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UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF COLUMBIA

ALLINA HEALTH SERVICES, etal.,
Plaintiffs,

V. Civil Action No. 10-1463 (RMC)
KATHLEEN SEBE LIUS, Secretary,
U.S. Department of Health and )
Human Services,

Defendant.

OPINION

Medicare, a federal program that pays for health coverage for most Americans
aged 65 and older is, to put it mildly, a complex program with reams of statutmigipns and
regulations. Banking on this complexity to execute a fancystep, the Secretary of Health and
Human Services excuses a lack of proper rulemakingreasonedexplanation for a new
statutoy interpretationof the reimbursement formula for certain hospitals servingihmome
patientsin the hopes that the Court will defer to her expertise. The Court recognizes both the
Secretary’s expertise and the flaws in the procedures she defetiddeferenceo the former
but not to the latter.

Plaintiffs' are twentyseven hospitals that serve “a significantly disproportionate

share of lowincome patients” without private health insurance. Consolidated Omnibus Budget

! Plaintiff Hospitals include Allina Health Services, Highland Hospital of fster, Kaleida
Health, Kingsbrook Jewish Medical Center, Lutheran Medical Center, Maissritedical
Center, Methodist Dallas Medical Center, Methodist Hospitals of Dallas, Fmetéviedical
Center, Mount Sinai Medical Center of Florida, Inc., New York Hospital Medieaiter of
Queens, New York Methodist Hospital, New York Presbyterian Halspibrth Carolina Baptist
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Reconciliation Act 6 1985, Pub. L. No. 9272, 89105 (1986) (COBRA); 42 U.S.C.

8 1395wwd)(5)(F)(i)(I); see also North Broward Hosp. Dist. v. ShaJal@2 F.3d 90, 92 (D.C.

Cir. 1999). Medicare pays such disproportionate share hospitals (DSH) additionas,noonie
top of Medicar&s normal feedor-service, to help cover the costs associated with the care of the
very poor. This case concerns the formula for calculating DSH paynmeentsessy and
incomplete rulemaking processand the Secretarg unreasoned changen statutory
interpretation.

l. FACTS

This is not the first time the Secretaycalculation of DSH payments has been
litigated recently The D.C. Circuit noted the Secretary‘aboutface in 2004,” when she
announced her new interpretation of the statute in a preamble &l aufen Ne.Hosp. Corp. v.
Sebelius657 F.3d 1, 15 (D.C. Cir. 2011)Therefore, in reviewing this record and deciding this
case, the Court starts with the proposition that the Secretary had a differettepfar
calculating DSH payments at leastiu@004, when she abruptly announced a change in policy.
The Court reliesor backgroundn Northeast Hospitalwhich lays out the dispuia “numbing

detail” id. at 18 (Kavanaugh, J., concurring), amtl advance to the immediate issues here.

Hospital, North Shore Long Island Jewish Health System, Inc., Shands Medidal,dac.,
Shands Teaching Hospital and Clinics, Inc., University of Rochester, FloedihHSciences
Center, Inc., aththe Henry Ford Health Syste

2 The Secretary's pretense in briefing the instant mattleat her current interpretation is
entirely consistent with the pasts, as the Court explains below, clearly forestalled by
Northeast Hospital. It is also irregular legal gamesmanship, whichstes time and casts
unfortunate doubt on counsel’s credibility. TheC. Circuit has ruled and the Secretary is not
free to pretend otherwise when in this Circuit. If such an argument were tadseproperly, it
would at least need to recognize precedend attempt to distinguish or argue to change it.
Nothing of the kind happened here.



A. The Medicare DSH Payment System

Medicare pays benefits through different plans, three of which are relevant here
“Plan A covers medical services furnished by hospitals and other institutarealproviders.”

Id. at 2; 42U.S.C.88 1395c to 139%b. “Part B isan optional supplemental insurance program
that pays for medical items and services not covered by Part A, including outpatysidian
services, clinical laboratory tests, and durable medical equipmiet.’Hosp. 657 F.3d at 242
U.S.C. 88 1395j td395w4. “Part C governs theMedicare + Choice(M+C) program, which
gives Medicare beneficiaries an alternative to the traditional Part Aorfeservice system,”
allowing enrollment in a managed care plaah, see42 U.S.C. 88 139521 to 1395w29. The
Secretary pays the health care provider directly under Partsl 8 &t pays the managedre
plan under Part C, which in turn pays the provider.

DSH paymaet adjustments depend on the DSH percenfagecach hospital,
determinedby way of a complicad statutory formula. It involves adding the results of two
computatons and expressing the sum as a percentage referred to as the “disproportiardte pati
percentagé 42 U.S.C. 8§ 1395ww(d)(5)(F)(vi). One computation is identified as the
Medicare/Suplemental Security Income (SSI) fraction and the other is identified as the
Medicaid fraction. 42 U.S.C. 88 1395ww(d)(5)(F)(vi)({(Medicare/SSI fraction)& (Il)
(Medicaid fraction) see alsai2 C.F.R. § 412.106(b) (2012).

The Medicare/SSI fraction iseant as a proxy for loincome Medicare patients
and is defined as:

[T]he fraction (expressed as a percentage), the numerator of which
is the number of such hospitalpatient days for such period which

¥SSl is a federal program that pays stipends to people who are aged, blind eddisaist SSI
recipients are entitled to Medicare coverage. Medicaid is a jalatdéstate program, managed
by the states, which provides health coverage for low-income adults, children alightiied.



were made up of patients who (for such days) vesritled to
benefits under part Af [Title XVIII] and were entitled to [SSI]
benefits (excluding any State supplementation) under [Title] XVI
of this chapter, and the denominator of which is the number of
such hospitak patient days fosuch fiscal year which were made
up of patients who (for such days) wemtitled to benefits under
part Aof [Title XVIII] . . ..

42 U.S.C. 8§ 1395ww(d)(5)(F)(vi)(l) (emphasis added). Thusivibdicare/SSI fractioms based
on the number of a hospitalpatient days for individuals entitled to both Medicare Part A and
SSI benefits on the top of the fraction over the number of patient dagh patients under Part
A on the bottom.

The statute defines the Medicaid fraction, meant as a proxy feintmmne, non
Medicare patients, as:

[T]he fraction (expressed as a percentage), the numerator df whic

is the number of the hospital’s patient days for such period which

consist of patients who (for such days) were eligible for medical

assistance under a State [Medicaid] planbut who were not

entitted to benefits under [Mexhire] Part A ..and the

denominator of which is the total number of the hosgitphtient
days for such period.

Id. 8 1395ww(d)(5)(F)(vi)(Il) Thus, the Medicaid fraction is based on the number of a
hospitals patient days for individuals who are eligible for Medicaid, but are not entitled to
benefits under Medicare Part A, over the total number of all patient days for thiahos

M+C was established by Congress as part of thiarBed Budget Act of 1997
(BBA), Pub. L. No. 1083 (1997). The M+C program is now known as the Medicare
Advantage (MA) prograrfi Wherever possibjehe Court usesither “M+C” or “Part C” to be

consistent with the record and the briefs. In order tolem M+C, an individual must be

4 SeeMedicare Prescription Drug, Improvement, and Modernization Act of 2003, Pub. L. No.
108-173, § 201(b), 117 Stat, 2066, 2176 (2003).



“entitled to benefits under part A . . . and enrolled under part B.” U&C. § 13952-
21(a)(3)(A).

After implementation of M+C, “between 1999 and 2004, the Secretary routinely
excludedVi+C [inpatient hospitalpdays fromthe Medicare fraction."Ne. Hosp.657 F.3d at 15.
The “actual practice was to nobunt the M+C days in the [Medicare] fraction prior to 2004.”
Id. (citation and internal quotatiamarksomitted). It was not until 2007 that the Secretary even
began ¢ collectthe data needed to include M+C days in tledicare/SSI fraction Id.; see
Change Request 5647, CMS Pub. 100-04, Transmittal No. 1331 (July 20, 2007). The Sgcretary’
excuse for this failure was “not convincing” to the D.C. Circuit, 657 F.3ti5ajust as her
current excuses do not convince this Court.

B. Details of the Secretary’s “About Face”

The Secretary’s actions in 2003, 2004, and 2007 are the focak pdirthe
parties’ disputes.

1. 2003 NPRM

In 2003, in a notice of proposed rulenmak (“2003 NPRM”) published in the
Federal Registethe Secretary stated the following:

We have received questiomsether patients enrolled in an M+C

Plan should be counted in the Medicare fraction or the Medicaid

fraction of the DSH patient percentage calcolatiThe question

stems from whether M+C plan enrollees are entitled to benefits

under Medicare Part A since M+C plans are administered through

Medicare Part C.

We note that, under § 422.50, an individual is eligible to elect an

M+C plan if he or she is entitled to Medicare Part A and enrolled

in Part B. However, once a beneficiary has elected to join an M+C

plan, that beneficiatg benefits are no longer administered under

Part A.

Therefore,we are proposing to clarifghat once a beneficiary
elects Medicag Part C, those patient days attributable to the



beneficiary should not be included in the Medicare fraction of the
DSH patient percentage. These patient days should be included in
the count of total patient days in the Medicaid fraction (the
denominator)and the patiefs days for the M+C beneficiary who

is also eligible for Medicaid would be included in the numerator of
the Medicaid fraction.

Medicare Program, Proposed Changes to the Hospital Inpatient Prosgeayiment Systems
and Fiscal Year 2004 R=,68 Fed. Reg. 27154, 27208 (May 19, 2003).

The proposed clarification was the last and shortest of eight proposed changes in a
section entitled ‘tdirect Medich Education (IME) Adjustment (812.105) and
Disproportionate Share Hospital (DSH) Adjustment (8 412.10f%l) at 27201-08.

2. Comments Received After 2003 NPRM

The public comments on the 2003 NRRappear in the Rulemaking Record
(R.R.), Dkt. 31, 33, 34and are relatively sparseA small number ofhosptals submitted
comments some of which wereaearly identical asserting that the proposal was “inconsistent”
with the Medicare Act and urging that “M+C days continue to be treated as Medigaren the
DSH calculation.”See, e.g.Comment of North Shore University Hotgiat Plainview, R.R. at
343; see alsacComment of Association of American Medical Colleges, R.R. atBI{arguing
that Part C patients should be included in Medicare/SSI fraction But asmaler number of
commenters-the Secretary has identified only tweeeDef. MSJ Mem., Dkt. 35at 33—urged
that the Secretary include Part C days in the Medicaid fraciog, Comment of MercyHealth
System, R.R. at 389-90.

Threeother comments are particularly noteworthy. One commeStarthwest
Consulting Associatesstated: “In our work with data from CMECenters for Medicare &

Medicaid Services]it appears that the SSI fraction generally does not include Medicare HMO

days|, ... which were] inconsistently counted in the SSI fraction from provider to proaiter



from year to year.... To count all indigen{patients] (the purpose of the calculation), we
support the inclusion of Medicare HMO days in the Medicaid fraction.” R.R. a#4148ee
alsoid. at 147-49 (supplementamment from same commenter arguing that “CMS’s exatusi
of [M+C] days from the Medicaid percentage. .violates the plain language of the DSH
provisions of the Medicare statute” and is inconsistent with “Congress’ and theta®gs
readings of similar language in another Medicare payment area, as wadraSMS policy”).

Another commentera CMS contractqr expressed confusion over the 2003
NPRM. SeeComment of Cahaba Safeguard Administrators, LLC, R.R. a{*¥1é assume that
the Medicare fraction refers to the SSI% used in the DSH patient percensatigs a correct
assumption? Does the proposal mean that M+C days were included in the S$I186 fime
proposal, and will no longer be included in 8®1%7?"). A third commenter observed

Insufficient data is provideih the proposed rule to mala rational

evaluation of this proposal. When a beneficiary elects M+C

coverage, Medicare Part A no longer administers their benefits, but

Part A entitlement does not endVI+C plans also did not exist

when the DSH formula was devised, and hove [sic] lmetn

otherwise addressed by Congress in this regard. So it is possible

for CMS to support inclusion of these days in the Medicare

fraction or in the Medicaid fraction, depending on the argument

selected. We would like to see data on the effects (by idesv

number) of removing M+C days from the SSI percentage
calculation

Comment of Memorial Healthcare System, R.R. at 354.

3. 2004 Final Rule
The Secretary did not adopt the proposed clarification. Instead, in 2064,
changed course and announdkd folowing, referred toin this opinionas the “2004 Final
Rule™
We have received questions whether the patient days associated

with patients enrolled in an M+C Plan should be counted in the
Medicare fraction or the Medicaid fraction of the DSH patient



percemage calculation. The question stems from whether M+C
plan enrollees are entitled to benefits under Medicare Part A since
M+C plans are administered through Medicare Part C.

We note that, under existing regulations at § 422.50, an individual
is eligible toelect an M+C plan if he or she is entitled to Medicare
Part A and enrolled in Part B. However, once a beneficiary has
elected to join an M+C plan, that beneficiarybenefits are no
longer administered under Part A. In the proposed rule of May 19,
2003 (68 FR 27208), we proposed that once a beneficiary elects
Medicare Part C, those patient days attributable to the beneficiary
would not be included in the Medicare fraction of the DSH patient
percentage. Under our proposal, these patient days would be
included in the Medicaid fraction. The patient days of dual
eligible M+C beneficiaries (that is, those also eligible for
Medicaid) would be included in the count of total patient days in
both the numerator and denominator of the Medicaid fraction.

Comment: Sesral commenters indicated that they appreciated
CMS'’s attention to this issue in the proposed rule. The commenters
also indicated that there has been insufficient guidance on how to
handle these days in the DSH calculation. However, several
commenters digaeed with excluding these days from the
Medicare fraction and pointed out that these patients are just as
much Medicare beneficiaries as those beneficiaries in the
traditional feefor-service program.

Response: Although there are differences between the status of
these beneficiaries and those in the traditionatdeservice
program, we do agree that once Medicare beneficiaries elect
Medicare Part C coverage, they are still, in some sense, entitled to
benefits under Medicare Part AWe agree with the ecomenter

that these days should be included in the Medicare fraction of the
DSH calculation. Therefore, we are not adopting as final our
proposal stated in the May 19, 2003 proposed rule to include the
days associated with M+C beneficiaries in the Medidadtion.
Instead, we are adopting a policy to include the patient days for
M+C beneficiaries in the Medicare fraction. As noted previously,
if the beneficiary is also an SSI recipient, the patient days will be
included in the numerator of the Medicare cfran. We are
revising our regulations at 8§ 412.106(b)(2)(i) to include the days
associated with M+C beneficiaries in the Medicare fraction of the
DSH calculation.

Medicare Program; Changes to the Hospital Inpatient Prospective Payys&ah$ and Fiscal

Year 2005 Rates, 69 Fed. Reg. 48916, 49099 (Aug. 11, 2004).



Despite the statement in the Federal Regidtat 42 C.F.R.8 412.106(b)(2)
would be amended, no revised regulation was issued until 2007.

4. 2007 Changes to Regulations

In summer 2007, the Secretarssued what the agency characterized as a
“technical correction” to the regulation regarding CMS’s policy on Pada{s. Medicare
Program; Changes to the Hospital Inpatient Prospective Payment Systieliscal Year 2008
Rates,72 Fed. Reg. 4713047384 (Aug. 22, 2007) Specifically, the Secretary amendéd
C.F.R. 8412.106€b)(2) to definethe numerator and denominator of edicare/SSI fractiomo
include patients who are “entitled to Medicare ParbAMedicare Advantage (Part L) Id. at
47411 (emphasis added)The Secretary said thahe had “inadvertentlyfailed to make this
change earlier despite her 2004 “policy changlel”at 47384. The effective date for th2007
rule wasOctober 1, 2007, théeginnhg of federal fiscal year 2008. Id. at 47130. The
Secretary waived notice and comment for the 2@@julatorytext amendmenpursuant to 5
U.S.C. 8553(d)(3)because she viewed the amendment as a technical correction for the oversight
of not having done so in 2064.

CMS did not begin dtecting all the data necessary to implemenngsv policy
until 2007. In Change Request 564IJMS stated that “[p]atients who are enrolled[Rart
C] . .. should also be included in the Medicare fraction.” Transmittal No. 1311 (July 20, 2007),

available at https://www.cms.gov/transmittals/downloads/R1311CP.pdf at 8Nith an

® The Secretary further amended 42 C.F.R18.106(b)(2)(i)(B) and (iii)(B) in 2010 to use the
word “including” in place of “or,” in an apparent attempt to bolster further her positirhe
relevant language presently in place for both the numerator and denominatavetiibare/SSI
fraction is “entitled to ... Medicare Part Aifcluding Medicare Advantage (Part C)).1d.
(emphasis added).

® The validity of the waiver is not directly at issue in this case because thesparguments
focus on the notice given by the 2003 NPRM and the explanation given in the 2004 Final Rule.



implementation date of January 7, 2G08 a purported “effective date” of October 1, 2066,
change request directed that “hospitals . . . begin to sulmmipay bills to ther Medicare
contractor for the Part G beneficiaries they treat, in order for these days tcewentually
captured in the DSH . . . calculationsld. at1 (emphasis added)As stated in the transmittal,
CMS's goal was to include theart Cdays in theMedicare/SSI fractiorfstarting with federal

FY 2007.” Id. at 2. CMS revised the Medicare Claims Processing Manual to reflect this goal:
“[H]ospitals may go back and submit claims with discharge dates on orCafteber 1, 2006
(FY 2007),s0 that SSI data for FZ007 and beyond will include [Part Gjatient days Id.
(emphasis added$ee alsdVedicare Claims Processingad. (CMS Pub. 1604), ch. 3, 80.3,
available at http://www.cms.gov/manuals/downloads/clm104c03.pdf (requiring hospitals to
submitinformational only bills to “ensure that these days are included in the SSldiafcir
Fiscal Year 2007 and beyond”).

On March 6, 2009, CMS issued Transmittal 695, in which it expanded and
strengthenedts previously stated policy that providemndy go back and submit claims with
discharge dates on or after October 1, 2086¢Change Request 5647 at 2 (emphasis added),
and nowrequired all hospitals that received DSH payments in FY 2006 to submit claims for
thosePart Cdays for discharges on after October 1, 2005: “Neteaching IPP$iospitals that
received Medicare DSH payments in FY 2006 . . . must submit claimBdadr @ patients with
discharge dates on or after October 1, 2005 thr@egtember 30, 2006 (FY 2006), in order to
ensure theMedicare DSH calculations for FY 20@&curately reflectRart G inpatient days.”
See Change Request 6329, Transmittdlo. 1695 (March 6, 2009),available at

https://www.cms.gov/transmittals/downloads/R1695CP.pdf.

10



C. Procedural History of the Hospitals’ Caims

Private insurance companies, known as *“fiscal intermediaries,” act on the
Secretarys behalf to process payments to qualifying hospitals and other providers of medical
services. 42 C.F.R. 88 421.1, 421.3, 4211T®8B. Thesentermediaries calculate a provitker
DSH adjustment by determining the Medicare and Medicaid fratiA hospital aggrieved by
anintermediarys calculation can appeal to the Pr@ridReimbursement Review Board (PRRB
Seed2 U.S.C. 8139500; 42 C.F.R. 8805.1807, 405.1835The PRRBs determination as to an
appeal is considered the final agency action unless the Secretary, on her own maisas e
affirms, or modifies that decision. 42 U.S.C130500(ff1). The Secretary has authorized the
Administrator of CMS to act on her behalf in reviewing the PRRdecisions; therefore, the
Administratofs review of a PRRB ruling is considered the final decision of the Secredae
42 C.F.R. #405.1875. A hogpal has the right to seek judicial review in federal district court of
any final decision by the Board or the Secretary. 42 U.S.C. 8 39500(f)(1).

The Hospitals dissatisfiedwith intermediaries’ inclusion of Part C days in the
Medicare/SSI fraction for ¥ 2007, soughPRRB review Pl. MSJ Mem. [Dkt. 32-14t11. The
PRRBdenied relief and granted expedited judicial review; the parties timely filed i€ thigt.”

See42 U.S.C. § 139500(f)(1); 42 C.F.R. § 405.1842.

" Two other cases, both captiorféldrida Health Sciences Center, Inc. v. Sebeligivil actions
number 101462 and number 1228—were consolidated with this casgyil action number 190
1463. The PRRB granted expedited judicial review to the plaintiffs in this case iirsthe f
instance. SeeA.R. 6-12, 118591. In 2010, the PRRB denied expedited judicial review to the
plaintiffs in theFlorida Health Sciences Caar cases, but, in 2012, concluded that expedited
judicial review was appropriateSeeConsent Motion to Consolidate, [Dkt. 7], Civ. No.-328.

The Court has consolidated all three cases. Order, [Dkt. 10], Civ. Nb4683) Minute Order
Dated April 30,2012, Civ. No. 12328 The parties agree that the three cases are ripe for
decision, raise no procedural issues, and present the identical issue of whethemrébarySs
inclusion of Medicare Part C days in tiedicare/SSI fractionn FY 2007 was progr.
Accordingly, the Court’s analysis of that issue is dispositive of all trasesc

11



D. Related Litigation Over 2004 Policy Changelmpact on this Case

As mentioned above, this case’s history is intertwined with thatiamtheast
Hospital which presentetdsues related to the ones in this case.

On March 29, 2010, another judge of this Court, the Honorable John Bates, held
that he Secretary’s inclusion of the Medicare Part C days in the Medicare/S&lIrffactfiscal
years 19992002 failed unde€hevronsteps one and twb.SeeNe. Hosp. Corp. v. Sebeljlg99
F. Supp. 2d 81, 985 (D.D.C. 2010)aff'd on limited grounds657 F.3d 1 (D.C. Cir. 2011).
The Hospitalssought a preliminary injunction against the Secretarthis casebased on the
Judge Bates’s ruling, Dkt. 12, and the Secretary filed a motion to ssyptueeedings while
the D.C. Circuit ruled on her appeal, Dkt. By Memorandum Opinion and Order dated
December 22, 2010, this Court denied the Hospitals’ motion and grtaet&ecretary’snotion
to stay, concluding that “despite the fact that some measure of irreparabfeniigit result to
the Hospitals untithe D.C. Circuit render[ed] its decision..the balance of the equities and the
harm [an injunction] would cause to the public interest” weighed in favor of agagn
appellate ruling ilNortheast Hospital SeeAllina Health Servs. v. Sebeljug6 F. Supp. 2d 61,

71 (D.D.C. 2010).

In 2011, the D.C. Circuit issued its ruling, concluding first that the Medicare
statute did not “unambiguously foreclose the Secretary’s interpretatiohed$H calculation
for the purposes of @hevronstep one analysisNe. Hosp. 657 F.3d at 11, 13 (“Congress has

not dearly foreclosed the Secretasyinterpretation that M+C enrollees are entitled to benefits

8 Under the twestep analysis a€hevron, U.S.A., Inc. v. Natural Resources Defense Cotineil
Court first determines “whether Congress has directly spoken to the precifergaesssue.”

467 U.S. 837, 842 (1984). “[l]f the statute is silent or ambiguous” on that question, then the
Court defers to the agency's interpretation if it is “based on a permissibkeuctios of the
statute.” Id. at 843.

12



under Part A. Rather, it has left a statutory gap, and it is for the Secretathe court, to fill
that g@.”) (citation omitted). The D.C. Circuit did not reach the second stepCbgvron
whether the Secretary’s interpretation was reasonable, “because even if the Seqetsent
interpretation is reasonable, it cannot be applied retroactively to fisaed 19992002" Id. at
13.

The D.C. Circuit firmly rejected the Secretary’s argument that her2868t
interpretation of the DSH calculationerely“codified a longstanding poli¢ybecause her pre
2004 practice was not to count Part C days inMlédicare/SSI fraction Id. at 15. Finding that
the Secretary’s “actual treatment of M+C dapsior to 2004,as well as “her statemenits the
2004 rulemaking and in [theubsequent 2007 technical revisiobelied her claim that her
inclusion of Part C ds with Part A days was “longstandingid. at 16, the D.C. Circuit
concluded:

[1]t is apparent that the Secretarydecision to apply her present

interpretation of the DSH statute to fiscal years ¥29®2 violates

the rule against retroive rulemaking. The Secretasy’

interpretation, as set forth in the 2004 rulemaking and resulting

amendment to 8§ 412.106, contradicts her former practice of
excluding M+C days from the Medicare fraction. Moreover, the

amendment attaches newegal consequences to hosfsta
treatment of lonwincome patients during the relevant time period

Id. at 16-17.

Judge Kavaaugh, in a concurring opinionagreed with the district court’s
analysis inNortheast Hospitaland would haveheld that 42 U.S.C. 8395ww(d)(5)(F)(vi)
unambigwusly foreclosed the Secretary’s proffered interpretation at step one Ghthaon
analysis. Id. at 24 (Kavanaugh, J., concurring) (“[D]espite HHS's effort to fog it up,
8 1395ww(d)(5)(F)(vi) is sufficiently clear in establishing that a Part Gebeiary is not

simultaneously entitled to benefits under Part A for any specific patieri).ddjoreover, Judge

13



Kavaraugh agreed with the majority in rejecting the Secretary’s argument thgtoeg2004
interpretation of the statute was consistent with ltarging practice.ld. at 21 ({l]t is quite
telling that, until 2004, HHS itself interpreted the statute as the Hospital dee$rh2004, HHS
abruptly changed course, apparently because of an overriding desire to squeezeutiteo
money paid to Medare providers (and beneficies) in light of the countrg increasingly
precarious fiscal situatiaf).

The parties completed briefirafter the D.C. Circuit issued its ruling Northeast
Hospital and the case is now ripe for decision.

Il. LEGAL STANDAR D

Three legal standards are applicable in this case: (1) the general standard of
review for summaryudgment in cases under the Administrative Procedure Act, 5 U.S.C. § 701
et seq. (2) the standard for the notice and comment required of the Secretargnmaking
under the APA and the Medicare Act; and (3) the standard governing the Hostaialsthat
the Secretary’s interpretation of the DSidlculationwas insufficiently explained and thus
arbitrary and capriciouis violation of the APA?

A. Standard of Reviewfor Summary Judgment in APA Cases

Under Rule 56 of the Federal Rules of Civil Procedure, summary judgment shall
be granted “if the movant shows that there is no genuine dispute as to any rfeatedat the
movant is entitled to judgment as a matté law.” Fed. R. Civ. P. 56(agccord Anderson v.
Liberty Lobby, Ing 477 U.S. 242, 247 (1986). “In a case involving review of a final agency
action under the [APA], 5 U.S.C. § 706, however, the standard set forth in Rule 56[] does not

apply becausef the limited role of a court in reviewing the administrative recoi8iérra Club

° As set foth more fully below, the Hospitals advanced other claims that the Court need not
reach to dispose of the pending motions.

14



v. Mainellg 459 F. Supp. 2d 76, 89 (D.D.C. 2006&e alsoCharter Operators of Alaska v.
Blank 844 F. Supp. 2d 122, 1287 (D.D.C. 2012)Buckingham v. Maby§72 F. Supp. 2d 295,
300 (D.D.C. 2011). Under the APA, the agency’s role is to resolve factual issues to reach a
decision supported by the administrative record, while “the function of the disbuct is to
determine whether or not as a matter of law the ecileém the administrative record permitted
the agency to make the decision it didierra Cluh 459 F. Supp. 2d at 90 (quoti@xcidental
Eng'g Co. v. INS753 F.2d 766, 769 (9th Cir. 1985) (internal quotation marks omitted)).
“Summary judgment thus seay as the mechanism for deciding, as a matter of law, whether the
agency action is supported by the administrative record and otherwise exnsish the APA
standard of review.’1d. (citing Richards v. INS554 F.2d 1173, 1177 & n.28 (D.C. Cir. 1977)).
B. Notice & Comment—APA and the Medicare Act

Under the APA and the Medicare Atte Secretarynustprovide the public with
adequate notice of a proposed rule and an opportunity to comment thefeah U.S.C.
8 553(b)<£c) (APA); 42 U.S.C. § 1395hh(k) (“[B]efore issuing in final form any regulation
.. .the Secretary shall provide for notice of the proposed regulation in the FedgistieRand a
period of not less than 60 days for public comment thetgot2 U.S.C. § 1395hh(a)(2) No
rule, requrement, or other statement of policy.that establishes or changes a substantive legal
standard governing. .the payment for services . shall take effect unless it is promulgated by
the Secretary byegulation under [42 U.S.C. § 1395hh(a)(D)].”

“Notice requirements are designed (1) to ensure that agency regulagdestad
via exposure to diverse public comment, (2) to ensure fairness to affected,art (3) to give
affected parties an opportunity to develop evidence in the record to suppodbjeetions to

the rule and thereby enhance the quality of judicial revielutl Union, UMWA v. MSHA407
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F.3d 1250, 1259 (D.C. Cir. 2005). An agency may promulgate a final rule that is different from
a proposed rule, but only if the final rule is a “logical outgrowth” of the proposed.aie&nly
if “interested parties ‘should have anticipated that the change was possidithus reasonably
should have filed their comments on the subject during the remideomment period.” Id.
(quotingNe.Md. Waste Disposal Auth. v. EP268F.3d 936, 952 (D.C. Cir. 2004)accord42
U.S.C. 81395hh(a)(4) (“If the Secretary publishes a final regulation that includes a provision
that is not a logical outgrowth of a previously published notice of proposed rulemaking or
interim final rule, such provision shall be treated as a proposed regulation andothake
effect until there is the further opportunity for public comment and a publication of thsiprovi
again as a fial regulatiori’). Thus, neither a braagew rule nor one built on vague insinuations
for which an interested party would have had to “divine [the Agency’s] unspoken thowugjhts”
qualify as a “logical outgrowth.”SeeAriz. Pub. Serv. Co. v. ERR11 F.3d 1280, 1299 (D.C.
Cir. 2000);Int’l Union, UMWA 407 F.3d at 1260.
C. The APA’s Prohibition Against Arbitrary & Capricious Agency Action

The Hospitals’ claim that the Secretary’s rulemaking was insufficiently exgalain
falls under the APA’s prohibition against arbitrary and capricious agerntonacThe APA
provides that aeviewing court may set aside an agency action that is “arbitrarycioais; an
abuse of discretion, or otherwise not in accordance with law.” 5 U.SIG6(8)(A); Tourus
Recods, Inc. v. DEA259 F.3d 731, 736 (D.C. Cir. 2001).THe scope of review under the
‘arbitrary and capriciotsstandard is narrow and a court is not to substitute its judgment for that
of the agency.”Motor Vehicle Mfrs. Asa of U.S. v. State Farm Mut. Auto. Ins. C&63 U.S.
29, 43 (1983). At the same time, “the agency must examine the relevant data and articulate a

satisfactory explanation for its action includingrational connection between the facts found
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and the choice madeé.ld. (quotingBurlington Truck Lines v. United State&/1 U.S. 156, 168
(1962)); see also Pub. Citizen, Inc. v. FAA88 F.2d 186, 197 (D.C. Cir. 1993) (“The
requirement that agency action not be arbitrary or capricious includes a reauitbatethe
agency adequately ebgin its result.”). While the agency action under review is “entitled to a
presumption of regularity[,]. .that presumption is not to shield [an] action from a thorough,
probing, indepth review.” Citizens to PresOverton Park, Inc. v. Volpet01 U.S. 402, 415
(1971),abrogated on other grounds by Califano v. Sandé® U.S. 99 (1977).

“An agency interpretation of a relevant provision which conflicts with the
agencys earlier interpretation is entitled to considerably less deference than steathgsineld
agency view.” INS v. CardozaFonesca 480 U.S. 421, 446 n.30 (198{internal quotation
marks and citation omittedsee alsoGood Samaritan Hosp. v. Shalala08 U.S. 402, 417
(1993) (“[T]he consistency of an agensyposition is a factor insaessing the weight that
position is due.”). “One of the core tenets of reasoned deaisaking is that an agency [when]
changing its course. .is obligated to supply a reasoned analysis for the chargeeRepublic
Airline Inc. v. Dept of Transp,. 669 F.3d 296299 (D.C. Cir. 2012) (internal quotatiomarks
and citations omitted) “Where the agency has failed to provide a reasoned explanation, or
where the record belies the agerscgonclusion, [the court] must undo its actiolChty. of Los
Angdes v. Shalala192 F.3d 1005, 1021 (D.C. Cir. 1999) (internal quotation meamkiscitation
omitted).

. ANALYSIS

The Hospitals challenge the Secretary’s 2004 policy change on a number of

procedural and substantivgrounds Procedurally, the Hospitals agsethe Secretary: (1)

provided inadequate opportunity for notice and comment in violation of the APA and the
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Medicare Act; (2)failed to explain the reasons behind the policy change, in violation of the
APA; and (3) provided insufficient financial analysis of the proposed change in violation of the
Regulatory Flexibility Act The Hospitals also make two substantive challenges to the
Secretary’s policy. First, arguing that the D.C. Circuit’'s conclusiondatmtrary inNortheast
Hospitalis dictum thatdoes not bind this Court, they contend that the 2004 policy change fails
the first step ofChevronbecause the Medicare statute precludes the interpretation assigned by
the Secretary. Second, the Hospitals ask the Court to invalidate the Secratanytstation
under the second step©hevronas unreasonable.

As set forth below, the Court agrees with the Hospitals as to thénfosif their
procedural arguments. Because these conclusions require vacatur and remand afethis ma
the Secretarythe Court does not reach the Hospitals’ other arguments.

Before reaching these matters, however, the Cowst addressbriefly a
threshold matter. Many of the Secretary’s arguments rely on the factmailspthat her post
2004 interpretation did not catitute a change in policy. The D.C. Circuitheld otherwisan
Northeast Hospitaland the Court need not dwell on that issue at length.

A. The Secretary’s 2004 Policy Change

The Secretaryakesthe position in this case that the 2004 rulemaking did not
constitute a policy change because her policy has always been to include dRars @ the
Medicare/SSI fractionE.g, Def. MSJ Memat 28 (“On a factual level, plaintiffs’ claim that the
2004 rule was an unexplained departure from a-&stgblished imrpretation is little more an
ipse dixit entirely without basi¥). She concedes that CMfadfailed “to specifically address
the intersection between the DSH calculation and Medicare Part C,” Wiachleft interested

parties with questions about how+H& days were to be counted” and that “[tlhere may even have
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been some variation in how these days had been being handled from one hospitalahnd fis
intermediary to the next.”ld. at 30 (citations omitted). However, the Secretary insists that
based on a 1990 rulemaking statement, “the Secretary had a policy of ‘including HEIG day
the SSI/Medicare percentage,” which was a “longstanding inclusion” thatgi@es must be
presumed to have been aware of when it enacted Part C” in 189@t 22 (citing Medicare
Program; Changes to the Inpatient Hospital Prospective Payment SyrsfieRiscal Year 1991
Rates 55 Fed. Reg. 35990, 35994 (Sept. 4, 199@edicare Program; Changes to the Hospital
Inpatient Prospective Payment Systems and Fiscal Y397 Rates61 Fed. Reg. 46166, 46207
(Aug. 30, 1996)). Northeast Hospitals not dispositive, the Secretary argues in a footnote,
because “the Court of Appeals found that CMS had a ppi@ctice of excluding M+C day
from the Medicare fraction.’ . .[But] a de facto practice is quite different from an official
agency policy. Moreover, thdortheastcourt did not fined—nor was it the casethat CMS had
either a policyor practice of counting M+C days in the Medlid fraction.” Def. MSJ Memat

30 nl1 (citations omitted).

The Hospitals cry foul, and with good reasdihe Secretary’s factual premise,”
they arguethas been rejected by binding Circuit precedentNortheast Hospitdl. .. [and] is
‘unacceptable neacquiescence’ in the law of thGircuit.” PIl. Opp'’n Mem. [Dkt. 38] a#
(quoting Hosp. of Univ. of Pa. v. Sebelju847 F. Supp. 2d 125839 (D.D.C. 2012)). The
Hospitals assert that the Secretary’s attempts to distinguish besgeray policy and practice,
as well as between appe#afindings about the Medicar8SI fractionversus the Medicaid
fraction, offer no basis to remove the case from the sobNertheast Hospital Id. at 6-9.

The plain text of the D.C. Circuit’s opinion undercuts the Secretary’s position.

That Court’s evaluatioa-that“[a] brief look at theSecretarys treatnent of M+C days prior to
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2004 ... belies her claim that the revision to 8 412.16&lified a longstanding policy,”
Northeast Hospital 657 F.3d at 15-is unequivocal and inescapable. Nor dNortheast
Hospital give room for a legally significant difference between practice and polityact, the
appellate court wertb pains to state the opposite, rejecting the Secretary’s attempt to rely on the
1990 rulemaking. Id. at 16 (“Aside from the Secretary's actualatmeent of M+C days, her
statements in the 2004 rulemaking and in a subsequent 2007 technical revision confirm that she
changed her interpretation of the DSH provision in 2004ee alsad. (discussing how the
Secretary “callecher 2004 decision to indlie M+C days in the Medicare fraction a ‘policy
change™ (quoting72 Fed.Reg.at 47384)). Northeast Hospitaklso rejected any distinction
between policy regarding the Medicare and Medicaid fractions, making the cosemes
observation that the interpgia¢ion of the two is tied because a patient is either “entitled” or “not
entitled” to Part A benefitand thusiecessarilyalls in onefractionor the other.Id.

Accordingly, in addressing the Hospitals’ arguments as to whether ¢thet&g’s
2004 intepretation of the DSH calculatiozen be applied to calculate FY 2007 reimbursement
rates, the Court begins with the propositibat “[tlhe Secretary’snterpretation [of the DSH
calculation], as set forth in the 2004 rulemaking and resulting amendment4i.806,
contradict$ and is a “substantive departuredm “her former practicef excluding M+C days
from the Medicare fraction.Ne. Hosp.657 F.3d at 17.

B. Notice & Comment—APA and the Medicare Act

The Court turns first to the Hospitals’ argumehat the Secretary violated both
the APA, 5 U.S.C. § 553, and the Medicare Act, 42 U.S.C. § 1395hh, by failing to provide notice
that she was changing her interpretation to include Part C days Mettheare/SSI fraction

According to the Hospitals, He Secretary clarified one policy in 2003, then announced the
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inverse of that policy in 2004, without notice and comment and without amending the DSH
regulation as necessary to effectuate the new rule.Then, in August 2007, she amended the
regulationwithout advance notice or comment to implement[#@©4] policy change . .. Two
years later, the Secretary attempted to implement the new policy for the fi2086 year]
through further instructions issued in 2009.”. Pl. MSJ Memat 17-18.
1. Parties’ Arguments

The parties’ argumentgs to the sufficiency of priornotice center on the
effectiveness of the 2003 NPRMAccording to the Secretary, she satisfied her duty to “fairly
apprise[] [the] interested parties of the issues involved” secthe 2003 NPRM identified the
issue—whether Part C enrollees should be counted irMédicare/SSI fractioor the Medicaid
fraction—and there were only two possible outcomes. Def. MSJ MeB6-37 (citing Nuvio
Corp. v. FCC 473 F.3d 302, 310 (D.C.iIC2006)). The fact that the Secretary settled in 2004
on including Part C subscribers in thiedicare/SSI fractioas opposed to the Medicaid fraction,
as she suggested in 2003 NPRM, is of no matter because the 2004 rule was a “|ggmatigut
of the 2003 NPRM. Id. at 36 (citingNe. Md. Waste Disposal Autl858 F.3d at 951).The
comments received in response to the 2003 NPRM bear this out, the Secretary asaeds, be
they show that reasonable parties understood thatvakeproposing two optiegnn the 2003
NPRM from which shevould select one. Def. MSJ Memt 3940 (citingAppalachian Power
Co. v. EPA135 F.3d 791, 816 (D.C. Cir. 19983ge alsdef. Reply[Dkt. 40] at 14.

The Hospitals responthat the 2003 NPRM *“gave no reason to concltios
when she was clarifying her old policy, the Secretary was actually propasiagopt its
inverse.” Pl. MSJ Memat 19. They claim that the2003 NPRM was insufficient to put them on

notice that the Secretary would announce “a new policy in 2004vdsatliametrically opposed
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to the policy clarified in 2003.”ld. Thus, according to the Hospitals, the 2004 interpretation
cannot have been a “logical outgrowth” of the 2003 propoishlat 19-20. The Hospitals also
rely on the manner in which the Secretary phrased the 2003 notice, observing that thechotice di
not propose any change to the regulatory text and did “not state that the $queetaed to
determiné the answer to this issueit stated that the agency “harkceived questions Pl.
Opp’'n Mem.at 10 (quoting 68 Fed. Reg. at 27208)yst emphasis added by Court, second by
Plaintiffs). Accordingly, “[tjhe agency did not identify any proposed changeolicy because
the Secretary was merely clarifying the policy and practice the ageddyelea following since
[Plart C was enacted in 1997, which comported with her 1986 policy that ‘entitled to benefits
under part A’ means paid under the part A payment systelioh. 4t 11 (citation omitted).
2. Analysis

The Court concludes ththe Secretary’s interpretation of the fractions in the DSH
calculation, announced in 2004 and not added to the Code of Federal Regulations until the
summer of 2007, was not a “logical outgrowth” of the 2003 NPR3¢elnt’| Union, UMWA
407 F.3d at 1259. The rulemaking procedure was flawed due to batimgieemindedway the
NPRM presented the issue and the fact that the Secretary adopted the polar opphbsite of t
original proposal. @ntrary to the Secretary’s argument, the commeotaot remedy these
deficiencies.

First, the text of the 2003 NPRM was not written in a way timéfested parties
‘should have anticipated’ that the change was possiatef]thus reasonably should have filed
their comments on the subject during the neindcomment peod.” Ne. Md.Waste Disposal
Auth, 358 F.3d at 952 (citingnter alia, City of Waukesha v. ER820 F.3d 228, 245 (D.Cir.

2003);see alscSmall Refiner Lead Phadg@own Task Force v. U.S. E.P,A05 F.2d 506, 549
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(D.C. Cir. 1983) (“Agency notice muslescribe the range of alternatives being considered with
reasonable specificity.”). The 2003 NPRM, consisting dhree paragraphsnd nowhere
propasing any amendment to the C.F.Btated that the Secretdmgd “received questions” and
was “proposing to clarify” that Part C patients should be counted in the Medicclidrira 68

Fed. Reg. at 27508. Leaving asittee Secretary’s failure to acknowledgsplicitly her
longstanding practice, discussed above, the NPRM does not support the Secretary's
characerization of the issue as an open, binary choice between two equally valid iateypset

To the contrarythe 2003 NPRM firmly slants toward inclusion of Part C patients in the
Medicaid fraction. The second paragraph reasons that, although “anuadiigieligible to elect

an M+C plan if he or she is entitled to Medicare Parnd enrolled in Part B[,] ... once a
beneficiary has elected to join an M+C plan, that benefigatyenefits are no longer
administered under Part.’A Id. The NPRM thenmmediately segues:Therefae, we are
proposing to clarifythat once a beneficiary elects Medicare Part C, those patient days
attributable to the beneficiary should not be included in the Medicare fraction DSthgatient
percentagé. Id. The Secretar did not ask for comment on whether her interpretation was
consistent with the statute or what the practical impact of the proposed intespretaght be.

The 2003 NPRM reads more like an afterthought of a clarification than a propased
susceptiblef multiple interpretations.

Second, even setting aside its semantic issues, the 2003 NPRM is problematic
because the Secretary adopted the emppbsite interpretation from the one she proposed.
While this is not ger sedeath knell for a proposed rule, given the -t@@ree shiftthisis not a
case in whichany reasonable party should have understoodtti@iSecretaryimight reach the

opposite conclusion after considering public commeéraed the mergassingmention of the
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alternative, in the cdaxt of this specific notice, does notercome the NPRM’s weaknesses.
SeeAriz. Pub. Serv. Cp.211 F.3d at 1230 The parties argue at length about whether
Environmental Integrity Project v. ERA25 F.3d 992 (D.C. Cir. 2005), dictates the conclusion
that notice was invalid.SeePIl. Opp'’n Mem.at 12-13,Def. MSJ Memat 38-39, Def. Replyat

13. Inthat case, the EPA gave notice that it proposed to delete certain langoagegfefatory
paragraph in the €.R.to clarify, as ithad held in two adminisative proceedings, that two
emissions regulations operated independently and, thus, parties needed to obtaim permi
complying with both regulations on a cdsgcasebasis Envi. Integrity Project 425 F.3d at
994-95. In the final rule, however, thEPA “switched course and adopted the opposite
position” concluding that the regulations operated dependently such that permits meeting one
regulationwould meet the otherld. at 995. TheD.C. Circuit, reasoning that the term “logical
outgrowth” did “not include the [EPA’s] decision to repudiate its proposed intetipretand

adopt its inverse,” concluded that the EPA violated the naiicecomment requirementld. at

998.

The Secretaryseeksto avoid Environmental Integrity Projectarguing that it
involved “minor amendments” to “conform” regulations “to an existing regulatdagypretation
that the agency had adopted through prior adjudications,” whdenakingin the instant matter
involved “how best to interpret an ambiguous provision.” DdEJ Mem.at 38. This
understates the holding Bhvironmental Integrity Projecnd ignores, yet again, the Secretary’s
longstanding “former practice of excluding M+C days from the Medicaién.” Ne. Hosp.
657 F.3d at 17. To be sure,da factopractice is notquite as strong as thadministrative
opinions at issue iEnvironmental Integrity Project But the slate is not blank as the Secretary

claims, making this case far more liEmvironmental Integrity Projecand others in which
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agencies Usethe rulemaking process to pull a surprise switcheroo on regulated entities.” 425
F.3d at 996 (giving as an exampld’'l Union, UMWA v. MSHA 407 F.3d 1250 (D.CCir.
2005).

Finally, the Secretary points to the comments she received as evidence that the
2003 NPRM sufficiently put the public on notice of the “subjects and issues involved,” 5 U.S.C.
8 553(b)(3. Def. MSJ Mem. at 3910. But an agency cannot “bootstrap notice from a
comment,” which is exactly what tt&ecretary is trying to do heré&SeeFertilizer Inst. v. U.S.
E.P.A, 935 F.2d 1303, 1312 (D.C. Cir. 1991) (citifgnall Refiner Lead Phad@own Task
Force 705 F.2d at 549%kee alsoNat’l Ass’n Psych. Health Sys. v. Shalal20 F. Supp. 2d 33,
40 (D.D.C. 2000) (“[T]he adequacy oiotice canrot be judged by th@umberand type of
commentdan response to the NPRM.”). As the Secretary notes, Def. Reply at 14, some of the
commenters understood the import of the 2003 NPRM and either supported or opposed it, and
some of the Hospitals even argued in favor of the interpretation they now challerggeR.R.
at 343 (Comment of North Shore University Hospital at PlainvieByt the shortcoming in the
Secretary’s argument is that the commentghich are, at any rate, limited in numbeis that,
taken @ a whole, they reflect confusion and misunderstandiBg., R.R. at 516. The very
comment from North Shore UniversiBlainview, which the Secretary claims “cannot assert
with a straight face that [it was] denied an opportunity to voice [its] objettief. Reply at 14,
misstatedthe Secretary’$re-2004 practice describing the 2003 NPRMs a “change” rather
than a codification.See id. (“[The proposal] wouldemove M+C days from the Medicare day
count” (emphasis added)).In light of the lack of clarity reflected by the commentise
Hosptals should notbe estopped from arguing that Part C patients belong in the Medicaid

fraction; instead, the Secretary must be accountable for the confusion ttfatiimenistrative
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law shell game” has engendere8eeAm. Tel. & Tel. Co. v. F.C.C978 F.2d 727, 732 (D.C.
Cir. 1992).

For the foregoing reasons, the Court concludes that the 2003 NPRM did not
provide adequate notice of the interpretation of the DSH fraction adopted by thea§eicret
2004 in violation of the APA and the Medicare Act. The Court cannot say that the Hospitals
“ex ante should have anticipated that such a requirement might be impog&tdz"Pub. Serv.

Co, 211 F.3d at 1299 (quotingeronautical Radio, Inc. v. FC(®28 F.2d 428, 44516 (D.C.
Cir. 1991).

Having concluded that the 2003 NPRM was procedurally defective, the Court
need not address the Hospitals’ alternative argument thaBebeetary’s responses to the
submitted commentsvere insufficient under the APA,; that issue is &ethddressed in the
context of whether the Secretary’s action was arbitrary and capricious, discosmw’
Moreover, the Court need not dwell on the Secretary’s contention that “even if {dairgre to
show that the Secretary failed to provide notice, they have not shown that the resluited in
prejudice,” and thus there was no notselcomment violation. Def. MSJ Mem. at 40 he
confusion over the Secretary’s interpretation of the DSH calculation and large avhoumtey
at stake meet thmot . . . particularly robust showing of prejudice” courts require in these cases.
SeeChamber of Commerce of U.S. v. S.E443 F.3d 890, 904 (D.C. Cir. 2006) (citingter
alia, Sugar Cane Growers Gap. of Fla. v. Venemar289 F.3d 89, 96 (D.C. Ci2002)). In
addition, as the Secretary acknowledged in both the 2003 NPRM and 2004 Final Rule, 42 U.S.C.

8 1395ww(d)(5)(F)(vi) is susceptible to multiple interpretatioti'e APA and Medicare Act

19 That having been said, it is telling that the Secretary neither directly aldued the
confusion reflected in the comments nospended to the detailed comment asserting that the
2003 NPRM'’s explanation was too cursor$ee69 Fed. Reg. at 49099 (discussing comments
received in response to 2003 NPRM).
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require thatthe Hospitalshavea chance to understand whaas at stake in the Secretary’s
proposal and weigh in.
C. The APA’s Prohibition Against Arbitrary & Capricious Agency Action

The Court turns next to whether the Secretary’s aetias “arbitrary, capricious,
an abuse of discretion, or otherwise not in accordance with the law,” 5 U.S.C. § 706(2)(A), due
to her alleged failure todfticulate a satisfactory explanatidior her 2004 policy changg. See
Motor Vehicle Mfrs. Ass’n463 U.S. at 43. The Court thus reviews the record of the 2004
rulemaking to dtermine if the Secretary has supplied a “reasoned analysis for the change.”
Republic Airline, Ing.669 F.3d at 299.

1. Parties’ Arguments

The Hospitals argue that the explanation offered by the Secretary is flatveal in
ways: it failed to acknowledgdat she was changjrfrom her prior interpretatiorgnd it failed
to give a reason for the departure. Pl. MSJ Maii4-26. According to the Hospitals, the only
explanation the Secretary offered for the 2004 change is that Part C enrdlégtdlam some
sense, entitled to benefits under Medicare Part A,” which is a “vacuous utéttaait explains
nothing” and is “entirely devoid of genuine reasonintl” at 25. The Secretary’s explanation is
fatally conclusory, the Hospitals contend, beeasise tid notexplain why part C days, which
are not paid under the part A prospective payment systeond suddenly start to be reflected
in a DSH formula designed by Congress to adjust pgrayments to account for services
low-income part A patiats.” 1d. at 24. Moreoverbecause “[t]here is no referenceMedicare

provisions outside of the DSH calculation, no examination of congressional purpossgctimg

1 The Secretary asserts that she “cannot be faulted for failing to acknowdedgeor
established interpretation’ that she did not have.” Def. MSJ Me&8 (citation omitted).The
Court followsNortheast Hospitahnd declines to engage in semantic debabesit what, in fact,
the Secretary’s pr2004 position should be called.
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the Part Cprogram, [] no invocation of ‘sound policy’ reasons for the change,” and no
explanation of the inconsistency with the Secretargther interpretation of the very same word
‘entitled’ in the very same sentence of the Medicare DSH statide.”

The Secretary responds that her explanaiiothe 2004 Federal Registewas
adequatdecause she explained that “an individual is eligible to elect an M+C pharifdre or
she is entitled to Medicare Part A, and that ‘each M+C plan must provide coveragle of a
services that are covered by Medicare Part A.”” Def. MSJ Mg2i/-28. Wren the Secretary
said “still, in some sense, entitled to benefits under Part A,” “it was obvioukah‘sense’ the
Secretary meantnamely, in the sense that the phrase is employed as a term of art in the DSH
provision.” Id. at 28. According to the Sestary, her explanation was sufficient because she
provided a “basic indication of why the agency chose to do what it ddd.{citing, inter alia,
Nat'l Cable & Telecomms. Ass’'n v. FC&67 F.3d 659, 669 (D.C. Cir. 2009)).

2. Analysis

The Court concludes that the Secretary’s cursory explanation in the 2004 Final
Rule failed to meet the requirements of the APA. The Secretary argues extensively that her
alleged failure to acknowledge her {#@04 practice has no bearing on whether the-pog4
practice was adequately explainedy, Def. Reply at 20, buhts argument is flawed from both
legal and logical standpointslt is true, as the Secretary notes, that there is no “heightened
standard of review when examining the reasoning behind a changean’pdief. MSJ Mem.
at 27 (citingFCC v. Fox Television StationS56 U.S. 502 (2009)). Biox itself makes clear
that a policy change is relevant to the Court's inquimy run-of-themill cases “[T]he
requirement that an agency provide reasoned explanation for its actionoxdiniarily demand

that it display awareness that it is changing positio56 U.S. at 515 (emphasis added).
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In fact, this case falls squarely withthe admonition inFox that, when an
agency'’s prior policy has engendered sergoreliance interests,” an agency “must” give “a more
detailed justification than what would suffice for a newigpolkreated on a blank slate.ld.
(citing Smiley v. Citibank (South Dakota), N., A17 U.S. 735, 742 (1996) “It would be
arbitrary or caricious to ignore such mattérs. Id. The closest the Secretary came to
acknowledging her policy change in the meager explanation of the 2004 Finalésithe
statement thatcommenters . . indicated that there has been insufficient guidance on bow t
handle these days in the DSH calculation.” 69 Fed. Reg. at 49099. This stalbgmdmcth the
Secreairy herself did not admit regulatory confusion miimated that it wa®nly commenters
who believed ito exist, fellwoefully short of owning up tand explaining her decision to vary
from, “longstanding practice.”

Even setting aside the Secretary’s failure to acknowledge her “&dmmyt
Northeast Hospital657 F.3d at 15her reasoningor the changevas brief and unconvincing.
There wereonly two portionsof the statement accompanying the 2004 Final Rule that can fairly
be described aan explanation. The firstas a summary of the comments favoring inclusion of
Part C days in théMedicare/SSI fraction“[S]everal commenters. .pointed out tht these
patients are just as much Medicare beneficiaries as those beneficiaries aditienal feefor-
service programi 69 Fed. Reg. at 49099. The secovasthe Secretary’swn rationale, which
was limited to a single sentencéAlthough there ardlifferences between the status of these
beneficiaries and those in the traditional -feeservice program, we do agree that once
Medicare beneficiaries elect Medicare Part C coverage, they are still, emsgmse, entitled to
benefits under Medicare Ra.” Id. This statement contadno “reasoned explanationCnty.

of Los Angelesl92 F.3dat 1021, itmerely restatéthe very same problem being fought over in
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this casein some sensd&art C enrollees are still “etied to” Part A benefits-but, in another
sensethey are not because a patient cannot be paid Part A benefits and Part G herled
same time.SeeNe. Hosp.657 F.3d at 120 (Kavanugh, J., concurring) (*[P]Jayments under a
contract with a Medicare+Choice organization],] with respect to an individual electing a
Medicare+Choice plan offered by the organizdtioshall be instead of the amounts which (in
the absence of the contract) would otherwise be payable under [Medicare] pamts B."
(quoting 42 U.S.C. § 139584 (i)(1)).

The Secretary contends that, unélex, “where an agency changes its poliay,
suffices that the new policy is permissible under the statute, that thegeateeasons for it,
and that the agency believes it to be better . . . .’”” Def. Reply at 1891(g&®6 U.S. at 516
That is true But “the agency musthowthat there are good reasons for the new pdlidyox,
556 U.S. at 515 (emphasis added). One commoehie 2003 NPRM noted two of the subjects
the Secretary neglected to address in the 2Bl Rule the need to reconcile Congressl
intent regarding the DSH fraction and the M+C programich were enacted years apamd
the financial impact of counting Part C days in the Medicaid fracficBeeR.R. at 354.There
are other topics thdhe Secretary might haweldressed, such as the logistics of implementing
the Secretary’s new method of calculation (which, the record shows, took years) and how
regulated entities should reconcile tpessibility of two different definitions of the word
“entitled” in the same sentence in 42 U.S.C. 8§ 139%MB{(F)(vi)(l). These arsubjects that
the Secretary has confronted in this casg, Def. MSJ Mem.at 1521 (arguing why he
Secretary’s interpretation wasasonable), as well as Northeast Hospal. But the Secretary

should have wrestled with those issues earlierthad shownat least some dfier work inher

12 As discussed earlier, this commenter, like others, believed the Secretaryehaithdieding
Part C days in thMedicare/SSI fraction
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explanation of the 2004 Final Rul&eeAlpharma, Inc. v. Leavit460 F.3d 1, 6 (D.C. Cir. 2006)
(“[P]ost hoc rationalizations ‘have traditionally been found to be an inadequaddrasview’
of agency decisions.” (quotir@itizens to Prse. Overton Park401 U.Sat 419)).

“[Aln agency must cogently explain why it has exercigsdliscretion in a given
manner. Motor Vehicles Asn, 463 US. at 48 (citations omitted)In this case, the Secretary
failed to do so anddepart[edjfrom a prior policysub silenti¢g’ Fox, 556 U.S. at 515, thuecting
arbitrary and capriciously in violation of the APA, 5 U.S.C. § 706(a)(2).

D. Remedy

“[T]he law of this circuit” governing remedies inasednvolving flawed agency
actionsis theAllied-Signaltest Heartland Reg’l Med. Ctr. v. Sebeljus66 F.3d 193, 197 (D.C.
Cir. 2009) (citing Allied-Sgnal, Inc. v. U.S. Nuclear Regulatoryo@nin, 988 F.2d 146 (D.C.
Cir. 1993).** In determining whether to vacate the flawed agency action or leave it @ plac
pending remand;the district court should be guided by two principal factors: (1) ‘the
seriousness of the. . deficiencies’ of the actionhat is, how likely it is ‘the [agency] will be
able to justify’ its decision on remand; and (2) ‘the disruptive consequences tirvacadd.
(quoting Fox Television Stations, Inc. v. FC€8 F.3d 1027, 10489, modified on reh’g on
other ground 293 F.3d 537 (D.C. Ci002). Here, both faars weigh in favor of vacatur
This Court need not decide nowhether the Secretary’s pe&d04 interpretation would pass
muster undeChevronstep two if the proper procedure were followsd if the decisn were

sufficiently explained Cf. Ne. Hosp.657 F.3d at 18 (declining to reach second stephaivron

3 The parties dispute whether the plain text of the Medicare Act, 42 U.S.C. § 1395hh(a)(4)
automatically requires vatur for a noticeandcomment violation trumpingthe discretionary
vacatur thaiis customary under the APA. Def. Reply at 24, Pl. Opp'n Matd3-44. The
Court does not reach that issue because it also concludes that the Secreianywesagcarbitray

and capricious antthat theAllied-Signaltest requires vacatur.
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analysis becauseew interpretation of the DSH calculation could not be applied retroactively to
FY 1999-2002). As set forth above, the Secretary’s rulemaking process was gravedd flaw
several respecsthat vacatur is appropriate.

The secondhillied-Signalfactor heavilyfavors vacatubecause the Court’s ruling
affects reimbursement rates for past years that dwefary has, through use tife new
interpretation, tried to recalculatélhe portion of the 2004 Final Rule at 69 Federal Register
48916, 49099, that announced the Secretary’s interpretation of the Medicare Disproportionate
Share Hospital Fraction, as codified in 2007 at 42 C.F.R. § 412.106(b)(2) and as furttiedmodi
in 201Q is tantamount to the retroactive rulemaking that the D.C. Cihaldt impermissible in
Northeast Hospital 657 F.3d at 17. Because the Secretary did not validly change her
interpretation of the DSH calation prior to FY 2007, and because there is “no statute that
authorizes the Secretary to promulgate retroactive rules for DSH calcsjattbnthe Secretary
cannot impose her new interpretation on the FY 2007 calculatbakenged in this case
Accordingly, the danger of disruption from vacatur is lo8eeHeartlandReg’l Med. Ctr, 566
F.3dat197.

V. CONCLUSION

For the foregoing reasons, the Hospitals’ motion for summary judgment [Dkt. 32]
will be granted. The Secretary’s motion for summary judgniekt. 35] will be denied.The
portion of the 2004 Final Rule at 69 Federal Register 48916, 49099, that announced the
Secretary’s interpretation of the Medicare Disproportionate Share Hosgtzlon, as codified
in 2007 at 42 C.F.R. £12.106(b)(2) ad as further modified in 2@1 will be vacatedand the

case will be remanded to the Secretary for further action consistenhisithginion.
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A memorializing Order accompanies this Opinion.

DATE: November 15, 2012
/sl
ROSEMARY M. COLLYER
United States District Judge
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