 13@5{1). Reasonable costs are

% This matter was stayed by the joint requafsthe parties on April 6, 2010, pending the
United States Court of the Appeals for testrict of Columbia Circuit’'s ruling irSt. Luke’s
Hosp. v. Sebeliy$11 F.3d 900 (D.C. Cir. 2010), aRdrsyth Mem. Hosp., Inc. v. Sebeli689
F.3d 534 (D.C. Cir. 2011)The Court lifted the stay on Septber 9, 2011, after the D.C. Circuit
issued in its opinion in both matters. The QGodenied a subsequent request to stay the
proceedings pending resolution by the Suprebmeirt of the United States of the writ of
certiorari filed in Forsyth Mem. Hosp., Incand ordered briefing afhe parties’ dispositive
motions. The parties filed cross-motions fomsoary judgment. Pl.’s Mot. for Summ. J., ECF
No. [23] (“Pl.’s Mot.”); Pl.’s Errata to Pl.’sMot., ECF No. [34]; Def.’s Mot. for Summ. J. &
Opp’n to Pl.’s Mot. for Summaryudgment, ECF No. [25] (“Def.®lot.”); Pl.’s Reply to Def.’s
Opp’'n to Pl’'s Mot. for Summ. J. and Def&ross-Mot. for Summ. J., ECF No. [29] (“Pl.’s
Reply”); Pl’s Errata to Pl.'RReply, ECF No. [35]; Def.’s Replin Supp. of Def.’s Mot. for
Summ. J., ECF No. [31] (“Def.’®eply”). Further, supplemeait briefing was filed after the
D.C. Circuit’s ruling inPinnacle Health Hosps. v. Sebelié81 F.3d 424 (D.C. Cir. 2012), and
after other relevant opions were issued, including €hD.C. Circuit's ruling inCatholic
Healthcare West v. Sebeljug48 F.3d 351 (D.C. Cir. 2014) ar@entral lowa Hospital
Corporation v. Sebeliygt46 Fed. App’x 6 (D.C. Cir. 2012)PIl.’s Notice of Supp. Auth., ECF
No. [36]; Def.’s Notice of Updad Info., ECF No. [38]; Pl.’s Ni@we of Develop., ECF No. [40].
The motion is fully briefed and ripe for adjudicati In an exercise ofstdiscretion, the Court
finds that holding oral argument would rimg of assistance in rendering its decisi@eeLCvR
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defined as “the cost actuallycarred, excluding therefrom any part of incurred cost found to be
unnecessary in the efficient delivery of needhedlth services,” as determined in accordance
with regulations promulgated by the Secreta#y2 U.S.C. 8 1395x(v)(1)(A). The Secretary has
promulgated several regulations for deteimgrireasonable costs” under this section.

At the relevant time period, éasonable costs” included capitaelated costs, such as the
costs related to the depreciation of buildiragsd equipment used for patient care under the
Medicare program. 42 C.F.B§ 413.130(a) & 413.134(a) (1995)Such a depreciation was
calculated based on the historical cost of the askedt § 413.134(a)(2), defed as “the cost
incurred by the present ownm acquiring the assetjtl. at 8 413.134(b)(1)and was prorated
over the estimated usefiifie of the asseid. at § 413.134(a)(3). The regulation specifies:

If disposal of a depreciablasset results in a gain or loss, an adjustment is

necessary in the providerdlowable cost. The amount afgain included in the

determination of allowable cost iBmited to the amount of depreciation

previously included in Medicare allowablcosts. The amount of a loss to be

included is limited to the undepreciated basis of the asset permitted under the

program.
42 C.F.R. 8 413.134(f)(1). The treatment of a gain or a loss under the Medicare program
depends on the manner of disposition of the asddet.Pursuant to 42 C.F.R. § 413.134(f), gains
and losses realized from the bditke sale of deprecidd assets are includéuthe determination
of allowable costs. Id. at § 413.134(f)(2)(i). Accordingly, it is clearthat the regulations

contemplate that a provider may recover gains s8ds realized as a resoitdisposing of assets

through a bona fidsale.

% Unless otherwise specified, all citationsthe Code of Federal Regulations reference
the 1995 version that was in effect a thme of the consolidation at issue.
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Also relevant to the instant action is 42 C.F.R. § 413[184{ich addresses transactions
involving a provider’s capital stkc Notably, the section add®ing the consolidation of two
providers, like the transaction at issue in theainstmatter, is silent on the issue of whether an
entity formed through a consolitilan may recover gains or lossesuling from that transaction
under the Medicare programSee42 C.F.R. § 413.13¥(3) (defining consadiations as “the
combination of two or more corparons resulting in the creation afnew corporate entity”). In
contrast, the section addressistgtutory mergers between uiated parties x@ressly provides
that the merged corporation may recover usses pursuant to 42 C.F.R. § 413.134(f), the
section that provides for the recovery of lossesaisets disposed of through a bona fide sale.
42 C.F.R. 8§ 413.138(2)(i). Accordingly, it is clear fronmthe regulatory scheme that an entity
formed as the result of a statutory merger nempver losses if that merger was a bona fide sale.
However, the regulatory scheme does not esglyeprovide that an entity formed through a
consolidation may recover losses.

On October 19, 2000, CMMS's predece3sissued Program Memorandum A-00-76
(“PM A-00-76") in order to “clarify”the application of 42 C.F.R. § 413.1B4to mergers and
consolidations involving non-pribfproviders. A.R. at 1428 (Bgram Memorandum A-00-76).
Specifically, PM A-00-76 was created because 42 C.F.R. § 41B.1@4¢ drafted to address
mergers and consolidations involving for-profit providetd. As set forth in PM A-00-76, a

gain or a loss adjustment for both merged aodsolidated assets of non-profit providers is

* In 2000, section 413.13%(was redesignated without change as 413.134fk)nacle
Health Hosps. v. Sebeliug81 F.3d 424, 426 n.1 (D.C. Cir. 2012). However, the Court will refer
to this provision as subsectidi &s it is appeared at thieme of the consolidation.

> CMMS formerly was known as the Healfftare Financing Admistration (“HCFA”).
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recognized as long as the asset was disposttataafgh a bona fide sale as required pursuant to
42 C.F.R. § 413.134(P.Id. at 1429. As explairkin the PM A-00-76:

[Flor Medicare payment purposes, a recognizable gain or loss resulting from a

sale of depreciable assets ariseterafan arm’s-length business transaction

between a willing and well-informed buyer and seller. An arm’s-length

transaction is a transaction negotiated byelated parties, eadcting in its own

self interest in which objective validefined after selfish bargaining.
Id. at 1430. In addition, PM A-00-76 indicatedathin determining wéther two parties are
related for the purposes of the Medicare regulatiomnsideration must be given to whether the
composition of new board directors, or atlgoverning body or management team, includes
significant representation from the prews board(s) or management team($¢l.”at 1429. The
parties dispute the appdibility of PM A-00-76 to this action as discussefla.

B. Factual and Procedural Background

The relevant facts in thisase are undisputed. Plaffiti claim centers around the
October 1, 1995, consolidation of two entities, Btancis Regional Medical Center and St.
Joseph Medical Center (“constfut hospitals”), that formed Plaintiff, Via Christi Regional
Medical Center. Specifically, &htiff brings this suit as sgessor-in-interest to St. Francis

Regional Medical Center, allegingathit incurred a loss as a rétsof the consolidtion and that

it is entitled to Medicare reimbursement as a resulhat loss. Plaintifalso sought to recover

® Pursuant to 42 C.F.R. § 413.134(f), recovenaafain or loss for an asset disposed of
through scrapping, demolition, abandonment, or wntalry conversion also is recognized.
However, the only applicable provisiortd 42 C.F.R. § 413.134(f) is the bona fidale
requirement because the assets in question eispesed of through a consolidation. Further,
the Court notes that the bona fide sale requirerealy applies to mergs or consolidations
occurring before December 1, 1997, A.R1428 (Program MemoranduA-00-76), making the
requirement applicable to the instant consoiaathat took effect on October 1, 1995, A.R. at
1712-13 (Stipulation, Apr. 23, 2007). The Medicergulations were amended to eliminate the
recognition of gains and lossks transactions finalized &&fr December 1, 1997. A.R. at 1409-
13 (63 Fed. Reg. 1379-83 (Jan. 9, 1998)).



losses as a result of this consolidation ascessor-in-interest to Sgoseph. However, the
United States Court of Appeals for the Tenth Atr€Tenth Circuit”) heldthat Plaintiff was not

entitled to Medicare reimbursement for a depreciation adjustment in that nfa¢tergenerally

Via Christi Reg’l Med. Ctr., Inc. v. Leavi09 F.3d 1259 (10th Cir. 2007).

Prior to the consolidation, St. Francis Rewl Medical Cente(“St. Francis”) was a
hospital in Wichita, Kansas, that had a licensed capacity of approxinely 880. A.R. at 740
(Testimony from PRRB hearing, Apr. 30, 2003t. Francis was a nonprofit corporation under
the laws of Kansas and its sole corporate megmims St. Francis Misiry Corporation (“St.
Francis Ministry”). Id. at 1712 (Stipulation, Apr. 23, 2007). The religious sponsor of both St.
Francis and St. Francis Ministry e&isters of the Sorrowful MotherU.S. Health Systems, Inc.
(“Sisters of Sorrowful Mothers”).ld. St. Joseph Medical Cent€iSt. Joseph”) was an acute
care hospital in Wichita licensed for 68@ds prior to th consolidation.ld. at 740 (Testimony
from PRRB hearing, Apr. 30, 2002). St. Josafs#to was a nonprofit corporation under the laws
of Kansas and its sole corporate member wakkx&lth System of Wichita, Inc. (“CSJ"). at
1712 (Stipulation, Apr. 23, 2007). &heligious sponsor of both CSJ and St. Joseph was Sisters
of St. Joseph of Wichita, Kansas (“Sisters of St. Josegh).Prior to the consolidation, there
was no common ownership betwegh Francis and St. Joseph, wliat the constituent hospitals
have common officers or board membeld. at 741 (Testimony from PRRB hearing, Apr. 30,
2002);id. at 1713 (Stipulation, Apr. 23, 2007).

The constituent hospitals entered into a cbdation that took effect on October 1, 1995,
and was consummated pursuant to the Agreemki@onsolidation andhe Master Plan of
Consolidation. Id. at 1712-13 (Stipulation, Apr. 23, 2007)Via Christi Regional Medical

Center, Inc. (*Via Christi Medical Center”) canm@o existence as a result of the consolidation
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and both constituent hospitals ceased to exdtat 1713. By virtue of the consolidation, good
title to all of St. Francis’ assets passed to Via Christi Medical Center and Via Christi Medical
Center became legally responsibledtirof St. Francis’ liabilities.Id. at 1712-13.

After the consolidation, Plaintiff, as successointerest to St. Fancis, sought Medicare
reimbursement for an alleged loss it incurre@ assult of the consolidation with St. Josejbh.
at 59-60 (PRRB Decision)d. at 1713-14 (Stipulation, Apr. 23, 2007). On March 6, 1996, a
letter was submitted to the fiscal intermediary (“Intermediary”), estimating the Medicare portion
of St. Francis’ loss at $35 million.ld. On March 31, 1997, an amended cost report was
submitted to the Intermediary, reflecting thhe Medicare portion of St. Francis’ loss was
approximately $58.5 million.Id. at 1714. Ultimately, the Intemdiary disallowed Plaintiff's
claim on the basis that the cofidation involved two related ganizations and, accordingly,
recovery under the Medicare program was not permitiddPursuant to 42 U.S.C. § 139500(a),
Plaintiff appealed the Intermediary’s denialitsfrequest to the Provider Reimbursement Review
Board (“PRRB”). The PRRB overturned thetdmmediary’s conclusion and found that St.
Francis’ loss should be recognizaftier determining that the cditgent hospitalsvere unrelated
prior to the consolidationld. at 54-76 (PRRB Decision). Th&kRB rejected the Intermediary’s
argument that the consolidatiomas between related partiesnd found that the constituent
hospitals were unrelated parties aguieed for recoveryunder the regulation.Id. at 66.
Further, the PRRB noted, relyimgn the appraised value of St.aRcis’ assets arrived at by
employing the income approach, that the fair reaskalue of St. Francis’ assets approximated
the consideration paid even though the correlatiaa “purely coincidental in the consolidation

context.” Id. at 76.



The CMMS Administrator then exercised itsahietion to review the final decision of the
PRRB on behalf of the Secretary and found thainBtawas not entitled to recover for the loss
on two grounds. First, the Admstrator concluded that thergas a continuity of control
between the constituent hospitals and Via Christi after the consmfidatd, accordingly, the
consolidation was one between related parties such that recovery for any loss was barred under
the regulationsId. at 26-27 (CMMS Administrator Decam). Second, the Administrator found
that the transfer of assetstins case did not constitute a bordefisale because the consolidation
did not involve an arm’tength transactionld. at 27-30. Further, hAdministrator found that
the consolidation was not a bofide sale because a comparisainthe net book value of St.
Francis’ assets to the consideration exchangedSi.e-rancis’ liabilitis that were assumed as
part of the consolidation, didot support a findinghat there was reamsable consideration
exchanged for the consolidationd. at 30-31. As amlternative ground for finding that there
was not reasonable consideoati the Administrator found thaven relying on the appraised
value of St. Francis’ assets as calculatedthy cost approach, there was too large of a
discrepancy between the value of the assets and the consideration exchanged for the
consolidation to meet the bofide sale requiremenid. at 31-33. As a re#tuthe Administrator
found that recovery dd loss was not allowaghder the regulationsyd Provider Reimbursement
Manual. Id. at 33-34. The Administrat@’decision became the finatasion of the Secretary.
Pursuant to 42 U.S.C. 8§ 139500(f)(1), Plaintiféd the instant action in this Court requesting

judicial review of theAdministrator’s decisionSeeCompl., ECF No. [1].

II. LEGAL STANDARD

A. Summary Judgment



Summary judgment is appropieawhere “the movant shewhat there is no genuine
dispute as to any material fantd [that he] . . . is entitled jodgment as a matter of law.” Fed.
R. Civ. P. 56(a). The mere existence of soawual dispute is insuffient on its own to bar
summary judgment; the dispute muymgrtain to a “material” fact.ld. Accordingly, “[o]nly
disputes over facts that might affect tbetcome of the suit under the governing law will
properly preclude the entiof summary judgment.”Anderson v. Liberty Lobby, Inct77 U.S.
242, 248 (1986). Nor may summary judgment bedaaebibased on just any disagreement as to
the relevant facts; the dispute must be ftgee,” meaning that there must be sufficient
admissible evidence for a reasonable iefact to find for the non-movantd.

In order to establish that a fact is or canm®tgenuinely disputed,@arty must (a) cite to
specific parts of the record—including depositiestimony, documentary evidence, affidavits or
declarations, or other competent evidence—in supgddris position, or (b) demonstrate that the
materials relied upon by the opposing party do not dgtastablish the absence or presence of a
genuine dispute. Fed. R. Civ. P. 56(c)(1)on€lusory assertions offered without any factual
basis in the record cannot cteaa genuine dispute sufficietd survive summary judgment.
Ass’n of Flight Attendants-CWAJFL-CIO v. U.S. Dep't of Transp564 F.3d 462, 465-66 (D.C.
Cir. 2009). Moreover, where “a gig fails to properly support an sextion of fact or fails to
properly address another party’s assertion of,’fabe district court may “consider the fact
undisputed for purposes of the tiom.” Fed. R. Civ. P. 56(e).

B. Medicare Disbursement Disputes

The parties agree that 42 U.S.C. 8§ 139500(ffovides the applable standard of

review and incorporates the review standafdhe Administrative Procedure Act (“APA”), 5

U.S.C. 88 70let seq. SeePIs.” Mot. at 12; Def.’s Mot. at 14-15. Pursuant to the APA, the
9



reviewing court shall set asdthe Secretary’s findings if the findings “unsupported by
substantial evidence.” 5 U.S.C. 8 706(2)(E)rsyth Mem. Hosp., Inc. v. Sebeli689 F.3d 534,
537 (D.C. Cir. 2011). Further, “[tlhe reviewg court shall . . . hold unlawful and set aside
agency action, findings, and conclusions foundoéo. . . arbitrary, cajious, an abuse of
discretion, or otherwise not in accordamgth law.” 5 U.S.C. § 706(2)(A).

Under the narrow “arbitrary and capriciousamstlard, a court may not substitute its own
judgment for that of the agencyotor Vehicle Mfrs. Ass’n ahe United States, Inc463 U.S.
29, 43 (1983). “Nevertheless, the agency nmaxsamine the relevant data and articulate a
satisfactory explanation for its action includitggrational connection between the facts found
and the choice made.’Id. (quotingBurlington Truck Lineslnc. v. United States871 U.S. 156,
168 (1962)). “In reviewinghat explanation, ‘[theourt] must consider whether the decision was
based on a consideratiai the relevant factors and whethihere has been a clear error of
judgment.” Id. (quoting Bowman Transportation, Inc. v. Arkansas-Best Freight System, Inc.
419 U.S. 281, 285 (19758ee alscCellco P’ship v. Fed. Commc’ns Comm35b7 F.3d 88, 93-
94 (D.C. Cir. 2004) (noting “arbitrary and capos” review is “highly deferential . . .
presum[ing] the validity of agency action ...[which] must [be] affirm[ed] unless the
Commission failed to consider relevant factorsy@de a clear error jundgment”). Moreover,
the Court “must affirm if a rational basfor the agency’s decision exist8olden v. Blue Cross
& Blue Shield Assoc848 F.2d 201, 205 (D.C. Cir. 1988 he degree of deference a court
should pay an agency’s congttion is, however, affected bByhe thoroughness, validity, and
consistency of an agency’s reasoningFed. Election Comm’n v. Democratic Senatorial

Campaign Commd454 U.S. 27, 37 (1981).
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Courts must also “give substantial deference to an agency’s interpretation of its own
regulations.” Thomas Jefferson Univ. v. Shala&l2 U.S. 504, 512 (1994)This deference is
particularly appropriate in contexts thatvolve a complex and highly technical regulatory
program, such as Medicare, whicequires significant expertisend entails the exercise of
judgment grounded in policy concernkl.; Methodist Hosp. of Sacramento v. Shal&a F.3d
1225, 1229 (D.C. Cir. 1994) (“[I]n framing the scopkreview, the court takes special note of
the tremendous complexity of the Medicare s&tufThat complexity adds to the deference
which is due to the Secretary’sdsion.”). Thus, a court does rudve the “task . . . to decide
which among several competing interpretations bestes the regulatoqyurpose,” but instead,
“the agency’s interpretation mube given controlling weight uess it is plainly erroneous or
inconsistent with the regulation.Thomas Jefferson Unj\s12 U.S. at 512 (internal quotations

omitted).

[ll. DISCUSSION

Plaintiff provides twobases for overturning the Seemsts final determination that
Plaintiff as successor-in-interest to St. Frameggs not permitted to recover losses suffered as a
result of the consolidation witBt. Joseph under the Medicaregmam. First, Plaintiff argues
that the Secretary improperly required Plaintifstmw that the consolidation at issue was a bona
fide sale in order for Plaintiff to recover Medieaeimbursement for St. Francis’ losses resulting
from the consolidation. In the alternative, Pléirargues that if it was required to show that the
consolidation was a bona fide sale, the Secretagriactly found that Platiif did not meet this
requirement. Second, Plaintiff argues that the &agy incorrectlyexamined the continuity of
control between St. Francis and $seph, and the entity formedaasesult of the consolidation,

Via Christi, in determining whether the parties were “related” within the meaning of the
11



Medicare regulations. As disssed herein, the Coumhds that the Secraty properly found that
Plaintiff is required toand failed to demonstrate that the cditiation is a bona fide sale. The
Court does not reach the issuewdfether the parties were “related” because it has determined
that Plaintiff's claim fails on the basis thaetbonsolidation was natbona fide sale.

A. Bona Fide Sale Requirement Applies to this Consolidation

The parties dispute whether Plaintiff is regdirto establish that the consolidation was a
bona fide sale within the meaning of the Mwde regulations in ordeto recover losses.
Plaintiff argues that language thfe statute and related regulations does not impose the bona fide
sale requirement on consolidats even though the requiremestimposed on mergers. Pl.’s
Mot. at 12-13. Specifically, Plaintiff arguesaththe Secretary should not have applied the
“clarifications” of 42 C.F.R. § 413.134(as embodied in the PM A-0I6 to the instant action
for a host of reasonsSeePl.’s Mot. at 9-11. However, Plaiffts claim fails as it relates to
application of the bona fide sale requirementdasolidations because binding precedent in this
jurisdiction supports the Secagy’s position on this issue.

In Pinnacle Health Hospitals v. Sebelj@81 F.3d 424 (D.C. Cir. 2012), a case decided
after this matter was fully briefed, the United States Court of Appeals for the District of
Columbia Circuit (“D.C. Circuit”) held that th&ecretary’s application of the bona fide sale
requirement as designated in PM A-00-76at4995 consolidation dfvo non-profit hospitals
was not plainly erroneous or imasistent with the regulationid. at 426. Plaintiff brought D.C.
Circuit's decision inPinnacle Health Hospitals v. Sebelitssthe Court’s attention through the
filing of a Notice of Supplemental Authority. .RlI Notice of Supp. Auth., ECF No. [36]. In its
opinion, the D.C. Circuit noted ah “[ijt would be a ‘strangeaesult, to saythe least,” if

consolidating providers did not V& to satisfy the same bona fide sale requirement as merging
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providers.” Pinnacle Health Hospital$81 F.3d at 426. Accordingly, the Court has determined
that the Secretary’s applicatiai the bona fide sale requirenteio this 1995 consolidation of
two non-profit hospitals was propeHowever, Plaintiff asserts théte D.C. Circuit’s decision is
not dispositive in this matter because the Administrative Record in this case does not support the
Secretary’s determination thatetlconsolidation in # instant matter did not meet the bona fide
sale requirement. Pl.’s Notice of Supp. Authl-& The Court now turns to this issue.
B. Substantial Evidence Supports the Secretarg’ Finding of No Bona Fide Sale

The Court must next determine whether, thie facts of thiscase, the Secretary’s
determination that Plaintiff is not eligible tecover losses because tansolidation was not a
bona fide sale is unsupported bypstantial evidence, or is ottwa@se arbitrary or capriciousSee
Forsyth Mem. Hosp., Inc. v. Sebelié39 F.3d 534, 537 (D.C. Cir021). Plaintiff bears the
burden of demonstratinttyat the transaction waa bona fide saldd. at 539. “A bona fide sale
contemplates an arm’s length transaction between a willing and well informed buyer and seller,
neither being under coercion, for reasonable cenaitbn. An arm’s-length transaction is a
transaction negotiated by unrelated parties, each acting in its own self-interest.” A.R. at 1417
(Provider Reimbursement Manual § 104.24 (May 200d))at 1430 (PM A-00-76) (adopting
this definition of a bona fide Eaas applicable to consoliilans involving nonprofit entities
prior to 1997). The Secretary found that the otidation at issue did not meet the bona fide
sale requirement because the consolidation waamarm’s length transaction and there was not
reasonable consideration for the transactiah.at 27-34 (CMMS Administrator Decision). The
Court finds that substantial evidence supported Skcretary’s determination that St. Francis’
consolidation with St. Joseph was not a bonke fsale, and the Secretary’s finding was not

otherwise arbitrary otapricious for the reasons described herein.
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First, the Secretary found that St. Francis @atle establish that its consolidation was an
arm’s length transactionld. at 27-28. Plaintiff argues th#te consolidatiorat issue was an
arm’s length transaction because St. Fraransl St. Joseph were unrelated prior to the
consolidation. Pl.’s Motat 21-22. However, th€ourt finds several othéactors relevant to its
analysis as described herein. While Plaimifbperly points out that éhD.C. Circuit has not
expressly applied the arm’sAgth transaction requirememd, at 21, because it$ecisions have
rested on other grounds, the Teftincuit addressed the issuewlfiether St. Jogdh engaged in
arm’s length bargaining when entggi into the instanconsolidation. Via Christi Reg’l Med.

Ctr., Inc. v. Leavitt 509 F.3d 1259, 1276 (10th Cir. 2007). taldy, the Tenth Circuit found
substantial evidence supported the Secretary’s determination that this was not an arm’s length
transaction because:

St. Joseph admitted that it was not attempting to get the full value for its assets,

but rather its primary goal was to keaa decision that would advance its

ministry. The principals of St. Josephddiot approach any lo¢r entity about a

consolidation, and they rejected the idea of putting St. Joseph up for sale because

of their desire to perpetuate Cathdiealth care ministry in the community.

Id. While this Court is tasked with determining whether St. Francis, rather than St. Joseph,
engaged in an arm’s length transaction, the Court is nonetheless persuaded by the Tenth Circuit's
analysis because the same pertinent facts asepr before the Court the instant action.

The Administrative Record supports the Secyesafinding that St. Fancis’ decision to
consolidate was not arm’s length transactiorhe Secretary found thaéhe record lacks any
evidence that St. Francis attempted to maximieate price. A.R. at 28 (CMMS Administrator

Decision). Instead, as the Seargtnoted, “[t]he record showsah[St. Francis’] strategy for

consolidation focused on the formation of artitgnthat would advance their ministry, not
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maximize the proceeds received from selling its asseld.”at 28-29. Indeed, the Secretary
pointed to testimony that the deoisito consolidate was made at tponsor level rather than at
the hospital level.Id. at 29. Further, the 8eetary noted that St. Francis’ transferred assets
were not appraised until almost 27 mondfigr the consolidation was completel. at 28. The
Secretary found that “[tlhe absse of a calculation and detamation of the value of [St.
Francis’] assets by [St. Francis] before commerargrof the transaction in order to ensure that
such assets were transferred to St. Joseple&sonable consideration,akso strong indication
that this transaction did natvolve a bona fide sale.1d. at 29. For the foregoing reasons, the
Court finds that there was subsiial evidence to suppbthe Secretary’s finding that St. Francis
was not involved in a consolidation that ihxex bargaining at arms’ length between well-
informed parties, each actimgits own self interestld. at 29-30.

Second, the Secretary found that St. Fran@snhdt receive reasonable consideration for
the transaction.ld. at 30-34. “Reasonable consideratigeflects the fair market value of the
assets transferredst. Luke’s Hosp. v. Sebelj&l1l F.3d 900, 905 (D.C. Cir. 2010). Indeed, “a
‘large disparity’ between the assets’ purchaseepand their fair market value indicates the
underlying transaction is nah fact bona fide.” Id. To determine whether there has been
reasonable consideration, the Court must éxanthe difference between the consideration
given, namely St. Francis’ tramsfed liabilities, and the fair market value of St. Francis’
transferred assets because no other considerafppears to have been exchanged in this

transactior!. While D.C. Circuit has not adopted a shaule on the size of the disparity between

’ Plaintiff contends that ialso incurred liabilities thawere unknown at the time of the
consolidation and, accordingly, those risks should have been deemed “consideration” and given
weight by the SecretaryPl.’s Mot. at 20-21.Here, Plaintiff has pointed to some testimony in

15



value and consideration relevant to deterngnwhether a bona fide sale has occurred, it has
noted that Plaintiff bears the llen of proving a bon&de sale. SeeCatholic Healthcare West

v. Sebelius748 F.3d 351, 355 (D.C. Cir. 2014). Here, PlHinbntends that the Secretary failed
to use a proper method for determining the fairketvalue of St. Francis’ assets and, because
of this error, incorrectlgoncluded that reasonable ciolesation was not exchanged.

The Secretary chose to rely thre total book value of St. Frais’ assets, noting that this
was the most accurate indicator tbé assets’ value at the tinoé the transaction because St.
Francis had not appraised its assatsthe time of the consolidationd. at 30 (CMMS
Administrator Decision). Baseah St. Francis’ working papert)e Secretary determined that
St. Francis transferred atéb of $369,964,118 iassets.ld.; see also idat 225 (Balance Sheet).
As the Secretary noted, this total included:

$116,577,387 in current and cash assets
$148,044,951 in plant and property equipment
$18,918,981 in deferred financing costs
$7,418,270 of funds held in trust

$79,004,529 in Board designated funds

the Administrative Record thathere were unknowniabilities that coull not have been
uncovered through due diligence, and that there evee fraud claim brought against St. Francis
after the consolidation thatted in excess of $3 million.A.R. at 330-31 (Testimony from
PRRB hearing, Apr. 25, 2007). The Court findaiftiff’'s argument on this issue unpersuasive
as all Plaintiff has pointed to is evidence o there assumption of unspecified risks undertaken
as a result of thisansaction, and has not proposed any thay this “consideration” should be
guantified for purposes of this analysiSee Forsyth Mem. Hosp., Inc. v. Sebela®9 F.3d 534,
537 (D.C. Cir. 2011) (noting thahe provider bears the burdeof demonstrating that the
transaction was a bona fide sale). Furthee, @ourt notes that SErancis was required to
indicate as of the date of the agreement thhdt listed all material dbilities on its financial
statements and Plaintiff has not referenced that any such liabilities were listed. A.R. at 420
(Master Plan of Consolidation). The Tenth Citcalso rejected this claim as it related to St.
Joseph.Via Christi Reg’l Med. Ctr., Inc. v. Leavi09 F.3d 1259, 1277 n.16 (10th Cir. 2007).
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Id. at 30-31;see also idat 225. Further, the Secretary fouhdt St. Francis also transferred
$214,641,617 in liabilities.Id. at 31;see also idat 225;id. at 212 (Loss Computation). The
Secretary noted the significant differencéween the transferred assets ($369,964,118) and the
transferred liallities ($214,641,617).1d. at 31. The Secretary ultimately found that “[t]his
significant difference between éh'sale’ price and the onlgontemporaneously determined
valuation of assets at the time of the tratisacdoes not constitute reasonable consideration.”
Id.

Plaintiff objects to the Secwaty’s use of the book value @6 assets, argng that this
amount differs from the fair market value oktlassets. Instead, Plafhicontends that the
Secretary should have adopted the valuapenformed by Valuation Counselors using the
income approach. Pl.’s Mot. at 16; Pl.’s Reptyl5-16. Plaintiff provided an appraisal of St.
Francis’ assets as of September 30, 1995, AtR048-81 (Appraisal of St. Francis), indicating
that the fair market value of St. Francisbnoperating investmentand other assets was
$219,000,000 at the time of the consolidatidnat 1050. Plaintiff arguethat using this figure,
it is clear that St. Francis raged reasonable consideration dgrithe transaction because there
was not a large disparity between the faiarket value of itsassets ($219,000,000) and its
transferred liabilities ($4,641,617). Pl.’s Mot at 16; . Reply at 15-16.

The Secretary in her final decision addrestee appraisal conducted by the Valuation
Counselors even though she did empressly accept the appraibacause it was not completed
contemporaneously with the consolidation. Ad&R.31-32 (CMMS Administrator Decision).
Indeed, the Secretary opined that the 27-méagtbetween the consotitton and the evaluation
of the value of St. Francis’ assets calletbiquestion the validity of the appraisdd. at 29.

Nonetheless, the Secretary rejected use of thetan prepared using the income approach and
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instead discussed the valuation submitted using the cost apprishcht. 31. Specifically, the
Secretary noted that if it combined the dmated reproduction value of the medical center
facilities (land, land improvemesit building, and equipment) aketermined through the cost
approach in the appraisal ($134,820,78®)at 32;id. at 1167 (Appraisal o6t. Francis), with

the figures for the current and cash &98116,577,387), and the boaddsignated funds
($83,937,713)jd. at 33;id. at 1029 (Balance Sheet), St. Franaissets still tialed more than

$100 million in excess of St. Frastiiabilities. Accordingly, tle Secretary found this analysis
further supported the finding that reasonable consideration was not exchanged during this
transaction.ld. at 33.

The issue before the Court is whetheeréhis substantial evidence to support the
Secretary’s finding that St. Freis did not receive reasonabtensideration in exchange for
consolidating with St. JosephSpecifically, the Secretary reti on the nebook value of the
assets to determine that there was not reasonable consideration after questioning the validity of
the appraisal that was completed over two yeftex the consoliation. Further, the Secretary
determined that even applying the valuationvadiat through the cost approach from the post-
merger appraisal, St. Francis still had not derratesd that it received reasonable consideration
for the consolidation.

Turning first to the Secretary’consideration of the net bowhlue of St. Francis’ assets,
the D.C. Circuit has recognizedatithe Secretary may considee thet book value aissets even
if a provider offers an appraised valué.f. Forsyth Mem. Hosp., Inc. v. Sebeli689 F.3d 534,
539 (D.C. Cir. 2011)¢ert. denied 132 S. Ct. 1107 (2012) (finty no error when the Secretary
considered the net book value of the providersiland depreciable assets, along with appraised

value); see also Whidden Mem. Hosp. v. SebeB@8 F. Supp. 2d 218, 226-27 (D.D.C. 2011)
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(finding that the Secretary propgdonsidered both theet book value of the property, plant, and
equipment as well as the appraised value optbperty in making its determination). The Court
finds that the Secretary did nat én considering the net book valoé assets in her analysis of
the reasonable consideration issparticularly in light of thefact that the appraisal was not
available to parties at the time of the consatioh and the Secretary in her analysis also
specifically considered the appraised valuddere, it was reasonable for the Secretary to
consider that there was over a $155 million diffeeehetween the net book value of St. Francis’
assets and its liabilities #te time of theconsolidation.

Turning next to Secretary’s treatment of #qgraised values of St. Francis’ assets, the
Secretary’s reliance on the cost approach, ratien the income appaoh, is endorsed by the
language of PM A-00-76. A.R. at 31-32. As aipkd in the PM A-00-76, “[t]he cost approach
is the only methodology that producasliscrete indication of thealue for the individual assets
of the business, and thus, is the approachishased to allocate a lump sum sales price among
the assets sold.ld. at 1431 (PM A-00-76). On the othemiol “[tlhe income approach produces
a valuation through analysis of the pded future stream of incomelfd. In relevant part, PM
A-00-76 provides the following explanation inpport of applying the & approach over the
income approach to consolidations like one at issue in this case:

[T]he income approach produce[s] a valuation of the business enterprise as a

whole, without regard to the individu&ir market values of the constituent

assets. As aresult, . . . the income approach could produce an entity valuation that

is less than the market value of the cotr@ssets. Moreover, the income approach

has minimal application in the non-profit sector because 1) earnings are often

understated due to charity care, priclmgitations, and government regulations,

and 2) the approach uses complex formttee include some factors that are of

guestionable use in valuing non-profit &e8 (e.g., common stkcisk premium).

For the foregoing reasons, the cost applois the most appropriate methodology

to be used in establishing the fair market value of the assets sold for the purpose
of comparison with the sales price ib@na fidesale analysis.
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Id. The D.C. Circuit has expssly left open the question wfhether PM A-00-76 provides an
adequate basis for excluding the applicatioh the income approach to the reasonable
consideration analysis of a tracsion involving non-profit entitiesCatholic Healthcare West v.
Sebelius748 F.3d 351, 354 (D.C. Cir. 2014¢h’g en banc deniefo. 13-5090 (D.C. Cir. Jun.

5, 2014). However, other courts have acceptedicapion of the cost gproach to mergers and
consolidations between non-profit entities as expressed in PM A-O0e@des Hosp. v. Sec’y of
HHS, 448 Fed. App'x 202, 208 (3d Cir. 2011) (eeing to the Secraty’s use of the
reproduction-cost approach over the income @ggn for assessing a merging entity’s assets);
New Eng. Deaconess Hosp. v. Sebebd? F. Supp. 2d 56, 67 (D.D.2013) (holding based on
the D.C. Circuit's acceptance of the applicat@iPM A-00-76 in other contexts, that “it was
reasonable for the Secretary to use the cost approach in determining what portion of the sales
price was to be allocated to the plaintiff's depable assets in deciding whether the plaintiff
received ‘reasonable consideratidor those assets”). The Cofirtds that based on the facts of
this case, the Secretary’s reliance on the qgstoach valuation insteaaf the income approach
valuation was supported by substantial emice and was not atkary or capricious.

Here, the Secretary indicated that the reprodaatbst approach was useful to determine
the fair market value of depreciable asdmsause the approachtie only methodology that
assigns a value to each individual assetR.Aat 31 (CMMS Administrator Decision). The
Secretary went on to explain that the incaperoach was not useful because it “relies upon an
analysis of the predicted future income of thisiness enterprise asvaiole without any regard
to the individual and inherent value of the depreciable asséds.”Plaintiff argus that “[t]he

Secretary has not offered a reasonable basis éoAtlministrator to have rejected the Income
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Approach valuation relied on by the PRRB aadave used instead the Cost ApproathPl.’s
Reply at 16. However, the Setary in its final decision speaiflly raised concerns about the
appraiser’s application of the income approaxheach $219,000,000 value of St. Francis’ assets
relied on by Plaintiff in this case. A.R.32 n.51 & n.52. The Secretary noted that the income
approach was applied using tiigure of $5 million for annual revenue for St. Francis despite the
fact that St. Francis’ revenue sv&15 million in 1994 and $24.8 million in 199. at 32 n.51.
While St. Francis argued that this figure was correct, even with the aid of hindsight, the
Secretary noted that drop in St. Francis’ reweooincided with the consolidation and may raise
doubts as to the initial sucs® of the consolidationld. Moreover, the Secretary noted “the
swings [in revenue] demonstrate the difficulties of valuing a business based on predicted future
income.” Id. Further, the Secretary also noted timathe income approach appraisal, the net
working capital total appeared to already hdezn reduced by liabilities that made up the
consideration for the transactiofd. at 32 n.52. For these reasons, the Court concludes that the
Secretary provided a reasonable basis for using the book value and the appraised value for the
assets arrived at through the cost approach in her analysis. Further, the Court finds that there is
substantial evidence ithe record to support the Secrgtarfinding that St Francis did not
receive reasonable consideration for the trarmadhi light of the significant disparity between
the consideration exchanged and therfarket value of St. Francis’ assets.

Finally, the Court notes that Plaintiff iits Reply specifically indicates that the

Secretary’s calculatioaf its assets utilizing the cost approashoo high. Pl.’s Reply at 16. In

® Despite Plaintiff's reliance on the figurerf&t. Francis’ assets used by the PRRB,
Plaintiff in its Reply relieon the $214,641,617 figure for St. Frandiabilities, Pl.’s Reply at
15-16, even though the PRRB found that the todllities assumed were $212 million. A.R. at
76 (PRRB Decision).
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particular, Plaintiff asserts th&t. Francis’ board-designateahfls were actuallyorth less than
$84 million, the value used by thee@etary in its analysis, and references the United States
Court of Appeals for the Third Circuit’s opinion WPMC-Braddock Hosp. v. Sebeljis92 F.3d
427 (3d Cir. 2010), in support of this argumentUPMC-Braddock Hosp. v. Sebeljuke Third
Circuit remanded the case to tBestrict Court in part so thathe District @urt would more
closely examine whether the figure used forrent/cash assets by the Secretary was correct
when the figure included accounts receivable andr@bkgets that may not have been available
for immediate useld. at 433-34. Here, Plaintiff, who bedrse burden of establishing that the
transaction was a bona fide sale, does not offgra#ternative for how & Secretary should have
calculated this figure, nor does it specify wha&mounts it believes should have been excluded
from the figure.SeePl.’s Reply at 16. Instead, Plaintifflies on its argument that the Secretary
should have used the values fbe assets arrived #trough the incomapproach, and not the
cost approach without providingn analysis of the assets. Accordingly, the Court shall not
conduct a more searching examination of the figusesl by the Secretany her application of
the cost approach as Plaintiff has notdma record on which the Court can rule.
V. CONCLUSION

For the foregoing reasons, the Court GRANDefendant’'s [25] Motion for Summary
Judgment and DENIES Plaintiéf’[23] Motion for Summary Judgent. The Court finds that
substantial evidence supports Becretary’s finding that Plaintiis successor-in-interest to St.
Francis is barred from recovery of the cla@imess incurred during its consolidation with St.
Joseph under the Medicare regulations becausétifl has failed to establish that the
transaction at issue was a bona fide sale. ThetQurther finds that # Secretary’s finding that

St. Francis failed to satisfy énhbona fide sale requirement ot otherwise arbitrary or
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capricious. Accordingly, judgment shall be eatefor Defendant. Further, the Court does not
reach the issue of whether the consolidatiorsgie was between related or unrelated parties
because it bases its opinion on Plaintiff's failure to satisfy the bonadigerequirement. An

appropriate Order accompanies this Memorandum Opinion.

Dated: January 28, 2015

/sl
COLLEEN KOLLAR-KOTELLY
United States District Judge
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