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Thi s appeal arose froma decision of the Departnent of Health
and Mental Hygiene's (the Departnment) to disallow a portion of
appel l ee's clai med Medi caid rei nbursenent for nursing hone services
in the fiscal periods ending 30 June 1989 and 31 Decenber 1989.

Pursuant to M. Code Ann., Health-Gen. § 15-108 (1994
repl.vol.; 1994 Supp.), appellee, R verview Nursing Centre, Inc
(R verview), appealed the Departnent's decision to the Nursing Hone
Appeal Board (NHAB).! The NHAB affirnmed the Departnent's deci sion.
Appel | ee then appealed to the Circuit Court for Baltinore County.
The circuit court reversed, and the Departnment filed a tinely
appeal to this Court, arguing that:

1. The Department and the NHAB properly interpreted COVAR

10.09.11.10B and | to deny reinbursenent for interest earned

by the facilities on its invested funds.

2. The trial court erred in reversing the Departnent's

interpretation and application of COVAR

EACTS

Ri vervi ew operates a nursing home |ocated in Baltinore County,

Maryl and. R verview participates in the Medical Assistance Program

of the Departnent of Health and Mental Hygiene of the State of

1" The NHAB, part of the Departnent of Health and Ment al
Hygiene, is the admnistrative agency that is designated to hear
di sputes regardi ng Medi caid rei nbursenent. See, MI. Code Ann.
Heal t h-Gen. § 15-108 (1994 repl.vol.; 1994 Supp.) which provides
for the creation of an appeal board.
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Maryl and. The Medi cal Assistance Program (the Program, commonly
referred to as Medicaid, is a state program partially funded by
t he federal governnment, which reinburses nedical providers,
i ncl udi ng nursing hones, for nedical care rendered to persons who
are indigent or nedically indigent. 42 U S.C. § 1396 et seq.

Title XIX of the Social Security Act, which created and
governs the Medicaid Program requires each participating state to
adopt a plan for admnistration of nedical assistance for the
needy, and to designate an agency responsi ble for admnistrati on of
the plan. 42 U . S.C. 8§ 1396 et seq. In Maryland, the Departnent is
t he desi gnated agency and, pursuant to Ml. Code Ann., Health-Gen.
8§ 15-103 (1994 repl.vol.; 1994  Supp.), has a statutory
responsibility to adopt rules and regulations for the rei nbursenent
of providers under the Program Maryl and's federally approved
Medi cai d rei nbursenent plan is contained in COVAR 10.09.11.2 \Where
COVAR does not specify otherw se, federal Medicare principles of

r ei nbur sement , cont ai ned in t he Medi cai d Act , Pr ovi der

2 Effective 27 Novenber 1989, COMAR Chapter 10.09.11 was
revi sed and renunbered. 16:17 Md. R 1901-1920 (25 August 1989):
16: 23 Md. R 2505-2506 (17 Novenber 1989). The revision was not
substantive. The COVAR references herein use the current
nunberi ng.
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Rei mbur senent Manual (PRM 3, and Medi care regul ations control.*

On 1 January 1983, Maryland instituted a new and innovative
Medi cai d rei nbursenent plan. The previous reinbursenent schene was
a retrospective paynent system based prinmarily upon Medicare
principles of reinbursenent. In addition, there was no paynent for
return on equity, and providers were conpensated for depreciation
expense, or in the case of |leased facilities, rent. See, Roger C.
Lipitz and Herbert P. Wiss, D ssecting Maryland's Medi caid System
Contenporary LTC (Long Term Care), February 1985, at 41. The new
and continui ng rei nbursenent system set forth in COVAR 10.09. 11,
pays nursing hones a per diem rate for each Medicaid patient
receiving services. The per diemrate is calculated as a conposite
of four separate cost centers: (1) admnistrative and routine
costs, (2) direct nursing care costs, (3) other patient care costs,
and (4) capital costs. COVAR 10.09.11. 07.

This case arises over a dispute regarding the Departnent's

3 The PRM contains Medicare reinbursenent guidelines
publ i shed by the U. S. Departnent of Health and Human Servi ces
whi ch el aborate upon the Medicare rei nbursenment regul ati ons found
in 42 CF.R Part 413.

4 COVAR 10.09.11.07B(2) provides that "[a] provider's
al l owabl e per diemcosts are reviewed according to the principles
established under Title XVIIlI of the Social Security Act, 42
US C 8§ 1395 et seq., and contained in the Medicare Provider
Rei nbur senent Manual (PRM, HCFA Publication 15-1, unless
ot herw se specified by this chapter."”
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met hod of calculating reinbursenent in the capital cost center
Under COVAR 10.09.11.10C, the final per diem costs that are
reported in the capital cost center include: (1) property taxes;
(2) property insurance; (3) nortgage interest; (4) net capita
value rental and (5) central office capital costs. Under
Maryl and's rei nbursenent system providers who operate |eased
facilities, such as R verview, are not reinbursed for their rent.
| nstead, they are reinbursed for the physical use of their
facilities through the net capital value rental (NCVR) conponent of
the capital cost center.?® To calculate the NCVR  COVAR
10. 09. 11. 10l sets forth the formul a whereby a nortgage debt and
interest on that debt are inputed for |leased facilities.

At issue in this case is the nethod by which the Departnent
establishes a nursing hone's net interest expenses in the capital
cost center. Under the Departnent's system of reinbursenent, the
determ nation of a facility's allowable interest expense is a two
step process that requires the application of both COVAR
10.09.11.101 and 42 CF.R 8 413.153(b)(2)(iii). COVAR

10. 09. 11. 101 specifies how an all owabl e i nputed nortgage interest

> An underlying principle of Maryland's rei nbursenent

systemcalls for investor operated and non-investor operated
facilities to be reinbursed under the sane formula for capita
related costs. The intent of this reinbursenent systemis to
insure that facilities providing the sanme service -- whether
those facilities are | eased or owned -- wll receive the sane
rate of reinbursenent. Roger C. Lipitz and Herbert P. Weiss,
Di ssecting Maryland's Medicaid System Contenporary LTC (Long
Term Care), February 1985, at 41, 53-54.
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expense is established for a non-investor operated nursing hone.
Next, to determne the final reinbursable interest expense, the
Departnent applies the Medicare interest "offset rule" to deduct
earned interest income from the inputed nortgage interest. The
offset rule, set forth in 42 CF. R 8 413.153(b)(2)(iii) (1994),
provides that interest expense generally mnust be "[r]educed by
i nvestnment incone."® The primary purpose of the interest "offset
rule" is to prevent the reinbursenent of unnecessary borrow ng
costs. See, PPR M § 202.2.

Under this fornmula, the Departnent nmaintains that it
appropriately reduced Riverview s inputed interest expense by its
earned investnent interest incone. Appel | ee contends, however
that (1) Medicare principles of reinbursenent prohibit the
Departnment from applying the interest offset rule to its inputed
("imagi nary" or "phantom) interest costs; (2) the inputed interest
is nerely a surrogate for rent and interest inconme cannot be set
of f against rent; and finally, (3) the application of the interest
offset rule to non-investor operated facilities does not further
Program purposes. |n response, the Departnent argues that although

COVAR regul ations do not explicitly call for application of the

6 42 C.F.R 8§ 413.153, which deals with interest expense,
provi des:

(a)(1) Principle. Necessary and proper interest on both
current and capital indebtedness is an allowabl e cost

(b) Definitions . . . .(1) Interest . . . .

(2) Necessary. Necessary requires that the interest be .

(1i1) reduced by investnent incone .
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interest offset rule, the offset of interest incone against
i nterest expense is required by Maryland' s Medicaid regul ati ons,
and, furthernore, the interest offset rule has been consistently
applied to all providers that rent their facilities since the
inception of the State's current reinbursenent systemin 1983.

St andard of Revi ew

The Iimtations on the authority of a court review ng the
final order of an admnistrative agency are substantial. Thi s
Court's role in reviewing an adm ni strative decision "is precisely
the sane as that of the circuit court.” Departnment of Health and
Mental Hygi ene v. Shrieves, 100 Md. App. 283, 303-04, 641 A 2d 899,
909 (1994) (citation omtted). |In Fort Washington Care Ctr. Ltd.
Partnership v. Departnent, 80 Mi. App. 205, 560 A 2d 613 (1989), we
expl ai ned that the standard of review of a NHAB deci sion, as set
forth in the Maryland Adm ni strative Procedure Act, Ml. Code Ann.,
State Gov't 8§ 10-222(h) (1993 repl.vol.; 1994 Supp.), "nmandates
that the ruling by the board be affirmed if supported by conpetent,

mat eri al, and substantial evidence." |d. at 213, 560 A . 2d at 617.°

" The Maryl and Adm nistrative Procedure Act, Ml. Code Ann.,
State Gov't 8 10-222(h) (1993 repl.vol.; 1994 Supp.) provides:

In a judicial proceeding under this
section, the court may:

(1) remand the case for further

pr oceedi ngs;

(2) affirmthe final decision; or

(3) reverse or nodify the decision if
any substantial right of the petitioner
may have been prejudi ced because a



8

The standard of review to be applied depends on the nature of
t he agency finding being reviewed. Gay v. Anne Arundel Co., 73
Mi. App. 301, 308, 533 A 2d 1325, 1329 (1987). I n Caucus
Distributors, Inc. v. Maryland Securities Commir, 320 Md. 313, 577
A.2d 783, 788 (1990), the Court described the review process under
10-215(g), the predecessor to 8§ 10-222(h), as foll ows:

I n determ ni ng whet her an agency's decision is
supported by substantial evidence, we are
m ndful that substantial evidence is such
rel evant evidence as a reasonable m nd m ght
accept as adequate to support a conclusion.
I n applying the substantial evidence test, we
must not substitute our judgnment for the
expertise of the agency, for the test is a
deferential one, requiring "restrained and
disciplined judicial judgnent so as not to
interfere wth t he agency's factual
conclusions.” This deference applies not only
to agency fact-finding, but to the draw ng of
inferences from the facts as well. When,
however, the agency's decision is predicated
solely on an error of law, no deference is
appropriate and the reviewing court my
substitute its judgnent for that of the
agency.

finding, conclusion or decision:

(1) is unconstitutional:

(11) exceeds the statutory authority
or jurisdiction of the final decision

maker ;

(ti1) results froman unl awf ul
procedur e;

(tv) is affected by any other error
of | aw

(v) is unsupported by conpetent,
mat eri al, and substantial evidence in
light of the entire record as submtted,
or

(vi) is arbitrary or capricious.
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ld. at 323-24, 577 A 2d at 788 (citations omtted).

To the extent the issues on appeal turn on the correctness of
an agency's findings of fact, such findings nust be reviewed under
t he substantial evidence test. State Admn. Bd. of El ection Laws v.
Billhimer, 314 M. 46, 58-59, 548 A 2d 819, 825 (1988), cert
denied, 490 U. S. 1007 (1989). 1In contrast to factual chall enges,
the substituted judgnent standard is used with respect to a claim
that the agency erred as a matter of law. Liberty Nursing Center,
Inc. v. Departnent of Health and Mental Hygi ene, 330 Md. 433, 624
A .2d 941, 946 (1993); Departnent of Health and Mental Hygi ene v.
Reeders Menorial Honme, Inc., 86 MI. App. 447, 452, 586 A 2d 1295,
1297, (1991); Perini Services, Inc. v. Maryland Health Resources
Pl anni ng, Commi n, 67 Ml. App. 189, 201, 506 A 2d 1207, 1213 (1986);
cert. denied, 307 Md. 261 (1986). A challenge as to a regul atory
interpretation is, of course, a legal issue. Perini Servi ces,
Inc., 67 MI. App. at 201, 506 A 2d at 1213. Upon appellate review,
however, courts give special weight to an agency's interpretation
of its own regulations. As this Court expl ai ned:

[Courts bestow special favor on an agency's
interpretation of its own regul ati on.
Recogni zing an agency's superior ability to
understand its own rules and regulations, a
"court should not substitute its judgnment for
t he expertise of those persons who constitute
the admnistrative agency from which the

appeal is taken."

Reeders Menorial Honme, 86 M. App. 447, 453, 586 A 2d 1295, 1297
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(1991) (citing Bulluck v. Pel ham Wod Apartnents, 283 Ml. 505, 511-
13, 309 A 2d 1119, 1124 (1978)). In particular, we have
acknow edged the expertise of the NHAB as an i ndependent body whose
menbers are "know edgeabl e in Medi care and Medi cai d rei nbur senent
princi pl es" and whose purpose is to decide issues of reinbursenent.
Reeders Menorial Hone, 86 MI. App. at 586 A 2d at 1297-98; Fort
Washi ngton Care Ctr. Ltd. Partnership, 80 Ml. App at 213, 560 A 2d
at 613.

This court has previously reviewed the Departnent's system of
Medi cai d rei nmbursenent. As in the case now before us, Fort
Washi ngton Care Ctr. Ltd. Partnership v. Departnent of Health and
Mental Hygiene, 80 M. App 205, 560 A 2d 613 (1989) involved a
challenge to the Departnent's interpretation of COVAR 10.09. 11. 07,
i.e., the regulations dealing with capital cost reinbursenent.
Specifically, at issue in Fort Wshington Care Cr. Ltd.
Partnership was a decision by the NHAB to deny full Medicaid
rei mbursenent for Fort WAshington's nortgage interest expense and
acqui sition costs. In upholding the Departnent's reinbursenent
decision, we stated that the Departnent's interpretation and
application of COVAR "not only [found] support in the overall
Medi caid reinbursenent policy and objectives, but [wa]s also
em nently reasonable.” 1d. at 212-13, 560 A 2d at 618.

This Court again exam ned a Medicaid reinbursenent dispute

regarding COMAR 11.09.11.07 in Departnent of Health and Menta
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Hygi ene v. Reeders Menorial Hone, 86 M. App. 447, 586 A 2d 1295
(1991). In Reeders Menorial Home, the nursing home provider
chal |l enged the Departnent's nethod of calculating the NCVR e
again held that the Departnment's interpretation of COVAR was
correct, noting that "the Departnent's interpretation of the
appl i cabl e regul ati ons has been consi stent throughout the history
of appellee's admnistrative experience wwth NHAB." |d. at 455,
586 A.2d at 1299.

More recently, the Court of Appeals, in reviewng a dispute
relating to a nursing home provider's reinbursenent for interest on
a loan, stated that a "decision of an admnistrative agency carries
with it a presunption of validity; consequently, judicial reviewis
limted to determ ning whether a reasoning m nd could have reached
the factual conclusion reached by the agency." Liberty Nursing
Ctr., Inc. v. Departnent of Health and Mental Hygiene, 330 Mi. 433,
443, 624 A 2d 941, 946 (1993). Wth these principles of reviewin
mnd, we turn to the NHAB' s decision and the circuit court's
ruling.

Di scussi on

Al though this case involves a dispute over a " statutory
interpretation'--the interpretation of a regulation--[an issue]
upon which a court may freely substitute its judgnent for that of
the adm nistrative agency," wth regard to any anbiguity, we nust

"l ook to the intent of the State in adopting the regul ation
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Censtar Stone Paving Products Co., Inc. v. State Hi ghway
Admin., 94 M. App. 549, 602, 618 A.2d 256, 259 (1993). In
examning the regulations at issue in this case, we recogni ze "t hat
the primary goal in a case requiring statutory construction is to
ascertain and effectuate the intent of the Legislature."” Fort
Washington Care Ctr. Ltd. Partnership, 80 M. App. at 214, 560 A 2d
at 618. Because the field of Medicaid reinbursenent is
particularly conplex and requires special agency expertise,
Reeders Menorial Hone, 80 Md. App. at 453, 586 A 2d at 1297-98,
Fort WAshington Care Cr. Ltd. Partnership, 80 MI. App. at 214, 560
A . 2d at 618, the Departnment is best able to discernits intent in
pronmul gating the regul ations, and "the agency's expertise is nore
pertinent to the interpretation of [its] rule . . . ." Maryland
Commin on Human Rel ations v. Bethlehem Steel Corp., 295 Ml. 586,
593, 457 A 2d 1146, 1150 (1983).

The purpose of the Medicaid programrei nbursement system as
provided for in the regulations at issue, is the reinbursenent of
reasonable allowable costs of providing services to Medicaid
beneficiaries, not reinbursenent of all the costs related to the
facility. Fort Washington Care Ctr. Ltd. Partnership, 80 M. App.
at 214, 560 A 2d at 618. The Medicaid Program requires that
provi ders of necessary nedical care and services be reinbursed at
"reasonabl e and adequate" rates. 42 U.S.C. 8§ 1396(a)(13)(A).

Specifically, nursing homes participating in the Medicaid Program
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are reinbursed
through the wuse of rates (determined in
accordance W th nmet hods and st andar ds
devel oped by the state) . . . which the state
finds, and makes assurances satisfactory to
the Secretary, are reasonabl e and adequate to
meet the costs which nust be incurred by
efficiently and econom cal ly oper at ed
facilities in order to provide care and
services in conformty with applicable state
and federal |aws, regulations, and quality and
saf ety standards

42 U.S.C. § 1396a(a)(13)(A).

Application of the interest offset rule to both investor and
noni nvestor-operated facilities has several inportant purposes in
addition to insuring that providers are reinbursed at "reasonabl e
and adequate rates." First, the Departnent ensures that nedica
facilities operate in an efficient manner by requiring that
providers borrow only what they need to fulfill <capita
requirenents related to providing services to Medicaid
beneficiaries. Second, the Departnent al so safeguards an essenti al
goal of the State's regulations -- to treat facilities in the sane
manner by reinbursing them under the same fornmula for capita
rel ated costs regardless of the type of ownership. By requiring
t hat nortgage debt and interest thereon be inputed for non-investor
operated facilities such as R verview, Mryland s reinbursenent
system sets investor operated and non-investor operated facilities

on an equal footing in the area of capital reinbursenent.

In addition, the inputed interest expense aspect of the
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calculation in accordance with COVAR 10.09.1107 is not "purely
hypot heti cal ," as Ri verview argues, but has actually been incl uded
as an allowable cost and has been reinbursed to the provider.
Because this aspect actually exists for reinbursenent purposes in
accordance with the federal Medicare statute (which R vervi ew does
not quarrel with and accepts the benefit of), the calculation
shoul d be subject, to the extent possible, to the sane tests of
necessity as interest actually incurred. |If interest incone were
not offset for +the non-investor operated facilities, these
facilities would gain the benefit of being provided a return on
equity, just like the owner operated facilities, w thout assum ng
t he burden of the incone offset as assuned by the owner operated
facilities. And al though appellee argues that P.R M § 202.2
forbids a set off of interest incone against inputed interest
expense, neither the federal regulations nor the PR M explicitly
prohibit application of the set off rule to inputed interest
Furthernore, in Forsyth Co. Hosp. Authority, Inc. v. Bowen, 856
F.2d 668, 670 (1988), the Fourth Crcuit determned that the
Departnment of Health and Human Services had properly applied the
interest offset rule to investnent inconme inputed to the provider.
See al so, Monongahela Valley Hosp., Inc. v. Sullivan, 945 F.2d 576,
592 (holding that the Secretary's policy of inputing a related
organi zation's interest inconme to a provider is proper).

Since the inception of the pertinent regulations on 1 January
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1983, the interest offset rule has been applied by the Departnment
to both investor operated and non-investor operated facilities.?
Such a long and uninterrupted agency application of the regul ati ons
t hrough the adjudi catory process "is particularly persuasive" when
the "admnistrative interpretation was established at the sanme tine
as the legislative enactnent and continued uniformy thereafter.”
Falik v. Prince George's Hosp., 322 Md. 409, 416, 588 A 2d 324, 327
(1991). See also, Baltinore & OR R v. Bowen, 60 M. App. 299

305, 482 A 2d 921, 924 (1984) (noting that deference is
particularly appropriate for interpretations over a |ong period of
tinme). |In upholding an agency finding, the Court of Appeals noted
in Gvener v. Coormir of Health, 207 Ml. 184, 191 (1955) that, "even
t hough the [provider's] proposal may be reasonabl e al so, the burden
to reverse is not to prove an inbal ance of reasonabl eness on the
side of the [provider's] proposal but rather to negate the
r easonabl eness of the [Agency's] proposal.” The trial court failed
to give appropriate weight to the Departnent's |ong-standing and

consistent application of the interest offset rule. In fact, in

8 Inthe NHAB's final decision in the matter of Riverview, it
cited five decisions, dating from 1985, wherein the board upheld
the inputation of a nortgage debt and interest thereon for
non-i nvestor operated facilities. These decisions were: Charles
County Nursing Home, Inc. v. Nursing Honme Appeals Board, G vi
Action No. CV 88-1802; Ashburton Nursing Honme, Inc., FPE May 31,
1985; Charles County Nursing Hone, Inc., FPE June 30, 1986; Circle
Manor Nursing Honme, Inc., FPE June 30, 1985; lvy Hall Inc., FPE
June 30, 1986.
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its Oder of Court Reversing Board, dated 29 March 1994, the court
indicated that it may have overlooked conpletely the agency's
consistent interpretative approach, as expressed in the five prior
cases (See n.8, supra) referenced in and appended to the NHAB' s
witten Decision on Remand, when it stated, "[Nothing (no
evidence) is pointed to by the Board to support its sunmary
conclusion that the Agency has historically interpreted the
regulations to allow an interest deduction frominputed interest.”
To the contrary, we hold that the Departnent denonstrated that its

interpretati on was reasonabl e, consistent, and | ongstandi ng.

JUDGVENT OF THE
CRCUT COURT FOR

BALTI MORE COUNTY
REVERSED; CASE
REMANDED W TH

DI RECTI ON THAT

THE CIRCU T COURT
AFFI RM THE DECI S| ON
OF THE NURSI NG

HOVE APPEAL BOARD
APPELLEE TO PAY

THE COSTS.



