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on the brief was Harry R Silver.

Before: Tatel and Garland, Crcuit Judges, and
Si | berman, Senior Crcuit Judge.

pinion for the Court filed by Crcuit Judge Garl and.

Garland, Grcuit Judge: Tenet Heal thSystens Healt h-
Corp., a Medicare provider, contends that the Departnent of
Heal th and Human Services (HHS) inadequately reinbursed
it for its losses on the sale of a hospital. The district court
agreed and remanded the case to HHS for redeterm nation of
t he amount due. We disagree and reverse the judgnment of
the district court.

W& begin with an exposition of the Medicare regul ations
applicable to this appeal, and then describe the proceedings
bel ow.

A

During the period relevant to this case, and with caveats
unnecessary to di scuss here, HHS rei nbursed health care
providers for their capital-related costs in providing services
to Medicare patients.1 Under the pertinent regul ations,

t hese costs include Medicare's share of a provider's deprecia-
tion expenses and capital |osses.2 The regulations use the
"cost basis" of the depreciable assets of a provider's hospital
in determ ning both the provider's annual depreciation allow
ances and its gain or |oss when the hospital is sold. 42

C.F.R s 413.134(f), (g). Annual depreciation is calculated as
a yearly fraction of the hospital's basis, distributed over its
useful life. 42 CF.R s 413.134(d). @Gain or loss upon sale is

1 See 42 U.S.C. ss 1395f(b) (1), 1395x(v)(1)(A)(i); 42 C.F.R
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ss 412.113(a), 413.130; see also 42 CF.R s 412.304 (inplenmenting

prospective paynent systemfor capital costs begi nning October
1991, pursuant to 42 U S.C. s 1395w Q)).

2 See 42 C.F.R ss 413.50, .53, .130, .134; 42 U.S.C
s 1395x(v) (D) (A (1), (V) (1)(O.

determ ned by subtracting (with appropriate adjustnments) the
hospital's basis fromits selling price.3 Hence, the higher the
basi s, the higher the depreciation expenses that HHS wil |

rei mburse and the smaller the gain or greater the loss it wll
cal cul ate upon sale. See Nursing Ctr. of Buckingham &

Hanpden, Inc. v. Shalala, 990 F.2d 645, 646 (D.C. Cr. 1993).

The Medicare regul ations permt a provider that purchased
a hospital after July 31, 1970 and before July 18, 1984--as
Tenet did--to "step-up,” or increase, the basis of the facility
above that of the previous owner. See Nursing Ctr., 990 F.2d
at 646.4 Pursuant to 42 CF.R s 413.134(g)(1) and (2), the

3 See Health Care Fin. Adnin., Medicare Provider Reinburse-
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ment Manual, HCFA Pub. 15-1, s 104.10(C), ex. 5 [hereinafter
Provi der Manual]; see also Witecliff, Inc. v. Shalala, 20 F.3d 488,
489 (D.C. CGr. 1994).

4 In the Deficit Reduction Act of 1984 (DEFRA), Congress
limted the basis in a hospital purchased on or after July 18, 1984 to
"the | esser of the allowable acquisition cost of such asset to the
owner of record as of the date of the enactnent of [DEFRA], ... or
the acquisition cost of such asset to the new owner." Pub. L.

98-369, s 2314(a), 98 Stat. 494, 1079 (current version at 42 U S.C

s 1395x(v) (1) (O (i)). HHS has stated that: "The practical effect of
DEFRA is that Medicare will no longer allowa 'wite-up’" fromthe

hi storical cost basis of the acquired depreciable assets. It is
possi bl e, however, for a 'wite-down' of assets to occur, when the
limtation is applied.” Health Care Fin. Adm n., Medicare Interne-

di ary Manual, HCFA Pub. 13, s 4508.1(B) [hereinafter Internedi-

ary Manual]; see 42 CF. R s 413.134(g)(3). According to the

| egi slative history, Congress inposed the DEFRA limtation out of
concern "that Medicare ha[d] been paying for the sane capital

assets nore than once.” H R Conf. Rep. No. 98-861, at 1339 (1984).
In the Bal anced Budget Act of 1997, Congress further anended the

Medi care statute to provide sinply that, for hospitals acquired on or
after August 5, 1997, the basis "shall be the historical cost of the
asset ... less depreciation allowed, to the owner of record as of the
date of enactment of the [Act]." Pub. L. 105-33, s 4404(a)(1)(D),
111 Stat. 251, 400 (codified at 42 U.S.C. s 1395x(Vv)(1)(O(i)); see 42
CF.R s 413.134(g)(4).
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basis of such a hospital's depreciable assets may not exceed

the lowest of: (1) the allocated price paid for the facility by
the purchaser, (2) the allocated fair market value of the
facility at the time of the sale, or (3) the "current reproduc-
tion cost depreciated on a straight-line basis over the life of
the asset to the tine of the sale." 1d.5 The |last category,
depreci ated reproduction cost, reflects the depreciated cost of
reproduci ng the assets at current market prices.6

5 42 CF.R s 413.134(g)(1) and (2) provide in relevant part:
(g) Establishnment of cost basis on purchase of facility as an
ongoi ng operation--(1) Assets acquired after July 1, 1966 and
bef ore August 1, 1970. The cost basis for the assets of a
facility purchased as an ongoi ng operation after July 1, 1966,
and before August 1, 1970, is the | owest of the--

(i) Total price paid for the facility by the purchaser, as
allocated to the individual assets of the facility; [or]

(ii) [and (iii)] ... fair market value of the facility at the tine
of the sale, as allocated to the individual assets....

(2) Assets acquired after July 31, 1970 and, for hospitals
and SNFs [skilled nursing facilities], before July 18, 1984.
For depreciable assets acquired after July 31, 1970 and, for
hospital s and SNFs, before July 18, 1984, in addition to the
limtations specified in paragraph (g)(1) of this section, the cost
basi s of the depreciable assets may not exceed the current
reproduction cost depreciated on a straight-line basis over the
life of the asset to the tine of the sale.

6 "Current reproduction cost" is the "cost at current prices, in a
particular locality or market area, of reproducing an item of proper-
ty or a group of assets.” 42 CF.R s 413.134(b)(6). The termis
further defined in the Provider Manual as "the cost of reproducing
substantially identical assets of like type, quality, and quantity at a
price level in a bona fide market as of the date of acquisition.”

Provi der Manual s 134. Section 413.134(g)(2) of the Medicare
regul ati ons requires that the apprai ser account for the age of the
facility using straight-line depreciation, which distributes current
reproduction cost "in equal amounts over the period of the estimat-
ed useful life of the asset,"” 42 CF. R s 413.134(b)(3).

HHS descri bes depreci ated reproduction cost "as an accounting
check agai nst purchase price and fair nmarket value,” which "incor-
porates the common-sense principle that a purchaser would not pay

A health care provider generally establishes its entitlenent
to Medicare reinbursenment by submitting a cost report to a
fiscal intermediary. See 42 U S.C. ss 1395f(a), 1395h; 42
C.F.R ss 413.24(f), 421.1-.128. |If the provider is dissatisfied
with the internmediary's determ nation of the anount due, it
may seek review from HHS Provi der Rei nbursenent Re-
view Board. See 42 U. S.C. s 139500(a), (b). The Board's
decision in a case is final, unless the Adm nistrator of the
Heal th Care Financing Adm nistration accepts the case for
review. See 42 U S.C. s 139500(f); 42 C.F.R s 405.1875.
After a final admi nistrative decision, providers may obtain
judicial review 42 U S.C s 139500(f).

B
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In Septenber 1983, Tenet purchased two hospitals, Nauti-
lus Menorial Hospital and G bson CGeneral Hospital, from
Humana of Tennessee, Inc.7 Tenet paid Humana $12, 100, 000
for both hospitals. Based on an appraisal performed by
Val uati on Counsel ors Sout hwestern, Inc., Tenet allocated
$4,516, 202 of the total purchase price to Nautilus Menorial.

Tenet changed Nautilus Menorial's nane to Three Rivers
Community Hospital and operated it as an acute care facility
for the next six years. In its first Medicare cost report for
Three Rivers, covering the period from Cctober 1, 1983 to
August 31, 1984, Tenet clainmed depreciation allowances cal cu-

nmore for a used building than the cost of constructing exactly the
same building today." HHS Br. at 24. Ohers have described it as
"an econom cal | y neani ngl ess application of up-to-date prices to
out -of -date properties.”™ Bonbright et al., Principles of Public
Uility Rates 294 (1988); see also Farners Union Cent. Exch., Inc.
v. FERC, 734 F.2d 1486, 1520 n.68 (D.C. Gr. 1984). W have no
occasi on to coment on the accuracy of either description.

7 Throughout this opinion, we use "Tenet" to include Tenet
Heal t hSystenms Heal t hCorp. and all of its predecessors in interest.
Ameri can Heal thcare Managenent, Inc. was the original purchaser
of the hospitals in 1983. In 1984, O Nda Heal t hcorp. purchased
Ameri can Heal thcare, and in 1997 OrNda was itself purchased by
Tenet .
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| ated by using a stepped-up basis that reflected the all ocated
price it paid in 1983. That price, Tenet said, was |ower than
both the hospital's fair market value and its depreciated
reproduction cost as deternmi ned by the Val uati on Counsel ors
apprai sal, and was thus the appropriate figure for the hospi -
tal's basis pursuant to 42 CF.R s 413.134(g).8 However, the
Medi care internedi ary, Blue Cross & Blue Shield of Tennes-

see, refused to recognize the step-up on the ground that

Tenet had failed adequately to docunent the hospital's depre-
ciated reproduction cost. Instead, Blue Cross linted Tenet's
basis to that of the previous owner, adjusted for subsequent
capital inprovenents, disposals, and accunul ated depreci a-
tion, which it referred to as the hospital's "net book val ue" as
of the date of Tenet's 1983 purchase. As a consequence of

the | ower basis, Blue Cross reduced Tenet's all owabl e depre-

ci ati on expenses for 1984.

Tenet did not appeal Blue Cross' 1984 determ nation
Nonet hel ess, Tenet continued to clai mdepreciation allow
ances using the stepped-up basis (with adjustnments) in each
of its next four annual cost reports. Each tinme, Blue Cross
l[imted Tenet's basis to adjusted 1983 net book val ue, and
reduced Tenet's all owabl e depreciation expenses accordingly.
Tenet did not appeal any of those four annual deterni nations.

In 1989, Tenet sold Three Rivers for $1,000,000, with the
pur chase agreenent between Tenet and the buyer allocating
$770, 000 of the sales price to depreciable assets. That year,
Tenet subnmitted a cost report that again used the 1983
purchase price (with adjustnments) as the hospital's basis.
Using that basis, Tenet calculated its loss on the sale as
$5,062,801 and billed Medicare for its share. See 42 C F. R
S 413.134(f). Once again, Blue Cross reduced Tenet's basis
to the adjusted 1983 net book value of the assets. The
substitution of net book value for Tenet's clained basis
reduced Tenet's loss from $5, 062,801 to $642,512.9 For the

8 According to Tenet, the fair market val ue and depreci at ed
reproduction cost were the same. See Tenet Br. at 20.

9 Tenet calculated its basis as $5,832,801, and its |l oss on the
sal e as $5,062,801. See J.A at 206. Blue Cross reduced Tenet's
basis to $1,412,512, and its loss to $642,512. See J. A at 209.

first tinme, Tenet appeal ed the reduction of the basis to the
Provi der Rei mbursenent Revi ew Board (PRRB).

After an evidentiary hearing, the PRRB sustained the
i nternedi ary's decision. The Board held that, under the
Medi care regul ations, a hospital's basis may not exceed its
depreci ated reproduction cost, and that Tenet "had failed to
adequately docunent ... its value for current depreciated
reproduction cost."” Three Rivers Cmty. Hosp., PRRB Dec.
No. 97-D97, at 11 (Sept. 10, 1997) [hereinafter "PRRB Op."].
The Board further held that because a reliable value for
depreci ated reproducti on cost was unavail abl e, a stepped-up
basis was inappropriate and the intermediary's decision to use
the previous owner's basis (net book val ue) was reasonabl e.
Id. The Adnministrator of the Health Care Financing Adm n-
istration declined to review the Board' s decision, rendering
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t hat decision final.

Tenet then filed suit against HHS in the United States
District Court for the District of Colunbia. On cross-notions
for sunmary judgnent, the court found the PRRB' s decision
arbitrary and capricious, principally because the court read
the Medicare regulations to bar the use of net book value as a
purchaser's basis. Tenet Heal thSystenms Heal t hCorp. v. Sha-
lala, No. 97cv2723, slip op. at 1 (D.D.C. Jan. 12, 1999). HHS
now appeal s.

Qur standard for reviewing a decision of the PRRBis the
same as that which the district court must apply: W may set
aside a Board decision only if it is "unsupported by substan-
tial evidence," or if it is "arbitrary, capricious, an abuse of
di scretion, or otherwise not in accordance with law" 5
US. C s 706(2)(E), (A); see 42 U S.C s 139500(f)(1) (provid-
ing that judicial review of PRRB decisions shall be pursuant
to the provisions of 5 US. C ss 701 et seq.); HCA Health
Servs. of la., Inc. v. Shalala, 27 F.3d 614, 616 (D.C. Cr.
1994). In addition, we nust defer to HHS reading of its own
regul ati ons, unless that reading is "plainly erroneous or in-
consistent with the regulation[s]." Auer v. Robbins, 519 U S.

Page 7 of 18
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452, 461 (1997) (internal quotation omtted); see Thomas
Jefferson Univ. v. Shalala, 512 U S. 504, 512 (1994). Because
we apply the same standard of review as the district court, we
proceed de novo, as if Tenet had brought the case here on
direct appeal. See County of L.A. v. Shalala, 192 F. 3d 1005,
1012 (D.C. Cir. 1999); Biloxi Reg'l Med. Cr. v. Bowen, 835
F.2d 345, 348-49 (D.C. Gr. 1987).

Tenet enphasi zes that it does not chall enge the | awful ness
or reasonabl eness of the Medicare regul ations, but rather
only the way in which the PRRB applied themto its reim
bursenent request. Tenet Br. at 11-14. The provider raises
two principal objections to the PRRB decision, contending
that: (1) the Board's determ nation that the Valuation Coun-
sel ors apprai sal was inadequate to warrant a stepped-up basis
i s unsupported by substantial evidence; and (2) the Board's
determ nation that net book value was a reasonabl e basis for
the hospital is arbitrary, capricious, and not in accordance
with law. W consider these two argunents bel ow

A

The PRRB did not dispute that Tenet woul d have been
eligible for a stepped-up basis had it submtted adequate
supporting data. PRRB Op. at 10-11. It concl uded, howev-
er, that Tenet failed to do so. 1d. at 11. Although Tenet
contends that this conclusion is unsupported by substanti al
evidence in the record, we disagree.

As the PRRB expl ai ned, and as Tenet concedes, the basis
for Three Rivers Hospital may not exceed the |owest of its:
(1) purchase price, (2) fair market value, or (3) depreciated
reproduction cost. 42 CF.R s 413.134(g)(1), (2). Under the
Medi care regul ations, "[p]roviders receiving paynment on the
basi s of reinbursable cost nust provide adequate cost data,”
42 CF.R s 413.24(a)--i.e., data that is "accurate and in
sufficient detail to acconplish the purposes for which it is
intended," 42 C.F.R s 413.24(c). Blue Cross accepted the
figures offered by Tenet for the hospital's purchase price and
fair market value. But it concluded, and the Board agreed,
that Tenet failed to neet its burden of submtting reliable

Page 8 of 18
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evidence of the third regulatory criterion: the hospital's
depreci ated reproduction cost.10 Accordingly, Tenet could

not establish that its proffered basis was |ess than or equal to
depreci ated reproduction cost, and hence could not neet the
step-up requirenments of s 413.134(g). PRRB Op. at 10-11

In support of its claimto a stepped-up basis, Tenet submt-
ted the appraisal prepared by Valuation Counselors at the
time of the 1983 sale. Although the Board and the internedi-
ary listed a nunber of flaws in the appraisal, we consider only
the nost inportant one here: As the Board correctly noted,
the 1983 appraisal sinply "did not provide detail ed docunen-
tation to support how it arrived at its depreciated reproduc-
tion cost[ ]." Id. at 11. The appraisal listed a bottomline
figure for the depreciated reproduction cost of the hospita
buil di ngs, but it included no supporting anal ysis or data.
Appraisal at 9 (J.A at 16). Al though Valuation Counsel ors
attached an itemby-item priced inventory of the hospital's
equi prent, it attached no simlar schedule for the hospital's
bui | di ngs--notw t hstandi ng that the buildings constituted al -
nmost 90% of the facility's total appraised value. See id. at 10

(J.A at 17). Indeed, the appraisal did not even use the term
"depreciated reproduction cost” to describe the value it |isted,
but rather the term "depreciated replacenent cost.” 1d. at 7

(J.A at 14). Although Tenet contends that Val uati on Coun-
selors regarded the latter as equivalent to the former, w thout
a nore detailed description of the appraiser's methods and
results it is inpossible to determ ne whether that was so.11

10 Tenet argues that under 42 CF. R s 413.134(f)(2)(iv), when

an internmediary is dissatisfied with an appraisal, it is the internedi-
ary rather than the provider that is obligated to seek a new
appraisal. The cited regul ation, however, applies only when a | unp

sum sal es price nust be allocated anobng various assets, and when
"the buyer and seller cannot agree on an allocation of the sales
price, or ... there is insufficient docunentation of the current fair
mar ket val ue of each asset" to nake the allocation. 1d. There was
no di spute about the allocation of the lunp sumsales price in this
case.

11 We have previously referred to "reproduction cost" as the
"present cost of reproducing the sane physical assets,” while refer-
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In sum the appraisal submitted by Tenet left the interne-
diary's auditors without "auditable evidence" from which they
could determ ne the depreciated reproduction cost of the
Three Rivers facility. Internediary's Position Paper, PRRB
Case. No. 92-1576, at 13 (J.A at 161). Because that figure is
essential to the calculation set forth in s 413.134(g), this flaw
is sufficient to support the Board's conclusion that the ap-
prai sal was inadequate to warrant a stepped-up basis.12

Twel ve years after it purchased the Three Rivers facility,
Tenet endeavored to cure the flaw in the 1983 Val uation
Counsel ors appraisal by submitting a list of the itens that
purportedly conprised the 1983 val uati on of the buil di ngs
reproduction cost. The PRRB was not satisfied with the
degree of detail submitted. PRRB Op. at 8. Although Tenet
neither included this list in the parties' Joint Appendix, nor
referred to it inits brief, at oral argunent Tenet's counse
directed us to the appropri ate pages of the agency record.
W have exam ned those pages and concur in the PRRB' s

ring to "replacement cost" as the "present cost of building a like
enterprise taki ng advantage of nodern technol ogy." Farnmers Un-

ion Cent. Exch. v. FERC, 584 F.2d 408, 412 n.3 (D.C. Cr. 1978); see
also, e.g., Dickler v. Cgna Prop. & Cas. Co., 957 F.2d 1088, 1100 (3d
Cr. 1992). The Valuation Counsel ors apprai sal described its "re-

pl acenent cost" figure as "the cost of produci ng new duplicate

assets on the basis of current prices using the same or simlar
materials,"” Appraisal at 1 (J.A at 8) (enphasis added), while the
Provi der Manual defines "reproduction cost"” as the "cost to repro-
duce the actual facility in Iike kind, and should not be inflated by
such factors as ... different construction types,"” Provider Mnua

s 134. 2.

12 In addition to this flaw, the Board also found, inter alia, that
the depreciation figure used in the appraisal was so |ow as to cast
doubt on the appraisal's overall validity. PRRB Op. at 11. The
i nternedi ary had noted that Valuation Counselors' calculation
"yields an accunul at ed depreciati on of only $406, 300 fromthe
construction date [1969] to the point of sale [1983]." 1Id. at 8. That
figure, the internedi ary observed, corresponds to "a useful life in
excess of 175 years"--a facially inplausible assunption given "the
standard estimated useful life of a building of 40 years." 1Id. at 8.
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assessnent. The new nmaterial does no nore than list thir-

teen gross conmponents of the Three Rivers buil di ngs

("floors,"” "roof," "ceilings," etc.) and attach dollar figures to
each. Admnistrative Record (AR ) at 740. It does not

i ndi cate how those figures were calculated; it does not even
state whether they were the original 1983 cal cul ations or

sinmply retrospective reconstructions.

It was not only the Valuation Counsel ors appraisal itself
t hat caused the Board concern about accepting Tenet's pro-
posed basis. Another valuation of the hospital, conducted for
Tenet by the firmof Mirshall and Stevens, Inc., raised stil
further doubts. PRRB Op. at 11. The Marshall and Stevens
report val ued the depreciated reproduction cost of the hospi-
tal buildings at $3,000,000 |ower than had Val uati on Counsel -
ors, as of approximately the same date. 1d. at 9. "There are
no reasonabl e explanations for this |arge variance," the Board
said, "which |eads to the conclusion that the data is unreliable
for conputation of loss on sale of the facility.” 1d. at 9
(summari zing internediary's view).

Finally, we note that Tenet itself created the evidentiary
difficulty it now faces. Although Blue Cross pointed out the
i nadequacy of Tenet's appraisal data as early as 1984, Tenet
"neither appealed the Internmediary's decision when it was
made, nor did it request a reopening of the cost report within
three years of the original" decision. Id. at 11. Tenet also
failed to chall enge Blue Cross' determ nation in any of the
four succeedi ng cost years, and never offered a new appraisa
that corrected the flaws in the original. Although HHS has
not argued that this constitutes a waiver, the agency does
reasonably contend that Tenet's failure to appeal the first
cost report has nmade the determ nation of the hospital's basis
all the nore problematic. See, e.g., 15 Mertens, Law of
Federal Incone Taxation s 59:11 (1997) (noting the "difficul-
ty of establishing the value of property a nunber of years
after the valuation date" and that, as a result, a valuation
made at such tine "will be regarded as | acking in probative
val ue"). Hence, Tenet has no one but itself to blame for its
present predi canent. W conclude that the PRRB's determ -
nati on, that the Valuation Counselors report "failed to ade-
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quat el y docunent the basis of its value for current depreciat-
ed reproduction cost," PRRB Op. at 11, is supported by
substantial evidence in the record before the agency. 13

B

We next consider Tenet's contention that the PRRB's
decision was arbitrary, capricious, and not in accordance with
law. Tenet makes two argunents in this regard. First,

Tenet argues that Medicare acted arbitrarily in rejecting the
Val uati on Counsel ors appraisal for the purpose of determn n-

ing Tenet's basis in the hospital, while accepting the appraisa
for the purpose of conmputing Humana's gain on the sane

sale. Second, Tenet argues that the Medicare regul ati ons bar
HHS from usi ng net book value as a hospital's basis.

1

Tenet correctly points out that, although Blue Cross reject-
ed the Val uati on Counsel ors appraisal for the purpose of
determi ning Tenet's basis in the hospital it purchased from
Humana, the internmedi ary accepted that appraisal for the
pur pose of conputing Humana's gain on the sale.14 Specifi-
cally, the internmedi ary accepted the appraisal's allocation of
$4,516, 202 of the total sales price to Three Rivers. By

13 We reject Tenet's contention that Blue Cross' refusal to rely
on the 1983 Val uati on Counsel ors appraisal was inconsistent with a
letter in which the internediary stated that the appraisal "nmet the
Medi care CGuidelines [for] an acceptable appraisal.” See My 7,
1992 Blue Cross Letter at 1 (J.A at 196). That statenent foll ows
directly after a sentence in which Blue Cross wote that "[t]his
apprai sal was based on the fair market value (FW/) nethod," id.
and, as we have noted above, Blue Cross did in fact find the
apprai sal acceptable for calculating the hospital's fair market val ue.
The sentences that follow however, make absolutely clear that Blue
Cross regarded the apprai sal as unacceptable for calculating the
facility's depreciated reproduction cost. 1d.

14 As discussed bel ow, when a provider sells a depreciabl e asset
for a gain, Medicare recaptures its previous depreciation paynents
fromthat gain. See 42 CF. R s 413.134(f)(1).
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accepting the appraisal for this purpose, while rejecting it for
calculating Tenet's basis in the hospital, Tenet contends that
Medi care acted arbitrarily and capriciously. Indeed, Tenet
continues, this treatnment gave Medicare a "windfall," because
Medi care was able to use the higher valuation to recapture

t he depreciation expenses it had paid to Humana, while using
the I ower valuation to pay | ower depreciation reinbursenments

to Tenet. W conclude, however, that there is nothing arbi-
trary about the conclusion that the apprai sal was acceptable

for one purpose but inadequate for the other

First, and forenost, the Medicare regul ati ons expressly
require different data for valuing a property for the purpose
of calculating the purchaser’'s basis than for the purpose of
calculating the seller's gain. As noted above, the regul ations
provide that the purchaser's basis in depreciable assets is the
| owest of three figures: purchase (sales) price, fair market
val ue, and depreciated reproduction cost. 42 C.F.R
s 413.134(g) (1), (2). As further noted, because the internedi-
ary reasonably concl uded that the Val uation Counsel ors ap-
prai sal of depreciated reproduction cost was unsupported, it
was al so reasonable for it to conclude that the appraisal was
unacceptabl e for the purpose of calculating Tenet's basis.

The regul ati ons governing the seller's gain, however, are
different. Gain is determ ned by subtracting the seller's
adjusted basis fromthe sales price. The seller's adjusted
basis is its net book value, which is unaffected by the sale.
See Provider Manual s 104.10(c), ex. 5; see also Whitecliff, 20
F.3d at 489. The sales price is "deternm ned by allocating the
l unp sum sales price anong all the assets sold, in accordance
with the fair market value of each asset.” 42 C.F. R
s 413.134(f)(2)(iv). Accordingly, for purposes of calculating
the seller's gain, valuation of the property at the time of the
sale requires only two figures: total sales price and fair
mar ket value, the latter being required to allocate the sales
price when nore than one asset is sold. As we have noted,
the internedi ary accepted Val uation Counsel ors' figures for
both the total sales price and the fair market value, and hence
of the allocated sales price of the hospital facilities. Because
the only figure disputed by the internediary--depreciated
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reproduction cost--does not enter into the fornula for cal cu-
lating Humana's gain, it was not arbitrary to accept the
apprai sal for the purpose of calculating Humana's gain while
rejecting it for the purpose of calculating Tenet's basis.

Second, although Tenet is correct that the consequence of
using the appraisal for calculating the seller's gain was to
permt Medicare to recapture its prior depreciation paynents
to Hurmana, there is nothing arbitrary about that result.
Rather, it flows directly fromthe operation of regul ations
that are not thensel ves chall enged here. Under those regu-
| ati ons, providers are pernmitted "[a]n appropriate all owance
for depreciation on buildings and equi pnment used in the
provi sion of patient care." 42 C.F.R s 413.134(a). When a
provider sells a depreciable asset for a gain, Mdicare recap-
tures its previous depreciation paynents fromthat gain. See
42 CF.R s 413.134(f)(1). Because annual depreciation allow
ances are only estimates of the true depreciation of the asset,
recapture pernmits Medicare to recover when actual deprecia-
tion--as reflected in the sales price--turns out to be |ess than
anticipated. See generally Witecliff, 20 F.3d at 489. And
this means that the amount of noney the seller actually
receives for the property--the allocated sales price--is the
key vari abl e.

By contrast, establishing the purchaser's basis is not in-
tended to permit Medicare to recover for past overpaynents
generated by using estimates of actual depreciation, but
rather to provide the initial value fromwhich future esti-
mates--i.e., the purchaser's depreciation allowances--will be
calculated. 42 CF.R s 413.130(a)(1), .134. As set forth in a
regul ati on that Tenet has not challenged, 42 C.F.R
s 413.134(g), depreciated reproduction cost is one of the three
vari abl es needed to determ ne the purchaser's basis. There
is nothing arbitrary about rejecting an appraisal that did not
reliably establish the nagnitude of that variable. 15

15 We also note that while the accuracy of the appraisal of
Tenet's basis was inportant to both Medicare and Tenet, the
accuracy of the appraisal of Humana's sales price was not equally
significant to either Medicare or Humana. Since the anount of
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Tenet al so argues that the Medicare regul ati ons bar HHS
fromusi ng net book value as a hospital's basis. As the
provi der correctly points out, paragraphs (1) and (2) of 42
C.F.R s 413.134(g) do not nention net book value as a
perm ssi bl e basis: They nmention only purchase price, fair
mar ket val ue, and depreci ated reproduction cost. As HHS
correctly notes in response, however, these paragraphs re-
quire the internediary to select the | owest of those three
variables as the basis, and are sinply silent as to what should
be done if the data are insufficient to support one or nore of
them The paragraphs do not nention net book value at all,
| et alone expressly forbid its use.

VWhen an agency regulation is silent or ambiguous with
respect to the specific point at issue, we nust defer to the
agency's interpretation as long as it is reasonable. Indep
Petrol eum Ass'n of Am v. Babbitt, 92 F.3d 1248, 1256 (D.C
Cr. 1996); see Foothill Presbyterian Hosp. v. Shalala, 152
F.3d 1132, 1134, 1135 (9th Cr. 1998). Indeed, the Suprene
Court has advised that "[t]his broad deference is all the nore
war r ant ed" when the regul ati on concerns a "conpl ex and
hi ghly technical regulatory program |ike Medicare, "in which
the identification and classification of relevant criteria neces-
sarily require significant expertise and entail the exercise of
j udgment grounded in policy concerns.” Thomas Jefferson
Univ., 512 U.S. at 512 (internal quotation onmtted). More-
over, as the Court has further explained, HHS does not have
a statutory duty to promul gate regul ations that "address
every concei vabl e question in the process of determ ning
equi tabl e rei nbursenent.” Shalala v. Guernsey Menil
Hosp., 514 U.S. 87, 96 (1995). Rather, for "particular reim
bursenent details not addressed by" regul ati ons, HHS prop-
erly "relies upon an el aborate adjudicative structure which

Humana's gain was well above the level that would permt Medicare
to conpletely recapture its depreciation paynents, neither Humana
nor Medi care had any reason to di spute the precise anount of the
gain. See HHS Reply Br. at 9 &n.3; AR at 460
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includes the right to review by the [PRRB]." 1I1d. The
agency reasonably relied on that structure here.

Lacki ng an acceptable figure for depreciated reproduction
cost, the internediary concluded that it could not determ ne
whi ch of the three values listed in the regulation was the
| owest, and hence could not step-up the basis under
S 413.134(g). In such circunstances, Blue Cross recognized,
aliteral reading of the regulation could require it to assign a
basis of zero: "Wthout the determination of ... current
depreci ated reproduction costs, the lesser ... of these three
vari abl es beconmes -0- and the Provider's asset basis thus
becomes -0-." Internediary's Position Paper at 8 (J. A at

156). Instead of adopting such a Draconi an position, howev-
er, Blue Cross permtted Tenet to use the basis of the
previous owner. "This basis was chosen,” the internediary

said, "because it would not exceed the purchase price, fair
mar ket val ue, or depreciated reproduction cost” of the hospi-
tal. My 7, 1992 Blue Cross Letter at 2 (J.A at 197). 1In
addi tion, the previous owner had nmaintai ned "adequate docu-
mentation ... on the assets which properly supported their
net book value.” 1d. Finally, Blue Cross had been applying
net book value as Tenet's basis, w thout appeal, for each of
the previous five years. Under these circunstances, the
PRRB determ ned, and we agree, that "the internediary's

use of the net book val ue was reasonable.” PRRB Op. at 11.

W al so note that relegating the provider to the basis of
t he previous owner is consistent with the agency's |ong-
standi ng characterization of s 413.134 as a regul ation that
permts a purchaser to "step-up" the property's basis from
that of the prior owner. See HHS Br. at 9; see also
Internediary Manual s 4508.1 (referring to the cal cul ation as
a" 'wite-up' fromthe historical cost basis of the acquired
depreci abl e assets”). Although the regul ation does not itself
use the term"step-up,"” Tenet also characterizes it as a "step-
up" regul ation, see Tenet Br. at 6, as has this court, see
Nursing Ctr., 990 F.2d at 646; R chey Manor, Inc. v.
Schwei ker, 684 F.2d 130, 133 (D.C. Gr. 1982). The |ogica
consequence of such a characterization is that a purchaser
who fails to satisfy the regulation's requirenents will not be
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permtted to step-up the basis, and hence will appropriately
be left with that of the prior owner.16

In a further attack on the intermediary's assignment of the
seller's basis to Tenet, Tenet contends that another para-
graph of s 413.134(g) expressly bars the use of the seller's
basi s unless the sale was not bona fide. See Tenet Br. at 25-
29 (citing para. (5)). Since there has never been any sugges-
tion that Humana's sale to Tenet was anythi ng but bona fide,
Tenet concludes that HHS was barred from assi gning Three
Ri vers a basis equivalent to the prior owner's net book val ue.

This argunent sinply msreads the cited paragraph. Para-
graph (5) of s 413.134(g), entitled "Transactions other than
bona fide," states that "[i]f the purchaser cannot denonstrate
that the sale was bona fide, in addition to the limtations

specified in paragraph[s] (g)(1) [and] (2) ... of this section
t he purchaser's cost basis may not exceed the seller's cost
basi s, |ess accumul ated depreciation.” This paragraph does

provide that if a sale was not bona fide, the purchaser's basis

16 The district court was concerned that limting the purchaser
to the prior owner's net book value "would cause all assets that
have exceeded their estimated useful life to have a depreciable basis
of $0 assigned to themupon sale," a result the court thought
inconsistent with the PRRB's recognition in a prior case that fully
depreci ated assets may conti nue to have value. Tenet Heal t hSys-
tems, slip op. at 14 (citing Unity Hospital, PRRB Dec. No. 78-D86
Medi care & Medicaid Guide (CCH) p 29,590 (Dec. 21, 1978)). This
concern is unwarranted. First, although it is true that the applica-
tion of straight-line depreciation can reduce an asset's depreciable
basis to zero, that would ordinarily occur only at the end of the
asset's useful l[ife, which had not been reached here. Second, this
result is not arbitrary, but rather the |ogical consequence of the
straight-line nethod of depreciation, which is enbedded in Medi-
care regul ations not thensel ves chal |l enged by Tenet. See 42
C.F.R s 413.134(b)(3), (g)(2). Finally, the PRRB did not hold that
every purchaser should be relegated to the seller's net book val ue,
only that this was an appropriate result in Tenet's case because
Tenet had failed to satisfy the regulatory requirenents for a step-
up. As discussed in the text above, that determ nation was reason-
abl e.



<<The pagination in this PDF may not match the actual pagination in the printed slip opinion>>

USCA Case #99-5064 Document #608243 Filed: 07/06/2001

islimted to that of the seller. But paragraph (5) does not
say that the only time the internediary may use the seller's
basis is when the sale was not bona fide. To the contrary,
par agraph (5) says nothing at all about how to cal cul ate the
basi s when the transaction was bona fide, and instead refers
the reader to paragraphs (g)(1) and (2) of the same section
Those are the paragraphs al ready consi dered above, which
require the use of the | owest of purchase price, fair market
val ue, and depreciated reproduction cost, and which the

PRRB reasonably read as permitting use of the seller's basis
when the figure offered for depreciated reproduction cost is
not reliable. W therefore reject Tenet's contention that the
Board's decision is "not in accordance with |aw "

The PRRB' s decision to approve a cost basis for Tenet's
hospital that was equal to that of the prior owner is supported
by substantial evidence and is not arbitrary, capricious, or
contrary to law. Indeed, the use of that basis represented
Medi care's reasonable effort to be fair to a purchaser that
could not satisfy the regulatory requirenents for a stepped-
up basis. Accordingly, the judgment of the district court is
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