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|SSUE:

Was the Intermediary’ s failure to gpply updated reasonable compensation equivaent limits
proper?

STATEMENT OF THE CASE AND PROCEDURAL HISTORY':

Newark Beth Israel Medical Center (“Provider”) is anot-for-profit, general acute care hospita located
in Newark, New Jersey. During its calendar year ended December 31, 1992, the Provider incurred
physicians compensation cogts for hospital-based physician (“HBP”) services. The Provider claimed
these cogts on its as-filed cost report for the purpose of obtaining program reimbursement. Blue Cross
and Blue Shidd of New Jersey (“Intermediary”) audited the Provider’s cost report and applied
reasonable compensation equivaent (“RCE”) limits to the physicians compensation. The RCE limits
used by the Intermediary were issued by the Hedlth Care Financing Administration (*HCFA™) on
February 20, 1985, and were effective with cost reporting periods beginning on or after January 1,
1984.

On September 22, 1994, the Intermediary issued a Notice of Program Reimbursement reflecting the
gpplication of the subject limitsto the Provider’s physicians compensation. On February 3, 1995, the
Provider appeded the Intermediary’ s determination to the Provider Resmbursement Review Board
(“Board”) pursuant to 42 C.F.R. 88 405.1835-.1841, and met the jurisdictional requirements of those
regulations® The amount of Medicare reimbursement in controversy is approximately $324,000.2

The Provider was represented by Robert L. Roth, Esg. of Michagls & Bonner, P.C. The Intermediary
was represented by Eileen Bradley, Associate Counsdl, Blue Cross and Blue Shield Association.

PROVIDER'S CONTENTIONS:

The Provider contends that the Intermediary’s adjustment must be reversed because the RCE limits
upon which it is based are unlawful.®

! Provider Pogtion Paper a 1 and 4. The Board notes that the RCE issue contained in
this case was not included in the Provider’ s origind gpped. 1t was, however, properly
added to the Provider’ s original appeal in accordance with 42 CF.R. 8
405.1841(a)(1). See Provider Position Paper at 2.

2 The Board notes that this amount appears to be the Intermediary’ s actud adjustment to
the Provider’s physicians compensation rather than the net effect of the adjustment on
the Provider’ s program reimbursement. See Intermediary Position Paper at 2 and
Provider Position Paper at 4.

3 Provider Position Paper at 4 and 18.
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Firgt, the Provider contends that HCFA's failure to update the limits to reflect increases in physician
compensation violates 42 U.S.C. 81395x(Vv)(1)(A), which explains that providers of inpatient services
are entitled to be reimbursed for the “reasonable costs’ they incur in providing hedlth care service.*
The gtatute defines "reasonable cogts' as the costs actudly incurred less any part found to be
unnecessary in the efficient ddlivery of needed hedth services. Moreover, HCFA must determine these
costs "in accordance with regulations establishing the method or methods to be used, and the itemsto
be included" and must "take into account both direct and indirect costs of providers or services. . . in
order that, under the methods of determining cogts, the necessary codts of efficiently ddivering covered
sarvices to individuas covered by [Medicare] will not be borne by individuas not so covered.” 1d.

With respect to these statutory provisons, the Secretary of Health and Human Services [ Secretary”]
conceded that physician compensation costs increased after 1984 by representations made in Rush
Presbyterian-S. Lukes Medica Center v. Blue Cross and Blue Shield Association/Blue Cross and
Blue Shidd df lllinois, PRRB Dec. N0.97-D22, January 15, 1997, Medicare & Medicaid Guide
(CCH) 1/ 45,037, declined rev. HCFA Admin., February 25, 1997, rev’ d. Rush-Presbyterian-St.
Luke's Medica Center v. Shdda, No. 97-C-1726, 1997 WL 543061 (N.D.ILL.)(“Rush-
Presbyterian’),> and by updating Part B physician screens available for Part B payments to physicians
every year snce 1983 (except 1985). Accordingly, HCFA's falure to update the RCE limits while
acknowledging the increase in physician compensation costs means providers were not reimbursed thelr
reasonable cogtsin violation of the statute.

HCFA'sfailure to update the RCE limits while acknowledging the increase in physcian compensation
costs aso means that Medicare's share of the "reasonable cost” of HBPs after 1984 have not been
borne by the Medicare program as required by 42 U.S.C. 81395x(v)(1)(A). Therefore, HCFA has
under reimbursed providers for their Part A physician compensation costs and forced non-Medicare
covered patients to bear these costs in violation of the Satute.

Second, the Provider contends that the Intermediary’ s gpplication of the subject limitsis unlawful
because HCFA's failure to annudly updeate the limits violates program regulations and policy, and
statutory provisions.® With respect to program regulations, 42 C.F.R. § 405.482(b) states that HCFA
will establish "a methodology for determining annua compensation equivaents, consdering average
physician incomes by specidty and type of location, to the extent possible using the best available data.”
Id. Theregulationsgo on to Satethat " [b]efore the start of a cost reporting period to which limits
established under this section will be gpplied, HCFA will publish anctice in the Federal Regigter that
sets forth the amount of the limits and explains how the limits were cdculated. 42 CFR. §
405.482(f)(1). Clearly, this unambiguous statement requires annua updating.

4 Provider Position Paper at 12.
> Exhibit P-S.

6 Provider Position Paper at 13.
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Moreover, the requirement for annual updating was confirmed in the preamble to the Notice of
Proposed Rulemaking in which the RCE regulations were first proposed. In that instance, HCFA
dated that it would "update the RCE limits annudly on the basis of updated economic index data” 47
Fed. Reg. 43578 at 43586 (October 1, 1982).” The preamble to the Find Rule adopting the RCE
regulations stated that the "RCE limits will be updated annually on the basis of updated economic index
data' and that when new limits are caculated without a change in the methodology, a single genera
notice of the new limits would be published. 48 Fed. Reg. 8902 at 8923 (March 2, 1983).% The
preamble aso stated that the RCE limits will gpply only to the cost year specified and not to any other
cost reporting period. 1d. at 8924.°

Als, in the RCE notice published in February 1985, HCFA again acknowledged the limited
goplicability of the limits and the need to update them on an annud basis, Sating:

[42 C.F.R. §] 405.482(f) requires that before the start of a period to
which asat of limitswill be gpplied, we will publish ancticein the
Federd Regigter that sets forth the limits and explains how they were
caculated.

50 Fed. Reg. 7123 at 7124 (Feb. 20, 1985).1°

And finaly, dthough the Secretary proposed to change the methodology of updeting RCE limits from
an annud basisto a"periodic” basisin 1989, this proposa was never findized. 54 Fed. Reg. 5946
(February 7, 1989).** In the preamble to those proposed rules, HCFA acknowledged that annual
updates are required by the regulations and that the regulations must be changed in order to avoid
annud updates, by dating:

[g]pecifically, Section 405.482(f) provides that before the sart of a
cost reporting period to which aset of limitswill be gpplied, we must
publish anatice in the Federal Regigter that sets forth the limits and
explains how they were cdculated . . . . Although the regulations do not
specificdly provide for an annud adjustment to the RCE limits, the
preamble to the March 2, 1983 find rule, which described the updating

7 Exhibit P-N.
8 Exhibit P-O.
0 Exhibit P-P.
0 Exhibit P-Q.

" Exhibit P-R.
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process, indicated that the limits would be updated annualy. (48 F.R.
8923). In addition, Section 405.482(f)(1) requires that the limits be
published prior to the cost reporting period to which the limits apply....
Since we believe that annud updates to the RCE limits will not dways
be necessary, we propose to revise current Section 405.482(f) to
provide that we would review the RCE limits annudly and update the
limits only if asgnificant change in the limitsis warranted.

54 Fed. Reg. 5946 at 5956 (Feb. 7, 1989).

Accordingly, because this proposal was never finalized there has been no change in HCFA's obligation
to annually updeate the limits.

The Provider asserts that when the RCE limits were findly updated in 1997, 62 Fed. Reg. 24,483
(May 5, 1997), they resulted in adramatic incresse from the 1984 levels. This makes clear that there
was a programmatic need for HCFA to update the RCE limits annudly, afact that was recognized
explicitly in the regulations and policies requiring annua updating. It aso makes clear that HCFA, by
continuing to rely upon 1979 physcian income information updated for inflation in 1984, violated the
RCE regulation's mandate that HCFA use "the best available data’ when determining annual
compensation equivalents. 42 C. F. R. §405.482(b).

The Provider argues that it is smply not credible for HCFA to deny that annua RCE limit updates are
required by its regulations and policies. As stated by the court in Rush-Presbyterian:

[b]ased on the two preambles to the regulations, it is clear that the
Secretary origindly intended to update the RCE limits annualy. While
the Secretary may not be bound by these preambles, the language of
the regulations themsdves aso hints &t this: it requires HCFA to
edablish a methodology for determining "annua [RCE] limits."

Rush-Presbyterian supra at 55,717.

Based on these facts, the court found that HCFA's "action or inaction in interpreting and implementing
the regulations was arbitrary and capricious.” 1d. The court went on to date:

[i]t istrue that the Secretary is usudly given awide berth in interpreting
her own regulations. However, when she actsin gpparent
contravention of those regulations without offering any judtification
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whatsoever, she violates the [Adminigtrative Procedure Act] APA's
proscription on arbitrary and capricious agency action.

ld.

On this basis, the court found HCFA's decision to gpply the 1984 RCE limitsto cogts incurred in
subsequent years to be unlawful.

Findly, with respect to statutory provisions, 42 U.S.C. 8§ 1395xx(a)(2)(B) requires HCFA to establish
RCE limits by regulaion. Accordingly, by refusing to update the limits, HCFA essentidly changed its
regulations and policies without establishing new regulatory authority. By doing so, HCFA violated the
gatutory requirement that RCE limits be established by regulation.

The Provider’ s third argument is that application of the subject limitsto its 1992 codt reporting period is
unlawful because HCFA'sfailure to annudly update the limits is inconsstent with basic notions of due
process, i.e., given that HCFA admits that physician compensation costs increased significantly after
1984.1>  Although the enabling statute gives HCFA the authority to determine what congtitutes
reasonable cogt, this authority is not absolute. The court in Rush Presbyterian found that HCFA "must
have some basis for exercising” its authority in deciding not to update annudly the RCE limits. Rush
Presbyterian supra at 55,716. The court then found that HCFA's failure to offer "any explanations,
ether before or during thislitigation, for the way in which the RCE limits were determined” congtitutes
"arbitrary and capricious' action under the Adminigtrative procedure Act (“APA”). 1d. On that bass,
the court set asde HCFA's application of the 1984 limits to costs incurred by a provider in ayear
subsequent to 1984.

In addition, as discussed above, the preambles to HCFA's regul ations and the regulations themsdves
edtablish that HCFA isrequired to update the RCE limits on an annual basis using the "best avallable
data" Therefore, HCFA'sfalure to do so violates the APA because, under the APA, an agency can
only change aregulation or an established policy by following the notice and comment procedures set
forthin 5 U.S.C. 8 553. Here, HCFA'sfailure to issue annual RCE updates based on the "best
available datd' amounts to HCFA issuing a new regulation and anew policy without publishing the
change in the Federd Regigter and alowing an opportunity for comments to be made before afind rule
isadopted. Buschmann v. Schwelker, 676 F.2d 352 (Sth Cir. 1982).

HCFA acknowledges these APA requirementsin 42 C. F. R. 8§ 405.482(f)(2), which States:

[i]f HCFA proposes to revise the methodology by which payment limits
under this section are established, HCFA will publish anotice, with
opportunity for public comment, to that effect in the Federal Regider.
The notice would explain the proposed basis for setting limits, specify

12 Provider Position Paper at 16.
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the limits that would result, and Sate the date of implementation of the
limits

42 C. F. R. §405.482(f)(2).

Clearly, HCFA established the methodol ogy to be applied in annualy updating the RCE limits using the
notice and comment proceduresin the APA. Furthermore, HCFA followed its regulation and the
gatutory requirement that Medicare pay its share of provider costs by setting RCE limits for 1982,
1983 and 1984 that properly reflected increases. However, HCFA abandoned its regulatory
requirements after 1984 without providing any notice or opportunity for comment and without offering
any explanation, even though HCFA admits that physician compensation costs increased after 1984.
HCFA'sfailure to gpply its published methodology condtitutes a change in the methodology, which is
invaid under the requirements of the APA.

Finally, the Provider contends that gpplication of the subject limitsto its 1992 cost reporting period is
unlawful because HCFA'sfailure to update the limitsis arbitrary and capricious in violation of the
APA.2 Asdiscussed above, HCFA has conceded that physician compensation costs increased after
1984, Rush-Presbyterian supra 55,716, and also by updating Part B physician screens every year since
1983, except for 1985. Accordingly, HCFA'’sfailure to update the RCE limits while acknowledging
the increases in physicians compensation cogts lacks arationa basis and, therefore, is arbitrary and
capricious.

INTERMEDIARY’S CONTENTIONS:

The Intermediary contends that its adjustment restricting program payments for the Provider’s 1992
HBPS cogsto the 1984 RCE limitsis proper. The Intermediary asserts that RCE limits, as
promulgated, must be applied to determine reasonable costs pursuant to Medicare regulations. Inthis
regard, the Intermediary maintains that it complied with exigting regulations and gpplied the RCE limits
in effect for the subject cost reporting period.*

Contrary to the Provider’ s position, the Intermediary contends that HCFA is not required to update the
RCE limits on an annua bass. The Intermediary notes that the Board has consigtently ruled that HCFA
is not mandated by regulation or statute to update the RCE limits, and cites the following casesin
support of its argument: Good Samaritan Hospital and Hedlth Center v. Blue Cross and Blue Shield
Association/Community Mutua Ins. Co., PRRB Dec. N0.93-D30, April 1, 1993, Medicare and
Medicaid Guide (CCH) 141,399, declined rev. HCFA Admin., May 21, 1993; Los Angeles County
RCE Group Appedl v. Blue Cross and Blue Shield Association/Blue Cross of Cdifornia, PRRB Dec.
No. 95-DI2, December 8, 1994, Medicare and Medicaid Guide (CCH) 142,983, declined rev.

13 Provider Position Paper at 17.

14 Intermediary Position Paper at 5.
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HCFA Admin., January 12, 1995, &ff'd. County of Los Angdesv. Shadda, Case No. CV 95-0163
LGB (SHx) (C.D. Cd. 1995), &f’d. County of Los Angelesv. Secretary of Hedth and Human
Services, 113 F.3d 1240, (9th Cir. 1997); Pomerado Hospital v. Blue Cross and Blue Shield
Asociation/Blue Cross of Cdifornia, PRRB Dec. No. 96-D19, March 13, 1996, Medicare and
Medicaid Guide (CCH) 144,071, declined rev. HCFA Admin., May 1, 1996; Pomerado Hospitd v.
Blue Cross and Blue Shidld Association/Blue Cross of Cdifornia, PRRB Dec. No. 96-D20, March 13,
1996, Medicare and Medicaid Guide (CCH) 144,072, declined rev. HCFA Admin., May 1, 1996;
Padomar Memorid Hospita v. Blue Cross and Blue Shidd Association/Blue Cross of Cdifornia,
PRRB Dec. No. 96-D21, March 13, 1996, Medicare and Medicaid Guide (CCH) ] 44,073, declined
rev. HCFA Admin., May 1, 1996; Belmont Center for Comprehensive Trestment v. Blue Cross Blue
Shidd Association et d., PRRB Dec. No. 99-D5, November 16, 1998, Medicare & Medicaid Guide
(CCH) 180,142, declined rev. HCFA Admin., January 8, 1999.

Indl, the Intermediary concludes that there is no requirement to annually update the RCE limits and,
therefore, it gpplied the latest existing limits available in accordance with program reguletions.

CITATION OF LAW, REGULATIONS AND PROGRAM INSTRUCTIONS:

1 Law - 42 U.SC.:

8§ 1395x(V)(1)(A) - Reasonable Cost

§ 1395xx €t seg. - Payments of Provider-Based
Physcians and Payment Under
Certain Percentage
Arrangements

2. Law-5U.S.C.
8§ 553 et seq. - Rule Making

3. Regulations - 42 C.F.R.:

8 405.482 et seq. - Limits on Compensation for
Savices of Physicians in
Providers

§8 405.1835-.1841 - Board Jurisdiction
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Case Law:

Good Samaritan Hospital and Hedlth Center v. Blue Cross and Blue Shield
Association/Community Mutua Ins. Co., PRRB Dec. N0.93-D30, April 1, 1993, Medicare
and Medicaid Guide (CCH) 141,399, declined rev. HCFA Admin., May 21, 1993.

L os Angeles County RCE Group Apped v. Blue Cross and Blue Shidd Association/Blue
Cross of Cdifornia, PRRB Dec. No. 95-DI2, December 8, 1994, Medicare and Medicaid
Guide (CCH) 142,983, declined rev. HCFA Admin., January 12, 1995, aff’d. County of Los
Angdesv. Shdda, Case No. CV 95-0163 LGB (SHXx) (C.D. Cadl. 1995), af'd. County of
Los Angelesv. Secretary of Hedlth and Human Services, 113 F.3d 1240, (Sth Cir. 1997).

Pomerado Hospitd v. Blue Cross and Blue Shidd Association/Blue Cross of Cdifornia, PRRB
Dec. No. 96-D19, March 13, 1996, Medicare and Medicaid Guide (CCH) 44,071,
declined rev. HCFA Admin., May 1, 1996.

Pomerado Hospitd v. Blue Cross and Blue Shidd Association/Blue Cross of Cdifornia, PRRB
Dec. No. 96-D20, March 13, 1996, Medicare and Medicaid Guide (CCH) 44,072,
declined rev. HCFA Admin., May 1, 1996.

Pdomar Memorial Hospita v. Blue Cross and Blue Shied Association/Blue Cross of
Cdifornia, PRRB Dec. No. 96-D21, March 13, 1996, Medicare and Medicaid Guide (CCH)
144,073, declined rev. HCFA Admin., May 1, 1996.

Bdmont Center for Comprehensve Treatment v. Blue Cross Blue Shidd Association et dl.,
PRRB Dec. No. 99-D5, November 16, 1998, Medicare & Medicaid Guide (CCH) 1 80,142,
declined rev. HCFA Admin., January 8, 1999.

Rush-Presbyterian-St. Lukes Medica Center v. Blue Cross and Blue Shield Association/Blue
Cross and Blue Shidd of Illinois, PRRB Dec. No. 97-D22, January 15, 1997, Medicare &
Medicaid Guide (CCH) /45,037, declined rev. HCFA Admin., February 25, 1997, rev'd.
Rush-Presbyterian-St. Luke’'s Medicad Center v. Shada, No. 97-C- 1726, 1997 WL 543061
(N.D.ILL.).

Buschmann v. Schweiker, 676 F.2d 352 (9th Cir.1982).

Other:
47 Fed. Reg. 43578 (Oct 1, 1982).

48 Fed. Reg. 8902 (March 2, 1983).
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50 Fed. Reg. 7123 (Feb. 20, 1985).
54 Fed. Reg. 5946 (Feb. 7, 1989).
62 Fed. Reg. 24483 (May 5, 1997).

FINDINGS OF FACT, CONCLUSIONS OF LAW AND DISCUSSION:

The Board, after consideration of the facts, parties’ contentions, and evidence presented, **finds and
concludes asfollows.

The Intermediary applied RCE limits published in the Federd Register on February 20, 1985, and
effective with cost reporting periods beginning on or after January 1, 1984, to the Part A physicians
compensation paid by the Provider for itsfiscal year ended December 31, 1992. The Provider’s
fundamenta argument regarding this gpplication is thet the limits were unlawful because HCFA falled to
update them on an annual basis as required by the enabling regulation.

The principle and scope of the enabling regulation, 42 C.F.R. § 405.482(a)(1), require HCFA to
edtablish RCE limits on the amount of compensation paid to physicians by providers, and that such
limits “be applied to a provider’ s cogts incurred in compensating physicians for services to the provider.
. (emphasis added). However, contrary to the Provider’ s contentions, the Board finds that this
regulation does not mandate that the RCE limits be updated annualy or on any other stipulated interval.

The Board agrees with the Provider that language used in Federd Register notices indicates that HCFA
intended to update the limits on an annua basis. However, the Board concludes that the pertinent
regulation is controlling in thisinstance and, as discussed immediately above, it does not require annua
updates.

Finally, the Board acknowledges the Provider’ s argument that net physician income clearly increased
throughout the period spanning 1984 through the fiscd year in contention. While the Board finds this
argument persuasive in demongrating that the subject RCE limits may be lower than actud market
conditions would indicate for the subject cost reporting period, the Board concludes that it is bound by
the governing law and regulations.

15 The Board did not accept into evidence documentation submitted by the Provider in a
letter dated September 9, 1999. This documentation consists of copies of cost
reporting forms, Supplemental Worksheet A-8-2, for the Provider’s 1989, 1992, and
1997 cost reporting periods, as well as a copy of aMedicare Bulletin dated May 15,
1998. The Board reviewed these materias and found them to be immaterial and
irrelevant.
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In sum, the Board continuesto find, asit hasin the previous cases cited by the Intermediary, that the
gpplication of the 1984 RCE limits to subsequent cost reporting periodsis proper.

DECISION AND ORDER:

The Intermediary’ s gpplication of the 1984 RCE limits to the Provider’s physicians compensation
costsis proper. The Intermediary’ s adjustment is affirmed.

Board Members Participating:

Irvin W. Kues

Henry C. Wessman, Esg.
Martin W. Hoover, J., ESQ.
CharlesR. Barker.

Date of Decision: February 23, 2000

FOR THE BOARD:

Irvin W. Kues
Chairman



